2. Changes in Firm Transportation Capacity Contracting

Shippers in today’s natural gas market are under increasing reserving firm capacity. The market also has been hindered by
pressure to manage their gas supply and transportation its somewhat cumbersome posting and transaction procedures
portfolios efficiently to reduce costs. When possible, they are In some cases, shippers instead repackage unneeded capacity
choosing some dhe new services that compete with primary with another service and sell rebundled services outside their
firm transportation services offered by interstate pipeline usual market area (the “gray market”).

companies, such as high-deliverability storage, “high quality”
interruptible capacity, released capacity, and market center ecauBe the capacityease and gray markets have not solved

services. the long-terproblem of excess capacity commitments, some
shippers have “turned bacldll or part of their capacity

Under Order 636, the “restructurindetiissued by the Federal commitments when these contracts come up for renewal. This

Energy Regulatory Commission (FERC) in April 1992, firm has significant implicationthéonatural gas market and

sales entitlements of pipeline companies’ customers were raises a number of issues for shippers, pipeline companies, and

converted to firm transportation rights. However, Order 636 regulators.

providedlittle opportunity for customers to reduce their firm

commitment levels. With the changes in rate design, The extent and implications of a reduction in the amount of

development of new services, and the ability to identify the capacity reserved is an emerging concern for the transportation

cost of each component of natural gas service, customers aredugnji. Turnback of pipeline capacity, which was limited to
finding that the long-term contracts entered into years earlier two U.S. geographic regions (West and Midwest) in 1995 and

may no longer reflect current market conditions. In addition, 1996, could increasingly become a nationwide challenge.

demand has not increased as much as expected in some areas Between April 1, 1996, and December 31, 2001, contract

because of changes ilgienal economies, as well as increases covering 51 percent of transportation capacity (under contract

in energy efficiencies and greater conservation efforts. as of Aptil996) will expire. In monetary terms, the

Consequently, available firm capacity exceeds customers’ potential impact of capacity turnback is significant. If pipeline

requirements along some pipeline routes. companies are unable to remarket 20 percent of the capacity
expiring through 2001, faexample, it would represent at least

The cost of firm transportation has also become more a $686 million reduction in annual pipeline rfevenues.

expensive for some shippers because of the current rate design

method. Order 636 chang#ite way rates are calculated by Pipeline cost recovery is a major concern in this circumstance.

requiring pipeline companies to use the straight fixed-variable Increasing rates to remaining customers is not a viable solution

rate design, which increases the costs of reserving capacity but since this would lead to even further redceyi@acisyin

lowers the variable cost of the gas transported. Shippers whose reservations. Such rate increases would make it difficult for

peak-period needs f@apacity are very high compared with pipeline companies in competitive markettract new

their average needs are particularly affected by this change. customers and may drive their current customers to other

transporters, services, and service providers.
Some shippers have reduced their capacity costs by using the
capacity release market, which was establisheter Order  Capacity turnback may signify a period of adjustment for the

636. This market allows shippers to resell unused firm transportation market similar to the transition from long-term
transportation capacity as long as rates do not exceed the to short-term and spot contracts that occurred in the wellhead
maximum regulated rafe. In practice, however, most capacity market for gas in the 1980's. Over the long term, the current

rights have been traded at substantial discounts, vimds
the market's effectiveness in offsetting the high costs of

*The $686million annual reduction impipeline company revenues was
estimated using the amount of capacity due to expire through the year 2001 and

*Order 636-Adid permit firm customers to reduce or terminate capacity firm transportation tariff rates for a sample of 44 interstate pipeline companies.
entitlements if another customesntracted for and assumed liability for the cost In order to estimate the minimum revenue impact of contractsatbatot
of the capacity or the pipeline company assumed responsibility for the capacityenewed, it was assumed that therest firm transportatiomate for each
and associated costs. Federal Energy Regulatory Commission, Order 636-A, Fiipeline company would apply to the full expiration amotindnsportation
F.R. 36128 (August 12, 1992). rates were taken from H. Zinder & Associa@smmary of Rate Schedules of

*The Federal Energy Regulatory Commission issued a Notice of Proposetlatural Gas Pipeline Companig#larch 15, 1996).The product of the
Rulemaking on Jul81, 1996,which proposes to remove the price cap on transportation rates and capacity expirations was multiplied by 0.2 to estimate
released capacity provided the releasing shipper can demonstrate that it does not the annual reduction in pipeline company revenues for 20 percent of contracte
exercise market power (Docket No. RM96-14). capacity.
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changes may lead to the development of alternative products pipeline companies and LDCs are allowed to charge prices that

to current transportation services. Other possibilities include a recal’ereasonable costs of delivering gas to their

spot market for transportation, increased commaoditization of customegpgadtice, most of the costs fall on the captive

capacity, and the development of financial instruments for the customers who have no other options for obtaining gas service.

transportation market. Also, regulators have traditionally required LDCs to purchase
sufficient pipeline capacity to meet their maximum seasonal

This chapter focuses on the development of excess capacity requirements for firm sales service. Under these circumstances

commitments by shippers and the potential implications of LDCs tended to enter into long-term firm transportation

capacity turnbackor the transportation market. The chapter contracts with pipeline companies, which both parties

also discusses the use and effectiveness of the secondary perceived would reduce contract management costs, protec

capacity market for reducing capacity commitments and costs. their capital investments, reduce deliverability uncertainties,

In addition, it quantifies the potential for capacity turnback and and lock-in price terms. Both the industry and regulators

examines three cases of large turnbacks that occurred in 1995 believed that long-term eantldgtrovide thestability

and 1996 tcassess pipeline company approaches, financial and service reliability nedessargstment in aapital-

impacts, and evolving regulatory policy. intensive industry.

Long-term security came at a cost, usually to the captive

Factors Leading to Excess customers of pipeline companies and LDCs. Capacity
. . commitments and gas flows were based largely on moving gas
CapaC|ty Commitments along proprietary systems. Many customers paid maximum

regulated ratesfor their gas service. There wditle
|ndUStry reStrUCtUring, deregulation of the wellhead market,opportunity for Savings from reroutimge flow of gas, moving
availability of new competing services, as well as changes inyas from one system to another, and entering into alternative
gas supply, regional economies, and system deliverability argontract vehicles. LDCs were required to reserve sufficient
contributing factors to a reduced need for long-term firm capacity to meet their maximum loads, although this meant that
capacity reservations (see box, p. 41). for the rest of the year they were payfog unused:apacity

and passing these costs to their customers.

Regulatory Changes FERC restructured interstate pipeline company services during
the 1980'sand early 1990's and transformed the way the

Until the mid-1980's,all interstate naturalgas pipeline  industry operates. Among other thingsERC abolished
companies were primarily gas merchants, combining gas sale@ipeline company bundled services; adopteduraform

with transportation. They would purchase natural gas fromtransportation rate design method; and established a secondary
producrs, transport it largely along theswn proprietary =~ market for storage and pipelireapacity. Under the new
pipeline system, and resell the rebundled product to locamarket structure, natural gas customers can build and manage
distribution companies (LDCs) and other large customers. The portfolio of supply, storage, and transportation services that
prices paid by customers reflected the cost of gas and alpest meets their needs.

services required for delivery. This institutional structure,

together with the relatively concentrated nature of the interstatéoncurrent with Federal regulations, State regulators offered
pipeline industry, meant that each producer could sell gas to Ecentives for LDCs to increase efficiency and reduce
limited number of buyers (pipeline companies). Moreover, operating costs. A number of States established incentive-rate
LDCs and large end users usually had limited options in termgnechanisms that allowed LDCs to keep a portion of any

of the number of pipeline companies from which they couldsavings derived from managing their gas supply and
purchase gas. transportation portfolios more efficiently. As States unbundle

LDC salesand transportation fosmaller customers, LDCs
Under this market structure, interstate pipeline company rategnay face increased pressure to reduce their service costs (see
were regulated by FERC, and distribution rates charged bychapter 6).
LDCs to move gas from the citygate to end users were

regulated by State regulatory agenties. TraditionallyA direct consequence of industry restructuring and regulatory
reform is that the mix of various natural gas services has

changed. New services that compete directly with long-term
capacity are commorge comparedith just a few years ago.

“Small end users, such as residential customers, had no thite Market hubs offer an array of servidbst allow shippers to
purchase gas from LDCs. “ N
Sntrastate pipeline companies also deliver gas to end users and are governeE?ark and reroute gas to bypass system

by State regulatory agencies. bottlenecks. Newtorage and liquefied natural gas (LNG)
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Factors Leading to Capacity Turnback

Industry Restructuring

e Increased options for shippers to ship gas.
Shippers reduced use of sales service.
New market center services and improved grid integration.
Increased use of high-deliverability and market area storage.
Improved access to U.S. and Canadian suppliers.

Regulatory Reform
e Capacity reservation is more expensive for low load customers under the new straight fixed-variable rate depign.
e Price offsets from releasing excess capacity onto the capacity release market are limited (rate cap and large discounts).
e Incentive rate programs established by states that encourage LDCs to cut costs.

Competition
e Shippers are under pressure to reduce costs to remain competitive.
e Development of downstream alternatives to firm transportation.
e Expansion of pipeline and storage capacity.

