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Final Finding and Determination to Sell Royally Oil
(o

Tesoro Alaska Petroleum Company

Summary

The commissioner of ihc Departnveni of Natural Resources, on behalf of the Slate of Alaska,
proposes a three-year sale of approximately 40.000 bands per day of the state s royalty oil to
Tesoro Alaska Pcroleum Company (Tesoro). Tesoro operates a refinery in Nikrski on the Kcnai
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 dr?ft contract on March 21. 1995 The
public comment period ended one month later on Apnl 21. 1995 The department notified the
public about the preliminary finding and draft contract ar.d written comments were solicited by
sending a notice of the sale or copies of the preliminary finding and draft contract to 388 c;ti;xns.
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 ol i meeting of the Alaska Royalty Oil and
Gas Development Advisory Board iRoyalty Board! that was held on Apnl 6. 1995 at which the
proposed sale was discussed and public comment solicited Comments mode by the public ithere
were two people who testified) are addressed in this final finding. The Royalty Board
subsequently unanimously approved the sale and signed a resolution recommending approval of
the proposed sale by the .Alaska Legislature. (See Appendix B.) The Alaska Legislature was also
afforded an opportunity to be bncfed by the commissioner of the Department of Natural
Resources in informal meetings of the House Oil and Gas Committee and the Senate Resources
Committee held on Apnl 11*12. 1995.

Background

The State of Alaska receives a royalty of approximately 12 5 percent of the oil and gas produced
from the Pnnlhoe Bay Unit. The state may take its share of oil production Tn*kind or *in*valuc.”
When the state ‘akcs its royalty share of the oil inkrnd (R1K). it assumes ownership of the oil. and
the commissioner disposes oil through either competitive or non-competitive sales. When oil is
taken in-value (R1V). the state's lessees, who produce the oil. market die state s share along with
the lessees' own share. The lessees .ac obligated to pay the state the saluc of us 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 Pmdhoc Bay Unit Dcliser.es under dus contract
began on January |. 1995 ar.d will continue through December 31. 1995 By statute Uus contract
may not be renewed without a specific recommendation ol the Roy alty Board to the legislature
and the legislature's subsequent approval Last December. Tesoro initiated negotiations with the



royally value reported by the largest PBU producers. ARCO. BP. and Exxon. The proposed
contract price is compared wrh the current contract and the value of R1V in Table I.:

Table 1. North Slope Royally Crude Oil Production Forecast

iveco)
1093 1997 W WJ  raco 3001 rec2 ram
JVORAA« UM raj 135 W MS *06 9% 55 » &
29 3 3H K3 27 27 3 32
WWEHni S 7 3 a4 # 5 a
-'Oear» 13 /S| 3 J s 5 a
<olloyahr 300 mn %L t« 13 B M B
mv*.1 >V 5«J3 * <

» ucnc# At*era 14 1 * of 0 3 3 .
3 3 & 1 3 i 3 4

*
3 4 f 4 * 3 0
f'ocew . I t 1 m 4 0

*o .
J a I j & 0 0

r*xz Zs’trt '«* Cen*oe*|
Mooco 35 3 35 H 44 15 15 3H 15

‘tcro y>
*C»0 a« it 35 3% x a u i 3
ZonQcren
AN SC\QT Ol AmvAC* *>\VIBQr, *.0- i t Ci~OCI
<3
<M K0 <0V  »» 2V 1 73 &
*r~ 'O\Q0e XJIX - at ) 3B

AHS*CT0rfr Ol <6 » M »0 n *3 ol

The Exxon West Coast royalty saluc further simplifies the calculation of the pnee for Tcsoro's
RIK purchase. In the calculation of royalty value in the current contract, the West Coast pnee
reported by BP must be held confidential by mutual agreement with BP and the state. Since this
information is propnetary. a mechanism was devised so that this salue is firs: estimated with a
provision to later resne it when the data arc no longer rcstncted. The BP royalty value is subject
to a stX'tnonthly true-up of its actual marine transponation deduction which is als> subject to
review and audit by the state This means that an RIK pnee value based on a BP royalty value
would be subject to subsequent ft adjustments that could occur over several year.
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Tesoro opted for a RIK pnee 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 straightfonvard 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 caiculatcd 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 pnee 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 199*1 had this contract been in place then.

Previous RIK Findings have desenbed the so-called ’displacement ctfcc:' jnd competitive ctfcc:'
that may occur *itn a state sale of RIK The displacement effect theorizes that jnv RIK sale by
the state replaces ANS >aies by Nonh Slope producers to refineries on she West Coast lincluding
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 snow m their royalty reports that a larger percentage of
their oil is placed on the U S Gulf Coast with higher transportation costs and a lower netback
value. The result is a calculation of the lessees average royalty value tor RIV that reflects a r.cw
ratio of West Coast-to-Guif Coast sales. This proportion of deliveries to the West Coast and Gulf
Coast is also reflected in the netback value reported for sescrancc tax purposes. In this way.
selling RIK may decrease the states revenues from both RIV royalties and severance taxes.

The "competitive ctfcc: - relies on an assumption that the pnee of ANS on the West Coast as
reported in the producers' royalty value is higher than the pnee that would result from a purely
competitive market The ANS spot market is dominated by one Nonh Slope producer who may
be able to influence the pnee by its decision to transport oil to the Gulf Coast. When the state
was selling most oi its royalty oil in-kind (nearly 210.000 bands per day in 1986). there was
concern that the state, as another seller in the market, could contribute to a lower West Coast

pnee.

The displacement effect will dimmish insofar as the proportion of total ANS sold on the Gulf
Coast will continue to declined in oser the next few years .Asabove the effect appears both in
RIV royalty value and severance taxes Now at less than i5 percent of total ANS production.
Gulf Coast dehvcr.es may cease in 1996 ! The "competitive effect™ is minimized insofar as else
volumes of royalty crude considered for nomination under this proposed contract axe so small
iless than 3 percent) when compared to the trial ANS production Since the state may benefit
from the continued operation of the Tesoro facility and. since the consumers of Alaska. may be
better off with a more competitive refining industry, these benefits will likely outweigh the impact

of these effects
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Tesoro or the state may reopen the proposed RIK contract if the ban on ANS exports is lifted.
This would also be cause for the state to reopen the ANS Rovaltv Settlement Agreement with
Exxon. Though Tesoro may not intervene between the state and Exxon, the RIK contract
rcopcner 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 pnee 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 tuning 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 rcdicc the state's exposure to

default nsk as desenbed below

Unlike the current contract, the state has agreed that any subsequent adjustment rendered more
than six years alter the date of delivery will bear interest for only six .cars from the due date of
the initial billing. However, this six-year interest limitation docs r.ot apply to adjustments that
result from regulatory decisions, rcopcr.crs. court proceedings, or audits of Exxon's royalty
reports that arc commenced during the six year pcrtod.

Termination Notice The state requires jt least a six-month plus ten-day notice of early termina-
tion of the contract or jny reduction in the maximum quantity taken by Tesoro. This timing i;
based on the ANS Rovaltv Settlement “rccmcnts and the Pmdhoc Bay Unit Agreement. Under
the original Prudhoe Bay Unit Agreement, the state has a right to 'denominate * RIK deliveries
with a six month notice. Under each o the royalty settlement agreements, the timing requirement
was reduced to 90 days. However, the settlements also provide that the lessees may claim force
majenre if j-ansportauon 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 pcnod that lessees could
claim force mojeure. the state must take full possession of its RIK ind find customers to buy it
and tankers to transport it. For this re ison Tesoro is obliged to provide sufficient notice to
terminate the contract or reduce its mawmum quantity.

Security Supplies of RIK under the ¢ mcnt contract arc secured by an irrevocable letter of credit
equal to 60 days worth of oil dclivenc  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 tace delivery. The mcrcasc in the value of she letter of credit
ts required to protect the state from its exposure to "denormnation nsk."1 As desenbea above, in
addition to the nsk assumed by the sure should Tesoro tail to pay. the state also runs a nsk ot
losing full value of its RIK when it "denominates” the RIK volumes as RIV This 90 day
denomination notice pcnod under the ANS Royalty Settlement Agreements is effectively
increased to 1SO days should a lessee declare force mojuere in obtaining sufficient mannc
transportation to haul the additional RIV volume. Dunng this pcnod. 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 m i irxl default nu »tie fully described in the final FirkUag inO Dcterminauuo so Sell Ro>alt>
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operation and expansion of Tesoro’s Nikiski refinery. The state can sffer 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 axe direct benefits to
Tesoro (hat may be derived in their dealings with the state. To the extent that these benefits arc
translated into jobs, taxes, and more vigorous rcfined-products competition, the state will also
benefit. By the same token, the degree to which the sale may contribute to the ongoing operation
of the refinery also must be taken into account when describing the environmental effects of the

refinery’ operation.

Economic Impacts Tesoro reports that it currently employs 189 pcopic in the Kcn.u Peninsula
Borough.' This translates as onc-in-tcn of the manufacturing jobs in the Borough (competing
largely with fish processing and timber). Tesoro is. according to the Alaska Department of Labor,
number six of the top-ten private sector employers in the Borough. For the most pan these are
also high-wagc jobs with a payroll m the Borough of over SI 1 million per year.

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

S20 million. *

Social Impacts Tesoro is or.c of the largest property taxpayers in the Kcnai Peninsula Borough.
It contributed SI1.3 million in ad valorem taxes in 199*1 and the state received another 57 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, mads, 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 <J5 million gallons) of
petroleum products were imported to Aiaska 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 (heir
may be a benefit to Alaskan consumers if competition from local supplies contribute to lower
pnccs for the consumer.*

Tesoro estimates that its throughput in 1995 will 50.000 bancls per Jay 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.
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Under compliance orders with both ADEC and the U.S. Environmental Protection Agency,
Tesoro is undertaking a long term clean-up of historical groundwater and soil contamination at

the refinery.

Findings and Determination

The commissioner must conclude that in any disposition of RJK. 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
38.05.1S3fc), the non*compctmvc 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 cconumic effects of the sale, the
benefits of in-state processing of the RIK. and the ability of the prospective buyer to supply the
state with refined products. In addition to these considerations, commissioner is obligated to
analyze the sale using the same criteria that arc to be considered by the Royalty Board in its
review of the sale. These criteria arc 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. |
have determined in accordance with AS 38.05.183(a) and 11 AAC 03.030 that the best ir'crest of
the state may be achieved in this sale without competitive bidding. The State is currently selling
37 percent of its North Slope royalty oil under the Mapco contract and Tcsoro s one-year
contract. There are other refineries that have requested RIK from the State. At the time of the
publication of this finding. Pctro Star Inc. and Petro Star Valdez Refinery together have requested
62.000 bamels per day and Tosco Refining Co.. an independent West Coast refinery, has
indicated an interest in a one-year supply contract. So. while compcuuon 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 arc Acceptable Under 11 AAC 03 OIO*bk 1find that in establishing the pr.ee
of this royalty oil contract, the department has obtained a pnee applicable to the oil that is being
sold that is at least equal to. and probably will exceed, the volume-weighted average of the royalty
value for all the RIV oil lifted in the Prudhoc Bay Unit.

