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FINAL FINDINGS AND DETERMINATION
TO SELL KUPAR.UK RIVER UNIT ROYALTY OIL
TO PETRO STAR, INC. AND CHEVRON U.S.A., INC.

December 9, 1985



INTRODUCTION

On September 16, 1985 the Department of Natural Resources issued a document
entitled Analysis and Recommendations for Disposition of State Royalty Oil
(Analysis). ,he Analysis reviewed the state's competitive royalty oil sale of
Oecember 11, 1984 (1984 Competitive Sale) and evaluated negotiated royalty oil
disposal options resulting from the department's Solicitation for Proposals(s)
to Purchase Prudhoe Bay and/or Kuparuk River Unit Royalty Oil of April 1, 1985
(Solicitation). After considering comments from the Alaska koyalty Oil and
Gas Development Advisory Board (Royalty Board), legislators and many members
of the public, the Commissioner of Natural Resources determined that the
state's interests would be best served by a negotiated long-term sale to Petro
Star, Inc. (Petro Star) and Chevron U.S.A., Inc. (Chevron), and additional
short-term competitive sales.

A preliminary finding and public notice for a competitive sale of Prudhoe Bay
Unit Royalty O0il was published October 17, 1985  The document entitled
Preliminary Findings and Determination to sell Kuparuk River Unit Royalty Oil
to Petro Star, |Inc. and Chevron U.S.A., Inc. (Preliminary Findings) was
published with a preliminary notice on October 23, 1985.

The department proposes to sell approximately 6,500 barrels per day (bpd) of
royalty oil from the Kuparuk River Unit. A maximum of 2,500 bpd will be sold
to Petro Star and about 4,000 bpd will be sold to Chevron, with both sales
occurring under a single long-term, noncompetitive contract. In accordance
with AS 38, the Department of Natural Resources must determine whether this
disposal serves the state's bhest Interest and make other findings before the
sale may take place. This final finding describes the proposed sale and
analyzes ,cs potential effects.



BACKGROUND

A long-term royalty oil disposal to Petro Star (an in-state refiner located in
North Pole) has been discussed at several public meetings held by the Royalty
Board during 1985. At the February 20 meeting, Petro Star representatives
testified in support of a royalty oil sale. On March 26, the department
reported to the Royalty Board on the status of the state"s planned
Solicitation. At the April 12 meeting, the department presented a status
report on the Solicitation, which was released April 1. A recapitulation
the responses to the Solicitation was presented at the Rovalty Board meeting
of July 25.

In its response to the department®s Solicitation, Petro Star originally
requested an 1l-year contract for 4.260% of Prudhoe Bay Unit royalty oil
production, or about 8,000 bpd. At the time the department®s Analysis was

released (September 13, 1985), tentative agreement had been reached for a
long-term contract with Petro Star on terms similar to Petro Star"s original
proposal. However, that tentative agreement was subject to Petro Star making

a satisfactory disposition of the return oil barrels.

Oil which has been processed through a refinery, butis not retained as
refined product, is known as residual oil. Residual oil can be injected i*"
the Trans Alaska Pipeline System (TAPS), where it becomes commingled with

TAPS crude stream. Residual oil added to the TAPS crude stream 1is called
"return oil"”. The department was aware that a substantial volume of return

oil would result from a long-term disposal to Petro Star.

At a September 16, 1985 meeting of the House Special Committee on QOil and Gas,
several legislators encouraged the department to pursue a "net sale"” to Petro
Star that would relieve it of the obligations related to the return oil
barrels. Tne department investigated this possibility, and concluded that it
would be feasible to make a '"net sale"™ to Petro Star if satisfactory

arrangements could be made by the department for the return oil barrels.



It was suggested that Petro Star®s return oil could be offered in future
shu™ t-term competitive sales. The department determineo that it was
preferable to dispose of the return oil barrels in a long-term contract
running in tandem with the Petro Star contract, rather than leaving tnose
barrels uncommitted. There is presently too much uncertainty regarding future

competitive sales to ensure satisfactory disposal through that mechanism.

The department then asked Chevron whether it would be willing to purchase
Petro Star"s return oil barrels #nder the same terms that Chevron had offered
in response to the department®s Solicitation. Chevrcn was selected because it
offered the highest premium (50d/barrel) of any company responding to uhe
Solicitation and was willing-to meet the standard financial and security terms
requested by the departmait 1in the Solicitation. Chevron indicated 1its
tentative agreement with this proposal, and the royalty board was advised of

this development at its meeting September 26.

At the Royalty Board meetings of September 26-27 and October 7, the Royalty
Board received public testimony on the proposed sale of royalty oil to Petro
Star and Chevron. On October 30, the Director of the department®s Division of
Oil and Gas made a presentation to the Royalty Board on the Petro Star-Chevron

contract proposed in the Preliminary Findings; the Royalty 8oard also received

public testimony on the proposed contract.

Under the contract, a maximum of approximately 6,500 bpd of KuparukRiver Unit
royalty oil will be sold to Petro Star and Chevron. Chevron will have a
maximum quantity of approximately A,000 bpd, and Petro Star a maximum quantity
of approximately r.,.500 bpd. These volumes will be expressed and sold as a
percentage of unit production. The exact percentages will be determined after
approval of the contract next year since production from the Kuparuk River
Unit 1is fluctuating at this time. Petro Star initially will take
approximately 2,000 bpd, and will have the option to increase its take by
November 1, 1987 to the maximum quantity of approximately 2,500 bpd. Chevron



will sell its royalty oil volume from this contract to Petro Star at Pump

Station 1, and Petro Star will sell its return oil to Chevron at Valdez.

The differences between the contract form which accompanies this finding and
the proposed contract form presented with the Preliminary Findings reflect a
consideration of the commentsreceived and the issues raised both by the

department and board members at the Royalty Board meeting of October 30, 1985.

SUMMARY OF PROPOSED CONTRACT TERMS

1. Price: The total priceper barrel to be received by the state in

this negotiated disposal is the sum of the following components:

(@) The amount the state would have received for a barrel of

Prudhoe Bay royalty oil taken at that time in value (in money);

(b) a premiun of 35a! per barrel for Petro Star and 50" per barrel

e for Chevron;

(c) Kuparuk field costs;

(1) additional sums upon the resolution of State of Alaska, et al
v. Amerada Hess Corp., et al (Superior Court for the State of

Alaska, First Judicial District at Juneau) (Amerada Hess);

(e) less, the tariff charge for the Kuparuk Pipeline and the
applicable TAPS quality bank adjustment.

2. Term: Delivery of oil will commence the first day of the first
month seven (7) months after the contract 1is approved by the
Legislature and tf Sovernor. The contract terminates September 30,
1996.



4.

5.

Quantity and Source: The contract allows for a maximum volume of
approximately 6,500 barrels per day (bpd), expressed as a percentage
of daily royalty oil from the Kuparuk River Unit. Petro Star will
purchase a maximum of approximately 2,500 bpd and Chevron will
purchase approximately 4,000 bpd.

Point of Delivery: Purchasers will take delivery at the Central
Production Facility meter into the Kuparuk Pipeline.

In-State Processing and dest Ff'orts: Petro Star will process not
less than 8535 of the total ro. Ity oil sold under the agreement.
Petro Star also agrees to use its "best efforts™ to produce and
market in Alaska an amount of refined petroleum products from its
refinery near North Pole, Alaska not less in volume than 23% of the
total royalty oil sold under the agreement.

Security: Petro Star will provide a letter of credit worth sixty
(6U) days of oil, and Chevron will provide a letter of credit worth
ninety (90) days of oil. In the event of default by Petro Star,
Chevron agrees to purchase Petro Star's volume on five days notice.
In addition, Petro Star will execute an escrow agreement to cover
future payments of additional amounts that may be owed upon final
resolution of the Amerada Hess litigation. Petro Star has agreed to
escrow $1.12 per barrel to he credited against future Ameraaa Hess
adjustments.

Relationship between Petro Star and Chevron: Petro Star will use as
refinery charge Chevron's volume of royalty oil sold under the
contract. After Petro Star processes the oil there will remain a
portion of oil or oil products which will be shipped through TAPS,
and sold by Petro Star to Chevron at Valdez. The quantity will
approximate Chevron's purchase volume under the royalty oil contract.



IN-STATE BENEFIT ANALYSIS

Petro Star was incorporated during October of 1984 by a group of private
Alaska investors.  The company was formed to produce vrefined petroleum
products for marketing within the Interior and on the North Slope of Alaska.
Since incorporation, Petro Star has received additional financial backing from
the Arctic Slope Regional Corporation in exchange for an ownership interest of
30 percent in the company.

At the time of Petro Star's response to the department's Solicitation, Petro
Star had exercised an option to purchase a 6,000 bpd topping plant and two
1,000 bpd topping plants. The 6,000 bpd plant is located adjacent to TAPS at
North Pole, and commenced refining heating oils on September 5, 1985 using
North Slope crude purchased from Sohio. Eventually, aviation gasoline is also
to be refined. Petro Star is its own distributor of refined products, and
plans to emphasize rural markets.

On October 20, 1985, a fire at the Petro Star refinery idled the plant. The
refinery commenced operations anain on November 23, 1985. The department does
not anticipate any impact on the proposed disposal as a result of that event.

The primary bases for this Long-term negotiated sale are: 1) to receive a
market price for royalty oil; and 2) to encourage in-state processing of
royalty oil and the attendant benefits (primarily jobs, increased tax base,
and competition from refined product suppliers that may lead to lower product
prices for consumers). An in-state benefit analysis of the Petro Star
proposal (and of the other responses to the Solicitation which proposed to
process royalty oil in-state) was provided in the Analysis, and is updated
here.

The prospective in-c te benefits of the disposal to Petro Star arise from
reduced refined product prices and the primary and secondary economic effects
of the ref nery operation. Since the publication of the Analysis, Petro Star



and others have made the department aware of MAPCO"s substantial shipments of
jet fuels to AnchOl ,ge in recent years, and the department acknowledges that a
new Fairbanks refinery need not lead to excess capacity in the region. However,
the conclusi.on of the Analysis with respect to price impacts remains valid.
For the reasons discussed in the Analysis, the Department anticipates no more
than modest favorable impacts on the price of refined products as a result of
a sale to Petro Star.

However, Mr. Steve Lewis of Petro Star indicated at the Royalty Board meeting
of October 7, 1985 that significant price competition has occurred since the
construction of the Petro Star refinery. Petro Star officials say the company
is marketing much of its present refinery production (about 1,000 bpa) at
prices lower than those charged by MA=CO. Examples cited include heating oil
sales to five rural villages and to construction companies operating on the
North Slope. According to Mr. Lewis, Petro Star currently serves the total
fuel needs of the Anaktuvuk Pass area at favorable prices. Petro Star
officials also believe that recent favorable changes in MAPCO"s product
prices, which are said to be at a three-year low, were influenced by their
company"s prospective and present operations. While the price discounts
mentioned by Petro Star are only on the order of pennies per gallon, a one
cent decrease in the price of a gallon of refined product that could be made
from 1,000 bpd translates to an annual e umer savings of about $153,000.
However, the extent to which a royalty oil disposal to Petro Star may maintain

or extend these price reductions cannot be readily determined.

The second area of prospective in-state benefits resulting from a disposal of
royalty oil to Petro Star relates to the spinoff effects of the refinery
operation. The direct benefits would stem from payroll, property taxes, state
corporate taxes, and profits if held in-state. All Petro Star profits are
expected to be held in state. These cash infusions in turn lead to multiplier
effects. Actual project-specific multiplier estimates for other projects,
such as Beluga coal development or the Dow-Shell petrochemical proposal
examined in 1981, vary from 0.6 to 3.0. Actual project-specific multiplier

effects can only be ascertained by extensive surveys or actual development.



The Analysis indicates that the in-state benefits presented there are
overstated because of the Displacement effects of excess capacity. However
this statement may not be applicable in light of the earlier mentioned
acknowledgement that a new Fairbanks refinery need not lead to excess capacity
in the region. The table below provides some in-state benefit measures for
the Petro Star refinery. The table reflects clarifications provided by Petro
Star since the publication of the Analysis. A 1.5 capital investment
multiplier is used for discussion purposes, as it falls within the expected

range for this type of project.

CONSTRUCTION BEN>TITS

Capital ICapital Investment 1 Total
Investment 1 Multiplier at 1Construction
Capital Investment in Alaska 1 1.5 1 Benefits
initially $6.9 $5.7 1 $8.5 1 $14.2
million million 1 million 1 million

ANNUAL POST-CONSTRUCTION BENEFITS

I | I State i | ITotal
[Property | ICorporate I Known I 1.5 iKnown
Payroll I Taxes 1 Profits [Profits Taxi Total IMultiplierlIBi -fit
5600,00d 1 IUnknown but I undetei> ["1636,0001 $954,000 12 -0,000
(11 persons)! $36,0001 in-state | mined | | [

The benefits estimated above Tfor the construction of the refinery itself,
which cannot be ascribed to a prospective long-term royalty oil contract, are
shown for information purposes only. The annual post-construction benefits
reflect the effect of the refinery"s continued operation. These benefits are
not entirely traceable to a long-term royalty oil contract with Petro Star,
since continued operation of the refinery does not depend on royalty oil.
Nevertheless, this sale to Petro Star would help ensure the continuation of
spinoff benefits resulting from operation of the Petro Star refinery. Those

benefits would include the 15-member work force of tht distribution company



North Pole Fuel, which has been purchasea by Petrc Star.Further, refinery
projects offering more substantial in-state benefits frequently depend on
royalty oil for construction as well as operation. All of the spinoff
benefits identified above could have been attributable to a long-term disposal
had Petro Star been dependent on royalty oil to begin construction and
operations. The department®s preference for new refinery proposals which are
not dependent on royalty oil was made know., to Petro Star prior to the
construction of th< Petro Star refino.. Consequently, the qualifiers to the
spinoff benefits shown above are largely a result of that preference. Petro
Star 1is the only proposal for new in-state refining that has proven by
actually building and operating a refinery that is not dependent on royalty
oil. The department regards this evidence of economic viability morp highly
than the tentative nature of spinoff benefits arising from speculative

projects which are dependent on royalty oil.