Other
e Changes in regional economies result in lower than expected gas demand.

facilities give shipperadditional access to gas sources to meet companies consistently had changes in rates between 1991 and
peak-day requirements. LDCs can now substitute a mix 0fl994 that were less adageous than for the high-load-factor

high-deliverability storage, short-term firm transportation, custofners. For some LDCs, the cost of reserving firm pipeline
interruptible transportation, released capacity, and gray market capacity has also increased because of discounts given to othe
transportation for long-term firm transportation (FT). customers. FERC permits pipeline compadissotmt

prices for competitive services @mder to retain customers and
With cost-conscious shippers seeking cheaper alternatives to to recover the revenue reduction from remaining firm
expensive FT capacity, a number of specific conditions have customers.
made long-term firm capacity contracts increasingly
unattractive.For example, the cost of reserving pipeline For many firm capacity holders, releasing unused firm

capacity is more expensive. FERQrder 636 requires transportation (FT) capacity on the secondary market generally
interstate pipeline companies to develop rates using a straight does not offset the expense of reserving the capacity. FERC

fixed-variable method. This new tariff design made it more Order 636 established a secondary or capacity release market
expensive for most gas shippers to reserve pipeline capacity, that enables shippesll ttheir excess FT capacity.

but lowered the usage charge for transported gas. This change Depending on thforptiee released capacity, this
especially affects low-load-factor customers (customers whose mechanism had the potential to offset the expense of reserving
ratio of annual gas throughput teeeved capacity is low) who long-term FT capacity. Because of the cumbersome nature of
must reserve sufficient pipeline capacity to meet seasonal peak this market and the low prices received for released capacity,
demand. Low-load-factor customers now pay significantly however, shippers have released only small amounts

more to transport gas because of the higher capacity of capacity and at prices that do not offset
reservation fee, evahoughthe usage fee paid for the actual
guantity of gas shipped has declined.

LDCs who must reserve enough azipato meet peak demand

during cold winters are example,s of I,OW Ioad,CUStomerS that ®Energy Information Administratiorgnergy Policy Act Transportation
are hurt by the change to straight fixed-variable rates andstudy: interim Report on Natural Gagows and Rate DOE/EIA-0602

therefore may seek alternative arrangements to long-term firnfwashingtonPpC, October1995), p. 48The study found th&or customers

transportation. For example, 2095 Ener Information with low load-factors, two-thirds of sampled pipeline companies had rate
P P 9y increases between 1991 and 1994. Further, for each company in the sample, the

Administration  report found that Iow-load-fgctqr increase was larger in both absolute and percentage terms for the low-load-factor
customers  of a sample of U.S. pipelingio percent) customers than for those with a 100-percent load factor.
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reservation costs. Consequently, shippers are looking for othee  The capacity release market- wherein shippers may
alternatives to deal with unused, long-term FT capacity. offer the rights to some a@ll of theirfirm capacity in
exchange for revenue credits

Changes in Regional Economies e The gray market — wherein shippers may bundle their
unneeded capacity with additional service asell the
Expected increases in gas demand and the need for operational rébundled package to others

flexibility led to al4-percent increase in interregional pipeline ] ] ] )
capacity betweer990 and 1994. Ofhe total10.4 bilion ~ ® Thetumback of capacity—wherein shippers, when their

cubic feet per day of pipeline capacity addégting this contracts expire, return or “turn back” all or part of their
period, 3.7 billioncubic feet per day was new capacity builtto ~ firm contracted capacity to the pipeline company.

import gas from Canada to the Northeast, Central, and Western ) ) .

United States. The first two options are short-term solutions that are discussed

in this section. The third is a permanent solution to excess

Much of the new pipeline capacity was built on the premisecapacity and is discussed separately later in the chapter.

that natural gas markets would expand at a much faster pace

than has proved to ktbe caseAlthough U.S. gas demand

increased at an average annual rate of more than 3 percefiapacity Release

between 1986 and 1995, growttas lower than expected

because of increasesdnergy efficiency, greater conservation The release market offers several advantages for the selling or

efforts, relatively slow growth in gas use by energy-intensive“releasing” shipper:

industries and electric utility generators. As a result, excess

pipeline capacity has developed in some regional marketse  Allows shippers to respond quickly to market changes

contributing to the risk of capacity turnback by gas shippers The capacity release market operates every business day,

who now have more transportation options. and releasing shippers are not required to provide excess
lead time before posting their releases.

In California, new pipeline capacity was built by Pacific Gas

Transmission Company and Kern River Transmissione Includes flexible terms with respect to amount of

Company to shiprelatively inexpensive natural gas from capacity and duration of releaseA shipper may release

Canada and the U.S. Rockies. Pipeline capacity into the gl or only part ofits capacityfor aslittle as aday or as

Western Region, primarily designed to increase access t0 long as the duration afs contract with the pipeline

Canadian supplies, increased by 41 percent between 1990 and company.

1994. As aresult, LDCs and other pipeline customers have

begun torelinquish capacity on the older pipelines, which e Releasing shippers may set specific pricing terms,

accessnore expensive production from the Permian Basin of subject to the maximum regulated rate capThey may
Texas and the Anadarko Basin of western Oklahoma, as their request rates based on Capacity reserved, Capacity used, or

contracts expire. One indication of the growth of excess rates that are indexed to a particular benchmark.
capacity in the Western Region is the fact that the pipeline
capacity utilization rate desked from 84 percentin 1990to 71 e Releasing shippers may reserve the right to recall the
percent in 1994. capacity. By placing a recall option on the released
capacity, the releasing shipper avoids any risk to ongoing
operations. The releasing shipper may reclaim the capacity
Short-Term Solutions to Excess from the replacement shipper when market or operating

Capacity Commitments conditions reach a predetermined level.

h h hod | ilabl hi hThe capacity release market also offers many advantages to
T. ere are three methods currently available to shippers w %replacement” shippers who purchase the released capacity:
wish to reduce their capacity costs:

e Moderate lead time required The acquisition of
capacity on the release market requires Viglg lead
time. This allows the replacement shipper to use the

"Energy Information Administratiorgnergy Policy Act Transportation capacity release market to satISfy incremental  loads

Study: Interim Report on Natural Gas Flows and Rape82.
8Energy Information Administratiorgnergy Policy Act Transportation
Study: Interim Report on Natural Gas Flows and Rape82.
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economicly instead of subscribing to firm capacity that may only a fraction of the amount they paid for the capacity, which
be underutilized. might provide only a partial offéet the cost of reserving
firm capacity.
e Flexible terms with respect to duration of contract The
replacementrspper can acquire capacity for the period it ® Released capacity may be unavailableParticularly
will be needed instead of being constrained by standard during peak periods, released capacity might not be
contract periods. available or offered for release.

e Ability to obtain capacity. The replacement shipper is Activity in the Capacity Release Market
able to obtain firm capacity even when the pipeline is fully Continues to Grow
reserved.
The release market hgsown steadily in terms of capacity
e Released capacity is usually priced below tariff rates  traded, indicating that shippers are becoming experienced in
The replacement shipper often can acquire released¢apacity trading. When capacity held by replacement shippers
capacity at a fraction of the maximum regulated rate. s considered over entire heating and nonheating seasons, two
patterns emerge. First, the overall amount of capacity held by
However, the capacity release market has some significanteplacement shippers has increased year to year. The amount
drawbacks that can more than offset the advantages and couts capacity held by replacemesttippers during the 12 months
present obstacles for both releasing and replacement shippefsnded March 31, 1996, was 5.8 trillion culiéet, or 59
The disadvantages include: percent more than the 3.2 trillion cubic feet higidthe 12
months ended March 31, 1995.
e Some of the electronic bulletin boards (EBBSs), through
which the release market is accessed, are cumbersame The increase in release activity was mirrored in the heating
Released capacity is posted on pipeline comBBs, (November through March) and nonheating (April through
each of which can have a different user interface.October) seasons (Figure 14). Althoutfe growth in
Therefore, shippers would need to learn the operatingcapacity held by replacement shippers during the heating
methods of several EBBs to access a desired flow path. seasons slowed from its initidge, there was still a significant
overall increase between th894—-95 and 1995-%eating
e Coordination of multiple contracts may be difficult. A seasons (Figure 15). The amount cdpacity held by
replacement shipper wishing to acquire several segmentseplacement shippers during the 1994-95 heating season was
(parcels) of released capacity to ensure access to a specifics87 lilion cubic feet (Bcf), over two and one-half times the
supply area might not be able to close deals 1993-94level. The capacity held by replacement shippers
simultaneously. The shipper might have to acquire theduring the1995-96heating season increased to 2,451 Bcf,
desired segments of capacity in a piecemeal fashion. If thevhich is 54 percent higher than tH®94-95level. The
shipper fails to acquire a critical segment of capacity, thencapacity held during nonheating seasons also grew. Capacity

the acquired segments could be of less’use. held during the1995 nonheating seasamas 3,324 Bcf,
representing a 63-percent increase over the amount held during
e Released capacity rates are leshan tariff rates for the 1994 nonheating season.

firm capacity. During the nonheating season when

capacity is plentiful, rates are well below tariff rates. Even The amount of capacity held by replacement shippers during

during the heating season, the price for released capacitthe heating and nonheating seasons may indicate that many

is capped at the maximum tariff rfte. Therefore, onholders of firm capacity are using the release market to shed

average, releasing shippers might receivenneeded capacity year-round. Taeel of capacity held by
replacement shippers represents a significant amount of

interstate pipeline capacity. As much as 23 percent of the

The capacity release procedures, adopted by the Federal Energy Regulatory
Commission(FERC) in its Orde587, may help alleviate the coordination
problem. Beginning April 1,1997, pipeline companies must establish
procedures to process capacity release transactions within one hour of receipt if * The total volume of released capacity held by replacement shippers during
the transaction is a prearranged deal, not subject to bidding, and within one day a season is the sum of tlefferdivacin each day of the season. For
if the deal is subject to bidding. FERC Docket R96-1-000 (July 17, example, if a 60-dagntract for Z thousand cubfeet perday iseffective
1996). within a season, then the sum of capacity held for the season would include Z

*°0On July 31,1996,FERC issued a Notice of Proposed Rulemaking that thousand cubic feet 60 times for that contract. If that 60-day contract were only
proposes teemove the price cap on released capacity provided the releasing effective, for example, for the last 20 days of the season, then the sum for the
shipper can demonstrate thatiites not exercise market powBrocket No. season would include Z thousand cubic feet 20 times, and the sum for the next
RM96-14). season would include Z thousand cubic feet 40 times for that contract.