ITic Sale is in the Best Interest of the State In accordance with AS 3S 05 133(a). <C). and (cl. 1
find that taking RIK and selling by non-compctitive bid to Tesoro for use at the Nikaski refinery is
in the best interests of die state Furthermore, the sale as desenbed above will maximize benefits
to the citizens of Alaska | find the following

I. The stale is now highly dependent on oil revenue and will continue to depend on oil



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

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

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

Date



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

AS 38.05.183(e). When a sale, exchange or other disposal of oil or gas taken in kind by the state
as its royalty share, or a sale, exchange or other disposal in whole or in part of a right to receive
future 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

15) 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 cmer into a sale,
exchange, or other disposition of oil or ga> or of the rights or waiver of the rights to receive
futuic production of royalty oii 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 oii or gas or of
the rights or of a waiver of the i jhts to receive future production of royalty oil or gas only by
cr.acung legislation, (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 cas or oil that specify »he sale and
delivery of not more than
(A) 400 barrels of crude oil per day;
(Bl 460 barrels of natural gas liquids per day; and
(C) 2.400 Mcf of natural gas per day
(c) A sale, exchange, or other disposition of oil or gas under th)( 1) of this section may not be
continued after the end of one year or renewed ssith the same par y without the prior approval of
the legislature under ia) of this section. This subsection does not apply to a sequential
competitively bid sale of oil or gas nude with the same parry undrnb K1) of this section



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

The department sent cither 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-Mincr. Kenai Peninsula Clarion. Homer News. Homer Tribune, and the Frontiersman.

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

Advisory Board signed by the Board members Apnl 6. 1995.



Kevin Banka
Division of Oil and Gas
3601 C Street, Suite 1398

Anchorage, Alaska 99503-5948 APR

April 1S, 1995

Dear Mr. Banks,

This is in response to a publicly advertised request for comments concerning the sale of
royally oil to Tesoro .Alaska Petroleum Company. The exploration for, production of
and shipment of oil in Cook Inlet continue to be emotionally charged issues in which |
have been involved over the past 6+ yean. This sale though should remain unrelated to

those discussions.

As a commercial fisherman since the late 1960’ in Cook Inlet waters (“semi-retired"” in
1991), I have seen lishing overtaken by oil as the premier “industry™ in Alaska.
Unfortunately for all Alaskans, the oil industry merely' increased resource extraction
rather tiian expand resource development Tesoro .Alaska operations represent the
pinnacle of resource development for the oil industry' in .Alaska. Tliis sale needs to be
supported wholeheartedly to conunuc at least tiiis small cffoit of resource development
in our state. The reasons | see of supporting this sale arc, 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 die related industry it helped spawn has made the Kenai region one of steady
growth and excellent services. The continucu sale of royalty oil to Tesoro will assure
this region of its immediate future. In long-range economic terms tius is an
immeasurable beneth, yet there is no doubt of the positive effect. Providing a three year
contract maintains security’ for Tesoro and the local economy.

A mere thought-provoking reason concerns my belief the Tesoro plant and its
responsible development plan should be the model for resource development in this
state. While limiting or eliminating the royalty oil sale would have an economic ctfcc:
Largely confined to the central peninsula, the ramifications of such a detrimental action
would be felt dramatically in die conceptual design of resource development for Alaska.
The effect to future responsible development planning in the timber, fishing and oil
industries would Ik to continue as merely a resource extraction site. This would be
devastating to Alaska, especially a* we attempt to rely less on oil extinction revenue anti
develop a broader economic base. Indeed, the continued sale of royalty oil to Tcsoto
Alaska Petroleum Company should be embraced by all Alaskans as the most positive
and prominent step tn responsible resource development m this state.

I enthusiastically endorse tiiu royalty oil sale under a three ycar contract Thank you for
this opportunity to comment.

Sea Hrenc Inn <€ Charters

Karl A S'aac? ISIl.a*. llot J|, .V hievti, Alut*
fVtaiw m tWI/7t.W
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The Alaska Rovalty Oil and Gas Development Advisor/ Bo;ud
on \O J

.. Resolution 95-i

- 1
P On March 21. 1995. the acting director of the division of oil and gas ("director ) provided

the AJaska Royalty Oil and Gas Development Advisory Board ("Board " with preliminary findings
and proposed contract for a ilucc-ycai sale of approximately dO.O0O barrels per day of Pnidhoe
Bay Unit royajty oil to Tesoro Alaskn Petroleum Company ("Tesoro  Tesoro will process the
od in its refinery In Nikiskj, Alaska.

The propose contract was discussed between representatives of the division of oil and gas
and Tsscio 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 dirct'or rotiticd the public that the
proposed talc would be discussed at the Board’s meeting on Apni 0. 1995 and invited them to

attend.

On April 6. 1995. tJ.c Board met to discuss the siic ar.d to laws public comment on it.
The meeting was attended by representatives of the division of o;i and gas. representatives of
Tesoro, and members of the puoiic. The Beard received a presentation from the divmou staff
regarding the proposed sale and contract. questioned the start about them, arid made several
suggestions. The surf will implement those suggestions. At the conclusion of the discussion, the
voting members of the 3oard. wfco jucadcti tl.e meeting. unanimously approved the proposed
sole and recommended that the proposed contract he approved by the legislature.

Based on the 3card'a review of iho contract for the sale and purchase of royally oil
between the state of Aiiska and Tesoro. the Commissioner's finding and determination regarding
the prcpcsed sole, and the information presented at a public meeting of the 3card. the Board is of
the opinion that tix* propwed disposition of Prudhoe Mav Unit royalty 0.1 to Tesoro meets the
requirements of AS 32.Cd and 11 AAC 20. The Board adopts the Commiuionsr’c finding and
determination, and recommends that the Nineteenth Legislature ipprovc the agreement for the
sale and purchase of royalty oil from the Prudbtx Day Unit to Tesoro Alaska Petroleum

Company.
Lynn Aleshue Tom Cook
Wiiion Condon Beeky Gay

/1A | V M-A -1
Wilb< Hensley * / John Shively
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An Analysis ofthe Department of Natural Resources'
Proposed Three-Year Contractfor the Sale of
Prudhoc Pay Royalty Oil to Tesoro

I. Summary

The Department of Natural Resources ("DNR ") is proposing to sell 30% of me
state’s royalty oil entitlement from the Prudhoc Bay Unit--or about 27% rf all North
Slope royalty oil-to Tesoro Alaska Petroleum Company ("Tesoro"). Roughly JO,(MX)
barrels per day of royalty oil would be available to Tesoro under the contract.

the contract term would be only three years, and would require that at least 80%
ofthe oil purchased be processed at Tesoro’s Nikiski refinery.

The contract requires legislative approval under AS 38,06.055. Royalty oil has
been, and remains, the principal feedstock for Tesoro's refinery; indeed, deliveries under
the proposed contract would represent about 80% of the refinery 's crude supply There
are no other stable, long term sources of crude for that refinery, and Tesoro’s current
one-year contractfor state royalty oil expires on December 31. 19V5.

As ii result, if the Icj Mature is unable to art on the proposed contract before
it udjotirns its 1995 session, Tesoro would lose about HOT of its crude oil supply,
and continued operation or the Nikiski refinery would lie in peril.'/

Because the proposed contract must be reviewed by the Alaska Royalty Oil and

Gu% Development Advisory Board /"Royalty Board ) before being presented to the

V M statute, DNR could not cscn renew Tesofo's one scat purchase contract without the
legislature's approval AS tK06055iei



legislature, '/ legislation approving the contract should be ripe for introduction about
April 24, 1995. However, and given that lime is short, the legislature ought to begin
evaluating the proposed contract now.

The legislature will review the proposed contractfrom two distinct perspectives:
(1) as steward of Alaska’ economy; and (2) as a seller of nil intent on receiving full
value, and adequate security, for its product. This paper looks at the contractfrom both
points of view:

l. The Alaska Economy. Alaska has a longstanding policy of employing a
portion of its royally oil entitlement to promote the growth of, and competition among,
in-stale nil refiner.. Ns a result. Alaska has become virtually self-sufficient in refined
petroleum products, and the resultant competition between the stale’s three instate
refiners has saved Alaska consumers hundreds of millions of dollars in retail gasoline
prices alone.

Alaska's royalty oil policy has succeeded in large measure through royalty oil
sales to Tesoro. This despite the fact that, among in-staff refiners, Tesoro suffers a
considerable competitive disadvantage, principally because ts refinery is not directly
linked to the Trans Alaska Pipeline. While Tesoro has never asked the state to help level
this play ing field, future competition can be assured only if the state, through us myalls
oil dispositions, dors nothing to aggravate the competitor disparity between Tesoro and

other in state refiners.

¢/ ASJIKOMIMNal



2. The State's Interest in Full Value. Tesoro has never asked for, nor
has it ever received, any subsidy or special alhwance in purchasing royalty od.
Certainly the proposed contract grants none. Indeed. DNS has taken considerable
advantage of its virtual monopoly position as Tesoro's only realistic piincipal sour e of
supply.

Among the document's more rigorous requirements arc 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: (1) the North
Slope producers, in the aggregate, for royaltv oil taken in value: or (2) oilier in-state
refiners. In the month of January. 1V95, that premium would have been $.19/bhl.--or, on
an annualized basis, about 52.77 million:

b. Security. DSP has always been rightly concerned with the prospect of
purchaser default--an event that could force the state to sell royalty oil under distress
conditions The prop >sed contract affords DNP an cxtraordinarx series of safeguards in
this respect For example: in the past, Tesoro has posted a 60-day tetter of credit to
guarantee payment of oil delivered under the contract. (XIAPCO Petroleum, conversely,
posts no letter of credit at all.) The proposed contrail lengthens that letter of credit to
75 days, unless Tesoro is able to assign its long-term tanker charter agreement to the
stale itself, so that DNP would base immediate access to an oil tanker if itfound itself
holding royalty oil: and

c. Special Flexibility to Respondto a Ufting of the North Slope Export

Han. Even if Tesoro takes even barrel allowed under the proposed contract, about 57'r



of the state's ANS royally oil would remain uncommitted, and available for whatever
opportunities a lifting of the ban might create. Moreover, under a special reopener
clause in the contract, the state can renegotiate the price term if and when the ban is
lifted, and then terminate the contract if reopener negotiations don't yield a price
commensurate with a changed ANS market. This clause affords DNR ample discretion to
manage both unco.'mined royalty oil. and Tesoro's royalty oil. if and when the ban is
lifted.

In short, at virtually every turn DNR has exploited its considerable bargaining
advantage. This will be the mostfavorable contract--from the state's perspective -under
which any royalty oil has ever been delivered.

