SENATE FI NANCE COWM TTEE
April 8, 2016
9:06 a. m

9: 06: 33 AM

CALL TO ORDER

Co-Chair MacKinnon called the Senate Finance Committee
nmeeting to order at 9:06 a.m

VEMBERS PRESENT

Senat or Anna MacKi nnon, Co-Chair
Senator Pete Kelly, Co-Chair
Senator Peter M cciche, Vice-Chair
Senator Cick Bishop

Senat or M ke Dunl eavy

Senat or Lyman Hof f man

VEMBERS ABSENT

Senat or Donny O son

ALSO PRESENT

Jim Shine, Special Project Assistant, Ofice of the
Comm ssi oner, Departnment of Natural Resources; Mttt G|,
External Affairs Senior Manager, Tesoro Al aska.

SUWARY

SB 205 APPROVAL OF SALE OF ROYALTY O L TO TESCRO
SB 205 was HEARD and HELD in conmittee for
further consideration.

HB 373 APPROVAL OF SALE OF ROYALTY O L TO TESCRO
HB 373 was HEARD and HELD in conmittee for
further consideration.

#sb205

#hb373

SENATE BI LL NO. 205




"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."

HOUSE BILL NO. 373

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

Co- Chai r MacKi nnon di scussed housekeepi ng.

9:07:01 AM

JI'M SHI NE, SPECI AL PRQIECT ASSI STANT, OFFICE OF THE
COW SSI ONER, DEPARTMENT OF NATURAL RESOURCES, di scussed
SB 205, and HB 373, which were identical bills that would
ratify the contract that had been negotiated between the
departnment and Tesoro for the sale of royalty oil.

9:08: 07 AM

M. Shine discussed the presentation, "Proposed Sale of the
State's Royalty QI to Tesoro: SB 205/HB 373." (copy on
file). He showed Slide 2, "Royalty In-Kind versus Royalty
I n- Val ue":

e« The State has a choice to take its royalty in-
kind (RIK) or in-value (RIV)

« Wien the State takes its royalty as RV, the
| essees who produce the oil also market the
State’s share along with their own production and
pays the State the value of its royalty share.

* Wien SCA takes its royalty share as R K the SOA
assumes ownership of the oil, and the DNR
Comm ssioner disposes of it through the sale
procedures prescribed by AS 38. 05. 183.

e Currently, the SOA receives all royalties as RV,
hi storically, the SOA has regularly taken
royalties as R K

M. Shine noted that cone of the contract negotiations
dated back to 1979.

9:09:13 AM
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M. Shine displayed Slide 3, "Non-Conpetitive R K Sale
Process":

» Before taking RIK, the DNR Comm ssioner mnust find
it isinthe State’'s best interest.

* DNR nust decide whether to sell RIK pursuant to a
conpetitive auction or a non- conpetitive,
negoti ated sal e.

e Solicitation of Interest issued January 2015 to
prospective purchasers to gauge market interest.
 DNR determned that there was not conpetition
allowng for a conpetitive sale, and proposes to
enter into the negotiated 5-year contract wth

Tesoro

M. Shi ne el abor at ed t hat British Pet r ol eum and
ConocoPhillips had topping plants on the North Slope for
infield use, letters had also been sent to Flint Hlls,
Tesoro, and Petro Star. Response had been weak, which |ed
to the determnation to enter the contract with Tesoro.

9:10:46 AM

VE . Shi ne discussed Slide 4, "Conmi ssioner’s Deci sion
Criteria":

AS 38.05.183(e) states that the comm ssioner nust sell
the State’'s royalty oil to the buyer who offers

“maxi mum benefits to the citizens of the state.” In
making this determnation, the conm ssioner nust
consi der:

1. The cash value offered

2. The projected effects of the sale on the econony
of the state

3. The projected benefits of refining or processing
the oil in state

4. The ability of the prospective buyer to provide
refined products for distribution and sale in the
state wth price or supply benefits to the
citizens of the state

5. The eight criteria listed in AS 38.06.070(a), as
revi ewed by the Royalty Board

9:11:14 AM

M. Shine spoke to Slide 5, "Approval Process for the R K
Sal e":
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* DNR nmust make a Best Interest Finding (BIF) in

support of the sale
o Prelimnary BIF issued February 2016; final
BIF i ssued in March 2016

* DNR presented the sale to the Royalty Board on
March 15, 2016; the Board reviewed the BIF and
the contract, and unaninmously voted to recomrend
the Legi slature approve the sale to Tesoro.

