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STATE OF ALASKA
THE REGULATORY COMMISSION OF ALASKA

Before Commissioners: Kate Giard, Chairman
Dave Harbour
Mark K. Johnson
Anthony A. Price

Janis W. Wilson
In the Matter of the Gas Sales Agreement )
Between ENSTAR NATURAL GAS COMPANY, ) U-06-2
A DIVISION OF SEMCO ENERGY, INC. and )
MARATHON OIL COMPANY Filed as TA1394 ) ORDER NO. 15
)

ORDER REJECTING TA139-4 AS A BASE SUPPLY CONTRACT
HAVING THE EFFECT OF INCREASING THE CURRENT AVERAGE
COST OF SYSTEM GAS SUPPLY BUT ALLOWING TA139-4 TO TAKE
EFFECT IMMEDIATELY AS A BASE SUPPLY CONTRACT HAVING
THE EFFECT OF DECREASING THE CURRENT AVERAGE COST OF
SYSTEM GAS SUPPLY AND REQUIRING FILINGS

BY THE COMMISSION:

Summary
We reject Tariff Advice Letter 139-4 (TA139-4) which includes the gas

supply contract, APL-5, because ENSTAR' did not meet its burden of demonstrating
that gas supplies pledged under the contract are reliable and that the price is
reasonable. We allow APL-5 to go into effect without our approval to the extent that

APL-5 has the effect of decreasing the current average cost of system gas supply in any

'ENSTAR Natural Gas Company is a division of SEMCO Energy, Inc. (SEMCO).
Alaska Pipeline Company (APLC) is a wholly-owned subsidiary of SEMCO. APLC, not
ENSTAR Natural Gas Company, is the actual party to APL-5. The commission has
historically regulated APLC and ENSTAR as a single entity. The use of the name
ENSTAR in this proceeding includes both APLC and ENSTAR.
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year of its implementation subject to ENSTAR making supplemental filings addressing
Section 2.7.4 of APL-5.
Background
At issue in this proceeding is TA139-4 filed November 14, 2005, in which
ENSTAR requested our approval of a new gas supply contract, APL-5, with Marathon
Oil Company (Marathon) providing for deliveries beginning in 2009.2 ENSTAR operates
under Certificate of Public Convenience and Necessity Nos. 4 and 141 as a natural gas
transmission and distribution utility in Southcentral Alaska. Marathon is a current
ENSTAR supplier under a Gas Purchase Agreement dated May 1, 1988.°
ENSTAR requested that the commission approve the addition of APL-5 as
a base supply contract to its tariff* and also requested inclusion of all costs related to
the contract in the calculation of ENSTAR’s Gas Cost Adjustment.®
ENSTAR'’s tariff requires we approve any gas sales agreements that
increase ENSTAR’s current average cost of gas. Tariff Sheet 90, Section 708f,
provides:
Base Supply Contracts.
The base supply contracts are those contracts in effect on September 1,
1987. Additional contracts or revisions of base supply contracts having the
effect of increasing the current average cost of system gas supply will be
made, subject to Commission approval, by filing with the Commission, 45
days prior to the proposed effective date of such addition or revision, a copy
of such addition or revision. Additional contracts or revisions of base supply

contracts having the effect of decreasing the current average cost of system
gas supply become effective immediately without notification.

2H-1 at 1.

T-9at5.

*H1-C (Tariff Sheet Nos. 89 and 221).
3d.
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ENSTAR believes that a secure supply of gas that is reliably available
when its customers most need it is the utility’s absolute top priority.° ENSTAR’s gas
supply contracts require ENSTAR to provide an annual forecast of its needs and
supplies for the next ten years each October’ in its “Buyer's Annual Forecast.”
ENSTAR calculates its annual gas requirements based on existing supplier
commitments and identifies any year in which there may be a supply shortfall (“Buyers
Unmet Requirements”).® Under ENSTAR's contact with Unocal,™® Unocal has the right
to supply any projected shortfall for five years into the future, beginning October 10,
2004. ENSTAR may not take gas from any third party so long as Unocal's total
commitment of gas brings ENSTAR’s unmet requirements to zero.'!

In October 2004, ENSTAR projected unmet requirements beginning in
2008 and 2009." Unocal was unable to commit to provide all of the additional gas
needed for 2009."> ENSTAR notified other Cook Inlet producers of its need for new gas
supplies. Marathon was the only gas producer that offered to meet ENSTAR’s unmet
requirements, including its full swing requirements, beginning in 2009 and continuing for

a reasonable period. "

®T-1 (Izzo) at 3.

T-7 (Dieckgraeff) at 19.
®H-1B at 3.

°H-1B at 4.

10H.26 at 11.

"1a.

12T_7 (Dieckgraeff) at 6.
B,

“T-7 (Dieckgraeff) at 10.
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ENSTAR’s swing ratio is approximately 3.0, meaning its forecasted peak
winter demand can be three times greater than its average daily demand. Chugach'®
and ML&P'® have swing ratios ranging from 1.4 to 1.6 because electricity usage does
not fluctuate as dramatically from season to season as does the demand for gas for
space heating purposes. The industrial plants operating on the Cook Inlet - Agrium, the
LNG" plant, and the Tesoro Refinery - have virtually no swing. They consume a more
or less steady volume year-round.®

ENSTAR has elected not to develop storage to meet its deliverability
requirements. Rather, ENSTAR "subcontracts" this important service to its suppliers.’®
Many gas distribution utilities in the Lower 48 use gas storage facilities to meet
deliverability. SEMCO, in Michigan, uses a combination of leased and company-owned
storage totaling 15.1 Bcf° to provide approximately 40 percent of its winter supply
requirements and 25 percent of its peak-day requirements.

'ENSTAR has contractual commitments from a 1988 contract with
Marathon (APL-4), a }1982 contract with the Beluga producers (Chevron,
ConocoPhillips, and ML&P), a 2000 contract with Aurora (also called the Moquawkie

Contract), and a 2000 contract with Unocal.?’

'>Chugach Electric Association, Inc. (Chugach).

"®Municipality of Anchorage d/b/a Municipal Light & Power (ML&P).
"Liquefied natural gas (LNG).

¥T-1 (Izzo) at 13.

.

?%0One billion standard cubic feet (Bcf).

21T.7 (Dieckgraeff) at 6.
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The committed volumes supplied by the Beluga, Moquawkie, and APL-4
contracts are declining as illustrated by ENSTAR’s 2005 Buyers Annual Forecast-as

follows:%2

EXHIBIT A

TO THE OCT OleR 14,2005 GAS SALES.AGREEMENT BETWEEN
MARATHON OIL COMPANY AND ALASKA PIPELINE COMPANY

ARTICLE XIVBUYER’S ANNUAL FORECAST
. 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
Buyer’s Annual Gas '

Requirements {Bef)

Total Annual Requirements  26.70 27.50 28.30 29.0 29.7 30.30 31.00 31.60 32.20 32.70

Existing Commitments: . . .
-Beluga - . 110 0.80 0.70 0.60 0.00 0.00 0.00 0.00 0.00 0.00
Marathon APL4 13.0011.00 9.00 7.00 500 5.00 5.00- 500 5.00 5.00

_ Moquawkie 1.80 1.50 1.10 .0.80 0.60 0.50 0.30 030 020 0.00

- Unocal Commitments 10.80 14.20 17.50 19.00 16.00 13.00 10.00 7.00 4.00 100 .-

" Tétal Existing Commit.. = 26.70 27.50 28.30 27.40 21.60 18.50 15.30 12.30 '9.20" 6.00 -
Unocal Conditional Option 0.00. 0.00 0.00 0.00 3.00 6.00. 9.00 12.00 15.00 18.00 .

