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AGREEMENT FOR THE SALE AND

PURCHASEJ2ERQMTY.QIL

THIS AGREEMENT is effective as of April 21, 1995 by and between the State of Alaska
(State) 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 |
PEEINJT1QNS.
As used in this Agreement, the following terms shall have the following respective meanings:

LI "Commissioner” means the Commissioner of the Alaska Department of
Natural Resources or his designee.

1.2 Dailv Royalty Oil" means the quantity of Royalty Oil produced by the
Lessees from the Prudhoc Bay Unit Area in a Day except as provided in Article 2.1(b).

13 "Dav" means a period of twenty-four (It) consecutive hours, beginning at
12:01 a.m., Alaska Standard Time.

1.4 "Effective Date" shall have the meaning set out m Article VI.

15 "Field Cost Agreement” means the Prudhoc Bay Royalty Settlement

Agreement effective April 1. 1980.

1.6  "Leases" means the Oil and Gas leases which are subject to the terms of the

Prudhoc Bay Unit Agreement.
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1.7  "Lessee" means anv person ownine a working interest in anv of the Leases.

1.8  "Month" means the period beginning at 12:01 a.m., Alaska Standard Time,
on the first Day of the calendar Month andending atthe sametime onthe first Day of the next
succeeding calendar Month.

1.9 "Qil" 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 case
Articles 2. Kb) and 2.2 shall control. For purposes of this Agreement, "Oil" shall also include natural
gas liquids ("NGLs").

1.10 "Point of Delivery" shall have the meaning set out in Article 2.6.

111  "Rovaltv Oil" means the Oil which the State may take in-kind (in amount) as
its royalty under the Leases whether or not the State haselected totake or istaking that royalty in-
kind except as provided in Article 2.1(b).

1.12 "Rovaltv Settlement Agreement" means the written royalty settlement
agreements between the State and Exxon Corporation ("Exxon") dated December 31, 1991.

1.13 "Royalty Value" means the royalty value of all liquid hydrocarbons from the
Prudhoc Bay Unit or the Prudhoc Bay Unit initial Participating .Areas as provided in Article2.1(b)
calculated in accordance with the Royalty Settlement Agreement for West Coast placements as
explained in Article 2.3.

1.14 TAPS" means the Trans Alaska Pipeline System.

1.15 "Unit Agreement" means the Prudhoc Bay Unit Aerecment effective Apnl 1

1977. by and between the Lessees and the State, as amended from time to time.
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ARTICLE Il

SA.LE.QF.RO.YALIY-QIL
2.1 QuMiiy-
2.1(a) Prudhoc Bav Unit Quantity. The State agrees to sell to Tesoro and
Tesoro agrees to buy from the State that amount of 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)
decrease 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 limitations 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 Oil to be tendered, Tesoro must give the State at least six Months and ten
Days written notice. 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 Month after the applicable notice period
expires.

The volume of Daily Royalty Oil available to the State will vary and may be
interrupted from time to time, and depends upon a variety of factors, including the rate of production
from the Leases. The 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
volume cf 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.



If the State undcrlifts or stores Royalty Oil at the Prudhoe Bay Unit, or if the State
recovers underlined or stored Royalty Oil, the quantity of Oil tendered under this Agreement shall be
calculated as if no Royally Oil were underliftcd 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 state, oil that is produced solely from
the initial Participating Areas of the Prudhoc 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 Oil 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 Oil
shall have the same meaning set forth in Article | as limited in tliis article.

2.2 Quality. The Oil sold shall be the same quality as the Royalty Oil delivered
by the Lessees 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
suitability 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. Tesoro expressly waives any claim that any liquid hydrocarbons
made available to the State by the Lessees, including such substances as crude oil. condensate, natural
gas liquids, or return oil from the Prudhoe Bay Uni* Crude Oil Topping Plant, that may be blended
with crude by the Lessees before the Point of Delivery and tendered as a common stream by the

Lessees to the State as Royalty Oil arc not Qil, for purposes of this Agreement.
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2.3 Price of the Rovaltv Qil. The price each Month for Oil purchased under this
Agreement shall he the Royalty Value for that Month of Oil delivered to the West Coast by Exxon
from the Prudhoc Bay Unit production. The Royalty Value shall be determined according to the
Royalty Value calculation stated in Article 3.2 ¢) of its Royalty Settlement Agreement, except that the
Average Valdez Netback shall be 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 price in excess of the amount permitted will be suspended or adjusted to the
minimum extent required for the State to comply with that law, rule or regulation.

2.4 Reopeners.

2.4(a) Export Ban Reopcner. 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 after the export ban is lifted, either Tesoro or the State may reopen tl ; Agreement
for purchase price only, by giving the other party one month's prior written notice. 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 price. If Tesoro and the State cannot agree on a
price within three months alter the written notice to reopen, cither Tc:oro or the State may terminate
this Agreement upon nine months written notice to the other. The purchase price for Oil tendered

during any period pending 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 by Tesoro and the State, the new price
shall be effective for Oil delivered in the month following the Agreement.
2.4(b) Rovaltv Settlement Agreement Reopener. Tesoro shall not intervene

or otherwise participate in any way regarding litigation, styled ANS Rovaltv Litigation. Case No. 1-
JU-77-847. any future royalty settlement agreements with the Lesspes, or rcopcncrs 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 rcopener 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 reopencr. Furthermore. Tesoro has no
independent nght to invoke any of the provisions of the Royalty 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 pnee 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. Tesoro 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 Ill of the Royalty Settlement Agreement and/or any changes made under the
reopencr procedures of Article IV of the Royalty Settlement Agreement, the State shall give Tesoro
notice of such changes or a Notice of Reopencr initiated by Exxon or the State. Such notice shall
include information on the nature of such changes and/or the reopencr, the requested effective date of

any such changes or proposed changes, and the position taken by Exxon and the State. Any changes
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and/or Reopencr 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 Delivery. Simultaneously with receipt of its Royalty Oil
from its Lessees, the State shall tender the Oil to Tesoro where the State receives the Royalty Oil
from its Lessees. 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. 1 Prudhoc Bay Custody Transfer meter ("Transfer

Meter™).

2.6 Passage of Title and Risk of Loss. Tide 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
the Point of Delivery.

2.7 Tesoro's Responsibility. Tesoro shall be responsible for the Oil after 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 Oil after title has
passed to Tesoro.

2.8  Transportation Arrangements. Tesoro shall make all necessary arrangements
for transporting the Oil sold under this Agreement from the Point of Delivery, 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
Oil sold under this Agreement through and away from the TAPS and for the resale or other disposal
of the Oil. Such information may include the specific tenders of Oil made to the TAPS and

identification of tankers, if any, which will transport the Oil. In addition. Tesoro will provide the
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State, if requested by the State, with satisfactory evidence or reasonable assurance of die existence
and continuing validity of adequate arrangements for die transportation or disposal of the Oil subject
to this Agreement. Failure to provide informadon, evidence, or assurances requested will, at the
State’s elecuon by notice to Tesoro, be a material default under tliis Agreement.

2.9 Absolute Obligations. The obligadons of Tesoro to accept, pay for, and
arrange for the transportation of the Oil tendered or sold under this Agreement are 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 other reason or cause.

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

2.11  Performance Guaranty and Reservation Fee. |If Tesoro does not take the
Maximum Quantity, Tesoro shall pay to the State, in addition to the purchase price on the actual

quantity taken, an amount equal to .75 percent of the purchase price per barrel per Day on the
difference between the Maximum Quantity and the actual quantity tendered to and accepted by

Tesoro for each Day Tesoro does not take the Maximum Quanuty.

2.12  In-State Processing. Tesoro agrees to use best efforts to insure that any and all
of the Royalty Oil tendered under this Agreement will be processed through Tesoro's refinery near
Nikiski. Alaska, or will be exchanged for other crude oil which shall be processed at that refinery.
"Process" means the manufacture of refined petroleum products. In no event, however, shall the
quanuty of Royalty Oil. which must be processed, be less than 80 percent of the volume of Royalty'
Oil tendered under this Agreement. "Exchange" means: (1) direct trades of equal volumes of crude

oil; (2) trades of crude 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) sequential transactions in which Tesoro
receives back crude oil frotn a party other than the party which receives the Royalty 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 diTer 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 be paid to the .State and that
trades or exchanges shall be at no cost or expense to the State.

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

The State may. in its sole discretion, waive the in-State 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.

ARTICLE ID
REPRESENTATION AND OBLIGATIONS OF TESORO
Tesoro warrants, represents, and agrees:
3.1 Good Standing and Due Authorization. Tesoro is, and at all umes dunng 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. The financial information submitted to the State is
complete and correct and fairly presents Tcsoro's financial condition when the information was
submitted to the State. 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,
business, 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 Tcsoro'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,
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
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 tliis article, Tesoro may submit, and the State will accept,
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.
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ARTICLE IV
MEASUREMEIST§ AND.TESTS
The quantity anJ quality of Oil sold under this Agreement shall be determined at the
Point of Delivery. Procedures and methods for measuring and metering the Oil sold under this

Agreement shall be in accordance with the practices then in effect in the Prudhoc Bay Unit.

