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ACTI ON NARRATI VE

1:02: 37 PM

CO- CHAIR BENJAM N NAGEAK called the House Resources Standing
Commttee neeting to order at 1:02 p.m Representatives O son,
Josephson, Tarr, Herron, Talerico, and Nageak were present at

the call to order. Representatives Chenault (alternate) and
Seaton arrived as the neeting was in progress.
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HB 373- APPROVAL OF SALE OF ROYALTY O L TO TESCRO

1: 03: 07 PM

CO- CHAI R NACEAK announced that the first order of business is
HOUSE BILL NO 373, "An Act approving and ratifying the sale of
royalty oil by the State of Al aska to Tesoro Corporation and
Tesoro Refining and Marketing Conpany LLC, and providing for an
effective date.”

1: 03: 42 PM

JAMES  SHI NE, Speci al Proj ect Assi st ant, Ofice of t he
Comm ssi oner, Departnent of Natural Resources (DNR), said HB 373
would affirm the contract of sale of royalty oil to [Tesoro
Corporation and Tesoro Refining and Marketing Conpany LLC
("Tesoro")]. To review the bill's provisions he provided a
Power Poi nt presentation entitled, "Proposed Sale of the State's
Royalty Ol to Tesoro: House Bill 373."

MR. SHI NE di spl ayed slide 2, "Royalty In-Kind versus Royalty In-
Val ue,"” and explained that the State of Al aska has a choice to
receive its royalty share of oil production in-kind (RIK) or in-
value (RV). A presunption in statute is that the state take
its royalties in-kind unless it is found in the state's best
interest to take it in-value. Conversely, the comm ssioner also
has to make a best interest finding when the state takes royalty
i n-Ki nd. He advised that when the state does a royalty in-kind
process the departnent nust perform a solicitation of interest
to gauge narket demand. A letter was sent last January to the
five conpanies wth in-state refineries: BP Expl oration
(Al aska) and ConocoPhillips Alaska each have a North Slope
topping plant; Petro Star Inc. has refineries in North Pole and
Val dez; Tesoro has a refinery in N Kkiski; and Flint Hills
Resources, even though it ceased operations in June 2014. Two
responses, one from Petro Star and one from Tesoro, sought to
refine the state's oil within the state. The Tesoro response
met the demands of price contained within DNR s solicitation,
whereas Petro Star responded affirmatively to purchase royalty
oil but proposed a different pricing structure that was not as
advantageous to the state. Thus, the departnent elected to
proceed on a non-conpetitive contract negotiation with Tesoro.
H storically since 1979, the state has elected to choose its
royalty in-kind, although not all portions of the oil have been
taken in-kind. He clarified that since February 1, the state
has been taking all of its royalty in-value because the state's
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nost recent Tesoro contract term nated on January 31, 2016. Up
to that point, commencing in 1979, the state has disposed of a
significant volunme of its royalty oil to Petro Star, Tesoro,
Flint Hlls, WIlians, and other in-state users.

1: 06: 38 PM

MR. SHINE turned to slide 3, "Non-Conpetitive RIK Sale Process."
He advised that DNR elected to proceed with Tesoro and started
commercial negotiations with Tesoro in February or March 2015
The contract in the conmttee packet is the culmnation of those
comer ci al negoti ati ons. He explained that when the
commi ssioner elects to take the royalty in-kind it is necessary
to make a Best Interest Finding (BIF) that what is being done is
maxi m zing the benefits and the value of the state's resources
for the citizens of the state. Showing slide 4, "Conm ssioner's
Decision Criteria," he said that wunder AS 38.05.183(e) the
conmi ssi oner rnust consider the cash value offered, the economc
benefits, the benefits of refining in-state, neeting in-state
demands, as well as the criteria that the Alaska Royalty O 1 and
Gas Devel opnent Advisory Board ("Royalty Board") considers as
directed by the legislature in AS 38. 06. 070.

1: 08: 04 PM

MR. SHI NE displayed slide 5, "Approval Process for the R K
Sale,” and noted that DNR goes through the BIF process outlined
in statute on why the royalty in-kind (RIK) election is in the
state's best interest. He said this process comenced in
January 2015 with a solicitation of interest, and then a |engthy
comercial negotiation with the Division of GOl & Gas and
Tesoro. The departnment then presented the proposed contract and
a prelimnary BIF for public coment in early February 2016 for
30 days, and comments were received only from Petro Star and
Arctic Slope Regional Corporation (ASRC). Subsequent to
receiving those comments, DNR revised the contract to address
the concerns raised in those conment letters. After addressing
the concerns the next step was presenting it to the Royalty
Board on March 15, 2016. The division's Commercial Section
provided the overview of the contract and wal ked through the

process. The Royalty Board voted unaninously to approve the
contract and forward its recommendation to the legislature to
ratify the contract. Included within the conmttee's bill

packet are a resolution signed by the board nenbers and a report
to the legislature on why this proposed contract neets the best
interests of the state.
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MR SHINE noved to slides 6-7, "Royalty Board's Decision

Criteria,” and said the report outlines the reasons why the
proposed contract neets the statutory criteria that the Royalty
Board considers in its deliberation. The eight criteria are

simlar to what the DNR comm ssioner considers in regard to
econom c and price issues with respect to how they inpact the
st at e.

