6: 06: 08 PM

CALL TO ORDER

Co-Chair

HOUSE FI NANCE COW TTEE
April 9, 2014
6:06 p.m

Stoltze called the House Finance Conmittee neeting

to order at 6:06 p.m

VEMBERS PRESENT

Representati ve
Representative
Representati ve
Representati ve
Representative
Representati ve
Representati ve
Representative
Representati ve
Representati ve

VEMBERS ABSENT

Al an Aust erman, Co-Chair
Bill Stoltze, Co-Chair
Ma Costello

Bryce Edgnon

Les Gara

David Guttenberg
Li ndsey Hol nes
Cat hy Munoz

St eve Thonpson
Tammi e W1 son

Representati ve Mark Neuman, Vice-Chair
ALSO PRESENT
Joe Bal ash, Conm ssioner Designee, Department of Natural
Resources; Doug Chapados, CEO and President, Petro Star
Inc.; Janmes Tangaro, Vice President, Kenai Ref i nery,
Tesoro; Representative M ke Chennault.
PRESENT VI A TELECONFERENCE
Tara Sweeney, Vice President, External Affairs, Arctic
Sl ope Regi onal Cor porati on.
SUMVARY
HB 287 APPROVE TESORO ROYALTY A L SALE

HB 287 was HEARD and HELD in commttee for

further consideration.
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6: 06: 35 PM

Co-Chair Stoltze discussed the agenda.

#hb287
HOUSE BI LL NO. 287

"An Act approving and ratifying the sale of royalty
oil by the State of Alaska to Tesoro Corporation and
Tesoro Refining and Marketing Conpany LLC and
providing for an effective date."

6: 07: 12 PM

JOE BALASH, COWM SSI ONER DESI GNEE, DEPARTMENT OF NATURAL
RESOQURCES, discussed that HB 287 had been introduced by the
governor to approve the sale of royalty oil to Tesoro (one
of the instate refineries). He spoke to an anendnent that
he hoped woul d be offered by nenbers.

Co-Chair Stoltze noted that the amendnent had been proposed
by Representatives Thonpson and W1 son.

Comm ssi oner Bal ash discussed that the sales contract with
one of the state's six instate refineries highlighted the
value the facilities provided to the state's econony.

Co-Chair Stoltze asked for verification that the amendnent
had been provided to the public. [H s staff Daniel George
nodded in verification.]

Conmi ssi oner Balash continued to discuss the |egislation.
He stressed the inportance of a healthy instate refining
i ndustry and ensuring that Al askans had energy security. O
the state's six refineries, four made products for consuner
mar kets and provided nore than 900 jobs in Valdez, North
Pole, N kiski, and in other communities. He stated that
keeping the refineries open was good business for the
state. He remarked that unfortunately it appeared the state
would lose one [Flint Hlls Refinery]. He relayed that the
operation of refineries in Al aska was good for the state's
business and its national security; having a ready source
of jet fuel was critical for the state's mlitary strategic
infrastructure at various |locations throughout the state.
He enphasized that if the state wanted a shot at basing F-
35s in Alaska it needed to have a secure source of jet fue
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avai l abl e. He communi cated that due to a variety of factors
the refineries’ margins were severely dimnishing. The
| argest problemrelated to the jet fuel market. He detailed
that the Ted Stevens International Airport in Anchorage
operated as one of the busiest air cargo hubs in North
America. As a result a large demand was created for the
supply of refined product; it provided additional scale for
the operations that made the manufacture of gasoline,
di esel, honme heating fuel, and marine fuels nore cost
effective and efficient. He stated that wthout the air
cargo business the costs for refinery products wused in
Al aska woul d increase. The biggest challenge the refineries
faced in conpeting for the jet fuel market related to
pricing. He elaborated that the feed stock into refineries
was priced on a basis that was tied to the ANS Wst Coast
deliveries; in the last ten years there had been a dramatic
change in the pricing structure. He expounded that ten
years earlier ANS had been priced at a $2.00 discount to
West  Texas Internediate (WI); however, currently ANS
traded roughly at a $10 premium to WIIl. He explained that
the "bizarre phenonenon” in the market place was driven in
many ways by oil production the md-continental U S.

6:13: 31 PM

Comm ssi oner Bal ash anticipated that in the long run things
woul d even out and a narrowing of pricing would occur. In
the nmeantine the cost disadvantage was inpairing the
state's oil refineries from conpeting in the jet fuel

market. The departnment had heard from Interior refineries
(particularly in North Pole) about challenges they faced
since the pricing change had occurred and due to federal
actions on pipeline tariffs and other. Beginning in 2012
the state had been in discussions wth the refinery
ownership. He relayed that the state had negotiated a new
contract for the sale of its royalty to Flint Hlls in the
prior year; the contract had nade a significant nove on
price for the sales. Additionally, the state had been in an
ongoi ng conversation wth Petro Star (the entity did not
purchase royalty oil) related the effect of Quality Bank
issues and other cost pressures that were elimnating
mar gi ns. Representatives from Petro Star would share their
concerns with the commttee. The departnent had hoped t hat
the problem would correct itself through normal rmarket
forces; however, the announcenent in February that Flint
Hlls was closing its North Slope facility had changed the
conversation. Since the Flint HIls announcenent a subset
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of the governor's cabinet had begun neeting regularly on
the issues as a whole. He spoke to a small pipeline between
the Trans-Alaska Pipeline System (TAPS) and North Pole
refineries that was owned by the Golden Valley Electric
Associ ation. He explained that a pair of pipelines ran to
and from TAPS connecting crude to the two North Pole
refineries. The revenue requirenment on the two pipelines
was $4.5 mllion in 2013; the cost was split 85 percent to
15 percent between Flint Hlls and Petro Star respectively.
The consequence of the inpending Flint Hlls closure was
that the full cost would be borne solely by Petro Star. Due
to concerns about the potential cost increase to Petro Star
the department had reached out to the entity to determ ne
whether it had plans to close. Petro Star had rel ayed that
it did not intend to close at present, but that the
possibility was real if sonething did not change. The
departnment had consi dered various options including selling
the state's royalty at a discount to mrror pricing |ike