ARTICLE V
PAYMENTS AND ACCOUNTING

5.1 Initial Billing. The State will send to Tesoro, on or before the tenth business
Day of each Month after delivery of Oil. 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
immediately 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 Uilgram Price Report or any other publicly available report. The State shall
thereafter adjust its Initial Billing Invoice under this article as soon as more accurate information
concerning the quantity and purchase price of Oil 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.
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5.2 Initial Adjustment. After the Initial Billing Invoice under Article 5.1, the next
Monthly invoice will also state the State’s 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 State (“Initial

t
Adjustment Invoice"). Whether or not initial adjustments arc made, however, subsequent adjustments
may be made under Article 5.5.

5.3 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
("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 the 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 parties recognize that subsequent adjustments may be necessary alter December
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
deliven* will bear interest for only six years from the date accrued as defined in Article 5.5. Tliis
limitation on interest does not apply to Subsequent Adjustment Invoices resulting from; (1)

regulatory, reopencr or court proceeding (including appeals) commenced during the six year period
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whether or not the Tesoro or the State is a party and (2) bona fide audits by the State of Exxon
commenced during the six year period.

5.4 Payment. Tesoro will pay the Initial Billing Invoice on ihe third business Day
of the month following delivery or within three business Days after the date of 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
made without any deduction, set 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

For credit to the State of Alaska

General Investment Fund. AY01

Account #00657189

Attn: Kim Chan. Public 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. If payment is due 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 are 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 are correct based upon the best information

available to the State. If a dispute concerning a bill arises. Tesoro agrees to pay the full amount billed

by the State, except for obvious clerical mistakes, pending final resolution of the dispute.
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55 Interest. The Amount of all sums, which are not paid when due under this
Ngrcemcnt 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) or as 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 bunks for advances by the 12th Federal Reserve District
as of the First Day of tliat calendar quarter, or at the annual rate of 11 percent, whichever is greater,
compounded quarterly as of the last Day of that quarter. The term "date accrued” means the date of
the Initial Billing plus three business Days." Interest shall apply to both adjustments for
overpayments and underpayments.
The following illustrates from what date interest will run:
January | *31. 1996 - Tesoro takes 1996 January production:
February 9. 1996 - State sends Tesoro the Imual Billing Invoice for 19% January
producuon:
February 14. 19% (Initial Billing plus three business Days) - Tesoro must pay the
Initial Billing Invoice for January 19% producuon.If Tesoro doesnot pay on
this day. the Initial Billing Invoice bean interest from this dateplus a late
payment penalty.
March 8. 19% ~ State sends Tesoro the Iruual Adjustment Invoice for January 19%
producuon. Tesoro owes the Slate an additional sum
March 13. 19% - Tesoro must pay the Initial Adjustment Invoice plus interest from

February 14. 19% through! the payment datt.

i
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January 10. 1997 - S ale sends Tcsoto a Subsequent Adjustment Invoice for Januaty
1996 production. Tesoro is entitled to a credit. State pays interest from
February 14. 19% through January 10.1997.

Apnl 10. 2006 - The State is notified by Exxon that, due to a clerical error, it has
revised the Royalty Value for January 1996.

Apnl 17, 2006 - State sends Tesoro another Subsequent Adjustment Invoice for
January 1996 production after Exxon a reports a clcncal eror in its
calculation of the Royally Value. Tesoro owes the State an additional sum.

May 17. 2006 * Tesoro must fav the Subsequent Adjustment Invoice for January
1996 production plus merest from calculated February 14. 1996 through
February 14. 2002. If Ic>oro does not pay the Subsequent Adjustment
Invoice on this date, interest will accrue from February 14. 19% 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;
Carriers are awarded a higher tanff for January 19%.

November 30. 2006 ** Slate sends Tesoro a Subsequent Adjustment Invoice. Tesoro
is entitled to a refund which includes interest calculated from February 14.
19% 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 Davv of the date of any Subsequent Adjustment Invoice, then tn addition to the amount doc
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plus interest Irorn 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.

5.7 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 be made within the time limit specified in
Article V. The State 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
ot the payment due. if any, and payment for subsequent Months, shall be made in accordance with
Article V.

5.8 Payment to Third Parties. The State may direct that Tesoro pay any amount
due or which may become due directly to a third party in a manner and time as may be directed by
the State in written 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 States
obligation to sell and Tesoro's obligation to buy Royalty Oil becomes effective immediately.
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.
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ARTICLE VD

DEFAULT OR TERMINATION

7.1 Default. If any one or more of the following events ("Events of Default")

occur, then the State, at the its sole option, may terminate oi suspend its obligation to tender and sell

Oil and exercise any one or more of the rights and remedies provided in this Agreement:

(i)

(i)

(iii)

(iv)

At any time, Tesoro (a) repudiates any of its covenants or obligations
under this Agreement, or (b) fails, within five Days, after written
request from the State to provide the State with written affirmation of
this Agreement and of Tcsoro's intention to perform under this
Agreement (together with evidence or assurances of transportation
arrangement pursuant to Article 2.8 reasonably satisfactory to the
State);

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

Tesoro fails to observe or perform any of its other covenants and
obligations under Article U;

Tesoro does not perform any act required or contemplated under this
Agreement and: (a) the non-performance cannot be cured; (b) the
nonperformance continues for mere than thirty Days after the State
has notified Tesoro of its nonperformance; or (c) Tesoro has failed to

perform the same or any other act required or contemplated under this

Agreement;

17
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(v) There is a tnatcnalJ adverse change in Tcsoro'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 either
within five Days of a request for such an assurance or within such
other shorter time period as the Slate may request under the
circumstances:

(vi) Any representation or warranty made by Tesoro in this Agreement
was materially false or incorrect when made; or

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

7.2 Failure to Pav Debts. If Tesoro becomes unable to pay any of its debts when
due. or should otherwise become insolvent (regardless how that insolvency may be evidenced),
Tesoro will immediately give wntten notice of that fact to the State. Whether that notice is given, if
Tesoro becomes unable to pay any ot its debts when due or should otherwise become insolvent, the
State's obligation to tender and sell Oil will automatically and immediately terminate without any
requirement of notice or other action by the State; however. Tesoro will nevertheless be and remain
liable for pavmcnt and performance of all of its obligations and covenants under this Agreement
regarding Oil actually tendered by the State to and after any such termination. W.ithin thirty Days

alter receipt of Tesoro's noucc or. if no notice is given, after the State otherwise becomes aware (as

IS
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determined in the State's sole discretion) of Tcsoro's insolvency, the State will have the right, upon
written notice to Tesoro. to reinstate all of the State’s and Tesoro's obligations under this Agreement
retroactively to the date of termination.

7.3 State's Remedies. If any Event of Default occurs or if the Slate's obligation to
tender and sell Oil under tliis Agreement is terminated or suspended, all of Tcsoro%s obligations
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 mandators’ injunction and specific performance.

Additionally, in its sole discretion, the State, upon occurrence of any Event of
Default: (1) may dispose to third panics any or all Royalty Oil to be tendered and sold under this
Agreement and (2) may release Tesoro from the in-state processing obligations set forth in Article
2.12 unul the Event of Default no longer exists or the obligation of Tesoro to take Oil under this
Agreement expires. If the State disposes of Oil to third parties, or if Tesoro is released from Article
2.12. whether or not this Agreement is terminated. Tesoro will nevertheless remain liable foi the
difference between the purchase price for mat Oil under this Agreement and the price received by the
State by disposition, including all of the expenses (including reasonable attorneys’ fees md costs), and

losses incurred by the State ansmg out of the Event of Default or disposition.
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7.4 Tcsoro'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.

ARTICLE VIII

DISPOSITION OF OIL

8.1 Disposition of Qil Upon Default or Termination. Tesoro recognizes that the
State may be 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 curccnt nominations or marine 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 taking 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
sole 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 price set forth in this
Agreement for up to six Months following termination if the State, in its sole discretion, so requires.

