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ACTI ON NARRATI VE
1: 03: 41 PM

COCHAIR DAVID TALERICO called the House Resources Standing
Commttee nmeeting to order at 1:03 p.m Representatives Seaton
Josephson, Tarr, Hawker, O son, and Talerico were present at the
call to order

PRESENTATI ON(S):  How LNG Affects Local Mrkets and Marketing
Al aska's CGas

1: 04: 42 PM

CO- CHAI R TALERI CO announced that the only order of business is a
refresher presentation and question and answer session with the
| egi sl ature's natural gas project consultant, enalytica.

1: 04: 58 PM

JANAK MAYER, Partner, Energy Consultant, enalytica, noted he has
advised the conmittee for the last four years - two years of
provi ding advice and testinony on oil taxation and two years on
issues around the gasline and Iliquefied natural gas (LNG
project. \Wen |ast before the commttee on 1/28/15, he and his

partner N kos Tsafos provided a PowerPoint presentation ["Al aska
LNG [ AK LNG: Project Overview and Update"], which is the sane
presentation he has today. This presentation provided an update
on the Alaska LNG Project (AK LNG regarding what needs to
happen this year to keep the project noving forward, addressed
the question of how to best manage a domestic gas narket given
the presence of a large LNG project, and |ooked at options to
consider for how the state disposes of its share of LNG assum ng
it takes the LNG in-Kkind. He explained that today he and M.
Tsafos will focus on the latter two topics.

1: 06: 45 PM

Nl KOS TSAFQCS, Partner, Energy Consultant, enalytica, stated he
has spent 10 years as a consultant to the oil and gas industry,
the majority of that tinme in natural gas hel ping conpanies buy
or sell gas or figure out what is going on in the world.
Turning to slide 5, he addressed enalytica's paper ["Marketing
Al aska's Gas From AK LNG Key |ssues"], explaining enalytica
put the paper together because one prospect envisioned by Senate
Bill 138 [28th Alaska State Legislature] was that the State of
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Al aska would take control/possession of gas and therefore the
state nmust figure out what to do with that gas. This being a
new role for the state, especially in ternms of natural gas,
enalytica has laid out sone ground rules and some ways to think
about how the state mght dispose of this gas. The four
principles listed on slide 5 are a distillation of the |essons
that can be drawn wupon from other sovereigns that have
participated in LNG projects. Those propositions are very, very
big picture itens - the yardsticks through which |egislators can
judge information, agreenents for ratification, and direction
that legislators may wish to convey to the admnistration in
ternms of how the admi nistration should be negotiating agreenents
for the disposition of the state's gas.

1:09: 14 PM

MR. TSAFCS said the first of the four principles, "Focus on
performance over tine," is a w se investnment decision in general
but particularly true in the case of LNG because of the |ong-
term nature of the investnment. Al going well, he said, AK LNG
will be on line for possibly 30 years or longer. The tenptation
over such a long period of time is to check on how the state is
doing on a given day. |In general this is very counterproductive

because lots of things are happening at the sanme tinme, and over
short periods of time the market sonetinmes changes a little bit
and sonetinmes dramatically. A good way to think about this is
to step back at any given point and | ook at how the noney being
made fromthis gas, and the risk being taken, is perform ng over
a period of tine. If one to four years go by and the state
feels it has a bad deal, then yes sonething nust be done. He
cautioned, however, about the state thinking it has a bad dea
and wanting to renegotiate if, for exanple, it discovers that
one country is selling its gas in Japan for $13 and soneone el se

is selling it for $14. If that kind of conversation gets
started, he warned, it can get really counterproductive very
qui ckly; rather, an eye needs to be kept on the ball in the big
pi cture.

