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Senate Bill 314 Sponsor Statement
"An Act limiting retroactive adjustments in the sale price of state royalty oil sold by the

state to a refiner.”

This legislation corrects an unintended consequence resulting from the State’s tiling of a protest
with Federal Energy Regulatory Commission (FERC) regarding interstate tariff rates on the
Trail'; Alaska Pipeline System (TAPS). Senate Bill 314 amends AS 38.05.183(1) so as to
disallow retroactive adjustments in the salt, price of royalty oil where a TAPS transportation rate

change has occurred.

The effect of the State’s filing (from January' I, 2005 forward) i to create a potential retroactive
payment for any in-state refinery purchasing State royalty oil until the FERC case is settled. This
could be as late as August of 2000 Though the State is a signer to both the ten year royalty oil
contract with Flint Ifills Resources Alaska (effective April 1. 2004) and the TAPS Settlement
Methodology (TSM) which governs TAPS rates through 2009, the State chose to challenge TSM
prior to 2009 thus creating retroactivity potential for Flint Hills Resources Alaska (I II1RA)

The negative impact on MIRA and other entities has been real and immediate. FUR must reserve
for this potential liability up to S50 million dollars per year With up to five years to settle the
case with FERC, accumulated retroactive liability could reach S200 million or more. This has
caused FHKA to cancel a SI75 million clean fuels project and a S91 million naphtha stabilizer

project.

In addition, low margin products such as naphtha have been discontinued in 2006 and MIRA s
purchasing 10.000 barrels less per day of State royalty oil. for which a premium is paid  [his
has also resulted in the loss of approximately S7 million in shipping revenue for the Alaska
Railroad and SI million in fuel flowagc fees for the Pop of Anchorage. | HRA is also not able to
provide long term contracts to fuel customers such as (iolden Valley Electric Association

because of the uncertainty caused by potential retroactivity.

Senate Bill 314 eliminates the uncertainty for buyers of State royalty oil and encourages
investment and product production decisions to be based on genuine market factors rather than
the prospect of tariff retroactivity It also restores fairness in terms of avoiding retroactivity with
respect to raw materials that have long since been manufactured and sold into the marketplace.
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Flint Hills Resources Alaska / T ariff Retroactivity CAN

Talking points: |

Since March 2005, Flint Hills Resources has had a series of meetings with the DNR to address
the Stale’s change in position towards TAPS Settlement Methodology and the resulting
uncertainty of the price of crude oil we purchase to use in our refinery.

Our first response from the state occurred on Friday, Feb. 24, when the DNR released its letter to
the media before Flint Hills Resources had received a copy.

Never have we asked for a subsidy or handout. Our goal has been - and continues to be - to
achieve pricing certainty for the crude oil we’ve purchased since January 2005.

Example: As an example, how would you react if the electric company, with historical usage
records, could retroactively charge you an additional $100 per month for your past usage? You
no longer have the ability U turn down the thermostat or add insulation or take any action to
respond to the higher price. That’s what we’re faced with.

The simple solution to that onerous uncertainty is to amend our RIK contract with the state. Flint
Hills Resources asked the DNR to support a change in the company's contract to purchase state-
owned crude oil. The requested change would have eliminated the pricing uncertainty the
company faces due to a lawsuit pending hefore the Federal Energy Regulatory Committee. The
change would simply give our company Xxrtainty of its crude purchase price from January. 2005
through the future, pending the matter’s ultimate resolution.

The DNR s correct in asserting that we were aware of the potential for future pipeline tariff
decisions. However, these decisions were set to be reviewed in 2009, and the state was, we
thought, contractually prohibited from disputing the current TAPS Settlement Methodology. The
January 2005 court filing to speed up that decision - and the State’s support of that change -
fundamentally changes the business climate in which we operate.

In the past year, because of the uncertainty of retroactivity, we have made decisions to shelve our
plans to spend more than $175 million to build new units to produce low-sulfur fuels, instead
Investing $15 million with another refinery in-state to produce those products. We've deferred a
$90 million na| 'Mna stabilizer project that would have further expanded our production
capability, and employed additional people as well as contractors to work on the construction
project. We decided to discontinue naphtha production in 2006, because it was the least
profitable of our product lines and we knew we couldn’t pass along increased costs to customers,
should retroactivity be put in place. This decision reduced the Alaska Railroad’s revenues by

about $7 million per year.

Without a response from the DNR, we will continue to move forward, assuming the worst-case
scenario in running our business. We will factor in higher crude costs inall of our decisions and

act accordingly.

3/16/06



Crude Pricing Example undercurrent RPC Contractwith FHIK & the State

FHR pays ANS west coast delivered price for crude, less die interstate tariffand plus
ump state oneto North ~ tan” Forevery (medollar change in crude price for FHR,
there is a $25.50 million swing in the annual price paid for crude based on 70,000 barrels

ofroyalty erode purchased per day.

Example at assumed $50 per bared west coast delivered, an inhastate tariffof$1.50 per
barrel from pump station (me to North Pole, and alternative interstate tariffs 0f$3JO and

$2.50 per barrel.
Assumed Current  Potential

ANS WestCoast delivered price: $50.00 $50.00
Less current assumed interstate tariff; - 3.50 -2.50
Add assumed intrastate PS #1 to NP: +1.50 +1.50
Final price per example: $48.00 $49.00

So with potential ,o_rice increase ofjust $1.00 per barrel, annual erode costs can rise by as
much at $25.5 million. The filers in foe current FERC case would like foe tariffto dro

to $1.50, which would price foe crude at $50.00 in the above example and add up to $51
million in additional annual crude costs 1ffoe FERC case takes years to settle and the
uest for lower tariffs prevails, foe retroactivity could amount to multiples of between

re
$25.5 and $51 million per year.
This situation results in both uncertainty and unfairness to refiners «nd consumers.



Excerpts from briefs filed with the Federal Energy Regulatory
Commission relative to the negative impacts of %uallty Bank
Retroactivity.

Attached are excerpts from legal briefings filed by eight parties with
the Federal Energy Regulatory Commission éFERC' These excerpts are
from briefs of September 12, 2003, under FERC OR89-2. They are from
Volume 2 beginning on page 186 of the section on retroactivity.

The eight Parties included PetroStar and the State of Alaska. This
brief was filed with the FERC prior to the Administrative Law Judge's
(ALJ's) issuance of his decision in the quality bank case. The purpose
of the brief was to convince the ALJ not to order retroactive liability
on the residual cut in the quality bank case. While this is a
different case and issue than the current tariff issue, the principle
is in fact identical between the two; that is the potential for multi-
gea_r retroactive liability 1is unfair, hurtful t-o consumers, impedes
business planning, impedes development and expansion, and harms all
involved. It is clear the State and PetroStar recognized these issues
when they filed this legal argument (along with the other Eight
Parties). Thus, this is an issue that is apparent to the State and the
business community. In 2005, the U.S. Congress passed legislation to
mitigate Quality Bank retroactivity.*

*Comments by Flint Hills Resources relative to the attached FERC
briefing excerpts.



b.  Because the Refiners Could Not Mitigate The Impact of
Retroactive Adjustments, Awardin? Refunds Now Would
Be Unfair to the Refiners and Would Not Put The Parties
In The Positions They Would Have Been In Had The
Commission Not Erred

Awarding refunds would be unfair to the refiners for a different reason.
The refiners continuously “optimize™ their operations to obtain the best fit
between their costs and conditions in the marketplace. Since changing the Quality
Bank methodology after the fact would deprive them of the opportunity to
optimize and thereby mitigate the impact of refunds, ExxonMobil will collect
more from the refiners than it would have ifthe methodology on which refunds are

based had been in place from the start.

(1) The Refiners Continuously Optimize Their
Operations To Reflect The Quality Bank

Refiners make profits if they sell the fuels they manufacture for more than
the costs of making those fuels. They optimize their operations by running their
facilities efficiently and making those fuels that they can place in the market at
profitable rices.  The refiners consider Quality Bank impacts when they
determine what product’; to make as well as when they decide how much product
they can sell at a profit. In short, the Quality Bank is “part and parcel" of a
refiner’s decisions as to how to run its business. Tr. 11,904:11-20.

The Quality Bank thus plays an integral role in the refiners’ business. As

Ms. Dayton explained:

|The refiners] must make operational decisions within their
refineries to optimize operations. Within differing limits, a refinery



can vary its operating parameters, its choices of fuels, and its product
slates to reflect the impacts of the TAPS Quality Bank on its
economics. Under some circumstances, Quality Bank considerations
may even make it economically unreasonable for a refinery to
participate in a given fuel market.

Ex. PA1-22 at 13:2-6.

Resid valuation is a major part of these Quality Bank considerations. As
Ms. Dayton testified, changing the Resid valuation has a leveraged impact on the
refiners’ cost structures. Tr. 11,907:5-10. Petro Star operations show why. Petro
Star neither makes nor retains Resid, Tr. 11,735:23-24; 11,748:12-19, but it retains
other cuts. Consequently, when Petro Star returns all the Resid it receives, its
return stream contains a higher percentage of Resid than the common stream. Tr.
11.580:18 - 11,581:22. In December 2001, for example, the Petro Star Valdez
Refinery (“PSVR”) return stream contained 20.6% Resid, compared to the passing
stream percentage of 16.6%. Id.; Ex. PSI-17 at 1-2.1 Moreover, as illustrated in
Ex. PSI-17 at 1-2, Resid is hoth a relatively high volume constituent of ANS crude
and very low priced (in December 2001, the second lowest priced cut after normal
butane, which makes up only 2.6% of the passing stream). As this example

shows, lower Resid valuations greatly increase Quality Bank assessments against

the refiners.

Quality Bank assessments are calculated by subtracting the per barrel value
of the return stream from the per barrel value of the "reference stream" (i.e., the
common stream formed when the return and passing streams are commingled,
valued at the weighted average values of the return and passing streams).



Mr. Boltz, a Petro Star executive, explained why increased Quality Bank
assessments have so great an impact. Assessments against refinery return oil must
be borne by products made from the much smaller volume of oil that the refinery
retains. Petro Star retains approximately twenty-five percent of the crude it
receives, or about one barrel for every three it returns. Tr. 11,607:15-19.
Consequently, the $1.00/barrel assessment against return oil illustrated in Exhibit
PSI-17 translates into a $3.00/barrel (or approximately 7 cents/gallon) cost added
to products that Petro Star makes for sale or its own use. Tr. 11,574:5-13.

Costs of this magnitude directly affect a refiners’ ability to make a profit.
As Mr. Boltz explained, refining “is a business of fractions of a penny per gallon.”

Tr. 11.713:2. If costs increase relative to prices, it can hecome unprofitable for

Petro Star to sell to some of its customers:

We evaluate every bid that we enter into, whether it be for jet fuel or
marine diesel or whatever it is, and we look at that from the
standpoint of what are our costs associated with providing that
material? What is the sales price, and make a decision as to whether
or not wc can be competitive for those volumes. In some situations,

We just aren’t competitive.
Tr. 11,741:20 - 11,742:1.  As already discussed. Quality Bank costs are a

significant part of Petro Star's overall cost, and Petro Star must consider them

when it decides whether fuel can be manufactured and sold at a profit. In the real

The assessment against Petro Star's return oil is calculated from the data
presented at p. 2 of Ex. PSI-17 by subtracting the stream value of the PSVR return
stream ($18.22371) from $19.22516, which is the weighted average of the return
stream and the PSVR passing stream value. Three dollars per barrel is converted

to cents/gallon by dividing by 0.42.



world, margins on jet fuel can be very small, Tr. 11,740:8-12, and high volume jet
fuel customers are likely to be the first ones to become unprofitable. Tr. 11,741:5-
20. When this happens—and it does—Petro Star adjusts by retaining less crude
and making less product. Tr. 11,607:15-19; Tr. 11,741:16-20.

(2) The Refiners Cannot Mitigate Quality Bank
Impacts If A New Methodology Is Imposed

Retroactively

The refiners cannot optimize to a Quality Bank methodology unless they
know what the methodology will be and when it will be effective. Then they can
decide whether to change product slates or fuel usage, and whether to reduce their
production runs because they will no longer make a profit selling to some of their
customers, or increase production to better manage their costs or sell to wider
markets. Ex. PSI-1 at 6: 14-19. Ms. Dayton explained how this is a crucial,

continuous process that significantly reduces the refiners' Quality Bank

assessments:

So setting that extreme to the side, I th;rk the refiners are going to
optimize around whatever and take advantage of or change their
product slate around whatever methodology is in place. Be it a good
change or a bad change, it doesn’t make any difference. They're
going to go in, and they’re going to make decisions where the
Quality Bank may be advantageous to them to take the decision to
do something. ... And to the extent that the Quality Bank changes,
they’re going to make modifications to mitigate whatever those
changes are. ... | think they’ve always been successful in working
toward mitigating what we thought the payments - the payments that
they were going to make were going to be.



Tr. 12,674:2 - 12,675:1. If a new methodology is imposed retroactively, the
refiners will have no chance to make any of the adjustments that Ms. Dayton
describes.

The refiners do not have the ability to recoup retroactive Quality Bank
assessments from their customers except in very unusual circumstances. As Mr.
Boltz testified, Petro Star sells most of its fuel to the major airlines, the Armed
Forces, and the fishing industry, and its customers would not enter into agreements
that provided for future price increases. Tr. 11,736:12-18. Petro Star has only a
single contract with a local public utility that provides for a limited pass-through
of retroactive Quality Bank adjustments. Ex. PSI-1 at 8:2-11; Tr. 11,723:17-18.
Ms. Dayton similarly testified that, in her experience, except in the case of public
utilities, fuel sales contracts do not typically allow for retroactive adjustments,
Tr. 12,675:14 - 12,677:4. Even Dr. Toof acknowledged that the likelihood of
building such provisions into sales contracts was “limited." Tr. 12,392:20-21.

Finally, the refiners cannot recover the ground they lose if they forego
opportunities ! ?cause there might be retroactive Quality Bank assessments in the
future. For example, as already described, Petro Star's larger customers tend to
have the thinnest margins, and a few pennies difference in cost can be the
difference between profit and loss. If Petro Star mistakenly predicts that a future
methodology will significantly increase costs end be imposed retroactively, and on

that basis foregoes sales that otherwise would be profitable, those sales— both



their profits and their contributions to fixed cost burdens—will be gone for good.

Ex. PS1-1 at 7:12-14. Ms. Dayton explained:

So with regard to the impacts with the Quality Bank, there are going
to be consequences to their finances if they don’t expand relative to
the changes that might happen with the Quality Bank, equally to the
fact that there may be impacts to them if they do expand. ...

[1]f, 10 years down the road, some methodology comes into place
that said | should have made that change 10 years ago, there’s no
way to go back and capture that. As 1said, the market will get filled
by some means, you know. So there’s no way to say okay, | didn’t
expand 10 years ago because | was uncertain about that. 10 years
later, now I’m certain. There’s no way to go back and put that
market share back in place or sell that product in the future, because
it is truly a consumed product in these cases. So there’s no way to

undo that decision.
Tr. 12,637:24-12,638:20.

Petro Star’s experience illustrates this dilemma. Petro Star had to choose
between emphasizing diesel fuel production and processing less crude or
processing more crude to produce more jet fuel. The former approach would have
foregone economies of scale and minimized sales to Petro Star’s larger, low
margin jet fuel customers. Tr. 11,738:19 - 11,739:5. Petro Star followed the
latter strategy so it could participate in the growing Alaska jet fuel market, achieve
economies of scale, and allocate its fixed costs over more barrels of product.
Tr. 11,738:10-14. As Mr. Boltz explained:

JOJur general approach to optimizing the refineries has been one of

maximizing the jet fuel cut and also maximizing our throughput.

We could have gone in a completely different direction here, and we

could have maximized the diesel fuel and minimized throughputs
and concentrated on efficiencies. Because of the way the Quality



Bank has been during this period of time, the optimum position for
us was to increase capacity.

Tr. 11,715:10-17. Had a different Quality Bank methodology been in place, Petro
Star would have optimized differently. Tr. 11,714:4 - 11,715:21; 11,736:19-25.
Optimizing differently would have minimized any increases in Quality Bank
assessments. As Ms. Dayton concluded:
[The refiners] would have made different decisions had different
methodologies been in place, and therefore . . . those refunds that
would have been assessed against them would have been
significantly less had they been - and maybe none. | think they have
been very successful in optimizing their operations around whatever

methodologies are in place to minimize what those payments are,
and | would expect them to do that.

Tr. 11,903:10-20. Thus, the prudent choice for the refiners has been to
optimize against the methodologies that the Commissions determined should be
implemented was reasonable for the refiners. Choosing to optimize to a more
favorable methodology would have put the refiners at unjustifiable risk. Choosing
a less favorable methodology, as discussed above, would have made them incur
unrecoverable losses.  As Mr. Boltz testified, to reject the Commissions’
determinations, the refiners would have had to know that some different
methodology would be implemented retroactively. Ex. PSI-1 at 6:14-21.

(3)  The Quality Bank Has Been A Moving Target For

The Refiners, And It Will Continue To Be A
Moving Target Until This Case Is Decided

None of the events that led up to the current proceeding provided useful
foreknowledge of what Resid valuation the Commissions ultimately will adopt,

more than fourteen years after the parties’ dispute over appropriate Quality Bank



valuations began in 1989. The 1993 settlement and associated orders established
the distillation methodology, and the Commission selected FO-380 as the Resid
reference price.  ExxonMobil, among others, had complained that the
Commission’s proposed methodology would overvalue Resid, but proposed the
unmodified 1993 settlement (i.e., viscosity blending) or return to the gravity
methodology as alternatives. See Trans Alaska Pipeline System. 66 FERC *
61,188, at 61,417 (1994).3 The Commissions rejected both of these approaches.
On rehearing, as on appeal in OXY. the range of choices consisted of. (l)the
FO-380 valuation selected by the Commissions, (2) the discarded gravity
methodology, or (3) the unmodified 1993 settlement - the latter two already
rejected by the Commissions. See Tr. 12,317:20- 12,318:6.

The OXY decision made clear that the Resid valuation question was not
settled but did not provide greater precision. The court held that the
Commission’s Resid valuation was no, supported by the record, and decided that
ExxonMobil should be allowed to renew its arguments in favor of a viscosity
blending approach. OXY. 64 F.3d at 695-696.

The 1997 settlement proposals presented a choice between the Nine Party
Settlement, ultimately approved by the Commission, and the ExxonMobil and
Tesoro positions, which continued the Resid blending argument. See Trans

Alaska Pipeline System, 81 FERC 61,319, at 62,464-465 (1997); Trans Alaska

3 Exxon also challenged the reference price selected for the gasoil cut, but
that issue is not relevant to this proceeding. See id. at n.12,



Pipeline System. 80 FERC 163,015, at 65,227-229 (1997). In its own unilateral
settlement proposal, ExxonMobil proposed a modified gravity methodology for
Pump Station 1but a distillation methodology based in part on Resid viscosity for
the return streams. See Ex. WAP-269 at 15, 27, 38. Once again, the ExxonMobil
and Tesoro alternatives to the Commission-approved methodology did not survive.

In Exxon, the court accepted the coker feedstock value approach but found
an insufficient correlation between the Resid proxy price (FO-380 - 4.50) and
calculated coker feedstock values. Exxon, 182 F.3d at 41. The court remanded
for determination of a valuation method that better tracked Resid’s value as a
coker feedstock, ]d at 42, and the 2000 settlement proposals followed.

Meanwhile, ExxonMobil filed its complaint challenging the distillation
methodology in its entirety and advocating a return to gravity. See Tesoro Alaska
Petroleum Co. v. FERC, 234 F.3d 1286, 1288 (2000) (“Tesoro™). Although the
FERC dismissed ExxonMobil's complaint, Exxon Co.. U.S.A. v. Amerada Hess
Pipeline Corp., 87 FERC " 61,133 (1999), its decision was reversed and remanded
on appeal in Tesoro, 234 F.3d at 1294. The Tesoro court thus again changed the
landscape by leaving the way clear for ExxonMobil to resuscitate the gravity
methodology.

Against this history of the parties’ shifting positions and legal uncertainty,

it was reasonable for the refiners to optimize against the methodologies in effect.

Mr. Boltz explained:



If Petro Star had cut back its production based on a mistaken
prediction that a new Quality Bank methodology would be imposed
retroactively, it would have needlessly incurred losses that it has no
means to recover. Moreover, none of ihe participants in the Quality
Bank other than Exxon Mobil have ever sought to have a new Resid
valuation methodology imposed retroactively. Similarly, except for
the special case of the West Coast Heavy Distillate valuation, none
of the participants in the Quality Bank other than Exxon Mobil
currently seek retroactive application of any of the other proposed
valuations. Further, to my knowledge, other pipelines that used
distillation-based quality bank methodologies prior to TAPS did so
by agreement among their shippers, so that adjustments would not be
imposed retroactively without the shippers' consent. Taking drastic
steps such as withdrawing from markets based on Exxon Mobil’s or
Tesoro’s shifting litigation positions since 1993 would not have been

prudent.
Ex. PSI-1 at 7:12 —8:1.4 The refiners thus had no reasonable choice other than to
optimize based on the valuation methodologies in place.

(4) The Solutions Offered By EMT To The Refiners’
Dilemma Are Not Reasonable

EMT witnesses offer up three “suggestions” as to how the refineries should
have operated since 1993. First, the refiners should have made better contracts
with their crude suppliers and thereby reduced the risk of retroactive Quality Bank
assessments. Second, they should have reserved against either the worst case or

most likely outcome of this proceeding. Finally, they should have optimized their

4 As Mr. Boltz testified, the Eight Parties’ settlement position developed for
this hearing provided sufficient precision that Petro Star could have begun to
accrue a reserve against the possibility that the settlement would be imposed
retroactively. Tr. 11,718:23 - 11,719:1. However, as discussed below, accrual is

a different question than optimization.



operations to either the worst case or most likely outcome. None of these
suggestions is realistic.

With respect to EMT’s first “suggestion,” the refiners are in no position to
pass Quality Bank risks on to their crude oil suppliers. The Petro Star and
Williams refineries receive all their crude from TAPS. They must buy their crude
oil from the North Slope producers (whether or not through intermediaries) or
from the State. Their sellers, on the other hand, produce a fungible product that
can be sold on the open market or that they may need for their own West Coast
refineries. This is not a buyer’s market.

Moreover, as Mr. Boltz explained, the refiners' Quality Bank liability is not
incurred on the barrels that the refiners buy but on barrels they borrow.
Tr. 11.744:4-19. The refiners need to process significantly more crude than they
retain - in Petro Star’s case, about four times as much. In essence, they borrow
this oil and then reimburse their suppliers for the Quality Bank assessments that
result when they return it to TAPS. EMT witnesses may be correct in assuming
that the agreements that govern these arrangements are bargained for, but they
have adduced no shred of evidence that the refiners did not get the best bargain
they could. Mr. Boltz summed up how risk is usually allocated between producer

and refiner;

JUDGE WILSON: Do you own the barrels while they’re in your
refinery, the return barrels, or does the crude supplier own them as

they go through your refinery?



THE WITNESS: The reason | hesitate is what flashed into my
mind, if we have a catastrophic spill. I’'m sure we own them.

Tr. 11,744:24 - 11,754:4, Once again, this is not a buyer's market.

Contrary to EMT’s second “suggestion,” establishing reserves would not
have kept the refiners whole. Both Dr. Pavlovic and Dr. Toof testified that had the
refiners been prudent, they would have set up reserves, although they are
inconsistent in whether they would have recommended that the refiners reserve
against some undefined worst case or most likely case scenarios. Ex. EMT-123 at
9:3-6; Tr. 12,312:20 - Tr. 12,313:1. As discussed below, the Commission-
determined methodologies reasonably appeared at the times they were in effect to
be the most likely, °nd reserves against most likely case scenarios therefore were
unnecessary. More importantly, however, neither Dr. Pavlovic nor Dr. Toof
address the fact that reserves cannot remedy the effects of optimizing to the wrong
methodology.

Nor do reserves address cash flow impacts. From a cash standpoint, there
is no way a seller of crude oil or refined petroleum products will be able to recover
the years of refunds prospcclively in the marketplace. Its only option to "hedge"
on the cash side is to have tried to charge higher prices over the years to cover the
possibility of having to pay refunds, thereby prematurely passing the risk of refund

costs primarily to Alaskan consumers. However, even then there is no assurance

that the marketplace would allow the charging of higher prices.

(V>f



Simply put, if a refiner optimizes to one methodology, and then a different
methodology is imposed retroactively, the refinery will have lost the opportunity
to optimize to the new methodology. Ms. Dayton illustrated this problem. She
showed how, unlike a "typical” regulated utility, if a refiner optimizes against one
methodology, setting up a reserve does not keep it whole if a different
methodology is implemented. Ms. Dayton posits that a refiner could make
$110,000 profit under either “Methodology A” or “Methodology B” if allowed to
optimize, b it only $100,000 if it optimizes to the “wrong” methodology. If the
refiner believes that “Methodology A” will be in effect and optimizes to it, but
reserves $10,000 against the possibility that “Methodology B” will be imposed
retroactively, it will end up with $110,000 dollars only if “Methodology A"
prevails. If “Methodology B” prevails, the refiner will pay the reserve, net only
$100,000, and have no way to make up the $110,000 it would have made if it had
optimized to “Methodology B” in the first place. Unless the refinery selects the
right methodology, it will lose at least some of the benefits of optimization if some

other methodology is imposed retroactively. Ex. PA1-71 at 14:16 - 16:4/

Ms. Dayton contrasts the refiners’ dilemma with the ability of public
utilities to hedge against similar uncertainty:

If a regulated entity charges rates that it knows are being challenged,
the entity can hedge its risk against the possibility of making refunds
by establishing a reserve equal to that part of the rate being
challenged. If the rate ultimately is revised, the entity can make
refunds from its reserve and be in the same position as if the new
rate had been in effect the entire time. 1I’the rate is upheld on



As to EMT’s third “suggestion,” the most reasonable course open to the
refiners was to optimize to the Commission-determined methodologies, as

demonstrated in detail above.

c. The Standards for the Exercise of Equitable Discretion
Require the Commission to Balance the Equities of All
Interests, Including the Public Interest

The public interest would not be served by the imposition of retroactive
refunds. Prospective implementation of Quality Bank methodologies facilitates
efficient economic planning; retroactive implementation frustrates -efficient
economic planning. The Quality Bank litigation has been long, tortuous, and
unpredictable. In 1989, the parties did not know where they would be in 1993. In
1993. they did not know where they would be in 2004. If refunds arc available,
parties must continuously make their economic decisions in light of such
uncertainty. Production companies will not know the value of the oil in their
fields, and will have a more difficult time making investment and exploration
decisions.  The refiners will have an even more difficult time. As already
discussed, maxing optimization decisions is at the core of their business. If they

know what the Quality Bank methodology is, they can operate as efficiently as

appeal, the entity terminates the reserve and takes the full amount of
the reserve into its revenues. In either event, the entity is in the same
position as if the final decision on the rate had been in effect the

entire period.

