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PROGRAM DESCRIPTION

The Federal Energy Regulatory Comission, in pursuit of
"deregulation" and a fundamental restructuring of the natural
gas industry, has created new prablems for the oil and gas law
practitioner. For example, a simple assigmment of an oil and
gas lease can no longer be made without evaluating the impact
FERC Orders 451 and 500 will have on the transaction. Producers
now have the ability to sell gas directly to consumers by using
interstate and intrastate pipelines as gas transporters. This
will result in more frequent and diverse sales by producers;
gas balancing problems are sure to arise. Perhaps the greatest
impact of the new regulatory regime is the creation of marketing
options in an industry where options have traditionally been
nonexistent.

This conference provides the oil and gas practitioner with
the background necessary to urderstand how these fundamental
federal regulatory changes directly impact the day-to-day
practice of state o0il and gas law. In addition to a general
overview of federal natural gas regulation, Professor Pierce
will focus on the more cammon types of problems the practitioner
will encounter under various Orders of the Federal Energy
Regulatory Commission. Professor Pierce will also outline the
major disputes which are 1likely to arise fram a
federally-structured regulatory system which relies largely upon
state statutory and common law for its implementation.
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REGISTRATION

FEDERAL. REGULATION OF NATURAL GAS FROM 1938 TO
1988

Natural Gas Act of 1938
Regulating Natural Gas Companies
Regulating Natural Gas Sales
Regulating Natural Gas Transportation

Expansion of Federal Jurisdiction over
"Procduction”

Federal Regulation of Production Conservation
BREAK

Eb:pansmn of Federal Jurisdiction Over Prices
Area ard National Rate Proceedings
Natural Gas Policy Act of 1978

Price Regulation and Deregulation

Federal Transportation Initiatives
NGFA § 311
Special Marketing Programs
FERC Orders 436/500 :

EREAK

Federal Market Restructuring
FERC Order 380
FERC Orders 436/500
FERC Order 451
FERC Order 490
FERC Order 497

IDNCH - ON YOUR OWN

IMPACT OF FEDERAL REGUIATION ON STATE OIL & GAS
1AW

Transfer of Ownership
Assigmments After FERC Order 451
Assigmments After FERC Order 500

Contract Administration - The Gas Purchase
Agreenent

After FERC Order 451

After FERC Order 500



Operating Problems
Multiple Sales
Gas Balancing Praoblems

2:30 p.nm. BREAK

2:45 p.m. Contract Administration - The 0il and Gas Lease
Market Value in a Soft Market
Royalty Calculation and Take-or-Pay Payments
The Prudent Operator arnd Federal Regulatory
Options
New Marketing Options - New Marketing
Obligations

3:45 p.m. ADJOURN

PROGRAM INSTRUCTOR

David E. Pierce is an Associate Professor of Law at Washburn
University School of Ilaw in Topeka, Kansas. He received his
B.A. from Kansas State College of Pittsburg, J.D. from Washburn
University School of law, amd LL.M. (Energy law) from the
University of Utah College of Iaw. Prior to accepting his
current position at Washburn, Professor Pierce was an Associate
Professor of law and Associate Director of the National Energy
law & Policy Institute at the University of Tulsa College of
law. He also served Of Counsel to the Tulsa-based law firm of
Gable & Gotwals.

Professor Pierce has also taught oil and gas law courses at
the University of Texas School of lLaw, the University of Houston
Iaw Center, and Indiana University School of law. Prior to
entering law teaching, Professor Pierce was an oil ard gas
attorney for Shell 0il Campany in Houston, Texas and a Research
Fellow at the University of Utah’s Energy law Center in Salt
lake City, Utah. Prior to that he practiced law in Kansas.
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BASIC FEDERAI, NATURAL GAS REGULIATION
for the
OIL & ATTORNEY

AUTHORITY TO REGUIATE GAS PRIOR TO 1938

States Hoarding Their Resources

1.

West v. Kansas Natural Gas Co., 221 U.S. 229
(1911).

An Oklahama law in effect prohibited the
transportation of natural gas to any point outside
the State of Oklahama. The basic goal of the
statute was to ‘"conserve" the gas for its
exclusive use within the State of Oklahama.

Kansas Natural Gas Co. wanted to build a line from
its wells in Washington County, Oklahama to Kansas
so its gas ocould be marketed in Kansas and
Missouri. This activity would be illegal under
the Oklahama statute.

The United States Supreme Court holds the Oklahama
statute violates the cammerce clause noting:
"[NJo state can by action or inaction prevent,
unreasonably burden, discriminate against, or
directly regulate, interstate commerce or the
right to carry it on." West, 221 U.S. at 262.

The Court, however, takes great care to
distinguish the Oklahama statute from state
regulation designed to protect correlative rights
and prevent waste of natural gas.

State Control Over Gas Sales - Rate Paid By Distributor

1.

2.

Missouri v. Kansas Natural Gas Co., 265 U.S. 298
(1924) .

Kansas Natural Gas transported gas fram Oklahoma

"for sale to local distribution campanies (LDCs) in

Kansas and Missouri. The IDCs then sell the gas
to the local cammunities in which they operate.

The sale by Kansas Natural Gas to the IDC is




essentially a wholesale transaction. The sale by
the IDC to its various customers is a retail
transaction.

Kansas Natural Gas increased the sales price of
gas to the IDC from $0.35/thousand cubic feet
("MCF") to $0.40/MCF - without obtaining the
consent of the public utility comissions in
Kansas and Missouri where the gas would be
ultimately sold at retail.

The Court first notes: "Transportation of gas
fram one state to another is interstate cammerce;
and the sale and delivery of it to the local
distribution ocampanies is a part of such
camerce." Missouri, 265 U.S. at 307.

Concluding that the sale to the IDCs was not
subject to regulation by the state public utility
camission, the Court states:

"[Hlere the sale of gas 1is in wholesale
quantities, not to consumers, but to distributing
canpanies for resale to consumers in numerocus
cities and commnities in different states. The
transportation, sale, and delivery constitute an
unbroken chain, fundamentally interstate from
beginning to end, and of such contimity as to
amount to an established course of business. The
paramount interest is not local but national, -
admitting of and requiring uniformity of
regulation." Missouri, 265 U.S. at 309-10.

The Cowrt notes that Congress had not acted to
requlate the rates charged by the interstate
pipeline to the IDC. Under the cammerce clause,
Corgress’ failure to regulate this uniquely
"interstate" activity is not an invitation to the
states to f£fill the regulatory void. As the Court
notes:

"The contention that, in the public interest,
the business is one requiring regulation, need not
be challenged. But Congress thus far has not seen
fit to regulate it, and its silence, where it has
the sole power to speak, is equivalent to a
declaration that that particular cammmerce shall




c.

be free from all regulation." Missouri, 265 U.S.
at 308.

"Tlhe uniformity of goverrmental nonaction, may
be highly necessary to preserve equality of
opportunity and treatment among the various
commnities and states concerned." Missouri, 265
U.S. at 310.

State Control Over Gas Sales - Rate Paid By Consumers

1.

2.

Pennsylvania Gas ©o. V. Public Utiljties Comm’n,
252 U.S. 23 (1920).

Pennsylvania Gas produced gas from its wells in
Pennsylvania, transported the gas in its pipeline
fran Pemnsylvania to New York and sold the gas to
custamers in three New York cities through
distribution lines also owned and operated by
Pennsylvania Gas. The issue in this case is
whether the New York public utilities cammission
has authority to regulate the rates at which
Pennsylvania Gas sells gas to New York consumers
cannected to Pennsylvania Gas’ local distribution
system.

The Court first notes that it is dealing with
interstate cammerce:

"[T]he transmission and sale of natural gas
produced in one state, transported by means of
pipe lines, arddlrectlyfumlshedtoconsxmersm
another state, is interstate comerce .. . ."
Pennsylvania Gas, 252 U.S. at 28.

The Court next distinguishes this case from Public
Utilities Com’n v. landon, 249 U.S. 236 (1918),
where the Court held "the retailing of gas by the
local campanies to their consumers was intrastate
camerce, and not a ocontimiation of interstate
camerce although the mains of the local campanies
receiving and distributing the gas to local
consumers were connected permanently with those of
the transmitting campany.”" Pennsylvania Gas, 252
U.S. at 28.

a. In landon the interstate pipeline sold the




gas at wholesale to the LIIC. The landon
litigation concerned whether the state public
utility cammission could regulate the rates
at which the ILDC sold gas to its consumers at
retail.

b. The Court in landon held the IDC’s sale of
gas to its consumers at retail was intrastate
camnerce subject to state regulation — even
though the rates charged by the ILDCs would
have an "indirect effect upon interstate
camerce . . . ." Pennsylvania Gas, 252 U.S.
at 28.

c. However, in landon the pipeline selling the
gas at wholesale was unrelated to the IDC.

Making an exception to the negative implications
of Congress’ failure to regulate an area, the
Court notes:

"In dealing with interstate commerce it is
not, in some instances, regarded as an
infringement upon the authority delegated to
Congress, to permit the states to pass laws
indirectly affecting such commerce, when needed to
protect or regulate matters of local interest.
Such laws are operative until Congress acts under
its superior authority by regulating the
subject-matter for itself." Pennsylvania Gas, 252
U.S. at 29,

Holding that the State of New York can regulate
the retail sales rates charged by Pemnsylvania
Gas, the court focuses on the local nature of the
retail sales portion of this interstate
transaction:

"This local service is not of that character
which requires general and uniform regulation of
rates by congressional action . . . . While the
manner in which the business is conducted is part
of interstate cammerce, its regulation in the
distribution of gas to the local consumers is
required in the public mterest, and has not been
attempted under the superior authority of

Congress." Pennsylvania Gas, 252 U.S. at 31.




D. Parallel Limitations On State Control Of Electricity

1.

2.

Public Utilities Comm’n v. Attleboro Steam &
Electric Co., 273 U.S. 83 (1927).

The Rhode Island Public Utilities Cammission
ordered an increase in the rates charged for the
sale of electricity, at wholesale, by Narragansett
Electirc Lighting Campany (a Rhode Island utility)
to Attleboro Steam & Electric Co. (a Massachusetts
utility). Attleboro purchased the electricity
fram Naragansett and then resold it to its
custamers in Masssachusetts.

The Court first notes this is an interstate
transaction stating:

"[Tlhe sale of electric cuxrent by the
Narragansett Campany to the Attleboro Company is a
transaction in interstate cammerce,
notwithstanding the fact that the current is
delivered at the State line. The transmission of
electric cauxrent fram one State to ancther, like
that of gas, is interstate cammerce, . . . and its
essential character is not affected by a passing
of custody and title at the state boundary not
arresting the contimuous transmission to the
intended destination." Attleboro, 273 U.S. at 86.

The Pennsylvania Gas exception (see discussion at
I.C. of this Outline) does not apply to this
transaction because the Rhode Island Camission’s
regulation directly regulated the rates that could
be charged in an interstate transaction — a
wholesale transaction as opposed to an essentially
local retail transaction.

Striking down the regulation, the Court offers the
following analysis:

"The test of the validity of a state regulation is
not the character of the general business of the
campany, but whether the particular business which
is regulated is essentially local or national in
character; and if the regulation places a direct
burden upon its interstate business it is none the
less beyord the power of the state because this




may be the smaller part of its general business."
Attleboro, 273 U.S. at 90.

97% of Narragansett’s business was intrastate;
the remaining 3% was the interstate sale to
Attleboro. Attleboro, 273 U.S. at 91, Brandeis,

J., dissenting.

E. Summary Of State Authority Prior To 1938

1.

States camnot restrict the sale of gas in
interstate commerce in order to retain the
resource for its citizens. West v. Kansas Natural
Gas Co., 221 U.S. 229 (1911).

States cannot regulate the rates charged for gas
transported interstate and sold at wholesale to
the IDC (a saletotheI.Dcforresalebythe
IDC). Missouri v. Kansas Natural Gas Co., 265
U.s. 298 (1924) ; Public Utility Comm’n V.
Attleboro Steam & Electric Co., 273 U.S. 83
(1927).

States can regulate the rates charged for gas sold
at retail by the IDC to the ultimate consumer. °

Public Utility Comm’n v. landon, 249 U.S. 236
(1918) .

States can regulate the rates charged for gas sold
at retail by an entity transporting the gas in
interstate commerce -— a "direct sale"asopposed
to a '"sale for resale." Pennsylvania Gas Co., V.
Public Utilities Comm’n, 252 U.S. 23 (1920).

Note that although the states lacked authority to
regulate wholesale transactions, no federal
regulation controlled wholesale rates.

a. Therefore, whatever the IDC charged for gas
was largely dictated by what it paid for gas.

b. Since wholesale rates were unregulated,
consumers were dgenerally at the mercy of the
interstate plpelme because, to provide the
service and remain in business, the state
camission would have to permit the IDC to

pass through its purchased gas costs (what it




paid the pipeline for gas in the wholesale
transaction) in the IDC’s retail consumer
rates.

c. During the 1920s there was substantial
consolidation of gas and electric companies
placing them under the control of large
public utility holding campanies. This

tended to magnify the monopoly position of
the interstate pipeline.

d. The situation leading up to enactment of the
Natural Gas Act was described by the Court in
FEC v. Hope Natural Gas Co., 320 U.S. 591,
610, 611 (1944), as follows:

"The primary aim of the legislation was to
protect consumers against exploitation at the
hands of natural gas campanies. Due to the
hiatus in regulation which resulted from the
Kansas Natural Gas OCo. case and related
decisions state camissions found it
difficult or impossible to discover what it
cost interstate pipeline campanies to deliver
gas within the consuming states; and thus
they were thwarted in local regulation . . .