1:11:24 PM

MR. TSAFOCS addressed the second principle listed on slide 5,
"Focus on risk not the highest price." The key word is risk,
not price, he said, and definitely not the highest price. Every
seller likes to get the highest price the sane way that a buyer
al ways likes to get the |lowest price. However, there are things
about the LNG market that make it difficult to know what the
hi ghest price is. It is not a very liquid or a very transparent
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mar ket . For exanple, the price of gas in Asia cannot be | ooked
up in the Wall Street Journal in the same way that the price of
oil in international nmarkets or the Lower 48 can be | ooked up.
This second principle is inmportant because many tines a price
may be quoted, but that price is being traded in a conpletely
different market than is another price. An exanple is a |ong-
term contract versus a spot sale; or, put in different terns, it
is the difference between having a five-year renter on a
property versus sonething that can be booked for a weekend. Not
only are prices nontransparent and difficult to understand, the
hi ghest price today may not be the highest price tonorrow due to
the way the pricing system works. This is because the standard
practice in LNG is what he calls an S-curve. 1In a straight-line
relationship, the price of gas is linked to oil - if oil goes
up, gas goes up. An S-curve, however, has a floor and a
ceiling. If the price of oil goes up, the price of gas doesn't
al ways go up at the sane rate. So, if [Alaska's] gas is on an
S-curve, it my be earning a lower price than soneone else,
which [the state] may feel is unfair. But if prices go down,
[the state] w Il be earning a higher price than soneone who
doesn't have a floor and a ceiling, which is why what really
matters is risk; and, related to the first principle,
performance over time, rather than how [the state] is doing at
any given point.

1:14:19 PM

MR. TSAFOS drew attention to the third principle, "Don't
outsource your risk profile." As envisioned by the Heads of
Agreenent (HOA) and Senate Bill 138, he said, the state has
contenplated the option of selling its gas through its partners.
The partners would take the state's gas, sell it, and then push

back to the state whatever the partners get for their gas. That
perfectly legitimate way to sell gas has pros and cons. A pro
is that these conpanies really know what they're doing. A con
is that [the state] wultimately would be adopting the risk
tol erance of the other conpanies. As an exanple he posed a
scenario in which he has soneone at a hedge fund invest his
savings for him \Wile the hedge fund person knows the market,
t he hedge fund person is probably willing to take risks that he
is not willing to take with his savings. He said his point is
not that the state shouldn't sell its gas to its partners, but
rather that the state should assess the offer to sell gas based
on what it does for the state's risk tolerance. Just because it
wor ks for Exxon, BP, or Conoco doesn't nean it works for the
state. That doesn't nean that if it works for them it doesn't
work for the state, it could work for the state, but that is the
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base upon which to evaluate any offers that these conpanies wll
make to market the state's gas together with their gas.

1:16: 34 PM

MR. TSAFOS turned to the fourth principle, "Build in-house
expertise.” To explain this principle he noted the oil market
is so deep and liquid the state could be a passive investor and
still do okay. Being an active marketer of oil may add 50 cents
or a dollar to the state's sales price. So, there is a benefit
in having active marketing and knowing how to place the state's
gas, but the forgone revenue of not doing so is not that high.
For gas on the other hand, the market is fragnmented and there is
no one price that everyone gets, so it all depends on how the
state sells its gas. Somet hing enalytica has seen is that, in
general, those sovereigns choosing to take a backseat in selling
their gas and just letting the foreign conpany do it on their
behal f many times come back and try to retake control over the
marketing. This was seen in Atlantic LNG in Trinidad where the
governnment had sone tax-as-gas equivalent and was letting one of

the partners sell that gas. A few years into the project
Trinidad said it did not think the partner was trying to
maximze the gas the same way that Trinidad would like to

maxi m ze the gas, so it tried to take that gas back and sell the
gas on its own. Qatar invested heavily in building significant
gas nmarketing capabilities within the state-owned enterprise,
not because it didn't have good partners, but because CQatar
recognized that its risk profile, risk tolerance, and interest
may not be the sanme as its private partners. So, in general, it
is hard to think of many countries that are involved in an LNG
project as an owner that have taken a backseat to the marketing
and felt very happy about it. In general, the trend of the |ast
10 years is to hear of sovereigns that realize five years later
that their gas is being marketed in a way that seens subopti nmal
and they've tried to change the terns. No one really wants to
change ternms halfway through the project, so enalytica submts
to the conmttee that the best thing is to think about building
that capability up front so that at the nonent [the |egislature]
makes a decision it is known exactly what [the state] is getting
i nto.