Ex. PAL-71 at 13:22- 14:6.



possible. If they do not - if refunds are available - the Quality Bank builds
inefficiency into their operations unless they can foretell the future.

EMT argues that, to the contrary, refunds are necessary for efficiency
because otherwise parties would delay and “game the system.” Tr. 12,414:8 -
12,415:1. EMT failed to adduce any evidence that this is a real problem. See
Tr. 12,449:4 - 12,450:1. In fact, in this very proceeding, all the parties agreed to
retroactive implementation of the Heavy Distillate valuation despite the enormous
magnitude of the refunds that must be paid by the refiners. See EMT-610 at 1
(through 2002, Petro Star and Williams would owe $23.7 and $45.9 million
respectively). As Mr. Boltz explained, Heavy Distillate presented a special case in
that the reference price had been frozen and the parties not only knew it was
incorrect, but had agreed to within a penny on the correct price. Tr. 11,709:2-8;
Tr. 18°1:25 —1892:20. Given these circumstances, Petro Star was able to accrue a
reserve against its refund liability. Tr. 1891:3-23. Moreover, because the new

price would be consistent with the old one, it was unnecessary to reoptimize Petro

Star's



refineries. Tr. 1891:3-6; Tr. 1892:7-11; Tr. 11,726:14-20.6

In addition, retroactivity would have a negative impact on consumers. As
discussed above, inefficiency i inherent in the uncertainty that attaches to the
possibility of refunds except in unusual circumstances. To the extent that parties
could trigger a serious danger of refund obligations simply by filing a complaint or
appeal, an aggressive competitor could attempt to cause its rivals to cut production
or forego sales that would be profitable unless there were refunds. Ex. PSI-1 at
8:14-18. This would be particularly true if EMT’s views on refunds were adopted,
and refiners were obliged to plan for worst-case outcomes. See Tr. 12,409:23 -
12,410:5; Tr. 12,312:20 - 12,313:1 (refiners should probably weight different
outcomes and establish reserves against the worst case). Indeed, in this case.
ExxonMobil is seeking refunds back to 1993 on the grounds that they would have
been available under a worst case (Resid blending) that has been repeatedly and
decisively rejected by Commission and court and abandoned even by
ExxonMobil. Competition will suffer if the refiners should cut back their sales

merely because they have notice that there might be a change in the Quality Bank,

Dr. Toof noted that ExxonMobil’s Heavy Distillate receipts from the
refiners would approximately balance payments that ExxonMobil would make to
other producers at Pump Station I. Tr. 12,425:3-20. He considered the Heavy
Distillate issue to be “very similar” to the issues surrounding Resid valuation after
2000, Tr. 12,397:23 - 12,398:1-7. and hinted that the parties’ alignments, not the
frozen price, distinguished the Heavy Distillate and Resid issues. Tr. 12,393:20-
23. For the reasons already discussed, the Eight Parties believe that the Heavy
Distillate issue is unique for the reasons stated by Mr. Boltz and that the situation
in 2000 was uncertain for the reasons already discussed.



and consumers will suffer along with it. By contrast, granting refunds will not

spur crude oil production or provide any other public benefit.
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Senate Bill 314 Sponsor Statement
“An Act limiting retroactive adjustments in the sale price of state royalty oil sold by the

state to a refiner.”

This legislation corrects an unintended consequence resulting from the State’s filing of a protest
with Federal Energy Regulatory Commission (FERC) regarding interstate tariff rates on the
Trans Alaska Pipeline System (TAPS). Senate Bill 314 amends AS 38.05.183(f) so as to
disallow retroactive adjustments in die sale price of royalty oil where a TAPS transportation rate

change has occurred.

The effect of the State's tiling (from January 1, 2005 forward) is to create a potential retroactive
payment for any in-stale refinery purchasing State royalty oil until the FERC case is settled. This
could he as late as August of 2009. Though the State is a signer to both the ten year royalty oil
contract with Flint Hills Resources Alaska (effective April 1, 2004) and the TAPS Settlement
Methodology (TSM) which governs TAPS rates through 2009, the State chose to challenge FSM
prior t0 2009 thus creating retroactivity potential for Flint Hills Resources Alaska (FHRA)

The negative impact on FHRA and other entities has been real and immediate. 1 HR must reserve
for this potential liability up to S50 million dollars per year. With up to five years to settle the
case with FERC, accumulated retroactive liability could reach S200 million or more. This has
caused FHRA to cancel a S175 million clean fuels project and a SOI million naphtha stabilizer

project

In addition, low margin products such as naphtha have been discontinued in 2006 and MIRA is
purchasing 10,000 barrels less per day of State royalty oil, lor which a premium is paid. This
has also resulted in the loss of approximately $7 million m shipping revenue for the Alaska
Railroad and SI million in fuel fiowagc fees for the Port of Anchorage. FHRA is also not able to
provide long term contracts to fuel customers such as Golden Valley Electric Association

because of the uncertainly caused by potential retroactivity

Senate Bill 314 eliminates the uncertainty for buyers of Slate royalty oil and encourages
investment and product production decisions to be based on genuine market factors rather than
the prospect of tariff retroactivity. It also restores fairness in terms of avoiding retroactivity with
respect to raw materials that have long since been manufactured and sold into the marketplace.



What will SB 314 do?

« SB 314 proposes the enactment of a statutory prohibition on “retroactive price
adjustment” terms in existing and future RIK contracts. It will cause an amendment
of the prir'* term in the existing RIK contract between the State and Flint Hills

Resources.
How will FHR’s RIK Contract Change?
* FHR’s Price Term is defined in Article 2.3 as:

AN'S Spot Price - S1.55 - Tariff Allowance + Quality Bank Adjustment - Line Loss.

o The contract defines the “Tariff Allowance" as:

“Tariff Allowance” means the sum of (1) the average, weighted by
ownership, of the Minimum Interstate TAPS Tariff (Pump Station No. 1to
Valdez Marine Terminal) for each owner in effect on the Day the Sale Oil
is tendered by the State to Buyer; and (2) any tariffs paid by Buyer for
shipment of Sale Oil upstream of Pump Station No. 1. “Minimum
Interstate TAPS Tariff’ means the effective TAPS tariffon file with the
Federal Energy Regulator)' Commission ("FERC") for each carrier on a
given Day, excluding incentive tariffs.”

« On February 13,2006, FUR asked DNR to amend the retroactive requirement. SB
314 would require that such an amendment be adopted by the commissioner.

“Ifatariffwhich has been used in the calculation of a Tariff Allowance is
changed or subject to a refund order by the FERC, the Tanff-Alkwvane?
wiHbe-reealculated using the changed FERC ordered tariff, the Sale Oil
Price will be udjnsted accordingly, and the resulting refoft4-hHhg-StatH of
credit to Buyer) will be made in accordance--wdb Article 111. The changed
FFRC ordered tariff shall be used in the calculation of the price of Sale Oil
delivered to Buyer on and after the date of the FERC order, but not before.
Ifa FERC-ordered tariff is suspended or enjoined from implementation, the
Tariff Allowance shall not be recalculated until the suspension or injunction
is lifted and the FERC order is implemented and goes into effect.”
(Deletions are indicated in strikeout; additions are underlined.)

« The retroactive provision in the FHR contract was agreed to at the expense of other
considerations for the State. The retroactive provision isjust one part of a larger deal
in which the state agreed to the S1.55 per barrel discount on ANS spot price, provided



FHR with an option to reduce volumes purchased, added a built in automatic reopener
to lower FHR’s price after five years.

how does FHR’s retroactive obligation arise?

When FHR and the state negotiated the RIK contract in 2004, both were well aware
that the Regulatory Commission of Alaska had two years before determined that the
methodology used to calculate the TAPS intrastate tariff exceeded the “just and
reasonable” rate standard required by law. (The RCA’s decision has been affirmed in
Alaska superior court.) The state ~d FHR agreed that, should the interstate TAPS
tariff be changed by a ruling of the FERC so that refunds to shippers would be
required, then FHR would pay the state the difference between the temporary and the
new permanent tariffs. (Similarly, if the permanent FERC tariff were higher, the
contract requires that the state will refund the difference to FHR.)

An independent (i.e., non-TAPS owner) ANS oil producer challenged the 2005 TAPS
interstate tariffs submitted to the FERC by the TAPS owners on the grounds that the
interstate tariffs failed to meet the Interstate Commerce Act’s requirement that tariffs
be “just and reasonable.” The FERC, pending a full hearing, suspended the 2005 and
2006 proposed tariffs, making them temporary and refundable. The state joined the
complaint charging that the intcistate TAPS tariffs were discriminatory when
compared to the intrastate rates for essentially the same transportation service.

How much State revenue is » stake?

The 2005 and 2006 proposed interstate tariffs are S3.71 and S3.96 per barrel,
respectively. The RCA ordered for this same service is S1.96. FHR has purchased an
average of about 55,000 barrels per day of RIK oil Irom the state in 2005-06. Using
the RCA tariffas an indicator of what the FERC may do in January 2007, FHR could
owe the state approximately $100 million for the 2005-07 period. Twenty-five
percent of these amounts, i.e., $25 million, will be paid to the Permanent Fund.

According to the “fact sheet" accompanying SB 314, the total amount that FHR may
owe the State could be $200 million depending on the extent of FERC appeals.

If 1 11R’s contract is changed, FHR will be given a benefit that the ANS lessees do not
have. According to the lease contracts and the royalty settlement agreements, the
lessees will have to adji. a retroactive that amount they owe the state for taking royalty
in-value. This means that RIK will be less than RIV if SB 314 passes. The State
would have been better off. i.e.. received higher royalty revenues, if it had chosen not

to sell to FHR.



SB 314 does not require that the State receive anything in return for relieving FHR of
its retroactive obligation. This lack of an enforceable and measurable commitment

jeopardizes the constitutionality of SB314.

Constitutional Issues:

The Department of Law has identified three potential constitutional problems with
SB 314: impairment of contracts; separation of powers; and a violation of

Article VIII, Section 2.
DNR can comment on this last item. Article VIII, Section 2 states

“The legislature shall provide for the utilization, development, and
conservation of all natural resources belonging to the State, including land
and waters, for the maximum benefit of the people.

In the ANS Royalty Litigation, Alaska Superior Court Judge Compton ruled that the
"maximum benefit” requirement prohibits the commissioner of DNR from collecting
royalties “in kind” if the amount realized would be less than if taken “in value.” For
the reasons stated above and assuming as FHR, the legislative “fact sheet,” and
DNR’s own modeling of the FHR’s potential liability, RIK will be less that RIV if the
FERC rules to lower the interstate tariffas the RCA did in 2002.

If SB 314 were to require that the commissioner negotiate a trade from FHR such that
FHR would provide some compensating non-price benefit in return for the relieving
FHR of its retroactive obligation, the “maximum bcnetit” might be achieved. This
non-price benefit would have to have a definite commitment required of FHR and that
the benefit would have to be measurable and sufficiently balance what the State gives
up. This assumes that there may be more latitude to amend the FHR contract than

Judge Compton ruling requires.

FHR Economics

Consider that FIIR can acquire crude oil at a substantially lower price than West
Coast refineries (at the RIK nethack price plus the intrastate tariff between Pump
Station No. I and North Pole) and sells its products at a price only slightly less than
West Coast refineries (after accounting for FHR’s cost of railroading its products

from Fairbanks to Anchorage).

DNR hired Baker & O ’Brien to review information supplied by FIIR. In the two
years that FHR has owned the North Pole refinery, it has very favorable margins.



Even considering the margins of the last five years, the North Pole refinery has
experienced positive earnings.

FUR has very limited opportunities to invest in the refinery as evidenced by FHR’s
decision to buy, instead of producing clean diesel, from Tesoro. FHR indicated to
DNR that the uncertainty caused by the retroactive tariffallowance provision in its
RIK price contributed to this decision but a doubling of anticipated project costs

contributed to this decision.

FHR has indicated that a prospective rise in the RIK price will mean that FHR will try
to maximize cash flow by reducing costs by reducing throughput and avoiding new

investment.

FHR North Pole Refinery Throughput
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« Relieving FHR of its retroactive obligations will not likely contribute to lower product
prices. To assume that FHR can influence prices downward or upward because of its
costs is to assume that FHR has market power in what should be a fairly competitive

market.

« The question for policy makers is what will (can?) FHR do if the retroactive provision
of its contract is changed.

Future RIK Contracts

« If SB 314 passes, and the constitutional “maximum benefit” requirement is resolved,
DNR will have to draft conforming regulations Today the commissioner is
prohibited from selling RIK for less than R1V under 11 AAC 03.030.

Kevin Banks
Department of Natural Resources

April 2006
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Executive Summary

The Department of* Natural Resources has negotiated a proposed ten-vear contract to sell
the State's North Slope royalty oil to Flint Hills Resources Alaska. LLC (FHR). FHR s
negotiating the purchase of the assets of Williams Alaska Petroleum. Inc. including its refinery at
North Pole. Alaska. This document summarizes the terms of the State's royalty oil sale contract
and describes the criteria and considerations underlying the determination that this sale of royalty

oil in-kind (RIK) is in the State's best interest.

UNDER THE PROPOSED CONTRACT FLINT HILLS RESOURCES WILL BE
OBLIGATED TO MEET THE FOLLOWING TERMS:

« Price
FI IR will pay a price calculated using the following formula:
ANS Spot Price - SI .55 - Tariff Allowance + Qualii' Bank Adjustment - Line Loss

DNR forecasts the future additional royalty revenues under the proposed contract to be $0.30 per
barrel or approximately $2.6 million to $8.4 million per year.

* Special Commitments

As additional consideration for the RIK purchase. FHR agrees to:

L Invest approximately $100 million to install clean fuels processing equipment and
facilities in the North Pole Refinery' and/or elsewhere in Alaska.

2. Fulfill and enhance the previous commitments made by Williams Alaska Petroleum
Inc. to the Government Hill Community Council in Anchorage to address concerns
about gasoline storage tanks near Government Hill and undertake additional projects to
improve the Anchorage Tank Farm facility.

3. Continue to ship refined products to Anchorage \ ia the Alaska Railroad.

4. Study the use and viability of the hydrant fueling system at the Fairbanks International
Airport (FIA), concentrate on promoting FIA to cargo carriers, evaluate and possibly
upgrade FIA fuel distribution facilities, and charge a jet fuel customer in Fairbanks the
same or lower price as FlI IR charges that same customer in Anchorage.

5. Maintain the wholesale truck rack prices for gasoline in Fairbanks at a price not to
exceed the wholesale truck rack prices for gasoline in Anchorage.

* In-State Processing

FHR will make all commercially reasonable efforts to insure that the royalty oil it purchases
under this contract will be processed at the North Pole Refinery or exchanged lor oil that will be
processed at the North Pole refinery. [HR’s substantial investments, both in purchase of the
North Pole refinery and in its contractual agreement to invest in Clean I uels facility upgrades,
further ensure the continued long-term prospects for in-state refining of State roy alty oil.



« Local Hire
FHR agrees to employ Alaska residents and Alaska companies.

IN RETURN FOR THESE PROVISIONS THE STATE WILL PROVIDE:

« Quantity'
The Stale agrees to sell to FHR ANS royalty oil within the range of 24.000 to 77,0000 barrels per

day. or nearly FHR's total refinery requirements, for the ten-year contract term. Fhe State may
limit the amount of oil sold to not more than 85 percent of the State's total North Slope royalty

oil.
o Term

The term of the contract is ten years.



[. Introduction

The commissioner of the Department of Natural Resources (DNR). on behalf of the State
of Alaska, has negotiated a long-term contract to sell the Slate's North Slope royalty oil to Flint
1Lills Resources Alaska. LLC (FHR) and Flint Hills Resources. Inc. (as guarantor), both of which
are subsidiaries of Koch Industries. Inc. FHR has executed a contract for the purchase of the
j.ssets of Williams Alaska Petroleum Inc. (Williams) including Williams® North Pole refinery.
FHR's contract with Williams is contingent on FHR's successful negotiation of a ten-year
contract for purchase of State North Slope royalty oil to provide feedstock for the refinery.

The State proposes this sale of RIK oil to relieve market conditions for crude oil to meet
in-state needs. The negotiations that hale resulted in the attached proposed contract have been
carried out under the procedures for a non-competitive disposition of royalty oil set out in 11
AAC 03.024. Under the terms of this contract the sale price for the royalty oil will exceed the
amount the State would have received by taking its royalty oil in-value.

From an in-depth consideration of the potential economic, environmental, and social
impacts, and the various requirements for sale of the State's royalty oil. with a focus on the
criteria specified under the terms of AS 38.05.183(a) and (e) and AS 38.06.070(a). the
commissioner finds that a negotiated long-term contract for the sale of the State s royalty oil to

FHR is in the State's best interest.
[I. Background

The State of Alaska owns the mineral estate, including oil and gas. under State-owned
lands. It has entered into lease agreements with third parties who explore for. develop, and
produce oil and gas from these lands. The State receives a royalty share of 12.5 to as much as
33-1/3 percent of the oil and gas produced from these leased lands, which it may lake either "in-
kind" (RIK) or "in-value" (RIV). When the State lakes its royalty as R1V. the lessees who
produce the oil market the State's share along with their own production and pay the State the
value of its royalty share. When the State takes its royalty share id the oil as RIK. it assumes
ownership of the oil. and the commissioner disposes of it through sale procedures designated
either "competitive" or "non-competitive” under AS 38.05.183.

Over the years the State has sold nearly half of its royalty oil to in-state refineries, anti
occasionally lias auctioned its royalty oil to customers in the Lower 48. Figure | summarizes the
many North Slope RIK contracts since 1970 and Figure 2 illustrates the average annual volumes

of royalty oil committed to these contracts during this period.



Nagptiated InHKind Sales
Apeto

Chevron 1 7/80 « 6/BI
Chevron 2 S/83+ MM
Chevron 3 5/M - 7/91
Kupan* 12/88  12/91
Peifost* PAchases 12/8E « 12/91
Golden Valley Electric Association
GVEA 1 6/81 « SIM
GVEA 2 CM 9/85
GVEA 3 10/8S - 12/91
MAPCO
Mpo1 170 Resart
2 171297
Rﬁ@ 196- Presen!
Ritrodtar
Petro Star 12/86-12/91
Petro Star JV 3/92-12/93
Tesoro
Tesoro 1 7/80-6/81
Tesoro 2 7180
Tesoro 3 12/81 + 1/82
Tesoro 4 1/83 -12/94
Tesoro 5 10/85-8/90
Tesoro 6 1/95-12/95
Tesoro 7 1/96-12/98

Conpetitive Inkind Sales

First Competitive RIK Sale

Alaska Petroteum Co 7/81

ARCS Produ0S Co /81 1281
Oasis Petroleum Co 781 1/82
She* 7181 +1/82
Sofuo 6t1 182
Unon 7181 - 1/82

Second CompelNive RIK Sale

Chevron 4 4'85 386
Chevtor,S 6 7 485 985
Sorvo 4/85 + 12/85
Texaco 1 4/85-12/85
Te«acc 2 48! 386
UfNor< 2 4'81 985

L/IC C* &Refining fc 4/85 386

Quasi-Competitive RIK Sale
CfH-vror 8 10/85 + 386
Umon 3 10/85 386
JL Or; &Rrhfwig 1.2 1085 * 386



Figure 2: Composition of Total North Slope R ealty Dispositions
1979-2003
Royally in-Kind (RIK) and Royalty in-Valne (RIV)

A. The Current Royalty In-Kind Contracts with Williams

When the Prudhoc Bay Held began production, the State entered a 25-year contract to sell
North Slope royalty oil to Earth Resources. Inc. who later built the reHnery at North Pole.
Alaska. The 25-year Earth Resources royalty oil contract supplied the North Pole refinery with
an average of 35.00(1 barrels of royalty oil per day and was eventually assigned to Mapco Alaska.
Inc. In 1007. the State anJ Mapco Alaska. Inc. negotiated a one-year contract for approximately
13.000 barrels per day to augment the supply of royalty oil delivered under the 25-year contract.
In 1998. the State and Mapco "extended" this one-year contract by negotiating a new five-year
contract fiat was subsequently approved by the Legislature. Ihis five-year contract provided an
average of 22.800 barrels per day in addition to the 35,000 barrels per day delivered under the
old 25-year contract. Later in 1998 Mapco sold its Alaskan assets and assigned both the 25-year
contract and the 5-year contract to Williams. Under these contracts, the Slate was obliged to
deliver only royalty oil produced from the Prudhoe Bay Unit. lhese two contracts expired on

December 31. 2003.

following the expiration of the 1978 and 1998 RIK contracts on December j 1. 2003. the
State has continued to supply the North Pole refinery with royalty oil lor feedstock under a short-
term contract between the State and \\ illiams that will expire on March 01 2004. Ihe State has

1See Alaska Department of Natural Resources. October I. 2003. "Best Interest Finding and Determination for the
Sale of Alask? North Slope Oil" for a copy o! this short-term contract.



executed a second short-term RIK contract with Williams to provide the refinery with an
uninterrupted supply of royalty oil through September 30, 2004' to enable the continued
operation of the refinery while the Department of Natural Resources and FHR conclude their
negotiations on the proposed RIK contract that is the subject of this Finding and Determination.
The two short-term RIK contracts are required to accommodate the nomination procedures
required under the State leases, unit agreements, and the royalty settlement agreements be. ween
the State and the North Slope producers. The leases arid agreements require the State to
nominate the monthly quantity of royalty oil it elects to take in-kind 90 to 180 days before the
production month for which the RIK nomination is made. The State must therefore execute its
RIK sale contracts three to six months in advance of the month of first delivery in order to limit
State nominations to quantities that are the contractual obligation of the ultimate RIK purchaser.
Thus, the State’s second short-term contract with Williams for deliveries to the North Pole
refinery beginning April I. 2004. was required to be executed prior to January 1. 2004.

Flic short-term contracts obligate Williams to take RIK oil that the Slate will nominate
before the conclusion of Williams' refinery sale to FHR and the execution of the State’s proposed
RIK contract with FIIR. The proposed RIK contract with FHR can not become effective until
DNR (1) publishes the commissioner's findings on whether the contract serves the best interests
of the State; (2) convenes the Alaska Royalty Oil and Gas Development Board (“Royalty
Board") to rcvic. the contract (I I AAC 03.020); and (3) receives approval for execution of the
multi-year contract from the Legislature. After the sale of the refinery is completed and provided
that the State's long-term RIK contract with FIIR receives all required approvals. FHR will take
o\er the operation of the North Pole refinery and the RIK oil nominated under the short-term
Williams' contracts will be assigned to FHR. FHR will pay for the RIK oil assigned to it under
the terms (including price) set forth in the proposed long-term RIK contract.

B. RIK Oil Sale Procedure

Before executing a contract for the disposition of royalty oil in-kind, the commissioner
must find that the disposition is in the best interests of the State. The commissioner establishes
the terms, conditions, and methods of disposition of the State's royalty oil that is taken in-kind.
The itil may be sold under "competitive" or "non-competiti\e" procedures. RIK oil may be sold
under the “non-competitive" procedurec if the commissioner determines that the best interest of
the State will be served by a non-c..inpeiiii\e sale. (AS 38.05.183(a)). In making this
determination, the commissioner must consider the criteria listed in AS 38.05.183(e) and AS
38.06.070(a). The RIK contract must be awarded to the prospective buyer whose proposal offers
maximum benefits to the citizens of the Slate.

In March of 2003. Williams met with staff at the Division of Oil and Gas and requested a
new five-year RIK contract to fully supply the North Pole refinery feedstock requirements
following expiration of the 1978 and 1998 RIK contracts. Williams informed the State that it
was actively seeking to sell its Alaska assets and intended to assign the proposed RIK contract to
the purchaser of the North Pole refinery. In early July 2003. Il IR met with the Governor and his
staff and indicated that it intended to bu\ the Williams' North Pole rcfinerv and that a long-term

' See Alaska Department of Natural Resources. December 2>2003. "Best Interest | inding and Determination for
the Sale of Alaska North Slope Oil" for acopy of this second short-term contract,



contract with the Stale would make it possible for FHR to upgrade the properties it would
acauire. The Governor called a meeting for July 29. 2003. and invited all potential in-state
purchasers of North Slope RIK to discuss what terms each company might offer the Stale.

As a result of these meetings, and after consideration of all the criteria of AS
38.05.183(e) and AS 38.06.070(a). the commissioner determined that FFIR was the prospective
buy er whose proposal offered the maximum benefits to the citizens of the State, and agreed to
negotiate an RIK contract directly with FHR. Individual findings on each of the statutory criteria

are set out in Sections IV and V. below'.

The commissioner determined that the sale of RIK oil to FHR would relieve market
conditions by providing crude oil required for the continued operation of the North Pole refinery'.
In addition, the State would benefit from a sale price throughout the term of the long-term
contract that would be higher than the volume-weighted average of the reported netback prices
applicable to royalty oil taken in-value for the same period. The commissioner concluded, on
balance, that entering into a long-term RIK sale contract with FHR. on the terms and conditions
as included in the attached proposed contract, is in the best interests of the State.

