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ACTI ON NARRATI VE

3:30: 09 PM

CHAIR CATHY GQESSEL called the Senate Resources Standing
Commttee neeting to order at 3:30 p.m Present at the call to
order were Senators Stedman, Stoltze, and Chair G essel.

3:31: 02 PM
Confirmati on Hearing
Al aska Gasline Devel opnent Corporation

CHAI R G ESSEL announced the confirmation hearing for Dave Cruz
as a board nenber to the Al aska Gasline Devel opnment Corporation
(AGDC) as the first order of business. She noted that nenbers’
packets had an AGDC fact sheet as well as his application for
appointment. She invited M. Cruz to tell them why he wi shes to
continue serving on the board.
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DAVE CRUZ, President and CEOQ, Cruz Conpanies, Palnmer, Al aska,
said he was born and raised in Alaskan. He has been an industry
person since 1976 when he was fortunate enough to work on the
pi peline right out of high school. H's famly has been here for
al nrost 90 years. He has been a business owner for over thirty
years. Currently he heads up Cruz Conpanies, construction,
marine, and oil field operations in Alaska, North Dakota,
Washi ngton State, and Fort McMurray, Al berta, Canada.

MR CRUZ said he had been on the AGDC Board since its
conception. He has served as a board nenber, the vice chair, the
interim president, and is currently the chairman, and feels the
gas pipeline is essential to the state. Fortunately, he has
never wanted for a job in this state and he wants to pass these
opportunities on to the next generations.

CHAI R G ESSEL asked who the attorney for AGDC is.

MR. CRUZ replied Ken Vassar, who retired at the start of the
year, was the first general counsel. Now John Burns is taking
his place. He had been with AGDC as the board chair and brought
a wealth of experience back to it.

3:33: 56 PM
SENATOR W ELECHOWSEKI j oi ned the conmitt ee.

SENATOR STOLTZE noted that SB 125 had just passed the Senate and
asked if he thought there is a constructive and positive role
for ex-officios on the AGDC board.

MR. CRUZ answered that he had no objection to that. He appl auded
the legislature for <creating AGC and felt it provided an
opportunity for the state to be an equal partner in AKLNG and
if it's the legislature's wish to have two |egislative nenbers
sit on the board, he would not oppose it.

3:35:31 PM
SENATOR COGHI LL j oi ned the neeti ng.

SENATOR W ELECHOWBKI asked if he thought the board is nore of a
techni cal working board or nore of a policy making board.

MR. CRUZ answered that this board is not a rubber stanp board.
Menbers are required to be active where they bring expertise to
the commttee. For instance, he serves as <chair of the
Technology Committee (informally known as the PEC Comittee)
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that deals mainly with Permts, Engineering and Construction
( PEC) .

3:36:27 PM
SENATOR COSTELLO j oi ned the neeti ng.

MR. CRUZ said being on this board is a big commtnent, not just
showi ng up once a nonth.

SENATOR W ELECHOAMSKI  asked if he has experience building
pi pelines or LNG plants, or marketing gas.

MR CRUZ answered, "Yep, I've got a lot of experience." His
conpanies have built pipelines and perfornmed naintenance for
Al yeska Pipeline. He worked on the original TransAl aska Pipeline
(TAPS) and another conpany he controls, Alaska Interstate
Construction, has been on every major North Sl ope pipeline for
the last 30 years. He is past president of Associated Genera
Contractors of Alaska and understands the relationships in the
contracting community and what capabilities Al askan contractors
have. He has worked on large plants and at term nal canps under
contract to Alyeska Pipeline, another maintenance project. He
has had lots of opportunity to interface on this type of
proj ect .

SENATOR W ELECHOWSKI asked if the board is lacking in expertise
in any area.

MR CRUZ said at the initial start of AGDC, they had to bring in
| evel s of expertise to make this corporation "stand up." Today,
AGDC is a running operating machine. So, it's not requiring al
tech guys, because they have gotten past that point. They
successfully delivered the ASAP project to a class 3 estimte
with a 20 percent contingency factor |ast year, and that project
is now on hold. AKLNG is a project that is well-planned and
wel | -funded noving forward. ASAP is just basically being
nmoni tored and adding onto the technical side of AKLNG with cost
saving neasures, permts, and data-sharing. He doesn't need a
whol e bunch of engineers sitting next to himto facilitate this
project now. He needs people with a comercial and |abor
background. The board is well-rounded today and works cohesively
as a group.

3:40: 48 PM

SENATOR STOLTZE remarked that M. Cruz is the one "constant” on
the AGDC Board, and asked now that it has people who are
standing up for Alaskans instead of a bunch of oil executives
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what his take is having served with all the nenbers. Was it
tilted before with views antithetical to the interests of
Al askans?