COMMENTS RECEIVED

The department received only one written comment 1in vresponse to the
Preliminary Notice and Findings. In a letter dated November 8, 1985, the
Tesoro Alaska Petroleum Company (Tssoro) expressed concern to the Commissioner
about the effect of this long-term disposal on the future availability of
royalty oil to meet the needs of in-state refiners. Tesoro said that in eight
years, the state"s total volume of royalty oil will be less than its current
sales to in-state refiners. Consequently, Tesoro stated that "any additional
long term-commitments by the state will mean deeper cutbacks in future crude
supply to present Alaska refineries” and that "there is already refining
capacity in Alaska which exceeds the state-wide demand for petroleum
products.” Tesoro also believed the* the disposal could set a precedent that
would make it difficult for the state todeny similar awards to "anyone who
can secure a simple, inexpensive plant, buy a few barrels of crude, and
declare himsolf an in-state refiner."” Tesoro concluded that regularly
scheduled competitive royalty oil sales would serve the best interests of

Alaskans while  maximizing state oil revenues. While the department



appreciates and shares Tesoro"s concern about the future availability of
royalty oil to meet the needs of in-state refiners, and nae addressed this
topic in the Analysis, the Commissioner has nonetheless concluded that the
disposal wixl best serve the site"s interests. That conclusion is based on
the need to foster regional ca Detition among in-state refiners and provide
additional in-state benefits tnat result from in-state refining, ana to

provide equity of access to royalty oil among existing refiners.

DISCUSSION OF SPECIFIC CONTRACT PROVISIONS

Because the contract entails the sale of state royalty oil to two partHé& it
contains several provisions different from other long-term state con. :/;us.

Those provisions and other changes are discussed below.

QUANTITY OPTIONS

The quantity of oil to be sold under the long-term contract is expressed as a
percentage of daily Kuparuk River Unit royalty oil production. The sales
quantity will initially be about 6,000 bpd. Chevron will purchase about 4,000
bpd ~nd Petro Star will purchase about 2,000 bpd.

The royalty oil contract gives Petro Star the option to increase its purchase
amount from about 2,000 bpd to 2,500 bpl. The total quantity sold under the
contract will be about 6,500 bpd if Petro Star purchases its maximum. Should
Petro Star not exercise this option by November 1, 1987, t "e total quantity
could be reduced to either the maximum daily quantity purchased by Petro Star
prior to November 1, 1987 or the Petro Star refinery"s maximum thruput

capacity at that time, provided it does not exceed 6,500 bpd.



Petro Star and Chevron may each accept less than their contractual maximum
quantities by giving a nine-month notice to the state. Petro Star and Chevron
may also permanently reduce their contractual maximum quantities by giving a
similar nine-month notice to the state. |If either Petro Star or Chevron give
notice that it wishes to accept delivery of less than its maximum quantity
without permanently reducing its maximum quantity, a penalty will be assessed
against it based on the difference between the maximum quantity and the actual
volume it accepts. Also, if either of the purchasers permanently decreases
its maximum quantity by 50 percent or more, the department may, subject to
certain conditions, terminate the sale of royalty oil to the other purchaser.

Several circumstances, including the standard provisions covering default,
could lead to the termination of royalty oil sales to one of the purchasers.
The royalty oil agreement, as it relates to the remaining purchaser, may
continue under specific conditions. Petro Star could continue its portion of
the agreement or increase its take to include all or part of the Chevron
volume upon agreement with the Commissioner to meet specified requirements.
Continuation of the disposal to Chevron would be in the Commissioner's
discretion and would be contingent on Chevron's agreement to process the oil
at its Nikiski refinery. The contract provisions for these eventualities are
more fully described in a following section entitled "Price Reopener™,

PETRO STAR/CHEVRON AGREEMENT

Chevron has agreed to sell the royalty oil it purchases under the contract to
Petro Star at TAPS Pump Station #I and to repurchase the oil at the TAPS
terminus in Valdez. This will enable Petro Star to run its refinery at full
capacity and retain its purchase volume in the form of refined products. Once
processed, the oil not retained by Petro Star (return oil) is expected to
equal the approximately 4,000 bpd initially purchased by Chevron. That volume
will be reinjected into TAPS at the Petro Star refinery site. Return oil
shipped through TAPS becomes intermingled with unprocessed crude oil so that
when the return oil emerges at Valdez it is identical to the TAPS common



stream crude oil. Petro Star, as the shipper, will be liable for the payment
of the TAPS quality bank differential based on the resulting degradation of
the common-stream crude oil.

Chevron and Petro Star ha/e entered into a separate contract between
themselves which covers Ur, details of their buy-sell agreement. That
contract has been added as an attachment to the state royalty oil contract
(Exhibit A).

Return oil, on which the state might otherwise retain an option, would not
result from the proposed disposal due to the arrangements contemplated under
the contract. Should there be any change in the arrangement between Petro
Star and Chevron, all affected parties will negotiate toward agreement upon a
market price option for the state on whatever return oil may exist under any
new arrangement. The state may terminate the royalty oil agreement if a
material change in the terms of the arrangement between Petro Star and Chevron
precludes Petro Star from economically using Chevron's volume as refinery
charge.

At the Royalty Board meeting of October 30, 1985, the fact that residual oil
rather than return oil would result from a termination of Petro Star's portion
of the agreement was raised. This would occur since Chevron's NikisKki
refinery is not positioned to inject residual oil into TAPS. Consequently,
the section of the contract form which addresses the state's market price
option over return oil (2.13) has been amended to include residual oil. This
alteration includes the insertion of a phrase in section 2.14 which explicitly
grants the state a market price option o °r Chevron's residual oil should
Petro Star's portion of the agreement be terminated.

IN-STATE PROCESSING REQUIREMENTS

The contract contains a number of in state processing requirements for Petro
Star. Petro Star agrees to process not less than 85 percent of the total

-12-



volune of royalty oil sold under the contract. Petro Star also agrees to
retain at least 20 percent of that volute in the form of refined products.
These percentage requirements are less stringent than those contained in
royalty contracts held by oth>r in-state refiners. The lower percentages are
necessary to accommodate Petro Star's small refinery and its recent
commencement of operations and marketing.

In addition, Petro Star agrees under the contract to use its "hest efforts" to
produce and market a volume of refined products in Alaska equal to not less
than 23 percent of the total volume of royalty oil sold. To monitor that
effort, Petro Star will be required to provide the department a quarterly
statement showing the quantity of ‘efined products it produced and marketed in
Alaska over that period.

These provisions are similar to the in-state processing requirements contained
in the long-term royalty oil contracts with Tesoro Alaska Petroleum Company
and Chevron.

PRICE

The contract contains a unique price term. Although the contract will sell
Kuparuk River Unit royalty oil, the price term will be based on Prudhoe Bay
Unit oil as adjusted for the differences between the two fields. This price
term is possible since Kuparuk River Unit and Prudhoe Bay Unit oil are
intermingled in TAPS, creating a single royalty crude stream available for
disposal by the state. The TAPS quality bank adjustment compensates for the
difference in quality between Prudhoe Bay and Kuparuk River crude oils. The
Kuparuk pipeline tariff compensates for the locational differences between the
sources of these crude oils.

The price of the Kuparuk royalty oil to be sold under the contract will be
equal to the amount th«t the state would receive from its Prudhoe Bay lessees
for a like volume of Prucl-oe Bay royalty oil taken in value at that time, plus

-13-



the v <njk River Unit field cost allowancewhich the state is billed when
taking Kuparuk royalty oil in kind, plus aper barrel premium of 351 from
Petro Star and 50tf from Chevron. To properly compensate the purchasers for
the quality and transportation cost differential between Kuparuk royalty oil
and the Prudhoe Bay-bhased price, two deductions will be made to that price.
These are the Kuparuk Pipeline tariff and the TAPS quality bank adjustment
charge for injecting Kuparuk oil into the TAPS crude oil stream.

In addition, Petro Star and Chevron will be liable to the state for
retroactive adjustments to the Prudhoe Bay In value price resulting from
resolution of the Amerada _ s litigation. Those retroactive price

adjustments will apply to all ro>. 7 oil purchased under the agreement. To
assure the purchasers a limit to tn r liability for Amerada Hess retroactive
price adjustments, the department has agreed to a celling retroactive price
adjustment of $2.50 per barrel of royalty oil purchased. This sum represents
a negotiated ceiling, and Is not any party's estimate of litigation results.

At the Royalty Board meeting of October 30, 1985, the department announced a
possible alteration to the Interest rates specified In  the Amerada Hess
provision of the proposed long-term royalty contract with Petro Star and
Chevron. This issue arose from Chevron's desire to renegotiate the provision
which specifies the interest rate that would be applied to additional amounts
that may be owed by the purchaser upon final resolution of the Amerada Hess
litigation. Originally this term specified that the applicable interest rate
would be the higher of the prime rate plus 3 percent or the rate of return
realized on the State general fund. Under the alteration proposed by Chevron
and agreed to by the department, the purchaser would pay the interest rate
which will be explicitly or implicitly included 1In theresolution of the
Amerada Hess litigation.

This alteration was found acceptable tothe department inlight of Chevron's
concerns, which arose from  the fact thatthe interest ratesexpected to emerge
from a settlement of the Amerada Hess litigation will likely differ from the
interest rate originally specified inthe proposed long-term contract.
Depending on when a resolution to the Amerada Hess litigation occurs, this

N



situation could lead to settlement amounts which are substantially different
than the settlement amount arising from a resolution of that litigation. This
amendment appears in section 2.3 (Price of the Royalty 0il) of the contract.

SECURITY

The department ordinarily requires from royalty oil purchasers an irrevocable
letter of credit equal to 90 days' worth of oil. This requirement has been a
feature of all royalty oil disposals since the competitive sale of December
1., 1984, with the exception of the Prudhoe Bay royalty oil offered at that
sale. The exception occurred because the department devised a "put call”
option which enabled the letter of credit requirement for that oil to be
reduced to 60 days. The Findings and Determination to Conduct a Competitive
Sale of Prudhoe Bay and Kuparuk River Unit Royalty 0il, of October 17, 1984
discusses both the put call option and the eventualities which necessitate the
requirement for a letter of credit.

The contract requires the standard 90-day letter of credit fromChevron for

the quantity to be purchased by the company. Chevron alsohas agreedto a
"backup" arrangement with the state under the contract. Under that provision,
Chevron will accept delivery of any volume of royaltyoil uponwhich Petro

Star may default, with only a five day notice required from the state.The
purchase price for that volume would be the Petro Star purchase price. The
backup sale would continue only until the Commissioner returned the oil to in
value.

The additional security provided by the backup arrangement with Chevron has
allowed for the letter of credit requirement for Petro Star to be reduced to
60 days. The Petro Star letter of credit will provide financial protection
for the state beyond the date the department may become aware of any possible
performance failure on the part of Petro Star. The backup arrangement with
Chevron, which would be activated in that event, replaces the additional 30
days of coverage ordinarily required by the department.
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ATERADA HESS ESCROW ACCOUNT

Upon a review of the responses to the department®s Solicitation, the
department became concerned with the ability of some respondents to pay the
state retroactive price adjustments stemming from resolution of the Amerada
Hess litigation. The amounts which may be entailed by tho”e retroactive price
adjustments (to be determined at an unknown time) over j long-term royalty oil
disposal could be substantial. Consequently, the department suggested escrow
arrangements with some respondents, including Petro Star, during the Tfirst
review of the responses to the Solicitation. During the later negotiations
with Petro Star, an escrow amount of $1.12 per royalty oil barrel purchased
was Tfound acceptable by the department. Under the contract, Petro Star will
establish an interest-bearing escrow account in that amount for the purpose of
making payments to the state for any retroactive price adjustments resulting

from a resolution of the Amerada Hess litigation.

PRICE REOPENER

Any time after two years from the date of first delivery of royalty oil to
Petro Star and Chevron, the state or either of the purchasers may exercise the
price reopener clause contained in the contract by giving a one month written
notice. If a new purchase price is agreed to by the state and the affected
purchaser within three months of the notice to reopen, the new purchase price
will become effective one month after that agreement. Two years after a new
purchase price becomes effective, that price will be subject to renegotiation
under the price reopener provision of the contract. If a new purchase price
is not agreed to by the state and the. affected purchaser within three months
of the notice to reopen, that purchasers® portion of the agreement may be

terminated by either the state or the purchaser upon nine months written

notice.

The requirements to continue the remaining purchaser®s portion of the

agreement differ for Petro Star or Chevron. Were the agreement to be
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terminated with respect to Petro Star, the state may, upon nine months written
notice, terminate the agreement with Chevron. Should the department elect to
continue the sale of royalty oil to Chevron under the proposed contract, the
volume sold, which would not exceed approximately 4,000 bpd, must be processed
at the Chevron refinery in Nikiski.

If Chevron's portion of the agreement v.ere terminated, the sale of royalty oil
to Petro Star could continue under the contract only under the following
conditions. The sales volume could remain the same or could bhe expanded to
include alJ or part of the quantity formerly purchased by Chevron. The price
to Petro S:ar for any expanded quantity of oil will be Chevron's purchase
price, including the per barrel premium of 50«i. Petro Star must also agree to
expand its security and in-state processing obligations to correspond to the
new total daily volume to be purchased. This would include an increased
letter of creait, equal to 90 days' worth of the new daily volume to be
purchased, and Amerada Hess escrow account payments corresponding to that
volume. Further, Petro star and the department must successfully complete
negotiations for an anv.idment to the contract which provides the state an
option to repurchase Petro Star's return oil, at a market-based price.

Should the exercise of any of the options described in this section result in
an appreciable reduction of the consideration received by the state for the
continued sale of royalty oil, the approval of the Alaska State Legislature
wilJ be required.

For more information, see Article VII (Default or Termination) of the proposed
contract.
LOfAL HIRE
Like the state's other long-term royalty oil contracts with in-state refiners,

the contract contains a provision concerning local hire. The preferential
hiring clause states in part, "Purchaser agrees to hire and employ Alaska
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residents and Alaska companies to the extent they are available, willing and
qualified for all work performed in Alaska under or in connection with this
Agreement, including but not Ilimited to construction and operation of

facilities to refine or otherwise use the Royalty 0lL." "Alaska resident™ s
defined as an individual who has lived in the state for one year at the time
of hiring. It is understood under the arrangements initially comtemplated,

that Chevron will not be performing work in Alaska in connection with this
contract. If this provision Is determined to be unconstitutional, then, by
signing the contract Petro Star agrees to hire and employ Alaskan residents
and Alaska companies to the extent such preferential hiring is determined to
be constitutional.

The issue of local hire with respect to Petro Star was raised at the Royalty
Board meeting of September 26, 1985 by Mr. Kevin Dougherty, who represented
the Alaska AFL-CI0O and the Alaska State District Council of Laborers. Mr.
Dougherty remarked that approximately one half of the employees contracted to
construct the Petro Star refinery were from out of state. Mr. Dougherty also
noted that the annual employee salary indicated in the Analysis for Petro Star
was much lower than the corresponding figures shown for the proposed Arctic
Energy refinery.