This Best Interest Finding and Determination and a copy of the proposed RIK contract
arc available from the State by contacting:

Division of Oil and Gas
Attn: Kev in Banks

550 W. 7th A\e. Suite 800
Anchorage. Alaska 99501
Phone:(907)269-8781
E-mail: krb a dnr.state.ak.us

and will also he published on the Di\ ision of Qil and Gas website at:
http: www.J(i».dnr.state.ak.us oil

A copy of the proposed RIK oil sale contract is attached as an appendix to this Best
Interest Finding and Determination.

[11. Discussion Contract Provisions

The proposed contract represents an evolution of RIK contract terms of the most recent
(1998) State RIK contra mawith Williams as modified through negotiations between the State and
FHR. Fhe 1998 RIK contract with Williams is the latest in a 25 year history of long-term
contracts between the Siaie and the in-state refineries. This section is a summary of the es .ential

terms of the proposed contract.



A. Price (Section 2.3 and Appendix 2)

The price per barrel of the royalty oil sold to FHR is set each month and is defined by the
equation:.

ANS Spot Price - SI.55 - Tariff Allowance + Quality Bank Adjustment - Line Loss
Each of the elements of this equation are explained below:

l. ANS Spot Price

The ANS Spot Price is a monthly average of the daily average prices reported bv
three industry trade publications: Platt's Oilgram Price Report. Telerate online data reporting
service, and Reuters online data reporting service. The AN'S Spot Price represents the market
value for North Slope oil sold on the U.S. West Coast. Judging by the prevalence of its use
among the many buyers and sellers of North Slope oil, the use of the ANS Spot Price as defined
in the proposed RIK contract is a credible and reliable measure of the ANS market. The Alaska
Department of Revenue has adopted a similar definition for use in its calculation of Prevailing

Value for production ta\ purposes.

The FIIR contract contemplates the possibility that one or more of these reporting
sen ices may fail to publish a market price for North Slope oil or that the ANS Spot Price max no
longer accuratelv represent the price for North Slope >l in the U.S. West Coast. In the first case,
the ANS Spot Price will be calculated b\ using data Iron the remaining reporting services. In
the second case. FIIR anJ the Slate will attempt to arrive at a mutually agreeable alternative
source of data to determine the ANS Spot Price.

2. $ 1.55 per Barrel Deduction

| nlike former long-term RIK contracts between the State and in-state refinery customers,
the proposed FHR contract does not directly reference the RIV netback value in the price term.
The Hat SI1.55 per barrel deduction from the ANS Spot Price replaces the actual (adjustable)
marine transportation cost factor included in former RIK contracts. This is a deduction that FIIR
makes to its price paid for RIK oil. and thus the smaller the deduction, the higher the price paid

bv FHR to the State.

The $1.55 deduction prov ides a premium to the State compared to DNR data on the
deduction for marine transportation costs foi the last three years allowed in the royalty settlement
agreements with the lessees to calculate the RIV netback. Ihe RIV' nethack issubject to change
as the lessees are audited and when a current marine transportation cost "reopener" with
ExxonMobil is resolved. DNR's estimate of the deduction for marine transportation costs for

Lacl> of the loyalty settlement agreements with the North Slope lessees provides opportunities lor the Slate or the
lessee to renegotiate elements of the RIV nethack formula. The State and ExxonMobil are currently disputing the
calculation of ExxonMobil's destination value, marine transportation cost deduction, and the deduction for line

losses.



the last three years allowed in the royalty settlement agreements ranges from $1.73 to $1.92.
Based on a somewhat optimistic view of where the State may end op when the RIV netback is
finally determined. DNR concluded that the difference between the RIV deduction for marine
transportation and the RIK $1.55 per barrel deduction yielded a premium of $0.30 over this three

year period.

The SI .55 per barrel deduction is subject to revision at the end of year five of the
proposed contract term. The revision will be calculated as follows: First, the State will take an
average of the deduction for marine transportation costs for years 3. 4. and 5 of the contract term
used to calculate the RIV netback. Second, subtract $0.30 from this average. If the result is less
than SI .45 per barrel, then the RIK per barrel deduction for the years 6-10 will be SI .45, Ifthe
result is greater than SI.65. the RIK per barrel, then the RIK per barrel deduction lor years 6-10

will be $1.65.

DNR prepared a forecast of the RIV deduction for marine transportation costs for RIV
and retained Baker & O'Brien to review the methodology used by DNR." Ihe results of this
work are shown in Figure 3 and 4. Two forecasts are illustrated and both employ a hypothetical
re\ ision of the RIK per barrel deduction after year five of the proposed contract. Ihe DNR base
case suggests that the proposed contract will yield an average premium of about SO.30 per barrel
over the RIV netback for the ten-year term of the contract. Baker & O’Brien's Case A suggests
that the proposed contract will yield a premium of $0.36 per barrel. The difference in these two
forecasts isexplained by the different predictions DNR and Baker O'Brien assumed about the

outcome of the current reopener dispute with ExxonMobil.

Figure 3: RIV Marine Transportation Deduction Versus RIK
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' Dilcep Sirur. Baker &/O'Brien. Inc.. Dallas. 'l X. Personal Communication, December 22.2003.



Figure 4: RIK Contract Premium

3. Tariff Allowance

The Tariff Allowance provides an additional deduction from the ANS Spot Price equal to
the average cost of pipeline transportation paid in transporting ANS oil to the spot markets on the
U.S. West Coast. It is calculated as the sum of the ownership-weighted average minimum
interstate TAPS tariff filed for each of the TAPS owners, plus any tariffs paid by FUR for
shipment of royalty oil on pipelines on the North Slope up. iream of Pump Station No. I. Buyers
and sellers in the Alaska market generally set contract prices in recognition that Alaska sales are
an alternative to interstate shipments to the U.S. West Coast, and pricing terms are set

accordingly.

All prior State RIK contracts for ANS oil have provided oil from the Prudhoe Bay Unit.
Under the proposed contract with MIR. the Stale has the option of providing royalty oil from any
ANS production unit, and the additional allowance for tariffs paid on pipelines upstream ol
Pump Station No. | is a reimbursement of FHR's additional tariffcosls incurred due to the State's
choice of production unit. The Stale will also provide line 111 for these upstream pipelines: i.e..
the inventory of barrels delivered and sold under the terms of the proposed contract will be
tracked in such a way that FIIR will take delivery of barrels counted at the inlet of the pipelines
but pay for the barrels counted at Pump Station No. I. These terms will make FlI IR indifferent to
the State's selection of the production unit from which the RIK oil is provided. In return, the



State has the freedom to maximize value by judiciously nominating royalty oil from different
combinations of North Slope production units.

The Tariff Allowance is one of the elements of the price term in the proposed contract
that is subject to retroactive adjustments. The Tariff Allowance may be adjusted ifthe tariff used
in the calculation of the Tariff Allowance at the time of I-'HR's payment is changed (or subject to
a refund order) by the Federal Energy Regulatory Commission (FERC) at a later date.

4, Quality Bank Adjustment

The Quality Bank Adjustment is a positive or negative number that reflects the value of
different streams of oil that are shipped in TAPS. The Quality Bank is administered by the
ow ners of TAPS and regulated by the FERC. Oil tendered for shipment at Pump Station No. | is
produced from several different production units and the shippers of oil of lesser value must
reimburse the shippers of oil of greater value for the degradation of value of the co-mingled
mixture of oil. Similarly, the refineries in North Pole and Valdez also lake oil out of [APS.
extract the valuable components of the oil in manufacturing petroleum products, and re-inject
into the pipeline a mixture of lower valued components. The return streams from the re'lneries
bear a quality bank payment to each of the owners of the passing TAPS si.eam.

The Quality Bank Adjustment in the proposed contract is calculated as the difference of
the value of roy alty oil where it is tendered at the point ol sale—either at Pump Station No. | or
at the entry into a pipeline upstream of Pump Station No. |—and the value of the oil in TAPS
downstream of the PetroStar Valdez refinery. Appendix 2 in the proposed contract provides an
example for how the Quality Bank Allowance is calculated for RIK oil produced at the Duck
Island Unit and processed in the unit's Endicott Main Production facilities. The State may
readjust the Quality Bank Allowance if the Quality Bank administrator recalculates one of the
values used in the calculation of the Quality Bank Allowance. After six months the only
retroactiv e adjustment? of the Quality Bank Allowance that may occur are those that result from

a direct order issued by the FERC.
5. Line Loss
Line Loss is a per barrel amount equal to
(.0009) x (ANS Spot Price  SI.55 - Tariff Allowance + Quality Bank Adjustment).

This term accounts for the minor change in the volumes of oil delivered at Valdez caused as
compared to the volumes tendered at Pump Station No. I. A line loss element also appears in the
netback formulas in the royalty settlement agreements.

In summary , the price term in the proposed contract prov ides a mechanism that replaces
the RIV netback formulas embedded in the price term of former RIK contracts. On the basis of
the difference hetween the deduction for marine transportation costs in the RIV netback and the
S1.55 per barrel deduction in the proposed contract, the State will realize a premium o f$0.30.
This represents a conservative estimate of the value of the proposed contract. There are



differences in other .ments of the RIV formulas that may also contribute to additional benefits
for the State. The calculation of the destination value in the RIV netback and the ANS Spot
Price in the proposed contract is one element in each formula that may be the source of an
additional premium for the State. Figure 5 shows a historical comparison between the RIV
netback value at Pump Station No. land the RIK price. Ifthe proposed contract were in place in
2000-2003. the State would have earned $0.52 per barrel more than RIV netback value.5

Firgure 5: Backcast of Proposed FHR RIK Contract Price
Difference from RIV Netback

B. Special Commitments (Article V and Appendix 4)

Appendix 4 of the contract lists the Special Commitments agreed to by FHR. These
commitments are listed here followed by a brief explanation.

l. Clean Fuels Processing

Alter performing an engineering study. FIIR will install necessary equipment and
complete such modifications to its North Pole Relinery. or will participate in the modification of
other relinery facilities in Alaska, as required to produce gasoline and on-road. olT-road. marine,
and rail diesel fuels that meet or exceed all U.S. Environmental Protection Agency ("FPA") low
sulfur fuel requirements ("Clean Fuels"). FUR will make commercially reasonable efforts to
complete necessary installations and modifications on or before the effective dates of the Clean

A comparison between the proposed contract price and the price paid bv Williams over the same time period
(2000-2003) yields a premium of $0.46 per barrel. Williams" 25-year contract price is equal to die RIV netback;
Williams’ ‘W8 contract price is equal to the RIV neihack price plus $0.15 per barrel.
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Fuels requirements of the EPA regulations. These projects will result in a significant reduction in
gasoline and diesel sulfur levels.

The EPA Clean Fuels regulations require that U.S. refineries must supply low-sulfur on-
road diesel by June 2006." Low sulfur diesel musi be available for new heavy-duty vehicles
equipped with emission control devices that will be introduced in the 2007 model year. i.e.. the
fall 0f2006. Low sulfur “Tier 2" gasoline and non-road diesel must be supplied by 2010.

FHR's total project costs are expected to exceed $100 million and will likely include the
construction of processing units, including hydrotrealing. a hydrogen plant and sulfur removal
equipment. The construction project will have a significant, though temporary, impact on the
local ai.d State economy. Most of the equipment to be installed will be manufactured outside of
Alaska, and so the personal income and employment effects will be generated by the
construction activities on-site and will depend on the availability of skilled workers who are

residents of Alaska.

In a study provided by Anadarko Petroleum. Inc. and EnCana Oil and Gas (formerly
AEC Oil and Gas. Inc.) in support of their 2002 proposal to buy North Slope royalty gas the
proportion of in-state expenditures to total expenditures for the development phase of their North
Slope Foothills project was approximately 46 percent. This suggests a conservative estimate of
$40 million for in-state expenditures could apply to FHR's Clean Fuels projects. This same
study also indicated that the largest in-state development cost item was personnel expenses at 20
percent of total. If the Anadarko study is am indication. FHR's project will inject $20 million
into the Stale economy in the form of wages and salaries. Applying the Anadarko analogy to the
FIIR Clean Fuels projects. DNR estimates 100 to 200 direct jobs during construction with
possibly twice that for indirect johs.s To the extent that FHR's preferred strategy to produce
Clean Fuels in Alaska will involve improvements at the North Pole relinery these construction
jobs will occur in the Fairbanks North Star Borough and the central Alaska region.

Impacts on local and statewide employment and personal income from construction will
be temporary . Incremental long-term employ ment and personal income effects generated by the
Clean Fuels projects at North Pole of the refinery should be rather small.1

2. Anchorage Tank Farm Evaluation.

" 40 CFR Paris 60. SO 86. Diesel fuels musi meet a 15 pans per million sulfur standard | nder current IP A
regulations, diesel fuels must meet a 500 ppm sulfur standard.

Northern Economies. Inc. January 2(102. “Economic Impacts of Anadarko Exploration. Development, and
Production of Alaska North Slope Foothills Gas Operations" p 2-7.
1 Additional support for the estimate can be found in the number of construction jobs generated by a 1005 expansion
project conducted by Tesoro Alaska Petroleum Company at its Nikiski. Alaska refinery Installation of a S26
million vacuum unit upgrade generated ISO direct and indirect jobs. Alaska Department of Natural Resources.
September 1005. “Final Finding and Determination to sell Royalty Oil to | oro Alaska Petroieti'r. ( ompany" p.

‘ In 1008 Williams Alaska Petroleum. Inc. invested in a S70 million expansion of the North Pole refinery. Williams
indicated that the expansion created 17 new jobs. Alaska Department ol Natural Re urces. March 1008. “ Final
I inding and Determination to Sell Royalty Oil to MAPCO Alaska Petroleum Alaska, inc.” p. 13.



FHR agrees to discharge the commitments previously made by Williams in the
"Memorandum of Agreement between Williams Alaska Petroleum. Inc. and The Government
Hill Community Council" (attached as Appendix 6 to the proposed contract). The key

requirements are as follows:

a. Remove three (3) tanks from east of the Ocean Dock Road with a total
capacity of over 5.500 barrels:

b. Refrain from installing additional tanks east of the Ocean Dock Road:

C. Evaluate all remaining tanks east of the Ocean Dock Road to determine
whether they comply with all State and Federal requirements for overfill protection, lire
protection, lank seal monitoring, potential for change of product service, and possible
removal of additional tanks, and prompt remediation of any violations of these
requirements:

d. Installation of new tanks w'est of the Ocean Dock Road will occur
provided that existing tanks on the east side of Ocean Dock Road are retired and removed
on a tank-for-tank basis; and

e. Continue cooperative efforts in cr inection with the ongoing Bulk Fuel
Hazard Study currently underway through the Municipality of Anchorage.

3. Shipment by Rail.

Williams currently ships refined products by rail under contract with Alaska Railroad
Corporation (an Agreement originally entered by MAPCO Alaska Petroleum Inc. in May of
1993).  Williams transported about 1.4 million gallons per day of jet fuel during 2001. plus
naphtha, and about 3.000 barrels per day of gasoline by rail to south central Alaska. As part of
FHR's refinery acquisition from Williams, FHR will assume the rights and obligations of
Williams under the rail agreement and continue to ship refined products to Anchorage through
the term of its current railroad contract until 2013.

4. Fairbanks International Airport.

The proposed contract requires FHR and the State to jointly explore commercially reasonable
options for increasing passenger and cargo air traffic through the Fairbanks International Airport
(FIA). with a focus on promoting the FIA to cargo carriers operating between Asia and Europe.
FHR shall also evaluate the airport's fuel distribution facilities and the feasibility of using or

upgrading the existing hydrant fueling system.

Alaska's three refineries supply all of the in-stale jet fuel consumed at the international
airports in Anchorage and Fairbanks. and at military bases in the state." Ihe North Pole refinery
is the largest producer of jet fuel in Alaska. It accounts for about two thirds of total jet fuel
consumption, as shown in Table 1.1 While the North Pole refinery accounts for more than half
of the Anchorage jet fuel consumption, the Fairbanks International Airport will remain an

important jet fuel market for FI IR.

" Jet fuel is generally not imported into Alaska unless unusual circumstances arise, sucl' as the West Coast

longshoremen strike of mid 2002, which resulted in grcatcr-than-usual air cargo activ ity.
1Dileep Sirur. (taker and O’Mrien. Inc.. Dallas. TX. Personal Communication. November 11. 2003



Table 1. Regional Composition of Jet Fuel Production by Refinery
(Barrels per Day)

TOTAL \&illiams PetroStar Tesoro Chevront

Anchorage 52.000 29.000 3.400 13.600 6.000
Fairbanks 3.500 3.300 200 - -
Military 5.100 1.400 3.700 - -
TOTAL 60,600 33,700 7,300 13,600 6,000

The proposed RIK contract further provides for jet fuel price parity between Fairbanks
and Anchorage. FIIR has agreed that it will charge a jet fuel customer at the Fairbanks
International Airport the same or lower jet fuel price as FIIR charges that customer at the

Anchorage International Airport.
5. Wholesale Gasoline Rack Price Parity

FUR agrees, for the term of the proposed contract, to maintain its wholesale truck rack
posted price for gasoline in Fairbanks at a price not to exceed its wholesale truck rack posted
price for ga: >line in Anchorage on an annual simple average basis (within a tolerance/variation
of I cent per gallon (epg)). If the annual average variation of these posted prices exceeds | cpg.
FHR will, in the first 90 days of the following year, reduce the variation below I cpg. averaged
over the year-plus-90-day period. This provision will not apply to gasoline exchanges.

A review of OPIS wholesale gasoline truck rack price show that for the period January
2000 through October 2003. Fairbanks prices averaged 1.5 cpg lower than Anchorage prices for
regular and premium grades.l’ These are wholesale prices, no! prices that consumers pay at the
pump.  Furthermore, posted prices do not necessarily reflect prices realized in actual
transactions. Discounts (also known as "Temporary Competitive Allowances" or "TCAs”) are
offered abo"t two or three times per year, but can last for extended periods and are offered tojust

a few customers.

A significant volume of gasoline is offered in exchanges between Williams and Tesoro.
Williams provides approximately 500 to 600 barrels per day (21,000-25,000 gallons per day) to
Tesoro in Fairbanks for an equal volume from Tesoro to Williams in Anchorage, fesoro pays 4-
5 cpg as an “exchange premium" for this arrangement because it can avoid the transportation
charge to physically haul gasoline northbound on the Alaska Railroad. Tesoro's incentive to
participate in this exchange arises from the fact that Tesoro\s Nikiski refinery produces more
gasoline than Tesoro can sell to its customers in the south central region. 'lesoro's alternatives to

mChev ron purchased jel fuel for re-sale from Williams under a 5-vear contract.
Dileep Sirur. Baker and O'Brien. Inc.. Dallas. T.\. Personal Communication. December 9. 2003. OPIS refers to
the Oil Price Information Service. Rockville. Md. OPIS reports Alaska posted wholesale rack prices for only

Fairbanks and Anchorage.



the exchange are to reduce gasoline production at the Nikiski refinery or to export the excess
gasoline production at distressed prices. This suggests that the exchange premium paid by
Tesoro is unlikely to put any upward pressure on the price of gasoline in Fairbanks relative to
Anchorage. The effective cost to Tesoro at Fairbanks of the exchange is likely to be well below
its Anchorage wholesale price plus the exchange premium.

The parity provision in the proposed contract will help to ensure that differences in
pricing strategies between Fairbanks and Anchorage will not arise. Also, the parity provision
will not adversely affect the exchange arrangements that contribute to supply efficiencies
between the two communities that can benefit the consumer. On the other hand, the practice of
using TCAs means that the parity provision will create transparency in the market at the expense

of including all transactions.
C. In-State Processing (Article 1V)

FIIR will use "all commercial!) reasona ble efforts" to process royalty oil purchased
under the proposed contract in the North Pole relinery. FI IR may exchange royalty oil for other
crude oil that is also processed in the refinery. By comparison, in its 1598 contract Williams
agreed to process at least SO percent of the sale oil at its refinery in its current and prior RIK
purchase agreements. Production capacity and processing equipment for the Williams' refinery
at North Pole is compared with other Alaska refineries in Table 2.

lable 2: Alaskan Refinery Capacity
(Barrels per Stream Day)

Atmospheric
Company Location Crude Oil Vacuam Hydro- Reforming
Distillation Distillation  cracking
ConoeoPhillips kuparuk 16.000 0 0 0
MI* Prudlioe Bay 14.200 0 0 0
Williams North Pole 227.513 6.000 0 0
PetroStar North Pole 18.000 0 0 0
PetroStar Yulde? 50.00(1 0 0 0
Tesoro Kcnai 80.000 10.800 0.050 12.000
TOTAL 405.713 25.80(1 0.050 12.000

As discussed above, the North Pole refinery is the largest in the state. It produces the
following product slate:
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Gasoline & Naphtha 19%

Jet Fuel 57

Diesel 19

Gas Oil 4

Asphalt _L

Total 100%
). Employment of Alaska Residents (Article XXIV)

FHR agrees to employ Alaska residents and companies "to the extent they are available,
willing. and at least as qualified as other candidates.™

E. Quantity (Section 2.1)

The FHR contract will initially provide between 24,000 to 77.000 barrels per day of
royalty oil from the North Slope or nearly the total oil supply requirements of the North Pole
refinery.14 The range is intended to approximate the seasonal fluctuation in the refinery s
requirements. Ilased on DNR North Slope oil production forecast, the initial quantity will
commit 44 to 62 percent of the State's North Slope royalty oil to FHR in 2004. Owing to an
anticipated decline in North Slope oil production over time, the initial contract quantity will
likely equal between 59 and 82 percent of the State's North Slope royalty oil by 2013. Figure 5
illustrates the State's forecast of total North Slope Royalty oil and the percent of royalty oil

committed to the FHR contract.

[ iyurt (I Total Royalty Produrlion and Proposed Contract Quantity
Percent of Total

The range is equal to SO percent and 110 percent of 70.000 barrels per day.
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Even as these percentages may rise and/or fluctuate through time, the commissioner
retains the right to limit the amount of the month!} royalty oil production supplied to the refinery
to not more than 85 percent of total North Slope royalty oil or not more than 95 percent of the
royally oil produced from any single production unit.

FHR has the right to reduce the initial amount of royalty oil it takes under the contract
alter the first year of the contract following a six-month notice of the reduction. Additional
reductions are allowed at intervals of not less than 12 months following the most recent
reduction. FHR may not reduce below a minimum quantity to less than 24.000 barrels per day
in the first live years of the contract term except for Force Majeure (see below) or a shut dow n of
the refiner} . During the second live years of the contract term FHR may reduce the quantity to
zero, but otherwise the 24.000 barrels per day minimum remains.

FHR may also subsequently request an increase in the quantity of royalty oil 12 months
after the most recent eduction. Approval of a requested increase will be in the discretion of the
commissioner and the total quantity may never be increased above the initial contract quantity

range.

In negotiating this quantity provision. DNR recognized that FHR sought to limit its
exposure to major changes in the markets lor its products. For example, should a change in jet
cargo traffic occur in the next ten years because more efficient airplanes and routes are
employed. FIIR might reduce its manufacture of jet fuel and reduce its quantity of royalty oil.
Under this scenario, the State would be able to sell the royalty oil once committed to FHR to
buyers in other markets (or let the lessees take the royalty oil in-value). By the same token, the
State did not want to provide FHR with the unbridled ability to arbitrage its royalty oil supply
against the potential supply of oil from other North Slope producers. This situation would
disadvantage independent North Slope producers (those producers without the marine
transportation capability to sell oil Outside) whose "natural” market for their oil are the in-state
refineries. Furthermore, unfettered ability to reduce the amount of oil taken by FIIR has the
potential of deny ing the State the potential revenue benefits of the contract.

By limiting changes in quantity to once every 12 months with six-month notice, the
contract cannot easily set a cap on the value of North Slope oil sold in the slate. The lead-time
imposed by these requirements will make it somewhat difficult for FHR to find alternative
suppliers unless those suppliers are willing to provide oil to I IR under long-term contracts. Hie
minimum quantity requirement preserves for the Stale its price premium over RIV value on at
least 24.000 barrels per day in the first live years of the contract.  The discretion of the
commissioner to refuse to increase the quantity once FIIR has reduced it (as the commissioner
would certainly do if the roy ally oil were committed to another buy er) prov ides a disincentiv e for
FI IR to stop taking roy alty oil in the second live years of the contract.
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F. Term (Article IX):

From the start of negotiations FHR consistently held that it requires a ten year contract
term in order to provide ten years of certa’ tv of feedstock supply, if FFIR was to commit to
purchase of the North Pole refinery and major investment in clean fuels technology. Alaska
statutes require that any contract for sale of State royalty oil be approved by the Alaska
legislature if the contract term exceeds one year. The Governor is committed to have legislation
introduced immediately following action on the proposed contract by the Royalty Board to
provide for legislative approval of the total contract term of ten years. The proposed contract is
drafted with a "one year plus nine year" term in order that the commissioner may execute the
contract and FI IR may proceed with its purchase and operation of the North Pole refinery during
the interim period between the date of the Governor's signing of enacted legislation approving
the proposed contract, and the effective date of the legislation 90 days later.

G. Other Contract Provisions
L Invoicing and payment (Article 111):

DNR will send monthly invoices and FHR will pay by the later of the third business day
of the date of the invoice or the twentieth calendar day of the month. Ifadjustments are required
after the initial payment and qualify under the price provisions, the Slate will send an invoice for
the adjustment and FHR will pay b the later of the third business da> or the twentieth of the
month. Any amount not paid by the date required shall bear interest as required by AS
38.05 '35(d). and will be subject to a penalty equal to fi\e percent of the total amount not timely

paid.
2. Security (VI and VII):

Flint 1 Mils Resources Alaska. LL( s the buyer and the wholly owned subsidiary of Flint
Hill Resources. LLC who is the guarantor under the proposed contract. lhe provisions ol
contract Articles VI and VII describe the obligation FHR Alaska. LLC as buyer, and I HR, LLC
as guarantor, to pay amounts due and provide assurances of performance.