8.2 Inability to Receive Qil. If for any reason. Tesoro is unable or refuses to
accept or receive any Oil tendered under this Agreement. Tesoro shail nevertheless be and remain
responsible for the disposal of that Oil and for paying the State for the Oil as though it had been
received and accepted by Tesoro 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 the

Slate requests, assign or otherwise transfer to the State or its designee all or part right, title and interest
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of Tesoro under any nominations, Leases, agreement, contracts, charter parties and other
arrangements for the transportation of the Oil sold under this Agreement through and away from the
TAPS; provided, that the State shall not have any liability or obligations under any such nominations,
Leases, agreements, contracts, charter parties or other arrangement unless, and to the extent that, the
State shall actually exercise its rights to succeed to Tesoro's interest under them and shall obtain the
benefits of them.
8.3 N'o Right to Storage or Undcrlift. Tesoro waives and disclaims any interest or
nght that it may assert to storage of Royalty Qil. including by undcrlift or other means, to which the

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

ARTICLE IX

WAIVER
The failure of either party to insist upon strict performance of any provision of this
Agreement shall not constitute a waiver of, or estoppel against, 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 the other pany from complaining of a later breach similar in

nature.
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ARTICLE X
VALIDITY
If any provision or clause of lhis 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 right or remedy of a party to this Agreement, that party may terminate this

Agreement by notice to the other.

ARTICLE XI

FORCE MAJEURK AND CHANGE IN CONDITION

11.1 Effect of Force Majcure. Except for Tcsoro's obligations to pay for Qil
tendered and to 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 pan. by force majcure after good
faith efforts to perform. The term force majcure' 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 majeurc for sixty successive Days or more,
the State will have the right to terminate this Agreement. Before the State exercises its right to

terminate, Tesoro and the State shall in good faith negotiate to restore the benefits and obligations of

the force majcure condition.

11.2  Responsibility’ If a party believes that force maj:urc has occurred, the party’
shall immediately notify the other party of its claim of force majcure. If force majeurc occurs, that

occurrence shall, so far as possible, be remedied with reasonable diligence. Except for Tesoro's

L
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obligations to pay for Oil tendered and to accept and dispose of Oil, the disabled party's obligations to

perform that arc affected by the force majcure shall be suspended from the time that notification

occurs until the disability should have been remedied with reasonable diligence, and for no longer.

ARTICLE Xn

NOTICES

Method. Ail notices, requests, demands or statements shall be in writing, and

inav be delivered personally, telecopied, or sent by registered or certified United States mail, postage

prepaid, with a return receipt requested, to the party to be notified. Notice deposited in the mail in

this manner shall be effective upon the expiration of seven Days afier it is so deposited or upon the

date of receipt, whichever is earlier. Notice given in any other manner shali be effective only if and

when icceived by the addressee. For the purposes of notice, the address of the parties snail be as

follows:

If to the State:

and

If to Tesoro:

State of Alaska

Commissioner of Natural Resources
400 Willoughby Avenue

Juneau, Alaska 99801

Director. Division of Oil and Gas
P. O. Box 107034

Anchorage, Alaska 995100734
Telecopy Number: (907)562-3852

Gaylon H. Simmons

Tesoro Alaska Pctrolet m Company
8700 Tesoro Drive

San .Antonio, Texas 78217
Telecopy Number: (210) 283-2031

23
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12.2  Change of Address. Each party may change its address for notice by giving

written notice of the change.

ARTICLE XD1

RULES AND REGULATIONS
This Agreement is subject to all present and future valid laws, orders, rules and

regulations of the United States, the State of Alaska, and any duly constituted agency of the State of

Alaska.

ARTICLE XIV

SOVEREIGN POWER OF THE STATE
Tliis Agreement shall not be interpreted as a limit on the 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 regulatory power over the Leases. Its exercise of any sovereign or
regulatory power will not operate or be deemed to enlarge any 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 Date of First Delivery. Tesoro
shall cause to be issued and delivered to the Slate an irrevocable stand-by letter of credit, with an

effective date no later than the Date of First Delivery, issued for the benefit of the State by a State or

24
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nauonal banking institution of the United States ("Issuer "), which is insured by the Federal Deposit
Insurance Corporation and has an aggregate capital and surplus of not less than One Hundred Million
Dollars (S100.000.000). or other banking institution acceptable to the State in its sole discretion. The
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 Qil to
be tendered by the State to Tesoro during the first seventy five Days following the Date of First
Deliver/. The letter of credit shall be in a form satisfactory to the Commissioner, but in any, event
shall noi 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 renew ed seventy five Days before its expiration so that a letter of credit is continuously valid
for seventy five Days after the date of the last delivery of Royalty Oil. Ifa replacement letter of
credit, in a form satisfactory to the Commissioner in his sole discretion, is not received seventy five
Days before the expiration of the existing letter of credit, then Tesoro shall be deemed to .lave
materially brexhed this Agreement, there shall have occurred an event of default under Article 7.1
and all obligations of Tesoro xcrucd. but not otherwise 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 the aggregate principal face amount of the
letter of credit then in effect. Tesoro shall, upon the Slate s request (whether or not Tesoro may deny.

reject or otherwise resist such claims), cause the principal fxc amount to be increased by an amount

25



10
1
12
13
14
15
16
1

18

19
20

21

equal to the excess. Tesoro shall also automatically increase the principal face amount, without
request from the State, whenever the face amount is less than the expected purchase price of seventy
five Days of Oil tenders, to an amount equal to the expected purchase price of seventy five Days of
Oil tenders. Upon approval of the State in its sole discretion. Tesoro may decrease the principal face
amount if the face amount is more than the expected purchase price of seventy five Days of Oil
tenders to an amount equal to the expected purchase price of seventy five Days of Oil tenders.

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

adequate to protect the State.

15.2  Reduction of Term. The term of the letter of credit required under Article XV
shall be reduced from seventy five Days to sixty Days, if Tesoro and the State can reach an agreement
regarding the transportation of Oil if Tesoro defaults under this Agreement. If the panics 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 AND 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 has resided in Alaska for one year at the time of
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employment and "Alaska companies” means companies incorporated in Alaska or whose principal

place of business is in Alaska.

If this provision is determined to be unconstitutional, then Tesoro agrees to employ
Alaska residents and Alaska companies to the extent such preferential hiring is determined to be

constitutional.

ARTICLE XVn
APPLICABLE LAW
17.1 Alaska Law. This Agreement shall be governed by and construed in

accordance with the laws of the State of Alaska.

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

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

ARTICLE XVIII
WARRANTIES
The purchase and sale of Royalty Oil are subject only to the wananties of the State
expressly set *brth in thi: Agreement and the State disclaims and Tesoro waives all other warranucs.

express or implied in law. whatsoever.
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ARTICLE XDC
AMENDMENT
This Agreement may he 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, this
Agreement will be binding upon and inure to the benefit of each of the parties and its successors and

permitted assignees.

ARTICLE XXI

HEADINGS

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

construction.

ARTICLE XXH
W CQRDg
22.1 Preservation of Records. Tesoro will preserve and maintain all bool5,

accounts, and records relating to or ansing out of the performance of this Agreement including, but

28



not limited to, the purchase or sale of Royalty Oil and its refined products, for a period 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 shall 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 Panics. Tesoro and the State will accord to each
other and to their authorized agents, attorneys, and auditors during reasonable business hours access
to any and all property, records, books, documents, and indices directly related to Tesoro's or the
Stale's performance of this Agreement and which arc under the control of the party from wliich access
is desired so that the other party may inspect, photograph and make copies of that property, records,
books, documents and indices. The State shall not be required to disclose any information, data, or
records which are required to be held confidential by State or federal law or regulation, or by
agreement. If the information obtained by the State may be field confidential under State or federal

law or regulation. Tesoro may request that information be held confidenual by the State and the State

will keep this information confidential.
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ARTICLE XXIII

INTERPRETATION OF TERMS AND CONDITIONS

Any disagreement about the meaning or application of a word, term, or condition in
tliis 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 nght to call or cross-examine witnesses unless granted by the Commissioner 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 XXTV

COUNTERPARTS
This Agreement may be executed in multiple counterpart, the parties need not sign

the same counterpart. Each counterpart shall be deemed to be an original and all of which taken

together shall be one and the same instrument.

)
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the State.

Tesoro Alaska Petroleum Company

Tesoro Petroleum Corporation

SIGNATURES

THE STAT

Commissioner
Department of Natural Resources

Date _ H

TESORO ALASKA PETROLEUM COMPANY

I[s Executive Vice Presidenc

April 20, 1995
Date

TESORO PETROLEUM CORPORATION

Y
»  Executive Vice Presidenc

Date April 20, 1995
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ACKNOWLEDGEMENT

State of Alaska )
) SS.

Third Judicial District )

THIS IS TO CERTIFY that on the day of W fL UJ 1995. before
me. appeared John T. Shively, the commissioner. Department of Natural Resources. State of
Alaska; that John T. Shively executed that document under legal authonty and with

knowledge of its contents; and that this act was performed freely and voluntanlv upon the
premises and for the purposes stated in the document.

Witness my hand and official seal the day and sear in thi. agreement first

above wnttcn.

