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Mr. George Dozier
Alaska House Committee on Labor and ccuuarce 
January 22, 1996 
Page 2
for Governor Tommy Thompson and the Wisconsin Legislature 
and will be used to support o f  legislation w i t h  the same 
intent as Section 11 of H.B. 319 which will b e  introduced in 
the current session of the Wisconsin legislature. In o r 
experience the conclusions in the "Merchant Credit* section 
of that report are as relevant to Alaska as they are to 
Wisconsin.

Your assistance in distributing these materials to the 
committee members for their consideration is appreciated.

Sincerely yours,

John H. Andrew
Senior Government Relations Counsel

E n c l o s u r e s

cc: Jerry Reinwand ( w / e n c l . )
William J. Doss 
Fred C. Lugar 
Susan Walters Biz£

H
U
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[JCpenney, Anchorage]



A LA SKA  RE T A IL  C R E D IT  G R A N T O R S  
C U R R E N T  S E R V IC E , D E L IN Q U E N C Y  A N D  D IS H O N O R E D  C H E C K  C H A R G E S

RETAILER
STATE LAW
GOVERNING
ACCOUNTS

r
LEGAL 8ERVICE 
CHARGE RATE

SERVICE 
CHARGE RATE 
IN ALASKA

DELINQUENCY 
CHARGE 
IN ALASKA

DISHONOREO 
CHECK CHARGE 
IN ALASKA

Chavron Alaska •13% to $1 ,000 ; 
10%% above

18% to $1 ,000 ; 
8% above

Firestone Oliio 28% 21.84% -O- -O-
Laments OWo 26% 19.8% $10 $10
Fred Mayer South Dakota No statutory rate 

limit
22.44% Lesse r o f $10 o r 

5%  o f missed 
payment

$15

Nordstrom Colorado 21% 16% to $1 ,000 ; 
variable above

$10 $10

JCPannay Alaska 1(1% to $1 ,000 ; 
10%% above

18% to $1 ,000 ; 
7.92%  above

-O - $10

Radio 8hack Tennessee 24% 22.3% $16 $10
8aara Arizona No statutory rate 

limit
21% -0- $10

Taxaoo Nebraska No statutory rate 
limit

21% Lesse r o f $ 6  o r 5% 
o f m issed payment

$1«

Zales A laska 10% to $1 ,000 ; 
10%% above

16% to $1 ,000 ; 
8%  above

-0- -0-

Tha Information In tiria chart la baaed upon orcdlt applloaUona odlaotad In 1 DM and IMS.

January 2 2 ,1 9 9 6
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T H E  C A S E  F O R  L A T E  F E E S  F O R  A L A S K A  R E T A IL  C R E O fT  G R A N T O R S  

B A C K G R O U N D  F O R  A L A S K A  H O U S E  B IL L  N O . 3 1 9

A  " l a t e  f o e ” o r  " d e l in q u e n c y  c h a r g e ” i s  a  f e e  i m p o s e d  b y  a  c r e d i t  g r a n t o r  o n  a n  
o v e r d u e  a o o o u n t  R e ta i l  c r e d i t  c u s t o m e r s  w h o  faD  t o  r e m i t  t h e i r  m o n th ly  
m in im u m  p a y m e n t  b y  t h e  a g r e e d  d u e  d a t e  c a u s e  t h e  r e t a i l e r  t o  i n c u r  a d d i t i o n a l  
c o s t s  in  a t t e m p t i n g  t o  c o l l e c t  t h e  p a s t  d u e  a c c o u n t s .  T h e s e  c o l l e c t i o n  c o s t a  a r e  
in  a d d i t i o n  t o  t h e  n o r m a l  c o s t s  i n c u r r e d  in  e x t e n d i n g  c r e d i t  a n d  s e r v i c i n g  t h e  
c r e d i t  c u s t o m e r .  ( O n e  r e t a i l  c r e d i t  g r a n t o r  o p e r a t i n g  u n d e r  A l a s k a  l a w  
e s t i m a t e s  t h o s e  c o s t s  t o  a v e r a g e  a p p r o x im a te ly  $ 7 .8 0 ) .  T h e s e  a d d i t i o n a l  c o s t s ,  
i f  n o t  r e c o u p e d  b y  t h e  c r e d i t  g r a n t o r ,  m a y  s h o w  j p  in  h i g h e r  m e r c h a n d i s e  
p r i c e s ,  m e a n in g  t h a t  c a s h  c u s t o m e r s  a n d  t h o s e  w h o  p r o p e r l y  m a k e  t h e i r  
p a y m e n t s  p r o v i d e  a  s u b s i d y  t o  t h o s e  w h o  d o n ' t  a d h e r e  t o  a g r e e d  p a y m e n t  
t e r m s .  B e s i d e s  a l l o w in g  t h e  r e t a i l e r  t o  o f f s e t  t h e  a o  J t i o n a l  c o s t s  i n c u r r e d ,  l a t e  
p a y m e n t  f e e s  a l s o  p r o v id e  a n  i n c e n t i v e  f o r  t h e  c u s t o m e r  n o t  t o  m i s s  t h e  
p i r  T T tent in  t h e  f i r s t  p l a c e .

T h e  b e s t  p u b l ic  p o l i c y  r e s p o n s e  t o  t h i s  s i t u a t io n  i s  t o  a l lo w  r e t a i l e r s  t o  a s s e s s  a  
l a t e  p a y m e n t  f e e  o n  d e l i n q u e n t  c r e d i t  c u s t o m e r s  a t  a n  a m o u n t  w h ic h  
e n c o u r a g e s  t h e  c u s t o m e r  t o  m a k e  t im e ly  p a y m e n t  a n d  e n a b l e s  t h e  r e t a i l e r  t o  
r e c o v e r  t h e  a d d i t i o n a l  c o s t s  w h ic h  i t  i n c u r s  w h e n  t h e  c u s t o m e r  d o e s  n o t  d o  s o .  
T h u s  t h e  A la s k a  R e ta i l  I n s t a l lm e n t  S a l e s  A c t  (R IS A ) h a s ,  s i n c e  i t s  e n a c t m e n t  in  
1 9 6 2 ,  a u t h o r i z e d  r e a s o n a b l e  l a t e  f e e s  o n  r e t a i l  i n s t a l l m e n t  c o n t r a c t s ; t h a t  i s ,  
c l o s e d - e n d  ( s in g le  p u r c h a s e )  c r e d i t  c o n t r a c t s .  H o w e v e r ,  u n l ik e  t h e  l a w  in  o v e r  
t h r e e - q u a r t e r s  o f  t h e  s t a t e s  in  t h e  c o u n t r y ,  t h e  A l a s k a  a c t  i s  s i l e n t  w i th  r e s p e c t  
t o  t h e  im p o s i t io n  o f  l a t e  f e e s  o n  t h e  n o w - p r e v a l e n t  r e v o lv in g  c r e d i t  a c c o u n t s .

U n d e r  f e d e r a l  l a w ,  s o m e  c r e d i t  g r a n t o r s  c a n  a n d  d o  c h a r g e  l a t e  f e e s  o n  r e t a i l  
c h a r g e  a g r e e m e n t s .  S u c h  r e t a i l e r s  e x t e n d  c r e d i t  t h n  u g h  a  f e d e r a l l y - c h a r t e r e d  
" c r e d i t  c a r d  b a n k ”  o r  t h r o u g h  a  n a t io n a l  o r  s t a t e  b a n  \  l o c a t e d  in  a n o t h e r  s t a t e  
u n d e r  w h o s e  l a w s  t h e y  c a n  le g a l ly  i m p o s e  l a t e  c h a r g e  ) o n  d e l i n q u e n t  a c c o u n t s  
in  A la s k a .  S e v e r a l  s u c h  r e t a i l e r s  a r e  c u r r e n t l y  im p<  s in g  l a t a  f e e s  o n  A la s k a  
r e s i d e n t  c u s t o m e r s .  T h is  p u t s  r e t a i l e r s  o p e r a t i n g  u n d e r  t h e  A l a s k a  R IS A  a t  a  
c o m p e t i t i v e  disadvantage b e c a u s e  c u s t o m e r s  wHI f i r s t  p a y  t h o s e  b i l l s  w i th  a  
l a t e  f e e .  A s  a  r e s u l t ,  t h e  b i l ls  f r o m  r e t a i l e r s  o p e r a t i n g  u n d e r  A l a s k a  l a w  g o  t o  
t h e  b o t to m  o f  t h e  s t a c k  a n d  t h o s e  f r o m  o u t - o f s t a t e  c r e d i t o r  s  g e t  p a i d  f i r s t .

P R O P O S E D  L E G IS L A T IO N  -  A L A S K A  H O U S E  B IL L  N O . 3 1 9

T h e  p r o p o s e d  l e g i s l a t i o n ,  H o u s e  BUI N o . 3 1 9 ,  w o u l d  ( in  S e c t i o n  1 0 )  c o r r e c t  t h e  
c u r r e n t  in e q u i ty  in  t h e  A l a s k a  R e ta i l  I n s t a l lm e n t  S a l e s  A c t  b y  a f o w i n g  t h e  
im p o s i t io n  o f  a  r e a s o n a b l e  d e l i n q u e n c y  f e e  n o t  o n ly  w h e n  a  p a y m e n t  o n  a  r e t a i l  
i n s t a l lm e n t  c o n t r a c t  i s  l a t e ,  b u t  a l s o  w h e n  a  p a y m e n t  o n  m r e t a i l  c h a r g e  
a g r e e m e n t  i s  l a t e .  H o u s e  Bill N o . 3 1 9  r e s t o r e s  f a i r n e s s  t o  c r e d i t o r s  o p e r a t i n g  
u n d e r  A l a s k a 's  l a w  a n d  t h e  v a s t  m a jo r i ty  o f  c r e d i t  a c c o u n t t i o l d e r s  w.*«o p a y  t h e i r  
b i l l s  o n  t im e  a n d  s h o u l d  n o t  b e  r e q u i r e d  t o  s u b s i d i z e  t h o s e  w h o  d o  n o t



RETAIL CREDIT (2 PARTY)
3
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? t ^ e Maximum Late P avm ent F ee  Authorized

Arizona Not to e x ce ed  $5.00 for installment less  than  $25.00, $10.00 for over $25.00.
\ rk an sas No statutory limit. Must equal that a s s e s s e d  in a t least one  other s ta te

California Not to ex ce ed  $10 .00
Colorado Not to ex ce ed  $15.00
Connecticut Lesser of 5*/< of monthly paym ent or $10 .00
District of Columbia Not to ex ce ed  $10 .00
Florida Not to exceed  $10-00
Georgia Maximum of $10 .00
Hawaii Lesser of 5% of monthty paym ent or $50 .00
Idaho G reater of 5% of paym ent or $5.00
Illinois Not to ex ce ed  $10 .00
Indiana Not to e x ce ed  $ 1 5 .00  adjusted yearly
Iowa Not to exceed  $10 .00
K ansas Not to ex ce ed  $10 .00  or 5% of monthly p aym en t with a  $25.00 maximum 

$5.00 for installment less  than $25.00, $10 .00  for over $25.00.
Kentucky Ceiling unspecified
Louisiana Parity with late fe e s  being exported into s ta te  by out of s ta te  banks
Maine Lesser of $ 1 0 .00  or 5% of delinquent installment
Maryland No statutory limit
M assachuse tts Not to 9 x ceed  the le sse r  of 10% of ba lance  or $10 .00
Michigan No statutory limit
M innesota Equal to  fee  permitted by National Banks und er  MN law (greater of 5%  or $5.00)
Mississippi Maximum of $10 .00
Missouri Not to e x ce ed  $5 .00  for installments less  then  $25.00, $10.00 for installments over
Montana Lesser of 5%  of monthly paym ent or $15 .00
N ebraska The grea te r  of 5%  of installment or $5.00
N evada Agreed upon am ount, no statutory limit
New H ampshire Agreed upon am o u n t
New Je rsey Not to e x ce ed  $10 .00
New York Agreed upon am ount, no statutory limit
North Carolina $5.00 on b a la n c e  of less  then 5100.00 an d  $10 .00  on balance of $100  o r  g rea te r
Ohio Lesser of 5%  of monthly paym ent or $3.00
Oklahom a Greater ot 5 %  of th e  monthly paym ent or $12 .50
Oregon No Statutory limit o the r  then the charge  b e  rea so n ab le
Pennsylvania Not to e x c e e d  $12 .00
R hode Island Not to e x c e e d  $12 .00
South Carolina 5% ot paym ent not to exceed  $10.00 or 40%  of $10.00
South Dakota Agreed upon am o u n t
T e n n e s s e e Ceiling unspecified
T exas Not to e x ce ed  $10 .00
Utah G reater of 5%  of monthly payment or $20.00
Virginia Agreed upon am oun t
Washington No statutory limit o ther than am ount m ust b e  reasonab le
W est Virginia Lesser of 5%  of monthly paym ent or $5 .00
Wisconsin Not to e x c e e d  of $10 .00