T et el el mMY MMM

Marathon APLS Initial

.. Annual Commitment 0.00 0.00 0.00 1.60 510 5.80 670 7.30 800 8.70
Marathon APLS5 Additional 0.00 000 000 0.00 000 0.00 0.00 0.00 0.00 000 -
Commitment ’ ‘

Total Marathon Commit. - . 0.00 0.00 0.00 1.60 5.10 5.80 6.70 730 8.00 8.70.
Additional Third-Party ) - .
Commitments 000 000 000 0.00 000 0.00 0.00-0.00 0.00 . 0.00 -

Unmet Requirements* . 0,00 000 000 000 000 0.00 0.00 0.00 0.00 .0.00
Starting in the mid-1970s, ENSTAR's first gas supply contract (APL-l) had

a portion of its price indexed on a component of the producer price index. The price
adjustment term for the Marathon APL-4 contract and Beluga Contract is based on the
NYMEX?® oil futures. The price adjustment term for the Moquawkie contract is based
on the Gross Domestic Product Implicit Price Deflator (GDPIPD), a national measure of

inflation. In the Unocal and NorthStar** contracts, the price itself is based on a

2H-1A, Ex. A at 44-46.
BNew York Mercantile Exchange (NYMEX).

#As of the hearing date, there were no volumes committed from the NorthStar
contract.
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36-month daily average Henry Hub natural gas futures.®® We have attached an
appendix which illustrates the differing prices of ENSTAR’s gas supply contracts.

ENSTAR presents its new supply contract with Marathon which “should
insure that ENSTAR has sufficient gas to meet all of its customers’ requirements
through at least 2016."° Marathon provides all the gas needed by ENSTAR above that
which comes from fixed volume contracts. APL-5 is effective October 14, 2005, with the
full requirements provisions effective for Contract Years 2009 through 2016.7
Marathon makes available 62.8 BCF of Proven Reserves to meet its Initial Annual
Commitment.?® There are limits on Marathon's rights to sell gas produced from its
Proven Reserves if it can not meet its obligations under APL-5.2° ENSTAR will have a
priority on Marathon’s gas delivered into the Cook Inlet area, except for Marathon’s
existing commitments;*® and any subsequent contract entered into or any existing
contract modified by Marathon must recognize this priority.*"

The contract price (Index Price) of gas under APL-5 is set annually in
October for the next year beginning January 1.*2 The Index Price is calculated using
the simple daily average price of the NYMEX Henry Hub natural gas futures market

during the preceding twelve months ending September 30.3%

7.7 (Dieckgraeff) at 16.
2H-1 at 2.

'H-1A at 1.

4.

2d. at 2.

¥H-1A, Ex. E.

317-7 (Dieckgraeff) at 15.
2H_1A at 2.

Bd. at 3.
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The Index Price is discounted as follows to determine the Contract Price

(defined in Section 3.1, p. 22 of APL-5) which is subject to a Floor and a Ceiling:

i. If the Index Price is $6.00 per Mcf** or less, the Contract Price equals
the Index Price;

. If the Index Price is greater than $6.00 per Mcf and equal to or less
than $8.00 per Mcf, the Contract Price equals $6.00 plus 80 percent of the
difference between the Index Price and $6.00;

iii. If the Index Price is greater than $8.00 per Mcf and less than or equal
to $10.00 per Mcf, the Contract Price is %7.60 plus 95 percent of the
difference between the Index Price and $8.00;*

iv. If the Index Price is greater than $10.00 per Mcf, the Contract Price is
$9.50 plus 85 percent of the difference between the Index Price and

$10.00,%

APL-5 has a floor price, the minimum price Marathon will receive from
ENSTAR, which is set at $4.25 adjusted annually by one-half the annual rate of inflation
based on the GDPIPD.%¥

*One thousand standard cubic feet (Mcf)
**H-1B, Section 3.1(iii) at 23.
®H-1A at 3.

*’H-1B, Section 3.3 at 23-24 - The Floor Price is equal to the initial price of $4.25
times one plus the floor price adjuster divided by 2. The floor price adjuster is the
GDPIPD for the quarter ended June 30 of the year before the price is calculated,
divided by GDPIPD for the quarter ended June 30, 20086.

U-06-2(15) - (9/28/2006)
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APL-5 also has a ceiling price of $15.00 that is adjusted annually by one-
half the annual rate of inflation based on the GDPIPD; however, the cap cannot change
by more than 1.5 percent per year.*®

APL-5 requires ENSTAR to pay Marathon $0.25 per Mcf as a gas
transportation fee to ship the gas to ENSTAR'’s pipelines. There is also an Excess
Peakfng gas fee of $2.50 per Mcf for gas that Marathon provides in excess of its
pro rata share of ENSTAR'’s peak day gas requirements. Additionally, APL-5 requires
ENSTAR to reimburse Marathon for all production taxes on gas purchased by
ENSTAR.*

We have previously decided the ENSTAR-Unocal Gas Sales Agreement
(Unocal GSA)* and the ENSTAR-NorthStar Gas Sales Agreement (NorthStar GSA).*!

Unocal Gas Sales Agreement

On October 25, 2001, we issued Order U-01-7(8) conditionally approving
a Unocal GSA between ENSTAR and Unocal. Unocal and ENSTAR characterized the

Unocal GSA as an exploration contract- because the focus of the contract was

%¥H-1B, Section 3.4 - The Ceiling Price is equal $15.00 times one plus the ceiling
price adjuster divided by 2. The ceiling price adjuster is the GDPIPD for the quarter
ended June 30 of the Year before the Year for which the Price is calculated, divided by
GDPIPD for the quarter ended June 30 of the Year two years before the year the
Contract Price is calculated. However, the calculation of the ceiling price in any contract
year, the ceiling price adjuster used in such calculation will not be more than 1.0300.

3%H-1B, Article V.

““Docket U-01-7, In the Matter of the Gas Sales Agreement Between ALASKA
PIPELINE COMPANY, a Wholly-owned Subsidiary of SEMCO ENERGY, INC., of
Which the ENSTAR NATURAL GAS COMPANY is a Division, and the UNION OIL
COMPANY OF CALIFORNIA, Filed as TA117-4. TA117-4 was filed December 12,
2000.

“'Docket U-03-84, In the Matter of the Gas Sales Agreement between ENSTAR
Natural Gas Company, a division of SEMCO ENERGY INC. and NORTHSTAR
ENERGY GROUP, INC. filed as TA125-4. TA125-4 was filed August 8, 2003.

U-06-2(15) - (9/28/2006)
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exploration for new gas sources.*” Under the contract Unocal committed to spend in
excess of $10 million over two years looking for new gas fields.

The Unocal GSA was the first time we allowed a gas supply contract to be
priced to a market index, Henry Hub natural gas futures. We found that ENSTAR
needed to pay a competitive price to attract exploration capital and that a price tied to
Henry Hub with a floor of $2.75 was a reasonable balance of the risks associated with
gas exploration and the need to assure an adequate supply of gas to ENSTAR.®

Northstar Gas Sales Agreement

On March 23, 2004, we issued Order U-03-84(7), conditionally approving
a full requirements gas sales agreement between ENSTAR and Northstar to serve
Homer for twenty years beginning at the first delivery under the contract.**

NorthStar stated it would spend between $8 and $12 million for expenses
associated with drilling, completing, and testing wells that target new gas reserves and

5 We found that the investment required of NorthStar prior to

constructing a pipeline.
the opportunity to sell gas, the requirement to prove additional reserves, and the
requirement to drill a second ‘commercial quality gas field’ well as justifications for
Henry Hub pricing.*®

Hearing Proceeding

We convened a hearing on APL-5. It began on July 6, 2006, and

continued through July 13, 2006, when it was recessed because Marathon refused to

“2Order U-01-7(8) at 8.
“/d. at 9.

“4Order U-03-84(7) at 4
1d. at 5.

®Id. at 10.

U-06-2(15) - (9/28/2006)
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provide discovery we ordered. ENSTAR presented the testimony of Paul R. Carpenter
(Carpenter); Anthony M. Izzo (Izzo); Oliver Scott Goldsmith (Goldsmith), and Daniel M.
Dieckgraeff (Dieckgraeff).4’

The hearing resumed on August 22, 2006. Intervenor James L. Walker
(Walker) presented testimony and was cross-examined®®. Marathon presented the
testimony of Bruce B. Henning (Henning) and Catherine M. Elder (Elder).*® The
Attorney General (AG) presented its witness Arlon R. Tussing (Tussing).®® Tesoro
presented Benjamin Schlesinger (Schlesinger).”' The final witness was C. Les Webber
(Webber), sponsored by Marathon, who had previously been unavailable due to
scheduling conflicts.®? On Sunday, August 27, 2006, we heard closing argument by the
parties.”® The positions of the parties are summarized below.