Notary Public m and for Alaska
My commission expires d
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State of T«xa«

Counev of Bexar

THIS IS TO CERTIFY that on the 20ch_ day of _ *Prt» 1995. before me
appeared _Cayton H. sicpont O( Tesoro Alaska Petroleum Company £an Antcmo
Texas that Cayion h. st=non» executed that document under cgai authority and witn

knc*lcdge of .is contents ind that this act »a? performed freeiy and voluntarily upon the
premises md for the ourposes stated in the document

Witness my r.ar.c and official seal the day ana year ;n tn.s agreement first above

»fitter,

IINQA IOEN
>«*’I§/-t» S'J tttfﬁ‘ll‘-ﬁ tt

<M*Om27 **>»
neemw m p



ACKNOWLEDGEMENT

State of Texa» )
ss
Councy of 3cxar
THIS iS TO CERTIFY that on the zoch day of April 1995 before me.
appeared Gayion h. siaponi of Tesoro Petroleum Corporation. San Antonio Texas

that c*yA°n ». sigaont executes that document under legal authority and with Knowledge
of its contents and that this act was performed freely and voluntarily upan the premises ana

for the our::ses states ;n the aocumenl

a tr.css my nanc »na :fficiai seal the aav and year ir. this agreement first above

" Fawo )



EXHIBITA

CALCULATIONOF ROYALTY VALUE

This exhibit shows the mechanics of the pnee calculation and data sources. Exxon's Royalty Value for
the Prudhoc Bay Unit lessees are taken from its Royalty Report. Royalty Value currently is taken from
Column H 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 Prudhoc Bav Unit.

Exxon's Production Royalty Value Product of Volume Tunes
from the Prudhoc from Column H Royalty Value
Bay Unit of the Oil
Royalty Report
Summary
Lsburr.c Production 1.762.900 13 S11.050 $19.480.4C6.44
Center
Prudhoe Bay IPA 3.507.215 20 S11.110 $97.548.160.87
Total 10.570.115.33 $117,328,207.31

Exxon's Royalty Value = SI 17.323.207,31 - 10.570.115.33 = Sl 1.09999
Should .Article 2.1(b) apply, the Royalty Value will be calculated using the Royalty Value and

production volumes for only the initial Partirpatmg .Areas.

CALCUTATIQN.QF. INTEREST

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

Mechanics of the calculations include:

1 The annual interest rate specified m legislation is convened to a daily rate for
calculations.
2. Credits arc applied to the next monthly payment. Payment for an underpayment is due

(a) within 3 business of the date the bill is sent for Initial Billings and initial adjustment
or (b) within 30 days of the tune the bill is sent for subsequent adjustments. Interest on
overpayments stops accruing on the date of the invoice.
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Example 1 Initial Billing

Assumptions:

L Month is February.
Royally Oil delivered to Tesoro in January = 1.240,000 barrels

3. Royalty Value for January, from Column H of Exxon's Oil Royalty Report Summanes
tattached) = SI 1.09999.

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

Billing date pius three business days.

Method for calculating Tesoro s initial invoice for January dclivcnes:

Voiumc X Pace Initial Billing

1.240.000 X S11.09999

S13,763,987.60

Note:

The lessees arc required to submit their royalty reports to the State for January's production by the last
day in February. For this reason the Slate will biil Tesoro for January production based on the
December Royalty Value. This is an inicrun value and is subject to revision, since the Agreement
requires that Tesoro pay the Monthly Price for the same production month. The revised pnee is
incorporated in the invoice submitted the following month (March).



Example 2; Initial Adjustment

L Month is March.

2. Royalty Oil delivered to Tesoro in January = 1.240,000barrels.

1 Revised Monthly Price for January = S11.00000.

4, Annuiil interest rate charged member banks foradvances by 12th Federal Reserve
District as of January 1st is three percent. .Annual rate for contract = 11 percent.

5. Date of Initial Adjustment is March 1st.

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

Revised Billing

Volume X Pr.ce

S$13.640.000.00

1.240.000 X SI 1.00000

.mount Paid by Tesoro for January deliveries (calculated in Example 1):

S13.763.987.60

verpayment for January" (S123.987.60)

Jference between Initial Adjustment date (March 1st) and original accrual date (February' 6th) = -3

rys.

tcresi due = S123.987.60 x (119&/365) x 23 = (S859.42)

redit due Tesoro for next month's billing a (S124.947.02)
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IUNV KNOWI.IS POH))HOOOZ

QOVERNON Junoau. Ala*t>a;«081' VX)1
(OOH 403 3500
Fa* (007) 405 3532

State of A laska
OFFICE OF THE OOVERNOP

Juneau

Apnl 22. 1995

The Ilonorable Dnic Pearce
President of the Senate
Alaska State Legislature
State Capitol

Juneau. AK 99801-1182

Dear President Pearce:

Under the authority of art. Il sec. 18. of the Alaska Constitution, 1am transmitting a bill

that L)rowdes for legislative approval of a royalty oil contract hetween the state and Tesoro
Alaska Petroleum Company for the sale of Prudhoc Bay Unit royalty oil. Also transmitted
with this bill arc copies of the resolution of the Alaska Royalty Oil and Gas Development
Advisory Board recommending ag roval of that contract in accordance with

AS 38.06.040(a)(3) and 38.06.05 &), and the report required by AS 38.06.070(c).

Hie contract is described in a final finding issued by the commissioner of the Department of
Natural Resources on Aﬂnl 21. 1995. A copy of the commissioner's final finding and the
signed contract are attached. Copies of die commissioner's p_rellmlnarK finding and die draft
contract previously were sent to die legislature and made available to the public *jr review,

A bill approving the contract is being introduced for legislative approval for two reasons
First, as a matter of cqml%y, | respect the legislature’s desire to have a direct voice in major
disposals of ro%alty oil. Therefore, afthough this and previous Administrations have
consistently taken the position that die statutory’ requirement of legislative approval of
royalty oil contracts (AS 38.06.055) s unconstitudonal, the contract itself contains
provisions requiring approval by the legislature before it can take effect.

Second, dus legislation would ratify the royalty oil contract. This ratification would cure
any procedural defect that might have occurred in the process of entering into this contract,

| urge your prompt consideration and passage of this bill.

Sincerely.

Tog™/Knowlcs
Governor



The Alaska Royalty Oil and Gas Development Aavisory Board

Resolution 95-1

On March 21. 1995, the acting director of the division of oil and gas ("director™) provided
the Alaska Royalty Oil and Gas Development Advisory Board ("Board") with preliminary findings
and proposed contract for a three-year sale of approximately 40.000 barrels per day of I’'rudhoe
Bay Unit royalty oil to Tesoro Alaska Petroleum Company ("Tesoro™). Tesoro will process the
oil in its refinery in Nikiski. .Alaska.

The propose contract was discussed between representatives of the division of oil and gas
and Tesoro over the past four months culminating in a draft contract. On March 21. 1995. the
director made public the proposed contract and the Preliminary Finding and Determination cf the
Commissioner of the Department of Natural Resources. The director notified the public that the
proposed sale would be discussed at the Board’s meeting on April 6.1995 and invited them to

attend.

On April 6. 1995, tne Board met tc discuss the sale and to take public comment on it.
The meeting was attended bv representatives of the division of oil and gas. representatives of
Tesorc. and members of the public. The Board received a presentation from the division staff
regarding the proposed saie and contract, questioned the staft iDout them, and made several
suggestions. The staff will implement those suggestions. At the conclusion of the discussion, the
voting members of the Board, who attended the meeting, unanimously approved the proposed
sale and recommended that the proposed contract be approved by the legislature.

Based on the Board's review of the contract for the sale and purchase of royalty oil
between the state of Alaska and Tesoro. the Commissioner's finding and determination regarding
the proposed saie. and the information presented at a public meeting of the Board, the Board is of
the opinion that the proposed deposition of Prudhoe Bay Unit royalty oil to Tesoro meets the
requirements of AS 32.06 and 11 AAC 26. The Bo?id adopts the Commissioner's finding and
determination, and recommends that tne Nincteer.n Legislature approve the agreement for the
sale and purchase of royalty oil from the Prudhoe Bay Unit to Tesoro Alaska Petroleum

Company

Tom Cook

Willie Hensley AJ6hn Shively
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The Alaska Royalty Oil and Gas Development Advisory Boaid
Resolution 93-1

On March 21. 1995, the acting director of the division of oil and gas ("director”) provided
the Alaska Royalty Oil and Gas Development Advisory Board ("Board") with preliminary findings
and proposed contract fur a three-year sale of approximately 40,000 bands per day of Pnidhoe
Bay Unit royalty oil to Tesoro Alaska Petroleum Company (‘Tesoro™). Tesoro will process the
oil in its refinery in NikiskJ, Alaska.

The propose contract was discussed between representatives of the division of oil and gas
and Tcsoio over the past four months culminating in a draft contract. On March 21. 1993. the
director made public the proposed contract and the Preliminary Finding and Determination of the
Commissioner of the Department of Natural Resources. The director notified the pubfic that the
proposed sale wouid be discussed at the Board’s meeting on Apnl 6. iy95 and invited them to

attend.