1: 10: 16 PM

MR SHINE reviewed slide 8, "Tesoro RIK Contract Termns." He
advi sed that the goal of the proposed five-year contract that is
before the conmittee is to comence deliveries on August 1,
2016. The state would sell to Tesoro between 20,000 and 25, 000
barrel s per day over the course of the contract. There are sone
safeguards and other provisions within this contract, one of
which is if Tesoro nomnates zero barrels over the course of
three nonths, the contract term nates. Sone of these provisions
are customary for what has been done in the past with RK

contracts. For exanple, in 2013 the legislature ratified a
contract with Flint Hills. Wen Flint Hlls termnated its
operations in spring 2014, the state's RIK contract ceased to
exist after that point. The state has provided security - if

Tesoro's credit rating falls below a certain level it then has
to provide a Letter of Opinion from a financial analyst or a
Letter of Credit equal to the value of 90 days' worth of Al aska
North Sl ope (ANS) oil. The purpose of that security provision
is essentially if the state is delivering oil and for sone
reason someone goes out of business, then the state at |east has
the Letter of Credit that provides the state sonme security that
it is not going to be providing oil and not receiving any
conpensat i on. This has not happened to date but is still
sonething that is included in the state's contracts.

MR. SHINE pointed to two other provisions in the contract. I n-
state processing is a consideration that the comm ssioner nakes
in issuing the Solicitation of Interest for neeting in-state

demand. Therefore, the <contract provides that Tesoro use
commercially reasonable efforts to use the refined products of
ANS royalty within the state. Over the last two years, Tesoro

has been purchasing royalty oil from the state and has refined
themin its N kiski facility. The departnent has been told that
nothing is changing with respect to this contract, that these
barrels are intended to be refined within the state as well.

1:12: 38 PM
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REPRESENTATI VE SEATON, with regard to the 90 days of ANS royalty
oil on slide 8, inquired as to whether that is |ooking forward
or the situation where if there was a bankruptcy the bankruptcy
court could go back 90 days before and ask for those being
preferential paynents and therefore claw t hem back

MR. SHI NE understood the 90-day value of ANS royalty is if the
purchaser falls below a certain credit rating; then the
purchaser would be required, per this contract, to provide the
value of 90 days of ANS crude. He said he assunes that that
woul d be 90 days' value of ANS crude as it currently exists at
that tinme, not at today's dollars. In the event this happened
in 2019 or 2020, the [contract] would |ook at the value of the
crude at that point and require that 90-day paynent.

REPRESENTATI VE SEATON said his point was not that current dollar
val ue. He asked whether that is |ooking backwards so that 90
days before that date, paynents that were nade to the state
woul d not be subject to recapture from a bankruptcy court, or is
it going forward from that date so Tesoro would have to post
that so it has noney on file for oil that would be being
purchased from that point on where it would have to post a
Letter of Opinion.

MR. SHINE replied he does not have an understanding of how it
works in a bankruptcy proceeding. He said this particular term
is intended to address a situation in which under the contract
the state is selling and Tesoro is purchasing oil on a daily
basi s. If Tesoro's <credit rating fell below a certain
threshold, at that point the state would require a 90-day
paynment, essentially a bond paynent, to backstop any potenti al
shortfall the state would experience through a non-paynent. He
reiterated that the state has never had to inplement this
provision but it is a safeguard the state includes in its R K
contracts to ensure that should a purchaser not neet a certain
credit threshold that the state does have sone protection for
t he purpose of the royalty barrels that have al ready occurred.

1:15:28 PM

MR SHINE returned to his presentation, addressing the |ast
bullet point on slide 8 with respect to enploynent of Al aska
resi dents. He explained that while the state cannot require
Al aska hire in the contract it does encourage Al aska hire.

MR SHINE turned to slide 9, "RIK Contract Price," and advised
that the valuation nethodology for RIK takes the ANS spot price,
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which is essentially the nonthly average of the daily average of
the two reporting agencies Platts and Reuters, and then nets
back from that point to get the RIK price. The $1.95 is the
actual RIK differential deducted from the spot price, and the
ot her deductions or adjustnents from that point onward are the
sanme ones that would be seen in an RIV valuation, which includes
the tariff allowance for transportation in the Trans-Al aska
Pipeline System (TAPS), (Qality Bank adjustnents per any
direction from the Quality Bank admnistrator, as well as any
subtraction in line loss from Punp Station 1 to the Valdez
Marine Term nal (VM). He noted that the biggest differential
between RIK and RIV would be with respect to the R K |ocation
differential as it relates to what would be experienced in an
RIV world, which is a mrine transportation deduction

Currently, the marine transportation deduction on average 1is
about $3.50 per barrel. The delta between the $3.50 deduction
froma barrel of RV to the $1.95 deduction for RIK is where the
state will see the nobst benefit in this contract over the status
guo of RIV. Based on predictions, the departnment estimtes that
the delta between RIV and RRK will bring the state approxi mately
$45 mllion to $56 mllion nore than it would have realized if
it had taken these barrels in-value over the course of this
contract. So, approximately $10 mllion per year nore wll be
realized as a result of this contract.