Energy Information Administration
Natural Gas 1996: Issues and Trends 43



Figure 14. Seasonal Capacity Held by Replacement Shippers, November 1993 - March 1996
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Note: The nonheating season extends from April through October, and the heating season is from November through March.
Sources: Energy Information Administration, Office of Oil and Gas, derived from: November 1993 - July 1994: Pasha Publications, Inc.
July 1994 - March 1996: Federal Energy Regulatory Commission, Electronic Data Interchange (EDI) data.

Figure 15. Index of Capacity Held by Replacement Shippers During Heating Seasons
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Sources: Energy Information Administration, Office of Oil and Gas, derived from: November 1993 - July 1994: Pasha Publications, Inc.
July 1994 - March 1996: Federal Energy Regulatory Commission, Electronic Data Interchange (EDI) data.
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deliveries to end users could have moved using released There is evidence that indicates replacement shippers are using
capacity during thd995-96heating season. The fact that a the capacity release market as a rapid response source of
large amount of capacity is availabite releaseduring the capacity. Of the capacity traded since November 1, 1993, 90
peak season also indicates that shippers are holding a percent became daailabée by replacement shippers

substantial amount of unneeded capacity. within 2 weeks of the contract awargoddte released
capacity under contracts in effect during the 1995-96 heating
The second pattern that can be seen in the capacity release season, 90 percent of the awarded capacity was under contrac

market is the distinct seasonal patterns of capacity held by that became effective within the first 2 weeks after they were
replacement shippers (Figuts)? The daily amount of awarded. Also, 79 percent of the capacity awarded was under

capacity held by replacement shippers generally grows from contract for terms of 31 diess dthis, along with the

the beginning of the nonheating season until it peaks just increase in capacity held by replacement shippers during the
before the beginning of the heating season. Then the amount last 2 months of the heating seasathaintpées was

of capacity held gradually falls until the middle of the heating sufficient excess cafmcitgw releases to occur, even

season when it begins to climb again. Td@wnturn in hough 65 percent of the capacity heldréglacement shippers
capacity held by replacement shippers may be due to releasing that season was subject to recall.

shippers retaining their capacity rights until they are more

certain what their own needs will be. Revenues from Capacity Release Activity Have

Also Increased
The sharper downturn experienced during the 1995-96 heating
season may have been caused by the colder weather in tifgevenues generated from released cap#miay$1.2 billion
1995-96heating season compared with the 1994-95 heatingor transactions between November 1993 (when the program
seasont’ During the 1995-96 heatiegson, consumption and pegan) and March 1996. Generally, the trend in revenue
capacity utilization increased, leaving less capacity availablereceivedfrom released capacity has paralleled the trading
for shippers to release (see Chapter 1). Unusually low levels céctivity of the release market. Total revenue from released
working gas in storage heading intioe 1995-96heating  capacity increased by 81 percent, from $388 million for the 12
season also may have been a factor in the sharper decline iionths ended March 31, 1995, $702 million for the
capacity held by replacement shipp#rs. 12 months ended March 31996%° In comparisontotal
transportation and distribution revenues for 1995 were
An important feature of the capacity release program is that thepproximately $32 billiod®
releasing shipper may include with the release a provision that
allows the shipper to recall the capacity. About 63 percent ofCapacity release revenues received during the heating season
the capacity held between April 1, 1995 and March 31, 1996and nonheating season also rose. Total revenue from released
had recall provisions. Unfortunately, no data are available orcapacity doubled between the 1993-94 and 199495 heating
the amount of capacitphat has actually been recalled once the seasons, from $78 to $178illion, and doubled again to
replacement contracts became effective. Such data would b$392 nillion during the 1995-96 heating season. The revenue
very useful in understanding hative industry is using the  from released capacity during nonheating seasons increased by
capacity release market, especially during times of extremelyi4 percent, from $215ition in 1994 to$309 million in 1995.
cold weather such as the 1995-96 heating season.
While the increase in release activity was partially responsible
for the growth in revenues, it appears that the average price for
2The amount of capacity held by replacement shippers on any day is theapacity traded during the heating season has also increased.
sum of all capacity f_or_ which gcontract is effective on that day._For example, ifThe average monthly price for releascm;bacity during the
a contract for X million cubideet of releasedapacity wasffective March heating season increased by 47 percent, from $3.31 per
1-March 31, 1996then X million cubicfeet from thiscontract would be - - !
included in the total, daily capacity heftor March1-March 31,1996. See  thousand cubideet (Mcf) in the1994—95heating season to
Appendix B for a description of théatasources and methodology used to  $4.87 per Mcf in the 1995-96 heating season. In contrast, the

calculate the amount of capacity held by replacement shippers. ; ; ;
The 1995-96heating season was 15 percent colder tharl 994—95 average monthly price of capacity released during the

heating season as measured by heating degree days. Energy Information
Administration,Natural Gas MonthlyDOE/EIA-0130(96/04) (Washington,

DC, April 1996). ** Allthe revenue and volume calculations have been performed assuming
*Working gas was 2,495 billion cubic feet (Bcf) in August 1995 and 2,802 no recall and 100-percent load factor. In other words, it is assumed that the total

Bcf in Septembel995. These were the lowest levels for these months since capacity awarded will be used by the replacement shipper (see Appendix E).

1976. *®Unless noted otherwise, dollar amounts are stated in nominal terms.
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Figure 16. Capacity Held by Replacement Shippers, November 1993 - March 1996
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Sources: Energy Information Administration, Office of Oil and Gas, der

ived from: November 1993 - July 1994: Pasha Publications, Inc.

July 1994 - March 1996: Federal Energy Regulatory Commission, Electronic Data Interchange (EDI) data.

nonheating seasdras declined by 12 percent, from $3.21 per
Mcf in 1994 to $2.83 per Mcf it995. This reduction possibly
is the result of the increased availability of capacity during the
nonheating season in 1995-96 and the relatively high storage
levels at the end of tHE994—-95heating season that lessened
the need to build storage inventories during the nonheating
season.

d

The increase in the average price for released capacity during
the heating season can be the result of several factors. First, the
increase in capacity held by replacement shippers may indicate

that more shippers are looking to the capacity release market
to satisfy their transportation requirements. This boost in
demand for releasezhpacity could be pushing up the price.
Second, weather conditions may be influencing the average
price of capacity. The average rate was lowest in the 1994-95

heating season when the winter was mildest, and the average

rate was highest in th£995-96heating season during the
prolonged cold winter.

of the increase in contract duration was due ttoagveral
term releases of capacity. Nevertheless, the median contract
term for the past two heating seasons increased from 29 days
in 1994-95 to 31 days in 1995-96.

The increase in average rates resulted in heating season
revenues exceeding the nonheating revenues for the first time
uring the 1995-96 period.The 1995-96 heating season
revenues were over 27 percent greater than the nonheating
season revenues, although the heating season is only 5 mont
long compared with 7 months for the nonheating season.

Notwithstanding the increase, averader regé=ased
acity are still wellbelow maximum tariff rates. The rates
were discounted, on average, 65 percent from the maximum
rates durit@9He96heating season, and 83 percent
duriag9henonheating season. Althoutite average
discount amount has declined compared with the previous
seasons (82 percent and 92 percethiefd®94—95heating

and 1994 nonheatirggasons, respectively), it appears that the

The average term of the contract duratfon the released
capacity has grown for contracts that became effective during
the heating season, from 60 daysl#94-95 to 90 days in
1995-96. This could indicate that the released capacity is more
valuable. It may also indicate that releasing shippers have an
improved understanding of the extent of their excess
capacity or have alternative methods of meeting loads. Much

capacity release market stdles not fully compensate
releasing shippers for their firm capacity costs. FERC’s recent
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proposals tachange the secondary market may affect the normal weather duribt§35e96heating season. Overall

rates for released capacity in the future (see Chapter 1). 19%9Be96heating season was 3 percent colder than normal
and 15 percent colder than the previous heating season, as

Regions Have Quite Different Capacity Release measured by heating degree ddys. This prolonged cold