Nonetheless, the contract does meet Tesoro's need for a stiihlr source of crude--

albeitfor only three years.  As a result, the contractdesenes legislative approval



/I. The Proposed Contract's Contribution to Alaska’s Economy and Energy Self-
Sufficiency

A. The Proposed Contract is a Continuation ofan Alaska Success Story

Alaska lias 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 IS'! of its

refined products,

Alaska Consumption vs. Refinery Production-
those imports reflect 1994
(barrels per day)

shipments to
enr.0qo
Southeast Alaska Koom
*COX j
and the  Arctic-* nxes
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) to@L-
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for those remote-market imports. Alaska's refiners production virtually equals in state

demand

V Source (I aComumptHMi DNR. Hoiotkal and Plojcctnd Oil and Gas Ci>nuimpbxa* Feb
IW 4at M, 12Production Tesoro internal ptisiuciioo estimates
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Company " March 21. I*F' <“/W5 Teuuo at



The impact on Alaska consumers has been considerable. A 1992 MAPCO
Petroleum study, for example, documented a S.30/gallon difference in gasoline prices
between Anchorage and Souther ,t Alaska-lhc higher prices in the Panhandlc I>cing
attributable, in material part. ¥« the lack of refiner competition in that region. V' 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 S-150 million savings to Alaska consumer* in the 19X0's. id. at I.

Apart from direct cons imer benefits, Alaska’s rr'ining industry directly employs
about 850 people, and pays about SI I mill on annually in local and state taxes. For its
part. Tesoro employs 552 Alaskans, and it recently completed a S25 million vacuum unit
designed to convert currcntly-unprofitablc residual fuel into more valuable product This
is in addition to the S236 million in capital improvements that Tesoro has made in Alaska
over the past two decades.

All these benefits How directly from the Alaska legislature's clear direction to
manage Alaska’s royalty oil ami gas in a way that entourages in state energy self-
sufficiency. | or example, royalty oil can’t be exported unless ,fssurplus to in state needs,
‘/ and non-compctitisc sales must always be made to tire buyer hat “offers the maximum
benefits to citi/ens of tire smc”--ifK ludmg the "benefits of refining or processing die oil or

pas in the state ™ AS 38.05 183(c) 7

'l PParvin A <*ertr Study, prepared for M AW 'd Petroleum (IW2) at a

V AS 3805 IKVd)

V lhe tUlUtcs poeming the AUt"a Hi'jalty Otl*nd(Ut Desclopmrra Adsivr) llturd likewise
create a pronounced bias lot*ardt in state uie ol on ally **1 AS 38 0M)70(a) and <h)
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still N*taken in v.due V
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The state lu\ profited considerably from its modest investment of rovaltv oil
Nowhere is this more true tlun with respect to DNK's rovaltv oil sales to Tesoro The
Niktski refinery began .»pcraiit»ns in live supplied in p.ut by Cook Inlet myall)
Tesoro began receiving \NS rovaltv oil «n July. 1980. and. by 1>S7. Icsoro had invested
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has been the principal source of its feedstock ever since
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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 at both ends ol the Alaska Kailbclt
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 contention that,
quite remarkably, has made a state as massive and underdeveloped as Alaska virtually self
sufficient in refined petroleum products

(. Tesora's Continued Contribution In In-State Refiner Competition Drprnd\
on the Continued Availability of Royalty (hi I hder fair lerm\

I The Absence of Any AUernalne Source of Supply

As a practical matter. Tesoro has no reliable, long term source of crude ol >er than
ANS royalty oil llasing modified its refinery to accomodate ANS crude. Tcsoio new
finds itself wtihtml any significant private supply source This because

<lI| ARCO refines its entire production itself.

(2) Hntish Petroleum has declined lo sell oil to thud parties at Valdez because of
pcrvciscd potential environmental liability, and

f'l Isson is interested only in occasional, short term sales

Indeed, in IW.J Tcsoio lost one of the frw private sources of ANS crude
heretofore available to it Into |'W * Tes<»fo puis (used about VM) hhl/day of Milne

Point production from Conoco llosscvrt, Conoco wild if Milne Point interest to British



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

Milne Point oil to Tesoro.

2. It's Important to Make Hoyally Oil Available lo Tesoro Under
Competitive Terms, Ixsl the State Aggravate Tesoro's Competitive Disadvantage

Tcsoro's dependency on ANS royalty oil make', it rather tempting for the slate 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 purchascrv-a policy of
restraint borne in large part of the Alpctco Refinery fiasco. Tlierc are. however, prudent
limits to that policy. Tlic state hopes to use its rovaltv oil to enhance in state refinery
competition When ore of those refineries bears an underlying market disadvantage. DNR
must take special care to assure that the terms under which royalty oil is made available lo
that company arc 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 anti Pctro Star--both take \NS crude directly from the Irans Alaska
Pipeline "TAPS™) As a result, neither MAPCO nor Pctro Star base to inventory any
crude oil at then refineries

Tesoro. on the other hand must ship us oil fust over the entire length of the TAPS
line, and then by tanker from the TAPS terminal at Valdez to the Nikiski refinery Tesoro
revultantly must (1) always keep about one million barrels of crude od in inventory, and
(2) pay about Sl/bbl more for its feedstock than either of its sompcliiiors Ami. the

principal component of that additional cost- the cost of tanker transportation from Vafdc/



to Nikiski-is increasing because of new safety requirements imposed through the federal
Oil Pollution Act of 1990.

MAPCO'™ and Pctro 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-white 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 prnsluct to
the TAPS line, paying only a S 25-S1.3(Vbbl. “quality bank" penalty. Tesoro. conversely,
must ship its residual oil to the West Coast at a transportation cost of S3.40/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 crudc-a product that, once again. MAPCO simply returns to
the pipeline ANS producers have been significantly increasing the LPG component to the
crude stream, ami Tesoro has been required to spend several million dollars to dispose of
the |.PC*at the refinery Again, however. MAPCO can reinject this product into the
pipclmc -which. ironically, even further increases the LPG content of ANS crude oil that
Tesoro receives at Valdc/

Vet another example of MAPCO'% competitive advantage relates to the recent
installation of a hen/enc stripper at MAPCO'™ North Pole refinery Pus unit reduces or
extracts hen/enc, which MAPCO also reinjects into TAPS Tins, in turn, has complicated

Tesoro’s ability to continue to meet gasoline specifications

10



2. Despite Its Disadvantaged Position, Tesoro Has Never Asked for More than
Competitive Access to State Royalty Oil.

Tesoro has always paid full value for its royally oil Indeed, after DNR settled
with the ANS producers in the Amerada Hess litigation, Tesoro agreed to pay roughly
S95 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
us 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.

In light of what we've learned from this section, the proposed contract's
pronounced tilt towards DNR will seem rather surprising 11ns is not a case where the
state bends some rule, or grants some favor, to encourage sotnc economic enterprise It is
much the opposite--an experiment in hrinksmanship undertaken despite the consumer

interests at stake, and the disadvantaged position of the purchaser



I1l. The Proposed Contract Vigorously Protects the State's Interest as Owner of the
Royalty Oil

From ihc perspective of royalty owner, the stale's principal interests in the
proposed I'csoro contract arc three-fold: (1) pnee: (2) security: and (3) flexibility in

managing royalty oil. In all three respects, the Tesoro contract 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 first myalty ml sale. the stale’s policse luis
been that it would not necessarily maximize revenues from
royalty in-kind sales, hut that it would not receive less for
the people's royalty when taken tn-kind und sold than the

state would otherwise have received had it left the oil with
the lessees and taken its royalty in-value

DNR. final finding and Determination to Sell Royalty Oil to Pctro Star Valdez Refiners
Joint Venture I"Pctro Star findings™), March 4, 1992 at 6 V Moreover. DNR has
declined to ask for any *premium." above the in-value pnee. from in state refiners In the
past. DNR considered charging "premiums" for r state sales out of its concern that its
royalty oil. when taken and sold inkirxl anywhere on tnc West Coast (including Alaska),

tended to ’displace" other ANS crude from the Pacific Coast, forcing it to the Cull Coast

*/ As nosed prevMiusly. the I'etro SIrr 1V sale was terminated when Prtiu Star dcsdinrd to lake od
under the (iwiirai. t
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where it would yield a lower price. A “premium" charged the royally oil buyer, DNR
surmised, co »ld offset the revenue loss caused by the "displacement.” "V

Howe xr, DNK 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 rfficts which were o larger concern
when so much of the ANS crude oil was shipped to the
Gulf Coast...Since the stae will dearly benefit from
the continued operation of the Tesoro facility and.
since the consumers of Alaska are likely to he better
off in a more competitive industry, the stale does not
propose a price premium in this contract

1994 Tesoro bindings at 14. The same conclusion uas reached with respect lo the long-
term Pctro Star sale I'etro Star Findings at 11 ('Tor these reasons, and lo encourage the

jobs, income, tax, and consumption benefits from m-statc refining, the proposed contract
docs not include a premium™)

In its Amerada Hess settlements with the principal ANS producers, DNR defined
"value" as a solume-wcightcd average of the values of ANS oil in different markets, ANS
crude is sold along both the West and Gulf coasts, and. ol late. Gulf Coast prices have
generally been S ‘X) SI.0OO/bbl. less than West Coast prices. By pegging "value" to a
volume-weighted asciugc ol these sales, the aggregate "salue" is thus lower than if

"value" were defined solely with reference to West Coast sales

V See. e g. Terto Star htuhngt at HP 11 As discussed in die lotto* mg test, no premium ssas
charged Pctro Star.

I Id at 11. tee alto DNR. “Preliminary binding and | Virrtmnation to Sett Royalty C>dto Tesoro
Alaska Petroleum Company." August 16, IW |"/V W Tetaro Ftndmgt") »X 14



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
barrel amount calculated by volume weighted
averaging the Valdez Netbacks for each of the four
market destinations to which production was
delivered: West Coast. Gulf Coast. Hess and Mid-
Continent.

ANS Royalty Settlement Agreement between HR Exploration (Alaska) Inc. and Slate of
Alaska. ("HRSettlement") December 31. 1991. Art. 3.2(d). 'V

This is also the deal that DNR struck with other in-state refiners The State’s
contract with Pctro Star JV incorporated the HP settlement methodology for valucing
Pctro Star’s oil -with Pctro 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
Icsoro alone, a "premium" for its royalty oil. DNR set Tesoro** pnee with reference to
the value reported under the agency's Amerada Hess settlement with lixxon Hut I:\xon
sells Us oil only on the West Coast As a result, and as Chart 3 illustrates, had the contract

been m clfect in January. 1995, Tesoro would have paid a $ 19/bM premium over the

7 While "market baskets' of od arc used to calculate HP's royalty obligations, there is a separate
market basket for Gull (Vail pl.*rmcnts. to the volume’weighted influence of Gulf Coast pners

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.

