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Please state your name, blisiness address, and occupation.

My name is Randolph S. Friedman. My business address is 220 NW Second
Avenue, Portland, Oregon 97209, My current position is Director, Gas Supply for
Northwest Natural Gas Company, d/b/a NW Natural (“NW Natural” or the
“Company”). Please sce Exhibit No.  (RSF-1T), filed on July 7, 2011, for
testimony describing my education and relevant experience,

What is the purpose of your testimony?

My testimony supports the Seftlement Stipulation (“Stipulation”) filed on April
24, 2012, Specifically, my testimony describes how the Company will exclude
from Washington rates all of the costs and benefits associated with NW Natural’s
joint venture with Encana Oil & Gas (USA) Inc. (“Encana”) (the “Transaction”),
I will first describe the role of the Transaction in our gas supply portfolio and then
discuss how the Company will calculate the costs of a Washington-specific
portfolio that will exclude Transaction costs and benefits, while continuing to
provide our Washington customers with reliable gas service at fair and reasonable
rates. My testimony will conclude with a discussion of how the allocation of
Transaction costs and benefits to only NW Natural’s Oregon customers affects the
portfolio for Washington customers and my testimony will discuss the prudence
of that Washington portfolio.

Please describe the Company’s overall portfolio purchasing strategy?

NW Natural’s goals in purchasing gas for our core utility market are reliability,
lowest reasonable cost, price stability, and cost recovery, An important aspect of

our overall gas purchasing strategy is hedging, through which we typically, at the
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beginning of the gas year, lock in a significant portion of our annual purchasing
requirements with financial arrangements or through storage. By ensuring access
to gas at guarantced prices we are able to provide price stability for our
customers. In the past, we have entered into financial hedges with terms up to
three years. We also have entered info longer-term physical transactions up to 15
years, but the prices in those transactions typically have floated with the market.
How does the Transaction fit into the Company’s overall portfolio?
The Transaction will operate as a longer-term physical and financial hedge for our
Oregon customers. As described more fully in the testimony of Barbara J.
Cronise (Exhibit No. _ BJC-1T), the terms of the Transaction allow for the
physical delivery of gas supplies by Encana to NW Natural from the wells being
developed in the Jonah Field. The amount delivered is proportional to the number
of wells drilled in the Jonah field under the Transaction. The Transaction is a
long-term hedge against fluctvations in the month-to-month market price of
natural gas because the price of the physical gas supplies are tied to certain
drilling and production costs, most of which will not vary significantly over fime,
Alternatively, the Transaction also allows the Company the option to have
Encana market NW Natural’s share of the gas from these wells. If the Company
chooses to have Encana market its share of the gas, Encana sells NW Natural’s
share of the gas at the first-of-month index price at the Opal hub in the Rockies.
NW Natural then uses the funds fo financially hedge like volumes of supplies in
the Rockies, where NW Natural has firm pipeline capacity and acquires physical

gas supplies at first-of-month index prices.
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The Company currently has elected to have Encana market the gas, with
the revenue sent to NW Natural for crediting to its customers. Under this
arrangement, the Transaction currently resembles a financial swap. That is, the
primarily fixed costs of drilling are paid by NW Natural, while in return NW
Natural receives revenue based on the month-to-month market price of the gas
supplies it otherwise would have received.

Please describe generally the terms of the Stipulation.

The Stipulation has two basic parts. First, the Parties agree that NW Natural
should be granted leave to withdraw the tariff filing. Second, the Parties agree
that NW Natural will not include in its Washington rates any of the costs or
benefits associated with the Transaction, Rather, the Con;pany will calculate a
gas supply portfolio specific to Washington customers. This Washington-specific
portfolio will be consistent with the Company’s past practice and will consist of
financial hedges, storage inventories, and market purchases. The rates for the
Company’s Oregon customers will be allocated 100 percent of the costs and
benefits of the Transaction.

How will the Company manage the Washington portfolio to ensure that the
gas allocated to Washington customers is consistent with the Company’s
overall gas purchasing goals of reliability, lowest reasonable cost, and price
stability?

Overall, the Company will calculate the Washington portfolio the same as it has
done in the past, and very similarly to its Oregon portfolio. Historically, the

Company managed its customers’ gas requirements with a combination of hedged
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supplies—including storage gas and financial hedges—and gas purchased on the
spot market. These hedged supplies have comprised approximately 75 percent of
the Company’s expected requirements in recent years, which is reviewed
regularly within the Company as part of its gas acquisition process.