Markets weather may have caused some shippers to refrain from

releasing capacity on the market, thus reducing the supply of
The trends in the capacity release mafketsome regions released capacity and driving up the price.
differ markedly from the national trends. For example, the
national release market, on average, experiences more activighippers have been releasing capatity longer periods,
and higher prices during the heating season, but not all regiorigereby increasing the value of the capacity to some shippers.
experience the activity increasturing that season. The The longer periods may indicate that shippers have become
Southeast and Southwest regions may be driven by summenore experienced in managing system requirements and more
consumption for cooling rather thaie winter heating aware of the costs associated with unused capacity. The
demand. Also, the level of trading in these regions is an ordefverage term of a contract for released capacity varies widely
of magnitude less than the level in other regions. Neverthelesgicross regions, but in all six regions the average term increased
capacity release revenues increagdhe 1995-96heating ~ between thel994-95 and 1995-9Beating seasons. The
season irall regions except the Southeast compared with theMidwest and Southeast regions had the lowest average term of
1994-95 heating season (g 17). The Midwest Region had 51 and 52 days, followed by the Central and Northeast at 71
the largest percentage increase, with 1995-96 heating seasémd 82 days, and then the Western Regidr8atdays. The
revenues that were five times the reveniseshe previous  Southwest had no transactions initiateding the1995-96
heating season. THE995-96heating season revenues were heating season. The average contract term increased from the
twice the comparabl&994—-95levelsfor each other region 1993-94 heating seasontb@ 1994-95 heating season for the
except the Southeast and Southwest. Central and West regions, but decreafiedthe other four

regions.
The average prices for released capacity also increased in most
regions between thE994-95 and 1995-J€eating seasons. In addition to releasing capacitgr longer terms, shippers
The increases ranged from 4 percent in the Central to 124verall have been placing recall restrictions on lesser amounts
percent in the Midwest. The Southwest and Southeast Regior@f released capacity. This may be another indicator of shipper
experienced price declines between the 1994-95 and 19953 perience in the market and their confidence that the capacity
heating seasons. However, the Southwest had unusually highill not beneeded during the release period. Thus, the quality
prices during the 199495 hiesy season. The lowest monthly of the released capacity has increased. Durindl §88-94
price for releasedapacity was in the Southeast Region at heating seasomyl released capacity was subject to recall. By
$1.68 per thousancubic feet (Mcf)® All other regions had the 1994-9%eating season, however, the amount of capacity
monthly prices between $4.13 and $5.45Mef during the ~ subject to recalianged from 98 percent in the Southeast to 36
1995-96 heating season (Table 3). The Midwest commandedeércent in the West (Table 3). Even the Northeast Region,

the highest average monthly price for releasagacity at ~ where the most release activity occurred, had only 74 percent
$5.45 per Mcf. of its transactions subject to recall. The amount of released

capacity subject to recall increased somewhat in the Central

The dramatic increase in rates for released capacity during thand West regions during the 1995-96 heating season, whereas

1995-96heating season may have been the result of several declined in all other regions.

factors, including the cold weather during that period and the

change in some characteristics of the released capacity. A@hile the low pricefor releasedtapacity is advantageous to

mentioned earlier, most regions experienced colder-thaneplacement shippers, it is a big disadvantage to releasing
shippers who wish to mitigate the high cost of reserving firm
capacity. Released capacity rate discounts averaged 65 percent

Federal Energy Regulatory Commission, Notice of Proposed Rulemakingduring the winter of 1995-96. That high discount is
Secondary Market Transactions on Intersha¢ural GasPipelines, Docket significant, as it occurred in the winter months when

Nos. RM96-14-000 and RM96-14-001 (July 31, 1996). ; ; ;
The price levels for capacity release traded betvieg&# and 1995, capacity generally is most highly vald. As a result, the

presented in this report, differ from those published by the Energy Information

Administration inNatural Gas 1995: Issues and Tren88E/EIA-0560(95)

because of reporting errors in the Pasha data for several pipeline companies. For * Energy Information AdmiNattatibiGas Monthly DOE/EIA-

this report, the errors in the Pagtata havebeen revised andatafrom the 0130(96/04) (Washington, DC, April 1996), Table 25.

Federal Energy Regulatory Commission, provided by the pipeline companies via % However, the amount of the discount varies with the time of year and the
electronic data interchange, are used whenever possible. region in which the capacity is released.
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Figure 17. Heating Season Capacity Release Revenues by Region
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Sources: Energy Information Administration, Office of Oil and Gas, derived from: November 1993 - July 1994: Pasha Publications, Inc.
July 1994 - March 1996: Federal Energy Regulatory Commission, Electronic Data Interchange (EDI) data.

release market in the past has been limited in its ability to  aNsehippers, however, are positioneds#ll their excess

offset the cost of reserving capacity. capacity on the gray markesellT@apacity on the gray
market successfully, a shipper must be able to repackage the
capacity with another desired service and be able to reach

The Gray Market prospective customers. The shipper may not have excess gas
or other services that it could economically bundle with excess

Shippers with excess capacity can avoid some disadvantag&@Pacity. Or the shipper may have a combination of services
of the capacity release market by participating in the graypUt not be able to deliver these services to the wibimger.
market. Through gray market transactions, LDCs angBuyers of gray market services usually are located outside
marketers bundle their excess capacity with other serviced'€ Seller's traditional service area. If thayer andseller
(such as gas sales) amll the packaged service. The cannotconnect at an interchange, the transaction might not
significance of activity in the gray market is difficult to (@K€ place. Therefore, the gray market might not be an

quantify because of the lack of data on these transactions. IRff€ctive solution forall shippers with unused firm
the case of an LDC, it may involve a sale to an offsystemtransportation capacity.

customer. One advantage claimed for the gray market is that it . , .
is unregulated and therefore not subject to FERC’s posting! N€ capacity release and gray markets may provide only partial
requirements or price caps. Therefore, shippers can avoid th@" Short-term relief from the cost of holding long-term firm
burdens of completing and posting transactions on the EBBsS@Pacity. However, by selling capacity on these markets, the

In addition, releasing shippers may be able effectively to earrsiPPer may discover that it can releaseuthesedcapacity
prices above maximum regulated rates on the gray market. during peak periods withodegrading its service. The shipper
can confirm the true level dfs firm capacity requirements

without risking severe operational or economic penalties.
Shippers can thereby better plan the level of capacity held in

215ome pipeline compani@se proposing reservation chargechanisms their firm transportation contracts that they can turn back.
that may raise the effective rate cap on released capacity during winter periods.
Foster Associates, Indzpster Natural Gas RepgrNo. 2078 (Washington,
DC, May 2, 1996), p. 7.

Energy Information Administration
48 Natural Gas 1996: Issues and Trends



Table 3. Regional Characteristics of Released Capacity, November 1993 - March 1996

Heating Season (November - March)

1993-94 1994-95 1995-96
Percent of Percent of Percent of
Average Capacity Capacity Average Capacity Capacity Average Capacity Capacity
Rate Held Subject to Rate Held Subject to Rate Held Subject to
Region ($/Mcf-Mo.) (Bcf) Recall ($/Mcf-Mo.) (Bcf) Recall ($/Mcf-Mo.) (Bcf) Recall
Northeast 4.44 210 - 3.05 675 74 541 847 67
Southeast 1.18 10 - 1.80 79 98 1.68 84 94
Midwest 3.77 64 - 3.11 124 80 5.45 349 72
Central 3.82 113 - 4.47 348 79 4.92 571 82
Southwest 2.16 5 - 9.18 10 43 5.32 20 2
West 4.61 164 - 2.90 350 36 4.13 580 39
Total 4.21 567 - 3.31 1,586 69 4.87 2,451 65

Nonheating Season (April - October)

1994 1995
Percent of Percent of
Average Capacity  Capacity Average Capacity  Capacity
Rate Held Subject to Rate Held Subject to
Region ($/Mcf-Mo.) (Bcf) Recall ($/Mcf-Mo.) (Bcf) Recall
Northeast 2.48 724 57 2.10 1,317 60
Southeast 3.79 84 93 1.56 144 91
Midwest 251 193 72 2.05 277 75
Central 4.94 489 82 4.03 877 79
Southwest 3.32 10 67 5.77 28 14
West 2.77 539 75 3.15 681 33
Total 3.21 2,038 67 2.83 3,324 61
Total for 12 Months
Ending March 31 3.25 3,625 - 3.70 5,775 -
$/Mcf-Mo. = Dollars per thousand cubic feet per month. Bcf = Billion cubic feet. -- = Not applicable.

Note: See Appendix D for a list of the pipeline companies and commitments included in the sample.
Sources: Energy Information Administration, Office of Oil and Gas, derived from: November 1993 - July 1994: Pasha Publications, Inc.
July 1994 - March 1996: Federal Energy Regulatory Commission, Electronic Data Interchange (EDI) data.

For example, Southern California Gas Company (SoCal) has Capacity Turnback: Rea"gning
been an active releasing shipper on the El Paso Natural Gas

Company (El Paso) and Transwestern Pipeline Company Contracts with Requ"ements
(Transwestern) systems since the capacity relpesgram

began in November 1993. liact, the awards of SoCal's The reduction or returning of capacity to the pipeline company
released capacity represented between 24 and 46 percent of @the expiration of the contract, also called capacity turnback,
total commitments on El Paso’s systenring the1994-95  severs the contractual ties and obligations between the shipper
heating seasoff. This clearly indicates that SoCal had &nd the pipeline company. However, turnback is not inevitable
significant amount of unused capacity during this period When acontract expires. For instance, the shipper may enter
(Figure 18). Once a shipper identifies the existence of yearinto a new contract for the same amount of capacity under the
roundexcess capacity, it may decide to reduce its contractedright of first refusal” if the shipper is willing to pay the

capacity at the expiration of its contract with the pipeline maximum rate or the shipper and pipeline company may
company. negotiate a new contract with alternative terms and prices.