"[Tlhe investigations of the Federal Trade
Camnission had disclosed that the majority of
the pipeline mileage in the country used to
transport natural gas, together with an
increasing percentage of the natural gas
supply for pipeline transportation, had been
acquired by a handful of holding campanies.
State commissions, independent producers and
cammnities having or seeking the service
were growing quite helpless against these
carbinations."

II. NATURAL GAS ACT OF 1938

A. Filling The Regulatory "Gap"

1. The basic goal of the NGA was to "fill the gap"
created by the negative implications of the
camnerce clause by exercising federal authority in




areas where the states were constitutionally
unable to regulate.

The Natural Gas Act, amd its electricity
counterpart Part IT of the Federal Power Act, have
each been interpreted by emloying various
versions of a "gap" analysis.

The basic premise of the gap analysis is that
Congress, in the Natural Gas Act of 1938 and the
Federal Power Act of 1935, intended to confer
jurisdiction on the federal government only to the
extent necessary to regulate matters beyond the
jurisdiction of the states.

For example: "[Tlhe [Natuwral Gas] Act was
intended only to fill the ‘gap . . . thought to
exist at the time the Natural Gas Act was passed’
by providing for federal regulation of those
aspects of the natural gas business that the
States were at that time believed to be
constitutionally incapable of regulating."
Northern Natural Gas Co. V. State Corp. Comm’n,
372 U.S. 84, 104 (1963), Harlan, J., dissenting.

The Public Utility Model

1.

The Natural Gas Act adopts the "public utility
model"” to fill the state regulatory gap.

The public utility model relies upon camprehensive

regulation of industry participants to provide a
desired service at a controlled price.

The need for camprehensive control is premised on
the ability of one or more of the i

participants to monopolize the caommodity being
sold or the service being provided.

If it is more efficient to provide the commodity
or service through a monopoly, then the monopoly

Will be permitted to operate — but will be

regulated as to the activities it can pursue, the
level of service it must provide, and the amount
it can charge for the service or cammodity.

In return the monopoly is generally given what




often amounts to an exclusive franchise to provide
the service and an opportunity to earn a regulated
rate of return on its investment.

C. Natural Gas Act - Filling The Jurisdictional Gap

1. Exclusive Federal Authority - 15 U.S.C. § 717(b)
[note - references will be to the public law
section mmbers which are commonly used to
reference the NGA; § 717(b) = § 1(b)].

a. NGA § 1(b) provides, in part:

"The provisions of this Act shall apply to
the transportation of natural gas in
interstate cammerce, to the sale in
interstate cammerce of natural gas for resale
for ultimate public consumption for damestic,
camercial, industrial, or any other use, and

to the naturalgascmpaniesergagedmsudl
transportation or sale . . .!

b. Therefore, the following activities are to be

requlated by the federal goverrment through
the Federal Power Camnission [now the Federal

Energy Regulatory Cammission]:

(1) Transportation of natural gas in
interstate cammerce;

(2) Sale in interstate commerce of natural
gas for resale;

(3) Campanies engaged in such transportation
and sales; ard

(4) Facilities used to conduct the regulated
interstate activities.

2. Reserved State Authority - § 1(b) follows the
express grant of federal authority with an express
limitation on federal authority.

a. NGA § 1(b) provides, in part:

"The provisions of this Act . . . shall not
apply to any other transportation or sale of




natural gas or to the local distribution of
natural gas or to the facilities used for
such distrilbution or to the production or
gathering of natural gas."

b. Therefore, the following activities can be
requlated by the states:

(1) Production of natural gas;
(2) Gathering of natural gas;

(3) Transportation of natural gas in
intrastate camerce;

(4) Sale in interstate commerce of natural
gas for direct use by the purchaser and
not for resale; and

(5) Iocal distribution of natural gas.

Natural Gas Act § 1(c) - Hinshaw Pipelines

1.

2.

Federal Power Comm’n v. East Ohio Gas Co., 338
U.S. 464 (1950).

East Ohio Gas Co. received gas fram interstate
pipelines within the State of Ohio. East Ohio
then transported this gas, through its own
hlgh-pressure lines, and delivered it to consumers
in Chio comnected to East Ohio’s 1local
distribution systems. The issue was whether this
constituted "interstate transportation" that would
subject East Ohio to federal regulation under the
NGA.

East Ohio asserted it was engaged in "local
distribution" which is expressly reserved for
state regulation under NGA § 1(b).

The Court interprets the 1local distribution
provision in § 1(b) as follows:

"IWlhat Congress must have meant by ’‘facilities’
for ’local distribution’ was equipment for
distributing gas among oconsumers within a
particular local cammmity, not the high-pressure




pipe lines transporting the gas to the local
mains. For in decisions prior to enactment of the
statute this Court had sharply distinguished
between the two: it had made it clear that the
national cammerce power alone covered the
high-pressure trunk lines to the point where
pressure was reduced and the gas entered local
mains, while the state alone could regulate the
gas after it entered those mains." 338 U.S. at
469-70.

Four years later Congress amended the NGA to
permit State regulation in place of federal
regulation of certain high-pressure pipelines,
called Hinshaw pipelines (after the legislator
introducing the amendment), under NGA § 1(c).

§ 1(c), the Hinshaw Amendment, provides, in part:

"[T]hJ.s Act shall not apply to any person engaged
in . . . the transportatlon in interstate cammerce
or the sale in interstate cammerce for resale, of
natural gas received by such person fram ancther
person within or at the boundary of a State if all
the natural gas so received is ultimately consumed
within such State . . . provided that the rates
and service of such person and facilities be
subject to regulation by a State camnission. The
matters exempted fram the provisions of this Act
by this subsection are hereby declared to be
matters primarily of local concern and subject to
regulation by the several States.”

Therefore, to achieve Hinshaw pipeline status, the
following two conditions must be met:

a. First, all gas received "within or at the
boundary of a State" must be consumed within
the State; and

b. Second, the comany’s rates, services, amd
facilities must be subject to the State’s
jurisdiction.

-11-



Natural Gas Act § 7(f)(2) - The Uniform Regulatory
Jurisdiction Act of 1988

1'

2.

Public Iaw 100-474, 102 Stat. 2302 (Oct. 6, 1988).

Limits federal jurisdiction over IDCs that take
gas into their system in one state and transport
it into another state for ultimate consumption.

§ 7(£) (2) provides:

"If the Comission has determined a service area
pursuant to this subsection, transportation to
ultimate consumers in such service area by the
holder of such service area determination, even if
across State lines, shall be subject to the
exclusive jurisdiction of the State cammission in
the state in which the gas is consumed. This
section shall not apply to the transportation of
natural gas to another natural gas campany."




F.

The NGA Utility Model - Entry

1.

The "7(c)" Certificate Requirement: NGA § 7(c)
{15 U.S.C. § 717f] provides, in part:

"(1) (A) No natural-gas campany . . . shall engage
in the transportation or sale of natual gas,
subject to the jurisdiction of the Cammission, or
urdertake the oonstruction or extension of any
facilities therefor, or acquire or operate any
such facilities or extensions thereof, unless
there isinforcewithmspecttosudanatunl—gas
capany a certificate of p\Jle.c convenience and
necessity issued by the Camission authorizing
such acts or operations . . . ."

The definition section of the NGA, § 2 [15 U.S.C.
§ 717a], defines the terms "natural-gas coampany"
and "Comission" as follows:

a. "(6) ‘Natural-gas coamgpany’ means a person
engaged in the transportation of natural gas
in interstate commerce, or the sale in
interstate cammerce of such gas for resale."

(1) § 2(1) defines ‘'person" as "an
individual or a corporation."

(2) § 2(5) defines "natural gas" as "either
natural gas umixed, or any mixture of
natural and artificial gas."

(3) § 2(7) defines "interstate cammerce" as
"cammerce between any point in a State
and any point outside thereof, or
between points within the same State but
through any place outside thereof, but
only insofar as such commerce takes
place within the United States."

b. "(9) ’‘Camnission’ . . . means the Federal
Power Commission . . . ." NOTE: Pursuant to
42 U.S.C. §§ 7151(b), 7171(a), 7172(a) (1),
7191, and 7293 the Federal Power Camission
was terminated and its functions transferred
to the Secretary of Energy with all the gas
regulatory jurisdiction of interest to

=13~



3.

producers being placed with the Federal
Energy Regulatory Cammission ("FERCY).

§ 7(c) restricts entry into the federally-
regulated gas transportation and sales business.
Before any activity subject to the NGA can be
pursued, an application must be made with the FERC
for a certificate of public convenience and
necessity. NGA § 7(d). [Note: the certificate
requirement has been changed for certain gas sales
uder the Natural Gas Policy Act (NGPA) and for
NGPA and various FERC Orders. ]

NGA § 7(e) identifies same of the general criteria
the Comnission will consider in determining
whether to grant a certificate of public
convenience and necessity. NGA § 7(e) provides,

in part:

"[A] certificate shall be issued to any qualified
applicant therefor, authorizing the whole or any
part of the operation, sale, service,
construction, extension, or acquisition covered by
the application, if it is found that the applicant
is able and willing properly to do the acts and to
perform the service proposed and to conform to the
provisions of the Act and the requirements, rules,
and regulations of the Camission thereunder, and
that the proposed service, sale, operation,
construction, extension, or acguisition, to the
extent authorized by the certificate, is or will
be required by the present or future public
convenience and necessity; otherwise such
application shall be denied. The Commission shall
have the power to attach to the issuance of the
certificate . . . such reasonable terms and
conditions as the public convenience and necessity
may require."

The NGA § 7 certificate requirement creates a
barrier to free entry (and exit) into the gas
transportation business. This tends to create
"protected" markets for the existing natural gas
campanies holding certificates.

FERC initiatives in recent years have been

-14-



designed to reduce the § 7 regulatory burdens by
authorizing "blanket certificates" which authorize
a wide range of activities. This eliminates the
case-by-case approach to authorizing
transportation transactions under § 7.

G. ‘The NGA Utility Model - "Just And Reasonable" Rates

1.

FERC regulates the rates that be charged for a
certificated activity under NGA §§ 4 and 5.

NGA § 4 [15 U.S.C. 717c] provides, in part:

"(a) Just and reasonable rates and charges. All
rates and charges made, demanded, or received by
any natural-gas campany for or in connection with
the transportation or sale of natural gas subject
to the jurisdiction of the Comission, and all
rules and regulations affecting or pertaining to
such rates or charges, shall be just and
reasonable, and any such rate or charge that is
not just and reascnable is hereby declared to be
unlawful."

Under NGA § 4(c) the natural gas campany must file
all "schedules showing all rates and charges for
any transportation or sale subject to the
jurisdiction of the Comission, and the
classifications, practices, and regulations
affecting such rates and charges, together with
all contracts which in any manner affect or relate
to such rates, charges, classifications, and
services."

If the camwpany wants to change any rate, charge,
classification, or service, or any practice in
administering such matters, § 4(d) requires 30 day
advance notice of the proposed change.

During this 30 day period the Commission, either
on its own motion or that of any State,
municipality, State camission, or gas

distributing campany, may hold a hearing
cancerning the proposed rate change. NGA § 4(e).

a. The Comission may suspend the effective date
of the proposed rate change for up to 5

=]15=



6.

months. NGA § 4(e).

b. If the hearings are not campleted prior to
the suspension period, the campany can
collect the proposed rate, subject to a
refund obligation in the event the rate is
foond not to be just and reasonable. NGA
§ 4(e). :

Note that § 4 is triggered by a proposed rate or
service change. The initial rate is established
through the § 7 certificate procedure.

NGA § 5 gives the Caomission, and any "State,
municipality, State camnission, or gas
distributing caompany”, the ability to challenge
any rate or practice to determine whether it is
*unjust, unreasonable, unduly discriminatory, or
preferential." NGA § 5(a).

a. Once the challenge is made, the Cammission
must "determine the just ard reasonable rate,
charge, classification, rule, regulation,
practice, or <contract to be thereafter
cbserved and in force, and shall fix the same
byorder . . . ." NGA § 5(a).

b. Although the Comnission cannot order an
increase in rates unless the company files
for an increase, "the Camnission may order a
decrease where existing rates are unjust,
unduly discriminatory, preferential,
otherwise unlawful, or are not the lowest
reasonable rates." NGA § 5(a).

The interaction between NGA sections 4, 5, amd 7
is explained by the ocourt in Panhandle Eastern
Pipe Line Co. v. F.E.R.C., 613 F.2d 1120 (D.C.
Cir. 1979), as follows:

"Three interrelated sections constitute the
‘camprehensive and effective regulatory scheme’
Congress created with regard to ratemaking.
Section 7 provides that to undertake the
’transportation or sale of natural gas,’ an entity
mist first obtain ‘a certificate of public
canvenience and necessity issued by the
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10.

Camnission. ’ In issuing such certificates, the
Camnission has ’the power to attach . . . such
reasonable terms and conditions as the public
convenience and necessity may require.’