Not intended as legal advise, opinion of local counsel should be obtained

1 0 / 1 0 / 9 5



R e t a i l  C r e d i t  ( 2  P a r t y )

S t a t e s  T h a t  A u t h o r i z e  L a t e  P a y m e n t  F e e

Late payment fee permitted
•

Late fee of $10.00 or 
grealer permitted

. . t
... V. .. No iate tee authorized

If2

12/4/95
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A

RETAIL CREDIT SERVICE CHARGES 
GOVERNMENT-IMPOSED RATE CEILINGS

STATE ANNUAL RATE CEIUMG
1. Arizona Competitive Market Rata (No OmamnMnl-hipoud 

Ceifing)
2. CaMomia Competitive Market Rata9. Connecticut Competitive Markat Reta4. Dataware Competitive Market Reta
5. Idaho CoaipaUttva Markat Rata6. Illinois CoanpatithM Markat Rata
7. Kentucky Competitive Markat Reta
9. Main* Competitive Market Rata
0. Montana Competitive Markat Rata
10. Nevada Competitive Markat Rata11. NewHampehira Competitive Markat Rata
12. New Jersey Competitive Markat Reta18. Naw Mexico Competitive Markat Rata14. NawYork Competitive Marked Rata15. North Dakota Competitive MarhatRate
19. Oration Competitive Market Rata
17. Rhode Island Cr.̂ patitiva Market Rat*19. Couth OaraMna Competitive Market Rat*19. South Dakota Competitive Market Rat*
20. Utah Competitive Market Rata21. Virginia Compatitiv* Market Rat*22. Washington Competitive Market Rat*
29. Florida Parity [highest rate Imported Into state by out-of- etatebank)24. Louieiana Parity23. Ohio 25%23. Hawaii 24%
27. Maryland 24%
29. Colorado 21%29. Gaorgia 21%90. Indiana 21%91. Mlaaiaalppi 21%92. Oklahoma 21%33. Tannaaa** 21%S4. Vermont 21%15. Wyoming 21%33. Tana Parity (with maximum of 21 %)97. North Carolina 21% on krai $900 of batanca, 18% on remaining balance38. Alabama 21% on feral $7SO at balance, 18% on remaining balance39. Kansa* 21% on fret $1,000 of balance, 14.4% on remaining40. Nabraaka 21% on Mrat $500 of balance, 19% on remaining41. tfichigan 20.4%42. Mmaouri 20.04%43. Iowa 19.9%44. Maaaachuaatta 19%45. Minnesota 18%49. Panneyt vania 18%47. Wart Virginia 19%49. Wiaoonain 18%43. Alaska 1$%on first $1,000 of balance, 6% plus the Federal Discount Rale (currently &%%) on remaining balanceSO. Arkansas S% piue th* Federal Discount Rat* (currently S%%) [Constitutional provision]

Note: Legislation which wouM rtmov* govemaMnt-impoaed re la oatkng* J* iitrinfly pending hi AImIu, tadtena and Missouri.
102/M



RETAIL REVOLVING CREDIT (2  PARTY)

OPEN COMPETITIVE CREDIT MARKET STATES 
(NO STATUTORY FINANCE CHARGE RATE CEILING)

ARIZONA

CALIFORNIA
CONNECTICUT

D E L A W A R E

ID A H O

ILLINOIS
K E N T U C K Y

MAINE
MONTANA

NEVADA

NEW HAMPSHIRE 

NEW JERSEY 

NEW MEXICO 

NEW YORK 

NORTH DAKOTA 

OREGON 

RHODE ISLAND 

SOUTH CAROLINA 

80UTH DAKOTA 
UTAH 
VIRGINIA 

WASHINGTON

"PARITY" STATES"

(IN-STATE RETAILERS MAY USE HIGHEST RATE 
BEING IMFORTED INTO STATE BY OUT-OF-STATE BANKS)

FLORIDA
LOUISIANA

Note: Legislation which would ramove govemment-impoaad rats oeBlngs to currently 
pending in Alaska, Indiana and Missouri. 1/22/96
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c

T h e  E c o n o m i c  I m p a c t s  o f  R e v o l v i n g  C r e d i t  
R e g u l a t i o n  i n  W i s c o n s i n

A p r i l  1 9 9 5

J a m e s  M .  J o h a n n e s  
P r o f e s s o r  a n d  C h a i r  

D e p a r t m e n t  o f  F i n a n c e ,  I n v e s t m e n t  &  B a n k i n g
S c h o o l  o f  B u s i n e s s  

U n i v e r s i t y  o f  W i s c o n s i n - M a d i s o n
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A ppendix  C

G o v ern m en t an d  A cadem ic S tud ies  o f U su ry  L aw s: S am p le  C onclusions

"In general, various em pirical studies on consum er credit and m ortgages support 
the idea that when usury ceilings are binding fee volum e o f  loans declines, lenders 
try to upgrade quality to the detrim ent o f  low er incom e individuals and noninterest 
methods o f com pensation increasingly arc employed-" (Jam es V an H orne, F in an c ia l 
M arket R ates an d  F low s, p . 222).

"Interest rates have alw ays been an object o f  suspicion. N o longer is lending at 
in terest a crime but in m ost place a m axim um  rale is act b y  law . Unfortunately, 
the ceiling is often far below  what w ould be set by the com petitive supply and 
dem and market after account is taken o f  riskiness and  adm inistrative expense 
connected with small loans. The result? Funds dry up. The cheap m oney you 
c an ’t get does you little good. Veterans w ho tried to get m ortgages learned this in 
the 1950’s. College students trying to get tuition lo an s..lea rn ed  this in the 1960’s 
and 1970's." (Paul Sam uelson, Econom ics, 11th ed., p . 370)

"W e have learned too siow ly and painfully that while governm ent interest rate 
ceilings may hold down the cost o f a loan, they frequently result in a  custom er’s 
getting no loan at all." (Peter S. Rose, M oney a n d  C a p ita l M arkets , p . 360).

"A significant finding by  this governm ent sponsored study (jR eport o f  the N ational 
Com m ission on C onsum er F in an ce, 1972) is feat ’s tite  legislation especially has 
tended to restrain com petition and unnecessarily segm ent the consum er credit 
m arket’...the com m ission studied num erous other aspects o f  consum er lending in 
term s o f their overall effect o n  the public. G enerally, the legislation (such as usury 
laws) which seeks one im provem ent produces undesirable side effects such as 
reduced credit availability o r serv ice ..Jn  addition to  advocating fee repeal of 
restrictive state legislation the com m ission recom m ended im proving consum er 
know ledge and industry com petition." (Robert Edm ister, F in an c ia l Institu tions, 
M arkets and M anagem ent, pp. 262-3)

"Nevertheless, a num ber o f states have succeeded in liberalizing their usury laws, 
in som e cases tying the ceiling rate to a  m arket rate. How ever, other states have 
encountered serious difficulties in obtaining revision, and  their cocisumersJiaye^ 
suffered as a consequence." (Econom ic P erspectives, T ed era i Reserve Bank of 
C hicago  S ep t/O cri 980, p. 17)
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Table 2

Cihsl and MevviiiK' Kalins far Seli'dcil Types nf Hunk Credit, W I'

Jit Ml Credit t 'ard Iitslulliiiitit Real estate 
uuirgliige

Commercial 
und oilier 1

• l*trcenl nf 
outslundlng 
balances1

Percentage
distribution

Percent uf 
outstanding 
bulunces1

Percentage
distribution

Percent of 
o irtlundlng 
balances1

Percentage
distribution

Percent of 
•ul standing 
balances'

Percentage
distribution

Revenue .
Interest 14.9 57 11.5 •97 10.2 95 10.0 97
Noninterest’ n.o 42 .4 3 .5 5 .3 3

Tutu)'Revenue 26.11 100 11.9 10(1 10.7 inn 10.3 100

Cost
Operating 13.1 57 3.4 33 1.4 18 2.1 23
Credit losses 3.5 15 .7 7 .3 4 .8 9
Cusl of funds 6.2 27 6.1 60 6.3 79 6.2 68

Total Cusl 22.8 100 10.3 100 8.0 100 9.1 100

Net eurnitigs before 
taxes

3.1 ■ti 1.7 ... 2.7 ... 1.1

]. Daia reflect averages of coal and revenue categories weighted by average outstanding balances for lluce size groups presented ki the 1991 National
Average Repor'. Components muy not sumc to totals because of rounding.

2, Outstanding balances arc average amount.1) outstanding for the year.
3, For ircdil cards, includes merchant discounts, and penally and cash advance fees.

Source: Federal Reserve Uullelhi, September 1992



J h N  2 i  'V b  I S - U  hH  j l > '  UUUi R t L M I U N b  y i b 4 4 U f e « t o  IU lyUV̂ bbilUiy
T ab le  3

K  i.H-'l-’

)
C ost and  R evenue R atios fo r  M erch an t P rov ided  C re d it  1992

R evenue

Interest
Noninterest

Total

P e rcen t o f O u ts tan d in g s

15.10 .

15.10

P e rc en t C o n trib u tio n

100

100

C ost

Operating 
Credit Losses 
Cost of Funds 

Total

7.28
3.45
6.94
17.67

41
20
39
100

)
Net Earnings before taxes -251

Source: Ray McAlister, ’’C onsum er Credit: An Introduction,” University of North Texas
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VI. M erchant C redit

This study, like many others, has focused primarily on the bankcard market. Another 
significant player in the revolving credit market is retail stores. Retail open-end credit, or 
"merchant credit,” is different than bankcard credit.

As Tible 5 illustrates, retail credit accounts for about 19% of all outstanding open-end credit, 
but 48% of all outstanding open-end accounts. The penetration of retail accounts in this 
market anests to the importance of availability of open end credit to consumers and 
merchants. One reason 48% of the accounts make up only 19% of the outstanding balances 
is that balances carried on retail credit cards are typically much smaller. GE Capital, for 
example, reports average outstanding balances on retail credit it issues for firms Idee 
Montgomery Ward, Casual Comer and American TV of about $230. A recent study by 
Professor Ray McAlister at the University of North Texas [8] reports that over 80% of retail 
customers sampled in California had outstanding balances less than $200.

As mentioned in Section n, there axe several significant differences between bankcard and 
retail card revenues and expenses. Tables 2 and 3 show that retailers receive litde fee income 
and rely primarily, if not exclusively, on finance charges for revenue. They also show that on 
the expef.se side, interest expense is typically higher than it is on hmkeards because retailers 
must borrow -rroney from banks- 

•

Less revenue aid higher expenses imply that retailers have a very difficult time running 
profitable credit operations when all they can charge is 18%. Unprofitable operations create 
three problems. The first is that merchants attempt to recover losses on credit operations not 
by charging higher fees but by charging higher prices. The problem this creates is that all 
purchasers, not just credit users, pay the higher prices. As a result, cash payers subsidize 
credit users. This phenomenon is well-known as the last quote in Appendix C from a Federal 
Reserve Studv of Retail Credit attests.
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The second problem is that this can put local merchants at a serious competitive disadvantage 
when they, because of usury ceilings, cannot charge the market clearing rate for retail open- 
end credit. lc\ this situation, local merchants must raise prices tc cover credit losses such as 
those illustrated in Table 3. National merchants, who import races from National Banks they 
have set up in other States, charge market lllaring rates at which their credit programs are 

' profitable. Because the credit operations of those national merchants at least break even at 
the higher rates, they do not have to charge higher prices to recover losses on credit 
operations. Hence their prices are Lower and pm them at a competitive advantage over local 
merchants.

A third problem usury limits create for merchants is that merchants abandon in house credit 
in favor of bankcards and thereby lose an important tool to create customer allegiance'. In the 
process consumers lose a local source of credit,

Tib lc 18 illustrates the fact that many national chains operating in Wisconsin are currently . 
'mportlng these higher rates through their banking affiliates. This raises an important issue.

1 merchants who do not want tc play this cash price subsidy game can always contract 
with u national bank to offer credit from a neighboring state. The problem with this is that it 
results in the expon of credit operations and jobs to neighboring states, consumers are denied 
access to local credit, and local residents just end ur paying the higher rate anyway. As 
interest rates in the economy are again rising, several banks have indeed positioned 
themselves to provide these credit services from states wher, finance charges are deregulated. 
Househoi ’ Bank. Illinois, for example, issues these "private label” cards for companies like 
Builders Square. GE Credit issues Home Depot private label cards through its affiliate 
Monogram Bank in Georgia. The list of merchants they provide credit for in regulated States 
is growing.

Like the bankcard discussion above, however, it is important to consider two issues. Is there 
enough competition in retail credit to ensure that consumers will pty a fair price for retail 
credit, and. what has the experience been on the retail side when retail rate* are deregulated?