Mr. Steve Lewis of Petro Star did not agree to the payroll figures implied in
the Analysis. Mr. Lewis further stated that the issue of local hire should
not be confused with union hire and that all Petro Star employees were Alaska
residents. Mr. Lewis also disputed the assertion that only one half of the
refinery's construction work force was comprised of Alaska residents.

In a letter to the Royalty Board dated September 2/, 1985, Mr. Dougherty
stated that his comment with respect to Petro Star's construction work force
was hased on Information provided by the workers on that project. Mr.
Dougherty also added that his payroll figures were taken directly from the
Analysis. The latter discrepancy was traced to the number of employees shown
for Petro Star In the Analysis, which has been corrected In this document.
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PRELIMINARY FINDINGS AND DETERMINATIONS

1.

Competitive bidding is waived.

| have determined in accordance with AS 38.05.183(a) and 11 AAC 03.030
that the bDbest interest of the  state does not require competitive
bidding for this disposal. Petro Star is the only existing in-state
refiner which does not purchase  state royalty oil under negotiated,
long-term contract(s). In order to realize the objectives implied by
many of the considerations listed In AS 38.05.182-183 and AS 38.06.070
and to obtain the benefits for Alaska consumers that accrue from
in-state refining, the department has waived competitive bidding for
this disposal, which is partially based on factors other than the cash
value offered. The contract for a long-term royalty oil sale to Petro
Star and Chevron follows a formal "Solicitation for Proposals™, to
which eleven firms responded, and aslx-month public review and
comnent process.

The sale to Petro Star and Chevron is in the bhest interest of
the State.

Under AS 38.05.183(e), a noncompetitive sale, exchange, or other
disposal of royalty oil or gas  takenln kind bythe state may be
awarded by the commissioner to the prospective buyer whose proposal
offers maximum benefits to the citizens of the state.

In accordance with AS 38.05.183(a),(c) and (e), and 1L AAC 03.010(b)
and (d), | find that taking royalty oil In kind and selling that oil
to Petro Star “id Chevron for use lii-state is in the best interests of
the state and that it will maximize benefits to state citizens.
Applicable statutory criteria are discussed helow.
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(a)

(b)

The state s now highly dependent on oil revenues and will
continue to depend on oil revenues in the future. The price term
of the sale protects the state's interest by ensuring that
revenues from this sale will exceed the in value alternative. AS
38.05.183(e)(1) and AS 36.06.070(a)(1).

The projected effects of this sale are brought about by the
continued assurance of supply under a long-term existing
contract. Petro Star has made an initial investment of more than
$6.9million in its Alaska operations. The company has created
11 new jobs. The benefits related to local payrolls and to the
purchase of local goods, services and supplies is more than $1.6
million annually. AS 38.05.183(e)(2)-(3).

The local and regional needs of the Fairbanks area for petroleum
products will be satisfied and local competition among refineries
will be created. A one cent decrease in the price of each gallon
of refined product that could be made from 1,000 bpd translates
to an annual consumer saving of about $153,000. On the
conservative assumption that Petro Star would reduce its per
gallon product price by one penny, the annual savings to the
consumer would exceed $380,000 at the refinery's expected
capacity.  AS 38.05.183(e)(4) and AS 38.06.070(a)(2).

The continued operation of Petro Star, with the attendant payroll
and secondary benefits, will have a positive and desired effect
on the citizens of the state. While this disposal likely will
not result in new capital investment or development, it will
enable the efficient use of existing investment and development.
AS 38.06.070(a)(3).



(e) The projected social impacts of a disposal to Petro Star are
anticipated to be favorable. The benefits presently received
from the opei dtion of the Petro Star Refinery plus the supply of
products  thvrjh  Petro Star's distribution system would
continue. AS 38.06.070(a)(A).

(f) Since most of the essential provisions of the proposed disposal
to Petro Star relate to operation of its existing facilities and
systems, the additional costs ard responsibilities which could be
imposed upon the state and affected subdivisions are likely to be
minimal. AS 38.06.070(a)(5).

(g) Local and regional consumption of refined petroleum products will
be directly and favorably affected by the Petro Star/ Chevron
disposal. Local labor markets will continue to benefit through
employment opportunities at the Petro Star refinery. AS
38.06.070(a)(6).

(h) Environmental effects resulting from the disposal will oe
negligible, if any, since the facility is already in existence.
AS 38.06.070(a)(7).

(i) The sale will help existing commercial private enterprise and
patterns of investments by assisting in the continued operation
of Petro Star. Further, Petro Star is the sole in-state refinery
owned by Alaskans and Alaska companies. AS 36.06.070(a)(8).

In accordance with 11 AAC 03.060(b), the weight given to the
applicable criteria in determining the maximum benefit to Alaska
citizens must be addressed. In making this finding the Department
first assured itself that the state would not lose money by making a
disposal to Petro Star/Chevron. Once so assured, other benefits
attendant to the disposal were examined. [If the price offered did not
assure the state at least what it would have received had it loft the



oil in value then the sale would not, in the Department's view, serve
the state's best interests. Tatro Star matched the highest premium
offered by any existing in-state refiner, and Chevron offered the
highest premium for export purchase. Therefore great weight in this
disposal was placed on AS 38.05.183(e)(1), the cash value offered. In
additior. to the cash value offered, great weight was given to the
projected benefits of Petro Star wusing the oil in the state to
directly bhenefit Alaska citizens.

The contract prices are acceptable.

Under 11 AAC 03.091(b) | find that in establishing the price of this
royalty oil contract, the department has obtained a price at least
equal to the volume weighted average of the current reported netback
prices filed by the lessees for royalty purposes for those filing
periods applicable to the term of the disposition, plus field costs
incurred by the royalty share.

Petro Star will pay a $.35 premium over the amount the state would
receive from its Prudhoe Bay lessees for that amount of Prudhoe Bay
royalty oil taken at that time in money (in value), plus Kuparuk field
costs, less the Kuparuk Pipeline tariff charge and less the applicable
TAPS quality bank adjustment.  Chevron will purchase what would
otherwise be Petro Star's return oil and will pay the state a $.50
premium over the amou\nt the state //ill receive from its Prudhoe Bay
lessees for that amount of Prudhoe Bay royalty oil taken at that time
in money (in wvalue), plus Kuparuk field costs, less the Kuparuk
Pipeline tariff charge and less the applicable TAPS quality bank
adjustment. The in value component of the in value price bases for
both Petro Star and Chevron will be retroactively adjusted upon
resolution of the Amerada Hess litigation.



4, The Royalty 0il to be sold to Chevron is available for export.

In view of the department's most recent annual (1965) Historical and
Projected O0il and Gas Consumption report, and the department's
Findings and Determination documents for recent short-term royalty oil
disposals, including the Supplemental Findings for the Competitive
Royalty 0il Sale (November 28, 1984), | find under AS 38.05.183(d) and
11 AAC 03.010(e) that the volume of royalty oil to be sold to Chevron
is surplus to the present and projected intrastate domestic and
industrial needs for oil and is available for disposal and possible
export from the state.

CONCLUSION

Unde'* the terms of the proposed contract, the state would receive a market
(litigation-adjusted) price for the royalty oil, while fostering in-state
processing and attendant benefits. The satisfactory price terms, coupled with
associated direct and secondary benefits for Alaska citizens, supports the
decision to waive competitive bidding.

hid foregoing facts and analysis support my preliminary finding that this
disposal is in the hest interests of the state and that it maximizes benefits
to Alaska citizens.

for Esther C. Wunntcke
Commissioner

4051s

-23"



AGREEMENT FOR THE SALE AND PURCHASE
oF
STATE ROYALTY OIL

PETRO STAR, INC.

CHEVRON U.S.A.

THE STATE OF ALASKA
Department of Natural Resources

December 9, 1985

RECEIVED

°EC 101385

Division of OIL & (<
AuVvf



TABLE OF CONTENTS

ARTICLE
Preamble
DEFINITIONS
1.1 Coimvissioner
1.2 Day
1.3 Leases
1.4 Lessee
1.5 Month
1.6 0il or Crude 011
1.7 Point of Delivery
1.8 Purchaser
1.9 Prudhoe Bay Lessees
1.10 Prudhoe Bay Royalty 011
111 Royalty 01l
1.12 Dally Royalty 011
1.13 Settlement Agreement
1.14 TAPS
1.15 Jnlt Agreement
Il SALE OF ROYALTY OIL
2.1 Quantity
2.2 Quality
2.3 Price of the Royalty 011
2.4 Purchase Price Reopener
2.5 Point and Time of Delivery
2.6 Passage of Title and Risk of Loss
2.7 Purchaser's Responsibility
2.8 Transportation Arrangements
2.9 Absolute Obligations
2.10 Date of First Delivery
2.11 In-State Processing
2.12 Best Efforts
2.13 Option to Purchase Return 01l
2.14 Arrangement.* between Purchasers
2.15 Performance Guaranty and Reservation Fee

[11 REPRESENTATIONS ANDOBLIGATIONS OF PURCHASER

3
3
3

!
2
3

Good Standing and Due Authorization

Financial Condition
Financial Statements

IV MEASUREMENTS AND TESTS

PAGE

—_

w COMNPNPNONRNDN NN RN

O O OO 0 O —y —J —J DD



ARTICLE
Vv

VI
VIl

VI

X

X1

X111
XIV
XV

XVI

PAYMENTS AND ACCOUNTING

Billing

Initial Adjustment
Payment

Payment to Lessee(s)
Subsequent Adjustments
Interest

Late Payment Penalty
Payment to Third Parties

Q1 o1 01 o1 O1 0101 O
co~~NoorTphwno —

TERM
DEFAULT OR TERMINATION

Default

Failure to Pay Debts

Seller's Remedies

Purchaser's Exclusive Remedies

~N =~~~
Zoro —

DIi OSITION OF OIL

8. Inability to Receive 011
8. No Right to Storage or Underlift
WAIVER

SEVERAZILITY
FORCE MAJEURE AND CHANGE IN CONDITION

1.1 Effect of Force Majeure
11.2 Responsibility

NOTICES

12.1 Method

12.2 Change of Address
RULES AND REGULATIONS
SOVEREIGN POWER OF THE STATE

SECURITY

15.1 Purchaser Chevron Letter of Credit

15.2 Purchaser Petro Siar Letter of Credit
15.3 Purchaser Petro Star Amerada Hess Escrow

15.4 Chevron Backup
PREFERENTIAL HIRING

PAGE



ARTICLE
XVII APPLICABLE LAW

17.1 Alaska Law
17.2 Submission to Jurisdiction

XVII NO WARRANTIES

XIX AMENDMENT

XX SUCCESSORS AND ASSIGNS
XXI HEADINGS

XXIl RECORDS

22.1 Preservation of Records
22.2 Inspection of Records ofParties
XXIII INTERPRETATIONOF TERMS AND CONDITIONS

EXECUTION OF CONTRACT

111

PAGE
31
31

32
32
32
33
33

33
34

34

35



DOG 9-85

(PETRO STAR & CHEVRON/KUPARUK)
(Revised 11-85)

(DNR #10-4017)

AGREEMENT FOR THE SALE AND
PURCHASE OF ROYALTY OIL

THIS AGREEMENT, entered Into as of JA]I:At,J/CU) 9 \]7]%

by and betwer- THE STATE OF ALASKA (,Seller,) PETRO STAR, INC.. an Alaska
corporation, ("Pu'xhaser Petro Star™), and CHEVRON U.S.A. INC.. a Pennsylvania
corporation, ("PuvMser Chevron").

ARTICLE |
DEFINITIONS

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

11 "Commissioner™ means the Commissioner of the Alaska Department
of Natural Resources or her designee.

1.2 "Day" means a period of twenty-four (24) consecutive hours,
beginning at 12:01 a.m., Alaska Standard Time.

1.3 "Leases™ means the oil and gas leases which are subject to the
terms of the Unit Agreement.

1.4 "Lessee™ means any person owning a working interest in any o
the Leases.



1.5 "Month" means the period beginning at 12:01 a.m., Alaska
St?ndard Time, on the first day of the calendar nonth and ending at the same
time on the first day of the next succeeding calendar month.

1.6 "0il™ or "crude oil"™ shall have the same meaning as the word
"oil™ under the Unit Agreement.

1.7 "Point of Delivery” shall have the meaning set out in Section
2.5,

1.8  "Purchaser" means either ?etro Star, Inc., or Chevron U.S.A.
Inc., or both, unless one particular Purchaser is designated.

1.9 "Prudhoe Bay Lessees™ means the lessees of the oil and gas
leases subject to the Prudhoe Bay Unit Agreement effective April 1, 1977, as
amended from time to time.

1.10 "Prudhoe Bay Royalty O0il" means Royalty Oil received from the
Prudhoe Bay Lessees.

111 "Royalty Oil"™ means the oil which Seller maytake in kind
(amount) as Its royalty under the Leases whether or not Seller haselected to
take or is taking thatroyalty In kind.

1.12 "Daily Royalty 0il"™ meansthe quantity of Royalty O0il produced
by the Lessees each day.

1.13 "Settlement Agreement” means the Agreement for Settlement of
Cleaning, Dehydration and Transporation Charges Applicable to Royalty Oil
Taken From the Kuparuk River Unit, effective as of December 13, 1981, and
attached to the Unit Agreement as Appendix |I.

1.14 "TAPS"™ means the Trans Alaska Pipeline System.



1.15 “Unit Agreementl means the Kuparuk River Unit Agreemen
effective as of December 1, 1981, Dby and between Seller and the Lessees, as
amended from time to time.

ARTICLE 11
SALE 0i" ROYALTY OIL

2.1 Quantity. Seller agrees to sell toPurchaser Petro Star, and
Purchaser Petro Star agrees to buy frzti Seller, that amount of oil equal
to % of the Daily Royalty 0il ("Maximum Quantity"). Seller agrees
to sell to Purchaser Chevron, and Purchaser Chevron agrees to buy from Seller,
that amount of oil equal to % of the Daily Royalty 0il ("Maximum
Quantity™). Promptly after the effective date of this Agreement, Seller will
determine the actual percentages, which will be the percentages that on the
date of initial nomination would result in a Maximum Quantity for Purchaser
Petro Star that on the Date of First Delivery would approximate 2500 bpd and a
Maximum Quantity for Purchaser Chevron that on the Date of First Delivery will
approximate 4000 bpd. However, unless Purchaser Petro Star notifies Seller in
writing within five (5) days after the effective date of this Agreement,
Seller will initially nominate for Purchaser Petro Star the percentage that
Seller estimates will on the Date of First Delivery approximate 2000 bpd.