"Once rates are authorized uder section 7, a
natural gas campany may file for an increase urder
section 4. . e e The Camnission may . . .

the new rate schedule for five months.
Thereafter the increased rates may be collected
but the Commission may require a bond to ensure
refunds of ’‘increased rates or charges by its
decision found not justified.’"

"on the other hand, if rates are unjust or
unreasonable, the Commission may adjust them
pursuant to section 5. . + . Section 5 rate
adjustments may be prospective only . . . ."

§ 4(b) [15 U.S.C. § 717c(b)] provides:

"No natural-gas campany shall, with respect to any
transportation or sale of natural gas subject to
the jurisdiction of the Commission, (1) make or
grant any undue preference or advantage to any
person or subject any person to any undue
prejudice or disadvantage, or (2) maintain any
unreasonable difference in rates, charges,
service, facilities, or in any other respect,
either as between localities or as between classes
of service."

Prior to enactment of the Natural Gas Policy Act
of 1978 (NGPA) producers focused primarily on the
rate they were allowed to charge for gas they
produced and sold to the pipeline.

a. Ceiling prices under the NGPA essentially
removed producer gas sales from the NGA rate
process.

b. However, after FERC Orders 436 and 500, the
major ratemaking issues affecting producers
will be the rates charged by pipelines to
transport gas and provide related pipeline
services.

-17-
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C.

The implied covenant to market and the
implied covenant of efficient operation
arguably require producers to scrutinize
pipeline rates to ensure they are "just and
reasonable" and not "unduly discriminatory."

0il and gas attorneys representing producers
must became versed in public utility law - at
both the state and federal level.

(1) Can encounter similar rate and access
problems with intrastate pipelines,
gathering systats, and local
distribution companies.

(2) sSince selling gas to New York City (in
addition to a wellhead sale to a
pipeline) is now a realistic option, it
must be considered in the marketing
equation to select the '"best deal"
available for marketing gas.

The NGA Utility Model - The Service Obligation

1.

An important component of the NGA § 7 process is
ensuring that the entity requesting a certificate
is capable of rendering the "service" that will
pramote the "public convenience and necessity."

a.

NGA § 7(e) [15 U.S.C. § 717f(e)] provides the
certificate will be granted only "if it is
found that the applicant is able and willing
properly to do the acts and provide the
service proposed."

NGA § 7(a) provides the Cammission with
authority to order the natural gas campany to
extend services to others when "necessary or
desirable in the public interest." However,
the Cammission cannot campel the natural gas
campany to extend service "when to do so
would impair its ability to render adequate
service to its custamers." NGA § 7(a).

§ 7(b) [15 U.S.C. § 717(b)] in effect makes
"service" a ocontimiing abligation of the
certificated entity by providing:




"No natural-gas campany shall abandon . . . any
service . . . without the permission and approval
of the Cammission . . . after due hearing, and a
finding by the Comission that . . . contimuance
of service is wwarranted, or that the present or
future public convenience or necessity permit such
abandorment.. "

A major concern of pipelines is the nature and
extent of their service dbligation to IDCs and
other traditional gas sales custamers when such
custamers begin to satisfy their gas needs through
gas purchases from producers, other pipelines, and
gas traders.

I. The NGA Utility Model - Exit (Abandorment)

1.

Under the utility model you must cbtain permission
to enter and exit the business. This is closely
related to the "service" obligation discussed in
II.G. of this Outline. Since you are engaged in
activities "affected with a public interest" the
public will determine when you will enter the

business and whether it is appropriate for you to

get out of the business.

See NGA § 1(a) [15 U.S.C. § 717(a)]: "[T]he
business of transporting and selling natural gas
for ultimate distribution to the public is
affected with a public interest . . . ."

Under NGA § 1(b) [15 U.S.C. § 717(b)]:

"No natural-gas campany shall abandon all or any
portion of its facilities subject to the
jurisdiction of the Cammission, or any service
rendered by means of such facilities, without the
permission and approval of the Comnission first
had and dbtained, after due hearing, and a finding
by the Comission that the available supply of
natural gas is depleted to the extent that the
contiruance of service is urwarranted, or that the
present or future public convenience or necessity
permit such abandorment.”

The operation of the NGA’s abandorment limitation
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is perhaps best demonstrated in Sunray Mid-
Continent 0il Co. V. Federal FPower Comm’n, 364
U.S. 137 (1960).

a.

Sunray entered into a 20-year gas sales
contract with United Gas Pipeline Campany (an
interstate gas pipeline). Sunray was
entering into a service (a sale of gas in
interstate commerce for resale) and had to
cbtain a certificate under NGA § 7(c) to
provide the service. Sunray applied for a
certificate 1limited to the term of its
contract with United; the Camission issued
a certificate unlimited in duration.

Justice Brennan, writing for the majority,
notes the impact Sunray’s ability to demand a
limited-term certificate could have on
"service" cbligations:

"The identical provisions of the Natural Gas
Act regulate pipeline coampanies as well as
independent producers. If producers can
insist in their certificates on the inclusion
of a provision relieving them in advance from
their obligation to contimue the supply of
gas, as of a date certain, pipeline companies
— whose dealings with 1local distribution
canpanies generally also take the form of a
’'sale’ of gas to them — could insist on a
similar provision."

"If an individual producer were thus left
free to discontimue his supply, the
transmission campany would be forced to find
a supplier of gas elsewhere, and make
comnection with him, to continue its
service; and the consumer would ultimately
pay the bill for the rearrangement."

"If the pipeline campany were left free to
cease its service to the local distribution
campany, a local economy which had grown
dependent on natural gas as a fuel would be
at its mercy." Sunray, 364 U.S. at 143.




III.

c. 'The Court concludes, holding:

"An initial application of an independent
producer, to make movements of natural gas in
interstate commerce, leads to a certificate
of public convenience and necessity under
which the Camission controls the basis on
which ‘gas may be initially dedicated to
interstate use. Moreover, once so dedicated
MLMM_M
from continued interstate movement without

Ccamissjon approval.’"  Sunray, 364 U.S. at
156. (Emphasis added).

5. As will be seen in later sections of this Outline,
the FERC has changed its analysis for determining
whether a proposed abandoment of gas supplies
will enhance the ‘'present or future public
convenience or necessity" under NGA § 7(b) .

THE NGA PRODUCTION OR GATHERING EXCEPTION
Regulation Of Independent Gas Producers

1. Fhillips Petroleum Oo. v. Wisconsin, 347 U.S. 672
(1954) .

2. VWhether a sale of gas by an independent producer
(unaffiliated with the pipeline purchaser) to an
interstate pipeline, was exempt under NGA § 1(b)
as a "production or gathering" activity.

3. Court held this was a "sale for resale" subject to
regulation under the NGA.

a. OCourt thought it was necessary to have
© federal jurisdiction over the gas producer
because a major camponent of the pipeline’s
recoverable costs (operating costs) was the
price it paid for gas at the wellhead.

b. If the pipeline could properly include the

: price it paid for gas to calculate its rates,
the federal goverrmment would not have
effective control over what the consumer
ultimately paid for gas.
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c. However, note that the gas producer is not a
natural monopoly - the producing segment of
the gas industry is structurally competitive.

4. The Court reasoned: if a major component of the
wholesale price of gas is the amount paid for gas
at the wellhead, effective regulation of rates
requires control over the independent producer of
gas. Phillips, 347 U.S. at 680, 685. Since the
focus is upon effective regulation of rates, the
"production or gathering" exception to federal
jurisdiction simply does not apply. FPhillips, 347
U.S. at 680-81.

5. The Oourt’s analysis breaks down, however, when it
is applied to matters which do not directly
influence federal control over rates. The
Phillips ‘"potential effect on consumer price"
analysis has also been used by the Court to define
the 1limits of state authority over oil and gas
conservation regulation.

6. As a result of the Phillips decision, the FPC was
forced to regulate thousands of gas producers as
public utilities.

a. Initially attempted to use the traditional
cost of service rate making approach applied
to interstate pipelines.

b. Shifted to area-wide rate making. See

Permian Basin Area Rate Cases, 390 U.S. 747
(1968) .

c. Eventually shifted to nation-wide rate
making. See Shell 0il Co. v. Federal Pawer
Camn’n, 520 F.2d 1061 (5th Cir. 1975), cert.

denied, California ©o. ¥. FPC, 426 U.S. 941
(1976).

B. Limitations On State Production Conservation Powers

1. Northern Natural Gas Co. V. State Corp. Comm’n,
372 U.S. 84 (1963).

2. The Kansas Corporation Comnission required that
Northern, an interstate pipeline, take its gas
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requirements ratably fram all producers in the
Hugoton Gas Field.

Although the Kansas ratable take statute and
orders did not oconflict with any federal
regulation controlling gas takes, they were
preempted by the "pervasive scope of federal
occupation of the field." Northern, 372 U.S. at
98.

The Court adopted two tests to determine whether
the Kansas regulation was covered by the
"production or gathering" exception and therefore
an area reserved for state regulation. Northern,
372 U.S. at 92.

a. First - is the state regulation directed at
"purchasers" rather than "producers" of gas?

b. Second - 1is there any possibility that the
regulation ocould effect the purchasing
practices of the interstate pipeline so as to
potentially impact the ultimate price
consumers pay for gas?

The Court fourd the Kansas regulation failed both
tests: the ratable take orders were directed at
purchasers, not producers, "and the reordering of
Northern’s takes to camply with the orders might
affect the  1'intricate relationship" between
Northern’s cost structures and the eventual costs
to its wholesale custamers. Northern, 372 U.S. at
92.

Impact Of The NGPA On State Conservation Powers

l.

2.

Transcontinental Gas Pipe Line Corp. v. State Oil
& Gas Board, 474 U.S. 409 (1986) ("Transco").

In Transco the Court considers whether the rule in
Northern was altered by passage of the Natural Gas
Policy Act ("NGPA").

Mississippi ordered Transcontinental, an
interstate pipeline, to take gas ratably from
various working interest owners in a well.
Transcontinental had a contract with same, but not




all, of the working interest owners in the well.
The gas produced by the well was deregulated NGPA
§ 107(c) (1) gas.

The Court holds the Mississippi ratable take order
is preempted by the NGA. The Court reaffirms its
analysis in Northern and adds another twist - the
NGPA is a Oongressional determination that gas
purchases be left to the marketplace, not the
states. Transco, 474 U.S. at 422.

The Oourt indicates there is still a "deep federal
concern" over the "’/intricate relationship between
the purchasers’ cost structures ard eventual cost
to wholesale custamers who sell to consumers in
other states.’" Transco, 474 U.S. at 422.

The barometer for measuring state collision with
this "deep federal concern" is the possible impact
of state action on consumer prices. Transco, 474
U.S. at 423-24.

A Retreat From The Northern/Transco Analysis
1. Northwest Central Pipeline Corp. V. State Corp.

Gam’n, 57 U.S.L.W. 4302 (U.S. March 6, 1989).

In Northwest Central the Court addresses whether
Kansas can revise its proration rules to i
producers to produce their gas "allowable" (the
maximum amount of gas that can be legally produced
from a well) or have their allowable cancelled
after a makeup period of several years.

a. The dispute concerns an order issued by the
Kansas Corporation Coamnission amending
"paragraph (p)" of the basic proration order
for the Kansas Hugoton Field.

b. Prior to the rule change, producers could
fail to produce their full allowable ard
accumilate "underages" indefinitely; they
could make up their allowable at any time in
the future. This made the Kansas Hugoton
Field a sort of gas storage haven.

c. Justice Bremnan explains the situation as
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3.

follows:

"Many pipelines responded to the availability
of new, higher-priced deregulated gas by
camitting themselves to long-term contracts
at high prices that required them to
take-or-pay for a large part of a producer’s
contractually dedicated gas reserves. When
the market dwindled in the early 1980’s,
interstate pipelines reduced their takes
under contracts with Kansas-Hugoton

for ‘old,’ low-priced gas, in large part
because these contracts included no
take-or-pay penalty. As a result, production
from parts of the field fell. In effect,
interstate purchasers began to use the
Hugoton field for storage while they tock gas
for their immediate needs fram elsewhere — a
practice facilitated by paragraph (p) of the
Hugoton Basic Proration Order, which
permitted stored gas to be produced more or
less at any time."  Northwest Central, 57
U.S.L.W. at 4304.

In evaluating whether the Kansas regulation is
preempted by the NGA, the Court first notes the
state interests involved:

YKansas’ regulation of the Hugoton field is an
effort to solve perplexing problems in assigning
and protecting property rights in a cammon pool of
gas and in preventing waste of limited natural
resources." Northwest Central, 57 U.S.L.W. at
4303.

a. State conservation regulation is essential to
define meaningful property rights in gas.
The federal regulatory system is built upon
the foundation of state conservation
regulation.

b. The analysis employed by the Court in
Northern Natural and Transco threatened the
contimied existence of this foundation. The
Supreme Court in Northwest Central modifies
its Northern/Transco analysis to accammodate
prorationing as an acceptable state

-25=



regulatory tool.

The United States Supreme Court follows the lead
of the Kansas Supreme Court by jettisoning the
portion of the Northerm/Transco analysis which
preempts state regulation that might influence
pipeline purchasing practices or impact the
ultimate price of gas to consumers. Northwest
Central, 57 U.S.L.W. at 4308.