To date, there have beemly three cases of significant
turnbacks of capacity: El Paso Natural Gas Company (El Paso)
and Transwestern Pipeline Company (Transwestern) in

ZAverage monthly award capacity for March 1995 and November 1994 ofthe West and Natural Gas Pipeline Company of America
345 and 668 million cubic feet, respectively, divided by SoCal’s pre-turnback
contract demand of 1,450 million cubic feet.
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Figure 18. Southern California Gas Company Activity on El Paso Natural Gas Company System
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Sources: Energy Information Administration, Office of Oil and Gas, derived from: Capacity Awards November 1993 - July 1994: Pasha
Publications, Inc. July 1994 - March 1996: Federal Energy Regulatory Commission (FERC), Electronic Data Interchange (EDI) data. SoCal Proposed
Turnback: EIl Paso Natural Gas Company, FERC Docket No. RP95-363. SoCal Contracted Capacity Before Turnback: El Paso Natural Gas
Company, FERC Docket No. RP95-363, Statement G-6. After Turnback: FERC Index of Customers data for April 1, 1996, FERC Bulletin Board
(August 28, 1996).

(NGPL) in the Midwest. These cases provide insights into the turnbacks as shippers would try to avoid increases in their
difficulties associated with turnbacks. Since the cases are capacity reservation fees. Although the cost of a turnback may
localized in only two geographic regions, however, it is unclear be associated with one or more decontracting customers,
whether they are anomalies or indicate a fundamental shift in requiring these customers to shoulder all turnback costs could
the industry much like the take-or-pay situation of the mid- create a barrier that in turn could discourage a competitive
1980's. The operational, economic, and legal issues that arise market. For example, a shipper may decide to renew the
from turnbacks create problems that have no simple solutions. contract to avoid turnback charges. If, on aadyther

There are two major areas of concern in a turnback case: (1) pipeline companies are required to absorb these costs, they will
the apportionment of costs and {2¢ implications for pipeline be subject to increased business risks and less likely to build
operations. new facilities in the future.

The cost impact of a turnback can be signifidantoth the Capacity turnbacks can present operational problems to
pipeline company and the remaining shippers. For the participants. Depending on the amount and location of the
Transwestern, El Paso, and NGPL systems, annual revenue turnback, it can affect service on other segments of the pipeline
reductions were estimated by the companies to be $51, $140, systeseesgitate changes in the operation of the pipeline

and $60million, respectively, assuming that the pipeline that could lead to increased pipeline costs. If service to a
companies are not able to remarket any of the turnback specific delivery point is severely reduced, the pipeline
capacity. The magnitude of these costs makes their distribution company might have to increase linepack dramatically to
among the stakeholders (pipeline company, decontracting transpoliegand that point. The pipelineompany’s

shippers, and remaining customers) a serious issue. Allocating operational options can be limited because a shipper

the cost of turnbacks to the remaining firm customers may who decontracts only a portiten azpacity has
be inappropriate because these customers would pay the right to select its arategelivery points, as

higher rates without a corresponding increase in the provided for in Order 636. Therefore, while shutting
guality of service. In addition, passing turnback costs down facilities to a partaplaly area might balance
directly to remaining shippers may inspire additional operational and contracted capacity, this might also restrain
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interstate commerce and prevéxlyers and suppliers from acquire Tenneco’s energy division, thus allowing for
reaching each other. geographical extension of its pipeline sgstem.

Several means of resolving these issues have fgsned. The turnback case in the Midwest was a result of certain NGPL
Some pipeline companies initially hawought solutions customers relinquishing &@on Btu per day of capacity

through rate in@ases or litigation. In the large turnback cases effecégedber 11995. The capacity reductions represent

that have transpired thus far, FERC has favored negotiation almost 17 percent of NGPL'’s total capacity conifnitments. If
between the pipeline company aitsl customers in lieu of the cost of thenback were passed through to customers, it
litigation. Although the large cases of capacity turnback have would contribute to a 50 to 60 pereade in firm

been localized with respect to geographic regions, they provide transportatidf rates. NGPL also reached a settlement with its
a view of the general problems and approaches to capacity customers under which it assumed responsibility for about 80
turnback that indicatbow the industry and regulators will percent of the revenue loss resulting from the relinquished
accommodate the effectsdfanges in capacity commitments. capacity. As a part of the agreement, FERC allows NGPL to

consider alternative rate designs, such as a departure from
straight fixed-variable rates.

The Experiences from Large Turnback

Cases These cases indicate that pipeline companies and shippers are

addressing three areas to mitigate the impacts of capacity
o ) turnbacks.

The significant cases of capacity turnback to date have

occurred in only two regions of the Unit&dates: the West o Negotiating acceptable cost-sharing procedures and rate
(Transwestern Pipeline and El Paso Natural Gas) and the |oals.

Midwest (Natural Gas Pipeline Company of America). These
cases demonstrate an important characteristic of capacity
turnback—the combination of factors that lead to turnbacks
can be concentrated in a specific market. For example, the
turnbacks on Transwestern and El Paso are primarily becausg
of stepdowns, or reductions, in the amount of firm contracted
capacity by California customers. These turnbacks represented

18 percent of the respective total capacity commitments on the, the fyture, additional turnbacks on Transwestern, El Paso,
Transwestern and El Paso systems. Transwestern experiencgfly NGPL are possible. For instance, while Transwestern’s

a 457billion Btu per day reduction effective November 1, seenent locks in a large portion of its capacity commitment
1996. ElPaso faces a reduction in firm capacity contracts of¢,, the next 10 years, it did not resols of its potential

1.5 trillion Btu per dayeffective between January 1, 1996, and
January 1, 1998 (Table 4).

Pipeline companies are moving to new markets with greater
growth potential.

Developing plans for competitiveate strategieor the
unused capacity.

capacity turnbacks. Approximately 25 percdi®t34,612
million Btu per day) of Transwestern’s total firm capacity

. _commitments will expireduring 1996 (Figure 19Most of
Transwestern ultimately reached a settlement agreement withy ase  contracts are short-term (less than one year) and
its customers (Table 4) that providésr sharing of the  ,5ver contracts. The next significant firm capacity contracts
turnback cost between the pipeline company and its CUstomerg ot expire until the yea2000. While there is no indication
over a 5-year period. At the end of the 5 years, Transwesterf, 5 these expiring contracts will result in tarnback,

will assume full responsibility for any revenue shortfall from strengthening of California’s economy and Transwestern’s

the turnbacks. The settlement also provides rate certainty fof<tarn market link to the Waha Hub may absorb a portion of
the shippers. Transwestern’s shippers will pay negotiated rates

that include an annual escalation factor. Transwestern also
receives a stable revenue streamer the agreement, since the .

. . e El Paso Energy Corporation, Press Release (June 19, 1996).
settlement participants have extended their firm contracts for #The 17-percent reduction is based on the difference between NGPL'S July
10 years. This will give Transwestern time to develop 11, 1995filing, which showed the firm customers’ marleea peak-period
marketing strategiegor uncommitted capacity including contract demand to be 3,848idn Btu, and its August 18, 1995 filing showing

- : " projected contract demand3201billion Btu. Federal Energy Regulatory
marketing to new areas and developing competitive rategommission, Order Following Technical Confereridatural GasPipeline

methods. To combat the downturrtfie California market, the Company of America, Docket Nos. RP95-326-000 et al (October 11, 1995).
pipeline company is expandiritg facilities in the San Juan #n addition to turning back capacity, some of NGPL’s customers changed

produdion basin to offer better access to eastern markegeir service paths, opting for service zones with lowt®s. Federal Energy
. Regulatory Commission, Order Following Technical Conference, Natural Gas

centgrs. El Paso has filed a S_im"ar settlement, which ISPipeline Company of America, Docket Nos. RP95-326-000 et al (October 11,
awaiting FERC approval. In addition, El Paso has agreed ta995).
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Table 4. Capacity Turnbacks in the U.S. Western Region

Pre- Revised Potential Settlement
turnback Turned-Back Contracted Revenue Revenue
Contracted Capacity Effective Capacity ? Impact ? Impact Other
Capacity * (MMBtu/d) Date (MMBtu/d) (million dollars)  (million dollars) Terms
Company (MMBtu/d)
Transwestern Pipeline 35.7¢
Decontracting Customers
Southern California Gas 963,281 457,281 11/1/96 506,000 22.3 9.1 @
Remaining Customers
Settlement Participants 650,000 -- -- 650,000 28.7 6.2 (@)
Others 923,667 - - 923,667
Total 2,536,948 457,281 - 2,079,667 51.0 51.0 -
El Paso Natural Gas
Decontracting Customers
Gas Co. of NM 71,618 41,200 4/1/96 30,418 15 - -
Southern California Gas 1,493,500 309,000 1/1/96 1,184,500 58.6 - -
Pacific Gas and Electric 1,174,200 1,174,200 1/1/98 - - - -
Remaining Customers
Settlement Participants 1,616,609 - - 1,616,609 79.9 -- --
Total 4,355,927 1,524,400 - 2,831,527 140.0 140.0° -

Transwestern: FERC Index of Customers for April 1, 1996. El Paso: FERC Docket No. RP95-363, Statement G-6.

Pre-Turnback contracted capacity less decontracted capacity.

*Total annual revenue shortfall allocated among settlement customers based on revised contracted capacity.