MR. CRUZ answered at that tinme a great wealth of know edge was
avai lable to deal wth sone |arge-scale pipelines |ike the TAPS.
That was a help at that tinme. They were sincere. He never felt
any menber supported a special interest group. They took an oath
to do what was best for the State of Al aska and that's what they
abi ded by. He could ask any nenber of the current board to do
sonet hi ng, anything, even volunteer, and they will do it. He is
happy with the conposition of both board nenberships. Wen they
started out everything was new and fresh. They set out with an
initial mssion, the ASAP project, and conpleted it. He is very
proud of that endeavor, because he saw a project get built from
a standup to a class three estimate, which is good enough to go
to bond and good enough to go to bid.

CHAI R G ESSEL recogni zed Hugh Short, another ACGDC board nenber
in the audi ence.

3:42:59 PM
SENATOR STEDMAN asked for a couple mnute overview of what is
happening in Al berta, Canada, because it "is very critical to

other things that we do here, and we rarely have the opportunity
to have sonebody who has exposure in Alberta to share with us."

MR. CRUZ said the one thing that is very interesting about Fort
McMurray is that the terrain, the trees, everything is very
simlar to what one can find in WIIlow, Alaska. But the
remarkable thing is that Al berta has 100 conpani es devel oping
its oil sands, not just three or four. "It's the Saudi Arabia of
North Anerica."” Another remarkable thing is that it appears that
when they start talking about a pipeline in Septenber, it's done
by the end of March. The governnent is not getting in the way
there and is actually facilitating these projects.

He explained that some National Geographic pictures were taken
of the earlier oil sands by soneone who is against it. However

the sheens are being cleaned up and the open pit mne is being
reclaimed. It's hard to tell where the mne was. Another thing
is the addition of a next generation of steam assisted |ift
(Steam Assisted Gravity Drainage (SAGD). A pad has 10 verti cal
wells and then right behind it a 45-degree well goes down that
is a steam line. The gas comng off is used to generate enough
steam so the heavy oil can be lifted up. The conpl exes are smal

and have a small pad (a couple acres) with a station on it. A
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ot of the technology is simlar to Al aska's: use of ice roads
and different geotextiles. It's a very positive environnent, so
one sees a |l ot of excitenent going forward.

SENATOR STEDMAN asked what the current econonmic trends are in
Al berta and, maybe in the Dakotas, if he has operations there.

MR. CRUZ answered that Al berta has slowed down quite a bit, but
oil sands investnents are long term a 40 year |ife-span. The
Dakotas are a different environnent. H's conpany went down there
in 2010 because they had slowed down in Alaska, and the first
thing that was apparent was that the Al aska nodel was the
cl eanest and best at working on ice - you can't tell a road was
even there the next year.

However, in North Dakota, it took 80 days to get paid, which
takes too long for his conpany. So, wupon asking one of his
clients what was up he found that it takes him only 60 days to
get oil fromdrilling to production and they wanted a few extra
days to not get thenselves into a cash problem M. Cruz said he
could not believe that the industry had the technical expertise
to do it that fast. Here it takes 10 years, the problens being
permtting and all the other <challenges that all Al aska
construction projects face. Folks in Alaska don't see the
industry, but if they were sitting in D ckinson, North Dakota
they would be looking at five punp jacks out the wi ndow. North
Dakota is down right now, but that type of oil field takes a
flick of a swwtch and it conmes back up, unlike Al aska where you
can't let it go cold.

SENATOR STEDVAN said if North Dakota can do it in 60 days, he
wi shed Al aska could do it in 120 days.

MR. CRUZ added that the permtting agency is different in North
Dakota where one is dealing wwth a rancher or a farm owner who
is usually welcomng you to their property. They have terns and
conditions just like here; you don't make a ness. But getting
the drilling permt in 2010 took seven days, and you could
probably get it faster.

3:51: 00 PM
CHAI R G ESSEL asked how the Al berta governnent is responding to
the | ow price environnent.

MR. CRUZ answered that the national Canadi an governnment changed

and now has the approach that the industry was naking too nuch
nmoney. So, they changed the tax structure, which didn't help

SENATE RES COW TTEE - 6- March 30, 2016



them out at all. And then the Al berta governnent changed al nost
for the sanme and created another huge problem and now there are
sone very good deals on oil field equipnment in Al berta.

CHAI R G ESSEL asked if conpanies are paring down.

MR. CRUZ said yes, substantially, because a very strong market
went away. On a bad year in Alberta they drilled 16,000 wells
and Al aska drilled 70.

SENATOR STOLTZE asked how he conmuni cat es w th t he
adm ni strati on.

MR. CRUZ answered that the State Gasline Team consists of the
AGDC, the Adm nistration, the Department of Natural Resources
(DNR), Departnent of Revenue (DOR), the Departnment of Law (DCL),
and that team has a weekly neeting and is constantly interfacing
on different issues. This project has many noving parts and

oper at es by usi ng a critical pat h schedule wth a
responsi bility, accountability, consulted and infornmed (RAC)
chart. He feels that it is working well. They also have very
good relations in the sponsor neetings in which the heads of
ConocoPhi | I'i ps, ExxonMbil, BP and the governor show up, along

with the deputy commi ssioner and hinself, as well as the AGDC
interimpresident; those are day-long neetings.