FHR. LLC will hire a Financial Analyst, approved by the commissioner to evaluate the
financial health of FHR. LLC. Each year the Financial Analy st will render an opinion in the
form of an Opinion Letter about FHR. LLC’s current and future credit rating by Standard and
Poor's and Moody's. The Opinion Letter will identify all documents reviewed in forming the
opinion, identify people interviewed in forming the opinion, state the current long term and short
term credit ratings of FHR. LLC, and express an opinion whether those ratings are likely to fall
below a Standard and Poor's BBB+ or Moody 's Baal rating.

If the opinion states that FHR's bond rating is likely to fall below those levels FHR must
prov ide the State an irrevocable stand-by letter of credit issued for the benefit of the State in the
principal face amount reasonably estimated by the commissioner to be equal to the price of all oil
to be delivered during the 90 days immediately following notice of requirement for the letter. At
S26.00 per barrel, the price under the proposed contract using data for December 2003. and
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av rage deliveries of 70.000 barrels per day. the (ace value of the letter of credit would be
approximate!) S165 million.

3. Dispute Resolution (Article XIII):

This provision sets out the process that the State and FHR will use should disputes arise
FIIR and Alaska agree to accept the findings of the commissioner “...that are supported by
substantial e\ idenee in light of the whole record.”

4. Force Majeure (Article XV)

The proposed contract provides relief for either party from a liability to perform if the
performance is substantially prevented by Force Majeure. FHR is not relieved from its
obligations to pay. provide assurances of its financial health, or accept royalty oil nominated for
delivery under the quantity provisions of the proposedcontract. Various Force Majeure events
are described. Ifthe Force Majeure event cannot beremediedin SO day.,the commissioner may

terminate the contract will sixty days notice.
IV. Analysis of Stale Benefits

Section IV -gls out the commissioner's analysis of the benefits to the State from the
proposed sale of ANS royalty oil to FHR. considering the criteria set out from AS 38.05.183(e)

and AS 38.06.070(a).

A. The cash value offered:

The State considers the cash value of the proposed contract from two perspectives. First,
the absolute magnitude of the future RIK revenues is based on the product of price and quantity
provided in the proposed contract. The price is expected to range between $16.60 and $22.56
based on the Alaska Department of Revenue projections of the ANS spot price. Tariff
Allowances. Quality Banks, and DNR's estimate for Fine Loss.1  The proposed contract
stipulates a RIK quantity ranging between 24.000 and 77.000 barrels per Jay. These upper and
lower quantities translate to 44 and 62 percent of the State’s total royalty share of production,
respectively. Over time, as total ANS production declines, these RIK limits will increase, as a

proportion of the total (to 60 and 82. respectively, in 2013).

These price and quantity provisions, combined with assumptions about the future spot
price of /ANS crude on the U.S. West Coast, imply annual total RIK revenues ranging from a low
of $108 million to a high of $634 million, depending on quantity nominated, with an overall
average of $368 million.

The second cash value perspective looks to the incremental RIK revenue premium over
the RIV alternative. As a non-competitive RIK sale to relieve “market conditions." the sales
price throughout the term of the disposition must be higher than the volume-weighted average of

' Alaska Department nt Revenue. | till 2003 AV nuc Sowvc.\ nist=k. ‘fable 45 p. 35.
The range is calculated as 70,000 plus 10 percent and minus 20 percent.



the current reported netback prices filed by lessees for royalty purposes. The price shown above
implies a premium of approximately $0.30 per barrel over revenues generated undei RIV. based
on DNR's forecast of the RIV alternative.I7 DNR forecasts the future royalty revenues under the
proposed contract to be approximately $2.6 to $8.4 million per year above revenues if taken s

RIV.B

B. The projected effects of the sale, exchange or other Disposal on the economy of the
State:

In addition to the above described $2.6 to $8.4 million annual royalty revenue increase
above the RIV alternative, the proposed contract will facilitate substantial capital expenditures
for the installation of equipment t process Clean Fuels in Alaska. Of the total project cost
estimate of over $100 million, up to $40 million may be spent in Alaska to build these
improvements with $20 million injected into the State economy in the foim of wages and
salaries. The Clean Fuels project could lead to as much as 100 to 200 direct jobs during
construction with possibly \i:e that number of indirect jobs. To the extent that | IIR's preferred
strategy to produce Clean Fuels in Alaska will involve improvements at the North Pole relinery.
construction employment will occur in the Fairbanks North Star Borough and the central Alaska
region. Impacts on local and statewide employment and personal income from construction will
be temporary. Incremental long-term employment and personal income effects generated by he
Clean Fuels projects at North Pole of the refinery should be rather small.

Further, completion of the FUR relinery acquisition depends on a successful
implementation of the proposed contract between FHR and the State. The proposed State RIK
contract will help to ensure that tr..-.actions costs associated with the refinery sale am kept to a
minimum. A delay of the sale of the North Pole refinery could result in deterioration of
commercial arrangements with existing wholesale products buyers (e.g.. airlines for ji\ fuel) and
result in greater product imports into Alaska. with consequent job losses and higher in-state jet

fuel intermediate prices and gasoline retail prices.

Finally, the business experience and qualilicatii « of FHR as the new owner ol North
Pole relinery will ensure a seamless transition and ongoing success in operations at the North
Pole Refinery.®* FHR's core business is refining and it financial condition is well suited to
support new investments at the North Pole refinery.

See Section Ill. A.l. DNK's forecast of the KI\ alternative assumes that the destination value in the roy.ity
settlement agreements will, over lime, he revised through reopeners to achieve a value at or close to the ANS Spot
Price. Hie SO30 per turret premium i'sed here is the difference between the RIV deduction for marine
transportation costs and & 155.

This range is based on nu lliplving the $0.30 per barrel premium times the minimum 24 000 barrels per day and
maximum 77.000 barrels per day quantity FIIR may purchase under the proposed contract

The proposed contract gives FIIR the right to assign the contract to a third party at a future date. The right of
assignment qualifies the rci  ince of specific attributes and qualifications attached to a particular RIK purchaser,

such as | HR
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C.  The projected benefits of refining or processing the oil or gas in the state:

The North Pole refinery was expand in 1998 and has a total capacity throughput of
227.500 barrels per dav of ANS shipped to the refiner via TAPS. It consumes about 64.000
barrels of crude per day on average to manufacture petroleum products and. after removing the
lighter components used to make petroleum products, retjrns the remaining 150.000 barrels per
day of residual oil to TAPS. About 60 percent of refinery output isjet fuel. The remainder is
evenly divided between gasline'naptha and diesel. These products are marketed to customers in

Alaska. Western Canada and the Pacific Rim.

The refinery transported about 1.4 million gallons per day ofjet ft ’I during 2003 and
accounts for 56 percent of jet fuel cor rmption statewide, including military bases.
Approximately half of the gasoline manuiu“turcd at the refinery is sold through Williams'
branded retail stores throughout the state. Approximately 3.000 barrels per day of gasoline are
shipped by rail to south central Alaska. FilK's commitment to process Clean Fuels in Alaska
will mean that Alaska will not have to import low sulfur diesel and gasoline at potentially higher

prices.

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

State:

Production capacity and processing equipment for the North Pole refinery is listed above
in fable * The North Pole refinery has run successfully for 25 years and has seen several
expansions. As bi./er of the North Pole refinery. FIIR brings considerable expertise and
financial strength to Alaska. FHR is a wholly owned subsidiary of Koch Industries, a large,
privately held company with interests in refining, chemicals, and fertilizer manufacturing. FIIR
operates a petrochemical refinery complex in Corpus Christi. Texas and another plant in
Roscmount. Minnesota. It has controlling interests in Canadian oil sands development, as well
as other Canadian crude oil marketing, trading, transportation and storage operations. In
addition. FHR markets jet fuel, diesel, heating oil. gasoline, and other petroleum products.

The proposed contract requires that 1HR use all commercially reasonableefforts  to
insure that . »yaliy oil "ill be processed at the North Pole refinery. Furthermore. FIIR is
investing over $265 million to purchase the North Pole refinery and has committed to implement
construct’ > projects that will likely total over S106 million more, to allow for processing of
Clean Fuels in Alaska. These financial commitments will bind FHR to a long-term presence in
Alaska and ensure continued in-state refining to the benefit of Alaska citizens.

E. The revenue needs and projected fiscal condition of the State:

rhe State b idgct gap (the difference between unrestricted general fund revenues and
general fund budget expenditures) is forecast to rise from $275 million in 1Y 2004 to $951
million in 2010. absent new revenue sources. Despite fairly stable oil production through 2010.
the oil and gas sector's contribution to general fund revenue is expected to decline from P6% in
2004 to 77% in 2010 due to increasing production from new. lovver-ncthack-value fields and a



higher economic limit factor (ELF).2L The long-term cash proceeds from the sale of RIK gas and
the premium over RIV will not fill this gap. hut even,' positive contribution to State revenues is
important to the State's fiscal balance, and the proposed contract would generate approximately
$2.6 to $8.4 million per year in incremental revenue (over RIV) to help Uil the State's fiscal gap.

F. Present and projected local and regional needs for oil and gas products and by-
products:

Total annual fuel sales in Alaska by major product type are summarized in fable 3. The
trend in annual fuel sales tends to be increasing for most products, except for modest downturns
in 2000 (gasoline and No. 2 diesel) and in 2001 (jet fuel). Average annual jet fuel consumption
increased 3.4 percent from 1097 to 2000. and then declined sharply before rebounding in 2002.
The jet fuel decline in 2001 is probably related to the sharp nationwide decline in commercial
aviation in the fourth quarter of 2001. Seasonal data (not reported) indicate that jet fuel
consumption has recovered from the demand shocks of September 2001 and is consistent with
average annual growth exhibited prior to 2001. Alaska's refineries supply nearly all of the in-
state jet fuel consumed based on EIA data on prime supplier sales.*1 Total motor gasoline gas
consumption exhibits a stationary pattern over the past six years. Annual average aviation

gasoline consumption has increased slightly.

Table 3: Prime Supplier Sales for Alaska, 1998 - 2002
(Thousands of Gallons per Da\)

Transportation Fuels Non-Transport Fuel
Total"  Aviation Total Fuel  No.2 ~ No.2
Year  Gasoline  Gasoline  Jet Fuell No.2Diesel  Sold  Heating Oil Distillate
1998 7714 57.6 2.285.2 421.7 3.541.9 357.4 785.1
1999 784.4 58.7 2.434.4 407.2 3.744.7 295.9 W
2000 744.8 58.7 2.502.9 396.5 =. 281.6 684.1
2001 761.3 61.2 2.461.9 462.5 3.746.9 221.4 689.8
2002 755.2 55.3 2.171.1 512.8 4.1t 04 W 639.3

l. Jet fuel Consumption and Airport Operations

Alaska's three refineries supply all of the jet fuel consumed at the international airports in
Anchorage and Fairbanks, and at military bases in the slate." The international airport

Masku Department ol Revenue, hill 21lU8Revenue Snun\-\ Hunk. 1able 2-s. p. 18

(‘rime suppliers include firms that produce, import, or transport petroleum products across state boundaries and
local marketing areas, and scil the products to local distributors, local retailers, or end users. According to the EI A
prime supplier sales svithin a given state may serve as aprim lor consumption but may not equal actual
consumption h> the end-users in the state because a product ma> be sold In a prime supplier in one stale and
transported by local distributors to another state for final consumption. Southeast Alaska communities import jet
fuel and other products from the Lower -IS.

Jet fuel is generalK not imported into Alaska unless unusual circumstances arise, such as the \\ est (' oast
longshoremen strike of ntid '002. which resulted in grcatcr-tltun-usuul air rargo activ ity.



complexes in Anchorage and Fairbanks play a significant role in the state's economy. The Ted
Stevens Anchorage International Airport alone employs 9.100 workers with a $367 million
annual payroll." During ‘he 1990s air cargo landings grew at an average annual rate of 9
percent, consistent with doubling in eight years.

Total statewide jet fuel consumption, driven largely by the strong growth at Ted Stevens
Anchorage International Airport, increased from 2.3 million gallons per day in 1998 to 2.8
million gallons per day in 2002. an average annual rate of 4 percent per year.

2. Supply and Demand for Gasoline

The North Pole refinery and the Tesoro refinery in Nikiski are the only Alaska refineries
that produce gasoline, with combined total production capacity of 22.000 barrels per day.*
Gasoline production from these two refineries exceeds total in-state demand of about 16.000
barrels per day. The excess production (about 6.000 barrels per day. produced by lesoro) is
exported to the U.S. West Coast and to foreign consumers.

Approximately 300 retail outlets sell motor gasoline currently in Alaska. \\ illiams' and
Tesoro branded service stations account for about half of this total.

H. The desirability of localized capital investment, increased payroll, secondary
development and other possible effects of the sale:

The proposed contract includes several special commitments that could involve
investment spending and improved refinery operations. These are outlined above and include the
Clean Fuels project, a promise to examine feasibility to upgrade the Fairbanks International
Airport hydrant fueling system, and potential tank farm improvements at the Port of Anchorage.
In addition. FHR’s substantial investment in purchasing the North Poierefinery, and its
commitment to additional capital investment in the State, provide a more secure,long-term
prospect fur continued refinery pay roll in the North Pole and Fairbanks region.

l. The projected social impacts of the transaction:

I'he sale by itselfwill have no incremental social impacts. If there were no RIK contract
executed to supply crude oil to the refinery, however, operations at the refinery might be
suspended or cut back with possibly serious social consequences caused by worker lay-offs and

fuel product supply disruptions.

' Equals onsite annual average employ merit and payroll at Ted Stevens International Airport in 2000. These figures
do not include "olfsitc jobs generated by airport business purchases and workers spending their earnings within the
community " iScott Goldsmith. “ Ted Stevens Anchorage International Airport: Economic Significance 2000."
Institute of Social and | conomic Research, July 2001

1The I'etroStar refineries in Fairbanks and Valdez produce only jet fuel and diesel



1 The projected additional costs and responsibilities that could be imposed upon the
State and affected political subdivisions by development related to the transaction:

The proposed contract is expected to generate negligible additional public-sector costs
and responsibilities. The proposed contract could result in improvements in the utilization of
existing capacity but the growth of new basic-sector jobs over the long run is expected to be
small. Refinery direct employment of approximately 150 full time equivalent, high-wage
positions is expected to remain the same. Indirect and induced employment effects, induced
population expansion are not expected to vary from recent patterns as a result of the transaction.
Industry-related property tax revenues should rise as a consequence of the Clean Fuels
investments at the refinery. Construction jobs related to the Clean Fuels project are expected to

be temporary.

According to a recent Commonwealth North study by the Institute of Social and
Economic Research, each new basic-sector job creates a S1.100 annual burden on public
finances.2 This transaction is not expected to generate many new long-term basic sector jobs
and should therefore not significantly increase public-sector costs. As indicated above, the
potential unrestricted general fund revenues from this transaction are expected be positive $2.6 to

$8.4 million per year.

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

The Williams relinery at North Pole employs approximate!) 150 full time positions,
representing about 1/3 of total direct oil and gas employment for the five largest petroleum-
related companies in the greater Fairbanks area.™ The annual payroll associated with these
refiner) jobs ranges between $8 to $12 million. The refiner) generates additional "indirect" jobs
and payroll through vendors that prov ide goods and sen ices to the refinery , as well as "induced"
jobs through local spending of direct and indirect payroll. The refiner) and its employees
generate between $3 and $4 million per vear in propern lax revenues to the lairbanks Northstar

Borough.

The proposed contract is expected to have a small impact on long-term, direct reliner)
employment. other than bv providing more assurance of continued operation of a refiner) in the
Fairbanks region. The proposed contract could increase property tax revenues if the Clean Fuels
project adds $100 million investment to the tax base for the North Pole refinery.

See Inin mvww.isci.uaa.alasRa.edu Products ZSiraiceievtorf irowth.ppt.
The companies arc: Alveska Pipeline Service Company* ConocoPhfllipS (formerly ARCOJ. BP Exploration.
PetroStar. and Wi'liams Alaska Petroleum. Sec Information Insights "Economic Impact ol the Petroleum Industry

on the Fairbanks North Star Borough." December 1999.


http://www.isci.uaa.alasRa.edu

L. The projected positive and negative environmental effects related to the transaction:

There are positive environmental provisions included in the special commitments
contained in the 1HR's proposed contract.* The Clean Fuels project will provide potentially
lower priced, low sulfur diesel and gasoline instead of importing such fuels into Alaska. FHR
will also continie and complete the Anchorage tank farm improvements which include
evaluation of faci ities to determine compliance with State and Federal requirements including
overfill protectio t. fire protection, lank seal monitoring, potential for change of product service,
and possible re icval of additional tanks, and prompt remediation of any violations of these

requirements.

M.  The projected effects of the proposed transaction upon existing private commercial
enterprise and patterns of investments:

Flint Hills Resources agrees to the following special commitments that ensure
continuation and and/or enhancement of existing commercial relationships involving the North

Pole refinery.
l. Shipment by Rail

Villiams currently ships refined products by rail under an agreement with Alaska
Railroa Corporation ( n Agreement originally entered by MAPCO Alaska Petroleum Inc. in
May i 1993). As part of Buyer's refinery acquisition from Williams. FHR will assume the
rights nd obligati is of Williams under the rail agreement and continue to ship refined products

to Anc. i rage.

Air Traffic Marketing and Structural Improvement Studs

[lls and the State will jointly explore commercially reasonable options for increasing
passenger and cargo air traffic through the Fairbanks International Airport. FHR will work with
the Fairbanks International Airport to concentrate on promoting the Fairbanks International
Airport to cargo carriers <gserating between Asia and Europe and otherwise and will evaluate,
and possibly upgrjde. the airport's fuel distribution facilities, including the feasibility of using or
upgrading the hydrant fueling system.

(HR lias past issues regarding environmental compliance, including $10 million in fines in 2001 for criminal
violations regarding a cover-up of improper benzene emissions at its Corpus Christi refinery and over $300 million
in payments to settle lawsuits icgarding pipeline spills in Texas. FHR spokesmen have indicated to the press tha'
the company "has worked hard to improve its environmental record.” Anchorage Daily News. November 18. 2003.



V. Findings and Determination

A.  Disposal of the Royalty Oil In-kind is in the State's Best Interest

In accordance with AS 38.05.182, the Commissioner determines that it is in the best
interest of the Stale to take its royalty oil in-kind to provide necessary crude oil supplies to the
North Pole refinery.

B. Competitive Bidding is Waived

The Commissioner determines, in accordance with AS 38.05.183(a) and 11 AAC' 03.030.
that the best interest of the State will be served by sale of its royalty oil in-kind to FHR under
non-competitive procedures to relieve market conditions. The proposed contra t will promote
the interest of the Stale through increased revenues and by facilitating uninterrupted operation of

the North Pole relinery.

In deciding to sell RIK to FHR under die proposed contract the commissioner considered
that without the contract the State will receive less revenue because its royalty oil would be taken
in-value without the potential $0.30 per barrel price premium. FHR is uniquely qualifi* | and
positioned to assume ownership of the North Pole refintty and has agreed to provide significant
additional benefits to Alaska through the Special Commitments of the proposed contract.

A copy of this Finding and Determination is being delivered to the Royalty Board as
notification under 11 AAC 03.040 that the commissioner has determined that the best interest of
the State does not require competitive bidding in this circumstance.

C. The RIK Oil Sale Will Relieve Market Conditions

A non-competitive sale of royally oil is permitted where necessary to relieve market
conditions. DNR regulations, at 11 AAC 03.024. provide that a non-competitive sale of RIK oil
may be held to relieve "market conditions" when one of four alternative conditions is met. The
proposed Fl IR contract meets two of the alternative conditions:

(1) inanoncompetitive disposition of royalty oil. gas. or associated
substances the commissioner estimates that the sale price
throughout the term of the disposition will be h ihcr than the
volume-weighted average of the current reported netback prices
lled by the lessees for royalty purposes for those filing periods
applicable to the term of the disposition: and...

(3) the royalty oil. gas. or associated substances dispostd of will be
used to meet in-stale needs for crude oil. gas. or associated
substances or petroleum products and the sale price of that royalty
oil. gas. or associated substances is at least equal to the in-value
amount which would have been received by the state during the

san.e period.



The proposed contract will relieve market conditions because it will provide needed
crude oil supplies to me North Pole refinery and the price for oil delivered throughout the term of
the contract will provide a potential premium of $0.30 per barrel over the volume-weighted
average of the netback prices reported bv the North Slope lessees.

D.  The Proposed RIK Oil Sale Offers Maximum Benefits to the State

When RIK oil is to be sold through a process other than by competitive bid ihe
commissioner must award the disposal to the prospective buyer whose proposal offers the
maximum benefits to the State. In making the award the commissioner must consider the criteria
set out in AS 38.05.183(e) and in AS 38.06.070(a). The commissioner's in-depth review' and
consideration of all of the required statutory criteria is set out above in Section IV of this Best
Interest Finding and Determination. The commissioner finds that the proposed sale of ANS
royalty oil to FHR. under the terms and conditions of the attached proposed contract, offers the

maximum benefit to the State.
E. Alaska Royalty Oil and Gas Development Board

This finding and determination and a copy of the proposed contract is being submitted to
the Royally Board in compliance with AS 38.05.183(c) and 11 AAC 03.024 and 11 AAC 03.040.
which require the commissioner to give written notice to the Board of intent It* waive

competitive bidding ofan RIK sale.

F. Legislative Approval

Legislative approval  required for RIK oil dispositions with a term of more than one
year. (AS 38.05.183). Leg lalion approving the sale has been prepared and is intended to be
introduced immediately follow ing receipt of written recommendations from the Alaska Royalty

Oil and Gas Development Boai !
V1. Conclusion
On careful consideration of the circumstances of the proposed sale, material information
and legal requirements, the commissioner determines, in accordance with AS 38.05.1S3, that the
best interest of the State does not require this RIK oil sale to be made by competitive bid. and
that the proposed contract with MIR offers maximum benefits to its citizens.

<Signed> 2 12/04

Thomas F. lrwin Date
Commissioner
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BETWEEN AND AMONG
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FLINT HILLS RESOURCES ALASKA, LLC, AN ALASKA LIMITED LIABILITY
COMPANY

EFFECTIVE . 2004
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AGREEMENT FOR THE SALE AND
PURCHASE OF ROYALTY OIL

This Agreement is between the State of Alaska ("State"). Flint Hills Resources Alaska.
LLC. an Alaska Limited Liability Company ("Buyer") and Flint Hills Resources. LLC. a
Delaware Limited Liability Company ("Guarantor").  Buyer, an indirect wholly-owned
subsidiary of Guarantor, intends to purchase the refinery at North Pole. Alaska now owned by
Williams Alaska Petroleum. Inc. The effective ite of this Agreement is the first Day on which

it has been signed by all Parties.

ARTICLE |
DEFINITIONS

As used in this Agreement, the terms listed below shall have the following meanings:
11 “Affiliate” is defined in Section 22.1
12 “ANS" means the Alaska North Slope.
13 "ANS Spot Price” is defined in Section 2. v
14 “Assignee" is defined in Section 22.1.
15  “BP" means BP Exploration (Alaska) Inc. and itssuccessors and assigns.
16 "Business Day" means am day. or part of a day. during which federally
chartered banks are open for business in the place designated in this Agreement for payment.
1.7 "Closing" is defined in Section 2.4.1.

1.8 "Commissioner" means the Commissioner of the Alaska Department of

Natural Resources or the Commissioner's designee

19  “CPAI" means ConocoPhillips Alaska. Inc. and its successors and assigns.
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1.10  "Day" means a period of twenty-four consecutive hours, beginning at
12:01 a.m.. Alaska Local Time.

1.1 "Day of First Delivery" is defined in Section 2.4.1.

.12 “Enactment” is defined in Section 9.4,

113 "ExxonMobil" means ExxonMobil Corporation and its successors and
assigns.

.14~ "Financial Analyst" is defined in Section 6.3.

[.15 "FERC" means Federal Energy Regulatory Commission.

.16 “Force Majeure" is defined in Section 15.2

117 "Initial Term" is defined in Section 9.2.

1.18  "Leases" means the oil and gas leases issued by the State on the Alaska
North Slope from which the State lakes or ma\ lake Royalty Oil in-kind.

1.19  "Lessee" means a person owning a working interest in any of the Leases.

1.20  "Letter" is defined in Section 7.1.

1.21 "Letter Effective Date" is defined in Section 7.2.

.22 "Line Loss" is defined in Section 2.3.

1.23  "Minimum Interstate TAPS Tariff' is defined in Section 2.3.

.24 "Month" means a period beginning at 12:01 a.m.. Alaska Local Line, on
the first Day of the calendar Month and ending at 12:01 a.m.. Alaska Local lime, on the first

Day of the following calendar Month.

1.25  "Moodv's" means Moody's Investor’'s Services. Inc.. a subsidiarv ol

Moody's Corporation, and its successors.

1.26  “Notice" means written notice in accordance with Article XVI.
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1.27 ~ “Notice Effective Date" is defined in Section 16.2.

.28  “Opinion Letter" is defined in Section 6.3.

.29  “Parties" means, collectively. Buyer. Guarantor and State.

1.30  “Party" means Buyer. Guarantor or State, individually

.31 “Person" is defined in AS 01.10.060.

1.32  "Point of Deliver) " means the transfer point at which the Stale receives
Royalty Oil in-kind from the Lessees.

.33 "Price" is defined in Section 2.3.

1.34  “Process" is defined in Section 4.1.

1.35 "PSVR Reference Stream" is the blended TAPS stream immediately
downstream from the Petro Star Valdez Refiner)".

.36 "Quality Bank" means a system of calculations administered under the
authorii) of the FERC that accounts for the differences in value between the individual tendered
streams and the delivered co-mingled stream of TAPS.

1.37  "Quality Bank Adjustment" is defined in Section 2.3.

.38  “RIV Marine Cost" is defined in Appendix 5.