1:17: 37 PM

MR. SHI NE expl ained that slide 10, "Contract is in the State's
Best Interest,” goes into nore detail about the |[|ocation
differential and transportation deduction. Criteria the Royalty
Board and the conm ssioner considers are the econom c and soci al
benefits to the econony. Tesoro enpl oys 210 Al askans, provides
$127 mllion in benefits to the local econony, and refines
approximately 59,000 barrels per day at Tesoro's Nikiski
refinery. Eighty percent of each barrel that is produced at the
refinery is put back into the |ocal econony through jet fuel
home heating fuel, and ultra-low sul fur diesel (ULSD) fuel

MR SHINE said slide 11, "Additional Royalty QI Sales,"”
outlines another provision that DNR added to the contract wth
Tesoro. The departnent is also including this provision in the
contracts it is currently negotiating with Petro Star. Thi s
provision is that if the state has additional volumes of royalty
oil available that are not under contract, there is a nom nation
period 100 days prior to a purchaser taking possession of those
barrels where the state would offer those additional barrels on
an equal basis to the two in-state refiners to purchase so that
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the state maxim zes the value of its resources and al so provides
nore royalty oil to the local refining industry.

1:19: 21 PM

REPRESENTATI VE SEATON referred to slide 9 and asked whether the
line loss, the loss of volune between Punp Station 1 and the
Val dez Marine Terminal, is mainly fromtenperature.

MR SHINE replied that it is a forrmulaic multiplier intended to
represent |oss due to tenperature and processing. He deferred
to the Division of Gl & Gas to answer the question further.

CORRI FEIGE, Director, Dywvision of Gl & Gas, Departnent of
Nat ural Resources (DNR), deferred to Geg Bidwell of the
Commerci al Section. She said he was involved in the calculation
and contract drafting and would be able to speak to line |oss
estimations specifically.

GREG BI DWELL, Commrercial Analyst, Commercial Section, Division
of Gl and Gas, Departnment of Natural Resources (DNR), responded
that the definition of line loss that was provided is fine. It
is a measurenment error as well and is sonething that has been
part of the TAPS tariff since inception, so it has been there as
part of the itemfor paying royalties and val ue in-kind.

REPRESENTATI VE SEATON asked whether there is a loss in getting
to the Valdez Marine Termnal from processing and, if so, what
is the processing. He further asked whether there are other
types of loss, or a calculation of an assuned percentage of
| oss, or a tenperature volune consideration that is adjusted.

MR. BIDWELL answered that he thinks it is primarily tenperature
and neasurenent rather than processing. He explained that the
first four punp stations run off of natural gas from the North
Slope and the rest of the punp stations use diesel, but not
diesel from the oil itself. There is not any processing, it
just tenperature neasurenent oriented differences that are
applied through the system

1: 22: 58 PM
REPRESENTATI VE JOSEPHSON observed that the Arctic Slope Regiona
Corporation's (ASRC s) letter of March 7, 2016, argues that

t here shoul d have been proportional proration. He requested the
departnment to speak to this.
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MR. SHI NE responded that that is correct. Wth respect to the
original contract presented to the public in early February,
Petro Star and ASRC raised two primary concerns. The first
concern was the proration preference granted to Tesoro through
the course of commercial negotiations, and that has since been
removed. He explained that the departnent typically, when it is
selling royalty, if there is for instance a service interruption
or seasonal nmaintenance work that happens and there is a
reduction in royalty volunes available to neet the state's
contractual demands or contractual obligations, then all RK
purchases w | be prorated down proportionate to their
percentage of purchasing of the state's royalty oil. Thr ough
the course of negoti ati ons, Tesoro reduced its nmaxi num
nom nation volunme to nmake nore room so to speak, for Petro
Star's ability to purchase royalty oil from the state. I n
exchange for that the state granted the proration preference,
but after public coments and internal del i beration the
department decided to strike that term from the contract. So,
there is no longer a proration preference, it went back to the
status quo in which if there is any proration required it cones
down proportionate to each purchaser. There is no preference
for any RIK purchasers at this tinme. The second concern raised
by Petro Star and ASRC with respect to the draft contract was
the term of the contract. The proposed contract that went out
for public coment had a five-year initial termwth the option
to extend for five years anong consent of the state and Tesoro.
That extension has since been struck from the contract. Thus,
the contract before the conmttee has a five-year term no
extensions, and no proration preference.

1: 25: 29 PM

REPRESENTATI VE SEATON returned to slide 9 and the $1.95 RIK
differential conparison to the $3.50 marine transport for RIV.
He inquired whether that neans the $1.95 is basically marine
transport between Valdez and Tesoro's termnal. He further
i nqui red whether that also applies then to the other buyers and
whet her they have the sane $1.95 in their term whether they do
mari ne transport or not.

MR SHI NE answered that the $1.95 RIK differential is neant to
represent the selling of crude wthin Alaska, not marine
transportati on per se. He said he is unsure of Tesoro's actua
cost to ship between the Valdez Marine Termnal and its Ni kiski
refinery. Regarding the second question, he said this
absolutely applies to Petro Star; these are the same RIK prices
on which the state is currently negotiating contracts with Petro
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Star, which is nmeant to represent the cost of selling a barre
of oil in the state, exclusive of marine transportation.