1:20: 05 PM
MR. TSAFCS noved to slide 8 of the presentation. Referring to
enal ytica's paper, "How LNG Affects Local Markets? Lessons for

Al aska from Western Australia from Western Australia, he said
the point of departure is that when a state or country starts
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exporting gas in large quantities there will be an inpact on the
already existing |ocal market. This is inevitable and has
happened in pretty nuch every jurisdiction where there has been
LNG exports. The question is how to think about the inpact that
this megaproject is going to have on the donestic market in
Al aska. In the Lower 48, as well as in Queensland in Eastern
Australia, there have been either forecasts or facts of gas
prices rising because of or in anticipation of LNG exports.
Queensland has had a huge anount of developnent to export
natural gas and gas consumers there conplain that they can no
| onger get gas at the affordable rates of five years ago. As
part of the effort in the Lower 48 to approve export projects,
the U S Departnent of Energy (DOE) has issued a nunber of
studies examning the inpact of exports on gas prices in the

U. S The general consensus is that exports will raise prices.
The question and subject of debate is whether exports will raise
gas prices by a little or a lot. As a jurisdiction looking to
export gas, [the state] will want to know whether sonme of those

| essons from the Lower 48 or Eastern Australia are going to
apply to [ Al aska].

1: 22: 27 PM

MR. TSAFCS specified that in the Lower 48 everything is driven
by a nodel, by what an econom cs textbook says should happen.
In Eastern Australia the fuss about rising prices happened
before any exports actually occurred; LNG exports effectively
started in Decenber [2014] with startup of the first [of three]
proj ects. Neither of those two cases provided enalytica wth
enough confidence that a case could be studied and a generally
conplete picture be offered of the dynamc effects that happen
with the passage of tine. Prices today may be high, but the
guestion is whether over a |longer period of tinme people reinvest
and prices cone down. Therefore, enalytica chose to do a case
study on Wstern Australia, which has many simlarities to
Al aska. Western Australia has a donmestic market and exports
that have been running since 1989, which provides a fairly |ong
history for figuring out what really happened in this
jurisdiction. Western Australia has a select nunber of big
conpanies that are gas producers, simlar to Al aska. West ern
Australia also has a specific policy that LNG projects nust
supply the donestic nmarket by 50 percent of the gas that they
have. \While Al aska doesn't have that, part of the negotiations
for AK LNG effectively include a question about whether to have
a version of that - whether to have sone kind of obligation for
all of the producers to neet |ocal demand.
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1:24:15 PM

MR TSAFOS discussed the three lessons from Wstern Australia

that, in enalytica's opinion, fit Al aska' s own experience. The
first lesson, he said, is that donestic prices sonetines
correlate with exports and sonetines not. This lesson is a

maj or conclusion because it shows the benefit of studying an
actual case rather than doing an econom c textbook nodel that
tells how they should work. History actually showed there
wasn't a given correlation between export and donestic prices -
sonetines they noved together and sonetinmes they did not.

MR. TSAFCS said the aforementioned leads to the second | esson,
which is that what really matters is the local market, not the
export price. This can be seen in the Cook Inlet where the
export and | ocal nmarket prices have correlated for sone periods
of time and other tinmes not. Ri ght now prices are lower in the
Cook Inlet even though prices in Japan have gone up. This is
partly because Alaska is exporting nuch less and at tines
not hi ng, partly because Al aska has changed the way it prices the
gas, and nore inportantly because Al aska has a |ot nore gas.
However, none of these things would have been possible wthout
the turnaround in gas supply in the Cook Inlet. That, nore than
anything else, is what allows Alaska to keep prices |ower even
t hough prices in Japan are very high

MR. TSAFCS addressed the third |esson, noting Western Australia
was concerned that if it started exporting LNG everyone would
want only to export LNG and no one would care about the |oca

mar ket. However, he said, that didn't happen; instead conpanies
cane in that were interested in the |ocal narket. The reason
for this is that LNG is a very specific type of beast. Not

every conpany likes to do LNG because it exposes the conpany to
a ton of risks that it may or may not want to take, sonething
that is currently being learned in Al aska. In enalytica's
opi nion, he said, this experience in Western Australia also fits
t he experience of the Cook Inlet where there are conpanies that
are quite happy to find and produce gas for the |ocal nmarket.

1:27:15 PM

MR. TSAFOS spoke to the path forward for Alaska as outlined on
slide 8, explaining that enalytica arrived at two takeaways,
both a bit counterintuitive, after teasing out the inplications
of the Western Australia case study. The first takeaway is the
tenptation to ensure that every single nolecule of gas demand in
the state is nmet before the project goes forward, as was done in
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Western Australia. During the process of developing its LNG
Western Australia authorized |ocal narket developnent first to
nmeet all demand. This resulted in prices crashing - there was
so much gas that no one canme to invest because there was no
demand to neet. Mar ket conditions matter, however, so this is
not to say that if Alaska does the same thing prices are going
to crash. But, it is inportant to consider what happens, the
repercussions, if all the gas demand nust be net by the AK LNG
partners. It nmeans that anyone having smaller anounts of gas on
the North Slope has no outlet for their gas because the market
has al ready been taken up. This leads to the second, and nost
i nportant, takeaway. When starting this paper the initial
guestion that enalytica began to answer was, How w Il LNG inpact
donmestic gas in Alaska and how can the state nmanage and mtigate
t hose inpacts? However, by the end of the paper, enalytica