1.39  "Royalty Oil" means the total \olume ofcrude petroleum oil and other
h\drocarbons and associated substances from the Leases, including such substances as crude ml.
condensate, natural gas liquids, or return oil from crude oil lopping plants, that may be blended
with crude oil before the Point of Delixery and tendered as a common stream to the State as

Royalty Oil that the State may take in-kind, regardless of whether the State takes the Royalty Oil

in-kind.
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1.40  "Royalty Settlement Agreement" means any written royalty settlement
agreement.

.41 "Sale Oil” means the oil the State has agreed to sell to the Buyer, and the
Buyer has agreed to purchase from the State under this Agreement.

.42 "Standard and Poor's" means Standard and Poor's, a division of McGraw-
Hill Companies. Inc.. and its successors.

1.43 "TAPS" means the Trans Alaska Pipeline System

1.44 “Tariff Allowance" is defined in Section 2.3.

.45  "Unit" has the meaning defined in II AAC 83.395(7).

146 Unit Agreement" means any unit agreement for a Unit from which the
State lakes or ma\ take Royalty Oil.

1.47  “Williams" means Williams Alaska Petroleum. Inc.

1.48 “Williams' Alaska Properties" means the following assets currently owned
b\ Williams: (a) a refiner} located near North Pole. Alaska: (b) a petroleum products terminal
located at or near the Fairbanks International Airport: (c) a petroleum products terminal located

at Anchorage. Alaska: and (d) tangible and intangible assets related to the properties described in

(a).(h). and (c).

ARTICLE Ii
SALT. AM) PURCHASE OF ROYALTY OIL
2.1 Quantity.
2.1.1 Sale Oil Quantity Ihe State agrees to sell to Hmer. and Buyer agrees to

purchase from the Slate, an initial Sale Oil quantity of @ maximum ol 77.000 barrels per I)a\ and
minimum of 56.000 barrels per I)a} averaged for the Month ol Sale Oil delivery, as nominated

bv Duvcr in accordance with Section 2.1.5. The Commissioner ma} limit the total amount ol
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Sale Oil lor any Month to not more than 85 percent of the total Royalty Oil for the Month or not

more than 95 percent of the Royalty Oil for the Month from any single Unit.

2.1.2 Buyer's Elective Reduction of Quantity. Buyer may elect to reduce the
initial Sale Oil quantity by giving Notice. The initial Sale Oil quantity shall remain as stated in
Section 2.1.1 for 12 Months after the Day of First L livery. Notice of a reduction shall be
delivered to the State at least six Months before the effective date of the reduction. The reduced
maximum quantity shall be 137.5 percent of the reduced minimum quantity. For example, il the
reduced minimum quantity is 40.000 barrels per Day. the reduced maximum quantity shall be
55.000 barrels per Day (40.000 times 1.375=55.000.)
Buyer may elect additional reductions to the Sale Oil quantity following a
reduction to the initial Sale Oil quantity. A reduction cannot be effectiv e until at least 12 Months
after the effective date of the most recent reduction in quantity. Notice of an additional reduction
shall be delivered to the State at least six Months before the effective dale ol the additional
reduction. The reduced maximum quantity shall be 137.5 percent of the reduced minimum
quantity.
The minimum Sale Oil quantity shall not be teduccd below 24.000 barrels per
day. except (I) in the case of a temporary quantity reduction in the event of a Force Majeure
under section 2.1.4. (2) in the event that the North Pole relinery is shut down, or (3) durir ‘'he
second five years ol'lhe contract term il the Sale Oil quantity is reduced to zero.
2.1.3 Increase in Quantity Follow inc I lective Reduction, following a reduction
ol Sale Oil quantity undei Section 2.1.2. Buyer may request an increase in the Sale Oil quantify
to tin amount that does not exceed the initial Sale Oil quantity. Ihe increased maximum quantity

must be 137.5 percent of the increased minimum quantity, and the minimum quantity shall not
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be increased to less than 24.000 barrels per day. An increase cannot be effective until at least 12
Months after the effective date of the most recent change in quantity (i.e.. a decrease under

Section 2.1.2 or an increase und pSection 2.1.3). Tiie Commissioner may approve or deny a

request for an increase in Sale Oil quantity.

2.1.4 Temporary Quantity Reduction in Event of Force Maieure.
a Force Majeure. Buyer may temporarily reduce the Sale Oil quantity by an amount equal to the
reduction in Buyer’s requirements that is a direct result >fthe Force Majeure event. Buyer shall
include a notice of temporary reduction in Sale Oil quantity under this Section with each of
Buyer's monthly nominations of Sale Oil made in accordance with Section 2.1.5. Each notice of
temporary reduction shall inc. de documentation of the nature of the event and quantification of
the direct impact of the event on Buyer's Sale Oil requirements for the affected Month of
nomination. Temporary' reductions in Sale Oil quantity under this Section shall be effective to
the extent that the State is able to reduce the volume of Royalty Oil that it actually receives
through the nomination process set out in Section 2.1. Buyer shall accept delivery or the total
volume of Royalty Oil delivered to the State in accordance with the State’s nominations. Buyer
acknowledges that some of the Leases from which the State must nominate Royalty Oil require

six Months notice to the Lessee prior to decreasing the State's nomination of Royalty Oil to be

taken in-kind in any Month.

In the event of

2.1.5 Monthly Nomination, Buyer shall nominate the total monthly Sale Oil

quantity by giving Notice. Except when the additional notice provisions of Section 2.1.6 are
invoked by Lessees, a monthly nomination shall be effective on the lirst Day of the Month
follow mg expiration of a minimum of one hundred Day s after the Notice of Buy er's nomination.

I he State will make commercially reasonable efforts to nominate, in accordance with applicable
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Unit Agreements, percentages of the State's estimated Royalty Oil volume from one or more
Units, at the State's discretion, that will equal the Sale Oil quantity nominated by the Buyer.
Buyer agrees to accept the volume of Royalty Oil delivered in accordance with the Slate's
nomination. See Appendix | for an illustration of the State-, nomination procedure for Sale Oil
nominated from the Prudhoe Bay Unit for July 2004.

2.1.6 Additional Notice Provisions. Buye- acknowledges that if a Lessee
invokes the Force Majeure provisions of its Royalty Settlement Agreement, the State may be
required to give up to 180 Days (i.e.. an additional 90 Days) nonce to the Lessee prior to
decreasing the State's nomination of Royalty Oil to be taken in-kind in any Month. If a Lessee
invokes the Force Majeure terms of its Royalty Settlement Agreement as a result of a reduction
in Buyer's nomination. Buyer's reduced nomination .hall not become effective until the end ol
the additional 90 Day notice period. If a Lessee invokes the Force Majeure terms of its Roy alty
Settlement Agreement and extends the notice period an additional 90 Days, the State agrees to
make commeiciaPy reasonable efforts to reduce its Royalty Oil nominations to other Lessees
that ha\c not invoked Force Majeure in order to limit Buyer's obligation to purchase Sale Oil.

2.1-7  No Guarantee of Quantity. The State shall exercise its rights under the
Leases and Royalty Settlement Agreements to request that Royalty Oil be delivered as Sale Oil.
Fhe State can deliver Sale Oil only to the extent it receives Roy alty Oil from the I essces. Ihe
quantity of Royalty Oil available to the State may vary and may be interrupted from time to time
depending on a variety of factors, including the rate of production from the Leases. The State
disclaims and Buyer waives, any guarantee, representation, or warranty, either express or
implied, that a specific quantity of the total, daily, monthly, average, or aggregate Royalty Oil

will be delivercd as Sale Oil.
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2.1.8  Source of Sale Oil. The Stale will deliver, as Sale 0:l. Royalty Oil
produced from thr Leases and delivered to the Slate as Royalty Oil in-kind. The availability to
the State of Royalty Oil in-kind in any Month may v'iry depending on a \ariety of factors,
including the rate of production from the Leases. The State disclaims and Bnver waives, any
guarantee, representation, or warranty, either express or implied, that Sale Oil delivered and sold
bv the State inany Month is from a certain Lease. Unit, or other area.

2.1.9 State's Warranty of Title. The State warrants that it has good and
marketable title to the Royalty Oil delivered and sold as Sale Qil.

2.2 Quality.
2.2.1 Quality of Sale Qil. The Royalty Oil the State delivers to Buyer as Sale

Oil shall be of the same quality as the Royalty Oil delivered to the Slate at the Point ol Delivery.
The quality of the Royalty Oil delivered to the State may vary from time to time. The State
disclaims, and Buyer 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, and of any specific, average, or overall quality or characteristic of * ale Oil. Buyer
specifically waives any claim that any liquid hydrocarbons, including such substances as crude
0il. condensate, natural gas liquids, or return oil from the crude oiltoppingplant, deliveredwith
the Sale Qil. are not Sale Oil lor purposes of this Agreement.

2.3 Price of the Sale Oil. The price per barrel of Sale Oildelivered from eachUnit by

the Stale to the Buyer each Month shall be equal to

ANS Spot Price - $1.55 - lariff Allowance + Quality Bank Adjustment - Line | o0ss.

Proposed Contract February 9. 2004



"ANS Spct Price" means the monthly average of the daily high and low assessments for
the Month for ANS oil traded at the United States West Coast as reported by Platts Oilgram
Price Report. Telerat' online data reporting service, and Reuters online data reporting service.
The ANS Spot Price calculation will not include days on which prices are not reported, such as
weekends or holidays. If one or two of these publications ceases to report daily assessments for
ANS oil traded at the United States West Coast, the Parties agree to calculate the ANS Spot Price
using the data fom the remaining reporting service or services. Ifeither Buyer or Seller makes a
good faith determination that the ANS Spot Price no longer accurately represents the price for
ANS oil traded at the United States West Coast. Buyer and Seller will attempt in good faith to
arrive at a r o' tally agreeable alternative source to establish, or substitute for. the ANS Spot
Price. If the Buver and Seller arrive at a mutually agreeable alternative source, that source shall
be used to det *t nine the ANS Spot Price beginning the Month follow ing the Month in which the
alternative source was determined. If Buyer and the State are unable to agree on an alternative

source, either may provide written notice of dispute to the other Party, and the dispute shall be

administered in accordance with Section 13.1.

"Tariff Allowance" means the sum of (I) the average, weighted by ownership, of the
Minimum Interstate |.APS [I'arifT (Pump Station No. | to Valdez Marine lerminal) for each
owner ineffect on the Day the Sale (til is tendered by the State to Buyer: and (2) any tariff paid
by Buyer for shipment of Sale Oil upstream of Pump Station No. I. "Minimum Interstate TAPS
Tariff" means the effective TAPS tariff on file with the federal Energy Regulatory Commission
("FERC") for each carrier on a given Day. excluding incentive tariffs. If a tarill which has been
used in the calculation of a Tariff Allowance is changed or subject to a refund order by the

| | RC. the Tariff Allowance will be recalculated using the changed FT RC-ordered tariff, the
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Sale Oil Price will be adjusied according!}, and the resulting refund to the State (or credit to
Buyer) will be made in accordance with Article IIl. If a FERC'-ordered tariff is suspended or
enjoined from implementation, the Tariff Allowance shall not be recalci. ited until the

suspension or injunction is lifted and the FERC order is implemented and goes into effect.

The "Quality Bank Adjustment" is a per-barrel amount, positive or negative, that
accounts for the difference in quality between the oil produced from the units on the North Slope
and the co-mingled ANS TAPS stream downstream of the PSVR connection. The Quality Bank
Adjustment for a Unit's stream will be calculated each Month as the difference between the
stream value for the PSVR Reference Stream and the stream value for each Unit. The stream
value and PSVR Reference Stream are reported by the TAPS quality bank administrator. If the
stream \alue o. lie PSVR Reference Stream is recalculated by the Quality Bank administrator,
the Quality Bank Adjustment shall be recalculated and the Price shall be adjusted as follows: (1)
a recalculation of a Quality Bank Adjustment that is not the direct result ofan order issued by the
FERC shall apply to Sale Oil that has been delivered to Buyer from and alter the effective date of
the adjustment, but any retroactive application ol the adjustment shall be limited to Sale Oil that
has been delivered to Buyer in the six calendar Months immediately prior to the Month of
invoice of the recalculation, and the Price shall be adjusted in accordance with Article Il and
(2) arecalculation of a Quality Bank Adjustment that is the direct result of an order issued by the
FERC. including but not limited to any and all orders issued in Docket No. OR89-2-016 et al.
shall apply to all Sale oil deliveries that occur within the lime frames affected by the FERC
order(s). and any resulting liability for retroactive adjustments shall be payable by the State or
Buyer in equal monthly installments over the same number of Months as .lie number of Months

of Sale Oil deliveries to which the recalculation of the Quality Bank Adjustment applied. The
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payments (or credit) of retroactive adjustments shall begin in the Month following the Month in
which the Quality Bank administrator issues an invoice that implements a retroactive adjustment
required by the FERC and shall be subject to the billing and payment (or credit) provisions of
Article I1l. 1f monthly payments are owed at termination, the amount owed (i.e.. the monthly
payment times the number of months remaining for payments to be made) shall be paid as an
adjustment under Article 1l as follows: (a) the first $1 million of the amount owed shall be paid
in full: and (b) the remainder of the amount owed, if any. shall be discounted to its net present
value and the discounted amount shall be paid in full. The discount rate used in this calculation
shall be the Bank ol America prime rate plus 2 perc. ntage points and the term for discount shall
be the number of months of payments remaining at termination. An adjustment under subsection

(2) of this paragraph will not be implemented until the relevant FERC order is final and not

subject to further appeal.

"Line Loss" is a per barrel amount equal to (.0009) x (ANS Spot Price - SI1.55 - Tariff

Allowance + Quality Bank Adjustment).

Appendix 2 is an illustrative example of the calculation of the Price of Sale Oil. If there
is a conflict between Appendix 2 and Section 2.3. Section 2.3 shall control. The $1.55
component used in calculation ol the Price shall be adjusted one time for Sale Oil deliveries on
and af'-T April 1. 2009. according to the terms of Appendix 5.

2.-1 Delivery of Sale Oil.

2.4.1 Djv of First Delivery. The Stale will make first delivery of the Sale Oil to

Buyer at the Point of Delivery on the first Day of the Month following the Month of Closing

("Day of First Delivery*'). "Closing" means the transfer from Williams t >Buyer of legal title to
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all of Williams' Alaska Properties. All nominations made by Williams prior to Closing that
pro\ ide for the deliveries of Royalty Oil by the State on and alter the Day of First Delivery shall

be deemed to be nominations by Buyer under this Agreement and shall be subject to all terms of

this Agreement, including Price.

2.4.2 Later Deliveries. After the firs' delivery, the Stale shall tender the Sale
Oil to Buyer at the Point of Delivery immediately upon the receipt of the Royalty Oil from the
Lessees at the Point of Delivery .

2.5 Passage of Title and Risk of Loss. Title to. and risk of loss of. the Sale Qil shall
pass from the State to Buyer for all purposes when the Stale tenders delivery of the Sale Oil to
Buyer at the Point of Delivery. Buy *rshall bear all risk and responsibility for the Sale Oil after
passage of Lt'e.

2.6 Indemnification After Passage of Title. Buyer shall indemnify and hold the State
harmless from and against anv and all claims, costs, damages (including reasonably foreseeable
consequential damages), expenses, or causes of action arising from or related to any transaction
or event in an\ wav related to the Sale Oil after title has passed to Buyer. If Buyer suffers
damages or losses caused by third parties and related to die Sale Oil. the State agrees to
cooperate with the Buyer to permit Buyer to attempt to recover such damages or losses. Ik
Stale will, on request, assign the Stale's claims to Buyer and cooperate in Buyer's pursuit of State
assigned claims.

2.7 Transportation Arrangements. Buyer shall make all arrangements for
transportation of the Sale Oil from the Point of Delivery, to. through and away from the LAPS,
and all pipelines upstream from Pump Station No. L and shall be responsible for meeting any

lincll 1 and storage tank bottom requirements related to transportation of the Sale Oil after
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passage of title, except that the Stale shall be responsible for meeting any linefill requirements
for pipelines upstream of Pump Station No. I. If Buyer provides the necessary data, the State
shall meet its linefill requirements by passing title to Sale Oil to Buyer at the Point of Delivery
but not invoicing Buyer for the portion of Sale Oil required for linefill until that portitu. ol Sale
Oil has been delivered to Buyer at Pump Station No. I. For purposes of invoicing. Buyer and
State agree that the linefill upstream of Pump Station | that has not been invoiced will be
deemed to be the last barrels injected at the Point of Delivery. On the State's request. Buyer
shall provide the State with evidence of the arrangements for transportation of the Sale Oil from
the Point of Delivery, through and away from TAPS, and all pipelines upstream from Pump
Station No. I. and evidence of arrangements for resale, exchange, or other disposal of the Sale
Oil. Buyer's failure to provide information, evidence, or assurances requested by the Sta'e shall,
at the Stale's election and after Notice to Buyer, constitute a material default under this

Agreement.

ARTICLE 1
INVOICING AM) PAYMENT

3.1 Invoices. On or before the twentieth ealenda: Day of each Month alter the iirst
Month of delivery of Sale Qil. the State shall send to Buyer via facsimile a statement of account
with an invoice for the total amount due lor the estimated quantity of Sale Oil deliver d to Buyer
during the immediately preceding Month and the estimated Price applicable to those deliveries.
The State will base its estimates on the best information reasonably available to the State. [Ihe
State shall adjust invoices as prov iled in Section 3.3.

3.2 Pav ment ol Invoices. Buver shall pav the total amount of each invoice, in full, on
or before ih later of (I) the third Business Day alter the date of the statement of account in

which the invoice is included: or (2) the twentieth calendar Dav of the Month. Anv amount that
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Buyer does not pay in full on or before the payment due date calculated in accordance with this
section shall accrue interest as provided in Section 3.5. and become subject to the late payment
provisions of Section 3.7. and any other remedies available to the State under this Agreement
and at law.

3.3 Adjustments. Buyer acknowledges that any time after an invoice is sent, the State
may receive more accurate information concerning the ANS Spot Pnce. actual quantity of Sale
Oil delivered to Buyer, the proper calculation of Tariff Allowance, and Quality Bank
Adjustments that affect the Price of the Sale Oil. Buyer agrees that any time such information
becomes available to the State, the State shall make adjustments and invoice or credit Buyer the
amount of the adjustment in accordance with the process and retroactivity limits described in
Section 2.3. The Stale shall invoice or credit Buyer in a statement of account for the adjustments
as promptly as reasonably possible. All adjustments shall be paid within 30 Days of the end ol
the term.

3.4 Payment of Adjustments. The Buyer shall pay the total amount of each
adjustment invoice in full, on or before the later off I) the third Business Day after the date of the
statement of account that includes the adjustment invoice: or (2) the twentieth calendar Day of
the Month. If an adjustment is due to Buyer for an overpayment, the State shall credit to Buyer
the amount of the overpayment on the following Month's invoice or. if no following Month
invoice is provided, the State shall refund to Buyer the amount of the overpayment by the
twentieth calendar Day of the following Month. A.iy amount the Buyer does not pay in full
when due shall bear interest at the rate provided in Section 3.5 and become subject to the late

payment provisions of Section 3.7. and any other remedies available to the Stale under this

Agreement and at law.
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3.5 Interest. All amounts under this Agreement that Buyer does not pay in lull when
due. or thatthe State does not credit Buyer or pay in full when due. shall bear interest from the
date payment is due. calculated in accordance with Section 3.4. at the rate provided by Alaska
Statute 38.05.135(d) or as that statutory provision may later be amended.

3.6 Adjustments After Termination. Buyer and State agree that the State shall
continue to make adjustments after termination of this Agreement, and agre™™ tiiat the provisions
of Articles I11. VI. VII. and IX shall survive termination of this Agreement for any reason. If
following termination of this Agreement an adjustment is determined to be due to Buyer for
overpayment iri an amount that exceeds the amount of all sums remaining due from Buyer to the
State, the State shall credit the overpayment against any sums due from Buyer to the State, and
shall refund to Buyer the remaining amount of the adjustment. Any adjustments made alter
termination must be paid within thirty Days *f:er the date of the invoice.

3.7 Late Payment Penalty. In addition to all other remedies available to the State, il
Buyer failsto make timely payment in full of any amount due. including adjustments. Buyer
shall pay the State as a late payment penalty an amount equal to live percent of the total amount
not timely paid, in addition to the amount not timely paid, flic Commissioner shall waive
imposition of the late payment penally if the Buyer provides evidence that the failure to make
timely payment was not willful and was not due to one mistake in a chronic pattern of mistakes.
Appendix 3 contains an illustrative example of interest and late payment penalties.

3.8 Disputed Payments. |If a dispute arises concerning the amount of an invoice.
Buver agrees to pay in full all amounts not in dispute, and to explain m writing with particularity

the basis for and calculation of any disputed amounts withheld.
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3.9 Confidential Informalion. The State and Buyer agree that the State may invoice
Buyer for. and Buyer agrees to pay. amounts that are based upon confidential information held or
received by the State. If confidential information is used as the basis for an invoice, upon receipt
of a written request from Buyer, the State shall furnish to Buyer a certified statement of the
Commissioner to the effect that, based upon the best information available to the State, the
invoiced amounts are correct. At the request and expense of Buyer, the Commissioner's certified
statement will be based on an audit by an independent third part}.

3.10  Manner of Payment. Except as provided in Section 3.8. Buyer shall pay all
invoices in full within the times specified and without any deduction, set off. or withholding.
Buyer shall pay all invoices by either Automated Clearinghouse or bv federal Reserve Wire
Transfer (immediate funds available) procedure to the following State account and address:

State Street Bank & Trust Company

Boston. Massachusetts

ABA #011000028

For Credit to the State of Alaska

General Investment Fund - AYOI

Account No. 00657189 (Federal Reserve Wire Transfer)

Account No. 00653220-10000 (Automated Clearinghouse)
Buver mav pav ar invoice in such other manner or to such other address the State has specified
in an invoice or bv written notice. All other pavments due shall be paid in the same manner and
according to the same time schedule prov ided in this Article. Il payment falls due on a Saturday,

Sunday. or federal bank holiday, payment shall be made on the next Business Day.

ARTICLE IV
IN STATE PROCESSING

-1 In-Stale I'rocessine. Buyer shall use all commercially reasonable efforts to insure

that Sale Oil will be processed at its Alaska refinery or be exchanged for other crude oil that will
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be processed at its Alaska relinery. "Process" means the manufacture of refined petroleum

products.

ARTICLE V
BUYER'S SPECIAL COMMITMENTS

5.1 Buyer agrees to comply with and perform the list of “Special Commitments

contained in Appendix 4 to this agreement.

ARTICLE VI
BUYER'S AND GUARANTOR'S REPRESENTATIONS AM) OBLIGATIONS

6.1  Good Standing and Due Authorization of Buvcr. Buyer warrants that il is. and
shall remain at all times during the term of this Agreement: (I) qualified to do business in
Alaska: and (2) in good standing with the State. Buyer warrants that it has all company power
and authority necessary, and has performed all company action required, to enter into and tullill
its obligations under this Agreement.

6.2 Good Standing and Due Authorization of Guarantor. Guarantor warrants that it
is. and shall remain at all times during the term of this Agreement: (I)qualified to do business in
Alaska: and (2) in good standing with the State. Buyer warrants that it has all company power
and authority necessary, and has performed all company action required, to enter into and fulfill
its obligations under this Agreement.

6.3 financial Information. As soon as practicable after the execution (' this
Agreement, and annually as soon as practicable alter March 31 but no later than June 30.
Guarantor shall cause a financial analyst (the "I inancial Analyst”) to submit an opinion to the
Commissioner in the form of a letter (the "Opinion Letter") about Guarantor's curren. and
expected future credit rating by Standard and Poor's and Moody 's. The I inancial Analyst shall

be qualified to render an opinion as to the creditworthiness of the Guarantor and .-hall be in the
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business of understanding complex financial matters and financial statements to the extent
required to render such opinion. Buyer shall have the right to designate the Financial Analyst,
subject to approval by the State. The Financial Analyst shall be a contractor to Guarantor, and
Guarantor shall be responsible for entering into any necessary' contractual arrangements with the
Financial Analyst and paying the fees and expenses of the Financial Analyst.

The contract between r uarantor and the Financial Analyst and each Opinion Letter must

recite that the Financial Analyst (1)has been provided a copy of this Agreement. (2) understands

M, tnificance of the Opinion Letter in the administration of this Agreement. (3) understands
that the Slate will rely on the Opinion Letter, and (4) unde-stands that the Opinion Letter is for
the benefit of the State. The contract between Guarantor and the Financial Analyst shall be
subject to approval by the “tate. and the Stale shall be given a copy' ol the contract and all
amendments to it.

The Opinion Letter shall (i) identify all documents reviewed in forming the opinion, (ii)
identify people interviewed in forming the opinion and discuss the nature of the interview, (iii)
state the current long term (and short term, if available) credit ratings of Guarantor by Standard
and Poor's and Moody‘s and (i\)express an opinion whether those ratings are reasonably likely
to fall to or below BBB-r (Standard and Poor's) and Baal (Moody s) at any time during the
following twelve Months. Guarantor shall cause the Financial Analyst to review evidence of the
most current ratings by Standard and Poor's and Moody s ol Guarantor s long and short term
debt, all bank presentations provided to Guarantor's lenders, all reports on Guarantor prepared
bv Standard and Poor's or Moody's, any assessment (il available to the Guarantor) ol
Guarantor s financial condition conducted on behall ol the Port Commission ol the Port of

Corpus Christi Authority, concerning the Port of Corpus Chrisli Authority ol Nueces County.
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Texas Solid Waste Disposal Revenue Bonds, all documents filed by Guarantor with the
Securities and Exchange Commission, if any. any other documents reasonably necessary to
deliver the Opinion Letter, and a complete set of year-to-year comparative, independently
audited financial statements, including footnotes, prepared in accordance with generally accepted
accounting principles.

Guarantor's contract with the Financial Analyst may require the Financial Analyst to
prote'-t the confidentiality' of the information supplied to it under Section 6.3. The State may
review the information supplied to the Financial Analyst under Section 6.3 by executing a
confidentiality agreement with Guarantor but will not take any action that will make the
information part of the State's public records.