1:26: 58 PM

REPRESENTATI VE TARR referred to the overall use of RV or RIK
and noted the transmttal refers to the remaining volunme being

avai l able for Petro Star. She recalled that in 2013 the state
signed a contract wth Flint HIlls and asked whether that is
still in place as far as the overall distribution.

MR. SH NE answered no, that contract is termnated since Flint

Hlls has ceased operating. The legislature ratified that
contract in 2013 and the volunes were 18, 000-30,000 barrels per
day over the course of five years. Wen Flint Hlls ceased

operating in June 2014 that contract termnated. Currently, the
state does not have any RIK barrels under contract and is taking
everything in val ue. There have been a couple periods in the
course of history starting in 1979 that this has occurred, but
primarily the state sells its available volunes in RIK, which is
what is before the commttee.

REPRESENTATI VE TARR surm sed that when tal king about the total
vol ume available, it would be between these two at this tine.

MR SHI NE replied that the Comercial Section has reviewed the
production forecast and current production |evels and estimted
that the state has approximately 50,000-52,000 barrels of
royalty oil currently available. Wth current production
forecasts and only considering current production that is on
line today wthout considering potential new projects, that
decline curve over the course of this contract will conme down to
approxi mately 36,000-38,000 barrels per day. Therefore, the
20, 000-25,000 barrels the state is selling to Tesoro today
represents approximtely 55-60 percent of the state's overall
royalty volume available for purchase. Over the course of the
next five years, that percentage will increase as production
forecasts continue to fall.

1:29:15 PM

REPRESENTATI VE OLSON asked what the «current Quality Bank
adj ustment is under this contract.

MR. SHI NE responded he does not know what the actual adjustnent

is in dollar figures right now because that is sonething that
happens through the Quality Bank admnistrator. Those
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adjustnments are considered in this contract through the
departnment's evaluation process that takes into account what
cones from the Quality Bank admnistrator for Quality Bank
adj ust mrents, whether they are up or down.

REPRESENTATI VE OLSON therefore surmsed that if he wanted to
conpare it to what it was for Flint Hlls, it would not be
sonet hing the conmttee coul d receive today.

MR SHINE answered he does not have that figure at his
fingertips right now, but said he does not imagine that it would
be much different than under the Flint Hlls contract of 2013.
It is the sanme provision that was allowed for in the |ast
contract, but the Quality Bank adm nistration is sonething that
happens exclusive to how the departnment operates.

1: 30: 23 PM

REPRESENTATI VE COLSON understood the adjustnment was originally
for conpanies like Flint HIlls that were putting a waste product
into the pipeline. Gven Tesoro is not doing that he questioned
how they could be simlar.

MR. SHINE replied that Representative O son is correct. Fl i nt
HIlls and Petro Star take their main fee stock for their
refining off of TAPS and then refine it and then have to
reinject the residual or the heavy ends of the barrel. They do
pay a Quality Bank penalty for putting that lower quality oi
back in and it gets co-mngled anong the other streans that are
not taken out and refined. So, they are subject to a different
Qual ity Bank adjustnment than, for instance, would be Tesoro as
an end-stream user at the Valdez Marine Terminal. Tesoro, just
because of its location, would not necessarily be paying the
sane kind of penalty as Petro Star's North Pole facility or
Flint HIls" former facility.

REPRESENTATI VE OLSON renarked that what he is getting at is how
they could alnbst be the sanme, in that one is flushing the
toilet and the other is the m xing zone.

MR. SHINE allowed he msspoke in not considering the |ocation
between the two refineries. \What he neant to allude to was that
the Quality Bank adjustment is not sonething the state controls,
it is determined by the Quality Bank Adm nister. He expl ai ned
that when he is conparing RIV versus RIK, the barrels that get
to the Valdez Marine Terminal are purchased by Tesoro or sent to
the West Coast on the state's behalf by the producers in an RV
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si tuati on. The netback forrmula for both of those situations
will include a Quality Bank adjustment that will be the sane.

1:32: 27 PM

REPRESENTATI VE CHENAULT, regarding M. Shine's statenment that
the Quality Bank adjustnent will be the sane, posited that Flint
HIlls would pay nore for the Quality Bank end and Tesoro could
actually see a credit, because the quality of the crude oil is
|l ess at the Valdez Marine Term nal than at Punp Station 1. So,
for any draw, he said, Flint Hlls or Petro Star would have to
pay nore for the Quality Bank versus Tesoro at the other end of
the |ine.

MR. SHI NE responded that that is his understanding as well.
1:33:30 PM
CO- CHAI R NAGEAK opened public testinony on HB 373.

FRED PARADY, Deputy Conm ssioner, Ofice of the Comm ssioner,
Departnment of  Commerce, Community & Econom c Devel opnent
(DCCED); Board Menber, Alaska Royalty QI and Gas Devel opnent
Advi sory Board, noted that in addition to his position as deputy
conmi ssi oner of DCCED, he is the designee to the Royalty Board.
He related that the Royalty Board carefully considered this
contract and nade appropriate revisions to it during its board
meeting and the board supports the recomendation that is before
the commttee. He pointed out that the declining volunes in
t hroughput through TAPS are resulting in declining royalty
barrels for in-kind purposes in this proposed contract and said
"the amendnents that were worked to it takes care of both our
in-state refining facilities."