“Total annual revenue shortfall of $51 million allocated between Transwestern and SoCal and Settlement Participants on the basis of settlement-
sharing mechanism (70 percent, 18 percent, and 12 percent, respectively). Current customers share the costs equally (50/50) with Transwestern
in the first year and then 25 percent of the annual costs are recovered by the current customers for each of the next 4 years. In the sixth year,
Transwestern absorbs 100 percent of the costs. Under an alternative option, current customers take a 30.67 percent share of the revenue shortfall
for the entire 5 years. If it selected the second option, SoCal's share would be the amount for SoCal derived under the first option less the total amount
due from the other customers. The costs are allocated among customers on the basis of their mainline transmission capacity billing determinants
as of November 1, 1996.

°El Paso filed a comprehensive settlement on March 29, 1996, which, as of October 15, 1996, has not been approved. The settlement would
establish rates, subject to an annual inflation adjustment, effective through 2005. Under the proposed settlement, El Paso would assume responsibility
for 65 percent of the fixed costs associated with the capacity turnbacks. SoCal and PG&E would pay the largest portions of the customers’ turnback
responsibility.

#Customer contracts are extended until 2006. Negotiated rates take effect on November 2, 1996, and include an automatic annual escalation
in base rates. Effective November 1, 1998, current customer settlement base rates will increase annually by 60 percent of the increase in the implicit
price deflator to the gross domestic product.

MMBtu/d = Million Btu per day.

Sources: Energy Information Administration, Office of Oil and Gas, derived from: Transwestern Pipeline Company: Federal Energy
Regulatory Commission (FERC) Docket No. RP95-271 et al. El Paso Natural Gas Company: FERC Docket No. RP95-363, Foster Associates,
Inc., Foster Natural Gas Report (April 11, 1996) and FERC Index of Customers for April 1, 1996 (August 28, 1996).

the decontracted amountprevent it from being decontracted Capacity Turnback: Opportunities and
in the first place. Expectations

The pipeline industry is alert to the threat posed by capacity . o " .
turnbacks and is responding with new marketing and cosphippers will have significant opportunities to change their

reduction strategies. In general, turnbacks can be expectdfnsportation contracts through the year 2001 when contracts

togrow in regions where shippers have a variety of options an§OVering approximately 51 percent of firm transportation
alternatives to long-term firm transportation. capacity are scheduled to expife. At that time, they will be
able to turn back all capacity reserved or negotiate a new

ZAbsent a contract rollover in which the terms and conditions of the original
contract may be renewed by the shipper for a predetermined period of time.
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Figure 19. Capacity Associated with Expiring Firm Transportation Contracts on Transwestern System
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Source: Energy Information Administration, Office of Oil and Gas, derived from Federal Energy Regulatory Commission (FERC) Index of Customers
data for April 1, 1996, FERC Bulletin Board (August 28, 1996).

contract that may include revised contract tefoncapacity (Table 5) for the 63 interstate pipeline companies reporting to
reservations. Under the assumption that all expiring contracts FERC brdéxeof Customers survéy. These companies
lead to turnback cdll reserved capacity, a review of current accounted for moréhan 90 percent of interstate throughput in
contracts can provide an upper bound on the potential amourt995. Total capacity reservations represent the amount of

of capacity that could be turned back to transporters. It is capacity that shippers could have used for firm transportation
important to note that expirations are a measurement of the services on ApAbBlunder the terms and conditions of
maximum potential turnback. Shippers may instead their contracts. This figure may not equal capacity reservations
resubscribe (e.g., negotiate a new contract) for all or part of the on other days of the year because some contracts may include
capacity reserved in the expiring contract. service levels that vary throughout the year.

This section identifies the potentiér turnback in the If shippers fullytilized their eserved capacity and if the April
transportation industry by examining the amount of capacity 19986, daily reservation amount were the saéimeughout
currently reserved under firm contracts and the expiration of the yetat,throughput for firm services wouldbtal

those contracts over the next 15 to 30 years. The maximum 39.2 quadrillion Btu per year, far in excess of the 18.7
amount ofcapacity that can be turned back is #mount quadliion Btu of firm transportation throughput and the 24.4
associated with an expiring contract. The expiration of a quadrillion Btu of total throughput reported by the pipeline
contract generally provides the shipper its first opportunity to

reduce firm contracted capacity.

Capacity Reservations in 1996 Totaled More than ZBeginning April 1,1996, interstate pipeline companies are required to

100 Trillion Btu per Day— A Signiﬁcant Increase report information to FERC on all existing contracts for firm transportation and
storage service. This Index of Customers includes a snapshot of information on

from 1990 Levels those contracts that are active on the first day of the quarter including: shipper

name, capacity reserved, and beginning and end date of the contract. The

As of Aoril 1. 1996. reservations for transportation capacity PiPeline companies are requiredfite thesedata quarterly. As of August 28,
P ' ’ P P y1996, 63 interstate pipeline companies provided useable information to FERC.

in the United States totaled 107.4 trillion Btu per daYInformationonadditional pipeline companies are expected to be available in the
future.
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Table 5. Current Capacity Commitments and Cumulative Expirations by Region and Period
(Billion Btu per Day)

Commitments . . _
Cumulative Capacity Expirations

as of

Region April 1, 1996 1997 2001 2005 2010 2020 2025
Central 14,447 6,112 9,180 12,018 13,444 14,447 14,447
Midwest 27,376 8,641 19,132 24,046 25,684 27,145 27,376
Northeast 37,642 3,248 12,124 27,891 31,770 37,642 37,642
Southeast 4,964 465 2,520 3,309 4,214 4,961 4,964
Southwest 6,235 2,523 5,828 6,221 6,221 6,235 6,235
West 16,717 4,442 5,457 9,385 14,195 15,488 16,717

Total 107,381 25,432 54,240 82,870 95,528 105,918 107,381

Note: Totals may not equal sum of components because of independent rounding.
Source: Energy Information Administration, Office of Oil and Gas, derived from Federal Energy Regulatory Commission (FERC) Index of Customers
data for April 1, 1996, FERC Bulletin Board (August 28, 1996).

industry for 19932 The primary reason for this difference is trillion culbéet, a 17-percent increase over the 1990
that shippers requiring high-priority firm services typically level.
reserve sufficient capacity to satisfy their peak-period demands
but they do not use all of it during the nonpeak period. Pipelines Increased pipeline capacity. U.S. pipeline capacity
companies must stand ready to provide service up to the increased by 13 percent between 1990 and 1995.
reserved amount under firm contracts, even thothgir
customers may not actually request transportation of tha® Increased prefeence for firm rather than interruptible
amount of gas. services.Many shippers have shifted to firm service from
interruptible service. Firm services represented 86 percent
Customer commitments for firm services by interstate pipeline  of the gas delivered to market by interstate pipeline
companies in 1996 have growignificantly since 1990, the companies in 1995, up from 49 percent in 1990.
prior year for which comprehensidata are availablé-or a
sample of pipeline companies that represent 92 percent ofNot surprisingly, two of the geographic regions that posted
capacity commitment in 1996, capacity reservations wergignificant increases in pipeline capacity over the period, the
26 percerit higher in 1996 théime 77.7 trillion Btu per day  Northeast and the West, also showed the largest increase in
of firm commitments in 1990 (Figure 20). Over 87 percent of reservations for the companies included in the sample. Pipeline
current capacity commitments are under longer term contractsompany commitments for firm service the Northeast
(more than 1 year) and over two-thirds exceed 5 years irshowed the largest increase, 8.6 trillion Btu per day, followed
duration (Figure 21). by the Western Region, which increased 4.0 trillion Btu per
day or 46 percent since 19@able 6). Also noteworthy is the
Three factors, in particular, have contributed to the increase ir81-percent increase in firm commitments in the Southeast
capacity commitments: between 1990 and 1996lhe regional estimates were
developed by assigning each pipeline company’s contracts to
e Increased gas consumptionTotal end-use consumption the geographic region correspondingtsoprincipal service
of natural gas in the United States in 1995 was 19.Area as indicated by historical delivery pattéfns. (See
Appendix G for definition ofthe regions used and more

information on capacity commitments.)
#Derived by Energy Information Administration, Office ©fl and Gas
from: InterstateNatural GasAssociation of AmericaGas Transportation
Through 199%Washington, DC, September 1996), Tables A-1 and A-4. Total
delivered for market (21.765 quadrillion Btu times percentage firm services (52
percent plus 17 percent plus 17 percent) equals 18.7 quadrillion Btu for 1995.
*Derived by Energy Information Administration, Office ©fl and Gas
from: Capacity and Service on the Interstate Natural Bg=line System
1990 DOE/EIA-0556 (Washington, DC, Juri®92); and Federal Energy
Regulatory CommissiofFERC) Index of Customedatafor April 1, 1996, ®These regional estimates are approximate because of the lack of contract
FERC Bulletin Board (August 28, 1996). information on service location.
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Figure 20. Pipeline Capacity Under Firm Contract in 1990 and 1996 for a Sample of Interstate Pipeline
Companies
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Note: See Appendix D for a list of the pipeline companies and commitments included in the sample.

Sources: Energy Information Administration (EIA), Office of Oil and Gas, derived from: 1990: EIA, Capacity and Service on the Interstate Natural
Gas Pipeline System 1990 (June 1992); 1996: Federal Energy Regulatory Commission (FERC) Index of Customers data for April 1, 1996, FERC
Bulletin Board (August 28, 1996).