di scovered that that wasn't the right question. Rat her, the
right question was, How to ensure a well-functioning market
given there is now this big player joining in? In answering
that question, a broader toolkit nust be thought about. Not
everything that is done needs to be done with AK LNG O her
things can be done that wll just incentivize nore players to
conme into the market, nore transparency, nore liquidity. Much

of the policy of dealing with AK LNG may have nothing to do with
AK LNG it will have to do with how to set the pieces around AK
LNG in a way that ensures that AK LNG doesn't disrupt the
mar ket .

MR. TSAFOS concluded his presentation by pointing out that the
aforenentioned is enalytica's attenpt to provide a very broad
conceptual framework through which [legislators/the state] can

process the information to assess proposals and plans. The
aforenentioned is the question to ask any tine sonebody cones
forth asking whether to do this or do that. Once AK LNG is

added to the picture, the question to ask is whether this is a
wel | -functioning nmarket or are distortions being introduced that
[the state] nmay cone to regret |ater on.

1: 31: 10 PM
REPRESENTATI VE HAWKER stated that enalytica's 1/28/ 15 Power Poi nt

presentation was the comittee's overview and update of the
Al aska LNG Project (AK LNG. He observed that slide 2 revisits

the anticipated schedule of the project. Today, he related, the
commttee's colleagues "across the way" laid out some very
specific detailed benchmarks for the project. He requested that

enal ytica coment on the difference between the maj or benchmarks
and the ancillary benchmarks on the way to those. For exanpl e,
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the major benchmarks are going into pre-front-end engineering
and design (Pre-FEED), then front-end engineering and design
(FEED), then final investnment decision (FID), and ultimately the
project being on Iine. He inquired whether enalytica thinks
there is room for the ancillary benchmarks to slip wthout
i npacting the maj or benchmark tinelines.

MR. MAYER replied the biggest major benchmark coming up is the
question of noving fromthe current Pre-FEED stage to FEED. The
timeline laid out |ast year was that that would happen in 2016
A lot needs to be done to reach that very inportant ml estone.
For that to occur, a very broad range of agreenents needs to be
negoti ated between now and then. Much of what those hinge
around is getting to the point that the state can say wth
confort yes or no to taking tax and royalty in-kind rather than
in-value. To get to a point of confort in making that decision,
a very broad range of things needs to be pretty firmy nailed
down for gas offtake, how the state will narket its LNG how al

these pieces wll fit together, and how that works with the
partnership with TransCanada and agreenents that are signed on
that front. In terms of mnor mlestones, 12/31/15 is the date
that's currently in agreenents with TransCanada for signing the
next round of agreenents. All of those things need to cone
together to get to the point that the project can proceed to
FEED, which is a very anbitious schedule for this year. That
said, he advised, it's incredibly inportant that major projects
like this not be primarily schedule driven. It is nmuch, much
nmore inportant to negotiate well and to sign good agreenents
that serve the state's interest than to say that "because this

needs to happen by this date we'll live with it." Be very aware
of just how nuch under this schedule is supposed to happen this
year. But nore than anything el se, he stressed, care about the

quality of negotiations and the fact that agreenents take the
time that they take and good agreenents are wanted nore than
anyt hi ng el se.