JhN 23 '9b 12:13 FR JCP GOUT RELPT1 CMS 9164411626 TO 1907^652019 P.15--17
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•

The answer to the first question is that most merchants accept bankcards as well. If die 
merchant’s rate is not competitive, consumers will just use bankcards to purchase goods, 

y This is true of many major retailers like Penncy’s, Sears. Goodyear, Marshall Field’s,
Limited, etc. In other words, for the most part, this market is just as competitive as the 
bankcard market because they are typically one and the same market

As for experience with deregulation, a recent study by McAlister [8] found that two years 
after Washington deregulated open end credit in 1992, nearly 75% of retailers had not 
changed their finance charge even chough State Law allowed them to do so. Indeed only one 
of the largest eight companies raised its finance rate. This evidence is entirely consistent with 
the view that competition dictates the finance charges on revolving credit, not State Statutes.

JAN 23 '9b 12=13 FR JCP GOUT RELATIONS 9:64411b2b TO 191374652819 P. 16-'17
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Vico President 
Director
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Services.

February 20, 1996

The Honorable Mark Hanley 
Co-Chairman, House Finance Committee 
Alaska State Legislature 
State Capitol (MS 3100)
Juneau, AK 99801-1182

Re: HB-319 and SB-157

Dear Co-Chairman Hanley:

Avco Financial Services, who is headquartered in Costa Mesa, California but has an operating 
branch located in Anchorage, supports HB-319 and SB-157. These bills make certain positive 
changes by updating the Alaskan Statutes that affect small loans and retail installment 
transactions. If passed into law, these bills will help both the industry and the consumer. Their 
passage will also allow further expansion of our services within the State of Alaska.

I want to thank you and the members of the Finance Committee for considering these bills and 
would like to urge their passage.

Sincerely

H. Lee Rowell

HLR:cb
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S A L E  O F  N O R T H  S L O P E  R O Y A L T Y  O I L

T O

T E S O R O  A L A S K A  P E T R O L E U M

C O M P A N Y

A la s k a  D e p a r tm e n t o f

N A T U R A L  

R E S O U R C E S

D i v i s i o n  o f  O i l  A n d  G a s



C o n t r a c t  T e r m s

T erm

• T h r e e  Y e a r s :  J a n u a r y  1, 1 9 9 6  to  D e c e m b e r  3 1 ,  1 9 9 8 .

Quantity

• 3 0  p e r c e n t  o f  P r u d h o e  B a y  U n i t  r o y a l t y  p r o d u c t i o n ;  a b o u t  
4 0 , 0 0 0  b a r r e l s  p e r  d a y  in  1 9 9 6  d e c l in i n g  to  3 5 ,0 0 0  b a r r e l s  
p e r  d a y  b y  1 9 9 8 .

P r i c e

Exxon’s West Coast Royalty Value

•  F o r  T e s o r o :  P r i c e  c e r t a in ty .  R e t r o a c t i v e  p r i c e  
a d j u s t m e n t s  d u e  to  p r o d u c e r  “ t r u e - u p s ” a n d  a u d i t s  a re  
m in i m iz e d .

•  F o r  A la s k a :  P r i c e  e x c e e d s  v a l u e  o f  r o y a l t y - i n - v a l u e  o il  
( R I V ) .

•  P r i c e  c o m p e n s a t e s  f o r  “ d i s p l a c e m e n t  e f f e c t ” a n d  
“ c o m p e t i t i v e  e f f e c t . ”



P u r c h a s e  P r i c e  R e o p e n e r

T e s o r o  a n d  th e  S t a te  c a n  r e n e g o t i a t e  th e  p r i c e  i f  th e  
e x p o r t  b a n  is  l i f te d .

I f  th e  S ta te  a n d  E x x o n  r e n e g o t i a t e  th e  E x x o n  r o y a l t y  
v a lu e  u n d e r  th e  t e r m s  o f  th e  A N S  R o y a l ty  S e t t l e m e n t , 
T e s o r o  m a y  t e r m i n a te  th e  c o n t r a c t  i f  th e  n e w  p r i c e  is  n o t  
to  i t s  l ik in g .

S e c u r i t y

L e t t e r  o f  C r e d i t  e q u a l  to  th e  v a lu e  o f  7 5 - d a y s  d e l iv e r y  o f  

R I K .

C o v e r s  S ta te  e x p o s u r e  to  “ D e f a u l t  R i s k ” a n d  
“ D e n o m i n a t i o n  R i s k ”

I f  T e s o r o  a n d  th e  S t a t e  a g r e e  to  a n  a c c o m m o d a t i o n  th a t  
w i l i  m i t i g a t e  th e  D e n o m i n a t i o n  R i s k ,  th e  L e t t e r  o f  C r e d i t  
r e q u i r e m e n t  w i l l  b e  r e d u c e d  to  6 0 - d a y s .



L o c a l  H i r e

T e s o r o  w i l l  h i r e  A l a s k a n  r e s i d e n t s  to  th e  e x t e n t  a l l o w e d  
b y  th e  C o n s t i t u t i o n .

I n - S t a t e  P r o c e s s i n g

T e s o r o  is  o b l i g a t e d  to  r e f in e  8 0  p e r c e n t  o f  th e  R I K  in  its  
N i k i s k i  r e f in e r y .

P r o v i d e s  c o m m e r c i a l  f l e x i b i l i t y  to  T e s o r o  to  o p t i m i z e  i ts  
r e f i n e r y  o p e r a t i o n

P r o v i d e s  th e  S t a t e  w i th  a s s u r a n c e  t h a t  b e n e f i t s  o f  th e  s a le  
w i l l  s ta y  in - s ta t e .



I n - S t a t e  B e n e f i t s

C a s h  V a l u e  O f f e r e d

•  T e s o r o  w i l l  p a y  a  p r i c e  th a t  e x c e e d s  th e  v a lu e  o f  R I V .

•  C o m p e n s a t e s  f o r  p o te n t i a l  l o s s e s  in  r o y a l t y  a n d  
s e v e r a n c e  t a x  r e v e n u e s  a t t r i b u t e d  to  th e  “ d i s p l a c e m e n t  
e f f e c t . ”

AS 38.05.183(1) 
and AS 38.06.050(1)

E c o n o m i c  a n d  S o c i a l  E f f e c t s

•  T e s o r o  e m p l o y s  1 8 9  p e o p le  in  th e  K e n a i  P e n in s u la  
B o r o u g h  a n d  a  to ta l  o f  5 5 2  p e o p l e  s t a t e w id e .

•  T e s o r o  p a y s  $ 1 .3  m i l l i o n  in  lo c a l  p r o p e r ty  t a x e s .

•  T e s o r o  p a y s  $ 7 .6  m i l l io n  in  v a r io u s  i n c o m e ,  p a y r o l l ,  a n d  
e x c i s e  t a x e s .

•  N o  i n c r e m e n t a l  e f f e c t s  o n  lo c a l  s o c ia l  i n f r a s t r u c t u r e  
( s c h o o l s ,  r o a d s ,  p u b l i c  s a f e ty ,  l a n d  u s e ,  e tc . )  is  
a n t i c i p a t e d  a s  a  r e s u l t  o f  th e  s a le .

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



B e n e f i t s  o f  I n - S t a t e  R e f i n i n g

•  T h e  S t a te  i m p o r t s  1 5  p e r c e n t  o f  i t s  p e t r o l e u m  p r o d u c t s  
r e q u i r e m e n t s .

•  I m p o r t s  w i l l  b e  d i s p l a c e d  b y  in - s t a t e  r e f i n in g  a n d  m o r e  
a g g r e s s i v e  c o m p e t i t i o n  w i l l  b e n e f i t  l o c a l  c o n s u m e r s .

AS 38.05 .183(3 ) 
and AS 38.06 .070(2 ), (6 ), and (8)

A b i l i t y  o f  T e s o r o  t o  P r o v i d e  R e f i n e d  P r o d u c t s

•  T e s o r o  h a s  b e e n  in  b u s i n e s s  in  A l a s k a  s in c e  1 9 6 9 .

•  I t  c o m m a n d s  a  3 0  p e r c e n t  s h a r e  o f  th e  lo c a l  m a r k e t  i n  
d i e s e l  f u e l s ,  j e t  f u e l s ,  a n d  g a s o l i n e  a n d  i t  is  a  m a jo r  
s u p p l i e r  o f  p r o p a n e  a n d  b u ta n e .

AS 38.05 .183(4 ) 
and AS 38.06 .070(6 )



E n v i r o n m e n t a l  E f f e c t s

•  T a n k e r s .  N o  i n c r e a s e  in  t a n k e r  t r a f f i c  b e tw e e n  V a l d e z  
a n d  N ik i s k i  is  a n t i c i p a t e d  a s  a  r e s u l t  o f  th e  s a le .
T e s o r o ’s r e c e n t  r e f i n e r y  e x p a n s io n  m e a n s  th a t  f e w e r  
o u t b o u n d  s h ip m e n t s  o f  p r o d u c t s  w i l l  o c c u r .

•  A i r  Q u a l i ty .  T h e  s a l e  w i l l  n o t  c o n t r i b u te  to  a n  in c r e a s e  
in  e m is s i o n s  a t  th e  r e f in e r y .  T e s o r o  n o w  o p e r a te s  u n d e r  
A D E C  A i r  Q u a l i t y  C o n t r o l  p e r m i t s .

•  G r o u n d w a t e r  a n d  S o i l  C o n t a m i n a t i o n .  U n d e r  
c o m p l i a n c e  w i th  A D E C  a n d  th e  E P A ,  T e s o r o  is  
u n d e r t a k i n g  a  lo n g  t e r m  c le a n - u p .  T h e  s a le  w i l l  
c o n t r i b u t e  to  th e  c o n t i n u e d  e c o n o m ic  o p e r a t i o n  o f  th e  
r e f i n e r y  a n d  th e  c l e a n - u p  p r o g r a m .

A S  3 8 .0 6 .0 7 0 (7 )
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Major North Slope RIK Contracts to In-State Purchasers Since 1980

Purchaser
Con 11a c  I

Period Total Volumes Purchased  
_______ (Darrels)________

1900

Chevron
C he v ro n I 
C he v ro n 2 
C he v ro n 3 
Kuporuk
Pe lro s ta r Purchases

7 /8 0 -6 /8 1  
5/83 - 5/84 
5/84 - 7/91 
12 /8 6 -12 /9 1 
12 /3 6 -1 2 /9 1

S ub to ta l 
Plus; Tesoro E xchange Ba

1901 1982 1983 1904 1905

Total Chev ron

G o lden V a lle y E lec tric A ssoc ia tion
GVEA 
G VEA 2 
GVEA 3

MAPCO

Pstrostar
Petro Star 
P e lro Slar JV

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

6/81 - 5/84 
6/84 - 9 /85 
10 /8 5 -12 /9 1

Total GVEA

I / fx  - Present

1 2 /8 6 - 12/91 
3 /9 2 - 12/93

Total Petroslar

7 /8 0 -6 /8 1 
7/80 

12/81 - 1/82 
1 /8 3 -1 2 /9 4  
1 0 /8 5 -8 /9 0  
1 /95 -1 2 /9 5

Tesoro 7 (N ew  Tesoro 1 /9 6 -1 2 /9 8

S ub to ta l 
Less: C he v ro n E xchange Barrels

Total Tesoro

1906 1987 1980 1989 1990 1991 1992 1993 1994 1995

'M

K-ti.
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D i s p l a c e m e n t  E f f e c t

If the North Slope producers take all of our royalty oil "in-value,'* 
then their shipments will look like this:

40 ,000  +(Tesoro) 660 ,000  (CA and WA)
In percentage terms:

4%  + 66%  +
The calculation of royalty value (and severance tax) is:

($12 x  4% ) + ($12 x 66% ) +

300 ,000(Gulf Coast)
30%

($10 x  30% )

= 1,000,000 (Total)
= 100%

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

660 ,000 (CA and WA)0 +(Tesoro)
In percentage terms:

0%  + 68.75%
The calculation of royalty value (and severance tax) is:

($12 x 0% ) + ($12 x  68 .75% )

+

300 ,000(Gulf Coast)
31.25%

($ 1 0 x 3 1 .2 5 % )

=960,000

=100%

In this example, the state loses two cents on every barrel of royalty and severance tax 
(together about 25% of 960,000) or $4,800. To make up the difference, an additional 

twelve cents has to be added to each Tesoro barrel (40,000 x $.12 = $4,800).
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An A nalysis o f  the D epartm ent o f  N atural R esources'
Proposed Three-Year Contract fo r  the Sale o f  

Prudhoe Bay Royalty Oil to Tesoro

The Department o f  Natural Resources ( “ DN R ") is proposing to se ll 30%  o f  the 

sta le ’s royalty o il entitlement from  the Prudhoe Bay U n it-o r about 27%  o f  a ll North 

Slope royalty o il—to Tesoro Alaska Petroleum Company ("T eso ro ” ). Roughly 40,000  

barrels per day o f royalty o il would be available to Tesoro under the contract.

The contract term would be only three years, and would require that at least 80%  

o f  the o il purchased be processed at Tesoro’s Nikiski refinery.