Positions of the Parties

ENSTAR

ENSTAR requests Commission approval for the addition of APL-5 to
Section 708 of ENSTAR's tariff as a base supply contract and for inclusion of all costs
related to the contract in the calculation of ENSTAR’s Gas Cost Adjustment, including
Henry Hub pricing.

ENSTAR stated that it supports using a 12-month trailing average of the
Henry Hub Index (Trailing HHI) because it provides- 240 data points of actual

“"Tr. at 118-1261.

“8Tr. at 1298-1399.
“9Tr. at 1399-1656.
*°Tr. at 1687-2050.
'Tr. at 2052-2308.
*2Tr. at 2318-2478.
53Tr. at 2054-2619.

U-06-2(15) - (9/28/2006)
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transactions in a highly liquid, transparent, and competitive natural gas market.
ENSTAR added that the Trailing HHI reflects price changes more quickly than the 36-
month trailing average HHI used in Unocal GSA and NorthStar GSA. ENSTAR stated
that a 12-month trailing average in APL-5 buffers the Unocal GSA by reflecting falling
prices. An additional advantage of the Trailing HHI price is that it is market-responsive,
thereby mitigating the risk that, over the term of the contract, the price will be higher
than the HHI price.®*

ENSTAR asserted that the Henry Hub is a dominant market reference and
the commission twice sent signals to the market indicating that contracts with trailing
averages of Henry Hub represent a fair price. ENSTAR absolutely believes APL-5 is a
fair market price, and that ENSTAR got this gas for less than straight Henry Hub price
even with a ceiling. ENSTAR asserted that Cook Inlet gas is in scare supply and that
APL-5 diversifies ENSTAR's supply portfolio.

ENSTAR maintained that the purpose of the Henry Hub price was to
stimulate additional exploration and development of reserves in Cook Inlet. ENSTAR
added that the price needs to be high enough to attract investment capital to this market
compared to other markets. ENSTAR stated that the Henry Hub is what the
Department of Energy (DOE) uses as a comparative reference. ENSTAR stated that
two alternatives have been proposed, one on the West Coast aﬁd one in Alberta, but
points out that both those markets have a lot of supply. ENSTAR added that the supply
and demand balance in those markets is not the same as it is in the Cook Inlet market.
ENSTAR hoped that, over the long haul, the Cook Inlet market would come into some

sort of a balance.%

%TA139-4 at 5.
5Tr. at 671-578.

U-06-2(15) - (9/28/2006)
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ENSTAR proposed the $4.25/Mcf price floor and the ceiling being capped
at $15.00/Mcf, noting that the floor and cap are adjusted annually by one-half of
inflation, but the cap cannot change by more than 1.5 percent from year-to-year. The
purpose of the cap and floor is to force the price to fall within a relatively narrow range
and to avoid extreme swings in price.

ENSTAR explained that the floor and the ceiling were agreed to by the
parties as a mutual allocation of risk.>’ ENSTAR explained that the floor and ceiling
price were negotiated terms, and in its opinion, not arbitrary.%

APL-5 requires ENSTAR to pay a transportation fee of $0.25/Mcf to
Marathon for transportation of all gas provided to ENSTAR. The transportation fee is
intended to cover the construction, installation, and operation of Marathon’s production,
gathering, treating, and processing facilities; and all pipelines necessary to deliver gas
to ENSTAR. The alternative, according to ENSTAR, would be to pay the actual tariff for
each pipeline, which creates risks that arise from the new regulation of most Cook Inlet
gas pipelines. ENSTAR added that the use of actual tariffs is also unworkable because
Marathon will have two contracts with ENSTAR; and gas will be delivered
simultaneously under both contracts starting in 2009, so there is no way to determine
which gas molecules are from APL-4 or APL-5. ENSTAR does not think it wise to
expose its customers to these risks and proposes a fixed rate és best for its

ratepayers.>®

®TA139-4 at 5, Tr. 453.
*Tr. at 229.

8Tr. at 139.

*9TA139-4 at 6.

U-06-2(15) - (9/28/2006)
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ENSTAR asserted that there is no limitation to the transportation fee,
whether a pipeline is preexisting or constructed later.?® ENSTAR added that Marathon
has not indicated from where it plans to ship the gas. ENSTAR further added that it is
conceivable that Marathon will be shipping gas through preexisting pipelines, newly-
constructed pipelines, and newly-regulated pipelines.’’ ENSTAR stated that Marathon
indicated it may ship gas over the Kenai-Nikiski Pipe Line, Cook Inlet Gas Gathering
System, and Beluga, which are now regulated pipelines.®?

APL-5 requires ENSTAR to pay a peaking gas fee of $2.50/Mcf, in
addition to the price of the gas for all gas delivered in excess of Marathon’s pro rata
share of ENSTAR’s peak day gas requirements. According to ENSTAR, the additional
charge of $2.50/Mcf (in addition to the HHI price) was necessary, if ENSTAR requests
and Marathon provides gas (1) in excess of Marathon’s pro-rata share of what it would
provide on the peak day or (2) in excess of the flow rate that if sustained for 24-hours
would cause Marathon to supply more than its pro-rata share of the peak day
requirement. However, if the reason for the request for excess gas is due to an
inaccurate forecast by ENSTAR of its estimated peak day requirement, the incremental
charge of $2.50/Mcf is not applied and the price payable is the HHI price.®®

ENSTAR stated that the peaking fee contract provision supports the
notion that a full requirements contract with swing has a great deal of value. ENSTAR

continued that providing for swing is also costly for a producer not in a position to be

Tr. at 851.
1Tr. at 852.
%2Tr. at 853-854.
®3TA139-4 at 6.

U-06-2(15) - (9/28/2006)
Page 13 of 38




Regulatory Commission of Alaska
701 West Eighth Avenue, Suite 300
Anchorage, Alaska 99501
(907) 276-6222; TTY (907) 276-4533

10

1"

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

able to itself go to the spot market and pick up emergency supplies to backfill a contract.
ENSTAR stated that swing has value to a buyer and costs to a seller.5*

ENSTAR also reported awareness that Marathon provided peaking gas to
a third party at basically the same price as the peaking price under the Unocal contract,
ENSTAR stated that the price for the peaking gas in the Unocal contract price is base
price plus $1.00 per Mcf. ENSTAR stated that the reason Marathon received the
$2.50/Mcf peaking fee was that it was part of the overall contract negotiations.

APL-5 provides that ENSTAR will reimburse Marathon for all production
taxes. ENSTAR asserted that the price includes all royalties. ENSTAR added that
these provisions are essentially identical to the Unocal and NorthStar contracts .
ENSTAR added that the producers have insisted upon provisions for tax reimbursement
in all of ENSTAR'’s gas supply arrangements since the mid-1970s. ENSTAR stated that
no one needs to look further than the flurry of activity around production taxes in the
recent legislative session to understand why. ENSTAR added that under the current
statutory scheme, the provisions for oil production taxes also apply to gas production
taxes.®’

Marathon will be ENSTAR'’s full requirements supplier beginning in
contract year 2009 and ending in contract year 2016; however, Marathon may provide
gas into the future beyond 2018. ENSTAR added that APL-5 is a relatively short-term
contract bompared to ENSTAR'’s other gas supply contracts. Further, Marathon has

committed to supply ENSTAR’s unmet requirements through 2016 and Marathon has

%4Tr. at 283-286.
®5Tr. 1179-1180.
®TA139-4 at 7.
7T-7 at 19.