1: 35: 05 PM

REPRESENTATI VE JOSEPHSON said it seens fundanental that a
contract doesn't need to be adjusted if both parties don't want
to adjust it, wunless that is laid out in the ternms of the
contract itself in sone way. He recalled that about a decade
ago under a previous governor there was the issue of the tax
rate being established and the question about whether future
| egi slatures can be bound. In regard to price, he inquired what
power the state would have as a sovereign to say that the price
is bad and so the state wants to renegoti ate.
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MR. TSAFCS, in regard to the price question, responded that the
state will nost likely sign long-termcontracts for its gas, and
those long-term contracts are likely to include a price fornula
rather than a price. A price formula is how in a given nonth
the price will be determ ned. Wthin that contract is a sales
and purchase agreenent (SPA) under which there are likely to be
two provisions for potentially revisiting the price. One fairly
coomon way is for contracts to have a price review clause.
Price review basically happens periodically; for exanple, every
three, four, or five years the parties agree to sit down and re-
| ook at the price. Dependi ng on how the contract is witten,
this could be a conplete free-for-all or it could be very
narromly and tightly witten; for exanple, he knows of LNG
contracts with boundaries that say the price review my not
allow the price to change by nore than 10, 15, or 20 percent.
Also within those contracts are provisions for what happens if
the parties disagree. Usual ly arbitration is tried. Europe is
now in the golden age of arbitration |awers because of the
changes that have happened in the gas narket there. Pretty much
every contract is being renegotiated by going to arbitration
because the two parties agree that the market has changed but
di sagree about what needs to happen. So, the aforenentioned is
the sinplest way in which a contract can be revisited: t he
parti es agree about how often and under what conditions and with
what boundaries the revisiting of price may happen. M. Tsafos
said a second provision that may or nmay not be included in a
sal es and purchase agreenent is a once-in-a-contract review out
of the cycle. In this provision, each party has the opportunity
once in the life of the contract to revisit the contract. Both
of these two provisions mght be in a contract, or only one of
them or a conbination of them These two provisions are pre-

established ways for the two parties to cone together. When
signing a 20-year contract, he advised, it is inpossible that
both parties will be happy with this contract every single day
for 20 years. However, the point is performance over tine -

Does it broadly work?

MR. TSAFCS continued his answer, noting that enalytica has seen
contracts that don't have the aforenmentioned kind of provisions,

particularly wth sovereigns. In these cases the option is
pretty sinple. Either the sovereign says, "hey tough [ uck,
we're just gonna have to live with it" or the soverei gn pounds
the table wuntil soneone pays attention and negotiates. In
general, when sovereigns have serious issues Wwth things
happening in their jurisdiction, private conpanies pay

attention. O course the conpanies can also hold the sovereign
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to account, saying it is liable and responsible, if there are

signed contracts. In general, there are enough normal | egal
avenues for the state to revisit the price that it worked in the
beginning of the contract, and, iif something extraordinary
happens that is not provided by the contract, there is still a

possibility to sit down and find a new agreenent.
1:41: 16 PM

REPRESENTATI VE SEATON noted that 20-25 percent of the Al aska LNG
Project cost is on a gas treatnent plant to renove the CO, from
the natural gas going down the pipeline to be liquefied, while
gas out of Cook Inlet may be nore pipeline ready. He inquired
whet her there is enough of a difference in the quality of Cook
Inlet gas versus North Slope gas to create a price sensitivity
bet ween those two supplies in both the | ocal and export markets.

MR. TSAFOS answered he is unsure, but that he knows the Cook
Inlet gas that is exported as LNG is very lean, neaning it has
very few inpurities. He said he doesn't know what specification

the Alaska LNG Project's gas wll be. However, Asian markets
generally prefer "hot" gas, which is nmethane with other things
in it like ethane, propane, or butane. He said he is unclear

whether AK LNG will try to create a gas quality that neets a
specification of the buyers or whether the project has even
settled on this yet.

1:43: 44 PM

COCHAIR TALERICO offered his appreciation for enalytica's
advi ce, especially regarding the fluctuation of the markets. He
asked whether, historically, gas prices have risen or fallen
faster than have oil prices.

MR. TSAFCS replied the broadest principle to renenber for gas is
that there is no such thing as a global gas price. The nost
i mportant answer to the question is that it depends on where
[State of Al aska] wants to |ook. Each place being | ooked at may
have specific trends or relationships between gas and other
fuels that can be identified. For exanple, there may be a place
where gas has been 50 cents for the last 15 years and another
pl ace where gas prices have tunbled up and down. In addition to
the broad principle, there are a few things that generally
happen. One is that on energy equival ency, how nuch energy is
needed fromoil and gas to get the sane outcone, gas trades at a
di scount to oil. For one-to-one energy, gas is cheaper than oi

and this has generally held true across many geographies and
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many different periods of tinme. The reason for this is because
if it doesn't, people switch back to oil, which creates a sort
of cap on natural gas. Secondly, in many places of the world

certainly in Asia and parts of Europe, the price of gas is
contractually linked to oil. So, in a place |ike Japan, oil and
gas prices generally nove together. There are exceptions from
time to tinme, such as when the Japanese are buying a | ot of spot
LNG. Also, the volatility is much greater in oil than in gas
and that is purely contractual. The way it works is the price
today is based on an average of three, four, or six nonths
bef orehand and because of that average sonme of the volatility is
snmoot hed out .