The contract requires legislative approval under AS 38.06.055. Royalty o il has 

been, and remains, the principal feedstock f o r  Tesoro’s refinery; indeed, deliveries under 

the proposed contract would represent about 80%  o f the refinery's crude supply. There 

are no other stable, long-term sources o f  crude fo r  that refinery, and Tesoro's current 

one-year contract f o r  state royalty o il expires on December 31, 1995.

As a result, if the legislature is unable to act on the proposed contract before 

it adjourns its 1995 session, Tesoro would lose about 80% of its crude oil supply, 

and continued operation of the Nikiski refinery would be in peril.'/

Because the proposed contract must be reviewed by the Alaska Royalty O il and 

Gas Development Advisory Board ( “ Royalty B oard ") before being presented to the

I. Summary

'/  By statute, DNR could not even renew Tcsoro’s onc-ycar purchase contract without the 
legislature’s approval. AS 38.06.055(c).



legislature, V  legislation approving the contract should be ripe f o r  introduction about 

April 24, 1995. However, and given that time is short, the legislature ought to begin 

evaluating the proposed contract now.

The legislature will review the proposed contract from  two distinct perspectives: 

(J ) as steward o f  Alaska's economy; and (2 ) as a seller o f  o il intent on receiving fu l l 

value, and adequate security, f o r  its product. This paper looks at the contract from  both 

points o f  view:

1. The A laska Economy. Alaska has a longstanding policy o f  employing a 

portion o f  its royalty o il entitlement to promote the growth of, and competition among, 

in-state o il refiners. As a result, Alaska has become virtually self-sufficient in refined 

petroleum products, and the resultant competition between the state's three instate 

refiners has saved Alaska consumers hundreds o f millions o f dollars in retail gasoline 

prices alone.

Alaska's royalty o il policy has succeeded in large measure through royalty oil 

sales to Tesoro. This despite the fact that, among in-state refiners, Tesoro suffers a 

considerable competitive disadvantage, principally because its refinery is not directly 

linked to the Trans Alaska Pipeline. While Tesoro has never asked the state to help level 

this playing fie ld , future competition can be assured only i f  the state, through its royalty 

o il dispositions, does nothing to aggravate the competitive disparity between Tesoro and 

other in-state refiners.

2/  AS 38.06.050(a).



2. The State’s Interest in F u l l Value. Tesoro has never asked fo r , nor 

has it ever received, any subsidy o r special allowance in purchasing royally oil. 

Certainly the proposed contract grants none. Indeed, DNR has taken considerable 

advantage o f  its virtual monopoly position as Tesoro's only realistic principal source o f  

supply.

Among the document’s more rigorous requirements are these:

a. Price. Tesoro would be obligated, under the proposed contract, to pay 

a substantial “premium" above the price that the state receives from  either: ( I) the North 

Slope producers, in the aggregate, f o r  royalty o il taken in value; o r (2 ) other in-slate 

refiners. In the month o f  January, 1995, that premium would have been $ .19 /bb l.-o r, on 

an annualized basis, about $2.77 million;

b. Security. DNR has always been rightly concerned with the prospect o f  

purchaser default—an event that could force the state to sell royalty o il under distress 

conditions. The proposed contract affords DNR an extraordinary series o f  safeguards in 

this respect. F o r example: in the past, Tesoro has posted a 60-day letter o f  credit to 

guarantee payment o f  o il delivered under the contract. (MAPCO Petroleum, conversely, 

posts no letter o f  credit at a ll.) The proposed contract lengthens that letter o f  credit to 

75 days, unless Tesoro is able to assign its long-term tanker charier agreement to the 

state itself, so that DNR would have immediate access to an o il tanker i f  it found itself 

holding royalty o il; and

c. Special Flexibility to Respond to a Lifting o f  the North Slope Export 

Ban. Even i f  Tesoro takes every barrel allowed under the proposed contract, about 57%
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o f the state’s ANS royalty o il would remain uncommitted, and available f o r  whatever 

opportunities a lifting o f  the ban might create. Moreover, under a special reopener 

clause in the contract, the state can renegotiate the price term i f  and when the ban is 

lifted, and then terminate the contract i f  reopener negotiations don’t yield a price 

commensurate with a changed ANS market. This clause affords DNR ample discretion to 

manage both uncommitted royalty oil, and Tesoro's royalty oil, i f  and when the ban is 

lifted.

In short, at virtually every turn DNR has exploited its considerable bargaining 

advantage. This will be the most favorable contract—from  the state's perspective-under 

which any royalty o il has ever been delivered.

Nonetheless, the contract does meet Tesoro's need f o r  a stable source o f  crude— 

albeit f o r  only three years. As a result, the contract deserves legislative approval.
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II. The Proposed Contract's Contribution to Alaska’s Economy and Energy Self- 

Sufficiency

A. The Proposed Contract is a Continuation o f an Alaska Success Story

Alaska has always used a portion of its royalty oil as more than a source of 

revenue. Since the 1970’s, it has employed that oil to make Alaska virtually self-sufficient 

in gasoline and other refined products. Alaska’s refineries actually have the capacity to 

meet all of the state’s refined product needs. While Alaska still imports about 15% of its 

refined products, 

those imports reflect 

shipments to

Southeast Alaska 

and the Arctic— 

which are beyond the 

effective distribution 

reach of in-state 

refiners. ‘V As Chart 

1 illustrates, except

for those remote-market imports, Alaska’s refinery production virtually equals in-state 

demand.

3/ Source: (1) Consumption: DNR, “Historical and Projected Oil and Gas Consum ption," Feb. 
1994 at 23; (2) Production: Tesoro internal production estimates.
V DNR, “Preliminary Finding and Determination to Sell Royalty Oil to Tesoro A laska Petroleum 
C om pany,” M arch 21, 1995 ("1995 Tesoro Findings") at 9.

Alaska Consumption vs. Refinery Production- 
1994

(barrels p e r  day)

Consumption R e fine ry
P roduc tion

C H A R T  I.3/
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The impact on Alaska consumers has been considerable. A 1992 MAPCO 

Petroleum study, for example, documented a $.30/gallon difference in gasoline prices 

between Anchorage and Southeast Alaska-the higher prices in the Panhandle being 

attributable, in material part, to the lack of refiner competition in that region. 5/ As that 

study explains, even if only 1/3 of that price differential were attributable to the keen 

competition encouraged by state royalty oil policy, that policy would still be responsible 

for a $450 million savings to Alaska consumers in the 1980’s. Id. at 1.

Apart from direct consumer benefits, Alaska’s refining industry directly employs 

about 850 people, and pays about $11 million annually in local and slate taxes. For its 

part, Tesoro employs 552 Alaskans, and it recently completed a $25 million vacuum unit 

designed to convert currently-unprofitablc residual fuel into more valuable product. This 

is in addition to the $236 million in capital improvements that Tesoro has made in Alaska 

over the past two decades.

All these benefits flew directly from the Alaska Legislature’s clear direction to 

manage Alaska’s royalty oil and gas in a way that encourages in-state energy self- 

sufficiency. For example, royalty oil can’t be exported unless it’s surplus to in-state needs, 

6/ and non-competitive sales must always be made to the buyer that “offers the maximum 

benefits to citizens of the state”--including the “benefits of refining or processing the oil or 

gas in the state.” AS 38.05.183(e). 7/

5/ Purvin & G crtz Study, prepared for M A PC O  Petroleum (1992) at 4.
6/ AS 38.05.183(d).
7/ The statutes governing the Alaska Royalty Oil and Gas Development Advisory Board likewise 
create a pronounced bias towards in-state use o f royalty oil. AS 38.06.070(a) and (b).
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Given that 

policy, and the 

considerable benefits 

that have flowed from 

it, it’s surprising how 

small a fraction of state 

royalty oil is actually 

committed to in-state 

refiners. As Chart 2 shows, even if the legislature approves the proposed Tesoro contract, 

only 43% of the state’s ANS royalty oil would be sold to in-state refiners. The rest would 

still be taken in value.s/

B. Royalty Oil Sales to Tesoro Are Largely Responsible for the Success of the 
State’s Royalty Oil Policy.

The state has profited considerably from its modest investment of royalty oil. 

Nowhere is this more true than with respect to DNR’s royalty oil sales to Tesoro. The 

Nikiski refinery began operations in the 1960’s, supplied in part by Cook Inlet royalty oil. 

Tesoro began receiving ANS royalty oil in July, 1980, and, by 1987, Tesoro had invested 

over $200 million to modify the refinery to process ANS royalty crude. ANS royalty oil 

has been the principal source of its feedstock ever since.

From that feedstock, Tesoro supplies virtually all of the gasoline sold in 

Southcentral Alaska, through: (1) its own service stations; and (2) sales to other retailers.

B/  A 1992 contract to sell approxim ately 30,000 bbls./day o f royalty oil to Pctro Star JV over a 
10-year period was term inated by DN R when Petro Star declined to lake oil under the contract.

A l lo c a t io n  o f  A l a s k a 's  N o r t h  
S lo p e  R o y a l t y  O il

CHART 2. Source: 1995 Tesoro Findings at Table 1.
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In addition, Tesoro’s gasoline is sold by MAPCO in Anchorage, and MAPCO’s gasoline is 

sold by Tesoro in Fairbanks. In this way, consumers al both ends of the Alaska Railbelt 

benefit from the presence of both refineries through the resultant savings in transportation 

costs.

Tesoro, to be sure, is not the only player in the Alaska trade, but it is equally plain 

that Tesoro plays a vital role in the delicate balance of competition and cooperation that, 

quite remarkably, has made a state as massive and underdeveloped as Alaska virtually self- 

sufficient in refined petroleum products.

C. Tesoro’s Continued Contribution to In-State Refiner Competition Depends 
on the Continued Availability of Royalty Oil Under Fair Terms

I. The Absence of Any Alternative Source of Supply
As a practical matter, Tesoro has no reliable, long-term source of crude other than 

ANS royally oil. Having modified its refinery to accomodate ANS crude, Tesoro now 

finds itself without any significant private supply source. This because:

(1) ARCO refines its entire production itself;

(2) British Petroleum has declined to sell oil to third parties at Valdez because of 

perceived potential environmental liability; and

(3) Exxon is interested only in occasional, short-term sales.

Indeed, in 1994 Tesoro lost one of the few private sources of ANS crude 

heretofore available to it. Into 1993, Tesoro purchased about 3,500 bbl./day of Milne 

Point production from Conoco. However, Conoco sold its Milne Point interest to British

S



Petroleum at the end of 1993, and BP, for the reasons discussed above, is unwilling to sell 

Milne Point oil to Tesoro.

2. It’s Important to Make Royalty Oil Available to Tesoro Under 
Competitive Terms, Lest the Stale Aggravate Tesoro’s Competitive Disadvantage

Tesoro’s dependency on ANS royalty oil makes it rather tempting for the state to 

exploit its resultant bargaining advantage. As we’ll see in the next section, that’s what 

happened here.

To an extent, DNR has always been strict with its in-state purchasers-a policy of 

restraint borne in large part of the Alpetco Refinery fiasco. There are, however, prudent 

limits to that policy. The state hopes to use its royalty oil to enhance in-stale refinery 

competition. When one of those refineries bears an underlying market disadvantage, DNR 

must take special care to assure that the terms under which royally oil is made available to 

that company are no more burdensome than those offered the company’s more fortunate 

competitors.

In Alaska, Tesoro is the disadvantaged company. Tesoro’s principal competitors- 

MAPCO Petroleum and Petro Star—both take ANS crude directly from the Trans Alaska 

Pipeline (“TAPS”). As a result, neither MAPCO nor Petro Star have to inventory any 

crude oil at their refineries.

Tesoro, on the other hand, must ship its oil first over the entire length of the TAPS 

line, and then by tanker from the TAPS terminal at Valdez to the Nikiski refinery. Tesoro 

resultantly must: (1) always keep about one million barrels of crude oil in inventory; and 

(2) pay about $2/bbl. more for its feedstock than either of its competitiors. And, the 

principal component of that additional cost—the cost of tanker transportation from Valdez

9
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Petroleum at the end of 1993, and BP, for the reasons discussed above, is unwilling to sell 

Milne Point oil to Tesoro.

2. It’s Important to Make Royalty Oil Available to Tesoro Under 
Competitive Terms, Lest the State Aggravate Tesoro’s Competitive Disadvantage

Tesoro’s dependency on ANS royalty oil makes it rather tempting for the state to 

exploit its resultant bargaining advantage. As we’ll see in the next section, that’s what 

happened here.

To an extent, DNR has always been strict with its in-state purchasers-a policy of 

restraint borne in large part of the Alpetco Refinery fiasco. There are, however, prudent 

limits to that policy. The state hopes to use its royalty oil to enhance in-state refinery 

competition. When one of those refineries bears an underlying market disadvantage, DNR 

must lake special care to assure that the terms under which royalty oil is made available to 

that company are no more burdensome than those offered the company’s more fortunate 

competitors.