SENATOR STOLTZE asked if he hears from anyone with a direct line
to the governor who is not on the board. Does the governor have
a defacto desi gnee?

MR. CRUZ answered no, but he can call the governor up and in a
mnute and he will get back to him Nobody has better access to
the governor than the board chair, the vice chair or the
presi dent .

SENATOR W ELECHOMSKI asked about the |evel of independence the
AGDC has.

3:55: 06 PM

MR CRUZ replied that all the board nenbers and the executive
team take this corporation very seriously. They have a
responsibility to do what is best for Alaska as well as this
| egislature and the adm nistration. "W are not a rubber stanp
board, at all."

SENATOR W ELECHOWEKI asked what their budget is for FY17.
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MR. CRUZ answered that he would have to ook at the nunbers
again, but "I need you guys to make certain that we have this
t hing funded. "

SENATOR W ELECHOWEKI asked what the inpacts would if it is not
fully funded.

MR. CRUZ said AGDC won't be able to conplete its mssion if that
happens. They have a fiduciary responsibility to spend this
noney w sely, be accountable for it, and give results for it.
They understand Al aska's financial condition and they have pared
down. This is a world class project and they cannot pull back on
it.

3:57:21 PM

SENATOR W ELECHOWSKI asked with the downturn in the price of
oil, if our partners are concerned about spending noney on this
project. Should they wait until oil prices rise again or would
that set the project back further?

3:57:40 PM
SENATOR M CCl CHE j oi ned the conmittee.

MR CRUZ said if oil was $100/barrel, every econom st would be
worried about the bottom which hopefully was seen at $26 this
year. To him now is not the tine to cut back on this project,
because a Ilot of planning is still in place. One of the
m | estones AGDC has achieved is having the Corps of ENngineers
404 permt this year for a right-of-way from Prudhoe Bay to
Poi nt MacKenzie, and that's usually one of the things that slows
a project down. AGC has the ability to hand those permts - for
a price - to AKLNG that can facilitate a project. This was able
to happen because the funding continued. If this project is
sl oned down and oil goes to $65 in two years and it starts back
up, the wndow of having first gas in 2022 or 2025 wll be
m ssed.

MR. CRUZ sai d:

| firmMy believe that we need to keep working
diligently on this project and keep it funded. W wl|
do our level best to be accountable for this noney and
we are accurate on our budgets and continue to be able
to answer these tough questions. But unless you are
ready to go the world will pass you by....
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SENATOR W ELECHOAMBKI said some |legislators have expressed
concern about what they perceive as being a |ack of transparency
within AGDC. Is that fair?

MR. CRUZ answered it maybe appears that way, but sonme personne
issues require executive sessions. No action is taken in
executive session. The board is very open and very cognizant
about what reasons exi st for using executive session.

4:01: 01 PM
SENATOR W ELECHOWSKI asked if he is famliar at all with the
Al aska Gasline Port Authority (AGPA).

MR CRUZ answer ed no.

SENATOR W ELECHOWSKI said there has been sonme concern that
Governor WAl ker was putting the "AGPA gang"” back together and
asked if he was concerned that soneone is pushing an agenda that
may not be in the best interests of the AGDC or the state.

MR. CRUZ answered that at no tinme has anyone pushed going back
to AGPA. If this project stalls, deadlines will be m ssed.

SENATOR W ELECHOWSKI asked if he had any thoughts on whether
there should or shouldn't be confidentiality agreenents wthin
AGDC

MR. CRUZ said he has them all and added that AGDC is a quasi-
public private corporation and certain things - comercial or
proprietary - will need to be held confidential.

SENATOR W ELECHOWSKI asked if it was appropriate to hire Rigdon
Boykin and pay himthat salary for his expertise.

MR. CRUZ answered that he nmet with M. Boykin many tinmes and he
was doing his best to get the AKLNG project to nove forward. The
agreenents that were needed anpbngst the partners were stalled
and that is where his efforts were focused. In the end if a
project cones together, he contributed. Only the future can
tell.

4:04:49 PM
CHAI R G ESSEL asked for clarity if AGC is a subdivision of the
executive branch or an independent entity.

MR. CRUZ answered that he believes they are 100 percent an
i ndependent entity.
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CHAI R G ESSEL opened public testinony.

SENATOR M CCI CHE said he has a lot of faith in M. Cuz and is
excited that is he willing to be reappointed.

4:06: 16 PM

CHAIR GESSEL found no further coments and closed public
testinmony. She stated that in accordance with AS 39.05.080 the
Resources Commttee reviewed the following and recommends the
appoi ntment be forwarded to a joint session for consideration:
Al aska Gasline Corporation Board of Directors, Dave Cruz,
Pal mer, appointed 9/13/2013, reappointed 9/14/15. Term expires
9/ 13/ 2020. This does not reflect an intent by any of the nenbers
to vote for or against the confirmation of the individual during
further sessions.