Upon at least nine (9) months' written notice to Seller, Purchaser
may Increase or decrease the amount of D~ily Royalty 0il to be tendered by
Seller at ihe Point of Delivery, provided tiiat the amount tendered by Seller
under this Agreement shall not exceed the Maximum Quantity. If by November 1,
1987 Purchaser Petro Star has not begun to take the Maximum Quantity of oil,
Seller, at Its option and discretion, may permanently decrease the Purchaser
Petro Star's Maximum Quantity to either (l) the greatest percentage of Daily
Royalty OQil tendered by Seller to ft before that time or, (2) the maximum
amount of oil that can be processed at Purchaser Petro Star's refinery,
located at North Pole, Alaska. Purchaser may permanently decrease its Maximum
Quantity under this Agreement upon nine (9) months' written notice to Seller.



It 1s understood and agreed that the volume of Dally Royalty O0il
available to Seller will vary and may be interrupted from time to time, and
depends upon a variety of factors, including the rate of production from the
Leases. Seller disclaims and Purchaser waives any representation, covenant or
warranty, express or implied, as to the specific quantity, or the total or
daily, monthly, average, or aggregate volume of 0il to be sold or tendered
under this Agreement. Seller shall hold Purchaser harmless from all liens,
encumbrances and valid adverse claims that may affect the 0il at the time the
01l is tendered to Purchaser.

If Seller stores Royalty 011 pursuant to tne Kuparuk River Unit
Emergency Storage Agreement dated December 15, 1981, and attached as Appendix
[l to the Unit Agreement, (the "Storage Agreement"), or otherwise, or if
Seller recovers stored Royalty O0il, the quantity of O0il to be sold and
purchased under this Agreement shall be calculated as if no Royalty Oil was
stored or recovered.

2.2 Quality. The 01l sold shall be the same quality as the Royalty
01l delivered by the Lessees to Seller at the Point of Delivery. It s
understood and agreed that the quality of the 01l sold may vary from time to
time. Seller disclaims, and Purchaser waives, any guarantee, representation,
or warranty, either express or implied, of the merchantability, fitr -s for
use, or suitability for any particular use or purpose, or otherwise, ¢ :my of
the O0il delivered under this Agreement or as to any specific, av age or
overall quality or characteristic of 01l to be .4 or tendered under this
Agreement.

2.3 Price of the Royalty 0ll. The price payable by Purchaser Petro
Star for 0il tendered under this Agreement ("Petro Star Purchase Price™) shall
be equal to the amount that Seiler actually would receive from its Prudhoe Bay
Lessees for that amount of Prudhoe Bay Royalty 01l taken at that time in money
(In value), plus 35! per barrel and plus the Kuparuk Field Cost Allowance
incurred by the 01l as determined under the Settlement Agreement, less the
tariff charge for the Kuparuk Pipeline and less the applicable TAPS quality
bank adjustment.



The price payable by Purchaser Chevron for 0il tendered under this
Agreement ("Chevron Purchase Price") shall be equal to the amount that Seller
actually would receive from its Prudhoe Bay Lessees for that amount of Prudhoe
Bay Royalty 0il taken at that time in money (in value), plus 50{ per barrel
and plus the Kuparuk Field Cost Allowance incurred by the oil as determined
under the Settlement Agreement, less the tariff charge for the Kuparuk
Pipeline and less the applicable TAPS quality bank adjustment.

The in value component of each Purchase Price shall be determined by
Seller based upon the reports submitted by the Prudhoe Bay Lessees for royalty
purposes or, when those reports are unavailable, Incomplete or inaccurate,
upon information submitted by the Prudhoe Bay Lessees for production tax or
other ti<x purposes as may be adjusted from time to time as provided In this
Agreement.  Purchaser shall be entitled only to review or request such
material or information which Is not confidential under state law or
regulation.

The method, basis and amount of royalty due Seller when It takes its
Prudhoe Bay Royalty 01l In value from Its Prudhoe Bay Lessees Is presently the
subject of litigation in State of Alaska, et al v. Amerada Hess Corp., et al.,
(Superior Court for the State of Alaska, First Judicial District at Juneau)
("Amerada Hess"). One of the Issues involved is the proper method to be used
by the Lessees in calculating the state's royalty when ths royalty 1s payable
In money (In wvalue). Until there 1Is a resolution r- that dispute through
judicial resolution or settlement, the Purchase PK<ce will be bhased upon the
calculation of anamount per barrel equal to che per barrel volume weighted
average of  theinvalue prices reported by the Prudhoe Bay Lessees to Seller
for royalty purposes or, when the royalty reports are unavailable, incomplete,
or inaccurate, upon information submitted by the Prudhoe Bay. Lessees for
production  taxor othertax purposes, plus $0.35 per barrel for Purchaser
Petro Star and $0.50 for Purchaser Chevron, and plus the Kuparuk Field Cost
Allowance as determined under the Settlement Agreement, less the Kuparuk
Pipeline tariff and less the applicable TAPS quality bank adjustment. Upon
resolution of each of the various issues that are or will be involved in



Amerada Hess, adjustments will be made to previous payments in accordance with
each resolution. However, Seller and Purchaser agree that any Amerada Hess
adjustments in excess of $2.50 per barrel will not be made. This sun
represents a negotiated ceiling, and is not any party's estimate of litigation
results.

If additional amounts are owed by Purchaser to Seller or by Seller to
Purchaser under a final judgement or settlement resolving all or part of the
issues In Amerada Hess which separately specifies principal and interest,
interest will be paid on the principal component of the additional amounts In
the manner and at the interest rate or rates specified in the judgement or
settlement resolving each Issue. If no Interestrate Is specified in the
judgement or settlement or if interestis expresslylncluded within a lump sum
amount in the judgement or settlement, an interest component will he presumed
to already comprise a portion of the additional amounts, and no separate
interest will be paid.

Purchaser Petro Star will not voluntarily intervene or otherwise
participate In Amerada Hess wunless Seller expressly consents to that
participation in writing. A settlement of Amerada Hess will be binding upon
Purchaser whether or not Purchaser agrees with or consents to the terms of
that settlement.

If any applicable law of the United States of America or any rule or
regulation promulgated by a federal agency will, in the judgment of Seller,
operate to prohibit or prevent. Seller from receiving the full amount due under
the above provisions, Purchaser's obligation to pay the amount of the Purchase
Price in excess of the amount permitted will be suspended or adjusted to the
minimum extent required for Seller to comply with that law, rule or regulation.



2.4 Purchase Price Reopener. Seller and each Purchaser shall have

the right to vreopen this Agreement with respect to each Purchaser™s own
volume, as to purchase price only. At any time after Purchaser receives O0il
for two (2) years from the Date of First Delivery (as defined 1in Section
2.10), Seller or Purchaser may exercise the right to reopen by giving to the
other party one (1) month prior written notice. Upon Issuance and receipt of
a notice to reopen, that Purchaser and Seller will promptly commence good
faith negotiations In an attempt to establish a new purchase price. In the
event that a new purchase price 1s not agreed to by that Purchaser and Seller
within three (3) months after giving the notice to reopen, that Purchaser or
Seller may terminate that Purchaser®s portion of this Agreement upon nine (9)
months written notice to the other. The purchase price for 011 tendered
during any period pending termination shall be the price 1n effect immediately
prior to giving the notice of Intent to reopen. If a new purchase price 1is
agreed to by that Purchaser and Seller, the new purchase price shall become
effective for 011 tendered 1n themonth following the Agreement on the new
purchase price. Not 1less than two (2) years after the conclusion of the
purchase price reopener process described above, that Purchaser or Seller may
reopen that Purchaser®s portion of this Agreement, as to purchase price only,
by giving notice of Intent to exercise the right to reopen. At that time, the

purchase price reopener process described above will again be applicable.

2_5Point and Time of Delivery. Slmultaneously with receipt of its
Royalty 011 from Its Lessees, Seiler shall tender the 011 to Purchaser at the
point at which Seller receives the Royalty 011 from Its Lessees. That *,olnt
as presently agreed to by Sellerand 1Its Lessees 1n Section 2.3 of the
Settlement Agreement Is the Central Production Facility Meter Into the Kuparuk

Pipeline.

2.6 Passage of Title and Risk of LossTitle and risk of loss to
the Oil sold under this Agreement shall pass from Seller to Purchaser for all

purposes when Seller tenders the 011 at the Point of Delivery.



2.7 Purchaser®s Responsibility. Purchaser shall be responsible for
the O0il after passage of title. Purchaser will indemnify and hold Seller
harmless from and against any and all claims, <costs, damages (including
reasonably foreseeable consequential damages), expenses or causes of action
arising from or 1in connection with any transaction or event which relates to

the crude oil after title has passed to Purchaser.

2.8 Transportation Arrangements. Purchaser shall make all
necessary arrangements for transporting the 011 sold under this Agreement from
the Point of Delivery, Including satisfaction of line fill obligations and
storage tank bottom vrequirements of the Kuparuk Pipeline and Trans Alaska
Pipeline System, if any. If and as requested by Seller, and at the time or
times requested by Seller, Purchaser shall submit specific information
concerning the arrangements it has made for transportation of the 011 sold
under this Agreement through and away from Kuparuk Pipeline and the Trans
Alaska Pipeline System and for the resale or other disposal of the O011. Such
information may 1include the specific tenders of 0il made to the Kuparuk
Pipeline and Trans Alaska Pipeline System and 1identification of tankers which
will transport the Oil. In addition, Purchaser will provide Seller, 1if and as
requested by Seller, with satisfactory evidence or reasonable assurances 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 Seller’'s

election by notice to Purchaser, be a material default under this Agreement.

2.9 Absolute Obligations. The obligations of Purchaser to accept,
pay for, and arrange for the transportation of the Oil tendered or sold under
this Agreement are absolute and will not be excused or discharged by the
operation of any disability of Purchaser, event of force majeure,
impracticability of performance, change 1n conditions, or any other reason or

cause.



2.10 Date of First Delivery. The Date of First Delivery will be on
the first day of the first month seven (7) months after the effective date
specified 1n Article VI, unless Seller, 1n its sole discretion at the request

of both Purchasers, sets an earlier date.

2.11 In-State Processing. Purchaser Petro Star agrees that not less
than 85% of the Royalty 011 sold under this Agreement, averaged on a quarterly
basis, shall be processed through Purchaser Petro Star"s refinery near North
Pole, -Alaska, except as provided below. "Process"” means producing refined
petroleum products from the crude oil In significant quantities, but which
quantities may not be less than 20% of the volume of Royalty 011 run through

Purchaser Petro Star"s refinery pursuant to this Agreement.

Purchaser Petro Star"s obligation to process Royalty 011 1n-state may
only be suspended or excused under (1) the provisions of Articles VIIlI and XI,

or (2) firing refinery maintenance.

Seller may, at Its option, waive the In-state processing requirement
in whole or 1n part, 1f Seller 1s satisfied that Purchaser Petro Star 1is using
its best efforts to process the Royalty 011 sold wunder this Agreement at
Purchaser Petro Star®s refinery and that the waiver would not be contrary to

the underlying intent of the other provisions of this Agreement.

2.12 Best Efforts. (1) Purchaser Petro Star agrees to use its "best
efforts™ to produce and market 1n Alaska an amount of refined petroleunm
products from itsrefinery near North Pole, Alaska not less 1n volume than 23%
of the Royalty Oil sold under this Agreement. Those refined petroleum
products shall be comprised of at least LAGO and Kerosene. After each three
(3) months of deliveries under this Agreement, Purchaser Petro Star shall
promptly provide to the Seller an affidavit certified by Purchaser Petro Star
stating the quantity of refined petroleum products produced and marketed in
the State of Alaska from in-state processing of the Dally Royalty O0il sold

under this Agreement for that period.



A determination of "oest efforts"” wunder this Article shall include
consideration of Purchaser Petro Star"s capabilities and the surrounding
business circumstances. Purchaser Petro Star®"s obligation to use it's best
efforts includes reasonable, diligent, and good faith efforts, but shall not
require Purchaser Petro Star to produce and market refined petroleum products
1In Alaska at a loss. "Best efforts" (vould, however, require Purchaser Petro
Star to produce and market products in Alaska even though Purchaser Petro Ffar
could make a greater profit by another disposition of the Royalty O0il or the

products refined from that oil.
\

2.13 Option to Purchase Return Oil. After Purchaser Petro

processes Royalty O0il, there will remain a portion of 011 or O0il products
which may be shipped through TAPS ("Return Oil"). Return Oil shipped through
TAPS becomes 1intermingled with unprocessed crude oil so that when the Return
011 is picked up in Valdez it 1s Identical to the common stream crude oil
shipped through TAPS. A shipper of Return 011 presently 1Is, and may continue
to be, liable for the payment of a quality bank adjustment differential based
upon the resulting degradation of TAPS conmon-stream crude ("quality bank

adjustment™).

The total daily volume of Royalty 011 sold under thiv Agreement
approximates Purchaser Petro Star®"s daily refinery throughput. Purchaser
Petro Star"s daily Maximum Quantity approximates Its maximum retained product
and Purchaser Chevron®s dally Maximum Quanti*- approximates what would
otherwise be Purchaser Petro Star®s return oil. Thus, under the arrangements
contemplated under this Agreement, no return oil would exist upon which the
state could retain an option. Should the arrangements contemplated under this
Agreement cease to exist, Purchaser and Seller agree to negotiate in good
faith towards agreement upon a market price option for Seller on whatever

return oil or residual oil may exist under the new arrangements.



2.14 Arrangements between Purchasers. Purchaser Chevron anc
Purchaser Petro Star have entered into an arrangement under which Purchaser
Petro Star will use as refinery charge Purchaser Chevron®s volume of Royalty
0il under this Agreement. The arrangement includes the purchase of Royalty
0il taken by Purchaser Chevron under this Agreement by Purch42:r Petro Star at
TAPS Pump Station No. 1, and resale of the Royalty 0il to Purchaser Chevron at
Valdez. A copy of the document which specifies the terms of the arrangement
is attached as Exhibit A. Should the terms of the arrangement change
materially so that Purchaser Petro Star 1is precluded from economically using
Purchaser Chevron®s volume as refinery charge, Seller shall have the right at
the Commissioner®s discretion to terminate this Agreement on nine (9) months

notice.