Options for Pncmg Royalty Ol CHART 3. Souree
Sold to TeSoro

January. 1995 per barrel ANS values FtnJingt or Table 2
"
Bnrnh petroleum Reported .
hieft Fin;illy.
not only is

Volume Wetxhted M r to fr

Producer Pner
Tesoro charged a

osoro
Pmr ConlImet Price significant
Y o e
$9.80 $10.00510.20510.40510.60510.80511.00811.20 ~ Premium.
Moreover. the

proposed contract also provides that the State can continue to "adjust" that price upwards
as it obtains "more accuiatc information®-thc adjustment pcnod running for the full
period permissible under the applicable statute of limitations Art. 5 .V

/l. Security

l. The l.elter o f Credit

DNR has always faced two risks m selling its royalty oil

V' Table 2 of the 1995 Tesoro bindings mistakenly lists die Janujry. l% volume weighted
ascngc ol jll producer prices as SI 1.027 Pus is due to jn madscitcnt failure to include Hntish
Petroleum Gulf Coast sales, and the correct figure of S10.9|/bbl. seas agreed to in a phone
conversation with DNR Division of Oil and Gas’ Kevin ilankc on Match 24. 1995

further. lud Petro Star actually taken delivery ol royalty oil under its now-tcirmnated
192 contract, its actual volume-weighted average price would have been about $ 21/bbl less than
the St0.91 pnee deputed in die chart-'Or. about $|0,7(Vbbl This is because Petro Star had
contracted lor Kuparuk River L'nit production. whkb is subject to an approsututcly S 2b'bbl
Kuporuk Pipeline tarit!  Itowcscr since Pctro Star wimld (use paui lhai unit to the pipeline
company, the net cost ol that royalty oil to Petro Star would base been (lie saute as if it had uVen
Prudhce Hay od Therefore. die price term of the Pctro Star contract is more fairly depicted as dtc
umc solarise weighted average price patd by MAPCO
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(1) A certain quantity of oil might be delivered before the state discovered that the
buyer would Ix; in default. Hie state wants lo Ik 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 slate 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” noticc-lhat is. the state could find
itself holding six months of oil it the buyer defaulted. Nonetheless, prior to |092 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 "LOT”) was used Ikcuusc it was the commercial
norm In the private sector, longer-term oil purchases arc usually secured, at most, by a
60-day 1.0C.

Thus, the nsk posed by a "distress .sale" during the ’denomination” pcnod was
never the determining factor in DNR's security requirctiKiits DNR never went beyond
the miuinis 0f commercial reason, because in doing so it would have risked placing in-state

rctiners 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 day.s--unlc.ss, as in HP’s ease, the producer notified the state that, "after making
documented good faith efforts,...it is unable to obtain acceptable vessel transportation" for
the oil. HP Settlement at An. 2 1(b). Given today's depressed market among independent
U.S. flag oil tankers, it's doubtful that such a claim of “force majcurc” could Ik made.
And. m any event, the declaration of "force majcurc” is intended as the exception, rather
than the rule.

The point being, of course: it 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 1.0f.

Nor would Risk (1) seem to warrant anything more than the traditionally
acceptable 60-day LOC. Nonetheless, DNR did require a 90-day LOC* in its 1992 royalty
oil sale tr Pctro Star JV. "/ Injustifying that requirement. DNR imagined that 70 days of
unpaid-for oil might I>c delivered before the state could declare a default A 90-day LOC.
DNR reasoned, was necessary to secure payment for that oil -thc remaining 20 days'

value in the 1.0C being in the nature of liquidated damages for Risk (2). 'V

“/ Thu is the only royalty oil contract to contain the 90-day 1.0C requirement. and the Petro Star
contract wav a special cave The contiact wav intended to aid Pctro Star's plan to build a then
noncuvtrnt V.ddc/ refinery It wav thus a speculative endeavor that prevented the State with some
of the same risks that it laced with the Alpctcocontract years previous

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

Moreover, it should he norcd tha: Petro Star JV never purs fused any royalty ml under that
contract One can reasonably surmise that it didn't do so. in part. Kcjusc 0k security
icquitcmcnn extended beyond the hounds of sommcrcul reasonableness and availability

/ Petro Star hnJtngt at 11
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DNR’s 70-day timeline, however, wouldn’t apply to the proposed Tesoro contract.
Under that contract. DNR would hill 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 docs not pay in full any sum owed urdcr this Agreement at the
time when payment is due,” .6 DNR risks, at most, about 47 days of unpaid-for deliveries
under the contract--a nsk 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. Tcsoro's current 60-day letter of
credit with DNR consumes over 25fv of Tcsoro’s total credit capacity. A 75-day LOC
would reduce the company’s available credit capacity bv an additional S8-9 million. And.
based on current Pump Station 1lcrude prices, a 75-day letter of credit would increase the
banking charges associated with the LOC by about S156,000 per ycar--to a total annual
cost of about S780.0<M).

The increase is apparently motivated by DNR’s ncwly*hcightcncd concern over the
availability of tanker capacity to ship .my royalty oil that it. or the ANS producers, might
find themselves holding in the event of Tcsoro’s default In that respect, the contract docs
allows Tesoro to reduce the term of the 1.OC to the traditional 60 days- sut only if Tesoro
can obtain a long-term charter with a tanker company for ilelivencs anywhere on the West

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

‘V Id al Art 7 I(n)
T*u: 47 days is inclusive of »l)a month's delivery of t*d. <?) todays to n-ndcr the bill. (?) 1

days* payment grace period, and (4) 4 intervening hon Kmnritdayt



the agency could directly employ the tanker (or further assign the charter to an ANS
producer) in the event of Tcsoro’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 najcurc" provisions.

DNR thus finds itself doubly protected with: (1) a more-than-sufficicnt 75-day
LOC; or (2) a 60-day 1.O0C. 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 ’Die 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 Tcsoro’s perspective. If DNR doesn't like the price term of the
charier, for example, or is displeased with the charter in any respect. Tesoro will have to
retain the 75-day LOC.

2. Telora'j Solvencv

As with other royally oil contracts, the proposed Tc- ro contract allows DNR to
terminate the agreement (1) "lijf Tesoro becomes unable to pay any of it» debts when
due. or should otherwise become insolvent”; or (2) "(t/lhcrc is a material adverse change m
Tcsoro’s condition, business, or property sshich 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
199-1 implemented a dramatic recapitalization plan which
should provide the company with an immediate
improvement in cash Jlow....Following resolution of
Tesoro's dispute with the Stale of Alaska, implementation of
the recapitalization plan, and issuance of additional
common stock, the value of Tesoro's common stock has
appro ximat-ly doubled.

199-1 Tesoro Findings at 9-10.

2. The Absolute \ature of Tesorn’s Obligation to Accept Delivery' of
Royalty Ilit

Although the contract rigorously protects DNR should the state ever lie required
In dispose of royalty oil after a default, DNR’s overriding goal is to assure that tins never
happens Here again, the contractual safeguards arc extraordinary. Tcsoro’s obligations
to take royalty oil "arc absolute, and will not he excused or discharged by the operation of
any disability of Tesoro, force majeurc or any otherreason or cause." /</. ai \rt 29.

The document continues

(1) Tesoro may lv required to periodically provide DNR with "satisfactory
evidence or reasonable assurance" of Icsoro's continued ability to arrange transportation
for the ml from Valdc/ Art 2 S;

(2)  While, on sn months’ notice. Icvoru may take less than the maximum

quantity ol oil made available under the contract, to do so it must pay a penalty equal to



.75% of the difference in price between what 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 * atcd by consent, or through no fault of
Tcsoro’s. Tesoro agrees to "continue to kc ar' purchase the State’s royalty oil...for up
to six Months following termination if the State, in its sole discretion, so requires." Aurt.
8.1; 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 Qil 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. DSK'i Retained Flexibility to Manage Royalty tlil

With renewed optimism over the possible lifting of the ANS oil export ban. DNR
has paid special attention to retaining tts flexibility to deal with market changes that mas
occur within the Tesoro contract period. Of course, we've seen that, even with the
Tesoro contract, the stale retains about 99.000 bblJday of North Slope royally oil- or
al>out 57 its total-'to use as it secs lit it the ban is lilted

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

contract giving it brojd discretion to renegotiate the contract’s price term if ami when the

fun is dfted In pcttmcnt part, the clause provides

21



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 the export Inin ri lifted, either Tesoro or the Stale may
reopen this Agreement for purchase price only...Upon
issuance and receipt of a notice to reopen. Tesoro and the
State will promptly commence good faith negotiations in an
attempt to establish a new purchase price. Ifa new purchase
price is not agreed to by Tesoro and the State within three
months after giving the notice to reopen, either Tesoro or the
Slate may terminate this Agreement upon nine months written
notice to the other.

Art 2.4(a). Of course, from Tcsoro’s perspective this clause injects a wornsome
clement of uncertainty, and a thrcc-ycar contract doesn't hind the state for such a lengthy
period of time that a price rcopcncr 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 rclincry open



IV. Conclusion

Because DNR used every bn 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 instate refiner competition As « technical matter, the
contract gives the state a price premium, secures the slate’s interest as surely as an>
contract could do; and provides me 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  its competitors, anti the proposed contract doesn't meet that
goal. Hut there isn't time to have that debate 'Die proposed contract needs to be
approved by the legislature before this Ma>'s adjournment, and it is rather jpparent that
the legislature can do that ssith the absolute assurance that the State of Alaska r. getting a

very good deal
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AGREEMENT FOR TICE SALE AND
EL'RQIASE UJLKQYALII-QIL
THIS AGREEMENT is cffectisc as of April 21. 1995 by and between the State of Alaska
iState) and Tcsoro Alaska Petroleum Company, aDelaware corporation with its principal offices
located at 3230 C Street, .Anchorage. Alaska 99503 and TcsoroPetroleum Corporation, a Delaware

corporation with us principal offices located at8700 Tcsoro Drive. San Antonio. Texas 78217

(collectively Tcsoro)

ARTICLE 1
DEFINITIONS
As used in this Agreement, the following terms shall fuse the following respective meanings;
11 Tommissioncr ©* means the Commissioner of the Alaska Department of

Natural Resources or his designee

1.2 Pails Royalty Qil~ means (he quantity of Royalty Oil produced by the

Lessees from the Prodhoc Bay Unit Area in a Day except as provided in Article 2 Kb).

1.3 Dai means a period of tw-enty*four (24) consecutive hours, beginning at

1201 am . Alaska Standard Tune
14 'Effective Date' shall hasc the meaning set out in Article VI

15 Field Cost Agreement means the Prudhoc Bay Royalty Settlement

Agreement cffcctisc Apnl 1. 1980

16 leaves' means the Oil and Gas leases which arc subject to the terms of the

Prudhoc Bas 1‘nit Agreement
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[o' "Lessee” means any person owning a working interest in any of the Leases.

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

succeeding calendar Month.

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

1.10  Point of Delivery' shall hasc the meaning set out in Article 2.6.

111  "Rovaltv Oil’ means the Oil which me State may take in-kind (in amount) as
its royalty under the Leases whether or not the State has elected to take or is taking that royalty in-
kind except as provided in Article 2 Kb).

1.12 Rovaltv Settlement Aoecmcnf means the wnttcn royalty settlement
agreements between the State and Exxon Corporation ('"Exxon") dated December 31. 1991.