WI; it had also considered a discount for select sales
However, after conversing with the Departnent of Law the
depart ment had been convi nced t hat f eder al u. S

Constitutional questions around the Interstate Commerce Act
and equal protection clauses could require the state to
sell or value all of its royalty at the discounted price.
He reasoned that at the current 85,000 barrels of
production per day the price tag could be neasured in the
$100 to $200 million range. Therefore, the departnment was
not wlling to consider the option.

6:19: 34 PM

Comm ssioner Balash relayed that the consequences of the
closure of additional refineries and the potential effect
of mlitary basing decisions by the U S. Departnent of
Defense and the continued viability of the Eielson Ar
For ce Base wer e bei ng t aken seriously by t he
adm ni stration. He el aborated that aside from the valuation
issues the scenario put the state in the position of
pi cking winners and losers; the state had a limted supply
of royalty to go around and production would need to cone
from sone of the private producers as well. The
adm ni stration had worked to create a package of provisions
to determne a defined value that would not be fungible
that could be provided for a finite period of tine. The
package would also offer incentives to nmake additional
investments in the facilities to increase efficiency,
profit, and ability to conpete for the jet fuel narket and
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the manufacture of other products used in Al aska. He
provided highlights on the proposal. First, the package
included a royalty valuation provision simlar to the one
used for the sale of Cook Inlet natural gas to utilities.
Second, it included an investnent incentive for capital
investnments in the refinery infrastructure. Third, it
included a credit that was nodeled in part on the small
producer credit for the oil and gas production tax system
He detailed that the two tax provisions would be avail able
for the upcomng five years; the credits would also include
specific limtations to ensure that the state was providing
a value that could be wused to ensure that refineries
continued to operate and provide econom c benefits, |obs

and energy security in Al aska.

6: 22: 57 PM

Co-Chair Stoltze pointed to the anendnent.

Representative WIlson MOVED to ADOPT Amendnent 1 (28-
GH2862\ A. 3, Nauman, 4/9/14)(copy on file).

Co-Chair Stoltze OBJECTED for discussion

Representative WIson explained the anendnent. Section 2
included a $15 mllion tax credit for any refinery in the
state selling to a third-party (it did not apply to
refineries on the North Slope producing and using their own
oil). She detailed that a conpany could receive the noney
in cash if it was not able to take the entire $15 million
in a tax credit. She relayed that some of the funds could
cone from an oil and gas tax credit fund that currently
held $90 million. Section 3 included a tax credit in the
amount of $50 million; no single entity would take over $5
mllion of the credit. She noted that Section 3 would not
include North Slope refineries unless they decided to sell
to a third party at some point in the future. Section 1
allowed a conpany to sell barrels for a discount. She
explained that if a conpany had 8,000 barrels to sell the
di scount would be required to apply to all 8,000 barrels.
The provision would enable conpanies to sell extra oil to
another market. She asked for verification that her
under st andi ng of Section 1 was accurate.

Co-Chair Stoltze noted that the royalty contract was

inalterable by the legislature and that it was unusual to
add ancillary |language to a royalty contract. He observed
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that the provision in Arendnment 1 was a departure from the
norm He could not recall another time that a royalty
contract had a substantive amendnent.

6: 26: 14 PM

Comm ssi oner Balash agreed. He detailed that historically
royalty contracts had been approved as standal one neasures;
however, the state constitution allowed for a measure to
include nmultiple features provided that they were all on
t he sane subject.

Co-Chair Stoltze understood. He suspected the actions
resulted from the urgency of the situation. Comm ssioner
Bal ash agreed. He spoke to the need to take action that
would stabilize the industry and give confidence to
deci sion makers in Washington, D.C.

Representative W/I|son added that the anendnent included a
five-year sunset. She had asked what would change in five
years. She had been told that wupgrades to increase
efficiencies would occur. She believed the primary issue
was the difference between ANS West Coast and Wl pricing.
She hoped pricing would even out. She observed that there
were sonme strange dynamics occurring that would hopefully
di ssipate in the upcom ng five years.

Representati ve Thonpson pointed to Section 3, page 5, line
19 of the amendnent. He referred to |anguage specifying
t hat a qualified infrastructure expenditure was an

expenditure directly attributable to the in-state purchase.
He asked if the language was referring to the Flint Hlls
Refinery or to equipnent wupgrades that would increase
efficiency.

Co-Chair Stol tze asked f or clarification about t he
reference to Flint HIls.

Representative Thonpson wondered if the credit would be
avai lable to a conpany wanting to purchase the Flint Hills
Refinery. Conmm ssioner Balash replied in the negative. The
| anguage did not pertain to the purchase of refineries.

Rather, it was in reference to the tangible personal
property referred to on page 5, line 20 of the anmendnent.
6:29: 26 PM
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Representative CGuttenberg asked about the current refinery
capacity for producers on the North Slope. Comr ssioner
Bal ash believed the two North Slope refineries had a per
day capacity of 15,000 and 10,500 barrels.