1: 35: 03 PM

MATT G LL, External Affairs Senior Mnager, Tesoro Al aska
Conmpany, testified in support of HB 373. He paraphrased from
his March 18, 2016, letter to the House Resources Standing
Comm ttee, which reads as follows [original punct uati on
provi ded] :

| am witing to you in support for House Bill 373 "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.™
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Tesoro Corporation is a Fortune 100 conpany and is an
i ndependent refiner and mar ket er of petrol eum
products. Tesoro's refining operations started Al aska
with the purchase of the Kenai refinery back in 1969.

Qur Kenai refinery has the operational capacity to
produce up to 72,000 barrels per day and is primarily
focused on Jet and Diesel production followed by
gasoline and gasoline blendstocks, heating oil and
heavy fuel oils, propane and asphalt. W operate a 68-
mle, comon-carrier products pipeline that transports
jet fuel, gasoline and diesel fuel to the Port of
Anchorage and the Anchorage International Airport. The
whol esal e delivery of our products occurs through our
termnals in Kenai, Anchorage, our N kiski dock and
the Port of Anchorage.

In addition to being the |argest taxpayer in the Kenai
Peni nsul a Borough, Tesoro is also able to provide
around 225 famly wage jobs at the refinery, along
with about 30 full-tine contractors that are working
in and around the refinery year round. W provide
retail fuels at our conpany-owned Tesoro 2-Go retail
outlets as well as at nunerous branded and unbranded
outlets. We enploy operators who work at our terminals
in the Port of Anchorage and in Ni ki ski.

W are a mmjor supporter of the Cook Inlet Regional
Citizens Advisory Council (CIRCAC) and the |argest
menber of the Cook Inlet Spill Prevention & Response
team (Cl SPRI).

We actively support a wde range of |ocal events and
prograns — from enployee fundraising for the United
Way to youth sports prograns. Each year we sponsor all
of the 5th and 6th grade classes on the Kenai
Peninsula to conduct a mssion at the Kenai Challenger
Learning Center and we are the Signature Sponsor of
“Caring for the Kenai” program

Tesoro strongly urges you to support House Bill 373,
"An Act approving and ratifying the sale of royalty
oil by the State of Al aska to Tesoro Corporation and
Tesoro Refining and WMarketing Conpany LLC, and
providing for an effective date."
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This legislation is the result of constructive dialog
and productive negotiations between the Departnent of
Nat ural Resources and the Tesoro Corporation. By all
accounts, our conmpany was very inpressed with the
State’s ability to understand our issues and arrive at
a mutually beneficial agreenent that is truly a wn-
win for both parties as well as accomodating to the
other refineries in the State.

For the State, the DNR estimates that it wll continue
to receive a price for its Royalty-in-Kind oil that
exceeds the price it would have receive if it elected
to keep its Royalty Gl in Value

For Tesoro, this five year contract wll provide us
with a stable supply of ANS crude while also giving us
the volunetric flexibility to help accomopbdate
seasonal fluctuations in denmand for refined products.
The availability, flexibility and stability that this
contract offers will have a positive inpact on our
ability to maintain our ongoing operations at our
Kenai refinery.

In order to acconmobdate the needs of the other in-
state refiners, Tesoro and the State nodified this
contract to reduce volunes as well as elimnate a
proration clause and a five year extension option.

Tesoro believes in Alaska’s future and is commtted to
being an active corporate citizen. W |ook forward to
continuing to provide Al askans wth clean burning
fuels to keep your homes warm and your cars, boats and
snow nmachi nes traveling across this great state.

| urge you to support House Bill 373.
1:39:14 PM

REPRESENTATI VE SEATON inquired whether the calculation of the
sales price is a daily or nmonthly val ue.

MR. G LL deferred to Danon VanZandt to answer the question.
DAMON VANZANDT, Senior Director, North American Crude Gl
Strategy and Trading, Tesoro Petroleum Corporation, offered his

belief that the contract references two pricing sources, Platts
and Reuters, and they publish a price for the Alaska North Sl ope
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(ANS) crude which is actually a Wst Coast (WC) delivered price.
That is a daily assessnent, they produce a high and |low price
and the contract takes the average of those highs and |lows for
one day, and then takes a nonthly average where it conputes the
average daily price for the entire nonth of delivery. That
establishes the nonthly average price that Tesoro pays.

MR.  VANZANDT addressed an earlier question regarding how the
mari ne transportation discount of $1.95 was arrived at. He
pointed out that that price is a US Wst Coast delivered
price, so it is a price that represents cargos of ANS that trade

down into California and the Pacific Northwest. That $1.95
marine discount represents the narine transportation to those
delivery destinations from Val dez. So, taking the $1.95 off

arrives back at the Val dez pri ce.
1:41: 20 PM

REPRESENTATI VE SEATON appreciated that the price is averaged
nmonthly. He understood that $3.50 is the average transportation
charge between Val dez and West Coast port, and asked whether the
$1.95 is related to transportation from Val dez to Ni ki ski

MR. VANZANDT offered his belief that the $3.50 is representative
of the royalty in-value marine discount, which is the reason the
royalty in-kind contract is basically $1.55 better. "Royal ty
in-value contracts that you sell, it costs you another $1.55 to
sell those back to the producers,” he continued, and actually
Tesoro just deducts the $1.95, which is the sanme discount that
Tesoro and Petro Star take off the ANS published price.