U-06-2(15) - (9/28/2006)
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no right to “put” additional gas to ENSTAR unless shortfalls occur for specified reasons
during those years. ENSTAR.added that Marathon has an option to offer additional gas
to ENSTAR under various circumstances; however, ENSTAR has the option to take or
not take the optional gas. ENSTAR asserted the contract’s term balances the need for
an assured gas supply against the possibility that less expensive or alternative gas
supplies might become available from the North Slope or new Cook Inlet discoveries or
developments.®®

ENSTAR offered three reasons why APL-5 does not have a limitation on
the amount of gas that Marathon can purchase each year and resell. First, when gas is
scarce it is not desirable to make it more difficult to discover, produce, deliver, or to
otherwise limit the seller’s alternatives to procure gas to meet ENSTAR’s requirements.
Second, Marathon is not obligated to but may wish, in the future, to develop storage
facilities for meeting some of its commitments to ENSTAR. ENSTAR stated that
purchasing gas when it is available (typically during the summer) and putting it into
storage for the winter is very desirable because that maximizes the gas available for
ENSTAR. Third, the proposed APL-5 is relatively short-term and it would be beneficial if
Marathon can offer additional gas as a result of purchases. ENSTAR does not expect
that Marathon will purchase significant quantities of gas to meet its obligations, but

believes it unwiée to constrain that option during the term of APL-5.%°

58TA139-4 at 4.
6°TA139-4 at 5.
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Marathon

Marathon supports APL-5 and offers its opinion that the agreement
satisfied the “public interest” standard adopted by the commission.”® Marathon stated
that it invested significant amounts of capital to prove up and develop its gas reserves
so it can fully serve ENSTAR. As a result of its investment Marathon can now provide a
long term secure supply to ENSTAR and its customers.”’ Marathon added that in the
contract negotiations it made significant concessions to benefit ENSTAR’s customers
regarding the pricing of the gas and other key terms.”> Marathon stated that APL-5 was
carefully structured to satisfy the commission’s public interest standard, as well as to
balance the needs of each of the parties and that in its opinion the public benefits from
approval of APL-5."° Marathon was the only gas producer that offered to meet specific
load-following needs of the ENSTAR customer base and is willing tb also meet
ENSTAR’s unmet requirements beginning in 2009 and for a reasonable period
thereafter.”® In its role as an ENSTAR gas supplier meeting ENSTAR’s considerable
swing and peak requirements, Marathon suggests that it will incur significantly more
cost than the cost of meeting the load of a customer who takes a relatively constant
daily volume of gas over an extended period.” Marathon witness Henning® stated this

contract has a very high likelihood of reducing ENSTAR’s WACOG (weighted average

*Comments of Marathon Oil Company filed December 22, 2005 in TA139-4,
at 1.

“1d. at 2.
2Id. at 3.
BId. at 4.
"Id. at 2.
Sld .at 4
8T-14 (Henning) at 24.
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cost of gas). Marathon also stated in closing argument there was an extraordinary
likelihood in this record that the result of APL-5 will be a decrease to ENSTAR's
WACO0G.”

Attorney General

The AG noted seventeen specific concerns with APL-5 and set them out in
his statement of issues and early filed comments.”® The AG's principal concern is
whether the price of gas under APL-5 is unjust and unreasonable such that the pricing
provision of APL-5 should be rejected in its entirety.”® The AG identified three
subcomponents of the price inquiry including:

(@  Whether it is appropriate to use the Henry Hub index (HHI) as a
pricing proxy under the facts presented in APL-5;

(b)  Whether APL-5's use of a twelve-month HH average would be
prudent given HH market volatility and the resulting potential for
consumer rate shock;

(c)  Whether the price floor ($4.25/Mcf) and price cap ($15.00/Mcf) in
APL-5 are reasonable.

The AG identified other concerns including such matters as the
opportunity for arbitrage, peaking fees, transportation fees, and production taxes. The
AG asked whether storage might render suspect Marathon’s claim of high cost to meet
deliverability and suggested that approval of one or all of the pricing provisions will

require a determination of whether the inclusion of such term in APL-5 meets the

Tr. at 2529.

78Attomey General’s Statement of Issues, filed June 28, 2006, and Comments of
the Attorney General filed in TA139-4 on December 22, 2005.

"*Comments of the Attomey General, filed December 22, 2005, in TA139-4, at 2.
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standard of fair, just, and reasonable.’®* The AG suggested that the APL-5 raises
significant public policy issues and would, if adopted, impact all of ENSTAR’s captive
ratepayers.®’

Intervenor Walker

Walker is a residential ratepayer who opposes APL-5.82 Walker asked
that the contract be rejected as the price terms are neither just nor reasonable
Walker stated that the ENSTAR gas cost adjustment mechanism means ENSTAR's
captive ratepayers will bear all of the economic and supply risk under APL-5. ENSTAR
will bear no economic risk or supply risk at all if APL-5 is approved by the commission.3
Walker added that public policy should encourage construction of gas storage facilities
to ensure the long-term provision of utility services necessary for the public convenience
and necessity.2> Walker stated that the lack of gas production capability in Cook Inlet is

55 Walker objected to allowing companies the opportunity to

not solved by this contract
take profits from Cook Inlet without requiring them to reinvest in Cook Inlet, thereby

ensuring a long term gas supply for Alaska consumers.®

8d. at 2.

#1d. at 3.

82Comments of James L. Walker, filed December 19, 2005, in TA139-4, at 1.
8d. at 1.

¥Id. at 1.

®Tr. 1384-1385 and Comments of James L. Walker, filed December 19, 2005, in
TA139-4 at 3.

8 Comments of James L. Walker, filed December 19, 2005 at 1.
¥1d. at 4
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Intervenor Tesoro

Tesoro's primary concern with APL-5 is the objectionable pricing
mechanisms. Tesoro asserted that a price based on the 12-month trailing average of
Henry Hub prices is essentially a “straight Henry Hub” price and approval of straight
Henry Hub price will result in ENSTAR paying excessive prices for Cook Inlet natural
gas.® According to Tesoro, Cook Inlet natural gas is either used locally, used to
manufacture fertilizer for export along the Pacific Rim, or converted into LNG for export
to Japan,?® and none of these uses is linked in any direct way to Henry Hub® pricing;
and therefore, a HHI price bears no logical relationship to the prices of Cook Inlet
natural gas.®’ Tesoro stated that the only justification for ‘using HHI pricing is as an
incentive for a commitment to explore for additional natural gas, such as in the Unocal
GSA.*? Tesoro asserted that because of the absence of an exploration obligation or
other undertakings on the part of Marathon, APL-5 lacks justification in support of the
proposed straight HHI pricing.”® Tesoro is also concerned that the peaking and excess
volume price premiums to be paid by ENSTAR customers are excessive.*

According to Tesoro, premiums for peaking gas are arguably built into the

HHI pricing structure, are reflective of seasonal supply and demand dynamics, and

88 Tesoro Alaska Company’s Comments on Tariff Advice Letter 139-4 and Petition
to Intervene, filed December 22, 2005, in TA139-4, at 3.

8d.

**Henry Hub Index.
.

22Id. at 5.

%Id. at 6.

%Id. at 3 and 7.
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appear to be inappropriate as premiums above HHI pricing.** Tesoro said that the
propriety of these price adjustments for premium services should be investigated by the
commission.”® Tesoro is also concerned with the ability of Marathon to resell third-party
natural gas to ENSTAR at a premium above its acquisition cost without any restrictions
or constraints.?’ According to Tesoro, APL-5 puts Marathon in the position of a gas
broker, providing it with the opportunity to purchase gas at lower prices from others and
sell that same gas to ENSTAR under APL-5.%

Intervenor Trading Bay

Trading Bay Energy Corporation (Trading Bay) was granted intervenor
status in the Docket proceeding but did not participate at the hearing.*® Trading Bay is
an Alaska business that has as its goal establishing an Alaska owned and operated oil
and gas exploration and production company.'® The company complained that a
“[clonsistent stick in the spokes” as it has sought to grow its business and produce oil or
gas, is the lack of opportunity to sell newly discovered gas into the existing

marketplace.”®' Trading Bay asked that the commission take steps to require that a set

®1d.
%/d.
Id. at 8.
.

**Order U-06-2(2), Order Granting Motion for Leave to Accept Reply Filed by
Tesoro, Denying Motion for Leave to Accept Reply Filed by Agrium, Affirming Electronic
Ruling Granting Intervention to Marathon and Denying Intervention to Agrium, Vacating
Electronic Ruling Denying Intervention to Tesoro, Granting Petitions to Intervene Filed
by Walker and Trading Bay, Rejecting Reply by Trading Bay, Affirming Bench Ruling

and Adopting Procedural Schedule, and Granting Motion to Adopt Orders Governing

Discovery and Confidential Discovery Material, dated March 23, 2006.