Representative Guttenberg was concerned that the amendnent
may allow a conpany to nove production away from the North
Slope and to repurchase it from a separate entity in order
to qualify for the credit.

Comm ssi oner Balash replied that there was a two-part test
including the volunetric limtation, which would require a
conpany to make a significant change in its capacity in
order to qualify. The second related to the manner in which
a conpany did business; the question was whether or not a
conpany sold primarily to third parties in arms |ength
transactions. He pointed to page 3, line 3 of the anmendnent
specifying that a refinery's primary function was the
manufacturing and sale of products to third parties in
arms length transactions. He detailed that an arrangenent
where a conpany sold to a third party and repurchased
products at a later tine did not qualify as an armis length
transacti on.

Representative Quttenberg asked if a conpany would qualify
for the credit if it leased a facility and bought the
products produced at the facility. Conm ssioner Balash
believed that there would be a practical consequence and
[imtation on the practice if it occurred; he noted that it
woul d be noticed quickly.

Representative Quttenberg asked if the departnent would be
alerted to the situation when the conpany applied for the
tax credit. Comm ssioner Balash replied in the affirmative.

6: 32: 27 PM

Co-Chair Austerman asked if the amendnent had been witten
by the adm nistration. Conm ssioner Balash replied that an
anendnent had been drafted by the adnministration and passed
t hrough Legi sl ative Legal Services.

Co-Chair Austerman asked how the $15 mllion and other
credits had been selected for the amendnent. Comm ssioner
Bal ash replied that the figures had been arrived at by a
"backing in process.” He detailed that the departnent had
used the price differential that would be required to
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achieve a pricing close to WI and had |ooked at
calculating the value from a royalty perspective. The
nunber was then shifted to a defined tax credit.

Co-Chair Austerman pointed to page 3, lines 20 through 21
that allowed a conpany to carry the credit forward for five
years if it had tax credits in excess of actual taxes. He
asked for verification that subsection (d) would entitle a
conpany to receive paynent in cash from the state at the
end of a five-year period if it had not used all of its tax
credits.

Comm ssioner Balash replied in the affirmative; the credits
were intended to be refundable. He detailed that simlar to
other credits, a conpany would be eligible for a tax credit
refund through the Departnent of Revenue (DOR) if its
corporate income tax liability was not as large as the tax
credit.

Co- Chair Austerman asked whether other credits provided to
the oil industry were refundable. Comm ssioner Bal ash
replied that certain production tax credits were eligible
for a refund.

Co-Chair Austerman asked if the credit was limted by the
nunber of refineries. He believed three refineries
currently fell wunder the amendnent. He wondered whether
other refineries could be eligible if conpanies used the
infrastructure credit to bring themup to speed.

Comm ssi oner Bal ash did not believe the scenario was |ikely
or feasible. He elaborated that there were currently four
refineries that would qualify including the Flint Hlls
Refinery; however, because the «credits would not be
avai lable wuntil January 1, 2015 he expected that there
would only be three facilities that would qualify [due to
t he pending closure of the Flint Hills Refinery].

Representative Gara asked if there was a $15 nmillion tota
cap on the anendnent.

6: 36: 26 PM

Conmi ssioner Balash referred to page 3, line 18 of the
amendnment. The total cap for a one-year period was $20
mllion. The investnent incentive credit was capped at $5

mllion and the refinery credit was $15 mllion.
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Representative Gara asked if the total credit for the three
refineries could be $60 mllion per year for five years
Comm ssi oner Bal ash replied in the affirmative.

Representative Gara pointed to |anguage on page 3, line 14
of the anendnent that specified the tax credit could not
reduce a tax payer's liability below zero. He thought
Comm ssioner Balash had indicated that an entity could
still receive the credit if its tax liability was bel ow
zero.

Comm ssi oner Bal ash answered that a conpany could not have

a liability below zero; however, any unused credit
avail able to a conpany could be refunded. He used a conpany
beginning with a tax liability of $2 mllion as an exanple.

He el aborated that if the conpany had earned the $5 mllion
investnment incentive credit it would be required to apply
the credit against its $2 mllion liability. The remaining
$3 mllion could be refunded, but not used to take the
conpany's tax liability bel ow zero.

Representative Gara thought it sounded like the liability
was bel ow zero.

Co-Chair Austerman replied that the liability could not be
below zero on the books, but the credit could be carried
forward for a refund in the future

6:39:11 PM

Representative Holnes asked for clarification that the cash
refund could be received by a conpany in any given year.

Co-Chair Austerman replied in the affirmative, but a
conpany coul d al so choose to carry the credit forward.

Co-Chair Stoltze asked Commissioner Balash to clarify.
Comm ssi oner Bal ash answered that a tax payer could choose
to carry the «credit forward, but he believed it was
unlikely. He detailed that a conpany could receive the
refund each year [during the five-year period].

Co-Chair Austerman pointed to the |anguage on page 3, line
14.
Representative WIson spoke to the $5 mllion and rem nded

menbers that $50 million of investnent in a refinery would
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be required in order to receive the tax credit. She asked
for verification that at the end of the five-year period
the three refineries would have invested $750 million to
gqualify for the credit. Conm ssioner Balash replied in the
affirmati ve.

Representative W/Ison asked about the current balance and
purpose of the oil and gas tax credit fund. Comm ssioner
Bal ash answered that the oil and gas tax credit refund fund
had been established in 2007. The deci sion had been to nove
away from transferrable credits, which had put conpanies
that had earned a tax credit in the position of selling the
credit at a discount. He explained that the |egislature had
established the fund because the inpact on the treasury was
the sane and the goal was to see the value of the credit
realized by the party making the investnent. The fund had
enabled conpanies to avoid selling the credits at a
di scount to another conmpany with a tax liability.