Assuming for illustrative purposes that hedged supplies continue fo be
targeted at 75 percent of the Company’s total portfolio, then the Company will
continue to purchase approximately 25 percent of its overall supply needs without
any form of hedging. As with all supplies, these unhedged supplies will continue
to be allocated to Oregon and Washington customers consistent with current
practice, based on each state’s forecasted load used in the annual Purchased Gas
Adjustment (PGA) filing, Similaily, the Company will rely on storage gas as it
always has in an identical fashion for both Oregon and Washingfon customers.
Finally, the Company will continue to allocate its financially hedged gas to
Oregon and Washington customers consistent with the matter described above —
with one exception. Given that the gas attributable to the Transaction will not be
allocated to Washington customers, the Company will allocate to Washington
customers an additional “slice” of the gas atiributable to hedges out of the
Rockies, to make up for the proportion of the Transaction gas that would
otherwise be allocated to Washington customers.

Could you provide an illustration showing how the Company would allocate
supplies as you have described?
Yes. Exhibit No.  (RSF-3T) provides a table i}lustl'ati;lg how this portfolio

could be developed. First, the Company will determine the total volumes of
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physical gas that will be delivered in each month of the year. To simplify this
illustration, it is assumed that 10 percent is the Washington jurisdictional
allocation of the Company’s total volumes. Of course the actual Washington
allocation factor will match whatever is used in the PGA filing, as updated each
year.

Second, the Company will determine the total hedged volumes for
Rockies gas and develop a weighted average price of hedged Rockies gas based
on the non-Transaction ﬁnancial hedges. Third, using the elements developed in
step 2, the Company will allocate to Washington customers the appropriate state
allocation of total Rockies hedged volume and cost, such that Washington
forecasted load that would have been met by the Transaction will be met by
Rockies hedged volumes, at a price that will exclude gas received under the
Transaction. Thus, for Washington customers, the volume of Rockies gas that is
hedged will be identical to current practices, but the weighted average price of the
Rockies financial hedges will exclude the Transaction from the weighted average.
In this way, the price for the Washington allocation of hedged volumes in any
given year will reflect the average price of the Company’s total hedge portfolio
excluding the Transactional volumes. In essence, the price for Washington
customers will be determined as if the Company never entered into the

Transaction at all.
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Is this the methodology the Company would use to maintain a separate
portfolio for Washington customers for the life of the Transaction?

The Company believes that this approach is the prudent course, and is likely to
continue to be so. However, the Company recognizes that events could cause the
Company to reevaluate this approach. At any rate, the Commission will have an
opportunity to judge the prudence of the Company’s purchasing strategy for
Washington customers on an annual basis, through the PGA. The effect of the
Commission’s adoption of the stipulation would be only to determine that the
Company is not required to pass costs and benefits of the Transaction through to
Washington customers in order to maintain a prudent gas supply pottfolio, and
that the Company can maintain a prudent portfolio through using other gas
procurement methods, like the ones it has used in the past.

How will the Company’s purchasing practices affect the relative Weighted
Average Cost of Gas (“WACOG”) for Oregon and Washington customers?
As described above, the Oregon WACOG will be allocated 100 percent of the
Encana gas reserve costs, lowering its proportion of traditional derivative
transactions (financial swaps and options} by an equivalent volume, Meanwhile,
the Washington WACOG will have approximately the same proportion of
iraditional derivative transactions as in past years. Those financial transactions
are necessarily shorter term in nature than the very long-term Encana gas
reserves, and so the Oregon WACOG should exhibit somewhat lower volatility

from year-to-year than the Washington WACOG.
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The Washington WACOG, because it will have a higher proportion of gas
hedged at current market prices, is expected to be slightly lower cost than Oregon
for the next few years. If the market price of gas rises as expected, there could be
a cross-over point, after which the Oregon WACOG would be slightly lower than
the Washington WACOG. All of this depends, of course, on the future prices of
natural gas in the market, which cannot be known at this time.

What is the effect on Washington customers if all of the Encana gas reserves
are physically allocated to Oregon customers?

Washingfon customers would continue to rely on NW Natural’s abilities to secure
traditional gas supplies in the Rockies, and from other sources. Supplies in the
Rockies are expected to be plentiful, at least for the foreseeable future, so there is
no quantifiable risk associated with the sole allocation of Encana physical
supplies to Oregon customers.

