

DRAFT 10/12/00

October 18, 2000


Mr. David P. Boergers, Secretary
Federal Energy Regulatory Commission
888 First Street, NE, Room 1A
Washington, DC  20426

Re:	Transwestern Pipeline Company
	Docket No. RP00-

Dear Mr. Boergers:

Transwestern Pipeline Company ("Transwestern") submits for filing and acceptance an original and five (5) copies of the following tariff sheets as part of its F.E.R.C. Gas Tariff, Second Revised Volume No. 1 to become effective December 1, 2000:
Second Revised Volume No. 1

17th Revised Sheet No. 48
Original Sheet No. 98
Sheet No. 99
1st Revised Sheet No. 157

Description of New Tariff Provisions
	With the referenced tariff sheets Transwestern proposes to amend the General Terms and Conditions of its tariff to provide the firm shippers with the ability to enter into options to call on firm transportation capacity at a specified future date and options to terminate an existing service agreement at a specified future date.   The purchase or sale of options will be accomplished by execution of a Transport Option Amendment, which is an amendment to a firm transportation agreement between Transwestern and a shipper.[footnoteRef:2]   [2:  For purposes of the tariff provisions submitted herewith, "Shipper" is defined as any shipper on Transwestern that is or will be a commercial user of natural gas pipeline transportation and that is entering into the option transaction solely for purposes related to its business as such.  This definition is based on the Trade Option Exemption of the regulations of the Commodities Futures Trading Commission ("CFTC"), 17 C.F.R. § 32.4(a) (1999).  Transwestern does not intend to enter into any options transactions not within the purview of the Trade Option Exemption or that would otherwise subject Transwestern to CFTC jurisdiction.] 


	The Transport Option Amendment specifies four types of options that may be agreed upon by Transwestern and a shipper:
1. Shipper call - Shipper's right to firm transportation capacity on Transwestern commencing at a specified future date. 

2. Transporter put - Shipper's commitment to firm transportation capacity on Transwestern commencing at a specified future date (upon exercise of the option by Transwestern).

3. Shipper put – Shipper's right to terminate a firm transportation agreement at a specified future date.

4. Transporter call – Shipper's commitment to turn back firm transportation capacity at a specified future date (upon exercise of the option by Transwestern).  

	All options on transportation will be purchased or sold pursuant to a Transport Option Amendment that is part of a firm transportation service agreement.  The Transport Option Amendment specifies the option component of the transportation rate (i.e. the portion of the reservation rate payable upon execution of Transport Option Amendment), the total transportation rate ("strike price"), quantity, date of exercise ("strike date"), term of transportation service, receipt points and delivery points.  Other than these options terms set forth in the amendment, the underlying transportation agreement contains the same provisions which apply to all other FT agreements, including the capacity release rights. 
When an option is exercised, the transportation agreement shall be amended to reflect the increase or decrease in the contract quantity, as appropriate.  A Shipper that does not currently have a firm transportation agreement may enter into a firm transportation agreement with a contract quantity of zero and a Transport Option Amendment.  If the option is exercised, the firm transportation agreement would be amended to reflect the quantity of capacity for which the option was exercised.
	Options may not be separately released or assigned.  Transwestern capacity options are intended to be a physical, not a financial, product, and an option may not be sold on the secondary market separately from its underlying firm transportation agreement.   Capacity related to the underlying transportation agreements may be released in accordance with the provisions of Transwestern's tariff.
Reasons for Filing
	The tariff provisions proposed herein address the difficult types of capacity contracting decisions that face both shippers and Transwestern.  In particular, capacity options address the timing aspect of capacity contracting decisions.  Shippers must plan now for capacity needs that may commence or change at a future date.  Similarly, Transwestern must re-market capacity that becomes available as existing contracts expire.   
	The Commission has addressed the challenge of timing of contracting decisions in a number of settings.   Historically, pipelines have been permitted to reserve pipeline capacity for future capacity expansions at fixed or set rates.   Many shippers have regulatory rights-of-first-refusal (ROFR) that allow the shipper to defer capacity decisions until a later date.[footnoteRef:3]  The Commission has clarified that a pipeline and its customers may enter in contractual rollover or evergreen provisions.[footnoteRef:4]  And, the Commission has approved transportation agreements with a variety of other practical commercial features including outs and termination provisions.[footnoteRef:5]  [3:  18 C.F.R. § 284.221(d)(1999).]  [4:  Regulation of Short Term Natural Gas Transportation Services, and Regulation of Interstate Natural Gas Transportation Services.  Order No. 637, 65 Fed. Reg. 10156 (Feb. 25, 2000), III FERC Stats. and Regs. ¶ 31,091 at p. 31,341 (February 9, 2000).]  [5:  Tennessee Gas Pipeline Company, 89 FERC ¶ 61,033 (1999); Tennessee Gas Pipeline Company, 87 FERC ¶ 61,206 (1999).] 