1: 42: 28 PM

REPRESENTATI VE JOSEPHSON recalled M. Shine's testinony that
since 1979 there has been the rare occurrence where the state
has taken royalty in-val ue. He asked M. G 1I's understanding
of this gap and whether it is avoidable in the future.

MR. G LL offered his understanding that it becane very difficult
to buy royalty oil in the past, there were netbacks and the
com ng back on contracts Tesoro had with additional fees year
after year after the fact. That appears to have been alleviated
recently. Tesoro engaged two years ago in its first royalty
contract in many years, and Tesoro is very satisfied with terns
it came up with and extended it for one year and that expired in
January. Tesoro has had a great working relationship and the
majority of the issues have been ironed out that kept Tesoro
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fromengaging in royalty oil in the past. Tesoro is happy to be
back in business with the state.

MR SHINE clarified that there has been only a few instances
where the state has taken all of its royalty in-value (RIV); the
state always takes a certain portion of its royalty in-value, at

| east 5 percent. In that manner the state is still given market
information and netback pricing so the state can ensure it is
still receiving better than R V. He reiterated that the state

has been selling royalty in-kind (RIK) since 1979, a portion of
the state's overall volune, but that fluctuates depending upon
who is purchasing, the actual production, and how many barrels
the state has avail abl e. Wth respect to the state's current
situation, it was a conbination of market factors with Flint
Hills. The state had 18, 000-30,000 barrels under contract wth
Flint Hlls before it shut down. So when Flint HIls ceased
operation in 2014 the state had a one-year contract with Tesoro
whi ch was subsequently extended and term nated January 31, 2016.
Gven the lengthy public process, there was a long lead tine
involved in these commercial negotiations to get the state to
where it is today. The state cannot essentially flip a switch
and start selling RIK oil for long-term contracts when things
becone available, it takes |onger than that.

1:45: 04 PM

REPRESENTATI VE TARR, regarding the five-year extension and M.
Shi ne's explanation about the anmobunt of lead tinme, inquired as
to how nmuch tine that actually will take. She further inquired
whether the state wll start that process sonewhere m d-way
through this contract so that the state is not pushed up agai nst
any deadline and whether that is how it would naturally occur if
the Flint Hlls anomaly had not taken pl ace.

MR SHINE replied correct, the lead time based upon what has
been seen in this process is approximately 14 nonths. The state
went out for solicitation in January 2015 and now it is toward
the end of March 2016 with the contract before the conmttee.
|f Tesoro is interested in purchasing RIK volunes after this

five-year contract termnates, that conversation wll start in
advance of the termnation of this contract. At that tinme the
division wll go out for an additional public solicitation and

gauge narket demand to determine which entities are interested
in purchasing at whichever volunes the state has avail able at
that tine. In an earlier statenent he nentioned that the state
is currently negotiating a contract with Petro Star and is doing
a one-year contract; concurrently the state is negotiating a
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four-year contract so that that would conmence at the end of the
one-year contract. So, both entities wll have five-year
contracts termnating at approximately the sanme tinme in 2021.
At that tine the state will have a better handle on production
forecasts and which royalty volunes the state has available to
sell to the market. If all goes well, the conmttee wll have a
Petro Star contract before it next spring.

REPRESENTATI VE TARR understood that the shorter term contracts
can be done without the same kind of |egislative approval and
surmsed this is why the legislature was not so closely invol ved
in what took place during the gap with Flint Hlls and Tesoro.

MR. SHI NE responded correct. Under AS 38.06. 055, a contract of
|l ess than 365 days does not require legislative ratification,
and contracts of one vyear or longer require |legislative
ratification. To neet Petro Star's near-term demands, and for
the state to deliver royalty barrels to Petro Star in 2016, the
state is now seeking to do a short-term |less than one year,
contract while currently negotiating a new four-year contract
t hat woul d extend past when the one-year contract term nates.

1:47:59 PM

REPRESENTATI VE OLSON noted the cheapest Tesoro gas on the Kena
Peninsula is about one-half mle from the refinery. He asked
whether it is being trucked out from Anchorage or being trucked
over fromthe refinery.

MR. G LL offered his belief that it is being trucked over from
the refinery.

REPRESENTATI VE OLSON renmarked that there has been a lot of
specul ation on that.

MR. G LL said he has heard a |l ot of stories.

1: 48: 26 PM

REPRESENTATI VE TARR understood that the in-state use of Tesoro's
refined products is predomnantly jet fuel and not retail fuels.

She i nquired about the nunbers for the in-state products.

MR. G LL replied that pretty nuch all of Tesoro's gasoline and

all of its jet diesel is consuned in the state. When Flint
Hlls shut down the demand for gasoline picked up and Tesoro was
able to fill that. About the only thing that goes out [of
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state] is the bottom one-third of the barrel, the heavy bottons
that Tesoro cannot do anything with because of how the refinery
is configured. So, it has to be stored and a hone found for it
somewher e down sout h.