6.4 Financial Condition. Guarantor warrants (I) that all financial information
submitted to the Financial Analyst or reviewed by the State under Section 6.3 is complete and
accurate at the time of preparation, and fairly represents Guarantor's financial condition at the
time of submission: and (2) that there has been no material change in Guarantor's financial
condition, business operations, or properties since the financial information was prepared.
Guarantor warrants that the financial statements were prepared in accordance with generally
accepted accounting principles. Guarantor and Buyer shall immediately inform the State of any
material change in Guarantor's ownership or ownership of Buyer, ownership ol parent
companies, or financial condition, business operations, agreements, or property that is likely to
affect their ability to perform their obligations under this Agreement.

6.5  Absolute Obligations. Buyer's and Guarantor's obligations to pay amounts due.
provide assurances of performance in accordance with Article VII. accept, and dispose ol and

pay for Sale Oil. are absolute. These obligations shall not be excused or discharged by the
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operation of any disability of Buyer or Guarantor, event of Force Majeure. impracticability of
performance, change in conditions, or other reason or cause.

6.6 Guaranty. Buyer was formed to purchase the refiner) at North Pole. Alaska now
owned by Williams Alaska Petroleum. Inc. Buyer is an indirect, wholly-owned subsidiary of
Guarantor. Buver does not have any operating history', does not have public financial statements,
and does not have debt rated b> Moody's or Standard and Poor's. The Stale is not willing to
make this Agreement based solely on the credit worthiness of Buyer. Guarantor therefore agrees
that il guarantees performance of all of Buyer's obligations under this Agreement as il Guarai. r
were the Buyer and legally indistinguishable from Buyer. The Slate may require Guarantor at

any time to satisfy any unsatisfied obligation of Buyer.

ARTICLE VII
ASSI KANCE OF PERFORMANCE

7.1 Credit Review. If Guarantor fails to timely submit its financial statements and
other documents and information required under Article VI such that the Financial Analyst is
unable to timely submit the Opinion Letter; or if. in the opinion ol the Financial Analyst.
Guarantor's credit ratings have fallen to or below, or are reasonably likely in the twelve Months
follow ing the Opinion Letter, to fall to or below (a) "BBB-" (Standard and Poor s "Long term
issuer"), or (b) “Baal" (Moody's Investor Services “Issuer Ratings/Long Term Obligation
Ratings"); or Guarantor is not rated by Standard and Poor's and Moody's. Guarantor shall
immediately deliver to t' ¢ State a one year irrevocable stand-by letter of credit (the "Letter")
meeting the requirements of Sections 7.2 through 7.5.

Guarantor shall annually renew and continuously maintain the Letter in el feci until such
time as. in the opinion of the Financial Analyst. Guarantor's credit rating is no longer reasonably

likely to fall to or remain below (a) "BBB+" (Standard and Poor's "Long term issuer"): or (b)
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“Baal" (Moody's Investor Services "Issuer Ratings/Long Term Obligation Ratings") at any time
during the twelve Months following the Opinion Letter.

7.2 Letter of Credit. In the event that Guarantor is required to deliver a letter of credit
to the State in accordance with Section 7.1. the Letter shall be in a form satisfactory to the
Commissioner and shall be in effect no later than five Business Days after the effective date of
Notice from the State to the Guarantor (“Letter Effective Dale"). The State’s Notice shall
include a description of the circumstances that trigger the Letter requirement in accordance with
Section 7.1. The Letter shall be issued for the benefit of the Sta" by a state or national banking
institution of the United States that is insured by the Federal Deposit Insurance Corporation and
has an aggregate capital and surplus amount of not less than One Hundred Million Dollars
($100,000,000) ("Issuer"), or other banking institution approved by the Commissioner, such
approval not to be unreasonably withheld. The principal face amount of the Letter shall be an
amount reasonably estimated by the Commissioner to be equal to the Price of all Sale Oil to be
delivered by the State to Buyer during the 00 Days immediately following the Letter Effective
Date. The Letter shall not require the State to submit any documentation in support of drafts
drawn against it other than a certified statement b> the Commissioner and the State's Attorney
General that Guarantor is liable to the Slate for an amount of money equal to the amount of the
draft, that the amount of money is due and payable in full, and it has not been timely paid.

7.3 Performance Assurance After fermination. Il in accordance with the terms of
Section 7.1. a Letter is in effect immediately prior to Termination of the Agreement, the
Commissioner may require that, after fermination. the | etter be maintained in an amount
estimated by the Commissioner to be equal to the value of all adjustments which may he made

under Article I1l. As an alternative to maintaining a | etter after Icrminalion. the Guarantor may
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establish and maintain an interest-bearing escrow account in the same amount and including the
same payment terms as the Letter requirements of Section 7.2. on commercial terms acceptable
to the Commissioner.

7.4 Other Performance Assurance. The Commissioner may allow Guarantor to
provide security other than the Letter if the Commissioner determines other security is adequate
to protect the State's interest.

7.5 Correction of Defects in Letter. Guarantor shall have five Business Days to
correct anv defect in the Letter beginning on the Business Day Guarantor first learns of the
defect whether through Notice from the State or otherwise. A defect is any failure to comply

with the terms and conditions of Article VII.

ARTICLE VIII
MEASUREMENTS

8.1 Measurements. The quantity and quality of Sale Oil the State delivers under this
Agreement shall be determined by measurement at the Point of Delivery. Procedures used for
metering and measuring the Sale Oil shall be in accordance with the procedures in effect at the

Point of Delivery .

ARTICLE IX
EFFECTIVE DATE AM) TERM

9.1 | flective Date. Phis Agreement shall be effective when it is signed by all parties

("'Effective Date'

9.2 Initial lerm. [lie Initial lerm of this Agreement shall begin on the Day of Iirst
Delivery and terminate at the end of the last Day of the 12th Month after the Day ol | irst

Delivers. including the Month in which the Day of first Delivery occurs.
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9.3 Extension of Term. Under Alaska Statute 38.06.055. this Agreement is limited to
a term of no longer than one year unless a longer lerm is approved by the Alaska legislature.
The Commissioner shall have legislation to approve the extension of the term of this Agreement
for an additional nine years following the last Day of the Initial Term prepared for introduction
to the 23rd Legislature in 2004. The Commissioner and Buyer agree to use their best efforts to
support the passage of the legislation.

9.4  Termination Prior to Legislative Approval. Buyer. Guarantor, or the State may
terminate this Agreement, with no further obligation or liability to each other, if Enactment has
not occurred on or before March 17. 2004. Notice of termination shali be in writing, and shall be
effective if delivered to the other Party in accordance with Section 16.1 before Enactment.
"Enactment" means the Governor's signing of a bill passed by he 23rd Legislature that approves
the extension of the temi of this Agreement for an additional nine years following the lact Day of
the Initial Term.

9.5 Closinc on Williams' Alaska Properties. Buyer. Guarantor, or the State may
terminate this Agreement, with no further obligation or liabilily to each other, if Closing has not
been completed before April 1. 2004. Notice of termination shall be in writing, and shall be
effective if delivered to the other Part} in accordance with Section 16.1 before Closing.

9.6  Continuation of Obligations. Except as provided in Sections 9.4 and 9.5.
termination of this Agreement shall not relieve either Part} from an} expense, liabilit}. or other
obligation or anv retried} that has accrued or attached prior to the date of termination. 1or Sale
Oil actually delivered under this Agreement, termination of this Agreement shall not relieve

Buver of its obligation to pav all production Month invoices, initial adjustments, subsequent
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adjustments, and interest, and. where applicable, penalties, costs, attorney fees, and any other

charges related to the Sale Oil actually delivered.

ARTICLE X
DEFAULT OR TERMINATION

10.1  Default.

10.1.1 Events of Default. The Commissioner may suspend or terminate the

State's obligations to tender, deliver and sell Sale Oil to Buyer, and may exercise any one or

more of the rights and remedies pro\ ided in this Agreement, or at law. if any one or more of the

following events of default occur:
(1) Buyer or Guarantor fails to pay in full any sum of money owed

under this Agreement within live Business Days after the Slate gives Buyer Notice that payment

is past due:

(i) Within fi\e Business Davs alter Notice from the State. Buyer or
Guarantor fails to provide written assurances satisfactory to the State of Buyer s or Guarantor s
intention to perform its obligations under this Agreement and evidence or assurances of

transportation arrangements under Section 2.7:

(ili) ~ There is a material change in Buyer' or Guarantor's financial
condition, business operations, agreements, or property or ownership that is likely to affect
Buver's or Guarantor's ability to perform its obligations under this Agreement, and within live
Business Days after Notice from the Slate. Buver or Guarantor is unable or unwilling to provide

a Letter meeting the requirements of Sections 7.1 and 7.2;

<i\)  Buyer or Guarantor lads to perform anv ol its obligations under
this Agreement, and cannot cure the non-performance or the non-performance continues lor

more than 30 Davs alter the State has given Notice to Buver or Guarantor ol its non-

performance:

(vt  Anv representation or warrant) made bv Buver or Guarantor in this
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Agreement is found to have been materially false or incorrect when made; or

(vi)  Guarantor fails, or is unable for any reason (deluding reasons
beyond Guarantor's control), to maintain the Letter required under Article VII. regardless of
Guarantor's willingness or ability to perform any other obligations under this Agreement.

10.1.2 Default bv Inability to Pav. Buyer or Guarantor shall immediately provide
the State with Notice if Buyer or Guarantor is unable to pay any of its debts when due. makes an
arrangement for the benefit of creditors, flies a bankruptcy petition, or is otherwise insolvent.
Upon Notice from Buyer or Guarantor, or if the State independently determines that Buyer or
Guarantor is unable to pay any of its debts when due or is otherwise insolvent, die Slate's
obligations to deliver and sell Sale Oil to Buyer shall automatically and immediately terminate
without any requirement of Notice to Buyer or Guarantor or other action by the State. Within 30
Days after termination under this Article 10.1.2. the Stale shall have the right, upon consent of

Buyer or Guarantor, to reinstate all of the State's. Buyer's and Guarantor's obligations under this

Agreement retroacti\e to the date of termination.

10.2 State's Remedies. If Buyer or Guarantor defaults under this Agreement, in

addition to all other remedies available to the State under this Agreement or at law. the follow ing

remedies shall be available to the State:

10.2.1 Buyer's and Guarantor'?* Ohliuations Become Due. All monetary
obligations Buyer or Guarantor has accrued under this Agreement. c\en il not yet due and

payable, shall immediately be due and payable in full.

10.2.2 Stale Mav Dispose of Sale Oil. The Stale may dispose of some or all of
the Sale Oil to third parties. If the State exercises this remedy, regardless whether this
Agreeme.'i is terminated. Buyer and Guarantor shall be and shall remain liable to the State lor
the amount of the difference between the Price for the Sale Oil under Article Il and the actual

price the State receives from disposition of the S;de Oil to third panics.
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10.2.3 Indemnification for Loss. Buyer and Guarantor shall hold the State
harmless and indemnify it against all its liability, damages, expenses, attorney s fees and costs,
and losses directly arising out of Buyer's or Guarantor's default, termination of the State s
obligations, and disposal of the Sale Oil to third parties. Additionally, if Buyer or Guarantor
defaults in the payment of any monetary amounts due to the State for Sale Oil tendered o:
delivered under this Agreement. Buyer or Guarantor shall pay the Slate 100 percent of
reasonable actual costs and attorney fees incurred by the State in pursuing payment of the
monetary amounts due. regardless of whether litigation is commenced and regardless of whether

legal sen ices are provided by the Attorney General's office or private counsel.

10.2.4 Other Riehtsand Remedies. The Stale shall have the right cumulatively to
exercise all  rights and remedies providedin this Agreement and by lays, and obtain all other
reliefavailable under layv or at equity, including mandatory injunction and specific performance.

10.3 Limitation of Buyer's and Guarantor's Remedies. If Buyer or Guarantor breaches
or defaults in any of its obligations under this Agreement. Buyer oi Guarantor shall not obtain a

temporary restraining order or preliminary injunction preventing the State from disposing of the

Sale Oil inaccordance yyilh Section 10.2.2.

10.4 Article Survives Termination. This Article survives termination of the

Agreement.

ARTICLE XI
DISPOSITION OF OIL UPON DEFAULT OR TERMINATION

1.l Disposition of Oil Upon Default or Termination. Buyer and Guarantor
acknowledge that the Slate may be required to provide six Months notice to the Lessees before
the State may decrease its in-kind nomination of Royalty Oil in any Month. Ihe Commissioner
may request a waiver of any notice provision, condition, or requirement ol a Lease. Unit
Agreement. Royalty Settlement Agreement or other agreement. |If this Agreement terminates for

Jefault or any other reason after Buyer has nominated or is deemed to have nominated Sale Oil.
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Buyer shall continue to accept and pay for Sale Oil through the first Day of the Month following
expiration of a minimum of 100 Days after the dale of termination, if the Commissioner so
requires. Under no circumstances will Buyer be deemed to have nominated Sale Oil if Closing
does not occur. If. however, the additional notice provisions of Article 2.1.6 are invoked. Buyer
shall continue to accept and pay for Sale Oil until the expiration of six Months and ten Days after
the Dale of default or notice of termination.

11,2 Security for Disposal of Sale Oil. To secure the Buyer's obligations to purchase
and dispose of Sale Oil. upon the Commissioner's request, if Buyer refuses to accept or receive
Sale Oil under this Agreement. Buyer shall assign or otherwise transfer to the Slate, or its
designee. Buyer's right to transport the Sale Oil through and away from the TAPS, and all
pipelines upstream from Pump Station No. I. whether such rights are under nominations, leases.
contracts, tariffs, charter parties, or other agreements. The State shall not incur liability or
obligations unless the State actually exercises its rights under this Section.

ARTICLE XII
NONWAIVER

121 Nonwaiver. The failure of a Party to insist upon strict or a certain performance,
or acceptance b* a Party of a certain performance or course of performance under this
Agreement shall not: (1) constitute a waiver or estoppel of the right to require certain
performance or claim breach by similar performance in the future: (2) affect the right of another
Party to enforce any oro\ ision; or (3) alTec* the validity of any part of this Agreement.

ARTICLE XIII
DISPUTE RESOLUTION

13.1  Dispute Resolution. Any disagreement or dispute about the meaning or

application of a word. term, condition, right, or obligation in this Agreement shall be decided
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according to the dispute resolution procedure set forth in this Article. The procedure set forth in
this Article shall be initiated by a Party by providing written Notice of the disagreement or
dispute to the other Parties. No later than sixty Days after a Party provides written Notice, the
Parties shall each present any arguments and evidence supporting its view of the disputed term,
condition, right, or obligation in writing to the Commissioner for consideration. The State.
Buyer and Guarantor shall not have the right to civil litigation-type discovery' or a ci\ il litigation-
type trial with the right to call or cross-examine witnesses unless granted by the Commissioner,
after request. Within thirty Days after the Parlies submit their arguments and evidence, the
Commissioner shall issue a finding interpreting the meaning or application of the disputed word,
term, condition, right, or obligation and shall set forth the basis for the conclusions. The Parties
auree to accept findings of the Commissioner under this Article that are supported by substantial

e\ idence in light of the w hole record.

ARTICLE XIV
SEVERABILITY

14.1 Severability. If a court decrees any provision of this Agreement to be invalid, all
other provisions of this Agreement shall remain valid. If. however, invalidation ol a provision
impairs a material right or remedy under this Agreement, the Parties will negotiate in good lailh
to inaimain the original intent and benefits ol this Agreement. Il the Parties cannot restore the

original intent and benefits of this Agreement, then either Party may terminate this Agreement by

giving Notice.
ARTICLE XV
IFOPCF. MA.IEI RI
15.1 | fleet of force Majeure. Lxcopl for Buyer's and Guarantor's obligations to pay

amounts due. provide assurance of performance in accordance with Article \ I. and to accept.

«K>
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dispose of. and pa' for Sale Oil. no Party shall he liable for failure to perform if performance is
substantially prevented by Force Majeure after commercially reasonable efforts to perform.

15.2  Force Majeure. The term "Force Majeure” means an event or condition not
within the reasonable control of the Party claiming "Force Majeure." Force Majeure Events

include, but are not limited to. the follow ing events:

I act of God. fire, lightning, landslide, earthquake, storm, hurricane,
hurricane warning, flood, high water, washout, explosion, well blowout, failure of plant, pipe or
equipment, or:

i, strike, lockout, or other industrial disturbance, act of the public enemy,
war. military operation, blockade, insurrection, riot, epidemic, arrest or restraint by government
of people. terroii.,t act. civil disturbance, or national emergency;

ii.  act. order, or requisition of any governmental agency or acting
governmental authority or any governmental proration, regulation, or priority.

15.3  Notice and Remedy of Force Majeure. If a Party believes that Force Majeure lias
occurred, the Party shall immediately notify the other Parties of its claim of Force Majeure.
Except Ibr Buver"s and Guarantor's absolute obligations to pay amounts due. provide assurances
of performance in accordance with Article VII. and accept, dispose of and pay for Sale Oil. the
disabled Party's obligations to perform that are affected by the Force Majeure shall be suspended
from the Notice Effective Date until the disability caused b> the Force Majeure should have been
remedied with reasonable diligence. If Buyer or Guarantor is prevented by Force Majeure Irom

performing any material obligation for ISO successive Days or more, the Commissioner may

terminate this Agreement on sixtv Davs Notice.
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ARTICLE XVI
NOT ICE

16.1 Method. All notices, consents, requests, demands instructions, approvals, and

other communications permitted or required ("Notice") shall be made in writing and delivered by
any two of the following methods: (a) personally delivered, (b) delivered and confirmed by
facsimile transmission, (c) delivered by Federal Express. DHL. or other reputable overnight
courier delivery service, (d) e-mail, or (e) deposited in the United States mail, first class, postage
prepaid, certified or registered, return receipt requested, addressed as follows:

State of Alaska

Commissioner of Natural Resources

400 Willoughby Avenue

Juneau. Alaska 49801

Facsimile Number: (907) 465-3886
g-mail: commissioner™dnr.state.ak.us

and
Director. Division of Oil and Gas
550 West 7th Street. Suite 800
Anchorage, Alaska 99501-3510
Facsimile Number: (907) 269-8938
e-mail: director dogw dnr.state.ak.us
the Buver:

Flint Hills Resources Alaska. i.LC
4111 E. 37" St. N.

Wichita. KS 67220

Facsimile Number: (316) 828-8245
Attention: President

e-mail: alien.lasaterYv fltr.com

the Guarantor:
[ lint Hills Resources. | | C

41 11 E. 37,hSt. N.

Wichita. KS 67220

Facsimile Number: (316) 828-824:>
Attention: President

e-mail: da\ id.roberlson ct [hr.com
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of to any other place within the United States of America designated in writing b> the State.
Buyer or Guarantor.

16.2  Notice Effective Date. Notice given by personal deliver), overnight courier, or
mail shall be effective on the date of actual receipt at the appropriate address. Notice given by
facsimile or e-mail shall be effective on the date of actual receipt if received during recipient's
nomnl business hours, or at the beginning of the next business Day after receipt if received after
recipient's normal business hours. The Notice Effective Date is the effective date of the first of
the two Notices received.

16.3  Chanue of Address. A Party may notif\ the other Parties of changes in its address
by giving Notice.

ARTICLE XVII
RULES AND REGULATIONS

17.1  ljules and Regulations. This Agreement is subject to j Il applicable laws of the

Slate of Alaska, and orders, rules and regulations of the United States, the Stale of Alaska, and

any duly constituted agency of the State of Alaska.

ARTICLE XVIII
SOVEREIGN ROWER OF HIE STATE

18.1  Sovereign Power of the Slate. This Agreement shall not be interpreted to limit in
an\ wav the State's ability to exercise any sovereign or regulator) powers, whether conferred bv
constitution, statute or regulation, The State's exercise of anv sovereign or regulator) power

shall not be deemed to enlarge any of Buver's or Guarantor's rights, or limit any of Buver's or

Guarantor's obligations or liabilities under this Agreement.
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ARTICLE XIX
APPLICABLE LAW

19.1  Governin'-! Law. This Agreement, and all matters arising from or related to this
Agreement, shall be governed, construed and determined by the laws of the Stale of Alaska.

19.2  Jurisdiction. After exhaustion of the dispute resolution provisions in Article XII1.
any legal action or proceeding arising out of or related to this Agreement shall be brought in a
State court, and Buyer and Guarantor irrevocably submit to the jurisdiction of the State court in

any action or proceeding.

ARTICLE XX
WARRANTIES

20.1 Warranties. The purchase and sale of Royalty Oil under this Agreement are
subject only to the warranties the Slate has expressly set forth in this Agreement. The State
disclaims and Buyer and Guarantor waive all other warranties, express or implied in law.

ARTICLE XXI
AMENDMENT

21.1 Amendment. This Agreement may be supplemented, amended, or modified only

b\ written instrument duly executed by the Parties, and. where required, only on approval under

Alaska Statute 38.06.055.

ARTICLE XXII
SI CCESSORS AND ASSIGNS

22.1  Assignments and Other Transfers. Buyer may freely assign its rights and

"Affiliate” shall mean an entity that is directly or indirectly controlled by Guarantor or

Guarantor s permitted assigns, or is directly or indirectly controlled by an entity that directly or
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indirectly controls Guarantor or Guarantor's permitted assigns, where control means the right to
vote more than fifty percent of the voting interest in the entity.

Buyer and Guarantor may. without consent of the State, collectively assign their rights
and obligations under this Agreement to a Person that acquires all or substantially all of the
Alaska refining assets of Buyer and Guarantor (the "Assignee"). provided that at least 45 Days
before the effective date of the assignment the Assignee provides to the Stale (a) all of the
financial information and warranties Guarantor is required to provide under Article VI and (b) a
copy of the form of the assignment, including Assignee s obligation to assume and discharge all
of Buyer's and Guarantor's obligations under this Agreement. If. based on the financial
information supplied under Article VI. Assignee is required to supply a Letter under Article VII.
the Letter in the form and amount required by Article VII must be provided to the State at least
30 Days before the effective date of the assignment. No assignment can be made to an Assignee
with long lerm credit ratings of less than BBB- (Standard and Poor's) or Baa3 (Moody s). From
and after the effective date of the Assignment. Buyer and Guarantor shall be relieved of their
rights and obligations under this Agreement. No assignment shall be effective until after 45
Day s Notice to the State.

Buyer and Guarantor may not otherwise assign their rights or obligations under this
Agreement without first obtaining the written consent of the Commissioner, which may not be
unreasonably withheld.

22.2 Bindinc on Successors. This Agreement shall be binding upon and inure to the

benefit of the legal representatives, successors, and assigns of the Parties.
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ARTICLE XXIII
RECORDS

23.1 Inspection of Records. Buyer and Guarantor and the Stale shall each accord to
the other and the other's authorized agents. attorneys, and auditors access during reasonable
business hours to any and all property, records, books, documents, or indices related to Buyer's.
Guarantor's or the State's performance under this Agreement, and which are under possession or
control of the Party from which access is sought, so the other Party may inspect, photograph, and
make copies of the property, records, books, documents, or indices except: (1) the State shall not
be required to disclose any information, data, or records that it is required by state or federal law
or regulation, or by agreement with the Person supplying the record, to be held confidential: (2)
the State's access to and treatment of Guarantor's financial records shall be limited by Section
6.3: and (3) no party shall be required to produce documents that are protected by the attorney -
client privilege. If information the State obtains from Buyer or Guarantor may be held
confidential under state or federal law or regulation. Buyer may request in writing that the State
hold the information confidential, and the Slate shall keep the information confidential to the

extent and for the term pros ided by law.

ARTICLE XXIV
EMPLOYMENT OF ALASKA RESIDENTS

24.1 Employment of Alaska Residents. Buyer shall comply with all valid federal,
state, and local laws in hiring Alaska residents and companies, and shall not discriminate against
Alaska residents and companies. Within the constraints of law. Buyer voluntarily agrees to
employ Alaska residents and Alaska companies to the extent they are available, willing, and at
least as qualified as other candidates for work performed in Alaska in connection with this

Agreement. “Alaska resident'* means an individual who is physically present in Alaska with the
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intent to remain in the state indefinitely. An individual may demonstrate an intent to remain in
the state by maintaining a residence in the state, possessing a resident fishing, trapping or
hunting license, or receiving a permanent fund dividend. “Alaska companies" means companies
incorporated in Alaska or whose principal place of business is in Alaska. 1l a court invalidates
any portion of this provision. Buyer agrees to employ Alaska residents and Alaska companies to

the extent permitted by law.

ARTICLE XXV
COUNTERPARTS

25.1 Counterparts. This Agreement may be executed in multiple counterparts. His not
necessary for the Parties to sign the same counterpart. Each duly executed counterpart shall be
deemed to be an original and all executed counterparts taken together shall be considered to be

one and the same instrument.

ARTICLE XXVI
MISCELLANEOUS

26.1  Agreement Not to Be Construed Acainst Anv Partv as Drafter. The Parties

recognize that this Agreement is the product of the joint efforts ol the Parties and agree that it

shall not be construed against any Party as drafter,

26.2  Entire Agreement. This Agreement constitutes the entire agreement and
understanding between the Parties about the subject matter ol this transaction and all prior
agreements, understandings, and representations, whether oral or written, about this subject

matter are merged into and superseded by this written Agreement.

26.3  lleadintis. The headings throughout this Agreement are for reference purposes

onb and shall not be construed or considered in interpretin'* the terms and provisions ol this

Vareement.
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26.4  Authority to Siun. Each Person signing this Agreement warrants that he or she

has authority to sign the Agreement.

26.5  Further Assurances. The Parties agree to do such further acts or execute such
further documents as may reasonably be required to implement this Agreement.