In Alaska, Tesoro is the disadvantaged company. Tcsoro’s principal competitors— 

MAPCO Petroleum and Petro Star-both take ANS crude directly from the Trans Alaska 

Pipeline ("TAPS”). As a result, neither MAPCO nor Petro Star have to inventory any 

crude oil at their refineries.

Tesoro, on the other hand, must ship its oil first over the entire length of the TAPS 

line, and then by tanker from the TAPS terminal at Valdez to the Nikiski refinery. Tesoro 

resultantly must: (1) always keep about one million barrels of crude oil in inventory; and 

(2) pay about $2/bbl. more for its feedstock than either of its competitiors. And, the 

principal component of that additional cost—the cost of tanker transportation from Valdez
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to Nikiski-is increasing because of new safety requirements imposed through the federal 

Oil Pollution Act of 1990.

MAPCO’s and Petro Star’s proximity to the pipeline not only affords them 

cheaper crude; it also enables them to dispose of unmarketable refinery product at only a 

nominal charge-while Tesoro, conversely, must pay dearly to ship that same product 

south. In particular: Tesoro and MAPCO both produce substantial quantities of heavy 

“residual” oil, which has no market in Alaska. MAPCO is able to return that product to 

the TAPS line, payrng only a $.25-$l .30/bbl. “quality bank” penally. Tesoro, conversely, 

must ship its residual oil to the West Coast at a transportation cost of $3.40/bbl. All 

tolled, Tesoro receives a much lower value for that product than does MAPCO.

Moreover, in recent years Tesoro has been forced to deal with yet another 

unwanted element of ANS crude—a product that, once again, MAPCO simply returns to 

the pipeline. ANS producers have been significantly increasing the LPG component to die 

crude stream, and Tesoro has been required to spend several million dollars to dispose of 

the LPG at the refinery. Again, however, MAPCO can reinject this product into the 

pipeline—which, ironically, even further increases the LPG content of ANS crude oil that 

Tesoro receives at Valdez.

Yet another example of MAPCO’s competitive advantage relates to the receni 

installation of a benzene stripper at MAPCO’s North Pole refinery. This unit reduces or 

extracts benzene, which MAPCO also reinjects into TAPS. This, in turn, has complicated 

Tesoro’s ability to continue to meet gasoline specifications.
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3. Despite Its Disadvantaged Position, Tesoro Has Never Asked for More than 
Competitive A'. cess to State Royalty Oil.

Tesoro has always paid full value for its royalty oil. Indeed, after DNR settled 

with the ANS producers in the Amerada Hess litigation, Tesoro agreed to pay roughly 

$95 million in retroactive price increases to bring its past royalty oil payments in line with 

the theory of “value” won by the agency in Amerada Hess negotiations. Tesoro has paid 

its bills on time--indeed, in recent years it. has unfailingly paid its DNR invoices within 10 

days of receipt. And it has posted a costly letter of credit to guarantee future payments, 

even though its chief competitor posted none.

M: * ♦

In light of what we’ve learned from this section, the proposed contract’s 

pronounced lilt towards DNR will seem rather surprising. This is not a case where the 

state bends some rule, or grants some favor, to encourage some economic enterprise. It is 

much the opposite-an experiment in brinksmanship undertaken despite the consumer 

interests at stake, and the disadvantaged position of the purchaser.
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III. The Proposed Contract Vigorously Protects the State’s Interest as Owner of the 
Royalty Oil

From the perspective of royalty owner, the state’s principal interests in the 

proposed Tesoro contract are three-fold: (1) price: (2) security; and (3) flexibility in 

managing royalty oil. In all three respects, the Tesoro conU-act is uniquely favorable to the 

state.

A. Price
Until now, DNR has been satisfied, in its sales of royalty oil to in-state refiners, to 

receive a price commensurate with the amount it would have received had it left the oil 

with the ANS producers and taken its royalty share in value. As DNR recently said:

Since the firs t royalty o il sale, the stale's policy has 
been that it would not necessarily maximize revenues from  
royalty in-kind sales, but that it would not receive less fo r  
the people ’s royalty when taken in-kind and sold than the 
state would otherwise have received had it left the o il with 
the lessees and taken its royalty in-value.

DNR, F inal Finding and Determination to Sell Royalty Oil to Petro Star Valdez Refinery 

Joint Venture ("Pe tro  Star Findings"), March 4, 1992 at 6. °/ Moreover, DNR has 

declined to ask for any “premium,” above the in-value price, from in-state refiners. In the 

past, DNR considered charging “premiums” for in-state sales out of its concern that its 

royalty oil, when taken and sold in-kind anywhere on the West Coast (including Alaska), 

tended to “displace” other ANS crude from the Pacific Coast, forcing it to the Gulf Coast

y/  As noted previously, the Petro Star JV sale was terminated when Petro Star declined to take oil 
under the contract.
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where it would yield a lower price. A “premium” charged the royalty oil buyer, DNR 

surmised, could offset the revenue loss caused by the “displacement.” I0/

However, DNR has more recently concluded that the “displacement effect” is no 

longer a cause for concern, given the “small and decreasing proportion of gulf sales,” and 

the relatively small amount of oil involved. “/ With respect to Tesoro’s one-year 1995 

contract, DNR said:

The proposed sale to Tesoro is unlikely to 
generate these effects which were a larger concern 
when so much o f  the ANS crude oil was shipped to the 
Gulf Coast...Since the state will clearly benefit from  
the continued operation o f  the Tesoro facility' and, 
since the consumers o f  Alaska are likely to be better 
o ff in a more competitive industry, the state does not 
propose a price premium in this contract.

1994 Tesoro Findings at 14. The same conclusion was reached with respect to the long­

term Petro Star sale. Petro Star Findings at 11 (“For these reasons, and to encourage the 

jobs, income, tax, and consumption benefits from in-state refining, the proposed contract 

does not include a premium.”)

In its Amerada Hess settlements with the principal ANS producers, DNR defined 

“value” as a volume-weighted average of the values of ANS oil in different markets. ANS 

crude is sold along both the West and Gulf coasts, and, of late, Gulf Coast prices have 

generally been $.90-$ 1.00/bbl. less than West Coast prices. By pegging “value” to a 

volume-weighted average of these sales, the aggregate “value” is thus lower than if 

“value” were defined solely with reference to West Coast sales.

10/  See, e.g., Petro Star Findings at 10-11. As discussed in the following text, no premium was 
charged Petro Star.
" /  Id. at 11; sec also DNR, “Preliminary Finding and Determination to Sell Royalty Oil to Tesoro 
A laska Petroleum  C om pany,” August 16, 1994 {"1994 Tesoro Findings") at 14.
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British Petroleum, for example, sells ANS oil in four different markets, and its 

settlement agreement provides that:

The Average Valdez Netback shall be a per 
barre l amount calculated by volume weighted 
averaging the Valdez Netbacks f o r  each o f  the fou r 
market destinations to which production was 
delivered: West Coast, G u lf Coast, Hess and Mid- 
Continent.

ANS Royalty Settlement Agreement between BP Exploration (Alaska) Inc. and State o f  

Alaska, ("B P  Settlement") December 31, 1991, Art. 3.2(d). '"/

This is also the deal that DNR struck with other in-state refiners. The State’s 

contract with Petro Star JV incorporated the BP settlement methodology for valueing 

Petro Star’s oil-with Petro Star paying the “average” royalty value from sales to all 

destination markets, rather than only the West Coast royalty value. Id. at Art. 2.3.

The same is true under MAPCO Petroleum’s long-term contract.

One would expect, then, that the proposed Tesoro contract would allow the 

purchaser to pay on the basis of this same volume-weighted average of West and Gulf 

Coast prices. That, however, isn’t what happened. Intent on charging Tesoro. and 

Tesoro alone, a “premium” for its royalty oil, DNR set Tesoro’s price with reference to 

the value reported under the agency’s Amerada Hess settlement with Exxon. But Exxon 

sells its oil only on the West Coast. As a result, and as Chart 3 illustrates, had the contract 

been in effect in January, 1995, Tesoro would have paid a $.19/bbl. premium over the

l2/ W hile “m arket baskets” o f oil arc used to calculate B P’s royalty obligations, there is a separate 
market basket for G ulf Coast placements, so the volume-weighted influence o f Gulf Coast prices 
remains unaffected.
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value received from other in-state refiners, and from the ANS producers in the aggregate— 

a premium which, over the course of a year, would have approximated $2.77 million.

CHART 3. Source: 
1995 Tesoro

Findings at Table 2. 

131

Finally, 

not only is 

Tesoro charged a 

significant 

“premium.” 

Moreover, the

proposed contract also provides that the State can continue to “adjust” that price upwards 

as it obtains “more accurate information”-the adjustment period running for the full 

period permissible under the applicable statute of limitations. Art. 5.3.

B. Security
I. The Letter of Credit 

DNR has always faced two risks in selling its royalty oil:

13/  Table 2 o f the 1995 Tesoro Findings mistakenly lists the January, 1995 volume-weighted 
average o f all producer prices as $ 11.027. This is due to an inadvertent failure to include British 
Petroleum G ulf Coast sales, and the correct figure o f $ 10.91/bbl. was agreed to in a phone 
conversation with DNR Division o f Oil and G as’ Kevin Banks on M arch 24, 1995.

Further, had Petro S tar actually taken delivery o f royalty oil under its now-terminated 
1992 contract, its actual volume-weighted average price would have been about $ .2 1/bbl. less than 
the $10.91 price depicted in the c h a rt-o r , about S10.70/bbl. T his is because Petro Star had 
contracted for K uparuk River Unit production, which is subject to an approxim ately $ .2 1/bbl. 
K uparuk Pipeline tariff. However, since Petro S tar would have paid that tariff to the pipeline 
com pany, the net cost o f that royalty oil to Petro S tar would have been the sam e as if it had taken 
Prudhoe Bay oil. Therefore, the price term o f the Petro S tar contract is more fairly depicted as tire 
same volum e-weighted average price paid by M APCO.

O p t i o n s  f o r  P r i c i n g  R o y a l t y  O i l  
S o l d  t o  T e s o r o

January, 1995 per barrel ANS values

British Petroleum Reported 
Prices

Volume-Weighted / I  verage 
Producer Price

Exxon Price

C- MAPCO a n d  P e tro  S ta r
P rice

Tesoro 
Contract Price

$9.80 $ 1 0 .0 0  $ 1 0 .2 0  $ 1 0 .4 0  $ 1 0 .6 0  $10 .8 0  C11.00 $11 .2 0
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(1) A certain quantity of oil might be delivered before the state discovered that the 

buyer would be in default. The state wants to be paid for that oil; and

(2) The state is obligated to give the ANS producers a certain amount of advance 

notice before it can require those producers to take the royalty oil back, and pay the state 

in-value. This is the so-called “denomination” period; and, while the state could sell its 

royalty oil to someone else during that waiting period, it fears receiving a lower price 

because it would be a distress sale.

Taking Risk (2) first, prior to 1992 the applicable ANS leases and unit agreements 

generally provided for six months’ “denomination” notice-lhat is, the state could find 

itself holding six months of oil if the buyer defaulted. Nonetheless, prior to 1992 the state 

either: (1) required no letter of credit at all, as with MAPCO Petroleum’s long-term 

contract; or (2) asked for only a 60-day letter of credit, as it did with every Tesoro royalty 

oil contract.

The 60-day letter of credit (or “LOC”) was used because it was the commercial 

norm. In the private sector, longer-term oil purchases arc usually secured, at most, by a 

60-day LOC.

Thus, the risk posed by a “distress sale" during the “denomination” period was 

never the determining factor in DNR’s security requirements. DNR never went beyond 

the bounds of commercial reason, because in doing so it would have risked placing in-state 

refiners at a further disadvantage-which, of course, would have offended Alaska’s royalty 

oil policy.
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Moreover, every Amerada Hess settlement reduced the “denomination” period to 

90 days-unless, as in BP’s case, the producer notified the state that, “after making 

documented good faith efforts,...it is unable to obtain acceptable vessel transportation” for 

the oil. DP Settlement at Art. 2.1(b). Given today’s depressed market among independent 

U.S. flag oil tankers, it’s doubtful that such a claim of “force majeure” could be made. 

And, in any event, the declaration of “force majeure” is intended as the exception, rather 

than the rule.

The point being, of course: if an across-the-board six-month “denomination" 

period wasn’t enough to warrant more than a 60-day letter of credit, the general lessening 

of that period by half would hardly seem to warrant a more lengthy LOC.

Nor would Risk (1) seem to warrant anything more than the tradilionally- 

acceplablc 60-day LOC. Nonetheless, DNR did require a 90-day LOC in its 1992 royalty 

oil sale to Petro Star JV. ‘ V In justifying that requirement, DNR imagined that 70 days of 

unpaid-for oil might be delivered before the state could declare a default. A 90-day LOC, 

DNR reasoned, was necessary to secure payment for that oil—the remaining 20 days' 

value in the LOC being in the nature of liquidated damages for Risk (2). I5/

'■'/ This is the only royalty oil contract to contain the 90-day LOC requirement, and the Petro Star 
contract was a special case. The contract was intended to aid Petro S tar’s plan to build a thcn- 
noncxistent Valdez refinery. It was thus a speculative endeavor that presented the State with some 
o f the sam e risks that it faced with the Alpclco contract years previous.