Applying the  Northern/Transco analysis to
prorationing would render the section 1(b)
production and gathering provision meaningless.
As the Court notes in Northwest Central:

"To find field pre-emption of Kansas’ regulation
merely because purchasers’ costs and hence rates
might be affected would be largely to mullify that
part of NGA § 1(b) that leaves to the States
control over production, for there can be little
if any requlation of production that might not
have at Jeast an incremental effect on the costs
of purchasers in market and contractual
situations. Congress has drawn a brighter line,
and one considerably more favorable to the States’
retention of their traditional powers to regulate
rates of production, conserve resources, and
protect correlative rights." Northwest Central,
57 U.S.L.W. at 4308 (emphasis added).

The "bright 1line" drawn by the Court in Northwest
Central places primary emphasis on whether
implementation of the regulation is accamplished
throogh the producer or purchaser. Again, the
Supreme Court follows the Kansas Court’s analysis
by noting that Kansas’ prorationing rule regulated
producers and was "aimed primarily at the
production of gas rather than at its marketing."

The Court classifies paragraph (p) as state
regulation "directed to the behavior of gas
producers. " This regulation of "producers" is
distinquished fram the regulation in Northern
Natural and Transco which was directed at
"purchasers."

So long as the state’s purpose is to regulate
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production, and the technique chosen is reasonably
related to legitimate state concerns, the
regulation will be upheld — even when it impacts
matters within exclusive federal control.
However, whether the state’s "purpose" is to
regulate production will be determined by whether
the regulation is directed at producers instead of
purchasers.

NATURAL GAS POLICY ACT OF 1978

Codified at 15 U.S.C. §§ 3301 through 3432.

1.

Like the NGA, references to the NGPA are usually
to the section designations of the public law
version of the Act.

For example: The reference to the codified
version of the ceiling prices for natural gas
dedicated to interstate cammerce is 15 U.S.C.

§ 3314. However, we usually refer to this as

§ 104 (the public law namenclature).

Catalyst For Federal Intervention

1.

Federal regulation of gas prices under the NGA
tended to keep them below the value of gas in the
intrastate markets. Difficulty in attracting gas
sales into the interstate markets.

Interstate pipeline gas service was being
curtailed in the early 1970s. O0il prices were
rising, the NGA regulatory mechanism could not
keep pace, gas was lost to intrastate markets.
The shortages became severe for custamers served
by interstate pipelines.

Abandorment of Cost-Based Gas Pricing

1.

NGPA abandoned cost of service rate making for
setting gas prices.

Instead, the NGPA establishes a schedule of
"maximm lawful prices" that can be charged for
various types and vintages of gas. See list of
maximm lawful prices at pages 28 and 29 of this
outline.




Table ll—NatiJral Gas Ceiling Prices: NGPA § § 104 and 106(a) (Subpa}t D, Part 271) (continued)

Category of  Type of Sale or Maximum lawful price per MMBtu

for deliveries made in:

-gz.-
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Natural Gas Contract

Feb. Mar. Apr. May June July
1989 1989 1989 1989 1989 1989

Post-1974
gas? All producers $2.802 $2813 $2.824 $2.833 $2.842 $2.852
1973-1974 Small producer 2.366 2.375 2384 2.392 2.400 2408
Biennium gas Large producer 1.811 1.818 1.825 1.831 1.837 1.843
Interstate
Rollover gas  All producers 1.040 1.044 1.048 1.052 1.056 1.060
Replacement
contract gas
or recomple-  Small producer 1.330 1.335 1.340 1.344 1.349 1.354
tion gas Large producer 1.019 1.023 1.027 1.030 1.033 1.036

Small producer 0.671 0.674 0.677 679 681 683
Flowing gas  Large producer 0.567 0.569 0.571 573 .575 .577
Certain Per-
mian Basin  Small producer 0.793 0.796 0.799 802 805 808
gas Large producer 0.700 0.703 0.706 708 710 712
Certain
Rocky Small producer 0.793 0.796 0.799 802 805 808
Mountain gas Large producer 0.671 0.674 0677 679 681 683

North subarea
Certain contracts dated
Appalachian  after 10-7-69 0637 0.640 0.643 645 647 649
Basin gas Other contracts 0.591 0.593 0.595 .597 599 .601
Minimum
Rate gas! All producers 0.350 0351 0.352 353 354 .355

! Prices for minimum rate gas are expressed in terms of dollars per Mcf, rather than per MMBtu.

2 This price may also be applicable to other categories of gas. (See § § 271.402, 271.602.)
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Table I—Natural Gas Ceiling Prices (Other Than NGPA § § 104 and 106(a)) (continued)
Maximum lawful price per MMB1u for deliveries in:

Subpart
of Part NGPA Nov. Dec. Jan, Feb. Mar. Apr. May June July
N Section Category of Gas 1988 1988 1989 1989 1989 1989 1989 1989 1989
B 102  New Natural Gas, Cer- $5.058 $5.093 $5.128 $5.165 $5202 $5239 $5273 $5.307 $5.342
tain OCS Gas *
C 103 Ncw\gnsllu;rc Produc- 3.345 3358 337 3384 3.398 3412 3.423 3434 3446
tion Wells
E 105(bX3) Existing Interstate Con- 4879 4909 4939 4970 5.002 5.034 5.063 5.092 5.121
tracts
F 106(bX1XB) Alernative Maximum 1.913 1.920 1.927 1935 1.943 1.951 1.958 1.965 1972
Lawful Price for Cer-
tain Intrastate Rol-
loverGas !
G 107(cX5) Gas Produced from 6.690 6.716 6.742 6.768 6.796 6.824 6.846 6.868 6.892
Tight Formations
H 108 Stripper Gas 5.416 5453 5.491 5.530 5.569 5.609 5.646 5.683 5.720
1 109 Ng:l g)lhcrwisc Cov- 2771 2.781 2791 2802 2813 2824 2833 2842 2852
er

! Section 271.602(a) provides that for certain gas sold under an intrastate rollover contract the maximum lawful price is the higher of the price paid
under the expired contract, adjusted for inflation or an alternative Maximum Lawful Price specified in this Table. This alternative Maximum Lawful price
for each month appears in this row of Table 1. Commencing Japuary 1, 1985, the price of some intrasiate rollover gas is deregulated. (See Part 272 of the
Commission’s Regulations.)

2 Commencing November 1, 1979, the price of natural gas finally determined to be eligible as deep high-cost gas under section 107(cX1) of the NGPA
is deregulated. (See Part 272 of the Commission’s Regulations.) Prior to that date, the maximum lawful price applicable to deep high-cost gas was the price
specified in Subpart B of Part 271.

3 The maximum lawful price for tight formation is the lesser of the negotiated contract price or 200% of the price specified in Subpart C of Part 271.
The maximum lawful price for tight formation gas applies on or after July 16, 1979. (See § 271.703 and § 271.704.)

4 Commencing January 1, 1985, the price of natural gas finally determined to be new natural gas under section 102(c) is deregulated. (See Part 272 of
the Commission’s regulations.)

S Commencing January 1, 1985, and July 1, 1987, the price of some natural gas finally determined to be natural gas produced from a new onshore
production well under section 103 is deregulated. (See Part 272 of the Commission's regulations.) Thus, for all months succeeding June 1987, publication of
s maximum lawful price per MMBtu under NGPA section 103(bX2) is discontinued.
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Natural Gas Clearinghouse, Inc. a
sSurvey of Domestic Spot Market Prices-/

: J
Markets July Jan, Feb, Mar. Apr., May June July
Accessed By Receipt Point/Zone 1988 1989 1989 1989 1989 1989 1989 1989
. ($/MMBtu) 2
ANR . Custer Cty., Okla, ~ $1.,30 $1,75 $1,55 $1.30 $1.25 $1,.30 $1.35 $1.35
ANR Eunice, La. .45 2.20 1,75 1.45 1,50 1.65 1.65 1.65
Columbia " Onshore lLaterals, lLa. 1.45 2.20 1.90 1,55 1.5 1,65 1,70 1.65
El Paso Pecos/Waha, Tex. 1.45 1.95 1,65 1.45 1.50 1,60 1,55 1,60
Houston P.L. b Anywhere Onsysten 1.40 1.85 1.45 1.35 1,45 1.65 1.65 1.60
La. Intrastates-/ Anywvhers Onsystem .50 2,20 1,75 1,40 1,55 1.65 1.70 1,65
Natural Amarillo lLeg 1.35 1.85 1.55 1.35 1,35 1.45 1.45 1.45
{(Non=Triangle)
Northern Beaver Cty., Okla, 1.30 1,90 1,50 1,35 1,30 1.40 1,40 1,40
Northwest Opal, woo 1.10 1.35 1.35 1,25 1,15 1.1 1,10 1,05
Oklahoma ‘Nat. Gas Oklahoma - : 125 1.75 1.40 1,25 1,30 1.40 1.40 1,35
Panhandle Beaver Cty., Okla. 1.25 1,80 1,5 1.25 1,30 1.40 1,40 1,35
Southern Natural S. la. 1.0 2.20 1.80 1,5 1.5 1,70 1.70 1.65
Tennessee vinton, la. 1.45 2.1 1.70 1,40 1,8 1,65 .1.65 1,60
Texas Eastern Zone A, Tex. 1.4 2.05 1.70 1,45 1,50 1,65 1,65 1.60
Texas Gas Zone 1, N. la. 1.50 2.20 .85 1,50 1.50 1,60 1.70 1.65
Transco Production Area 1.4 2,15 1,70 1.50 1.50 1.70 1.75 1.65
(Sstation S0)
Uni ted Onshore La. 1.40 2.00 1.55 1.3 1.40 1.60 1.60 1.60

a/ Clearinghouse estimates of the median price for one month spot transactions at the indi-
cated receipt points, These estimates are based on prices quoted by industrial end users
and local distribution companies. The prices are not offers by elither the Clearinghouse
ar any of the listed pipelines to purchase natural gas at the indicated median price.

b/ Represents an average of prices on Louisiana intrastate pipelines such as Faustina,
Louisiana Intrastate Gas, Bridgeline and Monterey.
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Uniform Pricing for All Gas Markets

1. Federal regulation extended to intrastate sales.
See NGPA § 105 [15 U.S.C. § 3315].

2. Althowgh the interstate/intrastate dichotamy is
recognized for certain existing gas contracts, it
is eliminated for new gas sales.

Phased Deregulation

1. Except for certain categories of gas, the NGPA
pricing limitations would expire between 1979 and
'1987. NGPA § 121 [15 U.S.C. § 3331].

2. See regulations detailing the deregulation process
- 18 C.F.R. Part 272 reproduced at pages 29-31 of

' 3. Basic fear was once the price of gas was

deregulated the price would increase. This "fear"
was codified at NGPA § 122 - [15 U.S.C. § 3332]
which gave the President or Congress the power to
extend price controls for an additional 18 months. -’
However, when the bulk of gas supplies became
deregulated, the price of oil and gas had fallen
so there was no potential for a price "flareup"
upon decontrol.

4. Note that price controls on the lowest-priced gas
[§ 104 and § 106(a)] remain in effect.

Effect of Deregulation - FERC v. Martin Exploration
Management Co., 108 S.Ct. 1723 (1988).

1. A major issue under the NGPA concerned the effect
of a "deregulation" clause when the regulated
price, at the time the clause is triggered,
exceeds the deregulated (current market) price.
This issue is addressed in the Martin Exploration
case.

2. ‘Under the NGPA gas production may qualify for more
than one pricing category. In such cases,
§101(b) (5) of the NGPA provides: '

"[Tlhe provision which could result in the highest
price shall be applicable."
3. Martin Exploration contended this permits it to

elect to receive higher regulated prices instead

of classifying the gas as deregulated. In many
cases, classifying the gas as deregulated will
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trigger a price redetermination clause which,
under current market conditions, would permit the
purchaser to demand a price 1lower than the
regulated price.

FERC interprets § 101(b)(5) to mean that gas
qualifying for a regulated and deregulated
category would be deemed deregulated.

The U.S. Supreme Court, in Martin Exploration,
holds the applicable category is determined by
applying "the provision that could result in the
highest price . . . ." Since the deregulated
category could theoretically result in the highest

price, the gas 1is deemed deregulated; it 1is
always possible for deregulated gas prices to

exceed NGPA price limitations.

PART m—on?&unn NATURAL

Sec.
2732.101 Applicadbllity.
273.102 Price deregulation.
272.103 Definitiona
2732.104 Special rules for measuring the
depth of deregulated natural gas
272.105 Separate billing.
AvrEonrTY: Natural Gas Policy Act of
1978, 18 US.C. 3301-3432 (1982).

§ 272.101 Applicability.

This part implements section 121 of
the NGPA and applies to the first sale
of natural gas which is deregulated
natural gas.

(Order 476, 52 PR 236474, July 185, 1067}

$272.102 Price deregulation.