On April 6.1995. tire Board met to discuss the sale and lo take public comment on it.
The meeting was attended by representatives of the division of oil and gas, representatives of
Tesoro. and members of the public. The Board received Z presentation from the uivisiou staff
regarding the proposed sale and contract, questioned the staff about them, and made several
suggestions. The staff will implement those suggestions. At the conclusion of the discussion, die
voting members of the Board, who attended die meeting, unanimously approved the proposed
sole and recommended that the proposed contract he approved by the ie ’islature.

Based on the Board’s review of the contract for the sare and purchase of royally oil
between the state of Alaska and Tesoro. the Commissioner's finding and determination regarding
the proposed sale, and the information picsented at 4 public meeting of the Board, the Board »s of
the opinion that tin* proposed disposition of Prudhoc Bay Unit royalty oil to Tesoro meets the
requirements of AS 32.06 and 11 AAC 26. The Be »rd adopts the Commitsioner's finding and
determination, and recommends that the Nineteenth Legislature approve the agreement for the
sale and purchase of royalty oil frotn the Piudhoc Bay Unit to Tesoro Alaska Petroleum

Company.
l.ynn Alesrure Tom Cook.
Wilson Condon Becky Gay

John Sluvely



Final Finding and Determination
to Sell Royalty Ol
{0

Tesoro Alaska Petroleum Company

VATBAREs

Division of Oil and Gas
3601 "C" Street. Suite 1380
Anchorage. Alaska 99503*5948

Apil 21, 199



Final Finding and Determination to Sell Royalty Oil
to
Tesoro Alaska Petroleum Company

Summary

The commissioner of the Department of Natural Resources, on behalf of the State of Alaska,
proposes a thrcc-ycar sale of approximately 40,000 barrels per day of the state’s royalty oil to
Tesoro Alaska Petroleum Company (Tesoro). Tesoro operates a refinery in Nikiski on the Kenai
Peninsula and is one of the stai-'s largest retailers of petroleum oroducts. This document provides
the final finding and recommendation required under AS 38.05. j83 for the proposed sale.

The department distributed the preliminary finding and draft contract on March 21. 1995. The
public comment period ended one month later on April 21 1995. The department notified the
public about the preliminary finding and draft contract and written comments were solicited by
sending a notice of the sale or copies of the preliminary finding and draft contract to 388 citizens,
special interest groups, industry and government representatives, and the media. The department
also advertised through legal notices and display advertisements in newspapers throughout
Alaska. At the close of the public comment period only two letters were received by the
department both of which supported the sale. (See Appendix B.)

The mailing and advertisements also notified the public of a meeting of the Alaska Royalty Oil and
Gas Development Advisory Board (Royalty Board) that was held on Apnl 6. 1995 at which the
proposed sale was discussed and public comment solicited. Comments made by the public (there
were two people who testified) are addressed in this final finding. The Royalty Board
subsequently unanimously approved the sale and signed a resolution recommending approval of
the proposed sale by the Alaska Legislature. (Sec Appendix B.) The Alaska Legislature was also
afforded an opportunity to be briefed by the commissioner of the Department of Natural
Resources in informal meetings of the House Oil and Gas Committee and the Senate Resources
Committee held on Apnl 11-12, 1995.

Background

The State of Alaska receives a royalty of approximately 12.5 percent of the oil and gas produced
from the Prudhoe Bay Cnit. 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-kmd (RIK). it assumes ownership of the oil. and
the commissioner disposes oil through cither competitive or non-compcuuve sales. When oil is
tal:cn in-valuc (RIV), the state's lessees, who produce the oil. markc* the state's share along with
the lessees' own share. The lessees are obligated to pay the state the value of its royalty share.

On September 9, 1995 the state agreed to sell to T* *o0a volume of royalty oil equal to 27.2
pcrccr: of the daily royalty oil production of the Prudhoc Bay Unit. Deliveries under this contract
began on January |. 1995 and will continue through December 31. 1995. By statute this contract
may not be renewed without a specific recommcndauon of the Royalty Board to the legislature
and the legislature's subsequent approval. Last December. Tesoro initiated negotiations with the



department for a new royalty oil supply contract for which would bcem deliveries when this
current contract expires.

This finding and determination and the attached copy of the sales contract represent the result of
those negotiations. Vluch of what was written by way of background to the 1995 contract still
applies today. Where appropriate, this finding will reference the "Final Finding and Determination
to Sell Royalty Oil 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 current one-year contract.

Discussions of Contract Provisions

Quantity Tesoro will purchase 30 percent, denoted as the 'maximum quantity.” of the state's
royalty share (estimated at 40.500 barrels per day in 1996) from the Prudhoc Bay Unit (PBU).
This increases the percentage of PBU royalty oil nominated from the 27.2 percent in the current
contract, but, beer of the decline in production forecasted for the PBU in 1996, the actual
volume taken by Tesoro wil' not significantly increase. Tesoro also has the right at 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 Prudhoc Bay Unit Agreement in force among the producers and the
state, the state must combine royalty production from both the Prudhoc Bay field and royalty
crude processed currently through the Lisbume Production Center. The 135.000 barrels per day
of royalty crude oil forecast for 1996 (Table 1>is the sum of the royally offtake from Prudhoc
Bay. Lisbume, Pt. Mclintyre, West Beach, North Prudhoc Bay State, and the Niakuk/Alapah oil
fields." Table 1illustrates the future royalty crude oil supply from the Prudhoc Bay Unit. The
state is obligated to supply 35,000 barrels per day to Mapco through 2003. If the proposed
Tesoro contract is awarded, the state will still keep 44 percent of its royalty share as RIV in 1996
(declining to about 40 percent by 1998) and maintain the flexibility to nominate 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.

Tesoro may elect to purchase less than the maximum quantity, subject to certain notice require-
ments. If Tesoro decides to take less than the maximum quantity, it will be subject to a pcr-barrel
reservation fee on each banel less than the maximum quantity. The pcr-barrel reservation fee is

0.75 percent of the full purchase pncc.

Price The proposed contract requires Tesoro to pay the same West Coast royalty value received
by the state based on the royalty production lifted in the PBU by Exxon. This pncc meets the
statutory requirement that the value of RIK is at least equal to or exceeds RIV. It also differs
from the current contract which uses a pncc based on the volume-weighted average West Coast

IThe state reserves the nght to supply 100 percent of Tesoro * volume from just the Prudhoe Bay Unit Initial
Participating Areas (IPA) rather than include the production processed through ihe Lisbume Production Center.
This would imply that Tesoro would receive approximately 35 2 percent of the Prudhoe Bay IPA production.
Tesoro will be notified 90 days in advance if ihe commissioner. in his sole diicretion. chooses to exercise this nght.



royalty value reported by the 'argest PBU producers, ARCO, BP. and Exxon. The IDroposed
contract price is compared with the current contract and the value of RIV in Table

Table I: North Slope Royalty Crude Qil Production Forecast
(MBCD)

1995 1996 1997 1998 1999 .000 2001 2002 2003
Prudhoe Bay Unit 143 13 127 1P 105 95 85 I& 69

Kuparuk River Unit 39 33 38 28 37 37 35 32 29
Milne Pont 5 7 7 3 9 9 7 6
Enaicort 13 12 10 9 9 7 9 5 4

total Royalty: 000 102 182 171 159 ‘47 133 118 108

mmus RIV Read for field Cost Allowance

Prucnoe Bav Unit 14 14 13 12 ri 10 3 7
XuDaruk River Unit i 3 3 3 3 3 3 2
Milne Pcinr 0 0 0 0 ﬁ 0 a 0 0
Enaicon 1 1 1 1 ) 0 0 0
18 IB 17 15 14 '3 12 >0 10
minus Current RiK Contracts
Maoco 35 35 35 25 35 35 35 35
Toscro 29

Total Current RiK 71 35 25 35 35 35 35 35

Ctxgation

ANS Royalty Oil Available to Supply Now RIK Contracts:

ice 140 130 21 HO 9 86 73 63
Now lescro A 300% - 41 38 35 - - - - _
ANS Royalty OU Remaining- ice 99 92 0 no 9 96 73 63

The Exxon West Coast royalty value further simplifies the calculation of the pncc for Tcsoro's
RIK purchase. In the calculation of royalty value in the current contract, the West Coast price
reported by BP must be held confidential by mutual agreement with BP and the state. Since this
information is proprietary, a mechanism was devised so that this value is first estimated with a
provision to later revise it when the data are no longer restricted. The BP royalty value is subject
to a six-monthly tnic-up of its aciuaj nanne transportation deduction which is also subject to
review and audit by the state. Tliis means that an RIK pncc value based on a BP royalty value
would be subject to subsequent re-adjustmcnts that could occur over several years.