Should Purchaser materially reduce Its Maximum Quantity under Section
2.1 or terminate its portion of this Agreement under Section 2.4, or should
termination occur due to an Event of Default under Article VII, either Seller
or the other Purchaser may terminate the remaining portion of this Agreement
by giving nine (9) months written notice, except as provided below. In this
section a material reduction means a reduction of 50% or more from the

original Maximum Quantity.

Upon termination of Purchaser Petro Star"s portion of this Agreement
for any reason or material reduction of Purchaser Petro Star®"s Maximum

Quantity under Section 2.1, Seller shall exercise 1its right to terminate

Purchaser Chevron®"s portion of this Agreenent. However, 1if Purchaser Chevron
agrees to process In its refin< at Nikiski, Alaska the Royalty O0il to be
sold under this Agreement after that tinme, and if Purchaser Chevron

successfully completes negotiations with the commissioner for an amendment to
this Agreement which grants Seller a market price option on Purchaser
Chevron®s residual oil resulting from the processing of that oil, the
Commissioner shall have the discretion to not terminate Purchaser Chevron®s

portion of this Agreement.

-11-



Upon termination of Purchaser Chevron®s portion of this Agreement for
any reason or material reduction of Purchaser Chevron®s Maximum Quantity under
Section 2.1, Purchaser Petro Star shall have the option to continue purchasing
up to its Maximum Quantity, or to Increase its Maximum Quantity to include all

or part of the volume formerly purchased by Purchaser Chevron under this

Agreement. Purchaser Petro Star shall exercise this option in writing within
one month of the termination of Purchaser Chevron®s portion of this
Agreement. Purchaser Petro Star"s option shall be conditioned on Purchaser

Petro Star (1) agreeing for any increased quantity to pay the Purchase Price
that Purchaser Chevron would pay wunder this Agreement, (2) agreeing to
increase Its Section 15.2 letter of credit to ninety (90) days for all volumes
it would purchase under this Agreement, (3) agreeing to pay its Section 15.3
Amerada Hess escrow amount for all volumes 1t would purchase wunder this
Agreement, (4) agreeing to increase Its Section 2.11 and Section 2.12 in-state
processing l-.best efforts obligations to Include all volumes 1t would
purchase wunder this Agreement, and (5) successfully completing negotiations
with the Commissioner for an amendment to this Agreement which grants Seller a

market price option on Purchaser Petro Star®s return oil from all volumes it

would purchase under this Agreement. The Commissioner shall have the
discretion toaccept other or additional security arrangements aspart of
Purchaser Petro Star®s option as she, in her sole discretion, considers
adequate to protect Seller. In accordance with Article XIX of this Agreement,

the exercise of any option described 1in this section that would appreciably
reduce the consideration received by Seller requires prior approval of the

Alaska Legislature.

2.15. Performance Guaranty and Reservation Fee. If Purchaser does
not take the Maximum Quantity on the Date Of First Delivery, Purchaser shall
pay to Seller, in addition to the Purchaser Price, an amount equal to I1.PCS of
the Purchase Price per barrel per day on the difference between the Maximum
Quantity and the actual quantity tendered to and accepted by Purchaser
("Actual Quant.ty") for each day Purchaser does not take the Maximum Quantity
on and after the Date of First Delivery. The payment of this fee shall end on

the day that Purchaser accepts silvery of +the Maximum Quantity. When



Purchaser accepts the Maximum Quantity, all of tne amounts paid under this
Section 2.15 will be allowed to be credited against future payments for oil
tendered under this Agreement except for an amount to be retained by Seller
equal to .75% of the Purchase Price per barrel per day on the difference
between the Maximum Quantity and the Actual Quantity for each day Purchaser
did not take the Maximum Quantity on and after the Date of First Delivery. If
Purchaser should thereafter decrease the amount of Royalty 011 to be tendered
under this Agreement, Purchaser shall pay to Seller, in addition to the
Purchase Price, an amount equal to .751 of the Purchase Price per barrel per
day after the date that the decrease 1nthe amount of Royalty 011 to be
tendered by Seller takes effect on the difference between the Maximum Quantity

and the Actual Quantity.

ARTICLE 111
REPRESENTATIONS AND OBLIGATIONS OF PURCHASER

Purchuser warrants, represents, and agrees:

3.1 Good Standing and Due Authorization. Purchaser 1s, and at all
times during the operation of -this Agreement shall remain, (a) a natural
person who has reached tne age of majority and wl.o is a citizen ofthe United
States; or (b) a corporation organized and existing under and by virtueof the
laws of the United States or of any state, territory or the District of
Columbia and qualified to do business in Alaska; or (c) any association of the
foregoing. If a corporation, Purchaser has all necessary corporate power to
enter into this Agreement and to perform 1its covenants and obligations under
this Agreement, and all necessary corporate action has been taken to authorize
Purchaser®s entering into this Agreement and performing its covenants and

obligations under this Agreement.



3.2 Financial Condition. The financial information submitted to
Seller is complete and correct and fairly presents Purchaser®s financial
condition at the time the information was submitted to Seller. The financial
information was prepared 1in accordance with generally accepted accounting
principles consistently applied. Since the date the information was
submitted, the condition, business and properties of Purchaser have not been
materially adversely affected in any way. Purchaser agrees to inform Seller
Immediately if during the term of this Agreement there 1is any material adverse
change in the condition, business, or properties of Purchaser which would have
an appreciable adverse effect on Purchaser®s ability to perform under this
Agreement. Purchaser, in addition, will Immediately inform Seller of any
significant change 1in ownership of either Purchaser or any of its affiliates
or parent company, and of any change in Purchaser®s operations or agreements,

which would appreciably affect Purchaser®"s performance under this Agreement.

3.3 Financial Statements. As soon as possible after the end of each
fiscal year of Purchaser, and 1in any event within one hundred twenty (120)
days thereafter, Purchaser will furnish to Seiler, at Purchaser®s sole cost
and expense, a report or a complete copy of a report 1in a form to be
prescribed from time to time by Seller which will 1include Purchaser®s balance
sheet as of the close of the fiscal year and the income statement for that
year prepared in each case in accordance with generally accepted accounting
principles consistently applied by certified public accountants of recognized
standing.For purposes of complying with this section, Purchaser Chevron may
submit, and Seller will accept, the annual report and supplement of Chevron

Corporation.

ARTICLE 1V
MEASUREMENTS AND TESTS

The quantity and quality of the oil sold under this Agreement shall
be determined at the Point of Delivery. Procedures and methods for measuring
and metering the oil sold under this Agreement shall be 1n accordance with the

practices then in effect at the Point of Delivery specified under Section 2.5.



ARTICLE V
PAYMENTS AND ACCOUNTING

5.1 Billing. Seller will send to Purchaser, on or before the 10th
(tenth) business day of each Month after the month of delivery of 0il, an
invoice statement of account of all 011 estimated to have been measured at the
Central Production Facility Meter into the Kuparuk Pipeline and tendered to
Purchaser under this Agreement during .the 1immediately preceding Mont./
according to the best Information available to Seller, the estimated Purchase
Price(s) applicable to those deliveries, and the total amount due ("Initial
billing"). The estimates will be made by Seller according to the best
information reasonably available to Seller. Seller shall thereafter adjust
Its initial billing under this section as soon as more accurate information
concerning the quantity and Purchase Prlce(s) of 011 delivered each Month 1s
available. Seller, however, shall not he required to adjust the Initial

billing prior to the sending of the next Month®s invoice statement of account.

5.2 Initial Adjustment. After the first monthly invoice under
Section 5.1, e"ch subsequent monthly invoice will also state Seller®s initial
adjustments ti be made, if any, to tne invoice rendered n the immediately
preceding Month, 1In accordance with any additional or more accurate
information which may have become available to Seller. Whether or not initial
adjustments are made, however, subsequent adjustments may be made under

Section 5.5.

5.3 Payment. Purchaser will make payment of each amount billed
under this section within ten (10) Days after receipt of the invoice statement
of account. Payment shall be made without any deduction, set off, or
withholding by wire transfer of imnediately available funds to Seller"s
account at the following address:

First Pennsylvania Bank Philadelphia
ABA No. 031000024

For Credit to State of Alaska
Account Mo. 07/089250/00

Attn: Catherine Hess



Payment may be made 1in such other manner or to such other address as
Seller may specify in the invoice statement of account or by other written
notice. AlIl other payments to be made under this Agreement shall be paid in
the same manner. If paymf*t is due on a Saturday, Sunday, or legal holiday of
the place where payment is to be received, payment shall be made on the next
following business day. It is recognized that Seller may bill, and that
Purchaser will pay, amounts that are based upon confidential Information held
or received by Seller. IT confidential 1information is used as the basis for a
billing, then upon request Seller will furnish Purchaser with the certified
statement of the Commissioner that the amounts billed are correct based upon
the best information available to Seller. Buyer will only be permitted to
review material or information that 1s not confidential. IfT a dispute
concerning a bill arises, Purchaser agrees to pay the full amount billed by
Seller, except for obvious clerical mistakes, pending final resolution of the

dispute.

5.4Payment to Lessee(s). Purchaser, at the request of Seller 1n
the Invoice statement of account or otherwise in writing, shallpay all or any
portion designated by Seller of the amount due to Seller tc oneor more of the
Lessees at an address or addressesand 1in the manner designated by Seller.
The payment will be made within the time limit specified in Section 5.3.
Seller may authorize and designate a third party to make the request and
designate the amount, manner and place of payment under this provision.
Unless otherwise specified, the balance of the payment due, 1f any, and

payments for subsequent months, shall be made in accordance with Section 5.3.

5.5 SubsequentAdjustments. Purchaser acknowledges that more
accurate Information concerning the quantity of or Purchase Price for 0Oil
tendered may subsequently become available to Seller. In the event that any
such information should subsequently become available to Seller, Seller shall
promptly furnish a corrected invoice statement of account to Purchaser and the

parties will adjust the amount billed and pay or refund the amount of those

adjustments.



In the event that Seller should render a corrected invoice to
Purchaser, any amount to be refunded from Seller to Purchaser or paid from
Purchaser to Seller will be paid within fifteen (15) Days after the date of
the corrected invoice, unless the adjustment concerns an amount last invoiced
more than sixty (60) Days before the corrected Invoice. In that case, the
amount will be paid by Purchaser or refunded by Seller, as the case may be, in
equal monthly ehstallments over the same period of time as that over which the
adjustment ac>med or six (6) Months, whichever 1s the shorter period. No
adjustment will be made more than twelve (12) Months after the date of the
last original 1invoice to which the adjustment relates, except for adjustments
resulting from regulatory or court proceedings (Including appeals) commenced
or pending during that twelve (12) month period, whether or not Seller or
Purchaser 1s a party to the proceeding. Adjustments due to regulatory or
court proceedings may be made at any time and shall bear interest at the rate
stated in Section 5.6 from the date of payment of the invoice upon which an
adjustment 1is subsequently made pursuant to this section. The provisions of

this Section 5.5 will survive any termination of this Agreement.

5.6 Interest. Except for adjustments made upon resolution of
Amerada Hess under Section 2.3, all sums which are not paid when due under
this Agreement or which are subsequently determined to be due under an
adjustment under Section 5.5, shall bear interest from the date accrued until
paid In full at a variable rate per annum equal to the prime rate as announced
from time to time by the Bank of America, San Francisco, California, plus one

and one-quarter percent (1.25%) per annum.

5.7 Late Payment Penalty. Except for unintentional failures to pay,
including clerical mistakes or occurrences not within the reasonable control
of Purchaser, or Insignificant underpayments, 1f Purchaser fails to make
payment within one (1) Day of the date that payment 1s due, then in addition
to the amount due plus interest from the date that payment was due until the
date of payment, Purchaser will pay an amount equal tc one percent (1%) of the

amount owed.

-17-



5.8 Payment to Third Parties. Seller may direct that Purchaser
any amount due to Seller or which may become due directly to a third party in
the manner and time as may be directed by Seller 1in written notice to
Purchaser If, 1n Seller"s sole discretion, the payment to the third party will

assist Seller in monitoring or enforcing this Agreement..

ARTICLE VI
TERM

This Agreement shall become effective upon execution by the parties
and enactment of legislation by the State of Alaska (Including approval by the
Governor) approving this Agreement. This Agreement shall be null and voi- if
it is not so approved by September 30, 1986. Subject to the ether provisions
contained in this Agreement, Seller"s obligation to sell and Purchaser”s
obligation to buy Royalty 011 shall begin as specified in .Section 2.10, and
shall end September 30, 1996. As used in this section, "enactment of

legislation” is as defined 1n AS 01.10.070(Ff)(4).

ARTICLE VII

DEFAULT OR TERMINATION

7.1 Default. If any one or more of the follt m events ("Events
Default™) occur, then at Seller®s option, Seller may t. iate or suspend 1its
obligation to tender and sell 011 and proceed to exerc::< any one or more of

the rights and remedies provided In this Agreement:

) Except for obvious clerical errors, Purchaser does not pay 1in
full any sum Invoiced under this Agreement at the time when

payment 1is due; or

an Purchaser falls to observe or perfo®i any of its other

covenants and obligations under Artie"l :oor

-18-
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(111) Purchaser does not perform any act required or contemplated

under this Agreement and either: (a) the nonperformance
continues for more than thirty (30) days after Seller has
notified Purchaser ofPurchaser®snonperformance; or (b)

Purchaser had failed to perform the same or any other act
required or contemplated under this Agreement during the

immediately preceding twelve (12) month period; or

(lv) There 1Is a material adverse change In Purchaser®s condition,
business or property which appreciably affects the ability of
Purchaser to perform any of Its obligations under this
Agreement, and Purchaser Is wunable to give Seller adequate
assurance of continued performance either within fourteen (14)
days of a request for such an assurance or within such other
shorter time period as Seller may reasonably request under the

circumstances; or

(v) Any representation or warranty made by Purchaser 1n this
Agreement proves to have been false or Incorrect in any
material respect at the time that the representation or

warranty was made.

7.2 Failure toPay Debts. If at any time Purchaser becomes unable
to pay any of Its debts when those debts are due, or should otherwise become
Insolvent (without regard to how that Insolvency may be evidenced), Purchaser
willlmnedlately give notice of that fact to Seller. Whether or not that
notice 1s given, 1f Purchaser becomes unable to pay any of its debts when
those debts are due or should otherwise become 1insolvent, Seller®s obligation
to tender and sell 011 under this Agreement will automatically and immediately
terminate without any vrequirement of notice or other action by Seller;
however, Purchaser will nevertheless be and remain liable for payment and
performance of -ill of Its obligations and covenants under this Agreement with
respect to 0l.1 actually tendered bySeller to and after any such termination.