	Similarly, Transwestern is attempting herein to establish a more comprehensive set of parameters to deal with the specific contracting decisions facing Transwestern and its customers. 
	Shipper Call Options.
Shipper call options address the need to make capacity arrangements now at set prices for service to commence at a future date.  Call options give the shipper the right to call on capacity at a set date in the future at a set price.  End-users, such as manufacturing plants that are planning new facilities or an expansion of existing facilities, could purchase a shipper call option from Transwestern and hold it as security pending construction. 
 A more urgent need appears to be in the area of supporting construction of non-utility gas fired generation in Transwestern's Western U.S. market area.  Studies indicate that California needs ____MW of new gas-fired generation to meet increasing demand.  Given the long lead time often required to permit and site new electric generation projects, sponsors face a timing dilemma in order to secure needed pipeline capacity.   Project sponsors could take whatever available capacity exists now at rates that may or may not make economic sense for the project.  Alternatively, they could proceed with the development of a project that lacks a firm commitment for requisite transportation services, thereby threatening the economic viability of the project and, ultimately, its financibility.  Shipper call options can help to bridge this development gap.  In return for paying a portion of the transportation rate up front (the option fee component), power plant developers could purchase a shipper call option on firm capacity to be used as security until specific development thresholds are realized.  The certainty of firm transmission capacity is often a pivotal consideration in  securing non-recourse, investment grade financing at competitive rates.  In either of the above examples, market efficiencies are maximized: customers receive the security they require for specific business or financing purposes without the attendant risk or carrying cost of an executed contract for firm transportation capacity. 
Shipper Put
Shippers also experience uncertainty over the duration of their service needs.  A put option allows the shipper to terminate an agreement at a specified future date.  This option may be valuable to an end-use customer, such as a manufacturer anticipating a consolidation of operations to another location.  A put option allows the shipper to maintain the security of firm transportation with the opportunity to terminate the agreement should business conditions warrant.  Likewise, a producer holding equity in production areas with uncertain reservoir decline rates could purchase a put option.  This strategy offers the security of firm transportation in the near term without the burden of holding potentially unnecessary transportation capacity should decline rates accelerate.
Transporter Puts and Calls 
While the examples described above demonstrate instances in which Shipper calls or puts offer a valuable means to manage the uncertainty of future transportation needs, other shippers actually desire to assume certain contracting risks.  In the case of a Transporter put, a shipper could agree to take available pipeline capacity at a future date and at a set price.  A Transporter call would commit the shipper, if requested by Transwestern, to terminate the contract and turn back capacity at a specified date.  In either example, Transwestern could exercise its option on the strike date.   The option component of the total rate represents the compensation to the shipper entering into the Transporter option, because it is  a negative component or offset to the total rate paid by the shipper.  Because Transporter options are available and purchased in a non-discriminatory manner, Transwestern receives the most valuable option from the shipper at the lowest possible cost, thereby furthering the goal of efficient provisioning of transportation services.
Consistency with Existing Commission Policy
	Most of the types of options described in this filing involve contractual provisions that are permissible under current Commission policy on discounted and negotiated rates.  For example, a Transporter call or a Shipper put is really just another way of saying that a transportation agreement gives one party the right to terminate the agreement as to all or part of the capacity.  The Commission recently approved contracts with similar features filed by Tennessee Gas Pipeline Company.[footnoteRef:6]  A Transporter put, in which Transwestern would have the right to require a shipper to take firm capacity in the future, also involves agreement to a rate in exchange for provisions related to quantity and is also therefore similar to the contracts approved in Tennessee.  The difference in this filing is that Transwestern is making these types of contract provisions generally available to all Shippers in order to eliminate any need to separately file with the Commission contracts containing options.   [6:  Tennessee Gas Pipeline Company, 89 FERC ¶ 61,033 (1999); Tennessee Gas Pipeline Company, 87 FERC ¶ 61,206 (1999). Contracts filed by Tennessee allowed the shipper to terminate its contract early, reduce its contract quantity or turn back a certain amount of capacity.  Accepting the contracts, the Commission commented that the agreements "merely reflect that the shipper is willing to pay a negotiated rate in order to have the ability to terminate or reduce the contract level."  89 FERC at 61,100.] 