Tesoro, by contrast, has been a buyer in good standing for a quarter century, and in recent 
years has unfailingly paid its royalty oil bills within about 10 days o f receipt.

M oreover, it should be noted that Petro S tar JV never purchased any royalty oil under that 
contract. One can reasonably surm ise that it didn’t do so, in part, because the security 
requirements extended beyond the bounds of commercial reasonableness and availability.
I5/  Petro Star Findings at 14.
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DNR’s 70-day timeline, however, wouldn’t apply to the proposed Tesoro contract. 

Under that contract, DNR would bill Tesoro within 10 business days after the end of each 

month of delivery, and Tesoro would be required to remit payment within 3 business days 

of billing. Id. at Arts. 5.1 and 5.4. Since DNR can declare a default, and cease deliveries 

of oil, as soon as “Tesoro does not pay in full any sum owed under this Agreement at the 

time when payment is due,” l6/ DNR risks, at most, about 47 days of unpaid-for deliveries 

under the contract—a risk more than amply covered by a 60-day letter of credit. ,7/

Nevertheless, the proposed contract requires a 75-day letter of credit. Id. at Art. 

15.1. And the difference is no small matter to Tesoro. Tesoro’s current 60-day letter of 

credit with DNR consumes over 25% of Tesoro's total credit capacity. A 75-day LOC 

would reduce the company’s available credit capacity by an additional $8-9 million. And, 

based on current Pump Station 1 crude prices, a 75-day letter of credit would increase the 

banking charges associated with the LOC by about $156,000 per year—to a total annual 

cost of about $780,000.

The increase is apparently motivated by DNR’s newly-heightened concern over the 

availability of tanker capacity to ship any royalty oil that it, or the ANS producers, might 

find themselves holding in the event of Tesoro’s default. In that respect, the contract does 

allows Tesoro to reduce the term of the LOC to the traditional 60 days—but only if Tesoro 

can obtain a long-term charter with a tankc" company for deliveries anywhere on the West 

Coast (rather than simply the Nikiski refinery), and then assign that charter to DNR so that

"7 Id. at An. 7.1(ii).
I7/ The 47 days is inclusive of : (1) a month’s delivery of oil; (2) 10 days to render the bill; (3) 3 
days’ payment grace period; and (4) 4 intervening non-business days.

IS



the agency could directly employ the tanker (or further assign the charter to an ANS 

producer) in the event of Tesoro’s default. Id. at Art. 15.2.

Through this remarkable clause, DNR would have a ready answer to BP, or any 

other ANS producer, should that producer attempt to decline royalty oil on 90 days’ 

notice under the Amerada Hess settlements’ “force majeure” provisions.

DNR thus finds itself doubly protected with: (1) a more-than-sufficient 75-day 

LOC; or (2) a 60-day LOC, coupled with an ironclad charter, in-hand, with rates 

acceptable to DNR, to assure prompt transport of any oil—by itself or an ANS producer- 

should a default occur.

But while DNR is amply protected under the security clause, Tesoro isn’t 

protected at all. The LOC can be reduced to 60 days only “if Tesoro and the State can 

reach an agreement” on a mutually-acceptable tanker charter—a rather gossamer 

contingency, from Tesoro’s perspective. If DNR doesn’t like the price term of the 

charter, for example, or is displeased with the charier in any respect, Tesoro will have to 

retain the 75-day LOC.

2. Tesoro’s Solvency 

As with other royalty oil contracts, the proposed Tesoro contract allows DNR to 

terminate the agreement: (1) “[i]f Tesoro becomes unable to pay any of its debts when 

due, or should otherwise become insolvent”; or (2) “[tjherc is a material adverse change in 

Tesoro’s condition, business, or property which may appreciably affect its ability to 

perform.” Id. at Arts. 7.1 (v) and 7.2.
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More importantly, DNR is aware that its royalty oil is being purchased by a 

company with decades of good standing with the agency. With respect to the future, 

DNR has recently said:

Tesoro Alaska's parent company in February 
1994 implemented a dramatic recapitalization plan which 
should provide the company with an immediate 
improvement in cash flow ....Follow ing resolution o f  
Tesoro's dispute with the State o f  Alaska, implementation o f 
the recapitalization plan, and issuance o f  additional 
common stock, the value o f  Tesoro’s common stock has 
approximately doubled.

1994 Tesoro Findings at 9-10.

3. The Absolute Nature o f  Tesoro’s Obligation to Accept Delivery o f
Royalty O il

Although the contract rigorously protects DNR should the state ever be required 

to dispose of royalty oil after a default, DNR’s overriding goal is to assure that this never 

happens. Here again, the contractual safeguards arc extraordinary. Tesoro’s obligations 

to take royalty oil “are absolute, and will not be excused or discharged by the operation of 

any disability of Tesoro, force majeure...or any other reason or cause.” Id. at Art. 29.

The document continues:

(1) Tesoro may , e required to periodically provide DNR with “satisfactory 

evidence or reasonable assurance" of Tesoro’s continued ability to arrange transportation 

for the oil from Valdez. Art. 2.S;

(2) While, on six months’ notice, Tesoro may take less than the maximum 

quantity of oil made available under the contract, to do so it must pay a penalty equal to
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.75% of the difference in price between wnat it actually takes, and what it is entitled to 

take. Art 2.11;

(3) Tesoro remains obligated to immediately inform DNR of “any material adverse 

change” in its financial condition. Art. 3.2;

(4) Even if the agreement is terminated by consent, or through no fault of 

Tesoro’s, Tesoro agrees to “continue to take and purchase the State’s royalty oil...for up 

to six Months following termination if the State, in its sole discretion, so requires.” Art.

S. 1; and

(5) “If for any reason, Tesoro is unable or refuses to accept or receive any Oil” 

tendered under the contract, “Tesoro shall nevertheless be and remain responsible for the 

disposal of that Oil and for paying the State for the Oil as though it had been received...” 

Art 8.2.

It is, in sum, hard to envision a contract more protective of the seller’s interest.

C. D N R ’s Retained Flexibility to Manage Royalty O il

With renewed optimism over the possible lifting of the ANS oil export ban, DNR 

has paid special attention to retaining its flexibility to deal with market changes that may 

occur within the Tesoro contract period. Of course, we’ve seen that, even with the 

Tesoro contract, the state retains about 99,000 bbl./day of North Slope royally oil—or 

about 57% its total--to use as it sees fit if the ban is lifted.

DNR, however, wanted more. It insisted on a special clause in the Tesoro 

contract giving it broad discretion to renegotiate the contract’s price term if and when the 

ban is lifted. In pertinent part, the clause provides:
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Neither the State nor Tesoro shall have the right to 
reopen this Agreement, unless the United States Congress 
lifts the export ban on ANS crude now in effect. Anytime 
after (he export ban is lifted, either Tesoro o r the State may 
reopen this Agreement fo r  purchase price only...Upon 
issuance and receipt o f  a notice to reopen, Tesoro and the 
State will promptly commence good fa ith  negotiations in an 
attempt to establish a new purchase price. I f  a new purchase 
price is not agreed to by Tesoro and the State within three 
months after giving the notice to reopen, either Tesoro o r the 
State may terminate this Agreement upon nine months written 
notice to the other.

Art. 2.4(a). Of course, from Tesoro’s perspective this clause injects a worrisome 

element of uncertainty, and a three-year contract doesn’ t bind the state for such a lengthy 

period of time that a price reopener clause of any kind would ordinarily seem warranted. 

Thus, the special benefit afforded DNR by this clause is simply another example of the 

unusually high price that Tesoro will pay to keep the Nikiski refinery open.
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Because DNR used every bit of its bargaining leverage in forging the contract’s 

terms, the proposed Tesoro contract raises no controversies from the state’s perspective 

as an oil seller. As a policy matter, the contract is simply a continuation of Alaska’s 

successful program of promoting in-state refiner competition. As a technical matter, the 

contract gives the state a price premium; secures the state’s interest as surely as any 

contract could do; and provides the state with ample flexibility to respond to changes in 

the ANS market.

True, the contract is quite tough on Tesoro. Tesoro should have access to royalty 

oil under the same terms as its competitors, and the proposed contract doesn’t meet that 

goal. But there isn’t time to have that debate. The proposed contract needs to be 

approved by the legislature before this May’s adjournment, and it is rather apparent that 

the legislature can do that with the absolute assurance that the State of Alaska is getting a 

very good deal.

IV . Conc lusion
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The Alaska Royalty Oil and Gas Development Advisory Board

Resolution 95-1

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

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

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

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

attenc.

Tom Cook

Wiiiie Hensley -John'Shively

C O M M IT T E E  C O P Y
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The Alaska Royalty Oil and Gas Development Advisor/ Board

Resolution 95-1n

On March 21, 1995, the acting director of the division of oil and gas (“director”) provided 
the Alaska Royalty Oil and Gas Development Advisory Board (“Board") with preliminary findings 
and proposed contract for a thrcc-ycar sale of approximately 40,000 barrels per day of Prudhoe 
Bay Unit royalty oil to Tesoro Alaska Petroleum Company (‘Tesoro"). Tesoro will process the 
oil in its refinery in Nikiski, Alaska.

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

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

Based on the Board’3 review of the coatract for the sale and purchase of royalty oil 
between the state of .Alaska and Tesoro. the Commissioner’s finding and determination regarding 
the propuscd sale, and the information presented at a public meedng of the Board, the Board is of 
the opinion that the proposed disposition of Prudhoe Bay Unit royalty oil to Tesoro meets the 
requirements of AS 32.06 and 11 AAC26. The Board adopts the Commissioner's finding and 
determination, and recommends that the Nineteenth Legislature approve the agreement for the 
sale and purchase of royalty oil from the Prudhoe 3ay Unit to Tesoro Alaska Petroleum
C om pany.

Lynn Aleshire Tom Couk

Wilson Condon Becky Gay

~f John ShivelyW illie H ensle^ 1
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Final Finding and Determination to Sell Royalty Oil
to

Tesoro Alaska Petroleum Company

I. Sum m ary

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

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

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

II. Background

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

On September 9, 1995 the state agreed to sell to Tesoro a volume of royalty oil equal to 27.2 
percent of the daily royalty oil production of the Prudhoe Bay Unit. Deliveries under this contract 
began on January 1, 1995 and will continue through December 31, 1995. By statute this contract 
may not be renewed without a specific recommendation of the Royalty Board to the legislature 
and the legislature’s subsequent approval. Last December, Tesoro initiated negotiations with the
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department for a new royalty oil supply concracc for which would begin deliveries when this 
current contract expires.

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

III. D iscussions o f C ontract Provisions

Quantity Tesoro will purchase 30 percent, denoted as the "maximum quantity," of the state's 
royalty share (estimated at 40,500 barrels per day in 1996) from the Prudhoe Bay Unit (PBU).
This increases the percentage of PBU royalty oii nominated from the 27.2 percent in the current 
contract, but, because of the decline in production forecasted for the PBU in 1996, the actual 
volume taken by Tesoro will not significantly increase. Tesoro also has the right at any time to 
decrease the maximum quantity of RIK as long as it timely notifies the state, however, Tesoro 
may not ever increase the maximum quantity.

Because of the terms of the Prudhoe Bay Unit Agreement in force among the producers and the 
state, the state must combine royalty production from both the Prudhoe Bay field and royalty 
crude processed currently through the Lisbume Production Center. The 135,000 barrels per day 
of royalty crude oil forecast for 1996 (Table 1) is the sum of the royalty offtake from Prudhoe 
Bay, Lisbume, Pt. McIntyre, West Beach, North Prudhoe Bay State, and the Niakuk/Alapah oil 
fields.1 Table 1 illustrates the future royalty crude oil suppiy from the Prudhoe Bay UniL The 
state is obligated to supply 35,000 barrels per day to Mapco through 2003. If the proposed 
Tesoro contract is awarded, the state will still keep 44 percent of its royalty share as RTV in 1996 
(d ec lin in g  to about 40 percent by 1998) and maintain the flexibility to nominate more RIK as 
circumstances warrant, e.g., other in-state refinery requirements, RIK sales to Lower-48 
purchasers, or a change in the federal regulations that restrict the export of ANS.