"“Comments by Trading Bay Energy Corporation, filed in TA139-4 on
December 27, 2005, at 1.

9y at 2.
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aside of at least 10 percent of the gas sold under APL-5 come from smaller independent
gas producers and that it be sold on the same terms as are enjoyed by .the primary
seller.'? Sales by small producers to the ENSTAR market on the same terms as are
provided for in a primary seller contract will create economic incentive for exploration
and production companies to risk investment capital in gas projects in the Cook Inlet
Basin.'®

Comments by Non-parties

A number of interested individuals and entities commented on APL-5 after
issuance of our public notice. While these individuals and entities did not participate in
the public hearing, we consider their comments important to our review.

For example, C. Grey objected to the production and transportation costs
that would be paid to the producer.'® Daniel Donkel urged broader competition and
asked that the RCA assure that competitors be given a fair share of the ENSTAR gas
market.'"® Gregory Micallef requested a 25 percent set aside gas market for smaller
producers to encourage new competition amongst major oil companies and mid sized
independents.'®  G. Scott Pfoff, the president of Aurora Gas, LLC, cited the
commission to two major areas of concern with regard to APL-5: (1) a potential
negative impact on exploration and (2) a negative impact on the Moquawkie Contract

that Aurora has with ENSTAR.'” AARP asked that the gas pricing provision of APL-5

192/ at 2.

®yd. at 3.

1%E.mail from C. Gray to RCA, filed in TA139-4, December 12, 2005.
1%L etter from D. Donkel to RCA filed in TA139-4, November 28, 2005.
1% etter from G. Micallef to RCA filed in TA139-4, December 23, 2005.
197 etter from G. Pfoff to RCA filed in TA 139-4, December 22, 2005.
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be investigated including the appropriateness of the index to which the prices are to be
tied, and other price components.'®
Standard of Review

ENSTAR asked us to find that APL-5 is in the public interest and allow the

costs that ENSTAR incurs under the agreement to be recovered in ENSTAR's rates. %
ENSTAR's focus in this proceeding was on supply. “ENSTAR’s main focus is having a
secure supply of gas now and in the future.” According to ENSTAR, that's the main
issue for its customers and Southcentral Alaska,'"®
We believe ENSTAR’s position that supply is the “main issue” does not
give enough weight to the cost of that supply. ENSTAR ratepayers, not ENSTAR, bear
the cost of natural gas supplies that ENSTAR's obtains in its negotiations with the gas
producers.'"’
The AG observed,
“[f]irst, to be consistent with the public interest, any proposed GSA must help
provide ENSTAR with a reliable supply of gas. And second, gas sold under
APL-5 must be ‘reasonably priced.” Both requirements must be met, and a
finding of reliability does not trump the need for ENSTAR to also show any
proposed GSA is “reasonably priced”.'"?
We adopt the Attorney General's observations as our standard of review

because it achieves the proper balance between the needs of the utility and the needs

of the ratepayers. We will approve APL-5 if we find that it achieves a reliable supply at

1%L etter from AARP to RCA, filed in TA139-4, December 22, 2005,
'®ENSTAR's Issue Statement and Witness List, filed June 28, 2006, at 1.
110T_8 (Dieckgraeff) at 26.

"Tr. at 205.

""2Comments of the Attomey General, filed in TA-139-4.December 22, 2005)
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a reasonable price. Only if both of these factors are met can we find that APL-5 is in the
public interest.
Discussion

In the words of ENSTAR's witness Goldsmith, these are times of
‘unprecedented market uncertainty” in Cook Inlet.'"”® Indeed, we cannot predict from
the record presented by the parties whether, in the next decade, Cook Inlet will continue
to export gas, as it has for almost 40 years, or whether it will import gas, or both. During
the latter years covered by APL-5, ENSTAR's customers could, for example, burn
exclusively local gas or a mixture of local gas and foreign LNG or even North Slope gas.

We realize from the record that ENSTAR’s alternatives for gas supply |
today in Cook Inlet are limited. The many transportation options and availability of
multiple suppliers that exist in the contiguous 48 states are not present in the Alaska
market. ENSTAR witness zzo stated that from a long-term perspective there are three
other ways to bring gas to ENSTAR'’s pipeline system, coalbed methane, conventional
gas from interior basins, and import of LNG.""* On the possibility of North Slope Gas
from a spur line, Izzo stated, “[the earliest that North Slope gas might be available to
ENSTAR would be right around the time that APL-5 expires, approximately 2016, and
that's only if everything goes perfectly.”!'®

ENSTAR witness Goldsmith testified that the concern over the fall in Cook
Inlet gas reserves led us to approve the Unocal and NorthStar contracts.''® Marathon

informed us that it has taken deliberate steps to prove up gas reserves in response to

"3T.6 (Goldsmith) at 3.
"4T-1 (I1zzo) at 16.
"57-2 (1zzo) at 6.

M8T_5 (Goldsmith) at 18.
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the perceived market signals given to gas producers with ENSTAR's Unocal and
NorthStar contracts.""” Marathon stated it spent substantial sums of money since 2002
which clearly demonstrates that Marathon “reacted in the same way as Unocal and
NorthStar to find and develop Cook Inlet gas.”'"® Goldsmith explained to us that new
fields have been discovered and brought into production and production companies that
are new to Cook Inlet and Alaska have been exploring for gas.''® ENSTAR states its
experience with paying higher market-based prices has resulted in Unocal finding over
130 Bef of gas it committed to ENSTAR.™® ENSTAR believes that unless new reserves
are discovered, it will soon not have enough Cook Inlet gas to meet the needs of the
community.'?!
ENSTAR'’s case in support of APL-5 is based on an assumption that
ENSTAR’s current ratepayers should, by themselves, pay prices for natural gas high
enough to incent future exploration and development in Cook Inlet. Among the recitals
in APL-5 is one that reads:
WHEREAS, Buyer believes that it is in the best interest of its customers to
encourage and promote additional Gas exploration and development to
meet the Gas demands of the Cook Inlet in 2009 and beyond;'?

It is evident from that recital, as well as ENSTAR's testimony in support of APL-5,"'? that

ENSTAR's case hinges on the assumption that it would be acceptable for its ratepayers

to pay more for gas than others pay in the belief that paying extra would help Cook Inlet

"7T_9 (Webber) at 3.
M8T_10 (Webber) at 4-5.
"9T.5 (Goldsmith) at 17. .
120T_8 (Dieckgraeff) at 10.
2171 (1zzo) at 3.
22AP| -5, at 1.

123T_8 (Dieckgraeff) at 9.
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exploration and development along. While it may be advantageous for a public utility's
shareholders to promote specific kinds of economic development, we cannot allow
ratepayers to bear the cost of this laudable goal alone.

Ratepayers should pay the going price in the regional market from which
they buy, a price that secures for them a gas supply with the appropriate swing they
need. They should not be required to pay a premium to achieve general economic
goals, although it might be acceptable under limited circumstances to acquire particular
supplies.

Ratepayers want gas at the lowest price they have to pay to get it. While
as Alaskans, they may prefer gas from nearby fields, which benefit the state and local
economies, as ratepayers, the price of gas is more important to them than its place of
origin. If foreign gas from a reliable source is cheaper, a public utility should not force
its captive ratepayers to pay for more expensive, Alaska gas. At this time, foreign gas is
not an option for ENSTAR or its ratepayers but, in the longer term, including many of
the years covered by APL-5, that option is viable.