Representative WIson wondered how the noney was deposited
into the fund. Comm ssioner Balash replied that the fund
was capitalized by the legislature in its appropriations
process. He relayed that the fund was currently in use and
in operation by DOR He was wuncertain of the current
bal ance.

Representative WIlson renmarked that the comm ssioner of DOR
had reported that the fund contained $90 nllion at
present. She believed a specified anount of noney was
deposited into the fund fromeach barrel of royalty oil.

6:43:12 PM

Conmi ssi oner Bal ash deferred to DOR on the fund details.

Representative WIson wanted to ensure that the account
funds were not limted to general fund appropriations and
t hat noney was deposited specifically for tax credits.

Co- Chai r Stoltze invited presenters to address the
committee. He relayed that a nore robust discussion would
continue at a later tine.

6:44: 01 PM
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TARA SWEENEY, VICE PRESIDENT, EXTERNAL AFFAIRS, ARCTIC
SLOPE REG ONAL CORPORATION (via teleconference), read from
a prepared statenent:

Good evening Co-Chair Stoltze, Co-Chair Austerman and
di stingui shed nenbers of the Commttee. | am Tara
Sweeney, Senior Vice President of External Affairs for
Arctic Sl ope Regional Corporation. Co-presenting with
me this evening is Doug Chapados, president and CEO of
Petro Star Inc. Thank you for the opportunity to speak
bef ore you today.

By way of backgr ound, Arctic Sl ope Regi onal
Corporation (“ASRC’') was established pursuant to the
Al aska Native Clainms Settlement Act of 1971 (“ANCSA").
Qur corporate headquarters are located in Barrow,
Al aska, and we have admnistrative and subsidiary
of fices acr oss t he state. Ve are owned by
approximately 11,000 |Ifupiat shareholders, many of
whom live in the villages of Point Hope, Point Lay,
Wai nwri ght, Atgasuk, Barrow, Nuiqgsut, Kaktovik, and
Anakt uvuk Pass.

From very hunbl e begi nnings, ASRC has grown to becone
the largest l|ocally-owed and operated business in
Al aska. ASRC has five diverse lines of business,
including the only Al aska-owned refining and fuel
mar keting operation in the state known as Petro Star.
W have approxi mately 10,000 enpl oyees nati onwi de, and
our famly of conpanies has nearly half of our
enpl oyees working across Alaska - in Bar r ow,
Fai r banks, Anchorage, Kenai, Kodiak, Dutch Harbor,
Val dez and across the North Slope oil fields. The
remai nder of our enployees work in the | ower 48.

Ms. Sweeney referred to a PowerPoint presentation titled
"Arctic Slope Regional Corporation Path to a Sustainable
Refining Industry” dated April 2014 (copy on file). She
turned to slide 2 and continued reading froma statenent:

Qur presentation today will focus on the current shape
of in-state refining in A aska and why we support the
Governor’s pr oposal to stabilize t he refining
i ndustry.

The recent announcenent that Flint Hlls Resources is
shutting down its refinery in June has sent shock-
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waves throughout the state, but Flint HIls econonc
problenms are not unique. Alaska refineries that are
dependent upon drawing ANS crude from TAPS are
fighting to remain 1in business in this state

Leadership from this commttee and the legislature is
needed to help this wvital industry to ensure that
petrol eum products Al askans need are refined here in
Al aska, from Al aska crude oil .

Ms. Sweeney directed attention to slide 3 and read from
prepared remarks:

What this slide indicates is that ASRC is comritted to
Al aska. By the nature of our ownership, we intend to
be in Alaska for the long-term As you can see we have
a presence across the state in enploying all facets of
Al askan society from engi neers to equi pnent operators,
payroll technicians to attorneys, the five North Sl ope
crafts, to lending officials.

In 2013 alone we invested over $36 mllion in Al aska
infrastructure projects; provided over $2 mllion in
charitable contributions and over $380 mllion in

wages to Al askans. These nunbers are real, tangible
and neaningful to the people the Ilegislature is
assenbl ed to represent.

6:47: 50 PM

Ms. Sweeney noved to slide 4 titled "Introduction to Petro
Star." She read from her remarks:

ASRC was one of the original investors in Petro Star
Inc., and ASRC s support has been crucial to nmaking
Petro Star a viable refiner in Al aska. Since 2007,
ASRC has reinvested over $280 nillion in Petro Star’s
operations. This includes the ASRC Board of Directors

2008 decision to invest over $150 million to build the
facilities necessary for the Petro Star Valdez
Refinery to produce EPA-mandated wultra-low sulfur
di esel fuel (ULSD). This was, and remains, the single
| argest investnent in ASRC s history and established
Petro Star as one of only two instate refiners capable
of producing that essential fuel. At this time | would
like to turn it over to Doug Chapados.
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DOUG CHAPADOS, CEO AND PRESI DENT, PETRO STAR |INC., turned
to an overview of Petro Star on slide 5 and read from a
prepared statenent:

Good evening Co-Chair Stoltze, Co-Chair Austernman, and
menbers of the Commttee. I am Doug Chapados,
president & CEO of Petro Star Inc. Petro Star is a
whol | y-owned subsidiary of Arctic Slope Regional
Corporation. This slide provides the commttee wth
addi ti onal background on our conpany. Petro Star is
the only locally-owed refiner in the state of Al aska
with two refineries; one located in North Pole and the
ot her in Val dez.