1:47:46 PM

MR. TSAFGCS, continuing his answer, noted that a definitive
statenent cannot be said for markets where the price of gas is
set by supply and demand, |ike the Lower 48 or Northwest Europe.
Before the 2008 crisis, gas prices in the US. had gone up to
$12 per mllion British thermal units (mBtu). Mul tiplying $12
mBtu by 6 equals $72 per barrel of oil equivalent. In the
sunmer of 2008 oil had gone up to $146 or $147 and gas topped
out in the Lower 48 at $72, showi ng that gas never quite fetches
as much. However, gas is a |lot nore expensive to transport and
is priced lower, which is why nost conpanies like to find oil
rat her than gas. Especially after 2009, there is no systematic
correlation between oil and gas in the Lower 48. So, the answer
is that it really depends on how price is set and where in the

world it is being |ooked at. The broad inplication of this for
the State of Alaska is that at any given tine there are dozens
and dozens of wldly varying prices of gas. For exanple, in

just the one country of Japan in 2013 the npbst expensive gas
stream was tw ce as expensive as the cheapest gas stream The
price at which "Kenai" sold gas in Japan was nuch different than
the price at which Oman sold gas in Japan. At tinmes that price
was 2:1, so Alaska was selling gas into Japan for twi ce the
price that Qman was. This was because of renegotiation and
before that it was not that, which is why these things are very
dynam c. So there isn't really a very clear answer and that is
why even speaking of averages or the Asian price or the Japanese
price can be very msleading because those averages conceal a
huge anmount of vari ations. Anot her exanple is China, in which
the cheapest gas is an old contract signed in the early 2000s

that cones in from Australia for $3.15. But in a Qatari
contract that China signed in 2008 when oil was at $110, the gas
cones in at about $18. The supplier that gets $3 was really
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happy when it signed the contract because there was no other
buyer in the early 2000s. It all depends on the circunstances.

1:50: 56 PM
MR. TSAFQCS, responding to Co-Chair Talerico, said enalytica wll

be providing an informational overview tonight about where the
Al aska LNG Project is at and why the state decided to becone an

investor in the project and why the state brought in
Tr ansCanada. Referring to slide 2, he said that if all goes
well the state will have gas in another eight or nine years

So, it will be a long process and a lot of things are going to

change in there interim
1:51:50 PM

REPRESENTATI VE TARR inquired whether donestic gas neans
conparing North Slope gas versus Cook Inlet gas, or Al aska gas
conpared to Lower 48 gas, or both.

MR. TSAFCS replied the sinple answer is to think just of Al aska.

But, he qualified, there is a regine connection to the Lower 48.

| f Alaska decided to price its gas in Anchorage based on Henry
Hub, then by definition Al aska is connected to the Lower 48, but
Al aska's ability to sustain that price depends on supply and
demand conditions in Al aska. Overwhel m ngly the price will be
determ ned by supply and denmand conditions in Al aska, but there
may be periods of tinme where the way Al aska sets prices could
link it to the Lower 48 or could link it to Asia. For exanple,

Al aska coul d have a system that says the price of gas in Place X
is linked to the price of gas in Asia mnus $5, $10, or sone
ot her anount. He said he thinks of Alaska as connected to the
Lower 48 nostly because of a regulatory and comrercial decision
to be tied to the Lower 48, not because there is any physica

| inkage that affects the market in Al aska.

1:53: 53 PM

REPRESENTATI VE SEATON observed the last sentence on slide 5
states, "The LNG market is highly fragnmented, and expertise
makes a difference; an autopilot approach will not serve the
state's interests over the long term" He asked how that works
when tal king about a sales agreenment with a price fornula and S
curve and re-openers. He expressed his concern over how the
state would fluctuate and the changes that could take place if
the state doesn't have a robust, self-correcting autopil ot
system He requested M. Tsafos to explain why enalytica thinks
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an autopilot approach with self-correcting mechanisms is not
best for the state.