(a) No maximum lawful price applies
to any first sale of deregulated natural

fas.
(b) For special rules on:
(1) Circumvention of
lawful prices, see § 270.207; and

(2) Interim and retroactive collec-

|

i
i
i

MMM ‘

tion, see §3$273.202 (aX2) and
AX1IXIXB), 273.203(aX2) and
273.204(aX9).
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§372.143 Definitions.
(8) “Deregulated natural gas”

means:
. (1) Natural gas for which a jurisdic-
* tional

agency determination has

become final under Parts 274 and 275

' that the gas qualifies as:

(1) Deep, high-cost natural gas;
(i1) Gas produced from geopressured

brine;
(ii1) Ooccluded natural gas produced
" from coal seams; or
, (iv) QGas produced from Devonian

shale.
! (2) Natural gas for which a jurisdie-
' tional agency determination becomes
' fina] under Parts 274 and 275 and
which is sold in a first sale on or after
; January 1, 1985, and such gas qualifies

) Gl
(1) New natural gas as defined In
§ 271.203;

{ (i1) Natural gas produced from any
new, onshore production well if such
gas as defined in § 271.303:

(A) Was not committed or dedicated
to interstate commerce (as defined In
rnGdPA section 2(18)) on April 20, 1977;

(B) Is produced from a completion
location which is located at a depth of
more than 5,000 feet.

(3) Natural gas for which a furisdic-
tional agency determination becomes
final under Parts 274 and 275 of this
chapter and which is sold {n a first
sale on or after July 1, 1987, and such
gas qualifies as natural gas produced
from any new, onshore producton well
if such gas as defined in § 271.303:



(1) Was not committed or dedicated
to interstate commerce (as defined in
NGPA section 2(18)) on April 20, 1977;

and

(i) 1s produced from a completion
Jocation which is located at a depth of
8,000 feet or less.

(4) Natural gas sold under an exist-
ing intrastate contract, any successor
to an existing intrastate contract, or
any intrastate rollover contract, if:

(1) Such natural gas was not commit-
ted or dedicated to interstate com-
merce on November 8, 1978; and

(i) In the case of any existing or
successor intrastate contract,

(A) The price paid for the last deliv-
eries of such natural gas occurring on
December 31, 1984, or, if no deliveries
occurred on such date, the price that
would have been paid if deliveries oc-
curred on such date is higher than
$1.00 per MMBtu, and

(B) Such gas is not subject to the
maximum lawful price in section
271.502(b); or

(iif) In the case of any rollover con-
tract, the price paid on December 31,
1984, or if no deliveries occurred on
such date, the price that would have
been paid had deliveries occurred on
such date i3 higher than §1.00 per
MMBtu.

(b) “Deep, high-cost natural gas” is
natural gas which is produced:

(1) From any well, the surface drill-
ing of which began on or after Febru-
ary 19, 1977; and

(2) From a completion location
which {s located at a depth of more
than 15,000 feet.

(¢) “Natural gas produced from
geopressured brine” is natural gas
which is dissolved before initial pro-
duction of the natural gas in subsur-
face brine squifers with at least 10,000
parts of dissolved solids per million
parts of water and with an initial res-
ervoir geopressure gradient in excess
of 0.465 pounds per square inch for
each vertical foot of depth.
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(d) “Occluded natural gas produced
from coal seams” means naturally oc-
curring natural gas released from en-
trapment from the fractures, pores
and bedding planes of coal seams.

(e) “Natural gas produced from De-
vonian shale” means natural gas pro-
duced from the fractures, micropores
and bedding planes of shales deposited
during the Paleozoic Devonian Period.
“Shales deposited during the Paleozoic
Devonian Period” means the groas De-
vonian age stratigraphic interval en-
countered by a well bore, at least 85
percent of which has a gamma mnay
index of 0.7 or greater. The gamma
ray index at any point is to be calcu-
lated by dividing the gamma ray log
value at that point by the gamma log
value at the shale base line established
over the entire Devonian age interval
penetrated by the well bore.

[Order 78, €5 PR 20098, Apr. 36. 1880

amended by Order 406, 40 FR $688¢. Nov.
39, 1984; Order 406-A, 49 PR 30643, Dec. 31,
1984; Order 476, 82 PR 28475, July 18, 1987)

§272104 Special rules for measuring the
depth of deregulsted natural gus.

For purposes of determining the
depth of a completion location
§4 272.103(a X2 XX B), under
272.103(aX3IX1)), and 272.103(b), meas-
urement shall be the true vertical
depth from the surface location to the
highest perforation point in the com-
pletion location.

(Order 476, 82 PR 20478, July 18, 1987)

§272.108 Separate billing.

All first sales of deregulated natural
gss, and gas for which an application
that the gas qualifies as deregulated
natural gas {s pending, shall be billed
separately from all other sales of gas.

(Order T8, 48 PR 20098, Apr. 26.
?‘;’;‘:ﬁ”m‘“' a";n 1“::.“!3;



G.

Same Basic Concepts

1.

Mcf, MMBtu, arnd Dekatherm:

a.

Mcf — Prior to the NGPA gas measurements
were generally made, at the production end of
the ' market, using a volumetric measurement -
thousand caubic feet (Mcf) at a standard
pressure, temperature, and water vapor base.

The NGPA defines Mcf as: "1,000 cubic feet
of natural gas measured at a pressure of
14.73 pounds per square inch (absolute) ard a
temperature of 60 degrees Fahrenheit." NGPA
§ 2(29) [15 U.S.C. § 3301(29)].

MMBtu -— The NGPA adopted a gas measurement
based upon the heating value of the gas being
sold. MMBtu is defined at 18 C.F.R.

§ 270.102(b) (2), (3) and § 270.204 (1988).

(1) MMBtu means million British thermal
units. A British thermal unit is the
amount of heat required to raise one
pound of water fram 58.5 degrees to 59.5
degrees Fahrenheit under NGPA specified
corditions. 18 C.F.R. § 270.102(b) (2)
and (3) (1988).

(2) The standard conditions are specified at
18 C.F.R. § 270.204(b) (1988):

"The gas is saturated with water vapor
at 60 degrees Fahrenheit under a
pressure equivalent to that of 30.00
inches of mercury at 32 degrees
Fahrenheit, under standard gravitational
force . . . ."

Mcf measurements can be converted to MMBtu
values: 1 Mcf of gas having a heating
content of 1,000 Btu’s per cubic foot equals
1 MMBtu.

Dekatherm is ancther term which describes a
quantity of energy by its heating value.
IDCs and cother energy purchasers often use
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2.

A

the dekatherm measurement. 1 dekatherm is
equal to 1 MMBtu.

"first sale" under the NGPA is defined broadly

to include almost any sort of transaction. See
NGPA § 2(21)(A). However, § 2(21)(B) carves out
same specific situations which are not considered
"first sales" under the NGPA.

a.

If the transaction is a "first sale" then the
maximm lawful prices and other terms of the
NGPA will apply.

Generally the first sale will include any
sale by the producer of the gas and will
exclude sales by interstate pipelines,
intrastate pipelines, and IDCs - unless they
also produced the gas being sold.

NATURAL GAS DECONTROL ACT OF 1989

House Bill 1722 — Provides for elimination of
remaining price controls in a three phase process:

1.

Phase One: Wellhead price controls are eliminated
in the following situations as of the date the
Decontrol Act becames law: :

a.

Gas not under contract as of the date of
enactment. Sales after enactment are not
subject to price controls.

Gas under contract as of the date of
enactment, but the contract "“ceases to
apply." Sales after such contract ceases to
apply are not subject to price controls.

Gas wunder conmtract as of the date of
enactment, but the parties agree in writing
that sales after a certain date will not be
subject to price controls. The "writing"
mist be entered into after March 23, 1989 but
cannot eliminate price controls before the
date the Decontrol Act becomes law.
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2.

Phase Two: For wells under existing contracts
where surface drilling began after March 23, 1989,
price controls will continue until May 15, 1991.

a. Note that price controls on gas fram such
wells could be eliminated prior to May 15,
1991 if one of the three provisions in phase
one (1)-(3) applies. E.g., the ocontract
expires or is terminated. Also, if the
parties renegotiate their ocontract and
expressly provide for earlier decontrol.

b. Apparently this provision was included to
protect price incentives and tax credits
associated with the sale of gas in certain
high cost gas well categories.

c. Wells spudded on or before March 23, 1989,
would be subject to price controls up to
Jarmary 1, 1993. This assumes the contract
does not expire, terminate, or is

Phase Three: All remaining NGPA price controls
are eliminated as of Jamuary 1, 1993. :

Contract Rights Preserved

1.

2'

The Act does not alter existing contracts.

The effect of the Act’s elimination of price
controls mist be evaluated under the terms of each
contract.

Will trigger various renegotiation clauses at a
time when the deregulated price may be less than
spot prices.

May allow ©prices to escalate in certain
situations.

The impact must be evaluated on a contract-by-
contract basis; sane of the results may be

surprising.




VI.

Al

THE NGA/PHILLIPS/NGPA LEGACY

1.

Divided the industry into three distinct
functional segments:

a. Production - 0il and gas campanies explore
for and extract gas which they sell at or
near the field where it is produced.

b. Transportation - Pipeline buys gas from
producer at or near the field where produced
ard transports it to either:

(1) Ancther pipeline.
(2) A "local distribution company" (LDC).
(3) An "end user," such as a factory.

c. Distribution - An IDC buys gas from the
Pipeline for resale to IDC custamers - such
as a homeowner buying gas, from the local gas
utility campany, to heat their hame.

Producers were seldam able to deal directly with
end users and IDCs because they were dependent
upon the pipeline to move their gas from the point
of production to its point of ultimate
consumption.

Natural gas pipelines are not "coammon carriers."
They could refuse to transport gas even though the
producer (or emd user, IDC, or an upstream or
downstream pipeline) was willing to pay the
requested transportation rate amd there was
pipeline ‘"capacity" (space) available to move the
gas.

Pipelines were therefore able to maintain a

regulated monopoly over the gas merchant function
as well as the transportation function.
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NGPA

a. By controlling access to transportation, they
could control, or eliminate, gas sales
campetition by producers. At the other end
of the tube, it eliminated the ability of the
end user and IDC to shop around for gas.

b. By oontrolling access to transportation, they
ocould exert monopsony pressure on Producers
to try and obtain gas on the most favorable
terms possible.

c. The transportation monopoly ocould be
protected by using the regulatory system to
make it difficult, and expensive, for other
interstate pipelines to obtain the right to
service areas served by an existing pipeline.

d. The only major source of campetition under
the NGA was from intrastate pipelines which
generally served only states which had
significant gas production. However, they
canpeted against the interstate pipelines in
two arenas:

(1) Gas purchases from producers; and

(2) Gas sales to in-state end users amd
in-state distributors.

It was ultimately intrastate campetition for gas
supplies (purchases) that gave rise to the NGPA.
In effect, the NGPA eliminated price-campetition
for wellhead purchases of gas by establishing the
maximum price that could be paid for the gas by
any entity (interstate or intrastate).

However, the maximm price approach would (from
1979 through 1987) be phased out (for most "new
gas" supplies) and market forces would presumably

determine the price paid for gas at the wellhead.

The amount paid for gas by the pipeline could be
"passed through" to its gas customers (end users,
IDCs, downstream pipelines), so long as the price
paid for gas at the wellhead did not exceed the
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B.

NGPA maximm lawful price -— UNLESS it could be
demonstrated the gas purchase was "excessive due
to fraud, abuse, or similar grounds." NGPA

§ 601(c)(2) [15 U.S.C. § 3431].

The NGPA (§ 311) also attempted to integrate the
intrastate, interstate, and IDC gas transportation
systems by permitting each segment (interstate
pipeline, intrastate pipeline, local distribution
plpelme) to haul gas for one another without
pursuing burdensame regulatory procedures.

However, it remained purely optional with each

whether it desired to deal with one or
more of the other segments.

RESTRUCTURING FOR EFFECTIVE COMPETITION

FERC Initiatives

1.

FERC has admowledged that only the transportatlcn
function requires regulation as a natural
monopoly. The production and sales function is -
structurally competitive; regulation suitable for
a natural monopoly is unnecessary.

FERC is now proceeding to dismantle 35 years (and
in some <cases 50 years) of regulated gas
marketing.

FERC is attempting to relieve each of the three
main bottlenecks in the gas marketing system:

a. Limitations on producer and IDC/end user
access to transportation.

b. Limitations on IDC/end user ability to shop
arourd for gas.

c. Limitations on producer ability to sell gas
to anyone but the pipeline.

Eliminating the Transportation Bottleneck -
Special Marketing Programs

1.

Early attempts by FERC to provide access to
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pipeline transportation facilities: "Special
Marketing Programs" (SMPs).

a. Designed to permit producers and pipelines to
capete for custamers which could readily
switch to campeting fuels.

b. Designed to permit producers to market
increased gas volumes while providing
pipeline benefits in the form of:

(1) Reduced take-or-pay liability; and

(2) Increased throughput.

c. Permit the sale of gas at discounted prices,
or provide transportation services, to permit
gas transactions at unit prices below the
pipeline’s weighted average cost of gas
(WACOG) .

(1) Often the pipeline’s WACOG exceeded the
cost of cawpeting fuels - such as #2 or
#6 fuel oil.

(2) The pipeline’s ‘"captive custamers,"
those that could not switch to
alternative energy sources (most LDCs
ard their residential custamers),
generally had to purchase gas at the
pipeline’s WACOG = they were prohibited
fram pruchasing SMP gas. Only custamers
currently using alternate fuels could
buy SMP gas.

In Maryland People’s Counsel v. FERC, 761 F.2d 768
(D.C. Cir. 1985) (MPC I) and 761 F.2d 780 (D.C.

Cir. 1985) (MPC II), the court held SMPs which
gave one class of custamers discounted gas prices
(MPC I) or access to transportation to facilitate
direct sales (producer to end user) (MPC II),
while denying it to another class of custamers,
vicated the NGA’s prohibition of "undue
discrimination."