Within thirty (30) days after receipt of Purchaser®s notice or, 1f no notice



is given, after Seller otherwise becomes aware (as determined in Seller s sole
discretion) of Purchaser®s insolvency, Seller will have the right, upon
written notice to Purchaser, to reinstate all of Seller"s and Purchaser®s

obligations under this Agreement retroactively to the date of termination.

7.3 Seller®"s Remedies. Upon the occurrence of any Event of Defau
or if Seller®s obligation to tender and sell 011 under this Agreement 1is
terminated or suspended under Sections 7.1 and 7.2, all obligations of
Purchaser accrued but not otherwise due and payable under this Agreement will
lnmedlately be due and payable® In full. In addition, Purchaser will indemnify
and hold Seller harmless from and against all other liability, damages
(Including reasonably foreseeable consequential damages), costs, losses and
expenses (Including reasonable attorneys® fees and disbursements) Incurred by
Seller and arising out of the Event of Default, termination, or suspension.
Seller shall have the right cumulatively to exercise any and all other rights
and remedies and to obtain all other relief available under applicable law or
at equity, Including mandatory Injunction and specific performance. Seller,
upon occurrence of any Event of Default, 1in Its sole discretion, may arrange
for any disposition to third parties of 0il to be tendered and sold under this
Agreement. Upon the occurrence of any Event of Default, Purchaser is released
from the obligations set forth 1n Sections 2.11 (In-State Processing) and 2.12
(Best Efforts) until the Event of Default no longer exists or the obligation
of Purchaser to take Royalty O0il under this Agreement expires. If upon
occurrence of any Event of Default Seller makes arrangement for disposition to
third parties of 011 whether or not this Agreement 1s terminated, Purchaser
will nevertheless be and remain liable to Seller for the full amount of the
Purchase Price for that Oil 1in excess over any amount or amounts received by
Seller on account of that, disposition, net of the expenses of that disposition
and for all other costs, losses and expenses (Including reasonable attorneys

fees and disbursements) Incurred by Seller and arising out of the Event of

Default or disposition.



7.4 Purchaser®s Exclusive Remedies. Upon any breach of, or defau
1n, the due and timely observance or performance of any of Seller"s covenants
or obligations wunder this Agreement, Purchaser acknowledges and agrees that
Purchaser®s remedies will not include a temporary restraining order or
preliminary Injunction preventing Seller from taking any action with regard to

the 011 which 1Is the subject of this Agreement.

ARTICLE VIII
DISPOSITION OF OIL

8.1 Inability to Receive 011. Purchaser acknowledges and agrees
that under the Unit Agreement and Leases, Seller"s election to take Royalty
011 in kind can be revoked or reversed only upon the satisfaction of various
conditions, Including the giving of thirty (30) days advance written notice to
return up to 2500 barrels of Seller"s then current nominations. Purchaser
acknowledges and agrees that Seller®s election to Invoke Its rights to return
to taking Its Royalty 011 1n value on less than six (6) months®" prior notice,
or to attempt to secure a waiver of any condition or requirement, Is at
Seller®s sole and complete discretion. If for any reason Purchaser 1s unable
or refuses to acceptor receive any 011 tendered wunder this Agreement,
Purchaser shall nevertheless be and remain responsible for the disposal of
that 0il and for paying Seller for the 0Oil as though 1t had been received and
accepted by Purchaser unless Seller, in Its sole discretion elects to waive
this requirement. In order to secure the obligation* of Purchaser under this
Section 8.1 and under Section 2.8, Purchaser shall, 1f and as Seller may
request fromtime to time, assign to Seller all right, title and Interest of
Purchaser wunder any nominations, leases, agreements, contracts, charter
parties and other arrangements for the transportation of the 011 sold under
this Agreement through and away from the Kuparuk Pipeline and the Trans Alaska.
Pipeline System; provided, that Seller shall not have any Jliability or
obligations under any such nominations, leases, agreements, contracts, charter
parties or other arrangements unless, and to the extent that, Seller shall
actually exercise Its rights to succeed to Purchaser®s interest thereunder anti

shall obtain the benefits thereof.



8.2 No Right to Storage or Underlift. Purchaser waives al
disclaims any interest or right that it may assert to storageof Royalty Oil,
including by underlift or other means, to which Seller 1is ormay come to be
entitled wunder the Leases, Storage Agreement, or any other agreement.
However, Purchaser shall use due dillg nee and make its best efforts to act in
a manner that enables Seller to adhere to the notice requirements and other
obligations provided 1n the Storage Agreement. Purchaser agrees that when it
executes this Agreement, 1t will also Immediately execute the release attached

as Exhibit B to this Agreement.

ARTICLE IX
WATVER

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 right to require that performance 1in the future, A
waiver or estoppel in any one Instance shall not constitute a waiver or
estoppel with respect to a later breach of a similar nature or otherwise. A
course of performance established by a party shall also not stop the other

party from complaining of a later breach similar in nature.

ARTICLE X
SEVERABILITY

If any provision or clause of this Agreement or application of this
Agreement to any person or circumstance is held Invalid, that Invalidity shall
not affect other provisions or applications of this Agreement which can be
given effect without the Invalid provision or application. 19 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 MAJEURE AND CHANGE 1IN CONDITION

11.1 Effect of Force Majeure. Except for Purchaser®s obligations to
make payment of money for 011 tendered under this Agreement and except for
Purchaser®s obligations to accept and dispose of Royalty 011, neither party
shall be Iliable for any failure to perform the terms of this Agreement when
the failure Is due In whole or In substantial part to force majeure. The term
"force majeure" as applied to this Agreement shall mean Acts of God, strikes,
lockouts and Industrial disputes or disturbances, civil disturbances, arrests
and restraints from rulers or people, Interruptions by government or court
orders or by present or future orders of any regulatory body having or
asserting jJurisdiction, acts of the public enemy, wars, riots, blockades,
Insurrections, Inability to secure materials by reasons of allocations
promulgated by authorized governmental agencies, epidemics, landslides,
lightning, earthquakes, fires, stcrms, floods, washouts, explosions, breakage
or accident to machinery or lines of pipe, freezing of wells or pipelines, or
any other event or condition, whether of the kind herein enumerated or
otherwise, not within fctss reasonable control of the party claiming the benefit
of this excuse. If however, any material obligation of Purchaser 1is excused
or suspended because of a claim of force majeure for a period of three hundred
sixty f.ve (365) successive days or more, Seller will have the right to
terminate this Agreement. Prior to Seller exercising Its right to terminate
this Agreement Seller and Purchaser shall enter Into good faith negotiations
to restore, to the fullest extent possible, Seller and Purchaser to the
benefits and obligations that existed under this Agreement before the

occurrence of the force majeure condition.

11.2 Responsibility. Upon the occurrence and discovery of an event
providing the basis for a claim of force majeure, the party making a claim
shall notify the other party to this Agreement of Its claim of force majeure.
Upon the occurrence of an event constituting force majeure that event shall,
so far as possible, be remedied with all reasonable diligence and dispatch.

Except for Purchaser®s obligations to make payment of money for 011 tendered



under this Agreement and except for Purchaser®s obligation to dispose of O0il,
the obligations of the disabled party to perform under this Agreement, 1insofar
as they are affected by that force majeure, shall be suspended from the time
that force majeure occurs and for so long as the disability caused should have
continued had the party claiming the existence of the force majeure remedied
the event providing the basis of the claim of force majeure withreasonable
diligence and dispatch, and for no longer. The settlement of strikes or
lockouts or industrial disputes or disturbances will be entirely within the
discretion of the party having the difficulty, and the above requirement that
any force majeure shall be remedied with diligence and dispatch shall not
require the settlement of strikes, Jlockouts, or industrial disturbances by
acceding to the demands of any opposing party therein when such course 1s

inadvisable in the sole discretion of the disabled party.

ARTICLE XI1I
NOTICES

12.1 Method. AlIl notices, requests, demands or statements shall be
In writing, and may be delivered personally to the party to be notified or may
be sent to the party by registered or certified United States mall, postage
prepaid, with a return receipt requested of the party. Notice deposited in
the mail in this manner shall be effective upon the expiration of seven (7)
days after it is so deposited. Notice given 1n any other manner shall be
effective only if and when received by the addressee. For the purposes of
notice, the addresses of the parties to this Agreement shall be as follows:

If to Seller: State of Alaska
Commissioner of Natural Resources
Pouch "MH
Juneau, Alasxa 99811

and
Connlssioner of Revenue
Pouch <s"
Juneau, Alaska 99811



and

Director, Division of Oil and Gas

Pouch 7-034
Anchorage, Alaska 99510

Telephone:

Telex:

If to Purchaser Petro Star:

Telephone:

Telex:

If to Purchaser Chevron:

Telephone:

Telex:

12.2 Change of Address. Each party may change

notice by giving notice of the change.

ARTICLE XI11
RULES AND REGULATIONS

its

This Agreement 1is subject to all present and future

address

valid

orders, rules and regulations of the United States, the State ofAlaska,

any duly constituted agency thereof.

for

laws,

and



ARTICLE X1V

SOVEREIGN POWER OF THE STATE

This Agreement and its covenants shall not be interpreted as a limit
on the exercise by the State of Alaska of any of its sovereign or regulatory
powers, whether conferred on the State by constitution, statute or regulation,
including but not limited to, 1its regulatory power over the Leases. The
exercise by the State of Alaska of any sovereign or regulatory power will not
operate or be deemed to enlarge any rights of Purchaser or to limit or impair
any obligations or liability of Purchaser under this Agreement, eexcept for
state statutes enacted after the effective date of this Agreement which have a
direct and significant adverse effect on the ability of Purchaser to perform
an obligation under this Agreement other than the obligations to accept,

dispose of, and pay for 0il tendered under this Agreement.

ARTICLE XV
SECURITY

15.1 Purchaser Chevron Letter of Credit. Sixty (60) days
Date of First Delivery, Purchaser Chevron shall cause to be issued and
delivered to Seller an irrevocable stand-by Jletter of credit, with an
effective date no later than the Date of First Delivery, issued for the
benefit of Seller by a state or national banking institution of the United
States ("lIssuer™), which 1s insured by the Federal Deposit Insurance
Corporation and has an aggregate capital and surplus of not Iless than One
Hundred Million Dollars ($100,000,000), or other banking institution
acceptable to Seller in its sole discretion. The principal face amount of
such letter of credit shall be a sum estimated by the Commissioner to be equal
to the aggregate Purchase Price for the approximate total amount of Oil to be
tendered by Seller to Purchaser Chevron during the first ninety (90) days
following the Date of First Delivery, calculated at the Purchase Price. The
letter of credit shall be substantially in a form satisfactory to the

Commissioner, but in any event shall not require any documents to be submitted

prior

1



1n support of drafts drawn against this letter of credit other than the
certified statement of the Commissioner or her designee and the Attorney
General of the State of Alaska or his designee that Purchaser Chevron is
liable to Seller for a sum equal to the amount of such draft, and that that

sum 1s due and payable in full and has not been timely paid.

In the event that Seller should have reasonable grounds for asserting
any claims against Purchaser Chevron wunder this Agreement and does assert
those claims 1n an aggregate amount in excess of the aggregate principal face
amount of the letter of credit then In effect, Purchaser Chevron shall upon
Seller"s request (whether or not Purchaser Chevron may deny, reject or
otherwise resist such claims) cause the principal face amount of the letter of
credit to be Increased by an amount equal to the excess. The principal face
amount of the letter of credit shall also be automatically Increased by
Purchaser Chevron without request from Seller whenever the face amount Is less
than the expected Purchase Price of ninety (90) days of 011 tenders to
Purchaser Chevron under this Agreement, to an amount equal to the expected
Purchase Price of ninety (90) days of 011 tenders to Purchaser Chevron. The
principal face amount of the letter of credit may be decreased by Purchaser
Chevron upon approval of Seller 1f the face amount 1s more than the expected
Purchase Price of ninety (90) days of 011 tenders to Purchaser Chevron under
this Agreement, to an amount equal to the expected Purchase Price of ninety

(90) days of 011 tenders to Purchaser Chevron.

The letter of credit must allow drafts to be drawn and presented to
the Issuer up to and Including the 90th day after the last delivery of Royalty
011 to Purchaser Chevron under this contract. The Commissioner may accept
such other or additional security as she, 1n her sole discretion, considers

adequate to protect Seller.



15.2 Purchaser Petro Star Letter of Credit. Sixty (60) days prio
to the Date of First Delivery, Purchaser Petro Star shall cause to be issued
and delivered to Seller an irrevocable stand-by letter of credit, with an
effective date no later than the Date of First Delivery, issued for the
benefit of Seller by a state or national banking institution of the United
States ("lIssuer™), which is insured by the Federal Deposit Insurance
Corporation and has an aggregate capital and surplus or not Iless than One
Hundred Million Dollars ($100,000,000), or other banking Institution
acceptable to Seller 1In 1its sole discretion. The principal face amount of
such letter of credit shall be a sum estimated by the Commissioner to be equal
to the aggregate Purchase Price for the approximate total am“unt of 011 to be
tendered by Seller to Purchaser Petro Star during the first sixty (60) days
following the Date of First Delivery, calculated at the Purchase Price. The
letter of credit shall be substantially 1in a fcm satisfactory to the
Commissioner, but 1n any evt <t 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 her designee and the Attorney
General of the State of Alaska or his designee that Purchaser Petro Star is
liable to Seller for a sum equal to the amount of such draft, arid that that

sum 1s due and payable 1n full and has not been timely paid.

In the event that Seller should have reasonable pounds for asserting
any claims against Purchaser Petro Star under this Agreement and does assert
those claims in an aggregate amount 1n excess of the aggregate principal face
amount of the letter of credit then 1n effect, Purchaser Petro Star shall upon
Seller"s request (whether or not Purchaser Petro Star may deny, reject or
otherwise resist such claims) cause the principal face amount of the letter of
credit to be Increased by an amount equal to the excess. The principal face
amount of the letter of credit shall also be automatically Increased by
Purchaser Petro Star without request from Seller wheneve** the face amount 1is
less than the expected Purchase Price of sixty (60) days of 011 tenders to
Purchaser Petro Star under this Agreement, to an amount equal to the expected
Purchase Price of sixty (60) days of 011 tenders to Purchaser Petro Star. The

principal face amount of the letter of credit may be decreased by Purchaser



Petro Star wupon approval of Seller if the face amount 1is more than the
expected Purchase Price of sixty (60) days of 0il tenders to Purchaser Petro
Star under this Agreement, to an amount equal to the expected Purchase Price

of sixty (60) days of 011 tenders to Purchaser Petro Star.