26.6  Currency. Al' Hollar amounts are U.S. dollars.

SIGNATURES:

the State: THE STATE OF ALASKA

Commissioner
Department of Natural Resources

Date:

FLINT HILLS RESOURCES ALASKA. LLC

Printed Name:
Title:

Date:

FLINT HILLS RESOURCES. LLC

Printed Name:
Title:

Date:
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APPENDIX 1
NOMINATION PROCEDURE EXAMPLE
For Sale Oil Delivered in July 2004

PBU IPA
& Satellites
March 15, 2004
Stale rjiceives preliminary barrel per day (bpd) production forecasts from the unit operator 456,000
105 days pn r to the start of the production month
Not later than
March 19, 2004
RIK purchaser notifies state of monthly bpd nomination (=
Not later than
March 31. 2004
State computes RIK percent of Royalty Oil based on Buyer’'s Sale Oil nomination
Estimated royally rales 12 50%
Total state estimated royalty bpd (bpd * royalty rale) 57,000
State’s RIK nhomination percentage
(Purchaser RIK bpd/estimated royalty bpd)
March 31, 20H
Slate notifies unit operator of slate's RIK nomination percentage 86 14%
May 24, 2004
Unit operator notifies state and working interest owners of updated production lorecast
Production forec. t (bpd) for May production month 441.752
State calculates RIK bpd
Royalty rates based on updated estimates iti 12 50%
State's RIK nomination percentage 86 14%
RIK bpd (bpd production forecast * Royally rale * nomination %) 47.566
May 31, 2004
Slate notifies RIK purchaser of bpd volume available for July production month 47.566
August 2, 2004
State invoices R'K purchaser for July production
Alyeska meter volume for July 1-31. 2003 14 392 425
Stale's RIK nomination percentage 86 14%
Royally rale 12 50%
Total RIK bbls 1.549.704 36
49.990 46

bpd volume (Total RIK/31) (vanes from forecast)

rotes

< The Slate dawnines frorr: vyhier jniis tononinal* RIK volunes (sswetion 215 of tIF Ag-uvnenf)

Greater Pt
Mcintyre Aroa

63,200

13.34%
8.431

86 14%

62.600

13 391158%
86.14%
7,221

7,221

2 045 163
86 14%

13 391158%
235.912 49
7.610 08

Id  The estmistvd royalty percentag* tor Greater Pi Mclntyre isa composite royalty rate from seven fields end will «ary v.rthproduction
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519.200

56,362

65.431

86 14%

86 14%

504.352

54,787

54.787

16437.588

86 14%

1785.616 85
57 600 54
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APPENDIX 2:
EXAMPLE OF CALCULATION OF PRICE OF SALE OIL

The Price of the Sale Oil delivered by the State to the Buyer each Month for each Unit from
which the Sale Oil is nominated is:

Price = ANS Spot Price - $1.55 - Tariff Allowance + Quality Bank Allowance - Line Loss

ANS Spot Price
Table 2-1 illustrates the calculation of the ANS Spot Price for July 2004.

Table 2-1: Calculation of ANS Spot Price

Platt's Oilgram Price Report Telerate On-line Data Reporting  Reuters On-line Data Reporting

Service Service

Effective ANS Daily ANS Daily ANS Daily ANS Daily ANS Daily ANS Daily ANS Daily ANS Daily ANS Daily

Dale Low High Midpoint Low High Midpoint Low High Midpoint

Average Average Average
07/01/04 S24 01 $24 05 $24 03000 $24 03 S24 08 524 05500 S23 81 52398 523 89500
07/02/04 523 62 $23.66 $2364000 523.67 523 72 523 69500 523 50 523 67 S23 58500
07/06/04 $24 55 $24 58 $24.56500 524 49 524 54 524 51500 524 19 524 36 524 27500
07/07/04 $23.70 52374 $23 72000 523.72 523 77 52374500 S2361 523 78 523.69500
07/08/04 $24 27 524 31 524 29000 524.23 S24.28 S24 25500 523 61 524 37 523 99000
07/09/04 $25 04 $25.08 $25 06000 $24 98 52503 S25 00500 524 20 525 07 $24 63500
07/12/04 $25 77 525 81 S25 79000 525.72 525.77 525 74500 52561 525.78 S25 69500
07/13/04 $25 42 $25 46 $25 44000 525.35 525 40 525 37500 525 30 S25 47 S25 38500
07/14/04 $2663 $26 67 526 65000 $26 50 526 60 526 55000 52647 526 64 526 55500
07/15/04 $27 33 527 36 $27 34500 527 17 527 27 527 22000 S27 17 527 34 527 2700
07/16/04 $26.71 $26 75 526 73000 526 94 527 04  S26 99000 S26 53 526 70  $26 cio00
07/19/04 $27 16 $27 20  S27 18000 527 34 527 44 S27 39000 527 03 527.20  S27 11500
07/20/04 $2683 526 87 $26 85000 527 03 527 13 S27 08000 526 80 S2697 $26 88500
07/21/04 $27 11 527 15 S27 13000 S27 48 527.58 527 53000 527 25 527 42 $27 33500
07/22/04 $27 49 $27 53 527 51000 527 58 S27 68 527 63000 $27 33 527 78 $27 55500
07/23/04 $27 31 $27 35 527 33000 $27 30 527 40 527 35000 S27 01 527 26  S27 13500
07/26/04 $28 14 $28 18  $28 16000 527 66 527 91 527 78500 527 56 S2e01 S27 78500
07/27/04 $27 25 $27 29 527.27000 527 60 527 85 527.72500 527 20 $27 37 S27 28500
07/28/04 $26 53 526 56 526.54500 S26 83 527 08 526 95500 526 42 S26 59 526 50500
07/29/04 527 09 $27 12 S27 10500 S27 65 527 75 527 70000 527 66 $27 83  S27 74500
07/30/04 527 59 $27 63  $27 61000 S28 21 528 31 528 26000 528 17 $28 34  $28 25500
Platt's Monllv Avg = 526 18810 lelerate Monthly Avg - $26 31214 Reuters Monthly Avg = 526 15143
ANS Spot Puce*,., JM= Platts Monthly Average - Telerale Mont:ly Average ¥ Reuters Monthly Averaoe $26 21722
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Tariff Allowance

The Tariff Allowance (TA) is the sum of (1) the average, weighted b\ ownership, of the
Minimum Interstate TAPS Tariff for each owner in effect on the Day the Sale Oil is tendered by
the State to the Buyer; and (2) any tariffs paid by Buyer for shipment of Sale Oil upstream of
Pump Station No. 1. Table 2-2. 2-3. and 2-4 illustrate how the state will calculate the TA for

each of the Units from which Sale Oil may be offered.

Table 2-2: Calculation of TAPS Portion of Tariff Allowance
Ownership-Weighted Average Minimum Interstate TAPS Tariff - July 2004

Pipeline Company FERC Percent Pipeline Minimum Interstate TAPS Tanff
No Company TAPS Tariff (Pump times

Ownership Station No 1to  Company Ownership Percentage

Valdez Marine

Terminal) by

Pipeline Company
Phillips Transportation Alaska. Inc 282953% S3.32 S0.93940
ExxonMobil Pipeline Company 203378% $334 SO067928
Wiliams Alaska Pipeline Company 3.0845% S3.28 SO 10117
BP Pipelines (Alaska) Inc 46.9263% S3.28 S1.53918
Unocal Pipeline Company 1.3561% S2.83 $0 03638
100.0000%

Ownership-Weighted Average Minimum Interstate TAPS Tariff S3 29741

Table 2-3: Cak illation of Portion of Tariff Allowance Upstream of Pump Station No. |
Minimum Tariff on Pipelines Upstream of Pump Station No. 1- July 2004

Pipeline Company FERC RCA Pipeline Tanff
No Tariff Advice
Letter No
Kupa uk Transportation Company Kuparuk River Unit to TAPS Pump Station
No 1 SO 20000
r ndicotl Pipeline Company cridicott Main Production Island to TAPS
Pump Station No 1 SO 36000
Kuparuk Transportation Company Milne Point Pipeline Connection to TAPS
Pump Station No 1 SO 14400
Milne Point Pipeline Company Milne Point Central Facilities to Kuparuk
Transportation Company Tie-in SO 28000
Total MPU Upstream Tanff Allowance S0 42400
Kuparuk Transportation Company Kuparuk River Unit to TAPS Pump Station
No 1 S0.20000
Alpine Transportation Company Colville, Alaska Alpine Field to Kuparuk
River Unit SO 78000
Total CRU Upstream Tariff Allowance SO 98000
BP Transportation (Alaska) Inc Northstar Unit Seal Island to TAPS Pump
Station No 1 S2 02000
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Table 2-4: Calculation of Tariff Allowance for Each Unit

Calculation of TA for Prudhoe Bay Unit
Ownership-Weighted Average Minimum Interstate TAPS Tariff
Upstream Tariff
TApbu
Calculation of TA for Kuparuk River Unit
Ownership-Weighted Average Minimum Inlerstate TAPS Tariff
Kuparuk Transportation Co Tariff
TAhru
Calculation of TA for Duck Island Unit
Ownership-Weighted Average Minimum Interslate TAPS Tariff:
Endicott Pipeline Co Tanff
TAau
Calculation of TA for Milne Point Unit
Ownership-Weighted Average Minimum Inferstale TAPS Tariff
Kuparuk Transportation Co Tanff
Milne Point Pipeline Co Tanft
TAwvpu
Calculation of TA for Colville River Unit
Ownership-Weighted Average ! 'mimum Interstate TAPS Tariff
Kuparuk Transportation Co Tariff
Alpine Transportation Company Tanff
TA*ipo
r~alculation of TA for Northstar Unit
Ownership-Weighted Average Minimum Inter late TAPS Tariff
BP Transportation (Alaska) Inc Tariff

TA»U

'Kuparuk Pipeline/Milne Point Pipeline connection to TAPS Pump Station No 1

Quality Bank Adjustment (QBA)

The TAPS Quality Bank compensates shippers of a high-value crude oil stream when a lower*
value crude oil stream is blended in the common stream.’

S3.29741
S0.00000

S3 29741

$3 29741
S02J000

$349741

S3.29741

S036000

S3 65741

S3.29741

SO 14400°

S0.28000

S3 72141

S3 29741
SO 20000
SO 78000

S4.27741

S3.29741
$2 02000

S531741

[o calculate the Price ol'ilie Sale Oil

at the Point ofDclivery an adjustment must be made ITr the impact that the sale oil will have on

the value of the commingled crude oil stream when it enters the 1APS \ aide/ terminal.

" Mitchell & Mitchell. 8300 p-ugins Avenue. *800. Dallas. 1X 75225. administers the 1 APS Quality Bank.

Anyone who ships oil on | M’S must make prior arrangements with Mitchell A Mitchell to participate in the 1 M’S

Quality Hank
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The QBA isa per-barrel value, either positive or negative, and will be calculated each Month by
the State for Sale Oil from each Unit. The State will estimate a QBA for each applicable Unit for
the initial billing. Typically, the State receives the data to calculate the actual QBA for the

Month about two Months after the Month the Sale Oil is delivered. For this reason the QBA will

be subject to a routine true-up in a subsequent adjustment.

Table 2-5: Hypothetical TAPS Qualify Bank Data

TAITi Quality Hank ,
Stream Values and 1ntal Stream Volume Shipped
July 2004
Sample Location Slream \é(élgrtnle Stream Value (VHHL)
PBU IPA PBU IPA JU.(KKL.OK) $27 93BAHKHKKK)
|ISBIRNE USBURNE 35(X),(Xi $27 5372400KKI
ENDICOTI hndicott 1250000 $27 2578(KXKKX
KIJPARIIK kIJPARUK 12,000, $27 441 S3VKXN
N(JRTHSTAR NORTIISTAR 2.0K>000 $28KXKXHKKKK)
PSXI PS»| Rl 1IFRENCH 37.7501XX $27.7237483444
GVEA OFFTAKE GVIJV PASSINti 28;XK).000 $27 65465(KXKK!
GVEA RETURN GVEA RETURN 3500.(KKI $20 67533(KXXKi
GVEA GVEA REFERENCE 31500000 $275458422022
I'SVK OFFIAKt- PSVR PASSING 30.000.(XKI $27 55 7wxxkki
PSVR RETURN PSVR RETURN 1000000 $20 84S0201KKK!
PSVR PSVR REFERENCE 3l.ixki.0J0 $275287(1193%

LP Qualit¥ Hank ,
Stream Values an 1|ntﬁl S ﬁam Volume Shipped

Jull 2,
Sample Location Stream \églgnce Slream V'alue (S/BBLI
|
Eﬁgf\c%ln REJ L.RENCI EKAIBWH RLI I KENCt 12&8’% %é‘%%?m
ENDICIITT MAIN PROD  ENDICI*TL MAIN PROD 1I70IKKI 072466143570

~ Kit Quality llanl. o
Stream Vallies ami [nInl Stream Volume Sl ippeil
Juh 1004
Sample Location Stream \|/ﬁ||u||m|e Stream Value (VHHI |
At I'INI. ALPINE VIKXI.tKK] 27 - e wckn
MILNL I'D IM MUM ISUK' 1.500.tW0 $27 13623(XKN]
KUPARUK Ri || RHNCE kI "PARIIk RLI [KI."NCI IJEXKXXKI $27 44183(Kii XKI
kI'PARI'k RIVER DNH  MTAKUK RIVIRI'M| 75X.(\ S2'.

'total Stream Value
&

KI30S22.(KMY)
$7030340 (X
$A074750 (Y)

$327,30170000
S56,000.000)T

$1,046577,05000

$STA433021XL (X
$9336383000
$86767403000

26552k ¥(
26845020 (X
$853377.8201X1

Total Stream Value

®176211 2L
334074.7501%
VU.87X 5TS N0

[ot.il Stream Value

(Vi
$B3AKMXXI(%>

$40,702.845 (X
g e

lable 2-5 shows the kind of information supplied bv tlv TAPS qualitv bank administrati>r that
will be used to calculate the qualitv hank differential for Sale Oil produced from each I'nil. The
L \PS qualitv hank administrator prov ides this information to the Stale, pipeline owners, and
shippers. As a shipper on 1APS. the Buver will also receive this information. In the column
titled "Stream Value ($/BBI f are the different per-barrel values of each stream produced from
the Units from which Sale Oil mav he delivered. The PSVR Reference Stream value is labeled
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“PSVR Reference" and is the stream value of the blended TAPS stream immediately
downstream of the Petro Star Valdez Refinery return stream. The Quality Bank Adjustment is
calculated as the difference between the stream value of each Unit and the PSVR Reference

Stream.

For example, assume that the Month is July 2004 and the Sale Oil is produced from the Duck
Island Unit. The QBA for Sale Oil from the Duck Island Unit (QBAdiu) is calculated as the per-
barrel difference beiween the Stream value for the Duck Island Unit, indicated as the "Endicott
Main Prod" in Table 2.5. and the PSVR Reference Stream Value. In this example Sale Oil from
the Duck Island Unit lowers the value ol the stream of oil measured at Valdez. Therefore.
$0.2823475765 per barrel is the QBA incorporated in the calculation of Price for Sale Oil from

the Duck Island Unit.

Quality Bank Adjustment for the Duck. Island Unit = the stream value for Endicolt Main Production minus
the stream value of PSVR Reference (from Table 2-5)

QBAo.u= 27.2466143590-27.5289619355

QBAo(u= -S0.28235

Note: The Price of Sale Qil from the PBU IPA and Lisburne are invoiced separately.

Lint* Loss

Usiny the results of the example calculations abo\e. Line Loss for Sale Oil delivered from the
Duck Island Unit inJuly 2004 equals

Line Losspiu = (.0009) X ($26.21722 -$1.55000 - $3.65741 + -$0.28235) = $0.01865.
Calculating the Price of Salt* Qil
The Price of Sale Oil delivered from the Duck Island Unit in July 2004 is
Pricepu =$26.21722-$1.55000-$3.65741+ -$0.28235 - $0.01865 =$20.7088!
Note that the each number in the equation is rounded to live decimal places. Il a number s sixth

decimal is 0. 1.2. 3. or 4. the number shall be truncated to the filth decimal.ll @ number s sixth
decimal is 5. 6. 7. 8. or 0. the number shall be truncated to the fifth decimal and the lilth decimal

shall be increased b\ I.
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APPENDIX 3
EXAMPLE OF CALCULATION OF INTEREST AND LATE PAYMENT PENALTIES

Sample Calculation of an Invoice for July 2004 eliverics

Assumptions:

L. Month is August 2004,
2, Sale Oil delivered to the Buyer front the Duck Island Unit inJuly 2004 = 2.170.000

barrels (70.000 bpd).
3. July 2004 Price of the Sale Oil for the Duck Island Unit as initially estimated by the State

= $21.00000 per barrel.
4, Statement of account, with July 2004 in\ oice. sent to the Buyer on August 3. 2004.

5. July 2004 invoice payment due to the Stale = August 20. 2004.
6. Buyer pays Slate only $10,000,000 on the due date. August 20. and pays the outstanding

balance on August 25. 2004.
7. Annual interest rate provided by Alaska Statute 38.05.135(d) for August 2004 is 11

percent.
Method for calculating Buyer's invoice payment for July 2004 deliveries:

Invoice Amount = Quantity of Sale Oil x Bu; er's Price of Sale Oil
= 2.170.000 x $21.00000 = $45,570,000.00

Because payment in full was not received by the State on or before August 20. 2004, interest will
accrue on the unpaid balance from August 20. 2004 through the date the payment is received,
and a late payment penalty will be assessed.

Below is asample calculation of late payment penalty fee (assuming that it is not waived under
Section 3.7) and interest. This sample calculation shows what will happen if the Buyer makes a
partial payment on August 20 and the balance on August 25.

Late Payment Penalty Fee:

Statement of Account amount $45,570,000.00

Amount paid on August 20 = 10.000.000.00

Outstanding balance (8/20/04) - $35,570,000.00

Late Payment Penalty Fee ($35,570,000 \ 5HY) = - $1,778,500.00
Interest:

$53.452.10

$35,570,000 x (11%/366) x 5 Days
$37,401,052.19

Amount Buyer owes on August 20. 2004

Note: As more accurate data is received by the Slate,the Stale may adjust the Price and or the
actual quantity of Sale Oil and invoice the Buyer in the initial adjustment invoice
submitted with the following Month's (August 2004) statement ol account.
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Sample Calculation ofan Adjustment Invoice in September 2004

Assumptions:

Month is September 2004.
Sale Oil delivered inJuly 2004 has been revised to 2.100.0000 barrels.

!

2.

3. July 2004's price for Sale QOil is unchanged at $21.00000 per barrel.

4 Date of the statement of account that contains the adjustment invoice is September 2.

2004,
5. Date the adjustment invoice payment is due to the State = September 20. 2004,

Method for calculating the Buyer's adjustment invoice amount for July 2004:

In\ oice Amouni - Quantity of Sale Oil x Buyer's Price of Sale Oil
=2.169.000 X $21.00000
= $45,549,000.00

Adjusted Invoice Amount for July 2004 $45,549,000.00
Amount previously paid by the Buyer fo» July 2004 $45.570.000.00
Ov erpay ment for July 2004 ($21,000.06)

Credit due the Buyer against statement of account amount dated * ptember 2 due September 20.
2004,

Note: As more accurate data is received by the State, the * e may adjust the Price and/or the
actual quantity of Sale Oil and invoice the Buyer in the adjustment invoice submitted
with the fo'lowing Month's (October 2004) statement of account.

Sample Calculation of an Adjustment Invoice in October 2004

Assumptions:

L. Month is October 2004.
2. Jul\ 2004's price for Sale Qil is changed to $21.05000 per barrel due to a change in the

quality bank.
3. The statement of account that contains the adjustment invoice is Octoberl. 2004.

4. I'he adjusted invoice payment is due to the State = October 20. 2004.
Method for calculating the Buyer's adjustment invoice amount tor July 2004:
Troduction Month Invoice Amount  Quantity of Sale Oil x Buver'sl'rice of Sale (il

-2.169.000 x $21.05000
= $45,657,450.00
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Adjusted Invoice Amount for July 2004
Amount previously paid by the Buyer tor July 2004
Underpayment for July 2004

The underpayment is due the State on October 20. 2004

Proposed Contract - February 9. 2004
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upgrading the hydrant fueling system: and shall charge a jet fuel customer in Fairbanks the
same or a lower price as Buyer charges that same customer in Anchorage.

Wholesale Rack Pr~e Parity. Buyer agrees, for the term of the Agreement, to maintain the
Buyer wholesale truck rack posted price for gasoline in Fairbanks at a price not to exceed the
Buyer wholesale truck rack posted price for gasoline in Anchorage on an annual simple

average basis (within a tolerance/variation of | cent per gallon (cpg)).

Buyer makes no

guarantee of the price parity for Buyer's wholesale truck rack posted prices for gasoline in
Fairbanks and Anchorage on a daily basis. If the annual average variation of the
aforementioned posted prices exceeds | cpg. Buyer shall have ninety (90) days to reduce the
variation below | cpg. averaged over an all-inclusive timeframe, including the ninety (90)
day period and the previous annual period. This provision shall not apply to any gasoline

exchanges. An example of the calculations appears in Table 4-1.

Table 4-1 Wholesale Truck Rack Posted Price True-Up

Wholesale Rack Price Parity Scenario 1 Scenario 2

Buyer Buyer Fairbanks Buyer Buyer Fairbanks

Fairbanks  Anchorage minus Fairbanks  Anchorage minus
Posting Posting Anchorage Posting Posting Anchorage
(cpg) (cpg) (cp9) (cpg) (eng) (cp9)
January 104.00 102 44 1.56 106.00 102 44 356
February 10300 100.76 225 103.00 100 76 2.25
March 00 103 01 301) 105.00 103.01 199
April 108 00 110 02 22 02) 11200 110 02 198
May 112.00 110.07 103 112.00 110 07 1903
June 00 109 40 ].60 ]Jl 00 109.40 160
July 106 00 108 38 (2 38) 108.00 108.38 (0 38)
August 107.00 109 77 2.77) 109 00 109 77 0 77)
September 00 114 02 2 02) 115 00 114 02 0 98
October 115 00 114 02 0 98 115 00 114 02 098
November 11500 113.38 162 113 00 113.38 (0.38)
December 112 00 11370 1 70) 113 00 113 70 (0 70)
Annual Averaqe 108.75 109.08 (0.33) 110.17 109.08 1.09
January 119 00 119.95 (0.95)
February Not Applicable 125 00 126 19 1 19)
March 133 00 134 13 1 13)
15 Month Average i L 113.27 112.61 0.65
47
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APPENDIX 4
SPECIAL COMMITMENTS

Buyer agrees to the following list of Special Commitments:
A. Clean Fuels Processing. After performing an engineering study. Buyer will install necessary

equipment and complete such modifications to its North Pole Refinery or will participate in
the modification of other refinery facilities in Alaska as required to produce gasoline and on-
road. off-road. marine, and rail diesel fuels that meet or exceed all EPA low sulfur fuel
requirements (“Clean Fuels").Buyer will make commercially reasonable efforts to complete
necessary installations and modifications on or before the effective dates of the Clean Fuels

requirements of the EPA regulations.

Total project costs are expected to exceed $100.000.000.00 and will likely include r.he
construction of processing units, including hvdrotreating. a hydrogen plant and sulfur
removal equipment. These projects will result in a significant reduction in gasoline and diese’

sulfur levels.

Anchorage Tank Farm Evaluation. Buyer agrees to discharge the commitments previously
made by Williams in the "Memorandum of Agreement between Williams Alaska Petroleum.
Inc. and The Government Hill Community Council" attached as Appendix 6 to this
agreement. The key requirements are as follows:

« Removal of three (3) tanks from east of the Ocean Dock Road w ith a total capacity ol
o\er 5.500 barrels

« Refrain from installing additional tanks east of the Ocean Dock Road

 Evaluation of all remaining tanks east of the Ocean Dock Road to determinewhether they
comply with all Slate and Federal requirements viz. overfill protection, lire protection,
tank seal monitoring, potential for change of product service, and possible removal ol
additional tanks, and prompt remediation of any violations of these requirements.

« Installation of new tanks west of the Ocean Dock Road will occur provided that existing
tanks on the east side of Ocean Dock Road are retired and removed on a tank-1'or-tank
basis.

« |1IR agrees to continue cooperative efforts in connection w ith the ongoingBulk 1 uel
Hazard Study currently underway through the Municipality of Anchorage.

Shipment by Rail. Williams currently ships refined products bv rail under an Agreement
with Alaska Railroad Corporation (an Agreement originally entered by MAPCO Alaska
Petroleum Inc. in May of 1993). As part of Buyer's refinery acquisition from Williams.
Buyer v ill assume the rights and obligations of Williams under the rail agreement and

continue to ship refined products to Anchorage.

Air Traffic Marketing and Structural Improvement Study . Buyer and the State shall
jointly explore commercially reasonable options for increasing passenger and cargo air traffic
through the Fairbanks International Airport. Buyer shall work with the I airbanks
International Airport to concentrate on promoting the Fairbanks International Airport to
cargo carriers operating between Asia and Europe and othcrw ise: shall evaluate, and possibly
upgrade, the airport's fuel distribution facilities, including the feasibility of using or
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APPENDIX 5
PROCEDURE FOR ADJUSTING THE FORMULA
FOR CALCULATIONS OF PRICE

Step L Calculate the volume-weighted average cost of marine transportation reported on
the royalty returns of BP. ExxonMobil, and C'PAI for the production Monti..-.
January 2006 through December 2008. Adjustments through March 31. 2009
shall be used in the calculation. For example, the royalty returns for December
2008 productions are due in January 2009. The marine transportation cost
reported in January can be adjusted through March 31. 2009. but not later. The
amount calculated is defined as “RIV Marine Cost.

Step 2: Subtract from the RIV Marine Cost the amount $0.30. The answer shall be
substituted for the $1.55 used in the calculation of the Price (as defined in Section
2.3) subject to the following limitations:

L. if the answer is less than $1.45. substitute $1.45 for the $1.55 used in the
calculation of the Price:
2. if the answer if greater than $1.65. substitute $1.65 for the $1.55 used in

the calculation of the Price.