 Prior to finalizing the R K contract, t he
Legislature must pass a bill ratifying the
contract wwth Tesoro (HB 373; SB 205).

9:12: 22 AM

M. Shine showed Slide 6, "Royalty Board s Decision
Criteria":

AS 38.06.070(a) states that the Al aska Royalty Gl and
Gas Devel opnment Advi sory Board must consi der:
1. The revenue needs and projected fiscal condition
of the state;
2. The existence and extent of present and projected

| ocal and regional needs for oil and gas
products;

3. The desirability of localized capital investnent,
i ncreased payroll, secondary devel opnent and

ot her possible effects of the sale;

4. The projected social inpacts of the transaction;
and

5. The proj ect ed addi ti onal costs and
responsibilities which could be inposed upon the
state and affected political subdivisions by
devel opment related to the transactions.

9:13: 08 AM

M. Shine discussed Slide 7, "Royalty Board' s Decision
Criteria Cont.":

AS 38.06.070(a) states that the Al aska Royalty Gl and
Gas Devel opnent Advi sory Board must consi der:

6. The exi stence of specific |local or regional |abor
or consunption markets or both which should be
met by the transaction;

7. The projected positive or negative environnmenta
effects related to the transactions; and
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8. The projected effects of the proposed transaction
upon existing private conmercial enterprise and
patters of investnent.

M. Shine stated that after consideration of the criteria a
report had been prepared that discussed the criteria and
recommended approval, as well as a resolution that
recommended the ratification of the contract (copy on
file).

9:13:38 AM

M. Shine turned to Slide 8, "Tesoro RIK Contract Terns":

e 5 year contract for 20,000 to 25,000 barrels per
day.

 The RIK sales price uses a netback forrmula and
provi des hi gher revenue to State conpared to RIV.

o |f Tesoro nom nat es Zero barrel s f or 3
consecutive nonths, the contract termn nates.

9:14: 35 AM

Senator Dunleavy wunderstood that if the contract were
termnated the state would revert back to RIV.

M. Shine answered in the affirmati ve.

9:14:59 AM

M. Shine continued discussing Slide 8:

e Security: Tesoro shall provide a letter of
opinion from a financial analyst or a stand-by
letter of credit equal in value to 90 days of ANS
royalty oil (if rating falls below BBB- and

Baa3) .
e In-state processing: Tesoro to use “comrercially
r easonabl e efforts” to manuf act ur e refined

products fromthe ANS royalty oil.

* Enpl oynent of Alaska residents: no discrimnation
agai nst AK conpani es and residents.

9:16: 02 AM

M. Shine discussed Slide 9, "RIK Contract Price":
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ANS Spot Price - $1.95 — Tariff Allowance +/- Quality
Bank Adj ustnments — Line Loss

* ANS Spot Price = Average US West Coast Price for
Alaska North Slope oil (reported by industry
trade publications Platts and Reuters)

e $1.95 RIK Differential Destination value mnus
mari ne costs so RIK > RIV.

e Tariff Allowance = TAPS and Pipelines upstream of
PS- 1.

e Quality Bank Adjustnments = as reported by TAPS
Qual ity Bank Admi nistrator.

e Line Loss (loss of volume between PS1 and the
VM) .

9:16: 57 AM

M. Shine spoke to Slide 10, "Contract is in the State's
Best Interest”:

 DNR estimates the State will receive $45 to $56
mllion in additional revenue over taking RIV.