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

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

(

2

1 The state reserves the right to supply 100 percent of Tesoro's volume from just the Prudhoe Bay Unit Initial 
Participating Areas (EPA) rather than include the production processed through the Lisbume Production Center. 
This would imply that Tesoro would receive approximately 35.2 percent of the Prudhoe Bay EPA production.
Tesoro will be notified 90 days in advance if the commissioner, in his sole discretion, chooses to exercise this right.



royalty value reported by the largest PBU producers, ARCO, BP, and Exxon. The proposed 
contract price is compared with the current contract and the value of RIV in Table 2,:

Table 1: North Slope Royalty Crude Oil Production Forecast
(M 80D)

1995 1996 1997 1998 1999 2C00 2001 2C02 2003

P ruahoe 8av unit M3 135 127 116 105 95 35 75 69

Kuaaruk River Unit 39 38 38 38 37 37 35 32 29

Milne Pomr 0 7 7 3 9 3 7 6 6

Snaicort 13 12 10 9 3 7 6 5 J

Total Royalty: 2CQ 192 182 171 159 147 133 118 108

minus RIV R ea 'd  for Field Cosr A llow cnce

Prudhoe Bay Unit M 14 13 12 II 10 9 3 7

Kuoaruk River Unit 3 3 3 3 3 3 3 2

Milne Point 0 0 0 0 0 0 0 0 0

Enciccrt 1 1 1 1 1 1 0 0 0

18 18 17 15 14 13 12 10 10

minus Current RIK C ontracts

M ao co 35 35 35 35 35 35 35 35 35

Tesoro 39 - - - - - - -- -

Total Current RIK 74 35 
O bligation

ANS Royalty Oil A vailable to Supply New RIK Contracts:

35 35 35 35 35 35 35

108 140 130 121 110 99 36 73 63

New Tesoro @ 30.0% - 41 38 35 - - - - -

ANS Royalty Oil Remaining: 108 99 92 36 110 99 86 73 63

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

: If the commissioner elects to sell Tesoro RIK from the Prudhoe Bay IPA, then the price will be calculated on the 
basis of Exxon's Royalty Value from just the IPA. See Table 2.
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Table 2: RIK Price Calculations-January 1995 
Exxon’s Royalty Value 

Proposed Tesoro Contract Price
Exxon Production at: Gross PS-1 Product of Volume

Volume Vclue limes PS-1 Value
Average

Price
lisbume Production Center I.7629C0.13 SI 1.05000 SI 9.408.046.44
Pruahoe Bay IPA 8.807.215.20 SI 1.11000 $97,848,160.87

Totcl 8.818.503.20 $97,972893.27
Volume Weighted Averdge Value: S11.09999

Volume Weighted Average Price-ARCO, BP (West Coast), and Exxon
Tesoro's Current Contract

Producer Gross PS-1 Product of Volume Average
Volume Vctue times PS-1 Vclue Price

Usbume Production Canter
ARCO 1.459.247.74 SI 1.53000 $16,899,246.83
3P Exclcrarion 2.022440.13 310.51CCO S21.255.845.77
Exxon 1.762900.13 511.05000 S19.480.C46.44

Prudhoe Bay IPA
ARCO 3,807.752.40 $11.61000 SI02253.CO5.36
DP Exclcraricn 12 721.772.40 $10.61000 S134.978.C05.16
Exxon 3.807.215.20 $11.11000 S97.848.160.87

Totals 25.581.428.00 S392 719.310.43
Volume-Weighted Average Value: $11.03720

Volume Weighted Average Price—All Producers
Value of RIV

Producer Gross PS-1 Product of Volume Average
Volume Vctue times PS-1 Value Price

Usbume Production Canter
ARCO 1.459.247.74 $11.58000 SI 6.899,245.33
9P ExDloratlcn 2022.440.13 310.51(300 S20.649.113.73
Exxcn 1.762900.13 $11.05000 $19,480,046.44

Ptudhoe 3ay IPA
Amercaa Hess’ 121.673.40 $11.27400 $1,371,745.91
ARCO 8.807.752.40 $11.61000 $102258.005.36
BP Explorction 12721.772.40 $10.31000 $131,161,473.44
Chevron’ 195.333.10 $11.01000 $2156.122.43
Exxon 3.807.215.20 $11.11000 $97,848,160.87
Louisiana Land and 8.993.30 S11.61000 $104.41221
Exploration
Marathon1 11.288.CO $11.61030 $131,053.68
Mobil1 453.693.20 S10.6I0C0 $4,813,684.85
Phillips* 449.246.20 $10.61000 $4,766,502.18
Shell* 31.141,00 $11.61000 $361,547.01
Texaco* 124.049.00 $10.61000 $1,316,159.89

Totals 36,977.345.20 $403,317,274.84
Volume Weighted Average Value: $10.90715

Note: Only 8P'j royclty value, cclculared from the volume-weighted average of the prices reported for each 
mcriret may be mcde puollc. Ihe per barrel price listed here is oat BP'S actual West Coast Value. Assume 
that BP's West Coast value is the volume-weighted average plus: $0.30
'Amerada Hess cuTenfly has no prospective formulaic treatment of Its royalty value.
’Chevron uses a simole average of ARCO. BP. end Exxon.
•These producers use ARCG's royclty vclue formula.
These producers use BP's royclty value formula for West Coast destinations.
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Tesoro opted for a RIK price based on the Exxon West Coast royalty value to avoid this 
uncertainty. The Exxon formula is strictly a West Coast price and no Gulf Coast pricing enters 
into its rather straightforward calculation of the PBU royalty value. Confidentiality provisions 
also apply in the intermediate calculations of the Exxon royalty value, but the value is determined 
by a formula that can be readily calculated independently.

The use of the Exxon royalty value explicitly recognizes that the sale of RIV to Tesoro is a West 
Coast placement. While Table 2 suggests that this price is about S. 19 per barrel higher than the 
volume-weighted average royalty value, this difference would have averaged about S. 15 per barrel 
in 1994 had this contract been in place then.

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

The "competidve effect" relies on an assumption that the price of ANS on the West Coast as 
reported in the producers’ royalty value is higher than the price that would result from a purely 
competitive market. The ANS spot market is dominated by one North Slope producer who may 
be able to influence the price by its decision to transport oil to the Gulf Coast. When the state 
was selling most of its royalty oil in-kind (nearly 210,000 barrels per day in 1986), there was 
concern that the state, as another seller in the market, could contribute to a lower West Coast 
price.

The "displacement effect" will diminish insofar as the proportion of total ANS sold on the Gulf 
Coast will condnue to declined in over the next few years. As above, the effect appears both in 
RIV royalty value and severance taxes. Now at less than 15 percent of total ANS producuon,
Gulf Coast deliveries may cease in 1996.3 The “compeddve effect” is minimized insofar as the 
volumes of royalty crude considered for nominadon under this proposed contract are so small 
(less than 3 percent) when compared to the total ANS production. Since the state may benefit 
from the conunued operation of the Tesoro facility and, since the consumers of Alaska, may be 
better off with a more compeddve refining industry, these benefits will likely outweigh the impact 
of these effects.

3 Alaska Department of Revenue. 1994. Fall 1994 Revenue Sources Book. Anchorage, Alaska, p.16. In 1990. 
.ANS movements to destinations in the Eastern U.S. represented 22 percent of total ANS production. Personal 
Communication with Roger Marks, Alaska Department of Revenue.



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

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

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

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

Purchase Price Reopener According to the ANS Royalty Settlement Agreement with Exxon, 
the state and Exxon have reopener rights in which a new pricing formula may be negodated, if 
necessary, or arbitrated by an independent Decision Panel. If this process leads to a price that is 
not to Tesoro's liking, then Tesoro may unilaterally terminate its contract with the State, subject 
to specified nodce requirements. Tesoro may not reopen the contract with the state overprice 
should the state and Exxon agree to a different royalty value methodology. Tesoro also agrees 
that it will not intervene in any way in the negouadons or arbitradon of a reopener between the , 
state and Exxon.

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

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

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

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

Security Supplies of RIK under the'current contract are secured by an irrevocable letter of credit 
equal to 60 days worth of oil deliveries. The proposed contract will require a letter of credit 
equivalent to the value of 75 days worth of RIK to secure the state in the event that Tesoro, for 
any reason, fails to pay its bills or to take delivery. The increase in the value of the letter of credit 
is required to protect the state from its exposure to "denomination risk.’’5 As described above, in 
addition to the risk assumed by the state should Tesoro fail to pay, the state also runs a risk of 
losing full value of its RIK when it “denominates” the RIK volumes as RIV. This 90 day 
denomination notice period under the ANS Royalty Settlement Agreements is effectively 
increased to 180 days should a lessee declare force majuere in obtaining sufficient marine 
transportation to haul the additional RIV volume. During this period, the state either has to find a 
new RIK purchaser or negotiate with the lessees to take back the RIK. In either event, the state 
is in a distress sale situation and the letter of credit instrument is intended to protect the state from 
this event.

’ Denomination risk and default risk were fully described in the Final Finding and Determination to Sell Royalty 
Oil to Petro Star Valdez Refinery Joint Venture, March 4. 1992.



The state’s risk exposure is measured as follows:

30 days RIK is tendered but not billed
2 days Initial Billing
3 days Initial Billing due
4 davs Default declared

39 days Default Risk

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

36 davs Denomination Risk
75 days Total risk exposure

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

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

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

IV. In-State B enefit A nalysis

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

In die following discussion of in-state benefits, there is one caveat: the degree to which these 
effects may be attributable to the sale depends on how important the sale is to the continued
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operation and expansion of Tesoro's Nikiski refinery. The state can offer a somewhat unique 
crude oil supply contract whose terms might not be available from any other seller. Presumably, 
Tesoro would continue their operations without this contract, but there are direct benefits to 
Tesoro that mav be derived in their dealings with the state. To the extent that these benefits are* w
translated into jobs, taxes, and more vigorous refined-products competition, the state will also 
benefit. By the same token, the degree to which the sale may contribute to the ongoing operation 
of the refinery also must be taken into account when describing the environmental effects of the 
refinery's operation.

Economic Impacts Tesoro reports that it currently employs 189 people in the Kenai Peninsula 
Borough.0 This translates as one-in-ten of the manufacturing jobs in the Borough (competing 
largely with fish processing and timber). Tesoro is, according to the Alaska Department of Labor, 
number six of the top-ten private sector employers n the Borough. For the most pan these are 
also high-wage jobs with a payroll in the Borough of over SI I million per year.7

Tesoro’s statewide marketing and distribution of petroleum products also contributes to the 
diversity of the Alaskan economy. Tesoro employs 552 people statewide with a payroll of over 
S20 million.

Social Impacts Tesoro is one of the largest property taxpayers in the Kenai Peninsula Borough.
It contributed SI.3 million in ad valorem taxes in 1994 and the state received another S7.6 million 
in various income, payroll, and excise taxes. No incremental effects on land use. impacts on the 
local social infrastructure, i.e., schools, public safety, roads, and other government services, are 
anticipated as a result of this sale.

Consumption Benefits In 1993, the Corps of Engineers reported “coastwise receipts" of
626,000 tons of petroleum products (185 million gallons). These are domestic shipments 
originating outside of Alaska. Furthermore, another 152,000 tons (45 million gallons) of 
petroleum products were imported to Alaska from Canada and elsewhere. Together these 
volumes amount to about 15 percent of the state’s consumption. Presumably, some of these 
volumes can be displaced by a growth in local production of refined petroleum products and their 
may be a benefit to Alaskan consumers if competition from local supplies contribute to lower 
prices for the consumer.8

Tesoro estimates that its throughput in 1995 will 50,000 barrels per day. It produces a wide- 
range of products and contributes to a 30 percent share of the local market for diesel fuel, jet 
fuels, gasoline, and is a major supplier of propane and butane.

9

' Tesoro Alaska Petroleum Company. March 14, 1995. Letter to Kevin Banks from Bemie Smith.
' Scott Sellemeyer. February i 995. “A Diversified Economy—The Kenai Peninsula" Alaska Economic Trends. 
Alaska Department of Labor, pp. 1 - 7.
1 U.S. Department of the Army, Corps of Engineers. November 1994. Waterborne Commerce of the United 
States, Calendar Year 1993, Pan 4—Waterways and Harbors Pacific Coast, Alaska, and Hawaii. WRXC-WCUS- 
93-4. New Orleans, Louisiana and Alaski Depanment of Natural Resources. March 1995. Historical and 
Projected Oii and Gas Consumption. Anchorage. Alaska.



(

Environm mtal Impacts Tankers have operated in the Cock Inlet for over 50 years and, for the 
most pan ave operated safely.9 The bulk of tanker traffic in the Cook Inlet carnes .ANS from 
Valdez to the Nikiski refinery, petroleum products to Cook Inlet ports, or refined oil and gas to 
Pacific Rim markets. The sale of Nonh Slope RIK will not materially affect the reliance of the 
Nikiski refinery on tanker transponation. The refinery's main source of crude oil comes from the 
Nonh Slope via Valdez and the Cook Inlet, but Cook Inlet crude oil supplies will continue to 
contribute to 10 percent of Tesoro's requirements. The decision to sell RIK to Tesoro does not 
authorize its transponation. Federal and state permits will be required.