4:06: 59 PM
At ease

SB 205- APPROVAL OF SALE OF ROYALTY O L TO TESCRO

4:07:52 PM
CHAI R G ESSEL announced consideration of SB 205 [version 29-
GS2225\ A was before the committee].

4:08: 09 PM

JIM SHINE, Special Projects Assistant, Departnent of Natural
Resources (DNR), Anchorage, Al aska, presented SB 205. He said it
ratifies a contract for sale of royalty oil from the state to
Tesoro. He explained that essentially, the state can elect
either royalty in kind (RIK) versus royalty in value (RIV).
Taking it in value neans the producer produces, transports and
markets the oil on the state's behalf. In an RIK situation the
state takes possession of the oil and sells it itself.

When electing either a best interest finding nust be nade
according to AS 38.05.182 that also says RIK is the default. But

that still requires a best interest finding. This process was
commenced through a solicitation of interest that went out in
January 2015 to all the in-state refineries to gauge market

interest in purchasing royalty oil.

MR. SHINE said that the state receives all royalties as RV now.
That is kind of an anomaly as the state has historically, back
to 1979, sold RIK to in-state producers, starting with Mpco,
WIllians, Petro Star, Flint Hlls, and Tesoro. Today, because
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the contract with Tesoro termnated on January 31, 2016, the
state is taking all of its North Slope royalties in val ue.

He explained that a best interest finding needs to be made that
taking RRK is in the state's best interest, and as part of that
it is directed per statute to sell it by conpetitive bid unless
there is no adequate conpetition. The departnent received
responses from BP and ConocoPhillips, which have North Slope
topping plants for in-field use. Their response was that they
woul d take volunmes, but they weren't interested in processing
them in-state. Flint Hlls responded that they weren't taking
vol unes, because they had closed their doors in June 2014.
Tesoro and Petro Star both responded with a wllingness to
purchase RIK barrels. Tesoro agreed to the state's price terns
in the solicitation and Petro Star responded that they would
like to purchase barrels, but at a different pricing nmechanism
that was not as advantageous to the state and not in line with
the solicitation.

At that time the conm ssioner made a determination that there
was not adequate conpetition based on the pricing responses and
proceeded wth a non-conpetitive negotiated contract wth
Tesoro

4:11: 34 PM
MR. SHINE said the decision criteria in AS 38.05.183 direct the
comm ssioner in selling royalty oil to provide the nmaxinmm

benefit to the citizens of the state. Sone of the criteria
i nclude the cash value offered (price terns), the effect on the
econony, the benefits of refining and providing those products
in-state, and eight other criteria listed in AS 38.06.070, which
are reviewed by the Royalty Board.

He explained that they issued the prelimnary best interest
finding on February 3, 2016; attached to that as an exhibit was
the proposed contract with Tesoro that was out for a 30-day
public coment period. During that tinme they received public
corments from Petro Star and its parent corporation, ASRC, and
those were addressed in the proposed final contract that is
before the legislature today. That contract was submtted to the
Royalty Board and it was unani nously approved wth a
recommendation of ratification by the |egislature.

4:12: 47 PM

The Royalty O and Gas Devel opnent Advi sory Board, known as the
Royal ty Board, under AS 38.06.070(a), also reviewed the contract
under the follow ng decision criteria:
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-revenue needs of the state

-projected | ocal regional needs for the products

-desirability of capi tal i nvest ment in |ocal secondary
devel opnent

-soci al inpacts

-projected additional costs and responsibilities put on the
state

-addi ti onal criteria include the -existence of |abor and
consunption markets, pot enti al envi ronnent al positive and
negative inpacts, and projected proposed transaction upon
comerci al enterprises.

The Royalty Board after considering the contract in line wth
these criteria did unaninously approve the contract, he said.

4:13:40 PM

MR SHINE explained that the actual contract before the
| egislature is a five year contract for sale of 20-25,000
barrels of royalty oil per day. Tesoro takes possession of those
at the Valdez Marine Terminal and then barges them over to the
Tesoro N ki ski refinery.

He discussed the fornmula used to determne the RIK versus RV
val uati on nethodology: in the RIV world the producers' netback
when they transport from the Valdez Marine Ternminal to the West
Coast a marine transportation deduction is netted back off of
the final (ANS) sales prices. In an R K situation the state
doesn't have that marine transportation because it's not being
sent from Valdez down to the West Coast. So, you essentially
start with the U S. Wst Coast average and then deduct the $1.95
RIK differential, which is nmeant to represent the value of the
price of oil sold in-state.

Another provision is if they don't nomnate oil for three
consecutive nonths, the contract will term nate.

SENATOR W ELECHOWBKI asked himto explain the $1.95 figure.

MR. SHINE said basically the Commercial Section of the D vision
of Ol and GAs uses the $1.95 R K differential in the |ast
Tesoro contract to reflect the in-state price of a barrel of
oil.