The exploratory activity we believed that would lead to additional Cook
Inlet reserves as a result of our orders in Unocal and NorthStar has not materialized. In
the United States as a whole, the reserves-to-production ratio has historically been
about 10:1. In 1970 in the Cook Inlet, it was 30:1,'% By 2002, the reserves-to-
production ratio had fallen to 10.7:1, close to the rest of the U.S. gas market.'?®

ENSTAR stated that January 1, 20086, reserves compare unfavorably with

the Department of Natural Resources Cook Inlet reserves as of January 1, 2004.128

2414, at 13.
125T_5 at 15.
126T_g (Dieckgraeff) at 5.
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Reserves are lower by nearly the amount of production that occurred during the two-
year period, decreasing by 439.1 Bcf.'%

Despite ENSTAR's ratepayers funding millions of dollars in an “exploration
and development” incentive plan, Cook Inlet reserves have declined. No party
presented evidence that Henry Hub pricing resulted in more reserves for ENSTAR.
ENSTAR witness Goldsmith described supply curtailments that occurred in the winter of
2005-2006 and stated that those incidents suggested that the reserves-to-production
ratio is lower than it should be and that it is due to insufficient incentives to invest in new
reserves. 28

No party presented evidence to us that would suggest how much price
incentive ENSTAR ratepayers must pay to increase Cook Inlet reserves.’® Marathon
witness Henning affirmed that no company ever made an investment exclusively off a
pricing signal.'®

We must reluctantly conclude, based on this record, that the now five year
old economic experiment promoted by ENSTAR in both the Unocal and NorthStar

contracts has not produced noticeable results. There have been no net reserves added

127/d.
128T_5 (Goldsmith) at 19.

2%e also cannot ignore the parts of this record that tell us that exploration (as
distinct from development of existing reserves) in Cook Inlet cannot be incentivized at
any price, that the possibility of a spur line from the North Slope trumps any monetary
effort ratepayers could make. And always in. the back of producers’ minds is the
possibility and expected price of imported LNG. ENSTAR offering a price above that
expected amount is unlikely to incent general exploration and development, although it
might elicit the desired behavior as to particular gas for which ENSTAR pledges to pay
its uniquely high price.

130Tr. at 14686.
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to Cook Inlet. In fact, what ENSTAR tells us today is that reserves replacement is not
keeping up with production.’!

We note from the record there seems to be only one driver that spurs
substantial increases in Cook Inlet reserves—the export of LNG to Japan. Tesoro
witness Schlesinger stated, “[tlhe export sale of Cook Inlet gas as LNG to Japan also
represents Marathon's primary alternative market for its gas sales.”'** Cook Inlet
reserves additions were reported in only 3 years between 1977 and 2004."*® In 1986,
Cook Inlet reserves increased by 1,400 Bcf, in 1996 reserves increased by 955 Bcf, and
in 1997 by 439 Bcf.'*

Phillips Alaska Petroleum Gas Corporation and Marathon Oil Company
(the owners of the LNG plant) sell LNG to utility companies in Japan. On April 11, 1988,
two years after Cook Inlet reserves were increased by 1,400 Bcf, the LNG owners filed
an application with the Economic Regulatory Administration (ERA), requesting a fifteen-
year export license extension to March 31, 20043

Eight years later, on December 31, 1996, the owners of the LNG plant
filed an application requesting that the DOE extend their authorization to export LNG for

317.8 (Dieckgraeff) at 5.
32T_19 (Schlesinger) at 8.
133T_5 (Goldsmith) at 16.
1342 at 71.

'H60 at n.3 referencing DOE/ERA Opinion and Order No. 261, Order
Amending Authorization to Export Liquefied Natural Gas to Japan (Order No. 261).
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five years through March 31, 2009."*® |n 1996 and 1997, Cook Inlet reserves increased
by nearly 1,400 Bcf. The export license was extended through March 31, 2009.'¥

We observe with interest this correlation between Cook Inlet reserves
growth and requests for extension of LNG exports'*® revealed in this record. The record
before us provides little more than speculation that the use of Henry Hub by one utility
provides sufficient incentive to result in Cook Inlet reserves growth.

Reliable Supply of Gas

ENSTAR stated that it applied the following criteria for new gas
purchases, (1) full requirements (if possible) (2) full swing, (3) fair price, (4) proven
reserves and (5) diversified supply.’*® ENSTAR stated its first priority is always to
obtain a reliable, long-term gas supply at the lowest possible price.°

ENSTAR witness Izzo stated,

| see APL-5 as a bridge contract that will give ENSTAR a high level of supply
security during a very, very uncertain transition period. APL-5 provides us
with an assured supply at a reasonable, market-based price, provided by a

highly reliable and responsible supplier that ENSTAR has been able to trust
to meet its requirements for over 40-years.”'*’ A

1364.60 at 2.
3"H-60 at 57.

After taking into consideration all of the information in the record..., we find a
five-year extension of the authority.... to export LNG to Japan has not been
shown to be inconsistent with the public interest. In particular, the record
shows here is a sufficient regional supply of natural gas to satisfy local and
export demand through the extension period. Furthermore, we believe the
extension will continue benefits provided by the export to the Alaskan
economy, energy production, and international trade.

38T.5 (Goldsmith) at 16).
139T.7 (Dieckgraeff) at 11).
“Oyd. at 12.

T2 (Izz0) at 7.
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ENSTAR bears the burden of proving that this contract will provide that
high level of supply security. We test ENSTAR's statements against the record
compiled in this hearing.

ENSTAR believed that Marathon has committed to supply ENSTAR’s
unmet requirements through 2016.'%? It maintained that:

ENSTAR'’s most recent major gas supply contract, the Unocal contract was
not backed by proven reserves, but rather imposed an exploration obligation
on Unocal and it has been quite successful. As a result Unocal has found,
and is developing, significant new quantities of gas on which ENSTAR has
“first call”. ENSTAR believes however that is prudent that the next layer of
gas supply be based on proven reserves.”™

This commitment is embodied in APL-5 contract at Section 2.3, Full Requirements
Supplier, which states. In part,

2.3 Full Requirements Supplier. The Parties acknowledge and agree that
Seller has made the Initial Annual Commitments in such amounts as are
necessary, in light of Buyer's current projections, to 'reduce Buyer's Unmet
Requirements .to zero (0) for each Contract Year beginning in Contract Year
2009 and ending in Contract Year 2016, and that, for those Contract Years,
Seller will be "Buyer's Full Requirements Supplier.'#*".

Section 2.7.4 of the‘Contract discusses the priority of ENSTAR’s position
in relation to other of Marathon’s gas sales contracts and states, in part,

2.7.4 Seller shall not commit to dispose of Gas from Seller's Proven
Reserves if such commitment would have a 'material adverse effect on
Seller's ability to meet the obligations of Seller under this Agreement. Except
for Seller's Third Party Commitments, Buyer has first call on Seller's Gas
delivered into the Cook Inlet Area necessary to meet Seller's obligations to
make Gas available to Buyer under this Agreement. Any agreement'
(including an amendment to Seller's Third Party Commitments or exercise of
an option under Seller's Third Party Commitments) made on or after October
14, 2005 by Seller to dispose of Seller's Gas from its Proven Reserves
during the Term of this Agreement must recognize that Seller has committed

12T_7 (Dieckgraeff) at 14.
143Id.
“H-1B at 9.
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to make Gas available to Buyer under this Agreement and that Buyer has
prior call on that Gas to satisfy the obligations of seller to make Gas
available to Buyer.'*®
A list of fifteen contracts or agreements between Marathon and third
parties are included at Exhibit E to the contract.'® Several of the contracts appear to
be related to Marathon’s LNG export activities as well as what appear to be gas supply
contracts with Agrium, Tesoro, Chugach Electric Association, XTO Energy, and others.
During the hearing we became aware that ENSTAR had not fully
evaluated the effect of Section 2.7.4 on its committed supplies from Marathon. '’
ENSTAR has relied on Marathon’s representations “about not letting the
town to go dark while industrials operated”*® and has required a reserves letter from
Marathon but has not yet fully evaluated it."*®* ENSTAR maintained that it takes a lot of
comfort from its 40-plus year relationship with Marathon.'®
ENSTAR stated that its criteria for new gas purchases are based on full
requirements, proven reserves, and diversified supply.’® We have established a

standard of review which requires that APL-5 provide a reliable supply of gas-at a

reasonable price.

“*H1-B at 12 (emphasis added).
19H-1B, at 58.

YTr at 151-157.

8Ty at 1016.