1:49: 21 PM

REPRESENTATI VE OLSON asked whether there is another federal
mandate com ng down on production, like the ultra-low sulfur
di esel mandate that came down a few years ago.

MR. G LL offered his belief that Tier 3 gasoline standards w ||
go into effect this year. It is volunetric and requires extra
hydro treating of the gasoline to pull out additional sulfur,
and Tesoro is prepared to neet those standards.

1: 49: 58 PM

REPRESENTATI VE JOSEPHSON recalled that this issue has come up
with the cruising industry and that the cruising industry has
hi ghlighted the inpact on its market and prices.

MR G LL answered that that is different, it is heavy bunker
fuel and what is allowed to be used in the ships. He understood
that ships within three mles [of the coast] nust use cleaner
burning fuels, which are nobre expensive. That is what is
driving sone of the cargo conpanies to switch over to |iquefied
natural gas (LNG, he posited.

CO CHAI R NAGEAK closed public testinony after ascertaining that
no one w shed to testify.

1:51: 01 PM

REPRESENTATI VE TARR said she is pleased that the conmttee has
sonmething before it, because it appears the RIK will bring in
roughly $50 mllion nmore in value, which is good news.

REPRESENTATI VE OLSON conmmented that this is probably the nost
non-controversial bill the commttee has had all session.

REPRESENTATI VE HERRON remarked it is the nmost unanended bill.
1: 51: 56 PM

CO CHAIR TALERI CO noved to report HB 373 out of conmittee with
i ndi vidual recomrendations and the acconpanying fiscal notes.
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There being no objection, HB 373 was reported from the House
Resources Standing Comm ttee.

1:52:32 PM
The commttee took an at-ease from1:52 p.m to 2:01 p. m

HB 253- ELCTRNC TAX RETURN; M NI NG LI C. TAX & FEES

2:01: 05 PM

CO CHAI R TALERI CO announced that the final order of business is
HOUSE BILL NO. 253, "An Act requiring the electronic filing of a
tax return or report with the Departnent of Revenue;
establishing a civil penalty for failure to electronically file
a return or report; relating to exenptions from the mning
license tax; relating to the mning license tax rate; relating
to mning license application, renewal, and fees; and providing
for an effective date."

CO CHAI R NAGEAK noved to adopt the proposed conmittee substitute
for HB 253, Version 29-GH2924\ N, Nauman, 3/17/16, as the working
docunent .

REPRESENTATI VE HERRON obj ected for di scussion.
2:01:50 PM

JULIE MORRI'S, Staff, Representative David Talerico, Al aska State
Legi sl ature, reviewed the changes that would be made to the
original bill by the proposed commttee substitute (CS). Under
Version N Section 1 is deleted, thereby elimnating the
penalty if a taxpayer fails to electronically submt a return;
Section 2 is deleted, thereby elimnating the requirenment that
taxpayer returns be submtted electronically; Section 3 is
anended to |leave a three year exenption rather than a three and
one-hal f year exenption; Section 4 is anmended by changing the 9
to 8 of the excess net income over $100,000; Section 5 is not
changed; Section 6 1is not changed; Section 7 repeals the
deletion to the exenption as related to the bill for the period
of exenption in Section 3; Section 8 is anended to reflect the
exenption being retained; Section 9 is deleted because the
period of exenption from tax is retained; and Sections 10, 11,
and 12 are not changed and provide for transition |anguage and
effective dates.

2:03: 20 PM
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REPRESENTATI VE SEATON pointed out that his sectional only goes
t hrough Section 8.

M5. MORRIS offered to read the sectional that she has.

REPRESENTATI VE TARR noted that the actual bill of Version N only
goes to Section 8.

M5. MORRIS explained that she put the actual bill into the
sectional analysis, the changes are neant to reflect what
happened. The sectional analysis is for Version N

REPRESENTATI VE CHENAULT asked what version the commttee is on.

M5. MORRIS responded that the conmttee is on the sectional
anal ysis for Version N

REPRESENTATI VE CHENAULT observed that Version A [the origina
bill], goes to Section 12 and Version N only goes to Section 8.

MS5. MORRI S answered correct.
REPRESENTATI VE TARR noted Sections 9, 10, and 11 were del et ed.
M5. MORRIS replied correct.

CO CHAIR TALERI CO pointed out that there are only eight sections
in Version N.

2: 05: 37 PM

REPRESENTATI VE SEATON referred to Version N, page 2, lines 17-
18, Applicability, and asked whether [AS 43.65.010(a)] only
applies to those that begin production on or after that date and
therefore if a mning operation was in operation before that it
woul d not ever have to get a mning |license.

M5. MORRIS responded that the uncodified law in Section 5 would
add an applicability to that section that relates to the
exenption period wunder [AS 43.65.101(a)]; [AS 43.65.010(c)]
woul d be applicable to the net inconme of the taxpayer from the
property in the state during the taxable year that begins on or
after the effective date in Section 2.