4:15:51 PM

ALEX NOUVAKHOV, Commrercial Mnager* Division of Ol and Gas*
Department of Natural Resources (DNR)* explained that the
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pricing formula assunmes Wst Coast price for ANS as a basis and
then there are deductions fromthat to arrive at the price which
the state receives. The deductions include things like tariffs
for the TAPS and relevant upstream pi pelines, qual ity
adjustnments based on the quality of the crude, and in cases of
RIV pricing a marine transportation cost deduction.

In RIK pricing, an RIK differential is used instead of that
marine transportation cost deduct i on. I t is a location
differential which mmcs and reflects the private transactions
which occur for ANS within Alaska (wthout transporting the
crude to the U S. Wst Coast).

MR. SHINE said the equation for RIK was on slide 9 as foll ows:

ANS Spot Price - $1.95 — Tariff Allowance +/- Quality
Bank Adjustnents — Line Loss 9

*ANS Spot Price = Average U S. West Coast Price for
Al aska North Slope oil (reported by industry trade
publications Platts and Reuters)

*$1.95 RIK Differenti al

eDestination value mnus narine costs so RRK > RI V.
eTariff Allowance = TAPS and Pipelines upstream of PS-
1.

eQuality Bank Adjustnments = as reported by TAPS
Qual ity Bank Admi ni strator.

eLine Loss (loss of volunme between PS1 and the VMI).

SENATOR W ELECHOWSKI said he was still trying to figure out
$1.95 and asked if the $3.70 is the current deduction for
shipping from Valdez to the West Coast. Does the $1.95 represent
the in-state transportation cost?

MR. SHINE responded that the $3.30-$3.70 per barrel is the
average of marine transportation deductions right now as
reported by Departnment of Revenue (DOR). It is the cost to ship
a barrel of oil from Valdez to the destination (nostly the U S
West Coast). He didn't know how to further clarify the $1.95
other than it is the deduction to represent the value of the
price of a barrel of oil sold within the state in a private
transacti on.

4:20: 38 PM

SENATOR W ELECHOWSKI said he still wanted further clarification.
He asked, "Because they don't have to ship it down there, why
are we allow ng a $1.95?"
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4:21:06 PM

MR. NOUVAKHOV answered that the $1.95 is a location differentia
that reflects the narket dynami cs. Even though the crude does
not |eave the state, transactions between private buyers and
sellers still have a location differential that is determ ned by
supply and demand. It is not a transportation deduction of any
sort. The best interest finding had a table from the Departnent
of Revenue that showed the location differential between private
transactions at various locations within the state.

CHAI R G ESSEL asked what page the best interest finding table
that he was referring to was on

MR. NOUVAKHOV answered that table 1 on page 11 shows the past
| ocation differentials. That table shows historic |[|ocation
differentials between private sales of crude ranged from $1. 34-
$2.12.

4:24:57 PM
SENATOR W ELECHOWBKI asked how nuch the state |oses for every
penny of differential.

MR. NOUVAKHOV answered that he didn't have that nunber here, but
he could calculate the inpacts penny by penny on a barrel and
get it to him

SENATOR W ELECHOWBKI asked the rationale behind going from $1. 65
to $1.95. "Has the market adjusted that nuch?"

MR. NOUVAKHOV answered the last two contracts they had were with
Flint Hills and Tesoro. The Flint Hlls contract had $2.15 and
Tesoro (which expired in January 2016) had $1.95 for a
differential. So, the $1.95 in the current proposal is in line
with the past contract with Tesoro and a little better than the
contract which was in place with Flint HIlls, and it is within
the range of location differentials for private contracts in the
st at e.

SENATOR STOLTZE renarked that this is a take it or |leave it
provision and it is not anendabl e.

4:27:41 PM
SENATOR M CCI CHE asked if he understood that this $1.95 is an
assunption that if BP purchased the same quantity from

ExxonMobi| that the location differential would be very simlar.
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MR. NOUWAKHOV answered that it is not an assunption. This DOR
figure is based on actual contracts which they have access to
between private parties, but the information it forecasts for a
future year is an assunption

SENATOR M CCICHE said that illustrates his point that Tesoro is
not getting a special deal. In fact, in their 2014 contract they
had less of a deduction than Flint Hlls. He assumed when the
Flint HIlls contract was witten that the current going price
for location differential between private parties was sonewhere
around $2. 15.

MR. NOUVAKHOV said that was correct; in 2013 it was $2.12.

SENATOR COGHILL said it's inportant to understand how you arrive
at this, but it looks like the state was about to sw tch between
RIK and RIV much nore rapidly than under this contract. "Is that
the reason for this nunber being so critical at this point?"

MR. SHINE responded that the $1.95 is not a transportation
deduction. Market factors determine that |ocation differential
The $1.95 is a fixed price over the life of the five-year
contract. The delta between the $1.95 location differential and
the marine transportation deduction that they would otherw se be
incurring in an RIV situation is approximtely $1.50-%$1.75 per
barrel. Over the life of this contract that difference equates
to $45-56 million nore to the state over RIV. "If we elect RK
we have to at | east be equal to or greater than RIV."

4:31: 00 PM

SENATOR STOLTZE asked himto coment about the supply of asphalt
that is such a critical part of Alaska's building industry-
whi ch plant can provide it and where they are | ocat ed.