149 Tr. at 1019.

30Tt at 1017.

1%17.7 (Dieckgraeff) at 3.

U-06-2(15) - (9/28/2006)
Page 30 of 38




Regulatory Commission of Alaska
701 West Eighth Avenue, Suite 300
Anchorage, Alaska 99501
(907) 276-6222; TTY (907) 276-4533

10
1"
12
13
14
15
16
17
18
19
20
21
22
23
24
25

26

We find that ENSTAR did not meet its burden of proof that APL-5 provides
a reliable supply of gas because it has not sufficiently reviewed possible commitments
of Marathon’s reserves prior to bringing the contract to us for approval.'®2

Were this the only deficiency in ENSTAR’s case in support of APL-5, we
would be able to conditionally approve APL-5, subject to ENSTAR’s submission of
further information curing this defect.

Our Unocal and NorthStar orders have been read too broadly by
ENSTAR.'® We have not decided that Lower 48 market prices are a reasonable proxy
for Cook Inlet market prices under all circumstances and we certainly have not decided
that we will allow ENSTAR or any other public utility to pay Lower 48 market prices plus

transportation plus production taxes for all Cook Inlet gas.'*

%2/d. at 11 and Tr. 1016-1020.

'3For example, Marathon’s witness Henning testified that “[wlhen the
Commission approved the pricing provisions of the Unocal contract with ENSTAR, it
sent a clear price signal that the market for natural gas in Alaska would be linked with
the broader North American natural gas market.” T-14 (Henning) at 12.

S4Henry Hub prices have departed fundamentally from the basic economics of
Cook Inlet since the time of the Unocal contract and the NorthStar contract. Even if our
orders could reasonably be read to generally endorse Henry Hub prices, which we do
not believe they can, it would be necessary for us now, solely because of that
departure, to reexamine that policy decision.
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ENSTAR has told us there is no other company that can provide what
Marathon offers to provide in APL-5."%° Thus, there is no competition for this piece of
ENSTAR's gas supply.'®® Competition is what holds down price. In the absence of
competition, it is only our review that serves to hold down price. Marathon has every
incentive to negotiate for itself the highest price it believes ENSTAR would pay or we
would allow ENSTAR to pay. We must carefully assess the agreed-upon price.

The price in APL-5 is not a negotiated price. ENSTAR and Marathon
decided not to negotiate a price but rather to select an index and allow that index to set
the price of the contract, with add-ons for transportation and production taxes. A market
price is not a negotiated price. In that way APL-5 is like the Unocal and NorthStar
contracts and unlike the ENSTAR supply contracts that preceded the Unocal and
NorthStar contracts. Those legacy contracts contained negotiated prices, based on
market conditions in Cook Inlet. The negotiated prices of the legacy contracts are
adjusted annually according to an agreed upon index.

Evaluation of APL-5 Price

We evaluate the reasonableness of the pricing terms of APL-5 as a whole
rather than picking apart the elements and assessing the reasonableness of each
element separately, as we did with the Unocal and NorthStar contracts. We now

recognize that pricing terms are negotiated as a whole, that each element is adjusted

1%5T_7 (Dieckgraeff) at 10.

"*We are not certain there is any meaningful competition for ENSTAR’s
business. The gas supply in Cook Inlet is largely tied up in long-term contracts. A
workably competitive environment for ENSTAR's supply would be one in which

‘|| producers sold gas on short-term contracts and there was common carrier storage

available to take care of ENSTAR’s swing requirements. Only under those conditions
could small and large producers be on equal footing to compete for ENSTAR’s
business.
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and fine-tuned to counterbalance each other element of the contract to arrive at terms
the contracting parties can embrace. If we were to assess individual items with the
intent of conditioning our approval on a change in one or more individual elements, we
would be disturbing that balance.

We believe the fairer and wiser course is to approve or disapprove pricing
terms as a whole. We take the price of APL-5 and superimpose the changes Marathon
offered (none of which ENSTAR objected to) in response to some of the intervenors’
concerns and assess the resulting pricing terms as a whole. We cannot find that either
the original pricing terms of APL-5 or the pricing terms as revised by Marathon assure
that ratepayers will pay no more than a reasonable price for the gas bought for them
under APL-5.

The other Marathon contracts entered into evidence in this proceeding
(and given confidential status) demonstrate that the price of APL-5, at present Henry
Hub 12-month trailing average prices plus 25¢ for transportation plus production
taxes,' is a radical departure from the basic economics of Cook Inlet. ENSTAR has
not sufficiently justified that radical departure in this record.

The best proxy we have for the Cook Inlet market price for gas with the
same variable deliverability and swing required by ENSTAR is ENSTAR’s own
WACOG. The WACOG, by its very nature, represents a diverse base of suppliers, both
willing and able to meet ENSTAR’s deliverability and swing. ENSTAR’S WACOG is also
comprised of a blend of legacy pricing based on proven reserves combined with the
exploration-driven Henry Hub, through Unocal. That WACOG is currently approximately
$5.00 for calendar year 2006. The 2006 price of APL-5 (if in effect, which it is not) is

"7If ENSTAR were taking gas under APL-5 today the price of gas would be
$7.50 plus production taxes. Tr. 924.
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$7.50 plus production taxes. The APL-5 price for proven reserves represents at least a
50 percent increase over ENSTAR's current WACOG. That is an unacceptable
divergence because ENSTAR is currently receiving supplies from both proven reserves
and exploration efforts at a much lower price.

ENSTAR has not sustained its burden to prove that the price of APL-5 is
reasonable. We reject APL-5 based on our conclusion that the price, to the extent that
it increases ENSTAR’s WACOG, is not reasonable.

We give guidance to the contracting parties on what pricing terms we
might be able to accept. In doing so, we do not seek to interfere with future negotiations
or second-guess past negotiations. The APL-5 pricing terms are simply too divergent
from other prices in Cook Inlet. They must be conformed in some way to the realities of
the Cook Inlet market.

As evidenced in our earlier discussion, we have difficulty approving pricing
terms if the parties’ goal in entering into those terms is to change the Cook Inlet market
by paying a higher price than is necessary to obtain the gas needed. We believe
ENSTAR should pay prices appropriate to the existing market, considering its
deliverability and swing requirements. ENSTAR is likely to need to pay a higher price
than other buyers in Cook Inlet because of those requirements but needs to create an
adequate record on which we can base our decision in support of that need.

The use of Henry Hub or another market index with or without discounts
requires the parties to justify use of the index for their contract and must reconcile use
of the market index with Cook Inlet market conditions. Assuming they do so, use of
such an index might be acceptable, but only if transportation and production taxes are

not added on and if there is a meaningful cap.
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The record reveals that, generally, sellers pay transportation to the hub at
which gas is priced and buyers pay transportation. away from the hub.'® Whether
transportation should be added on to a hub market index price depends upon the
pricing point to which the market price index is applied. In this instance, the only points
which make sense under the configuration in Cook Inlet are the KPL junction (where a
number of pipelines, including ENSTAR’s eastside pipeline, come together) and the
inlet to ENSTAR’s westside pipeline in the Beluga River field.

The only reasonable alternatives to those points are the wellheads in each
field. We believe wellheads are inappropriate pricing points at which to apply a market
index. The evidence tells us that sellers pay transportation from the wellhead to the
hub.

We do not believe a reasonable price would include a transportation cost
added on to a price determined directly by a market index. Transportation was not
added on to ENSTAR’s legacy contracts. The Unocal contract did provide that a fee
would be added on to the market price if gas was shipped through a newly constructed
pipeline. A transportation fee was also to be added on to the market index price in the
NorthStar contract. The Unocal and NorthStar contracts are distinguishable from the
current contract because the pricing terms in those contracts were approved as
exploration incentives. We would not allow a transportation fee to be added to a market
index price in APL-5.

There is no evidence in this record that buyers at Henry Hub or at any
other hub with a market index pay sellers’ production taxes. Production taxes are a
normal cost of producing gas, like compressors, salaries, and office overhead. Market

prices are a function of supply and demand and have no relationship to costs of

138T_13 (Elder) at 6-8.
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production. ENSTAR did not provide any support for the tax add-on in APL-5 except to
say that the provision is in all its other contracts and that producers preferred it that
way.'*® Contrary to our decision in NorthStar, we now find on the basis of the existing
record in this proceeding insufficient justification to add production taxes on to market
index prices, which already compensate sellers for costs of production.