W are one of two refiners in Alaska that provide
ultra-low sulfur diesel to the Al askan market, and we
al so produce and supply jet fuel, marine diesel and
home heating oil.

Petro Star’s North Pole and Valdez refineries were
comm ssioned in 1985 and 1993, and have a conbi ned
crude processing capacity of 82,000 barrels per day -
nearly equal to the <capacity Flint Hlls is now
shutting down. Refined products from Petro Star’s
refineries can be found in consuner fuel tanks and
equi pnent across the state. In addition to refining,
much of Petro Star’s production is sold through
conpany owned nmarine termnals and heating oil
di stributorships located in Valdez, Kodiak, Unalaska,
and the Interior.

Currently, 100% of the Alaska mlitary jet fuel denmand
at JBER, Eielson AFB, Ft. Winwight, and Coast Cuard
Air Station Kodiak is produced and delivered by Petro
Star. In 2013 alone, Petro Star worked with 750 in
state vendors, generated 282 mllion gallons in fuel
sales, and provided products and services to over
14, 000 custoners.

Petro Star thus plays an inportant role throughout
Al aska, especially within the communities in which it
does busi ness.

6:51: 06 PM

M . Chapados spoke to the conpany's two refineries on slide
6:
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Val dez Refi nery

* 60,000 barrel/day crude distillation unit

e 12,000 barrel/day distillate hydrotreater and
associ ated process units

e 270 mllion gallon annual capacity

e Primary products are commercial and mlitary
specification jet fuels and ULSD

e Only Petro Star sinmultaneously produces - year
round - both arctic grade and #2 marine/hi ghway
di esel

North Pol e Refinery

e 22,000 barrel/day crude distillation unit

* 95 mllion gallon annual capacity

e Primary products include comercial and mlitary
spec jet fuels, honme heating oil and | ow sulfur
di esel

* North Pole also serves as the bulk distribution
point for ULSD sales wthin the Fairbanks-area
and vol unes destined for the North Sl ope

M. Chapados relayed that the 12,000 barrels per day of
ultra-low sulfur diesel produced at the Valdez Refinery
represented half of the state's demand. He added that the
North Pole Refinery was significantly smaller than the
Val dez Refinery and was directly adjacent to the Foot Hills
Refinery in North Pole. The North Pole Refinery served as
the bulk distribution point for volunes headed for the
North Sl ope and ot her conmmunities.

M. Chapados noved to slide 7 titled "Petro Star's 2013
Contribution to the Alaska Econony." He read from prepared
remar ks:

Wile the nunbers are aggregated to include our
Anchor age operations, you can see the breakdown wthin

the Interior, Val dez, Kodi ak, and Unal aska. An
inmportant takeaway is that Petro Star, alone, has
invested nearly $300 mllion in capital projects in

the state over the | ast seven years.

M . Chapados read fromslide 7
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e Provided 304 full tinme positions in Al aska,
i ncl udi ng:
o 151 in Fairbanks/North Pol e

0O 66 in Val dez
o0 25 in Kodiak
o0 25 in Unal aska
* Paid salaries and wages of $28 mllion, including
o $10.5 million in Fairbanks/ North Pol e
o $7.8 mllion in Val dez
o $1.5 mllion in Kodiak
o $1.8 mllion in Unal aska

* Produced 270 mllion gallons of refined products

o 65 mllion gallons at the North Pole
Refi nery

o 205 mllion gallons at the Val dez Refinery

0 Supplies 100% of Alaska’'s mlitary jet fuel
demand (JBER, Eielson AFB, Ft. Winwight,
Coast Guard Air Station Kodiak) and 100% of
USCG M3O (rmarine diesel fuel) demand in
Kodi ak and Unal aska

* Re-invested approximately $300 million in capita
projects in Al aska, over the | ast seven years

M. Chapados expounded that nost of the 66 Val dez enpl oyees
were engaged in the refinery operation. The Kodiak
enpl oyees operated a marine termnal and fuel distribution
point. The 25 enployees in Unal aska were divided between
three marine termnals. He noted that the refineries had
the total capacity to produce over 360 mllion gallons per
year; the conpany was currently producing 270 mllion
gallons per vyear. Petro Star had significant reserve
capacity to neet denmand that would not be net in the future
given the Flint Hlls Refinery closure.

6: 54: 54 PM

M. Chapados provided additional 2013 statistics on slide
8:

Engaged 750 vendors statew de, including:
* Interior 250
 Val dez 100
 Kodiak 70
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CGenerated fuel sales  of 282 mllion gallons,

i ncl udi ng:
e Interior 82 million
e Valdez 40 mllion

e Kodiak 15 mllion
e Unalaska 30 mllion

Provi ded products and services to nore than 14,100
custoners, including:

* Interior 8,000+

* Valdez 1, 100+

* Kodi ak 4, 000+

* Unal aska 200+

O her significant Kodiak facts:

e Petro Star supplies 50% of the Kodiak’s diesel,
heating oil, and gasoline demand

e Petro Star provides 100% of the fuel requirenents
for Kodiak Electric Association, the Gty of
Kodi ak and Kodi ak | sl and Borough School District

e Petro Star is the only propane distributor on
Kodi ak I sl and

M. Chapados expounded that total fuel sales included
products the conpany bought and resold from other
refineries. Mst custoners in the Interior, Valdez, and
Kodi ak primarily purchased heating oil. The conpany sold a
significant volunme of marine diesel to the fishing fleets
i n Kodi ak and Unal aska.