: If the commissioner elects to sell Tesoro RJK from the Prudhoe Bay IPA, then the pnce will he calculated on the
basts of Exxon's Royally Value fromjust ihe IPA  See Table 2.



Table 2. RIK PriJc Calculations-January 1995

Exxon Production at:

Exxon's Royulty Value

oposed Tesoro,Gqntract Price
I T

AR

UstHjrne Production Center
Prudhoo Bay IPA
Total

1.762.900.13 SI 105000 519.408.046 44
8807.215.20 SH.11000 S97.W8.160.87
8.818.503,20 S97.972.89327

Volume Wolghlod Av®fag® Valuo;

S1109999

Volume Weighted Average Price-ARCO, BP (West Coast), and Exxon

Producer

Lisburn® Production Confer

ARCO

BP E*Dioraficn

Ewcn

Prudhoe Bay IPA

ARCO

BP E*Dlcraticn

Eucn

Totals

Tcsoro's Curr

V(%me &Contra%pducﬁg UITE

1459347 74 Sl 58000 S16 399 246 83
2.022 440 13 $1051000 521 255 845 77
1762900 13 ill GG 519.430046 44
3807.752 40 SiI 61000 5102 258 005 36
12.721.772 40 31061CCC 5134 978.005 16
380721520 SII 11000 S97 848.160 87
35581 423 00 5392.71931Q43

Volumo-Weighted Average Valuo:

Volume Weighted Average Price-All Producers

Producer

Ujbume Production Center
ARCO
SP E»Dtoroticn
Exxon
Prudhs® Bay IPA
Amoroda Hess
ARCO
BP E«OKyation
Chevron*
Exxon
Lcxiuxna Lana ana
Exowrohcn
Marothon'
wot**
Prv*os*®
Se*
T&QOO0*
Totals

fiat® Octy 8Ps rovatv vo*u® C&cuotea from in® vo*un»-w®5jnr®a average cf mo crces reoc”oa tot ®ocn

Value of RIV
S B

1459 347 74 SIl 58000 $16 899 246 83
2022440 13 310 51000 32(3649113.73
176290013 SHC5000 S19 430046 44
121673 40 SM 27400 SJ.37t.745 91
8807.752 40 Sll 61000 S102253006 36
12721.772 40 St0 31000 $131. 61.473 44
195833 10 S11 01000 5215612243
8807 215 20 sti nooo 597.648 160 87
8.993 30 SIT 61000 510541221
1)28800 S| t 61000 $131.053 68
453 693 20 S1061000 $4 613664 85
449246 20 S$1061000 54.766 502 18
3M4100 SM 61000 $361 W7C1
124049 00 S1061000 $1.31615989
36977 345 20 $403 317 274 84

Volume W#rgnt®d Averog® Voftj®:

A\g%ra e

511 03720

ABﬁra P

510 90715

marvel may do moo® dud»c Tho CXXdcnetcoco wtoo rOte a rot 8P<iac”ua Wen Coast Voxjo Aucm®
mot 6Pswest Coass VIVUO ssrn* vexmo-*«~nreo cvorog® c<u» 030

Amerooo Mott Ccronriy not no croscoctvo ‘cnrxj&c 'reofrr®nt o» h rgyoffvvouo

O w e n us«to tmc*® ave<oga cr ARCO BP onaEaon
">®t® OfOOuCon ca« ARCO'! rOrO*V vo*j® fOntKXJ
Thoto cxtxXrcoo uso 8Pi '‘Ovarrv voxj® fomyjo tv v.etr Coast c.,,-rnatont



Tesoro opted for a RIK price based on the Exxon West Coast royalty value to avoid this
uncertainty. 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. While Table 2 suggests that this pncc is about S. 19 per barrel higher than the
volume-weighted average royalty value, this difference would have averaged about S. 15 per barrel
in 1994 had this contract been in place then.

Previous RIK Findings have desenbed 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 vithout a RIK
sale, the state's RIK volume displaces the volume that North Slope producers m; y sell on the
West Coast. The producers must then show in their royalty repons 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-Guif Coast sales. This proportion of deliveries to the West Coast and Gulf
Coast is also reflected in the netback value reported for severance tax purposes. In this way.
selling RIK may decrease the states revenues from both RIV royalties and severance taxes.

The "competitive effect” relies on an a‘sumption that the price of ANS on the West Coast as
reported in the producers' royalty value is higher than the pncc that would result from a purely
competitive 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 state
was selling most of its royalty oil in-kmd (nearly 210.000 barrels per day in 1986), there was
concern that the state, as another scllci in the market, could contnbute to a lower West Coast

price.

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. As above, the effect appears both in
RIV royalty value and severance taxes. Now at less than 15 percent of total ANS production.
Gulf Coast deliveries may cease in 1996.” The <compcutivc effect” is minimized insofar as the
volumes of royalty crude considered for nomination under this proposed contract arc so small
(less than 3 percent) when compared to the total ANS production. Since the state may benefit
from the continued operation of the Tesoro facility and. since the consumers of Alaska . may be
better off with a more competitive refining industry, these benefits will likely outweigh the impact

of these effects.
" Alaska Department of Revenue 1994 Fall 1994 Revenue Sources Book. Anchorage. Alaska, p.16. In 1990.

.ANS movements to destinations in the Eastern U S represemed 22 percent of total ANS producuon Personal
Communication with Roger Marks. Alaska Department ot Revenue.



In any cose, pricing Tesoro’s RIK at the Exxon royalty value should sufficiently compensate the
state for these impacts. As the volumes of ANS oil delivered to the Gulf Coast decline, the
volume-weighted average royalty value for RIV should rise and the difference between the Exxon
royalty value (Tesoro's price) and the RIV royalty value will diminish.

One of the people testifying at the Royalty Board meeting of April 6. 1995 suggested that the
proposed price term should not be based on a “West Coast” price.4 Rather, he recommended a
price that would be should be higher to retlcct the difference in marine transportation cost
between Valdez and Nikiski versus the cost to deliver ANS oil to the West Coast. This is based
on the observation that West Coast Pump Station No. 1 (PS-1) West Coast prices are higher than
the Gulf Coast PS-1 price. In a market that was perfectly competitive, one would cxpeci that
market at each destination. Gulf Coast. West Coast, and Alaska, would just clear at a destination
price at which the producers would be indifferent about where to send the marginal barrel of oil.
Said another way. deliveries to the Gulf Coast would be made only as long as buyers there are
willing to cover the added transportation cost. If the destination price at the Gulf Coast is too
low. the producer's will sell in the West Coast or. similarly, sell in Alaska if the West Coast price
is too low to offset the marine transportation cost.

The ANS oil market i< not perfectly competitive; it is dominated by a single seller. This creates
the situation where the Pump Station No. 1price of West Coast deliveries is actually higher than
the Gulf Coast (and the difference in the destination price between the Gulf Coast and West Coast
is less than the incremental transportation cost) and. hence, the observation of the commentator.
To expect the state to charge a higher PS-1 price for deliveries in Alaska suggests that the state
could manipulate pncc terms to take advantage of the lack of competition among suppliers in the
local market. Even if it were possible to secure a higher price, it would not serve the goal of
promoting in-state refining.

In-state PfOCGSSing 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 profiling from a
favorable pncc charged to Tesoro by the state. If such a benefit is available because the pncc
charged to Tesoro for its RIK based on Exxon's royalty value is less than Tesoro would have to
pay for oil from another source, then this benefit should be passed on to the m-state consumers of

Tcsoro's products.

Purchase Price Reopener According to the AN'S Royalty Settlement Agreement with Exxon,
the state and Exxon have reopener nghts in which a new pneing formula may be negotiated, if
necessary, or arbitrated by an independent Decision Panel. If this process leads to a pncc that is
not to Tcsoro’s liking, then Tesoro may unilaterally terminate its contract with the Slate, 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 reopencr between the

state and Exxon.

" Richard Ftnebcrg teitifled by teleconference from Juneau. Alaska.



Tesoro or the state may reopen the proposed RIK contract if the ban on ANS exports is lifted.
This would also be cause for the state to reopen the ANS Rovaltv Settlement Agreement with
Exxon. Though Tesoro may not intervene between the state and Exxon, the RIK contract
reopencr provides a mechanism for the s»ate 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 contract has specified the timing and due dates
associated with the Initial Billing, Initial Adjustments, and Subsequent Adjustments. The timing
of these invoice and due dates has been shortened somewhat to reduce the state’s exposure to
default risk as described below.

Unlike the current contract, the state has agreed 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-ycar interest limitation does not apply to adjustments that
result from regulatory decisions, reopeners, court proceedings, or audits of Exxon's royalty
reports that arc commenced during the six year period.