FERC responded with Order No. 436.
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Eliminating the Transportation Bottleneck -
FERC Order No. 436

l.

2.

Pipeline given the option to seek a "blanket
certificate" to provide transportation services.

Under the non-Order 436 regime, FERC must approve
all transportation transactions and specifically
authorize the pipeline to provide the service.

Two types of transportation authorization:

a.

Certificate of public convenience and
necessity issued under NGA § 7(c).

NGA § 7(c) provides, in part:

"(c) (1) (A) No natural-gas campany . . . shall
engage in the transportation or sale of
natural gas, subject to the jurisdiction of
the Cammission, or undertake the construction
or extension of any facilities therefor . . .
unless there is in force with respect to such
natural-gas company a certificate of public
convenience and necessity issued by the
Camnission authorizing such acts or
operations . . . ."

"Self-implementing” transactions "on behalf
of" intrastate pipelines or IDCs pursuant to
NGPA § 311 [15 U.S.C. § 3371].

NGPA § 311 provides, in part:

"(@)(1)(a) . . . The Camission may, by rule
or order, authorize any interstate pipeline
to transport natural gas on behalf of -

(i) any intrastate pipeline; and

(ii) any local distribution company.

"(a)(2)(A) . . . The Comnission may, by rule

or order, authorize any intrastate pipeline

to transport natural gas on behalf of -

(i) any interstate pipeline; and

(ii) any 1local distribution campany served by
any interstate pipeline."
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Primary benefit of an Order 436 (Part 284) Blanket
Certificate:

-

"Blanket" certificate of public convenience
and necessity authorizing transportation by
pipeline on behalf of others (e.q.,
interstate pipelines, end users, producers)
without having to dbtain a prior certificate
for each transaction.

Generic authority to engage in NGA § 7(c)
transactions and generic authority to abandon
the service once the transaction is
campleted.

(1) Under NGA §7(b): “No natural-gas
campany shall abandon . . anyserv:.ce
. without the pe.nm.ss:.on and
approval of the Commission first had and
obtained, after due hearing, and a
finding by the Comission that the . . .
present or future public convenience or
necessity permit such abandorment."

(2) The Order 436 blanket certificate
authorizes pre-granted abandorment upon
the expiration of the underlying
transportation agreement.

This reduction of ©regulatory review of
transportation functions allows the pipeline
to react quickly to transportation requests
and campete for gas sales and transportation
business.

Other major Order 436 incentives:

(1) Freedam to discount transportation rates
within a minimm and maximm rate band
approved by FERC.

(2) Availability of ‘'optional expedited
certificates" to construct facilities
necessary to provide transportation
services. Eliminates the traditional
protracted §7(c) certificate process -
but the pipeline’s stockholders must
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assume the risk that the new facility
will not generate enough incame to
recoup their construction investment.

e. FERC has fashioned its subsequent orders to
provide pipelines with additional incentives
to accept an Order 436 blanket certificate.

Public interests, previously protected by
case-by-case review of § 7(c) transactions, are
protected by the pipeline agreeing to specific
blanket certificate conditions specified in Order
436.

The major condition is that pipelines must provide
transportation on a non-discriminatory
“open—-access" basis.

Other Order 436 Conditions:

a. Pipeline must offer firm and interruptible
service.

b. Pipeline capacity must be allocated on a ‘
"first-came, first-served" basis.

c. BEmloy generic rate conditions in developing
their transportation rates. Rates must be:

(1) Cost-based (what does it cost the
pipeline to provide the specified
service). Note that items (2) through
(8) are merely refinements of the
cost-based rate requirement.

(2) Volumetric-based (the quantitiy of gas
being moved) .

(3) Transportation camponent of the rate
must be the same whether the service
being requested is "sales" or
“transportation."

(4) Must breakout (unbundle) the costs of
pipeline services such as gathering,
transportation, and storage.
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(5) Based upon projected units of service.

(6) Based upon whether the service is firm
or interruptible service.

(7) Based upon the time of service: peak or
off-peak.

(8) Based upon the distance gas is moved.

D. Eliminating the Demand Bottleneck -

1. FERC has attempted to address the demand
bottleneck by eliminating regqulatory and
contractual restrictions which, directly or
indirectly, foreclose an end user or IDC from

seeking alternative gas supplies.
2. FERC Order No. 380

a.

FERC found that minimum charges imposed upon
a pipeline’s gas sales customers, regardless
of their gas purchase levels, made it
econamically impossible for such customers to
shop around for lower priced gas supplies.

Order 380 focused on the imposition of a
"minimum commodity bill" for variable costs
(those that vary with the level of service -
the primary variable cost being purchased gas
costs) The custamer had to pay for a
minimm amount of gas even though they didn’t
take any gas.

The minimm bill was designed to campensate
the pipeline for having the reserves
available to provide the full contracted
service. The pipeline would generally
contract with producers for the reserves
necessary to provide the level of service its
custamers demanded. The minimm bill
mechanism was the primary means used by
pipelines to recoup their take-or-pay
payments to producers.

Order 380 was generally affirmed in Wisconsin
Gas Co. v. FERC, 770 F.2d 1144 (D.C. Cir.




1985).
3. FERC Order No. 436

a. Provides the firm sales customers of a
pipeline the option to convert firm sales
service to firm transportation service.

b. Order 436 also allowed firm sales custamers
to reduce the amount of gas they had
cantracted to purchase fram the pipeline
(contract demand "CD" reduction vs. contract
demand "CD" conversion). In Associated Gas
Distributors v. FERC, 824 F.2d 981 (D.C. Cir.
1987) the CD reduction part of Order 436 was
remanded for FERC’s reconsideration.

4. FERC Order No. 500

a. Recognizing the value of havi.ng pipelines
provide backup gas supply service to its
custamers (sales and transportation),
pipelines can impose a charge for maintaining
gas supplies for backup service (identified
by many different names: future gas supply
charge, gas inventory charge, etc.).

b. This is essentially a minimm bill. FERC has
described the difference between this minimum
bill and the Order 380 situation as follows:

"The minimum cammodity bill was an attempt to
deal with this (take-or-pay) problem, but its
design did not work well as campetition
increased. One central problem was that the
minimum bill was not the result of voluntary
selection from a memu of services that
enabled the custamer to obtain exactly the
level of supply security it desired at a
charge known in advance. The principles
underlying future gas supply charges, as
adopted here, are imtended to remedy this
problem. "

5. Oongress has acted to reduce the demand bottleneck
by:
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a. Eliminating restrictions on the use of gas
for certain purposes. See Pub. L. No.
100-42, 101 Stat. 310 (1987). In 1978

enacted the Powerplant ard
Industrial Fuel Use Act of 1978 (PIFUA), Pub.
L. No. 95-620, 92 Stat. 3289 (1979), which
restricted the wuse of gas to generate
electricity and as a fuel for other major
fuel burning facilities.

b. Eliminating pricing mechanisms which
discourage industrial use of gas as a fuel
source. See Pub. L. No. 100-42, 101 Stat.
310 (1987). 1In 1978, as part of the Natural
Gas Policy Act, Congress required the
imposition of "incremental pricing" to raise
the cost of gas to levels that approached the
"appropriate alternative fuel costs."

E. Eliminating the Supply Bottleneck

1.

Even though FERC was able to open up new markets
for gas (Demand), and provide access to such new
markets (Transportation), two impediments on the
Supplyenioftheplpelmehadtobeadiressed '

1. Gas reserves tied-up by long-term contracts;
and 2. Gas reserves tied-up by the service
abandorment requirement of NGA §7(b) .

Abandormment

a. Traditional Approach - gas subject to service
obligation even though the gas sales contract
terminated (or the underlying oil ard gas
lease terminated). To abtain abandorment of
the service obligation, must initiate
proceeding under NGA §7(b) and demonstrate
the need of the new (proposed) gas sale
custamers are greater than the needs of the

b. FERC has attempted to reduce the regulatory
burden of the abandorment requirement by:

(1) Using pre-granted abandorment when the
service is certificated.
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c.

(2) Granting limited-term abandorments.

(3) Authorizing abandorment "legislatively"
by rule when certain conditions exist.

The test for determining whether the public
convenience and necessity will be served by

the benefits freeing-up the gas would offer
to the market as a whole.

(1) FERC takes the view that the market
benefits will, in most every case,
exceed the needs of the existing
custamers. This permits a generic
(legislative vs. adjudicatory) approach
to abandorment.

(2) FERC’s new comparative needs test was
generally approved in Consolidated
Edison Co. of New York v. FERC, 823 F.2d
630 (D.C. Cir. 1987).

FERC Order No. 490 - permit party to an
expired contract to abandon the service
without a §7(b) proceeding - merely give 30
days notice to other party and "report" the
abandorment to FERC within 30 days after it
occurs.

(1) Applies to expired or terminated
contracts where there is a NGA service
abligation.

(2) Applies to contracts to the extent a
pipeline has exercised its contractual
authority to reduce takes below the
specified level.

(3) Applies to contracts where the parties
mrtually agree to abandorment.

(4) Producers are granted blanket
certificates to resell the abandoned
gas.




VIII.

e.

FERC Order No. 451 - authorizes abandorment
if the "good faith negotiation" procedure
results in a termination of the gas contract.
Also give producers blanket sales
certificates.

FERC Order No. 436 - authorizes expeditious
Camission action on abandorment requests to
facilitate take-or-pay settlements between
producers and pipelines.

Long-Term Contracts - FERC Order No. 451

a.

b.

Order 451 permits producers with old
low-priced gas contracts (NGPA §§ 104 & 106)
to force their pipeline purchaser into
negotiations to raise the price of the gas to
an amount which more nearly represents the
current market value of the gas.

Pipeline has a reciprocal right, against the
producer triggering the GFN process, to bring
to the table any high-priced gas which is
sold with old gas. Pipeline can force the
producer to negotiate to reduce the
high-priced gas to a price which more nearly
represents the current market values.

Effect of Order 451 will be to arrive at new
contracts which reflect the current market
enviromment or the termination of existing
contracts to permit the parties to bargain
with others.

Order 451 grants abandomment of old sales
where the parties fail to agree and provides
blanket certification of new sales.

TRANSITION PROBLEMS: TAKE-OR-PAY

Associated Gas Distributors v. FERC, 824 F.2d 981 (D.C.
Cir. 1987).

1.

Upholds most of FERC’s goals expressed in Order

436 but remands it because the court felt the new
gas market was being created at the expense of the

-48-



pipeline.

Required FERC to provide pipelines with same sort
of relief from take-or-pay obligations under
existing gas contracts as part of the
consideration for pipelines providing open access
(which will expose them to greater campetition).

B. FERC’s Response to Assocjated Gas: Order 500

1.

Retains much of the Order 436 principles hut
conditions producer access to pipeline
transportation on the producer providing
take-or-pay credits for any gas shipped on the
pipelines.

Cross-Crediting: If producer has a take-or-pay
(or take-and-pay) contract (executed before June
23, 1987), and they ship gas on an interstate
pipeline which owes take-or-pay to the producer,
the pipeline can obtain a "credit" against its
liability for failure to take the producer’s gas.
This credit can be applied to any take cbligation
(back to Jammuary 1, 1986) under any contract the
pipeline has with the shipping producer.

Each MCF of gas transported by the pipeline earns
the pipeline one MCF of take-or-pay credit which
it can apply to any contract it has with the
producer that owned the gas on June 23, 1987 -
(exception for take-and-pay obligations under
cansinghead gas contracts).

C. Take-Or-Pay Buyout And Buydown Costs

1.

Order 500 provides an optional procedure for
plpelm to recover a portion of the costs it
incurs to settle take-or-pay claims with gas

producers.

a. If the pipeline agrees to absorb from 25% to
50% of its settlement costs, it may apply to

recover an equal percentage of its costs
through a fixed charge to its custamers.

The balance of its settlement costs, not to
exceed 50%, can be recouped through its
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2.

camodity charge or a volumetric surcharge.

Pipeline may elect not to accept any of the costs
and seek to recover all prudently incurred costs
in their camodity charges.

IX. NEW PROBLEMS

A. Allocating Pipeline Capacity

1.

Order 436 allocates capacity in a two-step
process:

a. Capacity is first given to existing pipeline
custamers who convert fram pipeline sales
service to transportation service.

b. Remaining capacity is allocated on a
"first-came, first-served" basis.

Order 436 prohibits "capacity brokering" which
would permit, for example, an IDC to package and
sell its transportation rights to third parties -
such as a gas marketer, gas broker, producer, end
user, or another pipeline.

On April 4, 1988, FERC issued a proposed rule
which would permit capacity brokering. 53 Fed.
Reg. 15,061 (April 27, 1988).

a. Proposed rule permits interstate pipelines,
and those who hold firm transportation on
interstate pipelines, to sell or assign their
firm transportation rights.

b. To permit capacity brokering, the pipeline
mst accept an Order 436/500 blanket
certificate and apply for a "system brokering
certificate."

c. Any entity desiring to broker capacity on a
pipeline must obtain a "blanket broker
certificate."

Major problems:

a. Defining the right to be traded.




b. Policing the process to ensure the pipeline,
or ancther entity, does not restrict pipeline
access by controlling capacity rights.

Major benefits:

a. Permit maximm use of the transportation
service.

b. Create a technique whereby new transportation
arrangements could be readily created.
Broker could repackage transportation options
by adjusting receipt points, delivery points,
volumes, and dispatching times.