M. Chapados turned to slide 9 titled "Current Chall enges”
and read froma statenent:

It is critical for this commttee to understand that
the challenges facing the in-state refining industry
are not new. Two years ago ASRC and Petro Star
approached the State of Alaska highlighting warning
signs of a weak refining industry, and the discussions
for a solution have been on-goi ng.

In short there are two major challenges facing in-
state refining. The first is the high cost of ANS
crude. ANS is one of the nobst expensive in the United
States despite being of lower quality than |ighter,
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sweeter crude from fields |like the Bakken in North
Dakota - which currently sells at a large discount
conpared to ANS

Several key takeaways are that the failure of any of
the remaining in-state refineries wuld decrease
conpetition within Alaska fuel narkets, and renobve
nost of the existing brakes on prices.

Failure of the Interior refineries would elimnate any
| ocal source of mlitary jet fuel for Eielson AFB and
of commercial jet fuel for the Fairbanks |nternational
Ai rport.

M. Chapados relayed that Petro Star's North Pole Refinery
had been visited by the defense |logistics agency to
determne how the Flint Hlls Refinery closure would inpact
Petro Star. The officials were interested in the conpany's
status and its future ability to supply product for
Eielson. He continued to address slide 9 in a prepared
st at enent :

The second mmjor <challenge is the Quality Bank
nmet hodol ogy, which is unique to refineries that draw
crude oil from and return oil to, TAPS.

The TAPS Quality Bank is regulated principally by the
Federal Energy Regulatory Commi ssion (FERC) and to a
| esser extent by the Regulatory Comm ssion of Al aska
(RCA). In 2002, when the Quality Bank was litigated in
a nonths-long proceeding, the FERC ultimtely settled
on a Quality Bank nethodology that nade the TAPS
refiners pay shippers nore than any party requested at
the hearing and the RCA concurred. This led directly
to the excessive Qality Bank penalties that are
i nposed on the TAPS refiners today.

Petro Star has paid over $525 nillion in penalties
over the last nine years, and nearly half that anount
in the past three years alone: The Quality Bank is
getting worse at the sanme tine narket conditions are
getting worse for Alaska refiners and its effects are
devastating. Over these past three years, nobst of the
margin between Petro Star’'s crude oil price and the

price it received for its refined products Iike
coormercial jet fuel was paid out in Quality Bank
penal ti es.
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Faced with the conbination of exorbitant Quality Bank
fees and high crude costs, Petro Star and ASRC have
had to put on hold capital projects that would grow
Petro Star’s business in Al aska and benefit consuners
statew de just when these are needed nost.

7:00: 12 PM

M. Chapados provided a |look at the governor's proposal
froma refinery perspective on slide 10:

Royalty Q|
e Benefit to in-state refiners because it expands
the potential pool of avail able ANS crude.

In-State Refinery Tax Credit
e This provision is equitable because it is done on
a per refinery basis, and ains to mtigate the

hi gh price of ANS crude.

Qualified I n-State Ref i nery I nfrastructure
Expendi tures Tax Credit
e This provision spurs reinvestnent into the

industry by in-state refiners wth a reasonable
cap. If refiners make significant infrastructure
investnments they are responsible for at |east 90%
of the total project cost.

M. Chapados elaborated on slide 10. He relayed that the

royalty oil benefit was an expansion of the potential
suppliers of ANS crude oil to the instate refineries. He
stated that as the volunmes of oil in TAPS had di m nished it

was beconming increasingly difficult to source crude oil for
sale to instate refineries. The conpany expected to be
interested in talking to the state about purchasing royalty
oil in the future. The provision offered another nethod to
get oil to instate refiners specifically through instate
producers. Petro Star believed the instate refinery tax
credit was equitable because it was done on a per refinery
basis; it ained to mtigate the high cost of ANS crude oi
and addressed the fact that not all refiners were
purchasing oil fromthe state at present.

Co- Chai r Stoltze nmde a joking comment about t he
confidentiality note at the bottom of the presentation.
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M . Chapados concluded his remarks. Petro Star viewed the
gqualified instate refinery infrastructure expenditure tax
credit as a nechanism to spur reinvestnent into the
industry by instate refiners with a reasonable cap. He
stated that if refiners made significant conmtnents to
infrastructure investnents they would be responsible for 90
percent of the costs. He relayed that Petro Star had spent
over $150 million on its ultra-low sulfur diesel facility.
He wanted the conmpany to qualify for the $5 mllion in
credits, but he did not believe it would happen.

7:02:34 PM

Ms. Sweeney provided concl udi ng remarKks:

As you know ASRC has deep roots in Al aska and by the
nature of our mssion and our structure we wll
continue to be an economc driver in this state and a
strong advocate for fair and neaningful business
devel opnent policy. As stated earlier, we have grown
from very hunble beginnings into Al aska' s |argest
locally owned conpany and an enployer of choice for
t housands of Al askans.

We nmake disciplined business decisions focused on our
m ssion. The investments we have made were based on
Al aska's future potential, not because they qualified
for state subsidies, tax «credits, or financing.
Rat her, they were grounded in ASRC s commtment to
this state and its residents.

VWiile we will continue to operate in Alaska with the
long-term on the horizon, wuncertainties surrounding
the continued viability of refining in Al aska nmakes us
guestion  whet her we should enploy our assets
el sewhere.