Prices established on Henry Hub might be acceptable in the presence of a
meaningful cap. Neither the $15.00 cap nor the $14.00 cap proposed protects
ratepayers from anything other than circumstances in Lower 48 markets that are so dire
as to be almost unimaginable. The devastating storms of 2005 resulted only in price
spikes to $15.00. The yearly average for 2005 was in the $9.00 range. We find that in
this market even a cap of $9.00 does not ensure that ENSTAR’s ratepayers will pay a
reasonable price when we see other buyers in Cook Inlet paying less than half that
amount. Even the Japanese utilities taking Cook Inlet gas pay $2.00 less than this
$9.00 cap at the receiving point in Japan. If a contract is priced to another market, there
must be a meaningful cap that prevents the price paid by ENSTAR’s ratepayers from
diverging too far from the price paid by others in Cook Inlet unless that divergence is
due to and in proportion with differing deliverability and swing requirements.

We understand that the price of natural gas is rising, in step with crude oil.
There is evidence in the record that natural gas prices have been steadily increasing in

° There is evidence in the confidential record that non-utility

the Pacific Basin.'®
contracts for gas supplies have been increasing. We are not opposed to recognizing in
APL-5 economically rational price increases that reflect the realities of Cook Inlet's gas

market.

1%°T_8 (Dieckgraeff) at 19.
10T.19, Ex. BSA-5.
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Conclusion

On the basis of the evidence in this record we conclude that ENSTAR has
failed to meet its burden of proof that APL-5 achieves a reliable gas supply at a
reasonable price. Accordingly, we reject the addition of TA139-4 as a base supply
contract having the effect of increasing the current average cost of system gas supply
as proposed by ENSTAR. We note, however, that ENSTAR's tariff allows it to add base
supply contracts having the effect of decreasing the cost of system gas without our
approval. We allow ENSTAR to add TA139-4 to its base supply under those limited
conditions.
Final Order

This order constitutes the final decision in this proceeding. This decision
may be appealed within thirty days of the date of this order in accordance with
AS 22.'10.020(d) and the Alaska Rules of Court, Rule of Appellate Procedure
(Ak. R. App. P.) 602(a)2). In addition to the appellate rights afforded by
AS 22.10.020(d), a party has the right to file a petition for reconsideration as permitted
by 3 AAC 48.105. If such a petition is filed, the time period for filing an appeal is then
calculated under Ak. R. App. P. 602(a)(2).

ORDER

THE COMMISSION FURTHER ORDERS:

1. TA139-4, as presented by ENSTAR Natural Gas Company, a Division
of SEMCO Energy, Inc., is rejected as discussed in the body of this order.

) 2. TA139-4, as presented by ENSTAR Natural Gas Company, a Division

of SEMCO Energy, Inc., may otherwise go into effect immediately without further
approval, provided it has the effect of decreasing the current average cost of system

gas as per tariff Sheet No. 90, Section 708f.
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3. By 4 p.m., November 1, 2006, should ENSTAR Natural Gas Company,
a Division of SEMCO Energy, Inc., choose to have TA139-4 take effect under Ordering
Paragraph No. 2 above, it must file any revisions to its contract terms and perfect its
supply commitments under Section 2.7.4 of APL-5.
DATED AND EFFECTIVE at Anchorage, Alaska, this 28th day of September, 2006.

Anchorage, Alaska 99501
(907) 276-6222; TTY (907) 276-4533
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BY DIRECTION OF THE COMMISSION
(Commissi'oners Dave Harbour and Mark K. Johnson, dissenting.)
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Appendix
ENSTAR Weighted Average Cost of Gas 2002 — 2006

2002 Vol. Total $ 2003 Vol. Total $
Contract Price BCF Millions Contract Price BCF Millions
APL-4' 2.46 21.0 51.67 APL-4 2.40 19.0 4569
Beluga2 243 3.0 8.01 Beluga 242 3.3 7.99
Mc»quawkie3 2.99 1.3 3.84 Moquawkie 3.00 42 1264
Unocal® - - - Unocal - - -
256 63.52 26.5 66.32
Adjustments 0.28 Adjustments 1.14
Total Gas Costs 63.80 Total Gas Costs 67.46
Total Sales Volume (BCF) 25.46 Total Sales Volume (BCF) 26.38
Weighted Average Cost of Gas 2.5059 Weighted Average Cost of Gas 2.5575
2004 Vol. Total $ 2005 Vol. Total $
Contract Price BCF Millions Contract Price BCF Millions
APL-4 269 17.0 45.68 APL-4 3.38 15.0 50.64
Beluga 2.78 2.1 5.83 Beluga 3.56 1.6 5.70
Moquawkie 2.98 29 8.70 Moquawkie 3.02 1.9 5.74
Unocal 474 5.3 25.31 Unocal 5.10 9.2 47.06
27.4 85.51 277 109.15
Adjustments (0.84) Adjustments (0.87)
Total Gas Costs 84.67 Total Gas Costs 108.28
Total Sales Volume (BCF) 27.20 Total Sales Volume (BCF) 27.54
Weighted Average Cost of Gas 3.1123 Weighted Average Cost of Gas 3.9321
2006 Vol. Total $
Contract Price BCF Millions
APL-4 4.43 .13.0 57.58
Beluga 5.12 1.1 5.64
Mogquawkie 3.04 1.8 5.47
Unocal 6.49 10.7 69.32
26.6 138.00
Adjustments (6.00)
Total Gas Costs 131.99
Total Sales Volume (BCF) 26.39
Weighted Average Cost of Gas 5.0009

Source: Exhibit H-39, as corrected by RCA Staff

' APL-4 Gas Purchase Agreement with Marathon Oil Company, dated May 1, 1988, and
approved by the Commission in U-88-49(6), dated July 20, 1989.
Z Beluga Gas Purchase Agreement between Shell Western E&P, Inc. and Alaska Pipeline

Company,

approved an amended contract, Beluga Schedule 3, in U-92-7(3) dated December 7, 1992.
Moquawkie Gas Purchase Agreement with Anadarko Petroleum Corporation and Phillip’s

Alaska, Inc dated May 16, 2000, and approved by the Commission in TA114-4, dated July 27, 2000.
Unocal Gas Purchase Agreement with Union Oil of California Inc., approved by the Commission

in U-01-7 dated October 25, 2001.

approved by the Commission in docket U-83-2(6), dated June 3, 1983. The Commission

U-06-2(15)
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STATE OF ALASKA
THE REGULATORY COMMISSION OF ALASKA

Before Commissioners: Kate Giard, Chairman
Dave Harbour
Mark K. Johnson
Anthony A. Price
Janis W. Wilson

In the Matter of the Gas Sales Agreement )
Between ENSTAR NATURAL GAS COMPANY, ) U-06-2
A DIVISION OF SEMCO ENERGY, INC. and )

)

)

MARATHON OIL COMPANY Filed as TA139-4

CERTIFICATION OF MAILING

[, Natasha L. Odom-Brown , certify as follows:

| am Administrative Clerk Il in the offices of

the Regulatory Commission of Alaska, 701 West Eighth Avenue, Suite 300,
Anchorage, Alaska 99501. On September 28 , 2006, | mailed

copies of

Order No. 15, entitled:

ORDER REJECTING TA139-4 AS A BASE SUPPLY CONTRACT HAVING
THE EFFECT OF INCREASING THE CURRENT AVERAGE COST OF
SYSTEM GAS SUPPLY BUT ALLOWING TA139-4 TO TAKE EFFECT

IMMEDIATELY AS A BASE SUPPLY CONTRACT HAVING THE EFFECT OF
DECREASING THE CURRENT AVERAGE COST OF SYSTEM GAS SUPPLY
AND REQUIRING FILINGS
(Issued September 28, 2006)

in the proceeding identified above to the persons indicated on the attached service list.

DATED at Anchorage, Alaska, this ogh day of September, 2006.
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