In contrast, the Commission has generally not permitted transactions that permit the reservation of pipeline capacity for a future use.  However, there are a number of specific exceptions.  Shippers that exercise a right of first refusal are guaranteed firm transportation capacity at a set time in the future at a specified rate.  The Commission has also allowed contracts that start at a future date when facilities are to be constructed.  More recently, the Commission has agreed to allow the pipeline to reserve pipeline capacity at set rates for use as part of a future expansion. 
The rationale for allowing the reservation of capacity in the case of expansion capacity is equally applicable for pipelines trying to place available capacity in the absence of an expansion.  In both cases, the pipeline is trying to identify capacity to serve a future new load.  Commission policy should not have a  bias that favors pipelines that expand to serve a new market over pipelines that can efficiently serve a new market with existing capacity.  
Pricing
	Transwestern’s option proposal does not propose a new or stand-alone rate for capacity options.  As described above, interstate pipelines, including Transwestern, already sell built-in optionality in firm transportation agreements.  For example, under the right of first refusal provisions of Rate Schedule FTS-1 of Transwestern's tariff, a shipper may enter into a contract with Transwestern for transportation service to commence as much as one year after the execution of the contract.  By locking in its transportation rate in advance, the shipper is effectively buying up to a 12-month price option on firm transportation.  Since the assurance of being able to obtain transportation service at a predetermined rate has value to the shipper, the option component of the rate is, presumably, built into the total rate the shipper is willing to pay.  Similarly, when a pipeline holds an open season for an expansion of its facilities, shippers contract for a fixed volume of capacity at fixed transportation rates well in advance of gas actually flowing.  Pipelines may also enter into transportation agreements that allow the shipper to terminate its contract early, reduce its contract quantity or turn back a certain amount of capacity.[footnoteRef:7]   [7:  See Tennessee Gas Pipeline Company, supra. ] 

	With the transport options program proposed herein, Transwestern is proposing to use the option component of the rate as a tool to facilitate capacity contracting decisions. Disaggregation of the option component will give shippers more flexibility in contracting for options, and will allow Transwestern to specifically identify the option so that its impact and timing can be more effectively quantified and managed.  The option component of the total transportation rate will be based upon the value that the shipper places on the specific option.  Quantitative tools are readily available for the customer's analysis, including binomial option pricing models using the Black-Scholes formula.  For example, if a shipper is willing to pay $0.05/MMBtu for the right to purchase future transportation at a rate of $0.29/MMBtu, the total transportation rate would be $0.34/MMBtu, within Transwestern's minimum and maximum rates for firm service.  However, if a shipper is willing to pay $0.10/MMBtu for the right to purchase future transportation at a rate of $0.29/MMBtu, then the resulting total rate would be $0.39/MMBtu, which is above the maximum tariff rate but still within Transwestern's authority to charge negotiated rates. 
	Under the transport options program, the option component of rates becomes payable upon execution of the Transport Option Amendment, in either a lump sum payment or in monthly payments.  The option payment may be due Transwestern or due the shipper depending on the type of option.
Nondiscriminatory Availability of Options
	Because transport options will be sold as a component of a firm transportation service agreement under Transwestern's tariff, they will be available to all Shippers on a nondiscriminatory basis. 
Transwestern recognizes that Shipper call options raise special concerns about the fair allocation of future capacity. The proposed tariff sheets contain additional provisions regarding Shipper call options because, unlike the other types of options proposed herein, Shipper call options guarantee firm transportation capacity in the future.  Transwestern recognizes that the Commission has expressed a concern about reserving firm capacity for a shipper at a future date without requiring the shipper to pay a reservation charge for that capacity shortly after the transportation contract is executed.[footnoteRef:8]  Specifically, the Commission's concern has been that such reservation of capacity might tie up long-term firm transportation service to the disadvantage of other shippers, and that the capacity might not be available to shippers that place the highest value on the capacity.[footnoteRef:9]   [8:  See, e.g., Northern Natural Gas, 49 FERC ¶ 61,107, reh'g granted in part, 52 FERC ¶ 61,047 (1990).  The Commission required Northern to specify that firm contracts become effective no later than 90 days from the execution date, stating that Northern's tariff allowed too much time before the billing of reservation fees.  ]  [9:  Id. at 61,855.] 

Transwestern believes that its proposal addresses these concerns.  First, to be clear, Transwestern proposes to sell Shipper call options only where the capacity has been posted as available space and no shipper has elected to subscribe to such capacity at the maximum tariff rates.  Second, to the extent that the space remains available and Transwestern seeks to place the capacity for future use through a Shipper call, Transwestern will ensure that all shippers have an opportunity to secure such options through advance notice and a non-discriminatory bidding process.  Concerns about the hoarding of future capacity rights can be addressed by ensuring that shipper call options have appropriate advance posting periods or e-mail notification to interested parties.  Transwestern recognizes that an option affecting a larger package of capacity may require a longer advance posting period than an option affecting a smaller quantity of capacity. 
The advance posting will specify the term of option, term of transportation service, transportation volume, and instructions for bidding.  Shipper call options will be awarded based upon the highest rate payable for the option component. The winning bid will be posted at the end of the bidding process.  Although the bidding process for Shipper calls may not be an auction per se, the proposal meets the principles of bidding set forth in Order No. 637:[footnoteRef:10] [10:  ? Regulation of Short Term Natural Gas Transportation Services, and Regulation of Interstate Natural Gas Transportation Services.  Order No. 637, 65 Fed. Reg. 10156 (Feb. 25, 2000), III FERC Stats. and Regs. ¶ 31,091 at p. 31,296 (February 9, 2000).
] 

· Shippers will have notice of upcoming shipper call option bidding periods. 
· Bidding will be open to all potential bidders on a non-discriminatory basis.
· The rule and procedures will be simple, covering only those variables listed above.
· The best bid selection will be based on a criteria known in advance
· Information on the winning bids will be posted, allowing interested parties to monitor the process.