MR SHINE said he wasn't an expert on asphalt or the
construction industry, but representatives from Tesoro could
better answer that.

SENATOR STOLTZE said he was interested in other suppliers
besides Tesoro and in having a nore economcal distribution.
"Was that discussed by the Governor's team and did that enter
into the best findings?"

MR. SHINE replied selling royalty oil to in-state refineries -
Tesoro, Petro Star, and Flint Hlls, - historically provides a
certain security of supply as their feed stock for producing
those products that are used within the state.
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4:32:44 PM

CORRI FEIGE, Director, Dvision of Gl and Gas, Departnent of
Nat ural Resources (DNR), Anchorage, Al aska, added that asphalt
and the sale of asphalt was not necessarily a part of the best
interest finding discussion or the negotiation of the R K
contract, because the contract itself deals with the sale of the
ANS crude. Wat the refiner chooses to use that crude for and
what derivative products cones off of that is not a function of
the best interest finding. Tesoro can speak to the refined
products that they put out. It was part of the discussion at one
point with Petro Star that they, too, were also |ooking at
devel oping an asphalt plant. But the division does not have
access to that information.

SENATOR STOLTZE said a decision |like this that affects
availability should have nore departnents involved; naybe the
comi ssi oner of DOTPF shoul d have been consulted. It is a gap in
the process that can exponentially increase the cost of state
projects and | ocal |l y-funded projects.

CHAIR G ESSEL said that the commttee has a contract before them
versus m cronmanagi ng a project.

SENATOR M CCICHE said he was interested in RIK contract terns
for enploynent of Al aska residents and no discrimnation against
Al aska conpanies and residents. Does Tesoro neet t hat
requirenent ?

4:36: 09 PM

MR. SHINE replied that the nost recent RIK contracts use pretty
standard ternms. The "commercially reasonable efforts” mneans a
reasonabl eness standard of diligence, because requiring the in-
state use of products has constitutional issues. A Suprene Court
case dealing with limting the processing of forest products to
those used in-state was found unconstitutional based on the
Dorman Conmerce Clause. As with any contract, they absolutely
encourage enploynent of Alaskans and | ocal hire. Tesoro
currently enploys 210 local Al askans bringing $127 mllion to
the econony annually. They neet that mandate and there are no
indications that will ever change.

SENATOR M CCl CHE sai d that works for him
MR. SHI NE said should Tesoro fall below a certain credit rating

(BBB-), then they would be required to supply a letter of credit
equal to the value of 90 days of oil delivery (slide 8). It
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protects the state in the event that credit ratings fall below a
certain level, which has not been the case over the last two
years.

4:38:21 PM
SENATOR M CCICHE asked the simlarities between this contract
and the previous two contracts.

MR SHINE replied that the only major difference really is in
the RIK differential. It was $2.15 for Flint Hlls in 2014, but
the valuation has been identical in the last tw years of
contracts with Tesoro for purchase of royalty barrels. The other
difference would be in volunme of barrels that are under
contract. The 2014 Flint Hlls contract had a nom nati on w ndow
of 18, 000-30,000 barrels per day. Wen they closed their doors
in 2014, that contract term nated.

SENATOR M CCICHE said that says to him that the departnent is
largely allowed to do their jobs on contractual arrangenents,
and the Parnell contract is essentially identical to the Wl ker
contract, although there may be tougher questions depending on
which adm nistration you support the nost. Realistically the
contract is independent and very simlar to others in nature.

MR. SHI NE said that was correct. He said slide 10 highlights the
point he nmade earlier that the value this contract brings to the
state of an estimted $45-56 mnmillion nore over the next five
years than it would otherw se receive for royalty in val ue.

4:40: 38 PM
SENATOR M CCICHE asked if he is saying there is nore potenti al
profit for purchasing the state's oil in RV rather than an R K

sal e such as this.

MR. SHI NE answered the RIV purchaser would be soneone on the
West Coast, although he didn't foll ow the question.

SENATOR M CCICHE restated if you add $45 nmillion nore value to
the state in RIK, then one would think this is nore profitable
to the state and RIV would be nore profitable to the other
purchasers (because the state would | ose $45-56 mllion).

MR SHINE said that was correct. The delta between the $1.95
| ocation differential and the approximate $3.50 narine
transportation deduction in an RIV situation is where the state
realizes the nobst economc benefit in this contract over RV,
and that nunmber equates to $45-$56 million.
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He said slide 11 tal ks about additional royalty oil sales. The
state will nomnate up to 95 percent of its available royalty
barrels for sale and is in current negotiations with Petro Star
to provide royalty oil to them over the next five years. Those
contracts will termnate about the same tine as this Tesoro
contract. The state has contracts with Tesoro and Petro Star
right now and 95 percent of its volunmes are nomnated. They
actually have nore additional barrels than was predicted and
those will be offered for sale on an equal basis to both
contracting parties.