1.13 Royalty Value' means the royalty value of all liquid hydrocarbons from the
Pmdhoc Bay Unit or the Prvdhor Bay Unit mit.al Participating Areas as provided in Article 2.1(b)
calculated in accordance with the Royalty Settlement Agreement for West Coast placements as
explained in Article 13.

I 14 TAPS' means (he Trans Alaska Pipeline System

115 M*nit Afreemen' means the Prudhoe Bay Unit Agreement effective Apr.l 1

1977. by anJ between the Lessee* and the State, a* amended from time to time
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ARTICLE I
SALE OF ROYALTY OIL
2.1 Quantity

2.1(a) PruJhoc Bav Umt Quantity The State agrees lo sell to Tcsoro and
Tcsoro agrees to buy from the State that amount of Qil equal to 30.0 percent of the Daily Royalty Oil
tMaximum Quantity). At any tune upon six monhs and ten days written notice. Tcsoro may: (1)
decrease ihc Maximum Quantity; or (2) terminate tlus Agreement, in which ease Tcsoro shall not
make any payments as described in Article 2.11.

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

The volume of Daily Royalty Oil available to die State will vary and may be
interrupted from time to lime, and depends upon a variety of factors, including the rate of production
from the Leases The State disclaims and Tcsoro wanes any representation, covenant or warranty.
expressed or implied, that a >peciftc quantity or the total ot daily, monthly, average. or aggregate

solumc of Royalty Oil will be sold or tendered under this Agreement. The Slate warrants that it has

good title to the Oil tendered under this Agreement.



10

11

12

13

14

15

16

17

18

19

20

21

If the State underlets or stores Royalty Oil at the Prudhoc Bay Unit, or if the State
recovers underlined or stored Royalty Oil. the quantity of Qil tendered under this Agreement shall be
calculated as if no Royalty Oil were underlined or stored or recovered.

2.1(b) Initial Participating Areas Quantity. The State may choose, in its sole
discretion, to sell to Tcsoro. and Tcsoro agrees to buy from the state, otl that ts produced solely from
the initial Participating Areas of the Prudhoc Bay Unit, as defined in the Unit Agreement, rather than
from all participating areas and Leases within the Prudhoc Bay Unit. If the State so elects, the
Maximum Quantity of Oil shall equal 35.2 percent of the Royalty Oil produced from the initial
Participating Areas ina Day. If the State so elects, the terms Daily Royalty Oil. Oil. and Royalty Oil
shall have the same meaning set forth in Article | as l.mitcd in this article.

2.2 Quality. The Oil sold shall be the same quality as the Royalty Oil delivered
by the Lessees to the State at the Point of Delivery from the Prudhoc Bay Unit Area The quality of
the Oil sold may vary from time to time The Stale disclaims, and Tcsoro waives, any guarantee.
representation, or warranty, either expressed or implied, of merchantability, fitness for use. or
suitability for any particular use or purpose, or otherwise, of any of the Oil delivered under this
Agreement or as to any specific, average, or overall quality or characteristic of Oil to be sold or
tendered under this Agreement. Tcsoro expressly waives any claim thai any liquid hydrocarbons
made available to the State by the Lessees, including such substances as crude otl. condensate, natural
gas liquids, cr return otl from the Prudhoc Bay Unit Crude Oil Topping Plant, that may be hkr.ded
with crude by the Lessees before the Point of Delivery' and tendered as a common stream by the

Lessees to the State as Royaity Oil arc nor Oil. for purposes of this Agreement
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2.3 Pncc of (he Royalty Oil The pnee each Monih for Qil purchased under this

Agreement shall be the Royalty Value for that Month of Oil delivered to the West Coast by Exxon
from the Prudhoc Bay Unit production. The Royalty Value shall be determined according to the
Royalty Value calculation stated in vrticlc 3.2 ¢) of its Royalty Settlement Agreement, except that the
Average Valdez Netback shall be the West Coast Valdez Netback. Exhibit A is an illustrative
calculation of the pncc if Tcsoro had purchased Oil dunng the Month of January. 1995.

If any applicable law of the United States of Amcnca or any rule or regulation
promulgated by a federal agency will. in the sole judgment of the State, operate to prohibit or prevent
the State from receiving the full amount due under the above provision. Tcsoro's obligation to pay the
amount of the purchase pncc in excess of the amount permuted will be suspended or adjusted to the

minimum extent required for the State to comply with that law. rule or regulation.

2.4 RgyccnCE

2.4(a) Export Ban Rccncner  Neither Tcsoro nor the State shall have the
nght to reopen this Agreement, unless the cxpon ban on Alaska North Slope crude now in effect is
lifted .Anytime after the export ban is lifted, either Tesoro or the State may reopen this Agreement
for purchase pncc only, by giving die other party one month's pnor wnttcn notice. Upon issuance
and receipt of a notice to reopen. Tesoro and the State will promptly commence good faith
negotiations in an attempt to esiablrsh a new purchase pncc. If Tcsoro and the StJtc cannot agree on a
pncc within (hrcc months alter the wnttcn notice to reopen, either Tcsoro or the State may terminate
this Agreement upon nine months wnttcn notice to the other The purchase pncc for Oil tendered

dunng any pcnod pending termination shall be the pncc in effect immediately before going the
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notice of intent to reopen. If a new purchase pncc is agreed to by Tesoro and the State, the new price
shall be effective for Qil delivered in the month following the Agreement.
2.4(b) Royalty Settlement Agreement Rcopcner. Tcsoro shall not intervene
or otherwise participate in any way regarding litigation, styled ANS Royalty Litigation. Case No. 1-
JU:??~S47. any future royalty settlement agreements with the Lessees, or rcopcncrs or other
discussions under or pertaining to royaity settlement agreements. Any judgment resulting from the
ANS Royalty Litigation, any future royalty settlement agreements, or any rcopcner under the Royalty
Settlement Agreement shall be conclusively binding upon Tcsorowhether or not Tcsoro agrees with
or consents to the terms of any such judgment, settlement, or rcopcner. Furthermore. Tcsoro has no
independent right to invoke any of the provisions of die Royalty Settlement Agreement. If the
Royalty Value is modified in the future as a result of a modification of the Royalty Settlement
Agreement, a corresponding retroactive modificauon will be made to the pncc term of this
Agreement and interest will apply to the modificauon. whether resulung in an overpayment or
underpay ment. as set forth in Article 5.6. Tesoro agrees to be conclusively bound by any such
modification agreed to by the State and Exxon
Nevertheless, due to potential unpredictable increased costs to Tesoro posed by any
changes to .Article Ill of the Royalty Settlement Agreement and/or any changes made under the
rcopcner procedures of /Vrticlc IV of the Royalty Settlement Agreement, the State shall gisc Tcsoro
notice of such changes or a Notice of Rcopcner initiated by Exxon or the State Such notice shall
include informauon on the nature of such changes and/or the rcopcner. the requested effective date of

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

2.5 Point and Time of Delivery Simultaneously with receipt of its Royalty Oil
from its Lessees, the State shall tender the Oil to Tcsoro where the State receives the Royalty Oil
from its Lessees That point presently agreed to by the State and its Lessees in Article 2.3 of the Field
Cost Agreement »s ihc TAPS Pump Station No. 1 Prudhoc Bay Custody Transfer meter (Transfer
Meter™).

2.6 Passage of Title and Risk of Loss. Title and nsk of loss to the Oil sold under
this Agreement shall pass from the State to Tcsoro for oil purposes when the State tenders the QOil at
the Point of Delivery.

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

28 Transportation Arrangements Tesoro shall make all necessary arrangements
for transporting the Oil sold under this Agreement from the Point of Delivery, including satufxtton
of line fill obligations and storage tank bottom requirements of the TAPS, if any. If requested b> the
State. Tcsoro shall submit specific information concerning its arrangement for transportation of the
Oil sold under this Agreement through and awa> from the TAPS and for the resale or other disposal
of the Oil Such information may include the specific lenders of Otl made to the TAPS and

tdcnuficauon of tankers, if any. which will transport the Oil In addition. Tcsoro will preside the
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Stale, if requested by the State, with satisfactory evidence or reasonable assurance of the existence

and continuing validity of adequate arrangements for the transportation or disposal of the Oil subject

to this Agreement. Failure to provide information, evidence, or assurances requested will, at the
State's election by notice to Tesoro. be a material default under this Agreement.

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

2.10  Date of First Deliserv The date of First Delivery will be the First Day of
January 1. 1996

211 foncmmc Guaranty aaO cacatifllL&S If Tesoro docs not take the
Maximum Quantity. Tcsoro shall pay to the State, in addition to the purchase price on the -ctuaj
quantity taken, an amount equal to .75 percent of the purchase pncc per banrel per Day on the
difference between the Maximum Quantity and the actual quantity tendered to and acccp<ed by

Tcsoro for cich Day Tcsoro docs not take the Maximum Quantity

2.12 In Stare PrtvesMnp Tesoro agTtes to use best efforts to insure that any and all
of the Royalty Oil tendered under this Agrtcmcnt will be processed through Tesoros refiner, near
Nikxskj. Alaska, or will be exchanged for other cnidc oil which shall be processed at that refinery
'Process* means the manufacture of refined petroleum products In no event, however, shall the
quantity of Royalty Oil which must be prcxciscd. be less than 80 percent of the volume of Royalty
Otl tendered under this Agreement ‘'Exchange* means (1) direct trades of equal volumes of crude

oil. (2) trade*, of crude oil mv nnp either cash or volume adjustments, or both, provided that those
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adjustments relate solely to quality or location differences; (3) sequential transactions in which Tesoro
receives back crude oil from a party other than the parry which receives the Royalty Oil in trade
from Tcsoro; or (4) matching purchases and sales of crude otl. The terms under wh.ch Tcsoro
receives crude oil in any exchange shall not differ in any significant term from the terms under which
Tcsoro delivered Royalty Oil except for terms which adjust for diff:rcnccs in quality and location.
Tcsoro agTccs that any trade or exchange shall not reduce the pncc to be paid to the State and that
trades or exchanges shall be at no cost or expense to the State.
Tcsoro's obligation to process Royalty Ot! or exchanged oil in-State may only be
suspended or excused under the provisions of Articles VTII and XI.
The State may. in its sole discretion, waive the m-State processing requirement in
whole or in pan. if State is satisfied lhat Tesoro is using its best efforts to process the Royalty Oil
tendered or the oil exchanged for Royalty Oil tendered under this Agreement at Tcsoro's Alaska

refinery and that the waiver would not be contrary to the underlying intent of the other provisions of

this Agreement

ARTICLE 1l
REPRESENTATION .AND OBLIGATIONS QEJESQRQ
Tesoro warrants, represents, and agrees
j.l QgaLSundiflg and AuttonmiOQ Tcsoro is. and at all umcs dunng the
operation of tlus Agreement shall remain, a corporation orgamrcd and existing under and by vutue of
the law s of the United States or of any State, temtory or the Dtstnct of Columbia, and qualified to do

business IN. and in good standing with, the State of .Alaska. Tcsoro has ad Kccssary corporate power
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to enter into this Agreement and to perform the covenants and obligation under this Agreement. All
necessary corporate action has been taken to authorize Tcsoro to enter into this Agreement and
perform its covenants an 1obligations under this Agreement.
3.2 Financial Condition. Die financial information submitted to the Stale is

complete and conrcct and fairly presents Tcsoro's financial condition when the information was
submitted to the State The financial information was prepared in accordance with generally accepted

accounting principles consistently applied. Since the date the information w* submitted, the
condition, business, and properties of Tcsoro have not been materially adversely affected in any way.