Affiliate Transactions

1.

6.

Most pipelines have created marketing affiliates
which participate in the new gas market as gas
marketers, brokers, etc.

Major concern is that the pipelines will favor
their affiliates in various ways that will give
the affiliated entity an unfair advantage over its .
campetitors.

June 1, 1988 FERC issued Order No. 497 which
establishes new standards of conduct and reporting
requirements for interstate pipelines that are
affiliated with gas marketers, brokers, etc.

Defining the "affiliate": Ability to direct the
management or policies of the entitiy. 10% voting
rights in the entitiy creates a presumption that
the pipeline has the ability to direct the entity.

Cannot favor the affiliate with privileged
information, or provide it with advanced notice of
events, or provide it with information not given
to other shippers.

Must create similar conditions for all shippers
who are similarly situated. E.g., cannot give an
affiliate scheduling and curtailment priorities
merely because they are an affiliate.
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7.

Can discount transportation rates to the affiliate
within the FERC-specified rate band - but only if
the pipeline has accepted an Order 436/500 blanket
certificate.

8. Must file reports with FERC concerning affiliate
transactions. FERC can impose a $5,000 civil
penalty for each day a pipeline violates the Order
497 requirements.

State Issues

1.

Pass-through of take-or-pay costs billed to IDC as
a custamer of the pipeline. Must the IDC allocate
the costs according to the formula used by their
billing pipeline? Can the State evaluate the
prudence of the buyout/buydown costs billed under
Order 500’s guidelines?

To what extent will the States pursue "open
access" policies which mirror, or coincide with,
FERC’S programs?

Bypass

a. Open access transportation, and the optional
expedited certificate, set the stage for
interstate pipelines to "“raid" the best
customers currently served by an IDC.

b. E.g., Panhardle Eastern Pipe Line Company
initiated gas transportation services
directly to National Steel Corporation -
bypassing Michigan Consolidated Gas Company
which was the IDC that had traditionally
provided National Steel with gas sales and
transportation services. The arrangement was
affirmed by the Comission in Opinion No.
275-A (September 7, 1987).

Subsequently the Michigan Public Service
Cammission sought to exercise its
jurisdiction over the dellvery of gas to
National Steel. National Corp. V.
Iong, 689 F.Supp. 729 (WD. Mich. 1988),
appeal docketed, Nos. 88-1774, 88-1680,
88-1650 (6th Cir. 1989), (court held State
action concerning the matter was preempted by
the Natural Gas Act).




SAMPLE GAS MARKETING TRANSACTION AFTER "RESTRUCTURING"

Facts:

1.

Acme Production Campany owns gas near Woodward
County, Oklahama.

The March wellhead spot price being offered for
gas in the area is the Oklahama Natural Gas price

of $1.25/MMBtu.

Acme decides to try and market its gas to an end
user or IDC. Acme might do this on its own, or
through either an affiljated or independent
marketing campany.

Acme (or its marketer) has located a buyer
(NI-Gas) who will take delivery of the gas in Will
County, Illinois at a price of $2.15/MMBtu.
Delivery will be made to NI-Gas’ interconnect with
NGPL — NI-Gas will resell the gas.

a. To determine if this is a workable deal, Acme
must consider if there is capacity available
an a pipeline to get the gas to Will County.

b. Acme must also ascertain the price for all
transportation services to ensure it will
exceed the spot price being offered.

Cc. Acme must provide, in its sales contract with
NI-Gas, for any potential problems it may
encounter in abtaining access to
transportation services to deliver the gas.

d. Chances are the sale will be for 30, 60, or
90 days.

Acme (or its marketer) determines that the best
way to get the gas from Oklahama to Illinois is on
the gas transportation system of Natural Gas
Pipeline Campany of America (NGPL).

a. See system maps at pages 54 and 55 of this
Outline.

b. Acme will deliver its gas to NGPL at NGPL’s
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NGPL PEAK AND OFFPEAK TRANSPORTATION RATES (CENTS/MMBTU) AND FUEL (%)

Appendix A
RECEIPT ~-cemeesceceeccccccccceccccceccanmeamnoccscccccncns DELIVERY CLUSTERS --cccccccccccmmcmmaana-
69 610 611 612 613 G14 615 L)
Al 61.03 61.03 61.03 61.03 61.03 61.03 61.03 61.03
43.27 43.27 43.27 43.27 43.27 43.27 43.27 43.27
3.77% 3.96% 4.30% 4.64% 4.82% 5.01% 5.25% 5.39%
A2 56.89 56.89 56.89 56.89 56.89 56.89 56.89 56.089

39.76 39.76 39.76 39.76 39.76 39.76 39.76 39.76
3.77% 3.96% 4.30% 4.64% 4.82% 5.C1% 5.25% 5.39%

A3 51.54 51.54 51.54 51.54 51.54 g

A4 47.67 47.67 47.67 47.67 47.67 ;

AS 54.62 54.62 54.62 54.62 54.62 54.62 54.62 54.62
37.83 37.83 37.83 37.83 37.83 37.83 37.83 37.83

S. .8 6.21% 6.55% 6.73% 6.92% .16% 7.30%
AG 50.27 $0.27 50.27 50.27 $0.27 $0.27 50.27 $0.27
34.15 34.1% 34.1% 34.15 34.15 34.15 34.15 34.15

5.19% 5.38% 5.72% 6.06% 6.24% 6.43% 6.67% 6.81%
A? 49.38 49.38 - 49.38 49.38 49.38 49.38 49.38 49.38
33.40 33.40 33.40 33.40 33.40 33.40 33.40 33.40

. 4.8 .1 5.49% .67% 5.86% .1 6.24%
A8t 47.93 | 47.93 47.93 47.93 47.93 47.93 47.93 47.93

4.14% 4.33% 4.67% 5.01% 5.19% 5.38% 5.62% 5.76%

AB11 44.04 44.04 44.04 44.04 44.04 44.04
28.87 28.87 26.87 28.87 28.87 28.87
3.70% 3.89% 4.23 4.5 4.75% 4.94%

A9 45.58 45.56 45.58 45.58 45.58 45.58

Al0 42.00 42.00 42.00 42.00 42.00 42.00

Al1 41.35 41.35  41.35 41.35 41.35 41.35
26.59 26.59 26.59 26.59 26.59 26.59
3.40% 3.59% 3.93 4.27% 4.45% 4.64%

A12 37.09 37.09 37.09 37.09 37.09 37.09

2.93% 3.12% 3.46% 3.680% 3.98% 4.17% 4.41% 4.55%



receipt point #159 in Woodward County.

However, Acme will have to transport the gas
on a line owned by Oklahama Natural Gas
(ONG)to get fram the wellhead to NGPL receipt
point #159. The transportation charge by ONG
will be $0.10/MMbtu.

NGPL will deliver Acme’s gas to Acme’s
at NGPL’s delivery point #113 in
Will County, Illinois.

To determine how much NGPL will charge to
transport the gas fram Oklahama to Illinois:

a.

Iook at the NGPL "Cluster Map" at page 54 of
this oOutline. Receipt point #159 1is in
cluster zone A-10.

Next, locate delivery point #113 on the NGPL
Cluster Map at page 55 of this Outline.
Delivery point #113 is in cluster zone M-1.

Now look at the NGPL rate chart at page 56 of
this oOutline. Find A10 on the left-hand
colum and then go over to Ml on the right-
hand column.

Two rates are given: $0.42/MMBtu during
"peak" winter months; and $0.2714/MMBtu
during "offpeak" months. A

The winter rate of $0.42/MMBtu applies to our
(March) transaction.

The 6.103/MMBtu factor is an additional
deduction to account for fuel shrinkage and
line 1loss. For our purposes, we will
estimate this as representing a $0.05/MVBtu
charge.

Charges not reflected by NGPL’s tariff:

a.

b.

FERC operating charge (Anmual Correction
Assessment) - $0.0019/MMBtu.

Gas Research Institute charge - $0.015/MMBtu.
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Net-Back Price To Acme

$/MMBtu
IDC Gate Sales Price $2.1500

ONG Transport Fee - .1000
NGPL Transport Fee - .4200
NGPL Fuel Fee - .0500
FERC Charge - .0019
GRI Charge - .0150
NET TO AQME $1.5631

Note that Acme has beat the spot price by $0.31+/MMBtu.
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XI. GAS SALES CONTRACTS

A. Purpose Ard General Format

1.

Function: To pass title of gas (and other defined
substances) fran the producer to the gas
purchaser. Specifies the terms of the sale ard
how the sale will be effected. E.g., construction
of gathering 1lines, delivery point, custody
transfer.

No standard form of gas contract. However, gas
contracts do tend to uniformly address certain
essential matters.

B. Basic Format

1.

3.

Identity of the Parties - Buyer and Seller.

Recitations - Consideration and purpose of the
contract.

Representations - Title to the gas, authority to
sell (or have it processed).

C. Basic Content

1.

2.

Camitment - What gas (leases, formations, etc.)
is being comnitted to the contract?

Reservations - What rights to the gas are retained
by the seller?

a. Right to control operations, use gas for
operations, prior comitments of gas (free
gas clause in o0il and gas lease).

b. Ability to remove liquids prior to delivery
of gas - or at same later time pursuant to a
redelivery right for processing.

Price - How will the current and future sales
prices be determined?

a. Definite Price Escalators - precise schedule
of periodic price increases.




b. Indefinite ©Price Escalators - an event

triggers a price increase; the price is
calculated by reference to events outside the
contract.

Indefinite Price Escalator Clauses - Traditional
Forms:

a. Area Rate Clause - price raised to the
highest price permitted by applicable
regulation.

b. Favored Nations Clause - price raised to the
level paid to ancther seller in the area.

Indefinite Price Escalator Clauses - Newer Forms:

a. Index Pricing - price raised (or lowered)
based upon reference to the price of a
campeting energy resource such as No. 2 Fuel
0il, No. 6 Fuel 0il, wholesale electric
rates, coal, etc. The assumption is the
indexed fuel will represent the current
market value of the campeting fuel (natural

gas).

b. Net-Back Pricing - price raised (or lowered)
based upon reference to the price purchaser
is able to resell the gas or gas ard
products. [This form of pricing has
traditionally been used in Gas Processing
Agreements and is now becoming more cammon in
gas sales - especially where the gas is
parchased by a marketer for resale. See the
Sample Gas Marketing Transaction at page 53
of this Outline.)

c. Ancther cammon form: Renegotiate
(arbitrate).

Clauses Designed to Deescalate Prices - Market
out, FERC out, Economic out provisions. Provide
the purchaser with a mechanism to reduce the price
paid when it is unable to resell the gas at the
price being paid (market out), unable to recover
the purchased cost of gas through its rates (FERC
out), or it would be uneconamic for purchaser to
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10.

contime purchasing under the current contract
price (econamic out).

Price-Related Matters - Tax reimbursement by
purchaser to producer; Reimbursement for NGPA

§ 110 ‘“production related costs" such as
campression and gathering allowances.

Quantity - Although gas from a certain lease is
"camitted" to the contract, how much must the
seller deliver and the buyer purchase?

Casinghead Gas - Purchaser’s refusal to take
casinghead gas may mean it will be flared in order
to produce the associated oil. Many state
conservation commissions prohibit or 1limit the
quantity of gas that can be flared or vented;
this means oil production will be shut in when the
purchaser refuses to take casinghead gas.

a. Take-and-Pay Clause - requires the purchaser
to take the gas; no option to refuse to take
the gas (by paying the producer money).

b. Gas Processor has similar concerns when it
sells residue gas at the tailgate of their
processing plant. If the purchaser will not
take the gas, processor may not be able to

Take-or-Pay Clause - requires the purchaser to
take a stated percentage of the seller’s gas
deliverability or, instead of taking the gas, pay
for it as though it was taken. Typically the

has 5 years to make up the gas they paid
for but did not take.

a. A cammon form of take-or-pay clause provides:

"Subject to the other provisions of this
Contract, Seller agrees to sell and deliver
and Pipeline agrees to purchase ard receive,
or pay for if made available hereunder but
not taken, a daily quantitiy of gas, averaged
over each accounting period (contract
quantity) during the term hereof, equal to
seventy-five percent (75%) of the maximum




11.

. 13,

14.

quantity of gas that Seller’s well/s can
deliver to Pipeline . . . ."

b. Note that the take-or-pay clause begins:
"Subject to the other provisions of this
Contract . . . ." Other provisions of the
contract may relieve the purchaser from its
abligation to take or pay for gas, or
substantially reduce the quantity of gas
"made available" for the purchaser to take.

Other Take Formulas -~ Ratable take, best efforts,
no express abligation to take.

Gas Processor Formulas - Limit take obligation to
capacity of plant, right to allocate capacity,
econamic operation.

Connection Obligations - When must purchaser
connect new wells onto the system?

Producer Delivery Obligations - Up to allowable
assigned to wells; warrant to provide a specific
quantity.

a. Quality Standards - Limit impurities, heat
content (Btu) limitations.

b. Delivery Point - Point where custody and
liability for the gas will pass.

(1) NOTE: Today it is becoming more likely
that gas produced in one state will have
a delivery point far removed fram the
lease - such as a @M Plant in Michigan.