MR. TSAFCS responded that "passive approach” would have been a
better termto have used than "autopilot" because what enalytica
was neaning by autopilot is that the state cannot nake an
agreenent in 2017 and then step back saying that it isn't going

to look at this again for another 20 years. The reason for
enal ytica not liking that approach is because things are going
to change. Prices will change. Custoners may conme and say they
cannot take all of the gas they signed up for and they need to
renegoti at e. O, a customer that agreed to take anywhere from
"five to ten" now only wants to take five, |leaving an extra five
that the state nust try to dispose of. He said he understands

Representative Seaton's concern that the state could have a team
that on any given day fluctuates wildly in ternms of what it
wants to do. However, he submtted, that is not building in-
house expertise because by definition an expert is someone who
is able to separate the signal from the noise and is able to
understand in what conditions the state needs to change its
approach. The overarching principle is the need to have a core
group of people working for the state who can be trusted and who
know what they are doing so that [legislators] can fee

confortable that Alaska's gas is being marketed in the best way
possi ble, confortable with the anmount of risk being taken, and
confortable that any changes in the narket are being responded
to in the proper way. It would be unacceptable, for exanple, if
the nonent cones that soneone says "oh, the price is X and we're
selling it for Y and at that point your answer is, 'well,
ExxonMbbi| says it's okay.'" If Alaska has a team of people
with expertise that know this market, it's all about trusting
them rather than trusting someone whose risk profile may be
different than the state's.

1:57: 31 PM

REPRESENTATI VE SEATON said he sees autopilot as being that [the
state's] gas is nmarketed by the producers rather than a robust
autopilot in which there is a built-in framework of a price
formula with review clauses and such. Because legislators are
el ected every two years he wants to ensure suggestions are nmade
for building in robust changes that can be considered at one
time instead of com ng back and reanal yzing every so often. He
requested further el aboration from enal ytica.

MR. MAYER rem nded nenbers that enalytica has also discussed
focusing on risk rather than price and not outsourcing the
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state's risk profile. The best way to think about this is the
di fferent conmponents of risk, such as price risk, country risk,
what the markets are that the state is selling into, whether it
is only one market or nmany markets, or future things that happen

in a market. Counter-party risk is particularly relevant and
inportant to everything being tal ked about here. The state
could sign a deal and say, "because the state isn't well

equi pped to handle these things it should sign one contract that
it's happy with and have, let's say, a major producer, whether
one involved in the project or outside, handle all of its LNG

sales.” Such a contract mght |ook good on day one. The tinme
at which a contract is signed is probably the tine that the
state has nmaxi num negotiating |everage to get good ternmns. But

if the state has no capability itself as an alternative in the
future, then as nmarket conditions change over time and as that
counter-party decides its priorities are different, the state
has progressively less leverage to say that this isn't a great
deal because what is the state going to do as an alternative
The way that the state best nmanages counter-party risk is by
having other options in terns of counter-parties. If one
follows that logic, it |leads one to say that the best way to
manage many of the state's risks is to have the best in-house
team possible, the best capability possible, because then the
state always has ot her options.

2: 00: 33 PM

REPRESENTATI VE SEATON said he understands developing a system
with checks and bal ances and reopeners. But, he continued, he
doesn't see how the state having in-house expertise will provide
stability because that sounds like the state will be going to
spot sales so it can nmake changes on all these different factors
and will have short-term contracts to be able to make changes
Wi th counter-parties. He asked for an explanation of what is

bei ng proposed, what autopilot nmeans or doesn't nean, and what a
sel f-correcting robust system neans.

MR. TSAFCS answered by relating the term "autopilot” to flying a
plane. \Wile autopilot is great, he said, there still needs to
be soneone who knows when to take it out of autopilot and fly
the plane. Even if all of the state's gas is sold in long-term
contracts with one re-opener every four years, [the state] won't
know what to do with that re-opener unless it has people who are
nmonitoring the nmarket, who know whether that re-opener nmakes