Tcsoro agrees to inform the State immediately if there ts any material adverse change in its condition.

business, or properties which may have an appreciable adverse effect on its ability to perform under

this Agreement. Tesoro. in addition, will immediately inform the State of any significant change in
ownership of Tcsoro. affiliates, parent company, and of any change in Tesoros operations or
Agreements, which may appreciably affect Tesoto s performance under this Agreement.

3.3 Financial Statements As soo0 as possible after the end of the fiscal year of

Tcsoro. ami in any event within one hundred twenty Days thereafter. Tcsoro will furnish to the Stare.
at Tcsoros sole cost and expense, a report of a complete copy of a report in a form to be presented
>om time to tune by the Slate which will include Tcsoro s balance \hcct as of the close of the fiscal

scar and the income statement for that sear, prepared in each ease m accordance with generally
accepted accounting pnnciplcs consistently applied by certified public accountants of recognized
stalling For purp«>scx of complying with this article. Tcsoro may submit, and the State will accept.
the annual report of Tesoro Petroleum Corporation filed with the United States Secunties and

Exchange Commission pursuant to See 13 or 15 (dtof the Sccuniv Exchange Actof 1934

10
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ARTICLE IV
MEASUREMENTS AND TESTS
The quantity and quality of Qil sold under this Agreement shall be determined at the
Point of Delivery Procedures and methods for measuring and metenng the Oil sod under this

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

ARTICLE V
PAYMENTS AND ACCOUNTING

51 Initial Billing. The State will send to Tesoro. on or before the tenth business
Day of each Month after deliscry of Oil. an invoice statement of acco mt of all Otl estimated to have
been measured at the Transfer Meter and tendered to Tesoro under this Agreement dunng the
immediately preceding Month according to the best information available to the State, the estimated
purchase pncc applicable to those dcliscncs. and the total amount due (Initial Billing Invoice!. The
estimates will be made by the State according to the best information reasonably available to the
State The State may tender its Initial Billing Invoice to Tcsoro fused in pan upon mformaiion
reported by the Lessees to the State, information published by the U.S. Government, and information
published in Platts Oilgram Pncc Report or any other publicly available report Hie State shall
thereafter jdjust us Initial Billing Invoice under this article aa soon as more accurate informotion
concerning the quantity and purchase pncc of 0*1 delivered each Month is available The State,
however, shall not be required to adjust the Initial Billing Invoice before the vending of the ncu

Month s invoice statement of account.



10

11

12

13

14

15

16

lei

19

20

21

5.2 Initial Adjustment After the Initial Billing Invoice under Article 5.1. the next
Monthly invoice will also state the States initial adjustments, plus interest, to be made, if any. to the
Initial Billing Invoice rendered in the immediately preceding Month, in accordance with any
additional or more accurate information which may have become available to the State t"Initial
Adjustment Invoice’). Whether or not .nitial adjustments arc made, however, subsequent adjustments
may be marie under Article 5.5.

53 Subsequent Adjustments Tesoro acknowledges that after the Initial Billing
and Initial Adjustment Invoices, more accurate information concerning the quantity of or purchase
pr.ee for Royalty QOil tendered may become available to the State. If any such information should
later become availab'c to the State, it shall furnish a corrected invoice statement of account to Tesoro
i"Subsequent Adjustment Invoice") and the State will adjust the amount previously billed, and Tcsoro
will pay. or the State will credit or refund, the amount of any Subsequent Adjustment Invoice plus
interest If the State should render a Subsequent Adjustment Invoice to Tcsoro. any amount to be
credited or refunded from the State to Tcsoro or paid by Tcsoro to the State will be refunded or paid
within thirty Days after the date of the Subsequent Adjustment Invoice

The parues recogm/c that subsequent adjustments may be necessary' alter December
31. 1998. and. accordingly, the provisions of Article V will survive ary termination of thiv
Agreement. Any Subsequent Adjustment Invoice rendered more than six yean after the date of
delivery will bear interest for only six years from the date accrued as defined in Article 55 This
limitation on interest docs not apply to Subsequent Adjustment Invoices resulting from  (I)

regulatory, rcopcner or court proceeding iincluding appeals) commenced dunng the six year pcnod
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whether or not the Tcsoro or the State is a party and (2) bona fide audits by the State of Exxon
commenced dunng the six year penod.

54 Payment Tcsoro will pay the Initial Billing Invoice on the thud business Day
of the month following delivery or within three business Days after the date of the invoice whichever
is later, and the Initial Adjustment Invoice within three business Days of the date of the invoice and
on any Subsequent Adjusuncnt Invoice within 30 Days of the date of die invoice. Payment shall be
made without any Jcduction. set off. or withholding, by wire transfer of immediately available funds
to the State s account at the follow mg address

State Street Bank  Trust Company
Boston. Massachusetts
ABA*)1100002S

For credit to the State of Alaska
General Investment Fund. AY01
Account «00657189

Attn: Kim Chan Public Funds

Pay ment may be made in such other manner or to such other address as the State may
specify tn the invoice statement of account or by ixhcr wnttcn notice. All other payments to be made
under this Agreement shall be paid in the same manner If payment U due oo a Saturday, Sunday. or
legal holiday of the place where payment ts to be received, payment shall be made on the nest
following business Day It is revogmrrd that the State may bill, and that Tcsoro will pay. amounts
that are based upon confidential information held or received by the State If confidential mforma’ion
is used as the basis for a billing, then the State will furnish Tcsoro. upon us request, with the certified
statement of the Commissioner that the amounts billed arc correct based upon the best information

availablc to the Sute If a dispute corscenung a btll anscs. Tesoro agrees to pay the full amount bdkd

by the State, cxcepr for obsious clerical mistakes, pending final resolution of the dispute



12

14

15

10

17

18

19

20

21

55 Interest. The Amount of ail sums, which arc not paid when due under this
Agreement or which arc later determined to be due as an adjustment, shall bear interest from the date
accrued until paid in full at the rate as provided in AS 38.05.135(d) or as that statutory provision may
later be amended. Currently, that interest rate m a calendar quarter is at the rate of five percentage
points above the annual rate charged member banks for advances by the 12th Federal Reserve District
as of the first Day of that calendar quarter, or at the annual rale of 11 percent, whichever is greater,
compounded quarterly as of the last Day of that quarter The term “date accrued- means the date of
the Initial Billing plus three business Days.* Interest shall apply to both adjustments for
overpayments and underpayments.
The following illustrates from what date interest will run:
January 1*31. 1996 - Tesoro takes 1996 January production;
February 9. 1996 - Stale sends Tesoro the Initial Billing Invoice for 1996 January
production.
February 14. 1996 (Initial Billing plus thrxr business Days) ~ Tcsoro must pay the
Initial Billing Invoice for January 1996 production. If Tcsoro does not pay on
this day. the Initial Billing Invoice bean interest from this date plus a late
payment penalty.
March 3. 1996 State vends Tcsoro the Initial Adjustment Invoice for January 1996
production Tevoro owes the State an additional uim.
March 13. 1996 - Tesoro must pay the Initial Adjustment Invoice plus interest from

February 14. 1996 through! the payment diu:
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January 10. 1997 - State sends Tesoro a Subsequent Adjustment Invoice for January
19% production. Tcsoro is entitled to a credit. State pays interest from
February 14. 19% through January 10. 1997.

April 10. 2006 ~ The State is notified by Eiuton that, due to a clerical error, it has
revised the Royalty Value for January 19%

April 17. 2000 - State sends Tcsoro another Subsequent Adjustment Invoice for
January 19% production after E«on a reports a clerical error in its
calculation of (Ik Royalty Value Tcsoro owes the State an additional sum.

May 17. 2006 * Tesoro must pay the Subsequent Adjustment Invoice for January-
1996 production plus interest from calculated February 14, 19% through
February 14. 2002. If Tcsoro does not pay the Subsequent Adjustment
Insoicc on this date, interest will accrue 'rorn February 14. 19% through the
date the payment is made and Tcsoro must also pay a late payment penalty

November 10. 2006 - Court settks dispute between the TAPS earners and shippers.
Carriers are awarded a higher tanff for January 1996.

Nosembcr 30. 2006 - Stale sends Tcsoro a Subsequent Adjustment Invoice Tevoro
is entitled to a refund *hKh includes interest calculated from February 14,
1996 through November 30. 2006

56 I"ite Payment Penalty If Tcsoro fails to .nakc a full payment within thrrc

business days of the date of either an Initial Rilling Investee or Imual Adjustment Ir,voice, or within

tfun> Days of the date of any Subsequent Adjustment Invoice. then in addition to the amount due
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plus interest from the date accrued until the date of actual payment. Tcsoro will pay an amount equal
to five percent of the principal payment due as a late payment penalty.

57 Payment to Lessee At the request of the State in the invoice statement of
account or othersisc in writing. Tcsoro shall pay all or any portion designated by the State of that
pawr.cnt required to be made to one or more of the Lessees at an address or addresses and in the
manner iesigraied by the State. The payment will be made within the time limit specified in
Article V The Stale may authon/e and designate a thud party to make the request and designate the

amount, manner and place of pavmcnl under this provision. Unless otherwise specified, the balance

of the payment due. if any. and payment for subsequent Months, shall be made in accordance w-uh

Article V

58S Payment to Thml Parties The State may direct that Tcsoro pay any amount
due or which may become due ducctly to a thud party in a manna and time as may be directed by
the State tn written notice to Tcsoro if. in the State s vole discretion, the payment to the thud party

will assist the State in monitoring or enforcing this Agreement

ARTICLE NT
ILKM
Thu Agreement shall become effective upon execution by the parties The Stales
obligation to -ell and Tcsoros obligation to buy Royalty Oil becomeseffectiveimmediately
Deliveries under this Agreement shall begin on January |. 1996. and shallendDecember  31. 1998

The provisions ol Article V shall survive the termination of thiv Agreement
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ARTICLE Vn

DEFAULT OR TERMLNAHOX

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

occur, then the Slate, at the its sole option, may terminate or suspend its obligauon to tender and sell

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

()

<ii)

(in)

(tv)

At any time. Tcsoro (a) repudiates any of its covenants or obligations
under this Agreement, or (b) fails, within five Days, after wnttcn
request from the State to provide the State with wnttcn affirmation of
this Agreement and of Tesoros intcnuon to perform under this
Agreement (together with evidence or Assurances of transportation
arrangement pursuant to Article 2.8 reasonably satisfactory to the
State);