The stark economic realities that face the Al aska
refining industry have required ASRC to suspend major
new capital i nvest ment s in refining and fuel
di stribution. ASRC has been conpelled to put on hold a
significant multi-mllion dollar capital project that
is necessary for the long-term health of both of our
refineries. This particul ar pr oj ect woul d  have
benefitted Alaskans in South Central and the Interior
as well as organi zations |ike the Al aska Railroad.
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W fully support the governor's proposal because it
remedies one of the outstanding threats to instate
refiners. Please know that neither Petro Star nor ASRC
are looking for an exit strategy. W are seeking the
stability that is necessary to justify long-term
investnment and maintain a viable refining industry in
Al aska. Thank you. Quyanaqgpak.

7:04:57 PM

Co-Chair Austerman asked about Petro Star's tax liability
in order to get an idea what the $15 mllion credit would
do. M. Chapados preferred to not share the figure. He
noted that it would have been mniscule in 2013. He rel ayed
that for the current year the conmpany did not have a tax
l[iability year to date.

Co-Chair Austerman asked for clarification. M. Chapados
expl ai ned that the conpany would have needed to generate a
profit in order to have a tax liability.

Co-Chair Austerman referred to earlier testinony by
Conmi ssioner Balash related to unused tax liabilities and
carry forward. He asked whether the renoval of the |anguage
related to making cash paynent to conpanies if they had
enough tax to not fulfill credits would inpact Petro Star's
busi ness pl ans.

Ms. Sweeney asked for the amendnent sections Co-Chair
Austerman was referring to.

Co-Chair Austerman pointed to page 3, line 14 of the
amendnent. He wondered how Petro Star's business plans
woul d be inpacted by the renoval of |anguage on page 3,
line 14 related to the carry forward of unused tax credits
in a five-year period and on lines 19 through 21 pertaining
to a refund of an unused portion of the credit.

Ms. Sweeney replied that the renoval of the |anguage would
have a significant inpact on Petro Star's viability
(especially the renoval of |anguage on line 19).

Co-Chair Austerman surm sed that without a tax liability it
woul d be difficult to receive a tax credit unless it could
be carried forward. M. Sweeney believed that under the
section a conpany with zero tax liability was eligible for
a refund.
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Co- Chair Austernman explained that the conpany did not have
a liability, but noney would cone out of soneone's pocket
to pay it to do business to help nake it profitable. He had
a problem creating a profit for a conpany out of a no tax
situation and giving the conpany noney.

7:09: 17 PM

Ms. Sweeney pointed to ASRC s ownership in Petro Star. She
el aborated that they would not be having the discussion
with the commttee if they did not feel that there were
issues related to the viability of the refining industry in
Al aska. She did not believe the provisions would create a
wi ndfall for the organizations, but it would help the
i ndustry stabilize and determ ne ways to grow. She referred
to the five-year sunset date on the provision; during the
time she was hopeful Petro Star would be positioned for
gr ow h.

Representati ve Thonpson remar ked on t he railroad' s
declining business. He wondered about Petro Star's role and
how the railroad' s business could increase in the future.

M. Chapados answered that Petro Star had been in extensive
conversations with the Al aska Railroad Corporation on plans
to install rail loading and offloading facilities to nobve
Petro Star's product to market nore efficiently and in
|arger volunes. The facilities would address the finite
anount of trucking capacity in the state. He could not
provide further information given that the details were
covered by a non-disclosure agreenent. He relayed that both
organi zati ons were excited about the potential.

Co-Chair Stoltze commented on the rail road.

7:12:20 PM

Representative Gutt enberg poi nt ed to slide 9 t hat
identified the Quality Bank as a profit center for royalty
owners and shippers and a burden on Petro Star. He asked
for further detail.

M. Chapados answered that Petro Star believed that the
Quality Bank was currently the product of a flawed judge's
deci sion at the Federal Energy Regul atory Conm ssion (FERC)
level. He relayed that the decision was increasingly
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i mpacting the conpany. He detailed that in the past nonth
the conbined cost of ANS crude oil plus the Quality Bank
had exceeded the sale value for jet fuel Petro Star
delivered to the Anchorage narket. He explained that the
Quality Bank was wused to conpensate shippers for the
degradation that their oil underwent when TAPS refiners re-
injected oil back into the pipeline; it also adjusted for
the varying qualities of crude oils on the North Slope. He
rel ayed that 2013 had been Petro Star's worst year in terns
of profit from ongoing operations; it had paid $72 nmllion
to the Quality Bank. The four mmjor recipients of the
paynent were the three major oil producers and the state.

Representative Gara asked for verification that the prior
year was Petro Star's worst year for profits and that the
conpany was on track for a loss in the current year. M.
Chapados responded in the affirmative.

Representative Gara noted that a conpany would receive the
proposed $15 mllion credit even iif it had no tax
liability. He looked at the $5 nillion credit (page 5,
lines 2 through 4) and observed that a conpany could claim
the credit if it made enough investnments. He asked if the
conpany woul d receive the $5 million credit even if it nade
no profit.

M. Chapados replied in the affirmative.

Representative Gara renmarked on the state's difficult
fiscal environment. He provided a hypothetical scenario
where the company's had a $2 nmillion loss and the state
gave it $20 mllion. Under the scenario, the state gave the
conpany an $18 million profit; $15 mllion of which the
conpany did nothing for and $5 mllion of which was
rei nmbursenent for qualified expenditures on capital. He
wondered why the bill should not be nore closely tail ored.