The letter of credit must allow drafts to be drawn and presented to
the Issuer up to and Including the 60th day after the last delivery of Royalty
011 to Purchaser Petro Star under this contract. The Commissioner may accept
such other or additional security as she, 1n her sole discretion, considers

adequate to protect Seller;

15.3 Purchaser Petro Star Amerada Hess Escrow. Sixty (60) days
prior to the Date of First Delivery, Purchaser Petro Star shall cause to be
executed and delivered toSeller an executed escrow agreement with a state or
national banking Institution of the United States ("Escrow Bank"™), which 1s
insured by the Federal Deposit [InsuranceCorporation, and which has a
aggregate capital and surplus of not less than One Hundred Million Dollars
($100,000,000), or ether banking Institution acceptable to the Seller 1n “c.,
sole discretion. The escrow agreement shall be In a form satisfactory to the
Commissioner. The escrow agreement shall provide for payment of escrowed
amounts only after final resolution of the Amerada Hess litigation, Including
any appeals, and upon tenderof a certified statement, signed by the
Commlssloner of Natural Resources and the Attorney General of the State of
Alaska. The certifiedstatement shall specify the disposition of the
principal and accrued Interest of the escrowas calculated under the
provisions of Articles 11 and V of this Agreement, with the full adjusted
Purchase Price and Interest payable to Seller, and any escrow balance payable
to Purchaser Petro Star. Before requesting escrow payment, Seller will give

Purchaser Petro Star at least twenty(20) days written notice of Its

calculations for the escrow disposition.



Purchaser Petro Star agrees to make monthly deposits into the escrow
of the sum e”ual to $1.12 per barrel of Royalty 011 purchased by Purchaser
Petro Star f.om Seller under this Agreement during the previous month. This
sum represents a negotiated escrow amount, and is not any party"s estimate of
litigation results. The amount of this escrow shall be an element of the
"Purchase Price™ under this Agreement and shall be subject to periodic
renegotiation as specified in the purchase price reopener provision of Section

2.4.

Purchaser Petro Star shall make payments to the escrow at the same
time as It pays Seller under Article V of this Agreement, Including Increased
payments necessitated by quantity adjustments under that Article. Purchaser
Petro Star shall bear all expenses of the escrow, and shall arrange for the

Escrow Bank to send to Seller monthly statements showing the escrow balance.

15.4 Chevron Backup. Purchaser Chevron agrees that, after
at least five (5) days notice from Seller, It will accept delivery of any
volumes of Royalty 011 wupon which Purchaser Petro Star has defaulted under
this Agreement. The notice referenced above shall be given by telephone and
by telex to thetelephone nianber and address provided 1n Section 12.1.
Purchaser Chevronagrees to take those volumes subject to all the terms of
this Agreement, except that the price for those volumes shall be the Petro
Star Purchase Price. Purchaser Chevron will promptly Increase its letter of
credit to Include the Increased volume. The Commissioner will return the
defaulted volumesto 1n value as soon as possible, and will promptly notify
Purchaser Chevronof the date on which deliveries to 1t under this section

will cease.

receivin

4



ARTIAOLE XM
PREFERENTIAL HIRII

Purchaser agrees to hire and employ Alaska residents and Alaska
companies to the extent they are available, willing and qualified for all work
performed 1n Alaska under or 1n connection with this Agreement, Including but
not limited to construction and operation of facilities to refine or otherwise
use the Royalty Oil. As used 1n this Agreement "Alaska resident™ means an
Individual who has resided 1n the State for one year at the time of hiring or
employment and "Alaska companies™ means those companies who are incorporated
In the State of Alaska or whose principal place of business 1s 1n Alaska.
Seller acknowledges that under the arrangements Initially contemplated under
this Agreement, Purchaser Chevron will not be performing work 1n Alaska under

or 1n connection with this Agreement.

If this provision 1s determined to be unconstitutional by a court of
competent jurisdiction, then Purchaser agrees to hire and employ Alaska
residents and Alaska companies to the extent such preferential hiring Iis

determined to be constitutional.

ARTICLE XVII
APPLICABLE LAW

17.1 Alaska Law. This Agreement shall be governed by and construed
In accordance with the laws of the State of Alaska, excluding any
confllct-of-law rule or principle which might refer such construction to the

laws of another state or country.

17.2 Submission to Jurisdiction. Any legal action or proceeding
arising out of or relating to this Agreement or for the enforcement of the
covenants or obligation of either party must be Instituted 1n a State court of
general jJurisdiction sitting 1nthe State of Alaska, and Purchaser hereby
Irrevocably submits to the jurisdiction of that court in any such act"on or

proceeding.



ARTIAE XVII
ND VVARRANTIES

The purchase and sale of Royalty 011 under this Agreement Is subject
or."ly to the warranties of Seller expressly set forth In this Agreement and
Seller disclaims and Purchaser waives all other warranties, express or Implied

1In law, whatsoever.

ARTICLE XIX
AMENDMENT

This Agreement may be supplemented, amended or modified at any time,
but only by written Instrument duly executed by the parties to this
Agreement. Any material amendment to this contract that appreciably reduces
the consideration received by the state requires prior approval of the

legislature.

ARTICLE XX
SUCCESSORS AND ASSIGNS

No assignment, pledge or encumbrance of this Agreement shall be made
byeither Purchaser without first obtaining the written consent of Seller, or
by Seller without obtaining the written consent of both Purchasers. The
Commissioner may grant such consent on behalf of Seller. The Commissioner
shall have sole and complete discretion in granting or denying a proposed
assignment, pledge or encumbrance. Subject to the above requirements 1n this
Article, this Agreement will be binding upon and inure to the benefit of each
of the parties and 1its successors and permitted assigns. In addition, if
Purchaser gains or acquires a controlling Interest 1n an entity which has an
agreement with Seller for the sale of 0il ("Other Agreement"), then Seller, at
Its option and on thirty Dalys®" prior notice, may require Purchaser to

terminate either this Agreement or the Other Agreement. The choice of which



Agreement to terminate will be Seller"s. Purchaser may request that Seller
waive this provision in advance of Purchaser gaining a controlling interest in
an entity which has an agreement with Seller for the sale of O0il. The
Coninl”~jioner has sole and complete discretion 1in granting or denying the

requested waiver.

ARTICLE XXI
HEADINGS

Headings used 1in this Agreement are for convenience only and shall

not affect the construction of this Agreement.

ARTICLE XXI1
RECORDS

22.1 Preservation of Records. Purchaser will preserve and mainta
all books, accounts, and records directly relating to the performance of this
Agreement, Including but not limited to thepurchase or sale of 0Oil and its
refined products, for a period of six (6) years. Purchaser will also maintain
and preserve all similar books, accounts, and records of which it has
possession belonging to those third parties with whom.1lt contracts for the
performance of various parts of this Agreement. Neither Purchaser nor Seller
shall be required to retain any records for more than six (6) years unless
retention of such records is specifically vrequired by applicable law or
regulation. Purchaser shall either maintain 1Its records within the State of
Alaska or make such records available to Seller at Purchaser®s principal
office In the State o "Alaska within thirty (30) days after written request by

Seller.



22.2 Inspection of Records of Parties. Purchaser and Seller wil
accord to each other and to their authorized agents, attorneys, and auditors
during reasonable business hours access to any and all property, records,
books, documents, and Indexes directly relating to Purchaser®s or Seller”'s
performance of this Agreement and which are 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 1indexes. In
no event, however, shall Seller be required to disclose any information, data,
or vrecords which are vrequired to be held confidential by state law or
regulation. IfT the information obtained by Seller may be held confidential
under stateor federal law or regulation, Purchaser may request that that

information be held confidential by Seller.

ARTICLE XXI11
INTERPRETATION OF TERMS AND CONDITIONS

In the event that there 1is a disagreement about the meaning or
application of a word, term, or condition in this Agreement, Purchaser will

present the arguments supporting its view In writing to the Commissioner for

her consideration. The Commissioner will subsequently, within a reasonable
time, issuea findingon the meaning or application of the disputed word,
term, or condition, setting forth the basis for her conclusions. Purchaser

agrees to accept findings by the Commissioner under this Article as long as

there 1is substantial evidence supporting the Commissioner®s findings.



/
DATED this day of /9 A

SELLER; THE STATE OF ALASKA

ZYTrur*- | “bitflLobr® —

oner
nt of Natural Resources

PURCHASER PETRO STAR, [INC.: PETRQ”SI&R, INC.

8y-—
ZrjLflsny /

PURCHASER CHEVRON: CHEVRON U.S_A. INC.

By Q- iNjL

3928s



EXHBIT B

RELEASE

For a valuable consideration, the receipt and adequacy of which are
acknowledged, the undersigned does hereby release and forever discharge ARCO
Alaska, Inc., BP Alaska Exploration Inc., Chevron U.S.A. Inc., Exxon
Corporation, Mobil 011 Corporation, Phillips Petroleum Company, Sohio Alaska
Petroleum Company, Union 011 Company of California, Amoco Produc*lon Company,
Individually and collectively, and each of their predecessors, successors,
assigns, and all persons acting by, through, under or 1n concert with them, or
any of them (the "Releasees"™), of and from any and all claims, demands or
causes of action of any nature whatsoever, known or unknown, fixed or
contingent, hereinafter made against the Releasees, or any of them arising out
of, baseJ upon, or relating to the purported storage rights of the State of
Alaska with respect to royalty oil produced from the land as to which the

Kuparuk River Unit Agreement is now effective on to which 1t may be extended.

The undersigned represents and warrants that there has been no assignment
or other transfer of any interest in any claim which agrees to indemnify and
hold Releasees, and each of them, harmless from any liability, claims,
demands, damages, costs, expenses and attorney®"s fees incurred by Releasees,
or any of them, as a result of any person asserting assignment or transfer or
any rights or claims under that assignment or transfer. It 1s the intention
of the parties that this indemnity does not require payment as a condition
precedent to vrecovery by the Releasees against the wundersigned under this

indemnity.



The undersigned agrees that 1if after execution of this Release the
undersigned conmences, joins 1in, or in any manner seeks vrelief through any
suit arising out of, based upon, or relating to any of the claims released
under this Release or 1in any manner asserts against Releasees, or any of them,
any of the claims released under this Release, then the undersigned will pay
to Releasees, and each of them, in addition to any other damages caused to
Releasees by that action or claim all attorney®"s fees Incurred by Releasees 1in

defending or otherwise responding to the action or claim.

The undersigned further understands and agrees that the execution of this
Release shall neit consitute nor be <construed as an admission by the
Releasees or any of them, that they have any storage obligation with respect

to the State"s royalty oil.

PETRO STAR,- INC. DATE

& J)ccEA%\ r MmSs'z'

CHEVRON U.S._A. DATE



BILL HcAH HD
GOVERNOR

S tate of A 1 aska
office OF the GOVERNOR

JUSEAcx

The Honorable Ben Grussendorf
Speaker of the House

Alaska State Legislature

P.O. Box V

Juneau, AK 99811

Dear Representative Grussendorf:

Under the authority of art. 111, sec. 18, of the Alaska
Constitution, I am transmitting a bill that provides for
legislative approval of a royalty oil contract between the
state, Petro Star, Inc. and Chevron U.S.A., Inc. for the
sale of Kuparuk River royalty oil. Also transmitted with
this bill 1is a copy of the resolution of the Alaska Royalty
Oil and Gas Development Advisory Board recommending approval
of that contract, along with a letter from the Department of
Law forwarding the resol "e"-ion to you. This resolution 1is
being transmitted 1in accordance with AS 38.06.040(a)(3) and
AS 38.06.070 (c) -

The contract is also described in the findings issued by the
Department of Natural Resources on December 9, 1985. Copies
of these findings have been made available to the legisla—
ture and the public for review.

A bill approving the contract 1is being introduced for leg—

islative approval for two reasons. First, as a matter of
comity, | respect the legislature®s desire to have a direct
voice in major disposals of royalty oil. The} ifore, al—

though this and the previous administration have consis—
tently taken the position that the statutory requirement of
legislative approval of royalty oil contracts (AS 38.06.055)

is unconstitutional, the contract itself contains provisions

requiring approval by the legislature before it takes

effect.

Second, this legislation would ratify the royalty oil con—
tract. This ratification would cure any procedural defect



29.

that may have occurred in the process of entering 1into this
contract. Although we believe that all necessary steps have
been taken, the statutes and regulations governing the
disposal, of royalty oil represent often-conflicting desires

and goals - both procedural and substantive. For example,
the statutes provide that the legislature 1is to approve a
royalty oil contract only by "enacting legislation”

(AS 38.06.055(a)), but also refer to a Royalty Board recom—
mendation to be submitted to the legislature at the time a

"resolution approving the proposed sale ... 1is introduced 1in
the legislature” (AS 38.06.070(c)).- Since legislative
approval by enactment of legislation is required as a matter
of contract, | believe that it is prudent to present this
contract for legislative approval and ratification.
Sincerely
E

Governor
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BILL SHEFFIELD, GOVERNOR

REPLY TO:
DEPARTMENT OF LAW 0 ‘ozt v 4tn A venuE
SUITE 200
ANCHORAGE, ALASKA 99501
OFFICE OF THEATTORNEY GENERAL PHONE: 1907) 276-3550

[ 1st NATIONAL CENTER
100 CUSHMAN ST.

January 14, 1986 SUITE 400

FAIRBANKS. ALASKA 99701
PHONE: 1907) 452-1568

0 POUCH k mSTATE CAPITOL
JUNE/IU. ALASKA 99811

PHONE: (907) 465-3600

The Honorable Ben F. Grussendorf
Speaker of the House of Representatives
Alaska State Legislature

Pouch V

Juneau, Alaska 99811

Reference: "An Act Relating to the Sale and Purchase of Royalty
Oil from the Kuparuk Unit between the State of Alaska
and Petro Star, Inc. and Chevron U.S.A. 1Inc.

Dear Mr. Speaker:

In accordance with AS 38.06.040(a)(3), I am forwarding for
your consideration the resolution of the Alaska Royalty Oil and Gas
Development Advisory Board which recommends that the Jlegislature
approve the referenced sale of royalty oil to Petro Star and Chevron
U.S.A.