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

Tcsoro fails to observe or perform any of its other covenants and
obligations under Article 0;

Tesoro docs not perform any act required or contemplated under this
Agreement and (a) the non-performance cannot be cured, (b) the
nooperformance continues for more than thirty Days alter the State
has notified Tcsoro of its nonperformance; or (c) Tcsoro has faded to

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

Agreement.
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(v) There is a material adverse change in Tcsoro's condition, business, or
property which may appreciably affect its ability to perform any of its
obligations under this Agreement and Tcsoro is unable or unwilling to
give the State adequate assurance of continued performance either
within five Days of a request for such an assurance or within such
other shorter time pcnod as the State may request under the
circumstances;
(vi) Any representation or warranty made by Tcsoro in this Agreement
was materially false or inconrct when made, or
(via)  Tcsoros failure or inability for any reason (including reasons beyond
Tcsoro's control) to maintain the Secunty described in Article XV.
notwithstanding Tcsoro's continuing willingness and ability to
perform its other obligations and covenants under the Agreement
7.2 Failure to Pav Debts If Tesoro becomes unable to pay any of its debts when
due. or should otherwise become insolvent (regardless how that insolvency may be evidenced).
Tesoro will immediately f vc wnttcn notice of that fact to the State. Whether that notice is given, if
Tcsoro becomes unable to pay any of its debts when due or should otherwise become insolvent, the
Suucs obligation to lender and veil Otl will automatically and immediately terminate without any
requirement of notice or other action by the Stale, however. Tcsoro will nevertheless be and remain
liable for pavmecnt and performance of all of .ts obligations and covenants under this Agreement
regarding Oil actually tendered by the State to and after any such termination W.ithin thirty Dass

alter receipt of Tcsoros notice or. if no notice is given. altcr the State otherwise becomes aware -as
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determined in the Slates sole discretion) of Tcsoro's insolvency, the State will have the nght. upon
wnttcn notice to Tesoro. to reinstate all of the State s and Tcsoros obligations under this Agreement
retroactively to the date of termination.

7.3 State s Remedies. If any Escnt of Default occurs or if the State's obligation to
tender and sell Oil under this Agreement ts terminated or suspended, all of Tcsoros obligations
accrued but not otherwise due and payable under this Agreement will immediately be due and
payable in full. In addition. Tcsoro will indemnify and hold the State harmless from and against all
other liability, damages (including reasonably foreseeable consequential damages), costs, losses and
expenses (including reasonable attorney's fees and disbursements) incurred by the State and arising
out of the Escnt of Default, termination, or suspension. The State shall have the right cumulauvcly to
exercise any and all other rights and remedies and to obtain all other relief available under applicable
law or at equity, including i. ndatory injunction and specific pet omur«.c.

Additionally, in its sole discretion, the State, upon occuncrx- >f any Event of
Default (1) 4; dt »*>sc to third panics any or all Royalty Oil to be tendered and sold under this
Agreement and (2) may release Tcsoro from the in-state processing obligations set forth i Article
2.12 until the Escnt of Default no longer exists or the obligation of Tesoro to take Oil under this
Agreement expires If the State disposes of Otl to third panics, or if Tcsoro is released from Article
2.12. whether or no: this Agreement is terminated. Tcsoro wil ncscnhcless remain liable for the
difference between the purchase pncc for that Oil under this Agreement and the pncc recciscd h> the
State by disposition, including all of the expenses (including reasonable attorneys’ fees and costs), and

losses incuncd by the State ansing out of the Esent of Default or dispxmuon
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7.4 Tcsoro s Exclusive Remedies Upon any breach of. or default in performance
of any of the State's covenants or obligauons under this Agreement, Tcsoro agrees that its remedies
will not include a temporary restraining order or preliminary injunction preventing the State from

taking .my action regarding the Royalty Oil which is the subject of this Agreement.

ARTICLE MU

DISPOSITION OF OIL

8.1 Disposition of 0:1 Upon Default or Termination Tcsoro recognizes that the
State may be required to give up to six Months notice to the Lessees (or ninety Days if the amount of
increase or decrease is less than ten percent of the then current nominations or mannc transportation is
available) to increase or decrease the amount of Daily Royalty Oil to be taken in-kind. Tcsoro agrees
that the State's electing to invoke its nghts to return to taking us Royalty Oil in*value on less than six
Month's pnor nance, or to attempt to <ccurc a waiver of any condition or requirement, is at the State's
sole discretion. Notwithstanding termination of this Agreement for any reason. Tesoro shall continue
to take and purchase the Slate's Royalty Oil in the amount and for the pncc set forth in this
Agreement for up to six Months follow ing termination if the State, in us sole discretion, so requires

82 Inability to Receive Oil If for any reason. Tesoro is unable or refuses to
accept or receive any Oil tendered under this Agreement. Tcsoro shall nevertheless be aial remain
re>ponsiblc for the disposal of that Oil and for paying the State for the Oil as though it had been
rccciscd and accepted by Tesoro unless the Stale, in us sole discretion, elects to waive this
rtquucmer.t To secure Tcsocos obligations under Article 8 2 and Article 29. Tcsoro shall, if the

S*ate requests, assign or otherwivc transfer to the Stare or us designee all or pan nght. tide and interest

20
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of Tcsoro under any nominations, Leases, agreements, contracts, charter parties and other
arrangements for the transportation of the Qil sold under this Agreement through and away from the
TAPS,; provided, that the State shall not have any liability or obligations under any such nominations.
Leases, agreements, contracts, charter parties or other arrangement unless, and to the extent that, the

State shall actually exercise its rights to succeed to Tesoro's interest under them and shall obtain the

benefits of them.
8.3 No Richt to Storage or Lndcrlift. Tesoro waives and disclaims any interest ¢

right that it may assert to storage of Royalty QOil. including by undcrlift or other means, to which the

State i or may become to he entitled under the Leases or any other agreement.

ARTICLE IX
WAIVER
The failure of either party to insist upon strict performance of any provision of this
Agreement shall not constitute a waiver of. or estoppel against, asserting the nght to require that
performance in the future A waiver or estoppel in any one instance shall not constitute a waiver or
estoppel with respect to »later breach of a similar nature or otherwise. A course of performance

established by a party shall also net estop the other party from complaining of a later breach similar in

nature.
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ARTICLE X
VALIDITY

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

Agreement by notice to the other.

ARTICLE XI
FORCE MAJECRE AM) CHANGE IN CONDITION
111 Effect of Force Maicurc. Except for Tcsoro's obligations to pay for Ol
tendered and to accept and dispose of Royalty Oil. neither party shall be liable for any failure to
perform when performance is prevented, in whole or in substantial pan. by force majcurc after good
faith efforts to perform. The term force majcurc’ shall mean an event or condition nu< within the
reasonable control of the panv claiming the benefit of this excuse. If. however, any matcnal
obligation of Tcsoro is excused or suspended by a force majcurc for sixty successive Days or more.
the State will have the nght to terminate this Agreement. Before the State exercises its nght to

terminate. Tcsoro and the State shall in good faith negotiate to restore the benefits and obligations of

the force majcure condition.
112 Responsibility If a pans believes that force majcure Ius occuncd. the party

shall immediately notify the other party of its claim of force majcurc. If force majcurc ixxurs. that

occurrence shall, so far as possible, be remedied with reasonable diligence. Except for Tcsoros

Si
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obligations to pay for Qil tendered and to accept and dispose of Qil. the disabled party's obligations to
perform that arc affected by the force majcurc shall be suspended from the time that notification

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

ARTICLE Xn

yoncEs

121 Method. All notices, requests, demands or statements shall be in writing, and
may he delivered personally, tclecopied. or sent by registered or certified United States mail, postage
prepaid, with a return receipt requested, to the party to be noulicd. Notice deposited in the mail in
this manner shall be clfectivc upon the expiration of seven Days after it is so deposited or upon the
date of receipt, whichever is earlier Notice given in any other manner shall be effective only if and

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

follows:
I to the State: State of Alaska
Commissioner of Natural Resources
400 Willoughby Avenue
Juneau. Alaska 99801
xnd , . .
Director. Division of Oil and Gas
P O Box 107034
Anchorage. Alaska 99510@734
Telecopy Number. 100775620852
|f to Tesoro

Gavlon H Simmons

Tesoro Alaska Petroleum Company
8700 Tesoro Dnvc

San Antonio. Texas 78217
Telecopy Number. (21Q> 253-2Q31
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122 Chance of Address. Each parry may change its address for notice by giving

wntten notice of the change.

ARTICLE Xin
RU'LES and regulations
This Agreement is subject to all present and future valid laws, orders, rules and
requlations of the United States, the State of Alaska, and any duly constituted agency of the State of
Alaska.

ARTICLE XIV
SOVEREIGN POW ER OF THE STATE
This Agreement shall not be interpreted as a lirrut on the State of Alaska's exercise of
any of its sovereign or requlatory powers, whether conferred by constitution, statute or regulation,
including, but not limited to. its regulatory power over the Leases Its exercise of any sovereign or
requlator, power will not <pcraie or be deemed to enlarge any rights of Tcsoro or to litrut or impou

any obligations or liability of Tcsoro under this Agreement.

ARTICLE XV
SEaRmc
151 [I-ttcr of Credit Seventy five Days before the Date of Fm Delivery. Tesoro
dull cause to be ivwucd and delivered to the Slate an irrevocable stand-by letter of credit, with on
effective date no later than the Date of First Delivery, issued for the benefit of the State by a State or
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national banking institution of the United States (“Issuer"). which is insured by the Federal Deposit
Insurance Corporation and has an aggregate capital and surplus of not less than One Hundred Million
Dollars 15100.000.000). or other banking institution acceptable to the Slate in its sole discretion. The
principal face amount of such letter of credit shall be a sum csumaicd by the Commissioner, in his
sole discretion, to be equal to the aggregate purchase pncc for the approximate total amount of Oil to
be tendered by the State to Tcsoro dunng the first seventy’ five Days following the Date of First
Delivery The letter of credit shall be in a form satisfactory to the Commissioner, but in any event
shall not require any documents to be submitted in support of drafts drawn against this letter of credit
other than the certified statement of the Commissioner or his designee and the Attorney General of

the State of Alaska or his designee that Tcsoro is liable to the State for a sum equal to the amount of
such draft, and that sum is due and payable in full and has not been timely paid. The letter of credit
must be renewed seventy five Days before its expiration so that a letter of credit is continuously valid
for seventy five Days alter the date of the last delivery of Royalty Oil If a replacement letter of
credit, in a form satisfactory to the Commissioner in his sole discretion, is not received seventy five
Days before the expiration of the existing letter of credit, then Tcsoro sladl be deemed to have
materially breached ifuv Agreement, there shall have occurred an event of default under Article 7.1
and all oblig. ‘ions of Tesoro accrued, but not other* ;se due and payable under this Agreement, will
immediately become due and payable m full.

|f the State has reasonable grounds for asserting any claims against Tesoro and docs

assert those claims in an aggregate amount in excess of the aggregate principal face amount of the
letter of credit then in effect. Tcsoro shall, upon the State s request <whether or not Tcsoro may ticny.

reject or other*ise resist such claims), cause the principal ticC amount to be increased by an amount
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oqual t the excess. Tcsoro shall also automatically increase the principal face amount, without
request from the State, whenever the face amount is less than the expected purchase pncc of seventy
five Days of Otl tenders, to an amount equal to the expected purchase pncc of seventy five Days of
Oil tenders. Upon approval of the State in its sole discretion. Tcsoro may decrease the pnncipal face
amount if the face amount is more than the expected purchase pncc of seventy five Days of Ol
tenders to an amount equal to the expected purchase price of seventy five Days of Qil tenders.