A second commentator at the Royalty Board meeting on April 6, 1995 expressed concerns about 
tanker traffic in the Cook Inlet.10 He voiced the concern that the vessels now under chaner by 
Tesrro met only minimum safety and. operational standards. These standards should be raised to 
a level similar to those required in the Prince William Sound. He advocated the use of tanker 
escon vessels in the Cook Inlet. Tesoro indicated in its reply to this concern at the meeting chat 
their vessels would be hydrostatically loaded to avoid a catastrophic spill in the event of a tanker 
collision and that the new facilities at the Nikiski refinery meanc that fewer total tanker trips will 
be required.11 Nonetheless, the volume of oil transported through the Cook Inlet will not 
increase as a result of this contract nor is this agreement the appropriate venue to change the 
regulatory oversight of Cook Inlet tanker operations.

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

The Tesoro refinery now operates under a ADEC Air Quality Control permit to operate 
(PTO No. 9023-AA008) and under this permit Tesoro must comply with a variety of conditions 
to control and monitor emissions both from the burning of fuel and the refinery's process equip­
ment. In January 1994, the state issued Tesoro a Prevention of Significant Deteriorauon air 
permit (PSD) to allow the refinery to operate some equipment for longer hours. Tesoro dien 
submitted proposed amendments to the PSD permit in February related to the vacuum unit 
project. Tesoro has also agreed to several condidons that will result in air quality monitoring and 
improvements at the refinery including an air pollution compliance audit and improvements at the 
refinery that are recommended in the audit. Most significandy, Tesoro has agreed to reduce 
emissions of volatile organic compounds from the refinery by 150 tons per year by 1996.

' Alaska Department of Natural Resources. October 1993. Final Finding of the Director Regarding Oil and Gas 
Lease Sale 78, Cook Inlet. Anchorage, Alaska.
10 Ken Kastner testified by teleconference from Homer. Alaska.
11 See also page 2d, Final Finding and Determination to Sell Royalty Oil to Tesoro Alaska Petroleum Company. 
Alaska Department of Natural Resources. September 20, 1994.



Under compliance orders with both ADEC and the U.S. Environmental Protection Agency, 
Tesoro is undertaking a long term clean-up ot historical groundwacer and soil contamination at 
the refinery.

V. Findings and D eterm ination

The commissioner must conclude that in any disposition of RIK, first, under AS 38.05.183(a) the 
best interests of the state will be served by a non-competitive sale, and second, under AS 
38.05.183(e), the non-competitive sale of RIK will be awarded to the prospective buyer whose 
proposal offers maximum benefits to the citizens of the state. The commissioner is specifically 
directed to consider the cash value offered for the RIK, the economic effects of the sale, the 
benefits of in-state processing of the RIK, and the ability of the prospective buyer to supply the 
state with refined products. In addition to these considerations, commissioner is obligated to 
analyze the sale using the same criteria chat are to be considered by the Royalty Board in its 
review of the sale. These criteria are listed in AS 38.06.070 and include: the revenue needs and 
fiscal condition of the state; the local and regional requirements for petroleum products; the 
desirability of localized capital investment, increased payroll, and secondary development effects; 
the social impacts of the sale; the additional costs to the state and local governments caused by 
the development related to the transaction; the local and regional labor market; environmental 
effects; and the impact on existing private commercial enterprises and investment patterns.

Competitive Bidding is Waived As commissioner of the Department of Natural Resources, I 
have determined in accordance with AS 38.05.183(a) and 11 AAC 03.030 that the best interest of 
the state may be achieved in this sale withou. competitive bidding. The State is currently selling 
37 percent of its North Slope royalty oil under the Mapco contract and Tesoro's one-year 
contract. There are other refineries that have requested RIK from the State. At the time of the 
publication of this finding, Petro Star Inc. and Petro Star Valdez Refinery together have requested
62,000 barrels per day and Tosco Refining Co., an independent West Coast refinery, has 
indicated an interest in a one-year supply contract. So, while competition for RIK may be said to 
exist, the state will retain enough royalty oil to meet the needs of these other RIK purchasers even 
with the proposed contract.

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

Contract Prices are Acceptable Under 11 AAC 03.010(b), I find that in establishing the price 
of this royalty oil contract, the department has obtained a price applicable to the oil that is being 
sold that is at least equal to, and probably will exceed, the volume-weighted average of the royalty 
value for all the RTV oil lifted in the Prudhoe Bay Unit.

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

1. The state is now highly dependent on oil revenue and will continue to depend on oil
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revenues in the future. The pnce term of the sale protects the state's interest by ensuring 
that revenues from this sale will likely exceed the in-value alternative.

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

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

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

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

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

Criteria Weights According to 11 AAC 03.060(b), "In considering the criteria described in AS 
38.05.183(e), the Commissioner will state which criteria apply to the proposed disposition and 
discuss the weight given to the applicable criteria in determining the maximum benefit to the 
state...."

In making this finding, the department first determined that the state would not lower the total oil 
revenue, including royalties and severance taxes, due the state by making a disposal to Tesoro.
The department next looked at whether the disposal would contribute to robust competition in the 
in-state refining industry and the extent to which that would lead to lower product prices. Finally, 
the department examined the criteria to determine that the state would not create any 
unacceptable environmental or social impacts.

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



*

f
13

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

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

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

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

(1) the cash value offered;
(2) the projected effects of the sale, exchange or other disposal on the economy of the 

state;
(3) the projected benefits of refining or processing the oil or gas in the state;
(4) the ability of the prospective buyer to provide refined products or by-products for 

distribution and sale in the state with price or supply benefits to the citizens of the 
state; and

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

AS 38.06.055. Legislative approval, (a) In addition to the recommendation by the board 
required under AS 38.06.050, the commissioner of natural resources may not enter into a sale, 
exchai ge, or other disposition of oil or gas or of the rights or waiver of the rights to receive 
future production of royalty oil or gas under AS 38.05.183 without the prior approval of the 
legislature. The legislature may approve a sale, exchange, or other disposition of oil or gas or of 
the rights or of a waiver of the rights to receive future production of royalty oil or gas only by 
enacting legisladon. (b) The provisions of (a) of this section do not apply to

(1) the sale, exchange, or other disposition of oil or gas for one year or less if the sale, 
exchange, or other disposition is entered into to relieve storage or market conditions;

(2) contracts for the sale of state-owned royalty gas or oil that specify the sale and 
delivery of not more than

(A) 400 barrels of crude oil per day;
(B) 460 barrels of natural gas liquids per day; and
(C) 2,400 Mcf of natural gas per day.

(c) A sale, exchange, or other isposition of oil or gas under (b)(1) of this section may not be 
continued after the end of one year or renewed with the same party without the prior approval of 
the legislature under (a) of this section. This subsection does no" apply to a sequential 
competitively bid sale of oil or gas made with the same party under (b)(1) of this section.

A ppendix A: AS 38.05.183(e), AS 38.06.055, an d  AS 38.06.070('a)



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

(1) the revenue needs and projected fiscal condition of the state;
(2) the existence and extent of present and projected local and regional needs for oil and 

gas products and by-products, the effect of state or federal commodity allocation 
requirements which might be applicable to those products and by-productsr.and the 
priorities among competing needs;

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

(4) the projected social impacts of the transaction;
(5) the projected additional costs and responsibilities which could be imposed on the state 

and affected political subdivisions by development related to the transaction;
(6) the existence of specific local or regional labor or consumption markets or both which 

should be met by the transaction;
(7) the projected positive and negative environmental effects related to the transaction; 

and
(8) the projected effects of the proposed transaction upon existing private commercial 

enterprise and patterns of investments.
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Appendix B: Comments and Responses on the Preliminary Findings and Draft Contract

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

The department received two letters commenting on the proposed sals. These letters appear 
below. Also, attached is Resolution 95-1 of the Alaska Royalty Oil and Gas Development 
Advisory Board signed by the Board members April 6. 1995.



W O R L D  O I L  C O R P .

P.O. BOX 1966 
SOUTHGATE. CA 90280-1966

M a r c h  3 0 ,  1 9 9 5  t e l  (3 10 ) 928-0100 f a x  <3io) 928-3224

K e n n e t h  A . B o y d  
A c t i n g  D i r e c t o r  
S t a t e  o f  A l a s k a
D e p a r t m e n t  o f  N a t u r a l  R e s o u r c e s  
D i v i s i o n  o f  O il a n d  G a s  
3 6 0 1  C  S t r e e t ,  S u i t e  1 3 8 0  
A n c h o r a g e ,  A l a s k a  9 9 5 0 3 - 5 9 4 8

D e a r  M r . B o y d :

W o r l d  O il C o r p .  i s  in  i t s  5 5 t h  y e a r  a s  a  p e t r o l e u m  m a r k e t e r  a n d  
r e f i n e r .

W e  r e s p e c t f u l l y  u r g e  t h e  S t a t e  o f  A l a s k a  t o  s e l l  r o y a l t y  o i l  t o  
T e s o r o .

T e s o r o  i s  a  s u p p l i e r  o f  p e t r o l e u m  p r o d u c t s  t o  t h e  i n d e p e n d e n t  
s e g m e n t  o f  t h e  i n d u s t r y ,  a n d  i t  i s  t o  t h e  c o n s u m e r ' s  b e n e f i t  t h a t  
T e s o r o  r e m a i n  a  v i t a l ,  v i b r a n t  f a c t o r  in  t h e  i n d e p e n d e n t  f i e l d .

S i n c e r e l y ,

W O R L D  O IL  C O R P .

C - i - j ' f '
(

B e r n a r d  B . R o t h
C h a i r m a n  a n d  C h i e f  E x e c u t i v e  O f f i c e r
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Kevin Banks 
Division o f  Oil and Gas 
3601 C Street, Suite 1398 
Anchorage, Alaska 99503-5948

Dear Mr. Banks,

This is in response to a publicly advertised request for comments concerning the sale o f  
royalty oil to Tesoro Alaska Petroleum Company. The exploration for, production o£ 
and shipment o f  oil in Cook Inlet continue to be emotionally charged issues in which I 
have been involved over the past 6+ years. This sale though should remain unrelated to 
those discussions.

As a commercial fisherman since the late 1960's in Cook Inlet waters ("semi-retired" in 
1991), I have seen fishing overtaken by oil as the premier "industry" in Alaska. 
Unfortunately for all Alaskans, the oil industry merely increased resource extraction 
rather than expand resource development Tesoro Alaska operations represent the 
pinnacle o f  resource development for the oil industry in Alaska. This sale needs to be 
supported wholeheartedly to continue at least this small effort o f  resource development 
in our state. The reasons I see o f supporting this sale are, in general, split in two major 
areas.

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

A more thought-provoking reason concerns my belief the Tesoro plant and its 
responsible development plan should be the model fo r resource development in this 
state. While limiting or ctiminating the royalty oil sale would have an economic effect 
Largely confined to the central peninsula, the ramifications o f  such a  detrimental action 
would be f. 't  dramatically in the conceptual design o f  resource development for Alaska. 
The effect to future responsible development planning in the timber, fishing and oil 
industries would be to continue as merely a resource extraction site. This would be 
devastating to Alaska, especially as we attempt to rely less on oil extraction revenue and 
develop a broader economic base. Indeed, the continued sale o f  royalty oil to Tesoro 
Alaska Petroleum Company should be embraced by all Alaskans as the most positive 
and prom inent step in responsible resource development in this state.

I enthusiastically endorse this royalty oil sale under a three yea; contract. Thank you for 
this opportunity to com m ent

Yourstruiy*.^^

Karl Pulliam

i — •

APR 20
April 18, 1995

1995
r

S ea  B reeze  In n  & C h a rte rs
Kiri St Nancy Pulliam, Box 31, Sddovia, Alaska 99663 

ph/fax 907-234-764 f/7699
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The Alaska Royalty Oil and Gas Development Advisory Board

Resolution 95-1

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

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

On April 6, 1995, the Board met to discuss the sale and to take public comment on it.
The meeting was attended by representatives of the division of oil and gas, representatives oi 
Tesoro, and members of the public. The Board received a presentation from the division staff 
regarding the jrooosed sale and contract, auestioned the staff about them, and made several•M ^  t t ' A
suggestions. The staff will implement those suggesdons. At the conclusion of the discussion, the 
voting members of the Board, who attended the meedng, unanimously approved the proposed 
sale and recommended that the proposed contract be approved by the legislature.

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

Aleshire Tom Cook

Willie Hensley
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The Alaska Royalty Oil ajjd Gas Development Advisory Board

Resolution 95-1

On March 21, 1995, the acting director of the division oi oil and gas (“director ’) provided 
the Alaska Royalty Oil and Gas Development Advisory Board (“Board") with preliminary findings 
and proposed contract for a three-year sale of approximately 40,000 barrels per day of Prudhoe 
Bay Unic royalty oil to Tesoro Alaska Petroleum Company (‘Tesoro"). Tesoro will process the 
oil in its refinery in Nikiski, Alaska.

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

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

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

attend.

Company.

Lynn Aleshire Tom Cook

Wilson Condon Becky Gay

John Shively
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AGREEMENT FOR THE SALE AND PURCHASE

OF

STATE ROYALTY OIL 

to

TESORO ALASKA PETROLEUM COMPANY

THE STATE OF .ALASKA 
Department of Natural Resources

Dated as of April 21,1995
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