What is the effect on Washington customers if all of the Encana gas reserves
are financially allocated to Oregon customers?

The analyses performed by NW Natural in 2010 and 2011, as verified by an
independent consultant on behalf of the Public Utility Commission of Oregon,
estimated significant customer savings as a result of the Transaction. These
savings are based on price forecasts, so the actual savings could be more or less
than predicted. Also, these savings accrue over the life of the ‘Transaction, which
is anticipated to be approximately 30 years. Due to the current low market price
of natural gas, the annual results are expected to have a pz&tiafn that starts with

losses and only gradually moves to savings as market prices rebound. Whatever
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the actual annual savings or costs, all of the financial results are to be allocated to
Oregon customers. In effect, Washingfon customers will remain indifferent
compared to the current and past practices in Washington. The Company will
continue to hedge its financial costs for Washington customers as has been done
in previous years. And given that the Commission has consistently found that
NW Natural’s gas portfolio has been prudently maintained, the Company expects
that the Commission will similarly regard the Washington portfolio in the future.
The only difference will be that given that the Washington portfolio will no
longer be identical to the Oregon portfolio, the Company will continuously
separately monitor the portfolio to ensure that it is made up of a prudent mix of
hedged and unhedged gas given current market conditions and Commission
direction.

Does this conclude your testimony?

Yes.
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Docket UG-111233
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Illustration of Washington Portfolio Calculation

1 | Step1 - Total Load Forecast in PGA | | Step 2 - Rockies Hedged Supplies | |Step 3 - Calculation of Washington Portfolio - Rockies Hedged Volumes]
2

3 Volume Forecast Encana Other Rockies Hedged TOTAL Rockies Washington Allocation

4 System Washington Volumes Price Volumes Price Volumes Cost Price Volumes Price Cost

5 @) (b) (c) (d) (e) () (9) (h) 0] (j = 10% * col g) (k = col ) (I'= col j * col k)

6 84,680,000 8,468,000 1,000,000 $0.54 14,750,000 $0.44 15,750,000 $7,030,000 $0.45 1,575,000 $0.44 $693,000
7 116,400,000 11,640,000 1,290,000 $0.53 15,240,000 $0.44 16,530,000 $7,389,300 $0.45 1,653,000 $0.44 $727,320
8 112,940,000 11,294,000 1,470,000 $0.54 15,240,000 $0.44 16,710,000 $7,499,400 $0.45 1,671,000 $0.44 $735,240
9 94,720,000 9,472,000 1,790,000 $0.51 10,830,000 $0.45 12,620,000 $5,786,400 $0.46 1,262,000 $0.45 $567,900
10 82,110,000 8,211,000 1,920,000 $0.52 12,190,000 $0.45 14,110,000 $6,483,900 $0.46 1,411,000 $0.45 $634,950
11 60,840,000 6,084,000 2,090,000 $0.52 3,690,000 $0.51 5,780,000 $2,968,700 $0.51 578,000 $0.51 $294,780
12 40,890,000 4,089,000 2,170,000 $0.52 3,810,000 $0.51 5,980,000 $3,071,500 $0.51 598,000 $0.51 $304,980
13 28,000,000 2,800,000 2,230,000 $0.53 3,690,000 $0.51 5,920,000 $3,063,800 $0.52 592,000 $0.51 $301,920
14 25,590,000 2,559,000 2,300,000 $0.54 3,810,000 $0.51 6,110,000 $3,185,100 $0.52 611,000 $0.51 $311,610
15 25,560,000 2,556,000 2,380,000 $0.55 3,810,000 $0.51 6,190,000 $3,252,100 $0.53 619,000 $0.51 $315,690
16 26,810,000 2,681,000 2,460,000 $0.56 3,690,000 $0.51 6,150,000 $3,259,500 $0.53 615,000 $0.51 $313,650
17 51,490,000 5,149,000 2,560,000 $0.56 3,810,000 $0.51 6,370,000 $3,376,700 $0.53 637,000 $0.51 $324,870
18 750,030,000 75,003,000 23,660,000 94,560,000 118,220,000 $56,366,400 11,822,000 $5,525,910
19 10.0%

23 Note that this is provided as an illustration of how hedged rockies supplies would be included in Washington's portfolio; the actual layout and presentation in the Washington PGA may differ in format from what is presented above
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