Termination Notice The state requires at least 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
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 orce
majeUI’e if transportation is unavailable to transport any additional RIV for the first 90 days that
the RIK has reverted back to the producers. During this up-to-90-day period that lessees could
claim fOI‘CG rTHjeUI’e, 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 by an irrevocable letter of credit
equal to 60 days worth of oil deliveries. The proposed contract will require a letter of credit
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.*5 As described above, in
addition to the risk assumed by the state should Tesoro fail to pay. the state also runs arisk of
losing full value of its RIK when it “denominates” the RIK volumes as RIV. Tliis 90 day
denomination notice period under the ANS Raoyalty Settlement Agreements is effectively
increased to 180 days should a lessee declare fOI‘CG majuel’e in obtaining sufficient rnannc
transportation to haul the additional RIV volume. During this period, the state cither has to find a
new RIK purchaser or negotiate with the lessees to take back the RIK. In cither event, the state
is in a distress sale situation and the letter of credit instrument is intended to protect the state from

this event.

' Denomination nsk and default mk were fully described in the Final Finding and Determination to Sell Royally
QOil to Petro Star Valdez Refinery Joint Venture, March 4, 1992.



The state's risk exposure is measured as follows:

30 days RIK is tendered but not billed
2 days Initial Billing

3 days Initial Billing due

4 days Default declared
39 days Default Risk

Volumes subject to 180 day denomination as per ANS Royalty Settlements times 80
percent of value should the sfate be forced to sell RIK =

36 days Denomination Risk
75 days Total risk exposure

The letter of credit is valued at the price of RIK volume p « day times the number of'days of total
risk exposure.

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 manne transportation under charter to move its
ANS supply from Valdez 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 the
lessees in the event of a default of the proposed contract by Tesoro may be more difficult to
demonstrate with Tesoro’s tankers idled and wailing for new customers.

Local Hire Like current contract, the proposed contract requires that 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." An Alaska resident is defined
as one who has lived in Alaska for at least a year at the time 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.

In-State Benefit Analysis

The commissioner must consider, among other things, the effects of the 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
benefits are 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 are 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 ot'Tcsoro's Nikiski refinery. The state can offer a somewhat unique
crude oil supply contract whose terms might not be available from any other seller. Presumably.
Tesoro would continue their operations without this contract, but there are direct benefits to
Tesoro that may be derived in their dealings with the state. To the extent that these benefits are
translated into jobs, taxes, and more vigorous refined-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 describing the environmental effects of the
refinery's operation.

Economic Impacts Tesoro reports that it currently employs 189 people in the Kenai Peninsula
Borough/” This translates as one-in-ten 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 private sector employers in the Borough. For the most part these are
also high-wagc jobs with a payroll in the Borough of over S11 million per year.

Tesoro's statewide marketing and distribution of petroleum products also contributes to the
diversity of the Alaskan economy. Tesoro employs 552 people statewide with a payroll of over

L *
S20 million.

Social Impacts Tesoro is one of the largest property taxpayers in the Kenai Peninsula Borough.
It contributed S1.3 million in ad valorem taxes in 1994 and the state received another S7.6 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 Engineers reported “coastwise receipts" of
626,000 tons of petroleum products (185 million gallons). These arc domestic shipments
originating outside of Alaska. Furthermore, another 152.000 tons (45 million gallons) of
petroleum products were imported to Alaska from Canada and elsewhere. Together these
volumes amount to about 15 percent of the state'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 bands per day. It produces a widc-
rangc 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.

' Tesoro Alaski Petroleum Company. March 14.1995 Letter to Kevin Banks trom Bemie Smith.

Scott Sellemeyer. February 1995. ™A Diversified Economy-The Kenai Peninsula™ Alaska Economic Trends,
Alaska Department of Labor, pp. | - 7.

" U S. Department of the Army. Corps ol Engineers November 1994 Waterborne Commerce of the United
States. Calendar Year 1993. Pan 4-Waterways and Harbors Pacific Coast. Alaska, and Hawaii. WRXC-WCUS-
93*4 New Orleans. Louisiana and Alaska Depanment ot Natural Resources. March 1995 Historical and
Projected Oil and Gas Consumption. Anchorage. Alaska.
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Environmental Impacts Tankers have operated in the Cook Inlet for over 50 years and. for the
most part have operated safely.g 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
Pacifc 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 oil supplies will continue to
contribute to 10 percent of Tcsoro's requirements. The decision to sell RIK to Tesoro does not
authorize its trinsponation. Federal and state permits will be required.

A second commentator at the Royalty Board meeting on April 6, 1995 expressed concerns about
tanker traffic in the Cook Inlet. 0 Me voiced the concern that the vessels now under charter by
Tesoro met only minimum safety and operational standards. These standards should be raised to
a level similar to those required in the Prince William Sound. Me advocated the use of tanker
escort vessels in the Cook Inlet. Tesoro indicated in its reply to this concern at the meeting that
their vessels would be hydrostatically loaded to avoid a catastrophic spill in the event of a tanker
collision and that the new facilities at the Nikiski refinery meant that fewer total tanker trips will
be required." Nonetheless, the volume of oil transported through the Cook Inlet will not
increase as a result of this contract nor is this agreement the appropriate venue to change the
regulatory oversight of Cook Inlet tanker operations.

The Alaska Department 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 Oil 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 Significant Deterioration air
permit (PSD) to allow the refinery to operate some equipment for longer hours. Tesoro then

st omitted 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. Most significantly. Tesoro has agreed to reduce
emissions of volatile organic compounds from the refinery by 150 tons per year by 1996.

* Alaska Department of Natural Resources. October 1993 Final Finding ot the Director Regarding Oil and Gas
Lease Sale 78. Cook Inlet. Anchorage. Alaska

'Ken Kastner testified by tcleconletcnce from Homer. Alaska.

"* See alio page 20. Final Finding and Determination lo Sell Royalty Oil lo Tesoro Alaska Petroleum Company.
Alaska Department of Natural Resources. September 20. 191



Under compliance orders with both ADEC and the U.S. Environmental Protection Agency,
Tesoro 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
38.05.183(c), the non-competitive sale of 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 are listed in AS 38.06.070 and include: the revenue needs and
fiscal condition of the state: 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 :ommercial enterprises and investment patterns.

Competitive Bidding is Waived As comnnssioner of the Department of Natural Resources. |
have determined in accordance with AS 38.0".183(3) 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 Tesoro’s one-year
contract. There arc other refineries that have requested RIK from the State. At the time of the
publication of this finding, Petro 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 royalty 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 h AC 03.010(b), 1f:nd that in establishing the price
of this royalty oil contract, the department has obtained a price applicable to the oil that is being
sold that is at least equal to, and probably will exceed, the volume-weighted average of the royalty
value for all the RIV ail lifted in the Prudhoc Bay Unit.

The Sale Lsin the Best Interest of the State Inaccordance with AS38.05.183(a), (c), and (e), |
find that taking RIK and selling by non-competitive bid to Tesoro for use at the Nikiski refinery is
in the best interests of the state. Furthermore, the sale as described abovewillmaximize benefits
to the citizens of Alaska. 1 find the following:

1 The state is now highly dependent on oil revenue and will continue to depend on oil
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revenues in the 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 financi.U viability of the refinery, the extent to which these benefits can be
ascribed to the proposed contract cannot be predicted.

3. As described 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-wage jobs to 189 people in the Kenai 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 effects 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 cons;stcnt and economic supply of crude oil
to the refinery, the sale will contribute to ongoing economic stability in the Kenai
Peninsula region and maintain a healthy competitor in the in-state market for refined
petroleum products.

Criteria Weights According to i 1 AAC 03.060(b), "In considering the criteria described in AS
38.05.183(c), the Commissioner will state which criteria apply to the proposed disposition and
discuss the weight given to the applicable criteria in determining the maximum benefit to the
state....”

In making this finding, the department first determined that the state would not lower the total oil
revenue, including royalties and severance taxes, 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-state refining industry and the extent to which that would lead to lower product prices. Finally,
the department examined the criteria to determine that the state would not create any
unacceptable environmental 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 ;s a sale of RIK unless pnor written notice has been given to the board.



13

Legislative Approval According to AS 38.06.055(c) the commissioner may not renew the
current one-year contract with Tesoro without the prior approval of the legislature. By statute,
The Royalty 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.

Date



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

AS 38.05.183(e). When a sale, exchange or other disposal of oil 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 royally 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
buyer 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 or other disposal on the economy of the
state;

(3) the projected benefits of refining or processing the oil or gas in the state:

(4) the abdity 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 od 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 roya tv oil or gas only by
enacting legislation, (b) The provisions of (a) of this section do not apply to
(1) the sale, exchange, or other disposition of od or gas for one year or less if the sale,
exchange, or other disposition is entered into to relieve storage or market conditions;
(2) contracts for the sale of state-owned royalty gas or od that specify the sale and
delivery of not more than
(A) 400 bands of crude od per day;
(B) 460 barrels of natural gas liquids per day; and
(C) 2.400 Mcf of natural gas per day.
(c) Asale, exchange, or other disposition of oil or gas under (b)( 1) of this section may not be
continued after the end of one year or renewed with the same party without the prior 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.
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AS 38.06.070. Criteria, (@) In the exercise of its powers under AS 38.06.040(a) and 38.06.050
the board shall consider

(1)
@)

©)
&
(6)
(7)
©)

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 rould 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 transaction;
and

the projected effect « '( the proposed transaction upon existing private commercial
enterprise and patterns of investments.