M . Chapados answered that the anmendnent had been devel oped
by the admnistration in response to the challenges the
conpany had presented to the governor. He spoke to the $18

million in profit from Representative Gara's scenario. He
detailed that in order to receive the noney Petro Star and
ASRC would need to invest $50 mllion in one year. He

believed the figure was representative of the conpany's
commtnent in prior years and what it would like to have in
the comng years. Petro Star saw the credits as a mechani sm
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that would allow the refining industry to weather the
current storm

7:18: 01 PM

Representative Gara was unconfortable with Section 3 of the
anendnent. He wondered if there was sonething the state
could do to help Petro Star avoid the Quality Bank
penalties. He wondered if an infrastructure upgrade could
be nmore narrowy tailored that would not require the state
to spend as nuch noney.

M. Chapados replied that FERC ultimtely decided the
met hodol ogy related to the Quality Bank. He el aborated that
nore than 20 years earlier the Regulatory Conm ssion of
Al aska (RCA) had disagreed with the FERC ruling. In recent
years the RCA had concurred wth FERC s decision. He did
not believe the state could significantly adjust for the
i ncreased penalties Petro Star paid. Petro Star had made a
request to the admnistration for the entities to work with
other parties to the ongoing Quality Bank proceeding to
determine if a settlement was possible; a settlenent that
would forestall additional Ilitigation and to make the
Quality Bank nore reasonable. He wunderscored that Petro
Star did not believe the Quality Bank should be zero; it
appreciated that it was having an inmpact on the quality of
crude oil in the pipeline; however, Petro Star did not
believe its current paynent of $72 million was reasonable.

7:20: 27 PM

Representative Edgnon understood the inportance of the
refinery. He wondered about the five-year transition plan
and what Petro Star would do to inprove its economcs
during that tinme. He spoke from the perspective of a
vill age corporation chairman; the corporation had shut down
a couple of its subsidiary conpanies, which had been
pai nful . He noted that the inplications related to
refineries were | arger statew de.

Ms. Sweeney replied that the bill represented a step in the
right direction for the conpanies. She relayed that ASRC
deployed its assets wth a disciplined approach. She
detailed that ASRC had a congressional nandate to provide
benefits back to its shareholders through ANCSA. The
conpany had to look at its business lines and investnent
opportunities dispassionately when it |ooked at what fit
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its business portfolio. She stated that it was the
conpany's fiduciary responsibility to nanage the assets
appropriately on behal f of its shar ehol ders. She
comuni cated that with provisions such as the ones included
in the anendnent, the conpany could work to stabilize Petro
Star so that ASRC could | ook at reinvesting its noney into
the organization to enable it to grow.

7:23: 18 PM

Representati ve Edgnon asked for verification that the five-
year proposal had been offered by the governor. M. Sweeney
replied in the affirmative.

Representative Edgnon asked if ASRC had originally wanted
the time period to be longer. Ms. Sweeney replied in the
affirmati ve.

M. Chapados added that the refining industry was very
capital intensive. He elaborated that investnents were not
typically made on a five-year tineframe; typically Petro
Star was looking out 10 to 20 years or |longer. He spoke to
making a return on investnment and referred to the ultra-I|ow
sul fur diesel investnent; the investnent did not pay off in
a short period of time, but the conpany had nade the
commitment to produce the product. He shared that Petro
Star had projects in the queue including at |east one rai
transportation project. The bill would factor into ASRC s
decision to invest in the project. He stressed that
efficiency was inportant to Petro Star; over the years the
conpany had nmade extensive efforts to increase fuel and
electricity efficiency at the plant. The conpany believed
increasing efficiency was the one way it could conpete with
| arger conpetitors, while remaining viable. He detailed
that it had been a recipe for success in terns of high
energy costs experienced in Al aska; the conpany used crude
oil as fuel; therefore, it had incentive to nmaximnze
efficiency and mnimze the volune of energy consuned.

7:26:08 PM

JAMES TANGARO VI CE PRESIDENT, KENAI REFI NERY, TESORO,
relayed that Tesoro had testified in support of the
legislation in the past. He observed that the bill had
changed.
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Co-Chair Stoltze noted that the bill would potentially
change given a pendi ng anmendnent.

M. Tangaro communi cated that the Tesoro Kenai Refinery had
started in 1969 during Alaska's original oil boom it
continued to process oil from the Swanson R ver, Cook
Inlet, North Slope, and other sources. The refinery
enpl oyed approxi mately 210 people and had the capability of
processing 72,000 barrels per day. The conpany had about 30
full-time contractors and approxinmately 515 enployees
statewide. He stated that the nobst inportant conponent of
the bill was the royalty oil contract; the contract
extension would provide a stable supply of ANS crude while
gi ving t he conpany t he vol unetric flexibility to
acconmodat e seasonal fluctuations in its run rates. The
availability, flexibility, and stability offered by the
contract extension would have a positive effect on Tesoro's
ability to maintain operations at the Kenai Refinery.

M. Tangaro referred to the proposed anmendnent and rel ayed
that the conpany appreci ated the governor's acknow edgenent
that Al aska continued to be a challenging location for the
refining industry and that the refining jobs were critica
to Alaskan conmunities. He relayed that maintaining the
refineries had many statewi de benefits. He observed that
refining was a conplicated business. He spoke to the
i mportance of naintaining a level playing field for all
participants in Alaska's refining business. He noted that
the conpany's prior testinmony on the legislation was on
record froma past hearing.

Co-Chair Stoltze apologized for the short timefrane. He
t hanked M. Tangaro for his testinony.

HB 287 was HEARD and HELD in commttee for further
consi derati on.

#
ADJ QURNVENT

7:29:53 PM

The neeting was adjourned at 7:29 p.m
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