4:42: 56 PM
MR. SHI NE said Petro Star had raised a couple of issues in their
public conments to the proposed contract. Those fall into two

buckets: the first being the Iength of the contract wth Tesoro.
The initial contract was for five years wth the option to
extend for five years. That would have to be anong nutual
consent of the parties and it would conme back to the |egislature
for ratification. That provision has since been struck. The
contract before them for ratification is a stand-alone, five-
year contract.

Anot her concern that was addressed was with respect to a pro-
ration preference to Tesoro in exchange for nomnating a little
| ess volunme, so nore could be provided to Petro Star. But after

consideration and receiving that comrent, the pro-ration
preference was also struck. So, it's status quo if the state has
its royalty barrels wunder contract. |If there is a field

mai nt enance or a downturn in production and that state doesn't
have enough barrels to neet contractual obligations, then all
the royalty purchasers are pro-rated proportionate to their
share.

4:44. 14 PM
SENATOR W ELECHOWSKI asked himto tal k about the other bids they
recei ved.

MR. SHINE answered that the departnent sent a solicitation of
interest to five refineries within the state - Flint HIls,
Petro Star, Tesoro, BP, and ConocoPhillips - and got responses
from BP and ConocoPhillips, which have North Slope topping
plants for in-field use, indicating wllingness to purchase
barrels, but they were not planning on refining them within the
state. They were going to be added to export shipnents. The
response from Flint Hlls was that they were not interested in
pur chasi ng, because they were no |onger operating. The response

SENATE RES COW TTEE - 18- March 30, 2016



fromPetro Star indicated that they were willing to enter into a
non-conpetitive, negotiated process for a pricing nechani smthat
was not the same as provided in the solicitation of interest,
whereas Tesoro responded affirmatively, indicating a wllingness
to participate in a conpetitive bid or an informal negotiated
process and net the price termsolicitation.

SENATOR W ELECHOWSKI asked i f the bids from BP and
ConocoPhil i ps woul d have resulted in nore profit to the state.

MR  SHINE answered that the price is just one of the
considerations the conmm ssioner has to review in making a best
interest finding. They probably agreed with the price term of
$1.95, but they were not going to refine within the state and
export it. Wwen all of the criteria in AS 38.05.183 is
considered, the state would receive nore value in selling its
RIK to an in-state refiner that would provide those products to
| ocal markets.

MR, NOUVAKHOV added their discussions with BP and ConocoPhilli ps
did not go into the pricing as nmuch. They nade indications that
they would be potentially interested in bidding for the crude,
but they wouldn't be able to neet in-state refining conditions.
Gven the statute which requires the state to make a best
interest finding for any export of crude - crude that is in
excess to the in-state demand - they couldn't reach that
t hreshol d, because indications Petro Star and Tesoro conbi ned
cane to a different that RIK that was available. So, the state
couldn't very well make a best interest finding that it had
excess crude to sell for export.

SENATOR W ELECHOWNSKI asked if they did a financial analysis on
providing the oil to BP and ConocoPhillips would the state get a
production tax on that and was that added val ue factored in.

MR.  NOUVAKHOV answered that this is royalty oil and it would
make no difference for production tax to whom they are selling
it (Tesoro, petro Star or back to a producer). The fiscal
aspects of the sale would not be different. So, in terns of a
mar gi nal economc inpact there is no difference who the buyer
is.

CHAI R G ESSEL noted that Tesoro was in the room for questions.

4:49:17 PM
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SENATOR STOLTZE asked M. Shine when he | ooked at royalty prices
if he looked at any issues of notor fuel price collusion and
affordability.

MR SHINE replied that is not a criteria that is expressly
provided in the statute that the conmm ssioner consider. They
|l ook at what refined products will be delivered and used in
state, but the actual price of fuel is very far renoved fromthe
actual sale of feedstock to the refineries.

A nunber of factors influence the sale of gasoline in the state.
The Seattle oil price information service (OPIS) price plus a
smal | percentage differential is typically what sets the market
rate for gasoline prices within the state. So, between the state
selling RIK to Petro Star or Tesoro and what sonebody pays at
the punp there are a nunber of transaction and transportation
costs that get added to that, as well as capital costs,
enpl oyment and overhead. The price of gasoline is not considered
in selling the state's RIK They |ook to maximze the benefit of
the resources to the citizens of the state.

MR. SHINE said that asphalt is not an express consideration, but
this went out to public comment for 30 days and before the
Royalty Board in a very transparent process and they didn't
receive any coments suggesting that they consider the asphalt
i ndustry in the determ nation.

SENATOR STOLTZE asked if the asphalt production issue was ever
brought up other than the coment peri od.

MR. SH NE answered no, to his know edge, but Director Feige
mentioned that the issue has cone up in the context of Petro
Star maybe making inprovenents at their refinery to nmake asphalt
nore available within the state.

4:51:45 PM

SENATOR STOLTZE said that has come up in the process, but not
formally in the comment peri od.

MR. SHI NE r esponded yes.

CHAIR G ESSEL asked Ms. Feige who took that over producing
asphalt when Flint Hlls stopped.