Appendix B: Comments and Responses on the Preliminary Findings and Draft Contract

The department sent either a copy of the preliminary findmg and draft contract, or a notice
announcing its availability to a 388-person mailing list, in addition, legal notices and display
advertisements were published in the Anchorage Daily News. Juneau Empire. Fairbanks Daily
Ncws-Mincr. Kenai Peninsula Clarion. Homer News. Homer Tribune, and the Frontiersman.

The department received two K.'crs commenting on the proposed sale. These letters appear
below. Also, attached is Resolution 95-1 of the Alaska Royalty Oil and Gas Development

Advisory Board signed by the Board members April 6. 1995



WORLD OIL CORP.

PO BOX 066
SOUTHGATE. CA 90200-1966

March 30, 1995 TEL ;310) 920-01C0 FAX (310) 920-3234

Kenneth A. Boyd

Acting Director

State of Alaska

Department of Natural Resources

Division of Oil and Gas , (V-
3601 C Street, Suite 1380

Anchorage, Alaska 99503-5948

Dear Mr. Boyd:

World Oil Corp. is in its 55th year as a petroleum marketer and
refiner.

We respectfully urge the State of Alaska to sell royalty oil to
Tesoro.

Tesoro is a supplier of petroleum products to the independent

segment of the industry, and it is to the consumer’ benefit that
Tesoro remain a vital, vibrant factor in the independent field.

Sincerely,

WORLD OIL CORP.

Bernard B. Roth
Chairman and Chief Executive Officer

9X ?S OARF1CLO AVENUE SOUTHGATE CAIfCPUIA 90290 3090



Kevin Banka
Division of Qil and Gas
3601 C Street, Suite 1398
Anchorage, Alaska 99503-5948 APR 20 1995
April 18, 1995
<e_

Dear Mr. Banks,

This ir in response to a publicly advertised request for comments concerning the sale of
royalty oil to Tesoro Alaska Petroleum Company. The exploration for, production ofi
and shipment of ail in Cook Inlet continue to be emotionally charged issues in which |
have been involved over the past 64- years. This sale though should remain unrelated to

those discussions.

As a commercial fisherman since the late 19680%s in Cook Inlet waters (“'semi-retired" in
1991), I have seen fishing overtaken by ail as the premier “industry™ in Alaska.
Unfortunately for all Alaskans, the oil industry merely increased resource rxaractwn
rather than expand resource dcvelopmcw. Tesoro Alaska operations represent the
pinnacle of resource development for the oil industry in Alaska. This sale needs to be
supported wholeheartedly to continue at least tliis small effort of resource development
in our state. The reasons | see of supporting this sale are. in general, split in two major

areas.

On a local economic level innumerable opportunities have been provided to the Kenai
Peninsula by the Tesoro operations. A stable economic base provided by the Tesoro
plant and the related industry’ it helped spawn has made the Kenai region one of steady
growth and excellent services. The conunuea sale of royalty od to Tesoro will assure
this region of its immediate furure. In long-range economic terms this is an
immeasurable benefit, yet there is no doubt of the positive effect. Providing a three year
contract maintains security for Tesoro and the local economy.

A more thought-provoking reason concerns my belief the Tesoro plant and its
responsible development plan should be the model for resource development in this
stale. While limiting or eliminating the royalty od sale would have an economic effect
largely co- ined to the central peninsula, the ramifications of such a detrimental action
would be felt dramatically in the conceptual design of resource development for Alaska.
The effect to future responsible development planning in the timber, fishing and oil
industries would be to continue as merely a resource extraction site. This would be
devastating to Alaska, especially as wc attempt to rely less on od extraction revenue and
develop a broader economic base. Indeed, the continued sale of royalty od to Tesoro
Alaska Petroleum CVnipany should be embraced by all Alaskans as the most positive
and prominent step m responsible resource development in this state.

| enthusiastically endorse this royalty od sale under a three year contract. Thank you tor
this opportunity to comment.

Yours truly

Kerl Rulliam

Sea Hreeze Inn A Charters
Kail A Naacy Pvthaa. Uoi 31.5cl4ona. A lula 99663
pWlas 907-234-7641/7699



The Alaska Royalty Oil and Gas Development Advisory Board
Resolution 95-1

On March 21, 1995. the acting director of the division of oil and gas ("director”) provided
the Alaska Royalty Oil and Gas Development Advisory Board (“*Board”) with preliminary findings
and proposed contract for a three-year sale of approximately 40.000 barrels per day of Prudhoe
Bay Unit royalty oil to Tesoro Alaska Petroleum Company (“Tesoro”). Tesoro will process the

o1l in its refiner/ m Nikiski. .Alaska.

The propose contract was discussed between representatives of the division of oil and gas
and Tesoro over the past four months culminating in a draft contract. On March 21. 1995. the
director made public the proposed contract and the Preliminary Finding and Determination of the
Commissioner of the Department of Natural Resources. The director notified the public that the
proposed saie would be uiscussed at the Board’s meeting on April 6. 1995 and invited them to

On April 6. 1995. the Board met to discuss the sale and to take public comment on it.
The meeting was attended by representatives of the division of oil and gas. representatives of
Tesoro. and members of the public. The Board received a presentation from the division staff
regarding the proposed sale ana contract, questioned the staff about tncrn. and made several
suggestions. The staff will implement those suggestions. At the cot.dusion of the discussion, the
voting members of the Board, who attended the meeting, unanimously approved the proposed
saie and recommended that the proposed contract be approved by the legislature.

Based on the Board’s review of the contract for the sale and purchase of royalty oil
between the state of Alaska and Tesoro. the Commissioner’s finding and determination regarding
the proposed sale, and the information presented at a public meeting of the Board, the Board is of
the opinion that the proposed disposition of Prudhoe Bay Unit royalty oil to Tesoro meets the
requirements of AS 32.06 and 11 AAC 26. The Board adopts the ‘Commissioner's finding and
determination, and recommends that the Nineteenth Legislature approve the agreement for the
saie and purchase of royalty oil from the Prudhoe Bay Unit to Tesoro Alaska Petroleum

Company

Tom Cook

WiUie Hensley V.:Shively
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The Alaska Royally Oil aiiil Gas Development Advisory Board

\O \i <>
, . Resolution 9%5*1
.4 M

On March 21, 1995. tire acung director of the division of oil and gas (“director") provided

die Alaska Royalty Oil and Gas Development Advisory Board ("Board") with preliminary findings

and proposed contract for a direc-ycar sale of approximately 40,000 bands per day ot Prudhoe

Bay Unit royalty oil to Tesoro Alaska Petroleum Company (‘Tcsoto 'j. Tesoro will process the

od in its refinery in Nikiski. Alaska.

The propose contract was discussed between representatives of die division of oil and gas
and Tesoio over the past tour months culminating in a draft contract On March 21. 1995. the
director made public die proposed contract and the Preliminary Finding and Determination of the
Commissioner of the Department of Natural Resources. The director notified the public that the
proposed sale would be discussed at the Board's meeting on Apnl 6. 1995 and invited them to
attend.

On April 6. 1995. fie Board met to discuss the sale and to take public comment on it.
The meeting was attended by representatives of the division of oil and gas. representatives of
Tesoro. and members of the public. The Board rccciveJ a presentauon from die Uivisiou ?taff
regarding the proposed sale and ccntiact. questioned the staff about them, and made several
suggestions. The staff will implement those suggestions. At the conclusion of the discussion, die
voting members of the Board, who attended die meeting, unanimously approved die proposed
sale and recommended that the proposed contract he approved by the legislature.

Based on the Board'srcv.cw of dio contract for the sa'_and purchase of royally oil
between ihe sraic of Alaska and Tesoro. the Commissioner's finding and determination regarding
the proposed sale, and die information presented at a public meeting of the Board, the Board is of
die opinion that the proposed disposition of Frudnoc Bay Unit royalty oil to Tesoro meets the
requirements of AS 32.06 and 11 AAC 26. The Board adopts the Commissioner's finding and
determination, and recommends that the Nineteenth Legislature approve the agreement for the
sale and purchase of loyally oil from the Prudhoc Bay Unit to Tesoro Alaska Petroleum

Company.
Lynn Alcshuc Tom Cuuk
Wilson Condon Becky Gay

Wilbe Hentlev John Shively