Figure 21. Firm Transportation Capacity as of April 1, 1996, Grouped by Length of Contract
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Source: Energy Information Administration, Office of Oil and Gas, derived from Federal Energy Regulatory Commission (FERC) Index of Customers
data for April 1, 1996, FERC Bulletin Board (August 28, 1996).
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Table 6. Transportation Capacity Under Contract in 1990 and 1996 for a Sample of Interstate Pipeline
Companies, by Region
(Million Btu per Day)

Firm Capacity Commitments

Region 1990 1996
Central 12,211,680 14,209,661
Midwest 21,313,790 24,453,615
Northeast 27,910,940 36,482,322
Southeast 3,766,710 4,935,744
Southwest 3,646,200 5,224,234
West 8,850,790 12,895,685
Total 77,700,110 98,201,261

Note: See Appendix D for a list of the pipeline companies and commitments included in the sample.

Sources: Energy Information Administration (EIA), Office of Oil and Gas, derived from: 1990: EIA, Capacity and Service on the Interstate Natural
Gas Pipeline System 1990 (June 1992); 1996: Federal Energy Regulatory Commission (FERC) Index of Customers data for April 1, 1996, FERC
Bulletin Board (August 28, 1996).

Contracts Representing 89 Percent of Currently considerable variation in the quantity of cumulative capacity
Reserved Capacity Will Be Up for Renewal expirations in the short and mid term (through 2001), for each
Between 1996 and 2010 region the pattern of extensive contract turnovers or

expirations by 2010 isimilar and in the range of 85 to 100

Between 1996 ar2010, transportation contracts representing Percent of existing contracts (Figure 25). In the short term,
a total of 89 percent of currently reserved capacity in theshippers on pipelines that principally serve the Central and
United States will come ufor renegotiation or expiration ~Southwest regions will see the most expirations, over
(Table 4). The pace of those expirations varies over time#0 percent of capacity under existing contracts. In contrast,
(Figure 22). For most years, expirations account for less thaRipeline companies in the Northeast and Southeast will have
5 percent of current reservations. However, the y&aes, contracts covering only about 9 percent of their current
2000, and 2004ill be particularly active, when 16, 12, and reservations expire while companies in the Midwest and West
12 percent, respectively, of currently contracted capacity will€xpect between 27 to 32 percent of their capacity reservations
expire (Figure 23). The short-term period, through 1997, will tO expire over the short term. As an aside, it should be noted
be active as almost one-fourth of contracted capacity will be ughat these expirations are based on contracts that were in
for renewal, including rollovers and short-term (less than 1effect as of April 1, 1996, and therefore would include any
year) contracts each of which account for approximately 5capacity reductions, changes, rollovers, or renegotiations
percent of current reservations. An additional 27 percent ofnade prior to that date. As noted earlier, pipeiompany
currently contracted capacity will exg in the mid-term period  information is the basifor these regional totals, which show
1998 through 2001, whichilbring cumulative expirations to  €normous variation. Foinstance, at least 11 pipeline
just over one-half of current commitments. Between 2002 anccompanies, such as Northern Border (Central Region),
2010, contracts covering an additional 39 percent of currentGranite State Gas Transmission, Inc. (Northeast Region),
capacity reservations will be up for renewal. Finally, althoughand several pipeline companies in the West, have no
most contracts will expire before 2010, 11 percent of capacitycontracts expiring througti997% In contrast, almost a

is under contractthat continue afte2010 and irsome cases dozen companies principally in the Central and Midwest
through 2025. regions, including Michigan Gas Storage, K N Interstate

Gas Transmission, and Williston Basin Interstate Pipeline
Over the Mid Term, Contract Expirations Vary
Considerably by Region, but the Long-Term
(2010) Outlook Is Similar for Each Region

The schedule (or profile) of contract expirations over time
also varies by region (Figure 24). Although there is

#Including Cove PointNG, MIGC, Inc.,Mobile Bay Pipeline, OKTex
Pipeline, Pacific Gas Transmission Company, Pacific Inter&éf€hore
Company, Paiute Company, Riverside Pipeline, angscarora Gas
#As of April 1, 1996. Transmission Company.
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Figure 22. Expiration of Firm Transportation Capacity Under Contract as of April 1, 1996
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Source: Energy Information Administration, Office of Oil and Gas, derived from Federal Energy Regulatory Commission (FERC) Index of Customers
data for April 1, 1996, FERC Bulletin Board (August 28, 1996).

Figure 23. Annual and Cumulative Expirations of Firm Transportation Capacity, 1996-2025
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Source: Energy Information Administration, Office of Oil and Gas, derived from Federal Energy Regulatory Commission (FERC) Index of Customers
data for April 1, 1996, FERC Bulletin Board (August 28, 1996).
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Figure 24. Regional Exposure to Capacity Expirations, 1996-2025
(Trillion Btu)
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Region 1996-1997 1998-2001 2002-2010 2011-2025
Central 6,111,633 3,067,964 4,263,969 1,003,859
Midwest 8,640,978 10,491,173 6,552,234 1,691,382
Northeast 3,248,228 8,875,327 19,646,885 5,871,170
Southeast 465,373 2,054,247 1,694,176 749,833
Southwest 2,523,256 3,304,974 392,403 14,500
West 4,442,041 1,015,271 8,737,494 2,522,509

Source: Energy Information Administration, Office of Oil and Gas, derived from Federal Energy Regulatory Commission (FERC) Index of Customers
data for April 1, 1996, FERC Bulletin Board (August 28, 1996).

Company, have more than three-fourths of existing contracts April 1, 1@86total a substantial 93 percent in the
expiring by the end of 199%. Southwest, 64 to 70 percent in the Midwest and Central
regions, 51 percent in the Southeast, and only 33 percent in the
Based solely on contract expirations, the Southwest, Central Northeast and West. Expirations of contracts in the West are
and Midwest regions have the greatest potential for significant lower than in other regions because a significant number of
capacity turnbacks betweeth996 and 2001(Table 5, contracts to transport gas from the Southwest to California
Figure 25). By 2001, the cumulative expirations since were renegotiated in 1995 and 1996 and are not due to expire

%3Additional pipeline companies with three quarters or more of existing
contracts expiring by the end of 1997 include: Trailblazer Pipeline Company,
Crossroads Pipeline Company, Carnegie Interstate Pipeline Company, Kentucky
West Virginia Gas Company, NORA Transmission Company, High Island
Offshore SystemQOzark GasTransmission System, and Sabine Pipeline
Company.
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Figure 25. Expirations of Firm Transportation Capacity Under Contract as of April 1, 1996, by Region
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Source: Energy Information Administration, Office of Oil and Gas, derived from Federal Energy Regulatory Commission (FERC) Index of Customers
data for April 1, 1996, FERC Bulletin Board (August 28, 1996).
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for several year¥. Incidentally, in the years from Gas Association of America survey in March 1995 examined
January 1998 through December 200 Southeast is the the expectations of a sample of 31 interstate pipeline
region with the largest share of contract expirations, with companies regardingtire afrepacity likely to be turned

over 40 percent of its contracts with pipeline companies FackAudrust 1995, the LDC Caucus survey looked into
serving the region due to expire. Betwei01 and2010, the epectations of a sample of 75 LDC shippers for future
expirations in the Northeast and West exceed 50 percent of capacity resefVations.

current reservations, bringing cumulative expirations up

to approximately 85 percent dPB96 reservations in those peline companies anticipate that 75 percent of capacity

regions—this is comparable to the levels in other regions. expiring under long-term contracts through 2002 will lead to
long-term resubscriptions, although for a lesser term than
Between1996 and 2001, over hlf tfe interstate pipeline under the expiring contract. Further, based on market
companies will have more than three-fourths of theirent characteristics, peak-day requirements, and communication
contracts expireFor example,all firm contracts with Koch with shippers, pipeline companies expect only a moderate
Gateway, which serves the Southwest Region, will expire by decline in the deéimatong-term firm transportation
1999. Addtional companies with a significant portion of their contracts during this period. This decline is expected to result
contracts expiring betweetD97 and 2001nclude Questar, in an increase in uncommitted capacity to 13 percent of
Company of America, which had capacity turned back when capacity in 2002, up from 4 percent in 1994. Regionally,
some contracts expired in 1996, will see a significant amount pipeline companies that serve the West expect to see the most
of additional expirations in 1998 and again in 2000. This will significant increase in uncommitted capacity, from 1 percent in
bring the company’s total expirations in 2001 up to 94 percentl994 to 25percent in 2002All other regions, except the
of the 1996 capacity reservation levels. In contrast, for Rockies, also are expected to have increased levels of
approximately one-third of the companies with contracts that unittedicapacity that willeach between 6 and 15 percent
generally exceed 10 years in duration, significant expirations of current capacity in 2002.
are postponed unti2001 or later®® In addition, several
companies that together servéraad geographic area will The survey of local distribution companies, almost a third of
have limited vulnerability teapacity turnback until after 2010 which have connections to four or imerstate pipelines,
compared with other pipeline companies. For example, 60 presents a somewhat different outlook #nwmis thed
percent of capacity currently reserved on Algonquin Gas locations of future capacity reservations. Whereas almost 30
Transmission Company is under contrdbtg are not due to percent of LDCs in the survey expect to increase their capacity
expire until afte2010¥ Pacific Gas Transmission Company reservations, approximately 45 percent expect to reduce their
will have 40 percent of its transportation contraetpiring reservations by 5 percent to over 25 percent from 1995 levels.
after 2020. ANR Pipeline Company holds the current record It iscdiffto gauge the amount of capacity that could be
for the longest contract term; it has one small-volume affected, because the survey diolleudt volumetric
transportation contract that will expire in 2025. information. The survey also did not ask LDCs about the price
at which they would renew their reservations. Nevertheless, it
Industry Expectations for Capacity Turnback appears that LDCs expect to turn back more capacity than

pipeline companies anticipate. Approximately two-thirds of
Two surveys were conducted by the industry to assessarge-volume LDCs (with throughput exceed®@0 million
expectations about capacity turnback. The Interstate Naturaiubic feet per day) expect to reduce their capacity reservations.