* Producers deduct around $3.30 to $3.70 from the
west coast value as a “transportation deduction”
inarriving at the price for R V.

e The proposed Tesoro contract wll deduct only
$1.95 as a “location differential” from the west
coast ANS val ue.

* The proposed sale provides crude to Tesoro’s
refinery at N kiski with associated economc and
soci al benefits to Al aska’s econony:

o Tesoro enpl oys approxi mately 210 Al askans

0 Tesoro produces 59,000 bpd refined products
at its N kiski refinery

o Tesoro refinery's estimated contribution to
the local econony is $127mm

9:19:12 AM

M. Shine displayed Slide 11, "Additional Royalty Gl
Sal es":

* Additional royalty oil volumes are available for
the other in-state refiner, Petro Star; helping
mai ntai n a conpetitive in-state refining
i ndustry.
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* DNR is currently negotiating sales wth Petro
Star of remaining royalty oil under simlar
contractual terns.

e The proposed Tesoro contract and forthcom ng
Petro Star contract wll allow for additional
sale oil nomnations to maximze royalty oi
sales if the State has nore royalty oil than is
currently forecasted.

M. Shine confirnmed that the provision had been added after
the public coment period; the issues that had been raised
were the length of the contract and the pro-rationed
preference that had been provided to Tesoro through
commercial negotiations. He said that the pro-rationed
preference neant that if the state had a nunber of royalty
purchasers, and |ess volunmes avail able than the contractual
obligation called for, conpanied would be prorated down
according to their percentage of royalty purchase. He
stated that in 2015, during the course of the negotiations,
Petro Star had approached the departnent and had indicated
a wllingness to purchase on established price terns; in an
effort to make nore volunes available for Petro Star to
purchase, Tesoro reduced their maxi mum volunes from 30, 000
to 25,000/ barrels per day. He furthered that in exchange,
the state had provided a pro-ration preference, which would
have allowed them to be the last purchaser of royalties to
be prorated in the event that the sale occurred. He said
that after internal discussions the provision had been
struck fromthe contract, |leaving the status quo to renmain.

9:21:40 AM

Co- Chair MacKinnon asked whether a Petro Star contract
woul d necessitate a separate piece of |egislation.

M. Shine answered in the affirmative. He explained that
there were two separate contracts under discussion wth
Petro Star that would give the conpany 5 years of royalty
purchases: a 1-year contract that would conmmence in mddle
to late August of 2016, and a 4-year contract that would
cormmence after the l1l-year ternminated. Both the Petro Star
and the Tesoro contracts would term nate in 2021.

9:22: 38 AM

Senat or Bishop asked about the $45 million to $55 million
increase over the life of the project under the 5 vyear
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contract. He under st ood t hat t he number was t he
differential on the marine shipping between the RIK and the
Rl V.

M. Shine stated that was correct.

9:23:12 AM

Senator Dunleavy asked how extrenme price differentials
woul d i npact the agreenent.

M. Shine stated that the price differentials would bring
nore noney to the state because the barrels woul d be val ued
hi gher, but the actual nethodology would not change. He
said that if the value of oil went up to $100/bbl., the
deductions woul d be taken fromthat val ue.

9:24: 07 AM

Senator Dunl eavy asked whether changes in the per barrel
val uation adjustnments could nake the RIK equal to RV at
t he sane prices.

M. Shine was not aware of all the ramfications of the
price changes, but detailed that the current contract had
been negotiated to give the departnent the confidence that
the contract would bring nore for R K than would have been
received in R V.

9: 25: 20 AM

Senator Hof frman asked whether the state knew the intended
mar ket that Tesoro had for the product under the contract.

M. Shine noted that Tesoro produced a significant anount
of jet fuel, which was shipped via a conmmobn carrier
pipeline to the Anchorage Airport; additionally, diesel and
gasoline were sold to in-state markets.

9:25: 56 AM

Senator Bishop commented that the five-year contract was
the result of the anobunt of production on the North Sl ope.