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

adequate to protect the State.
152 Reduction of Term. The term of the letter of credit required under Article xv

shall be reduced from seventy five Days to sixty Days, if Tcsoro and the State can reach an agreement
regarding the transportation of Oil if Tesoro defaults under this Agreement. |f the parties cannot
reach .in agreement, then the letter of credit shall remain at seventy fisc Days or Tcsoro shall have the

nght. in its sole discretion, to tcrminaic thi. Agreement as provided in Article 2.1.

ARTICLE XVI

PREFERENTIAL HIRING AND NUN'-DISCRLMI&MQS

Tcsoro agrees to employ Alaska residents and Alaska companies to the extent they ire
asailable. willing and qualified for an work performed in Alaska in connection with the Agreement

'Alaska resident* means an individual who has resided in Alaska for one year at the time of
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employment and "Alaska companies' means companies incorporated in Alaska or whose principal

place of business is in Alaska.
I this provision is determined to be unconstituuonal. then Tcsoro agrees to employ

Alaska residents and Alaska companies to the extent such preferential hinng is determined to be

constitutional.

ARTICLE XVTI
APPLICABLE LAW
171 Alaska Law. This Agreement shall be governed by and construed in

accordance with the laws of the State of Alaska.
172 Submission to Jurisdiction. Any legal action or preceding ansing out of or

relating to this Agreement or for the cntorccment of the covenants or obligations of either parts' must
be instituted in a State court of general jurisdiction situng in the Stale of Alaska, and Tcsoro hereby

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

ARTICLE W ill

WARKeVMIES
The purchase anu sale of Royalty Oil are subject only to the warranties of the State

expressly set forth in this Agreement onJ the State disclaims and Tesoro waives all other wanomies,

express or implied in law. whatsoever
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ARTICLE XIX

This Agreement may be supplemented, amended, or modified only by wnttcn

instrument duly executed by the panics.

ARTICLE XX
SUCCESSORS AND ASSIGNS

No assignment, pledge, or encumbrance of this Agreement shall be made by either
pany without the wnttcn consent of the other party. The Commissioner or the Commissioners
designee may grant or deny such consent. Subject to the above requirements tn this amclc. this

Agreement will be binding upon and inure to the benefit of each of the panics and its successors and

permuted assignees

ARTICLE XXI

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

construction

ARTICLE XXII
REUQAKS
221 Preservation of Records Tcsoro will preserve and maintain all books.
accounts. ami records relating to or aming out of the performance of this Agreement including, but
28



not limned to. the purchase or sale of Royalty Oil and its refined products, for a period of no less than
six years from the dale of transaction or last adjustment relating to the transaction. Tcsoro will also
maintain and preserve all similar books, accounts, and records of which it has possession belonging to
those third panics with whom it contracts for the performance of vanous pans of this Agreement.

Neither Tcsoro nor the State shall be required to retain any records for more than six years unless
retention of such records is specifically required by applicable law or regulation, or this Agreement.

Tcsoro shall either maintain its records within the State of Alaska or make such records available to

the State at Tcsoros principal office in the State of Alaska within thiny Days after wnttcn request by

the State
22.2 Inspection of Records of Panics  Tcsoro and the Stale will accord to each

other and to their authorized agents, attorneys, and auditors dunng reasonable business hours access
to am md all propenv. records, books, documents, and indices directly related to Tcsoro's or the
State s performance of this Agreement and which arc under the control of the party from which access
is desired so that the other party may inspect, photograph and make copies of that property, records,
books, documents and indices The State shall not be required to disclose any information, data, or
records which are required to be held confidential by State or federal law or regulation, or by
agreement. If the information obtained by the Slate may be held confidcnuaj under State arfederal

law or regulation. Tesoro may rvgocM that information be held confidcnuaj by the State and the Stale

will keep this information confidential
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ARTICLE XXIH

INTERPRETATION OF TERMS A>V CONDITIONS

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

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

ARTICLE XXTV

COCNTERPARTS
This Agreement may be executed in multiple counterparts, the parties need not sign

the same counterpart  Each counter,:art shall be deemed to be an original and all of which taken

together shall be one and the same instrument
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ACKNOWLEDGEMENT

Stale of Alaska )
Third Judicial District ))

THIS IS TO CERTIFY that on the dayof 1995 before
me. appeared John T Shively, the commissioner. Department of NomraiResovrccs. State of
Alaska, that John T. Shively executed that document under legal authority and with
knowledge of its contents; and that this act was performed freely and voluntarily upon the
premises and for the purposes stated in the document.

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

above written.

Notary Public in and for Alaska
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ACKNOWLEDGEMENT

State of Teoxa»

S
County of Bexar }

THSIS TOGRIFY'that on he l.dayof i£lih 1995™ before e
appeared Cayion H. si=aon» of Tesoro Alaska Petroleum company San Antonio
Texas that Gavion h. Sieaona  executed that docurment under legal authority and with
Knowledge of ts contents ind that this act *as performed freely and voluntarily upon the
premises and 'or the purposes stated in the document

Atr.efs mv rar.d me official seg, the dav and year in this agreement first above
written

and*=f-

\W commission eipires
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ACKNOWLEDGEMENT

State of Toxa“ I

County of Bexar

THSISTORIFY that on the 20ch day of  April  , 19% before me
appeared  cayion h. siaoom of Tesoro Petroleum Corporation. San Antonio Texes
that Cavign H s*T.a» executed that document under legal authority and with Knowledge
of its contents, and that this act was performed freely and voluntarily upon the premises and
for the purposes staled nthe document

Witress myv r.and and official seal the cay and vear in this agreement first above
Written

M comm  s;0n expires

unoalDEN

*mcut> <*uM< SUto o* Twm

Ur Co"mwon es#*»»
uarem ;; -s*«



EXHIBIT A
CALCULATION OF ROYALTY VALUE

This exhibit shows the mechanics of the pncc calculation and data sources. Exxon's Roralty Valug for
the Prudhoc Bay Unit lessees axe taken fom its Royalty Reﬁor_t. Royalty Value current g ts taken from
Column H of these reports  An example calculation using the information for January 1995 ind a

hypothetical R1K Volume sold to Tcsoro a shown below — Attached axe the Royalty Report Summancs

for the Prudhoc Bav Unit

Exxon's Production Royalty Value Product of Volume Tunes
from the Prudhoc from Column H Royalty Value
Bay Unit of the Qil
Royalty Report

summary o

LafcumCe Production 1.762.900 13 $110<0 519.-50.-106 -#-
enter

Prudhoc Bay IPA 8.807.215 20 su.no 597.848.16Q 37

Total 10,570.115.33 5117.328.207 31

Exxon's Rovalty Value = Sl 17J 23.207 31 - 10.570.115 33 « SI 109999

Should Art*-" 2Kb) apply, the Royalty Value wtll be calculated using the Royalty Value and
production volumes for only the uutial Participating Axeas

CALCULATION OF INTEREST

Numbers s these examples ae illustrative  They do not represent accurate values that may have
custed intnc past or axe torrcasted for any tune at the future

Mechanics of the alcuUtions include

1 The annual interest rate specified s legislation is converted to a daily rate for

calculations.

2 Credits axe applied to the next monthly Paymeru Payment for an underpayment a due
t&> wihin 3 fexisuscas of the date the bill a sent for Ixutial Babngv and uutul adxistment
or b) wehsi 30 days of the tune the bul is vent for subsci"ucna adxutnseni*  Interest oo

overpayments stops accruing on the date of the invoice
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Example 1. Initial Billing

Assumptions-

1. Month ssFebruary
2. Royalty Ol delivéred to Tesoro tn January = 1.240.000 barrels.
Royalty Value for sanuar,. from Column H of Exxon's Qil Royalty Report summaries

éattached2 = 51109999, .
ill sent fo Tesoro on February st Payment due to State by February e<h (Initial

Billing date plus three business days.

4

Method fOr calculate? TCSOTOS initial invoice for January deliveries
Voiume X Prxe * Initial Billing
1.240.000 X Sl109999  »  S13.763.987 60

Note:

The lessees are retired to suomit their royalty rePon_s to the State for Januarys production by the .as.
day m February For tha reason the Stare will hill Tesoro for January production based on the
December Rovxty Value Tha is an mtcnm value and a subject to revision. since the Agrecmc..
requires that Tcsoro pav the Monthly Pnee for the same production month. The revised pnee a
incorporated in the invoice submitted the following month (March).



Example 2: Initial Adjustment

>umptions:
1 Month is March.
2. Royalty Oil delivered to Tcsoro in January = 1.240.000 banels.
3. Revised Monthly Pncc for January = SI 1.00000.
4. Annual interest rate charged member banks for advances by I-th Federal Reserve
Distnct as of January 1st is three percent. Annual rate for contract = 11 percent.
5. Date of Initial Adjustment is March 1st.

::hed for calculating Tesoro s revised invoice for January deliveries

Volume X Pncc = Revised Billing

$13.640.C00 CO

1.240.000 X S1100000

nount Paxl by Tcsoro for January dclivencs (calculated in Example I):

S$13.763.9S7 bO

eerpaymer.t for January (5123.987 60)

..Terence between Initial Adjustment date (March 1«» and original accrual daic (February tttv - -3

iys
‘crest due « S123.987 60 x (11<V?65) x 23 a (5*59 42)
edit due Tesoro fOr NEXt Months tailing a tS|4]> F.
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ENATE COMMITTEE REP RT
First Committee of Referral

DATE: 4/21/95 FURTHEST  Finance
% .

Dote of 5-Day Notice: H-10 o DATE TURNED

(in accordance with Uniform Rule 23) INTO OFFICE:

Resources Committee considered  SB 164

A vm he sale of Prudhoo Bay Unit royalty oil by the Slate of Alaska to Tesoro Alaska
g[p rﬁ éompany, d. y ya y

and recommends: Senate Hill
] vamc title
| ) be replaced with _ CS new utle
) Rouse Hill
| | adopt previous _ CS D) || umc title
I | technical title
| | attached amendment!*) I jnew SCR*
I | aJnpt Letter of Intent by _ Committee
I | further referral to die Committee
"SEVmMSCAI NOTEIS): PREMOI S FISCAL NOTHM:*
Ivtu*uncn Umc Jxro hKal Urparuncr* Zero  Focal

/

/

| ) APPROPRIATION - no Ak j! nut* *tectuck rWM loin liotrtM* i