Competition among pipeline companies may be a factor in
¥To date, the Western Region, which includes California, has led the othefyture reductions in capacity reservations by LDCs. Almost

regions in terms of potential for capacity turnback. However, a number of larg thi :
capacity contracts have already expired or have been renegotiated, with extend WO thirds of the LDCs in the survey connecteddar or

terms. These expired contracts were not in place on April 1, 1996, and therefor@10r€ interstate pipelines (one-third of the sample) expect to
are not included in FERC's Index of Customers data, which present a snapshgeduce their capacity reservations and to enter into contracts
of active contracts as of April 1, 1996.
*Represents 33 of the 64 interstate pipeline companies included in the Index
of Customers data.
*Companies with a significant amount of capacity expirations between 2001
and 2005nclude National Fuel Gas Supply Corporation and Columbia Gas ~ *The Interstate Natural Gas Association of America published the survey
TransmissionCorporation. Pipeline companies with significant capacity resultsin its September 1995 repditte Effect of Restructuring on Long-Term
expirations betwee2006 and 2010 include Kern RiverGas Transmission Contract For Interstate Pipeline Capacity.
Company, Northwest Pipeline Corporation, and Transcontinental Gas Pipeline  *The LDC Caucus is a national organization of alm®86 local
Corporation. distribution companies that are members of the American Gas Association. The
¥’Additional companies include Pacific Gas Transmission Company, results of the survey as well as an analysis of other issues relating to
Williams Natural Gas Copany, Texas Eastern Transmission Corporation, and unsubscribed pipeline capacity were published in the Decet8i®&report
Florida Gas Transmission Corporation. Future Unsubscribed Pipeline Capacity.
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with shorter terms. When the survey was conducted in August IT, may increase as some fixed costs that previously were

1995,the potential problem of unsubscribed capaditying recovered froncapacity thanow has been turned back are

the next 5 years appeared to be most significant in the West, collected from remaining cdstomers. However, depending on

followed by the Middle Atlantic and North Central East the competitive environment, some companies may be forced

regions. The results fathe Middle Atlantic States are in to discount IT rates.

contrast to the pipeline company survey, which found that no

significant reductions were anticipated by the pipeline Capacity turnbacks could affect the secondary market in one of

companies serving that region. several ways. First, the reduction in firm capacity held may
reduce the quantity of capacity that is offefed release.

A comparison of the two surveys with the contract expiration However, turned-back capacity might not have been highly

data presented in this chapter indicate that the Midwest and marketable to replacement shippers to begin with. Unless the

Central regions may be particularly vulnerable to capacity turnback provides space on a desired segment of the pipeline,

turnback through 200%.The industry surveys indicate that it may not materially affect the release market. Also, as

both pipelines and local distribution companies expect a discussed above, the excess system capacity could result in

significant reduction in the long-term capacity commitments highly reliable interruptible transportation service that could

needed in the future. There will be ample opportunity to turn compete with the secondary market.

back capacity in the Midwest, as approximately 70 percent of
currently reserved capacity is under contracts that will expire The change in firm transportation contracting will challenge
by 2001. the curremate design practicer firm capacity charges. As
discussed earlier, OrdéB6 mandatethe use of the straight
fixed-variable (SFV) method afte design, which recovers all
Future Cha"enges fixed costs in the reservation charge of firm transportation
rates. On some systems, the SFV rate desigh may have created
mcharges that exceed the shipper's valuation of the firm
capacity’> FERC recognizes that, in some cases, departure
from SFV may be appropriate to make unsubscribed capacity
more marketabl&. Nevertheless, this does not address the

The changes that shippers are making to their long-term fir
capacity contracts indicate a general shift in operating
procedures fothe transportation industry. The movement to

tightly controlled, short-term capacity contracts will have an = £ th ity that nd fract t i
impact on interruptible transportation service, the secondar)Prlce of the capacily that remainader contract o captive

market for capacity, rates for firm capacity, and the erceiveoCUSto,mersj In some cases, the alternative rate design methods
risk of pipeliniz co?/npany investmentz Y P described in FERC's January 31, 1996 Order (Chapter 1) can

alleviate the value and price disparity of capacity. As pipeline
companies develop innovative pricing methods, practices that
charge varying rates for essentially the same services may need
to be evaluated.

As shippers align their firm capacity contracts with their
system requirements, interruptible transportation (IT) will be
affected in two basic ways. First, if the pipeline company’s
system contains excess capacity as a result of shippers’

turnbacks of firm capacity, interruptible transportation may Furthg: tEmbLa[():(k: of Ionkg);-term flr[md tranfhporiatlog t(FT) d
become very reliable. If the pipeline company is unable totapacity by S can be expected as he trend towar

market the turned-back capacity, its system may operate bem\}d”b“”dt'”g of LCDE ier\gce;s‘; to fmfalletr .Icus:)omglr's gans
its potential during peak periods. Therefore, it is unlikely that momentum (see Chapter 6). As part of retail unbundling, some

interruptible service will need to beuspended because of ﬁtﬁge regu!atc)lrs aretre?hwrmg LtDCS to a_ls_ﬁ!gn t.r|1|e CgpaC'tIch]:ey
capacity constraints. This could result in interruptible 0ld on pIpelin€s 1o their customers. 1his will reduce

service that is essentially as reliable as firm service, makin§eqU|rerrt1ﬁqts fc'):r_rflrnmapf\mt¥ and glve EE Cs less reason t?
IT more valuable to shippers than it is now. Secon renew eir contracts —when {hey come up for
future tariff rates for transportation service, including

“In the Transwestern and El Paso turnback examples, customers who were

“There are a number of limitations with this comparison. First, the industry parties to the settlemeate charged negotiated rafes the next 10 years.
surveys were done 1 to 2 years ago and may les@nmeoutdated Second, However, customers who were rdrties to the settlement may face rate
because each of the studies uses different region classifications, aggregdtecreases associated with the capacity turnback.
regions (for the East, West, and Midwest/Central) were developed as part of this  “The fact that, on average, rates for most released capacity are discounted
analysis to allow comparisons. In some cases, the mapping to aggregate regioat about 31percent of the maximummate level (InterstatéNatural Gas
required analyst judgment, and is therefore somewhat uncertain. Third, coveraggssociation of AmericaCapacity Release Activity in the First Three Quarters
of the three data sources varies. The contract information (Index of Customerg)f 1994 (DecemberL994)) may also be an indication that reservation rates
representsll existing contracts, whereas the other two studiesbased on exceed the shipper’s valuation of firm capacity.
industry surveys of a sample of either LDCs or pipeline companies. In spite of  *3 Federal Energy Regulatory Commission, Order Following Technical
these limitations, the comparison may be broadly indicative of industry Confelatoeal GasPipeline Company of America, Docket N&¥295-
expectations. 326, et al. (October 11, 1995), p. 11.
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renewal. Moreover, as more LDCs exit the business of In today’s market for pipeline capacity, long-term contracts are

providing bundledsales service, they will have less need for not flexdtwugh to keep pace with changing market

long-term FT capacity. Competitive pressures may make conditions. Instead of a gas productivity surplus (the gas

long-term FT pipkne capacity an expensive option compared bubble from the 1980's), theoev ia pipelinecapacity

with other services offered to LDC transportation customers. surplus in some areas. Shippers seeking to free

The challenge for pipeline companies is to market capacity to themselves from inflexible long-term capacity contracts just as

existing customers as well as to other shipp#érs possibly pipeline companies once souglief from inflexiblelong-

have expanding markets. term gas purchase contracts. Some shippers are reducing the
length of their contracts and expect that new contracts will

The current changes in gas pipeline capacity contracting have shorter terms than current contracts to enable them to

somewhat parallel the changes in gas supply contracting that respond better to markefthanges.

occurred over a decade ago (see Chapter 4). Previously, the

norm in gas supply contracting was the use of fixed-price, As in the supply industry of a decade ago, the role of the spot

long-term contracts. Thepstream deliverability surplus of the market is a key factor in the changing nfarkgpeline

early 1980's, along with open access in transmission and the capacity. dasthef gas supply, the emergence of spot

development of the spot market in gas, contributed to the upplies at prices below the previously established contracted

demise of this system. Specifically, industrial consumers could prices effedliveiyed the use of fixed-price long-term

save hundreds of millions of dollars by purchasing gas on the contracts. While it may be too early to predict with confidence,

spot market. Pipeline companies, howewenp atthe time the emerging secondary or spot mafiidepipelinecapacity

were both sellers and transporters of the gas, were may seriously undermine the practice of contracting for

contractually obligated to pay for what wemew largely pipeline capacity for longeriods of time at fixed prices. What

unmarketable supplies of gas. The pipeline companies could emerge is a system of rates that are based on market

ultimately sought to free themselves from their contractual conditioogmsed to historical costs. Such a system may

obligations by declarinfprce majeureand even bankruptcy. promote more options for shippers and provide opportunitites

Since then, long-term fixed-price supply contracts have beeror pipeline companies. However, the increased opportunities

largely abandoned by the industry. may be accompanied by increased risk since market-driven

pricing does not assure a profit.

“LDC Caucus othe American Gas AssociatioRuture Unsubscribed
Pipeline CapacitfDecember 1995), p. 19.
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