REPRESENTATI VE SEATON referred to subsection (b) [page 2, lines
19-21], and agreed that it begins on or after the effective
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date, which is every taxable year. He asked whether the
applicability of "section (a)" applies only to the three and
one-half vyears or does it apply to the mning |icense
requi renent, which is "section (a)."

CO CHAIR TALERICO requested M. Jerry Burnett to answer the
guesti on.

JERRY BURNETT, Deputy Comm ssioner, Ofice of the Conm ssioner
Depart ment of Revenue (DOR), stated DOR is reading this as being
clear that the intent of Section 5 is to apply to the three and
one-hal f year tax holiday on new production, which is changed to
a three year holiday [in Version N, and the license applies to
each year thereafter. He advised the departnment wll review
this carefully given DOR just saw it this norning.

2:09: 13 PM

REPRESENTATI VE TARR posited it is an issue because Version N
removes the three and one-half year exenption from the origina
bill and so it makes that section just about having to obtain a
mning |icense. In Version N that section is about both
obtaining a license and the three year exenption. She suggested
that it be split into two sections to nmake it clear that every
m ning operation would have to obtain a |license versus how | ong
of an exenption period there would be for taxes. Oherw se, as
guestioned by Representative Seaton, it sounds like a mning
operation would not have to get a mning license unless it was
on or after the effective date and therefore there are two
separate things in that one section.

MR. BURNETT answered that AS 43.65.010(c) is the second
applicability, which is the new license fee every year. He
reiterated that the departnent will have its attorneys |ook at
this carefully before the next neeting, but in talking with the
sponsor's staff this norning it is clear what the intent is.

REPRESENTATI VE JOSEPHSON st ated he has concerns about the timng
and inpact, but surmsed that Section 8 would make Section 5
applicable July 1, 2016. The question is whether it is existing
mnes or the license requirenent is for future |icensees, but
that the effective date appears to be July 1, 2016.

MR. BURNETT replied yes, that is what it says.

2:11: 24 PM
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REPRESENTATI VE TARR inquired about any fiscal note changes

between the original bill and Version N. She recalled that the
fiscal note for the original bill was about $6 nillion. She
asked whether there are any estimates on the change from the 9
in the original bill to the 8 in Version N

MR. BURNETT responded that in fiscal year (FY) 2018, since this
woul d not be collected until a year after it starts, it |ooks
like approximately $3.6 mllion and then $3.2 mllion, so it is
about one-half of what it was, because it is now a 1 percent

change instead of a 2 percent change. It varies based on DOR s
current comodity price estimates and production estinates
between $2.8 million and $3.6 million per year over the life of
the fiscal note. The departnment will provide a new fiscal note

at the next neeting as it was difficult to prepare a new fisca
note given the CS was only received this norning.

2:12:42 PM

REPRESENTATI VE JOSEPHSON understood that when the Donlin Gold
M ne becones operational it will beconme the largest gold nmine in
t he worl d. He said he is still looking for confort that when
the gold is renoved and severed from Al aska that Al askans are
getting their fair share. He asked how he should go about

figuring this out.

MR. BURNETT recounted that DOR earlier provided the comittee
with a nunber of docunents about conparative tax rates for
Canada and states in the U S He agreed it is a dilenma to
figure out because each mne is clearly unique, and obviously
the governor felt that the 9 percent rate was appropriate.
Donlin Gold Mne is the largest gold mne, Red Dog Mne is
certainly one of the largest zinc mnes anywhere, and G eens
Creek Mne is the largest silver producing mne in North
America. The discussion here is not about small m nes but about
| arge anounts of mnerals being taken fromthe state.

2:14: 21 PM

REPRESENTATI VE HERRON renpoved his objection to adopt Version N
There being no further objection, Version N was before the
commttee as its working docunent.

2:15:14 PM

REPRESENTATI VE TARR observed that Version N would renove the
requirenment for electronic subm ssion. She posited that this
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requi renent did not seem troubl esone for |arge-sized conpanies.
She recalled that the state previously spent a |arge anmount of
money upgrading and inplenenting DOR s database to (get
everything in one place and understand it better. She asked
what the reasoning was for renoving this requirenent. She
rel ated she does understand possibly delaying a penalty until a
new program has been inplenented and people given an opportunity
to participate, but that [renoving the electronic subm ssion
requi renent] does not seem to be noving in the direction that
t he departnent wanted to go.

M5. MORRI'S expl ained this provision was taken out of the bill at
the recomrendation of Legislative Legal and Research Servi ces,
because Sections 1 and 2 apply to any tax return or report to be
submitted under AS 32, not just returns for mnmning taxes.
However, the bill only amends filing requirenments related to
m ning taxes and there are several other sections of the tax |aw
that should be changed to accommbdate the new electronic filing
requirenments. So, Legislative Legal and Research Services has
advised that a separate bill is needed to address that issue

She offered to provide the | egal nmenorandumto the commttee.

REPRESENTATI VE OLSON asked whet her a separate bill is
forthcom ng.

[ Response to question unclear on audio.]

CO CHAIR TALERI CO advised that all nmenbers will receive a copy
of the | egal menorandum

CO- CHAI R TALERI CO hel d over HB 253.
2:17:55 PM
ADJ OURNVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 2:18 p. m
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