Step 3: For Sale Oil deliveries beginning April 1. 2009. the $1.55 that had been used in
the calculation of the Price shall be replaced with the number determined in Step
2. above. That number used in the calculation of the Price shall remain in effect
throuiih the end of the term of the Agreement.
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APPENDIX 6
MEMORANDUM OF AGREEMENT
BETWEEN
WILLIAMS ALASKA PETROLEUM, INC.
AND
THE GOVERNMENT HILL COMMUNITY COUNCIL
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wani/iMpm.

MEMORANDUM OF ACRHWXNT
between
WEHems Alaska Petroleum, lac-,
nod
the Government Hill Community Council,
$0 unincorporated ejwcuitioa

WHEREAS, Wijllisais operate* bulk fuel storage end dirtributicji fccil&es including
storage tanks, loading tecta, uvd related InduitrieJ structures in dw vicinity of Oovemmcent Hill
and the Port of Anchorage end wisher to build t double Creek rail loop (Cur Loop Track Project)
on lie property and on oectain jtideUnds it wflJ acquire from the Alaska Railroad; end;

WHEREAS, conm'Olcra ofthe Loop Track project will reduo* traffic cor.ge#tioc in the
Port area, allow for more efficient transfer of fuel from mil carl 10 storage and tnuisraissjon
facilities and enable Williams to build additional storage tanka west o f Ocean Dock Road should

the need arise in the future, and

WHBREAS, the Coverwoeui HO) Community Council (the Council) desires to allow
Williams to prpceet* with the orderly development of its Loop Track project wMlo also rcdaciflf
riita associated with the continued prcaenoe of fuel storage focMtiae mar Government HIM,

NOW THEREFORE, THE PARTIES AGREE AS FOLLOWS:

1. Non Opposition to Loop Track project The Council and its officers agree not to
oppoi# the Loop Thkok project proposed by William*; nd wQl not, officially or unofficially
continue efforts to convince pubile and private entities to lake a portion or other action adverse
to constreet?on of the Loop 7Y>ckproject. The Council will also take reasonable effbits to
inform the residents of Government Hill of this agreement mod hi official position on the Loop

Track project

2. letter* stating the Official Poiltfcra oftoe Cocadi cmthe Loop Track project
Upon execution of this Agreement, the Council president shall sign several letter# netting fonh
foe official position of the Council on the Loop Track projoot The letter* shall bn eubattntiaUy



in die seme form as those contained ia Exhibit B end may be presented by Williams to roy

public ox private entity In connection whh the Loop Track project «* Williams detaraloes. Tb*

letters include:

1.

A Jetter from the Council’s executive committee recorr qdinglthe
Council withdrew its mppott for Resolution AR 2001-146 now before the
Anchorage Assembly end that toe Council request the Reeoivrioa be
withdrawn from the Assembly agenda. The parties have bcoa edvieod that
upon epproved ofthis Agreement, foe sponsor ofthat Resolution will

request that the Assembly table that resolution indefinitely.

A letter to the Anchorage AraemWYy supporting the Alaska RolUoad’s
efforts to lease beck the email portion o ftidetends from the Municipality

required to complete tie Loop TVeck Project

A letter supporting Williams’ efforts to build the Loop Track prgject
throughout foe permitting and construction prooan- Specifically, the
Council will advise the Division o f Governmental Coordination that it has
withdrawn its opposition to foe Loop Track project. The Council will
also send a letter to the Corps of Engineers stating it ho* withdrawn ft*
oppetition to Willitros'i Fill Permit epplioation currently updw ravtew by

the Corps and withdrawing foe Council’# request for a public hearing,

A letter to the municipality stating foe Council's nonobjection to tht
extraction and use of the railroad’s grave] deposit on the Hollywood Virta
for the LOOp Track project conritftat with foil agreement

A lettex supporting WilUiarm’a effort# to build future tasks on the vest

ride of Ocean Dock road consistent with this agreement.

3, CoriitriKtion of New Dank# Eak of Ocmb Dock Road Williams sgnrei not to

construct any new fuel itcrege tank* on property It own* or kaoes which la lodetcd east o f Ocean

Dock Road.



4. Cotwtroctfon of N*w Tauks Watt of Oetos Dock Read The Council agree* that
Wijtliaxm mty build new ftiel storage uuikx on property it owo* or leases west of Ooean Dock’
Road provided that existing Itanks on the cast ride of Ocean Dock Road are retired and removed

on a unk'for*«ank basis, after the condition* specified in Sactioa 5 below are met

5. Removal of Three Existing Tanks Cut of Ocean DockRoad |f the Loop Track
project in constructed, Williams agree# that the tanks shewn on the site plan attached as Exhibit

A will be removed at ilr own cxpcaat no later than the date* specified below:

Tank # 32W B trilll95Q December 31,2002
Tank#357B Built 1950 December 31,2003
Tank ft 3577 Built 1950 December 31,2004

After remcrving tboK three tanks, the parties agree that William® Mil have banked a "credit“ to
build one tank on the west aide of Ocean Dock Road, without the requfonnont to remove an

additional tank a* deftned under the provision vf Section 4 abcv*.

6. Mineral Resource (gravel) extraction eperatkwt To build the Loop Track projocL
Williams may acquire grave) from apit owned by the Alaska Railroad in th* vicinity of the
former Hollywood Visa apartments. The Municipality of Anchorage has provisionally taken the
petition that a conditional use permit granted by foe Planning and Zoning ComMlaxkm on
2/0i /96 for grava] extraction ifi that tree remain* in effoet until 12/31/01. |If Williams acquire*
gravel from that are* for It* project, Williams will comply with applicable tamos and conditions
ofthet conditional use permit and will complete gravel extraction for the Loop Track project
from the Railroad Proparry by no later tins 12/31/01 unless extended by mimul consent of the
parties. Subject to this agreement, the Council does bat object to gravel extreotioti from the

railroad eite necessary for cowtruotioii of the Loop Track project
7. Portof Anchorage BoBt Fuel Hazard Stedy
Tbr perneo agree to erntfnue cooperative efforts in cccnection wirb foe ongoing Bulk

Pu«l Harard Study currently underway through foe Municipality of Anchorage. William*

Igreet to ensure that the study includes an assessment of alternatives for ieducing the



iikcl&ood ancLer coaso”ueooe Ofririo associated with xba p m ran of bulk fuel tXaitgt
facllhiet in the Government HIU Am . Mitigative tlteroedvt* to he comidcrrd will

include development of d buffer zone between fuel stewge inti]jtin and rwkJsntja] e w

2. Upon ewnplction of the Bulk "Fuel Hatwd Study, the parties will w « k oooporatively in
obUinijig public epptwil(s) ofBtonieipii) «od fUU» legislation. moVudInf hood

propositions to And implementation of the Study.

S. CompUaec* with all lafrt Nothing in this AgrcoiDenl SheDtxcwo VtlJiamj from its

coHtinuLae obligation to comply with til locsl ordinance* tad regulations, together with til state

and federal law* and administrative regulations thatapply to thr LOOp Track project.

J. Integration.

A. This Memorandum and its attached exhibits contain the emir* agmnvtcr ofthe parties,
There ire so other ptomiaei, term*, conditions, or repmcniations binding pt> lyjy party to

this agreement which art W 1cXpmst4 hff>m
2 The following ire lacorpcnled btfo this agreement by reference’

Exhibit At SjleTlan
Exhibit B: Lotterx Rating Council's position on Loop Track ptojoa.

J
DATED THIS DAY OF JUNK, 200J AT ANCHORAGE ALASKA

ViLikm* Alaeki Petroleum Co. Inc. The Govomnem HIU Community

Council






DaMr. "ewcoi&ftr,

This latter convey® the Government R ill Cennunity Council'#
position of support for the construction of n«« bulk fuel
storage tank® by William® Alaska Petroleum, Inc., on land®
wet of Ocean Dock koad, subject to the term® of an
Agreement b«tv«an the Council and William® concerning the
removal of tank* from the east side of Ocean Pock Road.
This letter la directed to the attention of anyone it may
concern.

Government H ill Community Council h*« for many years
advocated for the creation of a safety buffer area to
separate bulk fuel storage tanka' from residences and other
sensitive land uees in our area. In Kay, 2001, the council
and William*) negotiated an agreement to befeln
ispleroentatioo of a buffer zone at Williame* fuel terminal
«inn® Ocean Dock Road. Under this agreement, williams
committed to removal of three tank® from the east lid* of
Ocean Dock Road in 2002, 2002, and 2004, and to future
removal of additional tank”™ from the eaut aide of Ocean
Dock Road whenever new tank® are built west of Ocean Pock
Road, according tc a formula that vae arrived at mutually

by the partla*-

in consideration for William*' agreement to reavoval of
the** tank# and *t»g*d creation of the safety buffer area,
Government H ill Community Council eupports construction of
the new tank® west of Ocean Dock Road required to .continue
and expand william *- operation®. The council oommit* to
oontinuad support of new tank construction »o0 long a® ®udh
n*v tank* contribute to the. establishment of the *Afety

buffer as explained in the agreement.

Thaiik you for your continued communication vith the aouncAl
ar.d yopf participation in our joint negotiation* and
agreement.

foesrely*
C. .
Stuart.Hs.il

Preeident,
Government K ill Community Council



Soar Mr."Newcomer

Pursuant to the agreement between williafca Mask*

inc. and the Government K ill community Council, this letter
states, for enyoae.it may eoiwinv, the council'# o fficial
position of nonobjection to extraction of gravel £rom
Ale#** Railroad Corp. lend adjaoent to the Hollywood Viac»
property on Government H ill fox the purpose of construction
of your Loop Rail Project, eubjeec to the understanding#
contained herein.

The council i* of the .underccandipg that the Municipality
of Anchorage he# provicionelly taken the positioh thtut a
conditional u»e permitegranted by the Planning end Zoning
Commission on Peb*ruary?47S1*9*. remain* in effect until
December 31, 2001/ for gray*! extraction fro© certain
Alaska Railroad Corp. lend near Government M ill. Subject to
compliance with the provisions of that pantit, the Council
doe# not object co removal of gravel from that alte for the
Loop hall Project prior te the last day of 20C3.

Xhic letter and the Council'* position of non-cbjeetion ia
offered to wil'lieey# in conaldaration for Williams"
agreement to remove three hulk fuel storage tank# from near
the Government S ill neighborhood and for the further future
removal of other tank# a# new tanks ere built west of Ocean
Dock Read. This latter does not apply co other lend* than
those covered in the February #'/'sl» f, conditional u««
permit, nor to any project william# or the Alaska Railroad

may contemplate subsequent to the end of 2001.

Thank you for your continued coaamnication with the council
participation in our negotiation proce#e end ecreetnent.

incirely,

Stuar
president,
Government hill conwamity Council =+



GOVERNMENT HILL COMMUNITY COUNCIL

(Peat Otflca Bex 10M19 * Anckaratfa, Ai»tkatNN [l
Wednesday, so Kay 2001

Honorable Dick Train!, Chair
Anchorage Municipal Assembly
P.O. Box 194650

Anchorage”™ Alaska 99519-6650

R5i Lease-back, Tidalends, Port of Ancherge (ARRC/wiiltam*
Petroleum, Inc.)

pear Hr. chairman and Member* of the Assembly!

In light of recent negotiations between' Killians Petroleum, Inc,
nanbert of the Assembly and representatives of the Government hill
Cocftunity Council, tha Executive Comaitteo of the Council convened
this date agrees to support the efforts of tha Alaska Railroad Cor-
poration to leas* back * email portion of tidalande in tha Port of
Anchorage from the Municipality of Anohorafre to permit completion of
a loop track railroad project «Y Williams Petroleum, Ino.

Establishes ItIf * Aarker*i«'«riret and 0/4*#* HMdhhorkoed



GOVERNMENT HILL COMMUNITY COUNCIL

Port Offkcin IMOILI «* AtiehMMa, Atftrt* M« tt*001#
Wednesday, 30 Hay 200!

Di.g." ginesr ) . ]
" :‘,foft g:? of Engineers, Alaska District

Anchorage?eAIBc?eXchgO9950f-0*98
Att'n; David ¢, Cheey, Regulatory Branch
BEt M-S20090; Anlk Aria 119/Killiaioc Petroleum, Ino,
p«ar Mr. Caseyt .

In light of recent negotiations between Williafcs Petroleum, Inc,,

members of the Anchorage Municipal Assembly end representatives of
the Government H ill Community Council, the Ixeeuttve Committee of

the council convened this date’withdraws it» opposition *> the
application of Willidwi Petroleum, Inc,,.for € fill permit end
witbdrewe the council's requestfor a public hearing on this ap-

plication ,

CatnblUh«d 1*W m Aaekora*t'lJFlret a£f [fkborheed

total p.09



Mlick ) PV MO

What will SB 314 do?

« SB 314 proposes the enactment of a statutory prohibition on "retroactive price
adjustment” terms in existing and future RIK contracts. It will cause an amendment
of the price term in the existing RIK contract between the State and Flint Hills
Resources.

Mow will FHR's RIK Contract Change?
* FHR's Price Tc*m is defined in Article 2.3 as:

ANS Spot Price - Si 55 - Tariff Allowance - Quality RankAdjustment - Line Loss.
* The contract defines 'he "Tariff Allowance" as:

"Tariff Allowance" means the sum of (1) the average, weighted by
ownership, of the Minimum Interstate TAPS lariff (Pump Station No. | to
Valdez Marine Terminal) for each owner in effect on the Day the Sale Oil
is tendered by the Stale to Buyer: arid (2) any tariffs paid by Buyer for
shipment of Sale Oil upstream of Pump Station No. |."Minimum
Interstate TAPS Tariff means the cITcctive TAPS tariffon file with the
Federal Energy Regulatory Commission ("FERC") for each carrieron a
given Day. excluding incentive tariffs."

* On February 15. 2005, FHR asked DNR to amend the retroactive requirement. SB
314 would require that such an amendment be adopted by the commissioner.

"If a tariff which has been used in the calculation of a Tariff Allowance is
changed or subject to a refund order by the FERC. the lurilT Allowance

Pthv —will he adjusted acooil ingly. and the-fesultine- re fund-to the State t<f
efedh to-Buyerf will he mude in accordance with Article 111. The chanced
IF RC ordered tariff shall he used in the calculation of the price of Sale Oil
delivered to Buver on and after the dale of the FERC order, hut not before.
Ifa FFRC-ordcrcd lariffis suspended or enjoined from implementation, the
Tariff Allowance shall not be recalculated until the suspension or injunction
is lifted and the FERC order is implemented and goes into effect.”
|Deletions are indicated in strikeout: additions are unuerlined ]

 This i\ terribly misleading. 1 HR he”an this conversation March 2hh> by proposing several
alternative solutions to the issue. The D\ R did not respond to any o fthose.

«  Ihe retroactive provision in the FHR contract was agreed to at the expense of other
considerations for the State. The retroactive provision is just one part of a larger deal
in which the stale agreed to the $1.55 per barrel discount on ANS spol price, provided



FHR with an option to reduce volumes purchased, added a built in automatic reopener
to lower FHR's price after five years.

“The retroactive provision in the FHR contract was agreed to at the expense o fother

considerations..."
ft hat are these other expenses'/ The FHR crude contract results in apremium oj about
S0.JO/bbl to the Slate's alternative royalty-in-vulue (RH j contracts.
The SJ.ss «discountan 1\S" isin reality recognition ofthe marine cost to ship .TVS'to
the H. Coast. Marine costs arc also included in the State's RIl contracts.
The retroactive language was vigorously challenged by FHR during the crude contract
negotiations anil only accepted by FHR because FUR understood that the State, being a
signatory to the T IPS Settlement Methodology (TSM) was bound by a joint defense
agreement in that settlement to defend the T iPS tariff. Lhderstunding the State had
agreed to defend TSM reassured fH R that TSM tariffs would he in-place at least until
20(19. ( (timutelv, FHR agreed to rite retrouctie *anguage because the State insisted it
was ret)uired to match the retroactivity provisions ofits R/l contracts in this lioyalty-in-
Kirul (RIK) contract and with the understanding that a retroactive reduction in tariff was
remote given the State's commitment to TSM.

"... ndded < milt in automatic re-opener to lower FHR\ price after five years. "
This i uitt unite. Ilie re-opener was at the request of the State and FHR did not want
toace the re-openerpreferring the certainty offixed pricing relationships.

Hon does FHR's retroactive obligation arise?

« When FHR and the state negotiated the RIK ontraci in 2004. both were well a are

that the Regulatory Commission of Alaska had two years before determined that the
methodology used to calculate the FAPS intrastate tariff exceeded the "just and
reasonable” rate standard required by law. (The RCA's decision has been affirmed in
Alaska superior court.) The state and FHR agreed that, should the interstate TAPS
tariff be changed by a ruling of the FFRC so that refunds to shippers would he
required, then MIR would pay the state the difference between the temporary and the
new permanent tariffs. (Similarly, if the permanent FERC tariff were higher, the
contract requires that the slut'' will refund the difference to EUR.)

Since the State is a signatory to the TSM, it apparently agreed that ISM is ‘Just and
reasonable”. In its decision to accept retroactivity in the crude contract, FHR placed a great
i cal of importance on the store\ commitmentto TSM and the joint defense provisions the

State committed to in signing that settlement.

An independent (i.e.. non-1 APS owner) ANS oil producer challenged the 2005 1APS
interstate tariffs submitted to the FFRC by the | APS owners on the grounds that the
interstate tariffs failed to meet the Interstate Commerce Act's requirement that tariffs
he "just and reasonable.” The FERC. pending a full hearing, suspended the 2005 and
2006 proposed tariffs, making them temporary and refundable. The state joined the
complaint charging that the interstate TAPS tariffs were discriminatory when

compared to the intrastate rates for essentially the same transportation service.



“The state joined the complaint charging the TAPS tariffs were discriminatory when
compared to the intrastate ratesfor essentially the same transportation service. ” Apparently.
the State did notfeel TSM was discriminatory nor unjust or unreasonable when it chose to
enter the TSM settlement. Joining the tariff complaint is a complete reversalfrom the
commitment the State made to defend TS M when it entered into that settlement and beyond
any eventuality FUR could have reasonablyforeseen at the time it entered into the crude

contract with the state.

How much State revenue is at stake**

The 2005 and 2006 proposed interstate tariffs are S3.71and S3.96 per barrel,
respectively. The RCA ordered for this tame service is $1.96. FIIR has purchased an
average of about 55,000 barrels per day of RIK oil from the state in 2005-06. Using
the RCA tariff as an indicator of what the FF.RC mas do in January 2007. FUR could
owe the state approximately $100 million for the 2005-07 period. Twenty-five
percent of these amounts, i.e.. $25 million, will be paid to the Permanent fund.

According to the "fact sheet" accompanying SB 314. the total amount that FIIR mas
owe the State could be $200 million depending on the extent of FFRC appeals.

If FHR's contract is changed. FIIR will be given a benefit that the ANS lessees do not
have. According to the lease contracts and the royalty settlement agreements, the
lessees will have to adjust retroactive that amount they owe the state for taking royalty
in-value. This means that RIK sill be less than RIV if SB 314 passes. The State would
have been better oil; i.e.. received higher royalty revenues, il it had chosen not to sell to FHR.

"This means that RIK will be less than RU ifSH *Vpasses, " This statement is only true if
the tariffis retroactively lowered. If the tariffis not retroactively lowered, the RIK value will
continue to exceed that oj the RU as il does today. “The State would have been belter off,
l.e., received higher royalty revenues, ifit hail <host n notto sell to FIIR. ” This statement is
only true if one ignores the oilier sources of value the State receives b\ supplying the V
Pole refinery w'th crude oil.

sB 314 does not require that the State receive anything in return for relieving 1 HR of
its retroactive obligation. This lack of an enforceable and measurable commitment

jeopardizes the constitutionality of SB314.

FHR\ obligation was entered into under circumstances that have changed dramatically and
in a way that | IIR could not have reasonablyforeseen. Simply put. the Stale has joined a
complaint against the very same TSM that they are a party to and. as part of the TS M
settlement, had agreed to defend. In contrast to the 1).\R \ position, the State'sfederal
delegation Inis taken a stance against the inherent unfairness of retroactivity as it relates to
the Quality Hank. FUR can not "retroactively" adjust its operations to reflect a retroactive
change in its cost of crude oil whether those costs accrue from changes in the Quality Hank

or tariff.



Constitutional Issues:

Ihe Department of Law has identified three potential constitutional problems with
SB 314: impairment of contracts; separation of powers; and a violation of
Article VIII, Section 2.

DNR can comment on this lasi item. Article VIII. Section 2 states

"The legislature shall provide for t\e utilization, development, and
conservation of all natural resources belonging to the Slate, including land
and waters, for the maximum benefit of the people.

In the ANS Royalty Litigation. Alaska Superior Court Judge Compton ruled that the
"maximum benefit" requirement prohibits the commissioner of DNR from collecting
royalties "in kind" if the amount realized would he less than if taken "in value." For
the reasons stated above and assuming as FHR. the legislative "fact sheet." and DNR's
own modeling of the FHR's potential liability. RIK will be less tha* RIV if the FERC
rules to lower the interstate tariff as the RCA did in 2002.

(nrrently 1 UR pays approximately SO.JO/hbl premium over the RU the State would
otherwise receive. In addition, there are other benefits that accrue to the people of Alaska
from having refined products produced in the Stare rather than simply exporting t\S and
receiving R11. In any event, the dtulge's ruling does not limit the power of the \hiska
legislature to enact as law the draft legislation.

If SB 314 were to require that the commissioner negotiate a trade from FHR such that
at FUR would provide some compensating non-price benefit in return for the relieving
FHR of its retroactive obligation, the "maximum benefit" might be achieved. This
non-price benefit would have to have a definite commitment required of FIIR and that
the benefit would have to be measurable and sufficiently balance what the State gives
up. This assumes that there may he more latitude to amend the FII R contract than

Judge Compton ruling requires.

FHR Economics

Consider that FHR can acq re crude oil at a substantially lowci price than West
Coast refineries (at the RIK nethack price plus the intrastate tariff between Pump
Station No. | and North Role) and sells its products at a price only slightly less than
West Coast refineries (after accounting for FHR’s cost of railroading its i roducts
from Fairbanks to Anchorage).

DNR hired Baker & O'Brien to review information supplied bv FHR. In the two
yc..rs that FHR has owned the North Pole refinery, it has very favorable margins.



F.ven considering the margins of the last five years, the North Pole refinery
has experienced positive earnings.

CARH tjifir.

* Py Jow LinM o <4%C Jitt01 i>'<, jjoh)*  aAMiA

[ IIA* h.conomics:

« Thegraph the DA provides aho"e is a "('ARB 3-2-1 Margin " representing a product slate
that is b~",, CARB gasoline and 33% ( ARB diesel and without dudactionfor operating c<sts.
hirst, ( ARB quality products command apremium price to conventional quality products.
| HR does not make ( IRB products. Second, FHR's produces less than 10% gasoline, less
than 11, diesel, with jetfuel being the major portion of the refinery's yield. Acloser
approximation is shown below, still on a gross margin basis (i.e., operating costs have not
been deducted). I\ can be seen, this gross margin is much tower than the 3-2-1 ( iRB
Margin provided by the I) ' R. approaching and evenfalling below SO bbl from time-to-lime.

and this before subtracting operating costs.

ANS Quality Bank Topping Margin

33.00

Topping Margin without deducting operating coats
28.00
23.00

18.00

S/bbl

(7.00)

7 B a® 0 i @ B ¥ Il I



The reasonfor this very dramatic difference between these two margin estimates is the very low
complexity of FHR's refinery. Veryfew refineries in the 1S. have such a low complexity.

U.S. Refinery Complexity
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FHR has ver> limit *d opportunities to invest in the refinery itsevidenced by FHR's
decision to buy. instead of producing clean diesel, front Tesoro. FHR indicated to
DNR that the uncertainty caused by the retroactive tariffallowance provision in its
RIK price contributed to this decision but a doubling of anticipated project costs
contributed to this decision.

The dean diesel project at \orth Ride was canceled because of retroactivity, not rising costs.
(‘osts are rising at oar other refineries also, but nr are investing hundreds of millions of
didlars at those refineries. Ife are accustomed to making investmentsfor thefuture in the
face of rising costs and changing market conditions. Ife are not investing at \orth Role
because we can not forecast the outcome of a high stakes, winner-takes-all lawsuit.

FIIR has indicated that a prospective rise in the RIK price will mean that I IR will
try to maximize cash flow hy reducing costs by reducing throughput and avoiding
new investment.



FHR North Pole Refinery Throughput

+ Thepreceding chart shorn how FHR \ production is expected to decline. This trend reflects
the unfavorable result o fthe recent Quality Hank decision hy the Administrative Law Judge
which has rendered some of FHR's historic production uneconomic, in FHR's view. This
declining volume also illustrates how the complexity o fthe Quality Hank can make specific
products uneconomic even if some macro refining margins (e.g.. 1VV.1-2-1 ( \RH Margin)
may indicate refining is profitable in general.

+ Relieving FHR of its retroactive obligations will not likely contribute to lower product
prices. To assume that FHR can influence prices downward or upward because of its
costs is to assume that. FHR has market power in what should he a fairly competitive

market.

« The question for policy makers is what will (can?) FFIR do it the retroactive provision ot
its contract is changed.

Future KIk Contracts

« If SB 314 passes, and the constitutional "maximum benefit" requirement is resolved.
DNR will have to draft conforming regulations, today the commissioner is
prohibited from selling RIK for less than RIV under 11 AAC 03.030.

Kevin Banks
Department of Natural Resources
April 2006
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April 21, 2C06

The Honorable Thomas Wagner
Alaska State Senate

Chair, Resources Committee
State Capitol. Room 427
Juneau. AK 99801-1187?

Subject: SB 314

Dear Senator Wagner:

I would like to express my support for the concept of SB 314 because it would help
reduce pricing uncertainty for oil to be used in the State As a utility that purchases
large quantities of oil processed within the State, we are concerned with retroactive
impacts that may or may not be allowed in our rates by the Regulatory Commission of
Alaska.

Thank you for your consideration

Best regards.

Steve H. Haagenson
President and Chief Executive Officer