M. Shine stated that the state had been selling royalty

oil for several years. He added that; historically, the
state had enjoyed the ability to have | onger term contracts
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because there had been nore throughput in taps and nore
volunmes available for sale. He said that when the 2013
contract was negotiated with Flint Hlls, there had been
some concern with having a long-term contract based on set-
volunes and the state's inability to predict the future. He
said that the production forecast and declines that the
contract was based on was only for current production and
did not incorporate projects that had yet to cone online.

9:27:45 AM

Vice-Chair Mcciche asked if the commttee had a chance to
review the docunent, "Final Best Interest Finding and
Determ nation for the Sale of Alaska North Slope Royalty
Ol to Tesoro Refining & Marketing Conpany, LLC, Division
of Gl and Gas Al aska Departnent of Natural Resources March
17, 2016" (copy on file). He thought that it would be very
difficult for RIV to bring nore value to the state than
RIK. He referred to the chart on Page 11 of the docunent,
which showed the marine transportation costs, which he
believed were unlikely to dramatically shift downward. He
read the statenent at the top of Page 5:

...the State sold approximately 95.14 mllion barrels
of royalty oil i n-kind under three different
contracts: the Flint Hills Resources RIK contract from
April 2004 to March 2014 (FHR 2004); the Flint Hlls
Resources RIK contract from April 2014 to My 2014
(FHR 2014); and the current Tesoro RIK contract from
February 2014 to January 2016 (Tesoro 2014). The sale
of those 95.14 mllion barrels in-kind generated about
$106.11 mllion of additional revenue to the State,
whi ch woul d not have been realized had this volune of
royalty oil been taken in val ue.

M. Shine concurred. He noted that Page 11 reflected that
marine transportation costs would increase over the next 5
years.

9:29:10 AM

Co- Chair MacKi nnon asked how many barrels of royalty oil
wer e avail abl e.

M. Shine thought the state had 52 to 55 thousand barrels
per day, but considering the production decline, he thought
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that it could be as low as 36 to 38 thousand barrels per
day by 2021.

Co-Chair MacKi nnon asked whether there was a fornula used
by the state to determ ne using the RIK versus the R V.

M. Shine explained that when the state used RK it did
not nom nate nore than 95 percent of the avail able vol une.
He said that by maintaining and selling sone of the oil in-
val ue, market indicators could help determ ned actual costs
and inure that RIK prices nmet, or exceeded, RIK in future
negoti ati ons.

9:30: 57 AM

Vice-Chair Mcciche referred to the table on page 3 of the
best interest finding docunent. He believed that the state
was | osing value by not increasing the amount of RIK oil.
He wondered whether there was any way to increase the
proportion of RIK vol unes.

M. Shine reiterated that the state was currently
negotiating contracts with Petro Star, which when used in
conbi nati on with t he Tesoro contract, woul d be

approximately 95 percent of the available royalty vol unes.
He added that in an effort to increase and nmaxim ze the
value of royalty oil for the state, the departnment would be
nom nating and selling up to 95 percent of the available
vol unes, over the next 5 years.

9:32: 22 AM

Co- Chair MacKi nnon OPENED public testinony for SB 205 and
HB 373.