sense, and how to negotiate that re-opening. Havi ng in-house
expertise, having people who know what they are doing, doesn't
nmean [the state] will be changing things all of the tinme. Many
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times the answer will be to not do anyt hing. He submitted that
[legislators] wll find it incredibly difficult to understand
whether the [state's] system of sales is working if [the state]
doesn't have people in-house who understand it and can explain
it to [legislators]. For exanple, if [legislators] decide they
want 80 percent of [the state's] gas to be at really predictable
prices and 20 percent at spot sale, then [the state] needs to
have people who can carry out that directive. If [legislators]
decide there is too nuch wvolatility and they want |ess
volatility, there needs to be soneone who can inplenent that.
What enalytica is getting at here is that this is all about
contrasting with oil. In oil, not nmuch nore needs to be done
than reading the price on the cover of a journal and every six
nmont hs the Departnent of Revenue does a |ong-term forecast. No
nore than that needs to be done because at the end of the day
not hing can be done about it - the oil market is going to be
what it is going to be and [legislators] will accept whatever
price is set in global markets. However, that is not going to
be the case in natural gas. Knowi ng how to set the autopilot
requi res expertise. Under st andi ng the boundaries, the clauses,
and the state's risk tolerance requires expertise. A sales and
purchase agreenent, one of many docunents the state will have to
enter into, will have a hundred pages. Under st andi ng exactly
the risk that [the state] is taking is huge.

2:04: 49 PM

MR. TSAFCS, continuing his answer, noted that another big risk
[the state] will take is counter-party risk, which is volune
risk. Contracts typically have a plus or mnus to them he

explained. So, if the state is in a contract for 4 mllion tons
with a 20 percent flexibility, the buyer will be obligated to
buy, say, 3.2 mllion tons rather than 4. |If, for exanple, [the
purchaser] has a reginme change, the state could find itself -
wi thout any violation of contract ternms - with an extra 800, 000

tons of LNG that it needs to sell. Wwo is going to do that for
[the state]? Those kinds of things come up all the tinme, things
change. [The state] needs to protect its interest, and
enalytica is putting that up front because [the state] can
prepare itself over tine. It is not being suggested that a
skyscraper of LNG staff be built, but rather a team of 5-10
peopl e who nmanage an LNG portfolio - [the state] needs people

who know what they are doi ng.
REPRESENTATI VE HAWKER surmsed M. Tsafos is saying that a

hands-of f approach will not serve [the state's] interest best
over time.
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MR. TSAFGCS t hanked Representative Hawker.
2:07: 02 PM

REPRESENTATI VE TARR offered her belief that the state 1is
following enalytica's suggestion given the experienced staff
being brought in for the Al aska Gasline Devel opnent Corporation
(AGDC) . She asked whether enalytica thinks this is sufficient
for building the suggested expertise or whether the state should
be putting together another team since AGC is a corporation
separate fromthe state.

MR. MAYER replied that the people brought on at AGDC are largely
under contract to the Departnment of Natural Resources rather

than specifically wthin AGDC He said this is an excellent
first start in what enalytica is talking about for bringing on
serious in-house expertise. If it gets to the point of where

the state says yes to taking tax and royalty in-kind, it is
enalytica's view that there needs to be a team of people, not
just one expert, charged with marketing the state's LNG

2:09:31 PM

REPRESENTATI VE HAWKER commented that Representative Tarr's
guestion seens to be drawing a distinction between AGDC and the
state. He pointed out that AGDC is the State of Al aska and that
AGDC was created to be an entity of the State of Alaska to
represent the interests of the people of Alaska in this process.
He said he is wondering whether Representative Tarr's question
is really about the difference between the regulatory agencies
of the Departnent of Natural Resources and the Departnent of
Revenue versus the actual state gasline entity which is AGDC.

REPRESENTATI VE TARR responded that her question was to tease out
that difference. At a fall [2014] neeting, she related,
| egi sl ative nenbers were introduced to several people that had
been brought on and it was her mistake in recalling that those
individuals had been hired by AGXC if +they are contract
individuals with the state. She said she is wondering nore
broadly whether enalytica has been following those type of
people given enalytica had recomended to the commttee | ast
year that the state start to staff up. She asked whether
enal ytica thinks the state is heading in the right direction in
this regard.
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MR. TSAFCS responded yes, [the state] is definitely heading in
the right direction. These are the kind of people [the state]
wants, he said, and will want nore of them In terns of draw ng
lines between where these people sit and what the governance
relationship is between state agencies and state corporations is
anot her conversation to have. He clarified that enalytica is
advising to build in-house expertise, not necessarily where to
put that expertise. The type of people the state wants are
peopl e who know the market on both the technical and commercia
si des. If the state decides to take possession of the gas, he
sees that team grow ng over tine.

2:11:45 PM

REPRESENTATI VE HAWKER announced that at 5:00 p.m this evening
in the Senate finance chanbers, enalytica will be presenting an
educational /refresher semnar for the entire | egislature.

2:12:57 PM

ADJ OURNNMENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 2:13 p. m
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