IT we can be of further service, please do not hesitate to

call.
Sincerely,
HAROLD M. BROWN
ATTORNEY GENERAL
Ann E. Prezyna V
Assistant Attorney General
AEP/ma
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On or about October 23, 1985, the director of the division
of oil and gas ("director™) provided the Alaska Royalty 0Oil and
Gas Development Advisory Board with the preliminary notice of
sale, preliminary findings, and proposed contract for a long-ternm
sale of up to about 6500 barrels per day of Kuparuk River Unit

royalty oil to Petrostar, Inc. and Chevron U.S.A. Inc.
This proposed sale has been discussed at several public
meetings held by the board during 1985. At the February 20

meeting, Petrostar representatives testified in support of a
royalty oil sale. On March 26, staff of the Alaska Department of
Natural Resources (DNR) reported to the board on the status of a
solicitation for purchasers of state royalty oil. At the April
12 meeting, DNR presented a status report on the solicitation,
which was released April 1. On July 25, DNR presented to the
board a recapitulation of the responses to the solicitation. At
the meetings of the board held September 26-27 and October 7, the
board received public testimony on a proposed sale, of Kuparuk

royalty oil to Petrostar and Chevron. On October 30, the
director made a presentation to the board on the
Petrcstar-Chevron contract proposed in DNR"s October 23
preliminary findings; the board also received public testimony on
the proposed contract. The last two meetings were held by

teleconference in Anchorage, Fairbanks, Valdez, and Juneau.

DNR*s final findings on the proposed sale and the contract
were sent to the board on December 9, 1985. On December 19, the
board met to develop and vote on 1its recommendations to the
legislature on the proposed sale.

Based on the board"s review of the agreement for the sale
and purchase of royalty oil between the State of Alaska and
Petrostar and Chevron, DNR"s findings and determinations
regarding the proposed sale, and the testimony received.at public
meetings of the board, the board 1is of the opinion®™ that the

proposed disposition of Kuparuk River Unit royalty oil to
Petrostar and Chevron meets the requirements of AS 39.06 and 3
AAC 56. The board recommends that the Fifteenth Alaska

Legislature approve the agreement for thesale and purchase of
he Kuparuk River Unit to Petrostar and Chevron,
1985.

Dated: December/9, 1985



BILL SHEFFIELD, GOVERNOR

DEPARTMENT OF LAW POUCHK - S7Are CAPITOL

JUNEAU. ALASKA 99811
PHONE: 19071 465-3600
OFFICE OF THEATTORNEY GENERAL

January 22, 1986

MEMORANDUM

TO: Honorable Bill Sheffield
Governor
FROM: Harold M. Brown

Attorney General

RE: Attached bill on Petro Star/
Chevron royalty oil contract
Our file: 377-094-86

Attached i1s a bill (prepared for both House and Senate
introduction), requested by the Department of Natural Resources
(DNR), which provides for legislative approval and ratification
of a royalty oil contract between the state and both Petro Star
Inc. and Chevron U.S.A. Inc. for the sale of Kuparuk River roy—
alty oil. This contract is the result of negotiations with the
companies over the past year. If you prefer not to introduce
this bill in both houses, DNR would prefer that it be introduced
in the Senate.

Also attached are copies of the resolution of the
Alaska F.oyalty 01l and Gas Development Advisory Board recommend—
ing that the legislature approve this sale of royalty oil.
These copies are attached to original letters forwarding the
Royalty Board®"s resolution to the Speaker of the House and the
President of the Senate. In accordance with AS 38.06.040(a)(3)
and AS 38.06.070(c), this resolution and the appropriate letter

should be transmitted with each bill at the time of introduc—
tion.

ITf you only introduce the bill 1in the Senate, it
should not be necessary to send the separate Department of law
letter and copy of the board"s resolution to the Speaker of me
House. However, it might be wise to do so as a courtesy.

A draft transmittal letter, explaining the bill 1in
more detail, is also attached.

HMB:SRP:ma

cc w/enc.: Hon. Esther Wunnicke, Commissioner
Department of Natural Resources



DRAFT
Under the authority of art. 111, sec. 18, of the Alaska
Constitution, | am transmitting a bill that provides for
legislative approval of a royalty oil contract between the
state, Petro Star, Inc. and Chevron U.S.A., Inc. for the
sale of Kuparuk River royalty oil. Also transmitted with
this bill is a copy of the resolution of the Alaska Royal —
ty 01l and Gas Development Advisory Board recommending
approval of that contract, along with a letter from the
Department of Law forwarding the resolution to you. This
resolution 1is being transmitted in accordance with AS 38.-

06.040(a)(3) and AS 38.06.070(c).

The contract is also described in the findings issued by
the Department of Natural Resources on December 9, 1985.
Copies of these findings have been made available to the

legislature and the public for review.

A bill approving the contract is being introduced for leg—
islative approval for two reasons. First, as a matter of
comity, || respect the legislature®s desire to have a di—
rect voice in major disposals of royalty oil. Therefore,
although this and the previous administration have consis—
tently taken the position that the statutory requirement
of legislative approval of royalty oil contracts (AS 38.-
06.055) 1s unconstitutional, the contract itself contains

provisions requiring approval by the legislature before it



takes effect.

Second, this legislation would ratify the royalty oil con—
tract. This ratification would cure any procedural defect
that may have occurred 1in the process of entering into
this contract. Although we believe that all necessary
steps have been taken, the statutes and regulations gov—
erning the disposal of vroyalty oil represent often-
conflicting desires and goals -- both procedural and sub—
stantive. For example, the statutes provide that the leg—

islature i1s to approve a royalty oil contract only by "en—
acting legislation™ (AS 38.06.055(a)), but also refer to a
Royalty Board recommendation to be submitted to the legis—
lature at the time a "resolution appro.xng the proposed
sale ... 1is introduced 1ir the legislature” (AS 38.06.-
070(c)). Since legislative approval by enactment of leg—
islation is required as a matter of contract, 1 believe

that 1t i1s prudent to present this contract for legisla—

tive approval and ratification.

Sincerely,

Bill Sheffield

Governor



CGKPETIT IVE SALE CONTRACTS

wny

Chevron

Texaco

u.s.

U.sS.

u.s.

u.s.

oil

oil

oil

oil

Union

Chevron

(@ Price oer barrel billed in January 1986.

a floor price of the volume weighted average of the producers”

Unit

Illlludl,.m
Bay

Prudhoe
Bay

Prudhoe
Bay

Kuoaruk
River

Kuparuk
River

Kuparuk
River

Kupa®uk
River

Kuparuk
River

Guantity(l)
<% & Bbls)

8.0001%
15,000 BPD

13.3334%
25,000 BPD

5.3332%
10,000 BPD

11.8888%
2,778 BPD

13.3332%
4,167 BPD

13.3332%
4,167 BPD

13.3332%
4,167 BPD

17.7776%
5,556 BPD

reported netback prices.

Royalty-In-Kind Contract Terms

For Current Contracts
AS OF FEBRUARY 1, 19BS

PURCHASE PRICE

(Base Price

Plus Bid

Premium)

(DJ17.95

(1)$17.56

{1>$17.95

(1)$17.10865

(13$17.10865

<1)*17.10865

<1)<17.10865

(1)$17.10865

Price
Re-opener

No

No

No

No

No

No

No

No

Price is adjusted monthly
to reflect changes in posted prices of West Texas sour crude, with

Letter

of Credit

60

60

60

90

90

90

90

SO

Days

Days

Days

Days

Days

Days

Days

Days

Length of
Contract

4/1/85-
3/31/86

4/1/85-
3/31/86

4/1/85-
3/31/86

10/1/85-
3/31/86

10/1/85-
3/31/86

10/1/85-
3/31/86

10/1/85-
3/31/86

10/1/85-
3/31/86

Filename: C:Contract dwj

Provision for
retroactive
Amerada Hess
adjustment

no

no

no

no

no

no

no

no

State ootion
to purchase
residual oil
or return oil

no

no

no

no

no

no

no

no



NEGOTIATED CONTRACTS

Company Unit
Prudhoe
VARCO Bay
Prudhoe
Tesoro Bay
Prudhoe
Tesoro Bay
Prudhoe
Chevron Bay
Prudhoe
GVA Bay

PetrcStar/ Kuparuk

Chevron

(pending Legislative

River

approval)

Quantity(l)
(* A Bbls)

18. £567jt
35,020 BPD

24.533)1
46,000 BPD

13.867*
26,000 BPD

9.6*
18,000 BPD

2.667*
5,000 BPD

19.198*

6,e00 BPD
(2,000 PZE,
4,000 Chv)

with option for

500/b Petro Star

increase to
6,500 BPD total

Royalty-In-Kind Contract Terns

For Current Contracts
AS OF FEBRUARY 1, 1986

Price Plus
Applicable
Preuium

(2)Exhibit B +
field costb
?) ($17.61921)

@ In-value +
field costs
) ($17.41643)

(@) In-value +
$.35 Bol +
field costs
(3 ($17.76648)

@ In-value +
$.30 Bbl +
field costs
(3)($17.71648)

@ In-value +
$.30 Bol +
"ield costs
(3 ($17.71646)

(2)PBU in value
+ $.35 premium
for P/S; $.50

premium for Chv
+ Kuparuk field

costs - (Kuparuk

P/L tariff and

TAPS quality bank

adjustment)

(D Due to field fluctuations and decline, all
quantities for the purchase of royalty oil
are expressed as a percentage of daily royalty

@

oil production.

However, Mapco receives

35,000 bpd regardless of fluctuating production.

Prudhoe producersl prices as initially reported
These prices will be sub—
sequently adjusted to reflect the outcome of Amerada

for royalty purposes.

Hess litigation.
1985, Exhibit B was $17.61921.

were $0.70.

In-value was $17.41648 in December
Prudhoe field costs

@ Price per barrel billed in January, 1986.

(@ Mapco®s Exhibit B is a pre-payment towards the final
resolution of Amerada Hess.

©

®

Provision for

retroactive
Price Letter of Length of Amerada Kss3
Re-opener Credit Contract adjustment
11/1979-
No No 12/2003 yes(4)
©
Yes 1/1/1983-
No 60 days 1/1/1995 yes
U]
Yes-six years
after date of
1st delivery, Yes 10/1/1905-
every two years 60 days 1/1/1995 yes
thereafter )
Yes-every two Yes 5/30/1904-
years 60 days 1/1/1995 yes
U]
Yes 7/1/196" -
no 60 days 6/30/1r J5 yes
U]
Yes-every two Yes 12/1/1986-
years P/S 60 days; 9/30/1996 yes(®)
Chv 90 days ®

Petro Star agrees to escrow $1.12 per barrel of royalty
oil purchased, as a pre-payment towards the final resolution

of Amerada Hess.

Interest on retroactive pavment is prime rate then charged by
Chemical Bank of NY + 1 1/4*.

Interest on retroactive payment is higher of: 1) prime rate
at Bank f America, SFO + 3*; or (2) rate of return as is
realized from time to time in the investment of the State

of Alaska"s general .fund.

Interest as specified in Amerada Hess settlement or judicial
resolution.

Filename: C:Contract

no

yes

yes

yes

no

dw

State option
to purchase

residual oil
or return oil



STATE OF ALASKA 1986 LEGISLATIVE SESSION

REQUEST

Bill/Resolution No. : 1B 559

Title : Kuparuk Royalty 0il Sale
to Petrostar/Chevron

sP°nSOr o' Q.Yarnor

S, r.is

Requestor:
éY

Date of Reque D2-.7S-Rii

EXPENDITURES/REVENUES :
OPERATING FY 86

PERSONAL SERVICE
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT

LAND& STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS

TOTALOPERATING g 0

CAPITAL 0 0

REVENUE 0

FUNDING :

GENERALFUND
FEDERALFUNDS

OTHER

TOTAL 0 0

POSITIONS :

FULL-TIME
PART-TIME
TEMPORARY

ANALYSIS

(Thousands of Dollars)

Note:

See attached

Prepared by: Jim Eason

FY 87

1,151.1

Attach a separate page if necessary

FISCAL NOTE

Revision Date : —f—

FISCAL DETAIL

Agency

BRU:

Components

(Thousands of Dollars)

FY 8

0
0

1,067.4

FY 8

1,067.4

Division: 011 s Gas

Affected:

Petroleum Management

FY 90 FY 91
- 0
0 0 0
907.3 171.5
0 0 0

Revenue computations by calendar year instead of fiscal year.

phones, 762~4246
2-26-B6

pale.

Approved by Commissioner: ~ TVyYv* D 1
Agency: Natural Resources

Distribution ( b?:/ Agency preparing fiscal note):
Legislative Finance
Legislative Sponsor.
Requestor
Office of Management and Budget _
Impacted AgenCy(ies) page_  of

10/25/85

Natural Resources



Page 2 of 2 ANALYSIS

Fiscal Note HB 559

Approval of the proposed Petrostar/Chevron will result in the state"s
receipt of approximately $7.5 million in premium payments over the term

of the contract. Approximately 16,756,670 barrels of oil will be delivered
under the contract, with Chevron"s respective share being 11,171,002
barrels, and Petrostea®s share being 5,585,668 barrels. Chevron will

pay a premium above the "in value" amount of $.50 per barrel, while
Petrostar®s premium will be $.35 per barrel for its net barrels. Chevron®"s
share of this premium will total $5,585,501 over the life of the contract
(contract ends September 30, 1996), and Petrostar®s respective contribution
will be $1,954,984. All amounts calculated are expressed in "nominal"doilar
and the analysis assumes contract deliveries commence December 1, 1986

and ends September 30, 1996.

Revenue Projects

Calendar Year

92 655.5
93 592.0
94 528.8
95 475_4
96 323.0
Total 7,539.4



RESIDENCY STATUS

OF PETRO

AS OF

Walter Alexander
Fred Ambuehl

Alan Armbruster
Karen Bosuood
Earl Burgess
Robert Burge?
Douglas Chapados
Greg Davis
Sandra Davis

Jo Ann Ford
Ualter Gore

Andy Greenblatt
Kent Herman
Stephen Lewis
Ken Lincoln
Kristi Linse
Patricia Narcopulos
Steve Noel ler
Jim Norris

Dawn Null in
Shaun Nullin
John Peep

Lars Peterson
Loretta Porter
Kathy Rogers

Dee Roberts

Nark Stack

Julie Uright

4.60213-1

STAR INC.

JANUARY

EFfIPLOYEES
1, 1986
10 years
3 years
12 years
10 years
23 years
23 years
Lifet ime Resident
Li fet ime Resident.
Li fet ime Resident
Lifet ime Resident
2 years
10 years
9 years
17 years
28 years
5 e/ears
5 years
15 years
12 years
2 years
2 years
9 years
2 years
Lifet ime Resi dent
23 years
22 years
Lifet ime Resident

Lifet ime

Resident