9:33:15 AM

MATT G LL, EXTERNAL AFFAI RS SENI OR MANAGER, TESORO ALASKA,
urged the conmttee to support the legislation. He offered
a background of the Tesoro Corporation. He shared that the
conpany's refinery in Kenai had the operational capacity of
up to 72,000 barrels per day of primarily jet and diesel
production followed by gasoline and gasoline bland stocks,
heating oil and heavy fuel oils, and propane and asphalt.
He shared that the corporation operated a 68 mle, comon
carrier products pipeline, which transported jet fuel,
gasoline, and diesel fuel to the Port of Anchorage and the
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Anchorage International Ai rport. He stated that the
whol esal e delivery of products occurred through termnals
in Kenai, Anchorage, N kiski, and the Port of Anchorage. He
relayed that in addition to being the |argest tax payer in
the Kenai Peninsula Borough, the corporation provided 225,
famly wage, in-state jobs at the refinery and term nals.
He added that there were 30, full-time contractors working
in and around the refinery year-round. He expounded on the
many positive ways that the corporation inpacted the state
socially and economically. He relayed that the |egislation
was the product of over a year of dialogue and productive
negoti ati ons between the Departnent of Natural Resources
(DNR) and Tesoro. He expressed appreciation wth the
state's ability to understand the corporation's issues and
arrive at a nutually beneficial agreenent that was a "win -
win" for both parties. He added that DNR estimated that the
state would continue to receive a price for its R K oil
that exceeded the price for RV. He related that the
estimated additional value to the state was between $45 and
$56 million for the span of the contract. The five year
contract would provide Tesoro with a stable supply of ANS
crude, which giving the volunmetric flexibility to help
acconmodat e seasonal fluctuations in demand for refined
products. He furthered that the availability, flexibility,
and stability offered by the contract would have a positive
impact on Tesoro's ability to maintain ongoing operations
at the N kiski refinery. He stated that in order to
accommodate the needs of other in-state refiners, the
contract had been nodified to reduce the volunes, and
elimnate a pro-ration clause and a 5 year extension
period. He offered that Tesoro believed in the future of
Alaska and was commtted to being an active corporate
citizen.

9:37:20 AM

Senat or Hoffrman referred to his previous question regarding
Tesoro markets in the state.

M. GII detailed that the refined jet fuel went primrily
to the Anchorage International Airport, gasoline went into
the Interior markets; Tesoro products generally fed
Anchorage, up to Fairbanks, and along the highway system
He said that the comunities in Southeast and Wstern
Al aska were serviced by other inports from other conpanies.

9:38: 14 AM
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Co- Chai r MacKi nnon CLOSED public testinony.

9: 38: 46 AM
AT EASE

9:39: 32 AM
RECONVENED

Co- Chai r MacKi nnon  di scussed the fiscal not e. She
referenced the second page of the note:

There will be an indeterminate increase in revenues;
the increase is indetermnate due to the uncertainty
in predicting the price of ANS crude.

Co- Chair MacKi nnon wondered which forecast had been used
when determning the potential economc benefit to the
state.

M. Shine explained that the $45 to $56 mllion had been
nmeant to represent the difference between the RV marine
transportation of $3.50 per barrel, and the $1.95 |ocation
differential in an R K contract, over the life of the
contract on 20 to 25 thousand barrels per day of oil. He
said that the nunbers reflected the volunes being sold,
with the approximte $1.50 delta between R K and RV,
excl usive of the price of ANS.

9:42: 00 AM

Vice-Chair Mcciche wondered whether the fiscal note could
reflect a nore defensi ble and conservati ve nunber.

M. Shine stated that the amount on the fiscal note had
been determ ned by DNR

9:42: 33 AM

Co- Chair MacKi nnon commented that the commttee was worKking
to pass only the barest of fiscal notes out of conmttee.
She thought that the indeterm nate note did not reflect the
positive position that the state would be in with the
approval of the contract.

M. Shine added that there would be no negative fiscal

inmpact, and the indetermnate note was not an effort to
reflect any increases in cost to the departnment. He
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stressed that if the commttee wanted a positive fisca
not e he was eager to have t he conver sati on.

9:43: 58 AM

Vice-Chair Mcciche reiterated that the nunbers could be
conservatively estimted. He thought that indeterm nate was
| ess accurate that just using the | owest estimates.

Co-Chair MacKinnon said that the conmttee would work with
Legislative Finance Division to determne historical
reflections of the nunmbers, and whether sonething positive
coul d be put forward.

9:44: 53 AM
AT EASE

9:45: 13 AM
RECONVENED

SB 205 was HEARD and HELD in commttee for further
consi derati on.

SB 373 was HEARD and HELD in commttee for further
consi derati on.

Co- Chai r MacKi nnon di scussed housekeepi ng.
#

ADJ QURNVENT
9:46: 07 AM

The neeting was adjourned at 9:46 a.m
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