M5. FEI GE responded that she did not know if it was assunmed by
anot her operator, but she thought not.
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MR. NOUVAKHOV answered that he didn't know that anyone took that
over, but they had discussion with Petro Star about future
pl ants.

CHAIR G ESSEL invited Tesoro to the table.

4:53:41 PM

MATT G LL, Senior Manager, External Affairs, Tesoro Al aska,
supported SB 205. He said Tesoro Corporation is currently a
Fortune 100 conpany; it is an independent refiner and narketer
of petroleum products. Tesoro's refining operation started in
Alaska with purchase of its Kenai Refinery in 1969. The Kena

Refinery has an operational capacity of up to 72,000 barrels per
day. It's primarily focused on jet and diesel production
foll owed by gasoline and gasoline blend stocks, heating oil,
heavy oils, propane and asphalt. They operate a 68-mle common
carrier products pipeline that transports jet fuel, gasoline,
diesel fuel to the Port of Anchorage and the Anchorage
International Airport. The whol esale delivery of their products
occurs through their termnals in Kenai, Anchorage, the Ni kisk

Dock, and the Port of Anchorage.

In addition to being the |argest taxpayer in the Kenai Borough

Tesoro provides over 225 in-state, famly-wage jobs at the
refinery and termnals along with about 30 fulltime contractors
that are working in and around the refinery year-round. They are
a major supporter of the Cook Inlet Regional Citizens Advisory
Council (CIRCAC) as well as the largest nenber of Cook Inlet
Spill Prevention and Response Team ( Cl SPRT).

They actively support a wi de range of events and prograns across
the state. In 2015 they gave over $300,000 in grants from the
Tesoro Foundation and their intention is to beat that nunber in
2016. Each year they sponsor all the 5th and 6th grade classes
on the Kenai Peninsula to conduct a mission at the Kenai
Chal | enger Learning Center. They are the signature sponsor of
the Caring for the Kenai Program as well as the founding sponsor
of the Al aska Business Woek, a statew de business program that
gets put on each summer.

MR QGQLL said this legislation is the result of over a year of
di al ogue and productive negotiations between Departnent of
Natural Resources (DNR) and Tesoro Corporation and by al

accounts, they are very inpressed with the state's ability to
understand their issues and with their ability to cone to a
nmutual Iy beneficial agreenment that is win/win for the state and
Tesoro as well as accomobdating to the other in-state refiners.
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Their estimates indicate that the state will continue to receive
a price for its royalty in kind oil that exceeds the price it
would receive if it elected to keep its royalty oil in value
The estimated additional revenues is $45-56 million for the span
of the contract. For Tesoro, this five-year contract wll
provide a stable supply of ANS crude while also giving themthe
volunetric flexibility to hel p acconmopdate seasonal fluctuations
in demand for their refined products.

MR GLL said the availability, flexibility, and stability that
this contract offers has a positive inpact on their ability to
mai ntain their ongoing operations at the Kenai Refinery. 1In
order to accommodate the needs of the other in-state refiners,
Tesoro and the state nodified this contract to reduce the
volunes as well as elimnate a pro-ration clause and the five-
year extension option. Tesoro believes in Alaska's future and is
committed to being an active corporate citizen and | ooks forward
to continuing to provide Alaskans with clean burning fuels and
successfully running their refinery for perhaps another 47
years.

CHAI R G ESSEL asked who shoul d be asked the asphalt question.
MR. G LL answered that would best be directed to Canmeron Hunt.

4:58:19 PM

CAMERON HUNT, Vice President and Manager, Kenai Refinery, Tesoro
Al aska, said that Tesoro has picked up all of the asphalt vol une
for Southcentral and the Fairbanks area demand with the closing
of Flint Hlls. This last summer they produced 430,000 barrels
and are investing in inprovenents to their |oading rack to speed
up asphalt Jloading at the N kiski Refinery. Through press
rel eases they have found that Petro Star is also building
capacity to supply asphalt fromtheir North Pole refinery.

SENATOR M CCI CHE asked the percentage of Alaska hire at the
Kenai Refinery.

MR. HUNT answered that he didn't have a percent for Al askan
hire. They are unable to find in-market for certain specialty
educati onal backgrounds such as chem cal engineers. He can say
that 100 percent of their refinery enployees do live in the
state, which the North Slope conpanies can't necessarily claim
Whenever it's possible to hire locally, they do so especially in
their operations workforce, especially nechanics, carpenters,
and electricians, and they were even able to hire several Flint
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Hlls enployees after it closed and relocate them down to the
Kenai .

CHAI R G ESSEL opened public testinony, and finding no coments,
closed it.

SENATOR COSTELLO noved to report SB 205, version 29-GS2225\A,
from conmttee wth individual recomendations and attached
fiscal note(s). There were no objections and it was so ordered.

5:02: 21 PM

Finding no further business to cone before the cormmittee, Chair
G essel adjourned the Senate Resources Conmmittee neeting at 5:02
p. m
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