	Transwestern's proposal effectively addresses Commission concerns about reserving capacity for shippers. Shipper call options, which guarantee future capacity, will be posted and sold in a bidding process to only those parties that place the highest value on the option.  Additionally, setting appropriate posting periods or providing direct email notification will help ensure that all parties receive adequate notice of available Shipper call options.  The ability to manage future capacity requirements through prepaying a portion of the transportation rate offers significant benefits to shippers as described in this filing. 
Adequacy of Capacity; Effect on Other Services
	Options on transportation will be available for firm capacity only, and may be sold for capacity that is currently posted as available on Transwestern's internet site, or for capacity that will become available in the future.  Options may be exercised only once.  Transwestern will modify its systematic program of transportation capacity recordkeeping to identify not only the available capacity and associated contracts, but all put and call options on available capacity.  The introduction of a transportation capacity and options book will ensure that the sale of options or subsequent management of Transwestern's options program shall in no way affect the availability of firm transportation capacity for existing shippers.
	The exercising of put or call options will not negatively affect the capacity release market because the purpose of options differs from that of capacity release.  The options program is intended to help shippers with long-term strategy planning and permanent capacity decisions, while capacity release historically has served as a day-to-day tool to manage capacity needs.  Therefore, Transwestern does not anticipate that the options program will compete with capacity release.  Firm transportation agreements with an options amendment remain eligible for release in the capacity release program.
	Moreover, the proposed transport options program will have no adverse effect on receipt and delivery point flexibility, nominations and scheduling, priority of service, operating conditions or curtailment under Transwestern's tariff, or the right of first refusal provisions of Transwestern's existing firm transportation agreements.
Service
	A copy of this transmittal letter and the proposed tariff sheet has been served upon all of Transwestern’s customers and interested state regulatory commissions.  A copy of this filing is also available for public inspection in Transwestern’s office in Omaha, Nebraska during regular business hours.
Marked Version
	In accordance with Section 154.201 of the Commission’s Regulations, a marked version of the proposed tariff sheet that highlights the additions is enclosed.
Waivers
	Transwestern seeks any such waivers of the Commission’s rules and regulations that are deemed necessary to effectuate this options proposal.  Specifically, Transwestern seeks a limited waiver of Section 284.221(d) to permit Transwestern to sell firm transportation capacity without prospective ROFR rights where the future capacity has been committed in a shipper call option.  Transwestern also specifically seeks waiver of Section 284.7 as necessary to allow for the collection of the option payment in those instances in which the shipper elects not to exercise it rights.  
Transwestern respectfully requests that the Commission grant any and all waivers of its Regulations that it deems necessary to allow this filing to become effective December 1, 2000. 
Notice
	In accordance with Section 154.209 of the Commission’s Regulations, Transwestern hereby encloses a Notice of Filing suitable for publication in the Federal Register.
Motion
In accordance with Sections 154.7(a)(9) and 154.206(c) of the Commission’s Regulations, Transwestern hereby reserves the right to file a motion to place the tariff sheets referenced herein in effect as of the end of any suspension period ordered by the Commission.
Data Processing Requirements
	Transwestern has also submitted a diskette reflecting the information contained in the above-referenced tariff sheets and a separate diskette reflecting the attached Notice.
Communication
	Transwestern requests that all correspondence and communications concerning this filing be served upon each of the following:
Mary Kay Miller
Vice President, Rates & Certificates
Transwestern Pipeline Company
1111 South 103rd Street
Omaha, NE  68124-1000
(402) 398-7060

Drew J. Fossum
Vice President and General Counsel
Transwestern Pipeline Company
1111 South 103rd Street
Omaha, NE  68124-1000
(402) 398-7449

Frank X. Kelly
Steve Stojic
Gallagher, Boland and Meiburger 
1023 15th Street, N.W., Suite 900
Washington, D.C.  20005-2602
(202) 289-7200

Susan Scott
Senior Counsel
Transwestern Pipeline Company
1400 Smith Street
Houston, TX  77002

Respectfully submitted,



Mary Kay Miller
Vice President, Rates and Certificates
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