(2) This may change basic rights under the
oil and gas lease - with the gas being
sold "off the leased premises" royalty
may have to be calculated using a
"market value" formula instead of a
' " formula. Even if a
"proceeds" formula is used, where does
the sale to generate the proceeds take
place? In Michigan? @ Can the
transportation and other marketing costs
(gas marketer fees) be deducted?
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15.

16.

17.

18.

19.

c. Delivery Pressure - pressure requirements to
deliver gas into the purchaser’s pipeline.

d. Compression - obligation or right of seller
to campress gas to meet a delivery pressure.

Term - life of lease, life of reserves, stated
duration. Right to terminate after notice.

a. "Evergreen" provisions - continues in effect
for a specified period of time unless party
gives notice of termination within e.g. 30
days prior to the contract amniversary date.
A type of "successor to an existing contract"
under § 2 (14) of the Natural Gas Policy Act
of 1978.

b. "Rollover" Contract - term of art used in § 2
(12) of the Natural Gas Policy Act of 1978.
A contract entered into after an existing
fixed term contract has expired.

c. Regardless of the stated term in many "old
gas" contracts, a sale subject to federal
jurisdiction under the Natural Gas Act of
1938 is cammencement of a "service" that
canmot be abandoned unless FERC finds
abandonment is in the "public interest."
FERC is making it much easier to abandon -
See FERC Order 451 and Order 490.

Deliveries of Gas - how will the gas be delivered
fram seller to purchaser? Dispatching
coordination.

Measurement - how will the gas, and other
caponents be measured? Type of meters,
maintenance and operation of meters.

Tests - how will tests required by the contract be
conducted? Meter tests, deliverability tests,

quality tests.

Title - Proof of ownership or right to sell (or
process) .

-63~



20.

21.

22.

23.

24.

25‘

26.

27.

28.

29.

Payment Procedures - Reading meters, applying
contract terms, calculating amount due, and

sending the check.

Will payment for all interests be made to the
seller or will purchaser distribute payments to
all persons having an interest in the gas?

Rights of Way - Purchaser usually given the right
to use whatever easement rights lessee has under
the o0il and gas lease. See Delhi Gas Pipeline
Corp. V. Dixon, 737 S.W.2d 96 (Tex. App. -
Eastland 1987).

Force Majeure - Excuse for nonperformance due to
specified events which relieve performance. God
and govermment problems.

Notice - Contact person for each party to receive
oral and written notices.

Disputes - Rights of parties, arbitration.

Choice of law -~ What state’s law will be used to
interpret the contract?

Binding Effect - Contract binds the parties and
their "successors ard assigns."

Regulations - Contract subject to applicable
state, federal, and local law.

Date - Date the agreement is executed. Typically
not the date for calculating events under the
contract.

Signatures - Signed by authorized individuals for
each party.

Parties Bound by the Gas Sales Contract

1.

2.

Only the named producer, purchaser, and their
successors and assigns are bound by the contract.

Typically the operator of the well will enter into
the gas sales contract relying upon the terms of

the operating agreement. However, the typical




form of operating agreement does not grant the
operator the right to bind the other working
interest owners to a long term contract. Each has
the right to take their gas in kind.

Gas contracts usually contain a representation by
the gas seller that: “Seller owns or has the
right to sell the gas."

To the extent seller does not actually have the
right to sell the gas, the gas will not be subject
to the gas sales contract. However, the seller
may be 1liable to the purchaser under the contract

warranty provision.

"Seller warrants the title to the Gas arnd that
Seller has the right to sign this Contract on
behalf of one hundred percent (100%) of the
working interest owners in the well(s) under the
lease(s) covered by this Contract."

Royalty owner’s share of gas is probably subject
to the contract unless royalty owner retains the
right to take in kind.

a. However, since the royalty owner is not a
party to the contract, the provisions of the
contract do not necessarily determine the
lessor’s rights against the lessee.

b. For example, payment by the gas purchaser to
the lessee may, in many situations, not be
the basis for calculating lessee’s royalty
cbligations under the oil and gas lease.

Although the royalty owner is not a party to the
gas sales contract, they might be able to enforce
the terms of the gas contract as a "third party
beneficiary."

a. If the lessee entered into the contract in
part to discharge an obligation to its lessor
(e.g. obligation to market production), the
lessor may be able to assert rights under the
contract as a third party beneficiary.

b. Other working interest owners, and
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E.

non-working interest owners, might also be
able to assert third party rights.

Application of the Uniform Commercial Code

ll

The Uniform Commercial Code, as the name implies,
is a codification of rules designed to provide
uniformity in dealing with cammercial transaction
contracts. Article 2, the Sales Article, has been
adopted by all states except Louisiana.

Article 2 applies to transactions in ‘"goods,"
including the sale of natural gas and oil.

a. A processing agreement, to the extent there
is no sale of the gas or liquids, is a
service agreement governed by general
contract law instead of the UCC.

b. A sale of o0il or gas while in the grourd is
not governed by the UCC.

c. A ‘transportation agreement is a service
agreement and not governed by the UCC.

Significance of the UCC’s application - special
rules apply in creating, interpreting, and
enforcing agreements governed by Article 2.
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XII.

A.

B.

FEDERAL IMPACTS ON STATE IAW - FERC ORDER 451

Practical OConsiderations Regarding FERC Order 451

1.

How many are there? Four documents camprise the
FERC Order 451 series:

a. Order No. 451, "Ceiling Prices: 0ld Gas
Pricing Structure," Final Rule, Docket No.
RMB6-3-0000, IT1 FERC Statutes and
Regulations (CCH) § 30,701 (June 6, 1986); 51
Federal Register 22168 (June 18, 1986).

b. Order No. 451-A, "Order Granting Rehearing in
Part, Denying Rehearing in Part amd
Clarifying Final Rule," III FERC Statutes
and Regulations (CCH) § 30,720 (Dec. 15,
1986) ; 51 Federal Register 46762 (December
24, 1986).

C. Order No. 451-B, "Order Granting Rehearing in
Part, Denying Rehearing in Part, Clarifying
Final Rule, and Denying Stay Request," III
FERC Statutes and Regulations (CCH) § 30,748
(June 3, 1987); 52 Federal Register 21669
(June 9, 1987).

d. Order No. 451-C, "Order Denying Rehearing,"
40 FERC (CCH) § 61,167 (Aug. 5, 1987).

FERC Order 451 is a Final Order and regulations
have been promilgated to put it into effect. The
primary regulation is 18 C.F.R. § 270.201 (1988);
reproduced at pages 82 through 86 of this Outline.

Judicial review of Order 451 is currently pending
in the United State Court of Appeals for the Fifth
Circuit in: Mobil 0il Exploration Co. V. Federal

a ission, Case No. 86-4940
(5th Cir., filed Dec. 15, 1986).

Order 451 Does Two Things:

1.

Revises the maximum lawful price under § 104 and
§ 106 of the Natural Gas Policy Act (NGPA) by
establishing a single alternmative ceiling price
for "old" (§ 104 and § 106) gas.
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Eliminates the previous ceiling prices for
"vintages" of old gas that were based on when
the gas reserves were placed in production.

the NGPA Post-1974 gas price as the
new "alternative ceiling price."

Impact of this portion of Order 451:

(a) Maximm Iawful Price for one of the
lowest priced old gas categories prior
o Order 451 would be $0.593/MMBtu as of
March 1989.

(b) After Order 451, the Maximum Iawful
Price for this gas is $2.813/MMBtu.

Note that this portion of Order 451 operates
regardless of what the parties do in the good
faith negotiation process. This portion of
the Order establishes a higher ceiling rate
for old gas - however, collection of the
higher price is a matter of contract.

The pricing provisions of Order 451 have been
incorporated into the Code of Federal
Requlations at 18 C.F.R. § 271.402 "Maximum
lawful prices" (1988). This regulation
provides, in part:

"§ 271.402 Maximm lawful prices.

(@) Ceiling prices. Unless a different
rate is applicable under paragraph (c) of
this section, the maximm lawful price for a
category of natural gas to which this subpart
applies shall be the price specified in Table
ITI of § 271.101(a) for such category of gas.
[NOTE: This table can be found at pages 28
arnd 29 of this Outline.]

(c) Applicable higher rates. . . . .
(7) The maximum lawful price, per




MMBtu, for the first sales of all categorles
of gas otherwise subject to lower maximum
lawful prlcs under this subpart is the price
specified in Table II of § 271.101(a) for

post-1974 gas, if the price is established:

(i) Under a contract or contract
amendment executed after July 18, 1986; or

(ii) In accordance with the good faith
negotiation procedures of § 270.201 of this
chapter." (Emphasis added).

2. Establishes a "good faith negotiation" ("GFN")
process by which the producer can force the
purchaser to either pay the new ceiling price or
release the gas fram their contract.

a. The process for implementing the new
alternative ceiling price authorized by Order
451 is unique. When the other NGPA price
ceilings were implemented, the producer could
collect the increased NGPA price to the
extent their ocontract authorized collection
of the higher price.

(1) Under Order 451, you must have
authorization under your contract to
collect the increased NGPA price; hbut

(2) The purchaser can refuse to pay the
higher price and thereby make the
existing contract subject to termination
by the producer.

b. Note that if the producer and purchaser enter

into a contract after July 18, 1986 the
Post-1974 gas ceiling price will apply.

C. What Contracts Are Elgible For Order 451?

1. The producer and purchaser can agree oh a new
price for old gas so long as the price does not
exceed the new ceiling. 18 C.F.R. § 270.201




(1988) provides, in part:
"a) . . ..

(3) (1) Any existing contract under which old
gas is sold may be renegotiated or amended at any
time to provide for a price up to the alternative
maximm lawful price under § 271.402(c) (7) (i) of
this chapter without wusing the good faith
negotiation procedures."

The producer can force the purchaser to consider
paying a higher price only if their existing
contract "provides authority for the first seller
to collect a higher price upon the establishment
by the OCommission of a higher maximm lawful
price." 18 C.F.R. § 270.201(a) (2) (ii) (A) (1988).

Guidance concerning what sort of contract
authority to collect a higher price will suffice
can be fourd at 18 C.F.R. § 270.205 "Contractual
authorization to collect NGPA rates" (1988).

a. 18 C.F.R. § 270.205 provides, in part:

"(a) Existing interstate contracts. In
the case of an existing contract for a first

sale of natural gas to which the Natural Gas
Act applies:

(1) Any contractual provision for a
change in price in such contract which by its
terms specifically permits collection of NGPA
rates or of maximm lawful prices prescribed
by legislation, constitutes contractual
authorization to charge and collect the NGFA
rates applicable to such first sale.

(2) A contractual provision described
in § 154.93 (b-1) (relating to area rate
clauses), or similar provision, generally
will be oconsidered to constitute contractual
authorization to charge and collect an NGPA
rate to the extent the parties intended to
authorize charging and collection of one or
more NGPA rates under the contract."




b. 18 C.F.R. § 154.93 (b-1) (1988) provides:

"(b-1) Provisions that permit a change
in price to the applicable Jjust amd
reasonable area ceiling rate which has been,
or which may be, prscnbedbythecaunlssmn
for the quality of the gas involved .

c. The Camission’s preamble to Order 451-A
provides:

"Producers may collect the new ceiling
price only to the extent permitted by their
contracts. Indefinite price escalation
clauses in existing contracts provide the
necessary contractual authority." 51 Federal
Register at 22204.

D. The GFN Process: A One-Shot Deal

1.

18 C.F.R. § 270.201(a)(4) (1988) provides, in
part:

"(4) A party to an existing contract may not
request a namination of a price under the .
provisions of this section for any gas sold under
the contract, if that party:

(i) And the purchaser or first seller have
renegotiated the price or any other term for the
sale of anyoldgasmﬁerﬂ:econtract after July
18, 1986, without using the good faith negotiation
procedlmofthlssectlm,gpghavemtm;g

iti to reserve _their ts this

section . . . ." (Emphasis added).

Must be careful to preserve your rights under
Order 451 in conducting routine transactions which
could be deemed a modification or waiver of rights

a. 18 C.F.R. § 270.201(a)(2)(ii)(A) defines an
"existing contract" as "a contract in effect
on July 18, 1986 . . . ."

b. The definition of ‘'"existing contract"
includes "an expired contract pursuant to
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which sales of natural gas are continuing on
[July 18, 1986] . . . under the service
abligation of a certificate of public
convenience and necessity . . . " § 270.201

(a) (2) (i1) (a).

c. In any event, the contract must be one that:
"includes the sale of any old gas and
provides authority for the first seller to
collect a higher price upon establishment of
a higher maximm lawful price." § 270.201(a)
(2) (ii) (a).

d. Pursuant to § 270.201(a) (2) (ii) (B):

"An existing ocontract includes the sale
of old gas if, on July 18, 1986, the contract
encampasses the sale of any gas that has not
been abandoned under section 7(b) of the
Natural Gas Act ard which, if sold, would be
priced as old gas, whether or not any old gas
is sold on that date."

The GFN Process

1.

Tan Johnson has likened the Order 451 GFN process
to "the mating dance of the whooping crane;"
noting that discussion of the process is "about as
exciting as watching grass grow." Johnson, "Order
451 — Market-based Pricing for ’‘0Old’ Gas" 6 Qil &
Gas L. and Tax’n Rev. 253, 257 (1988).

18 C.F.R. § 270.201 (1988) details the steps in
the GFN process. The discussion of the actual
offer/counter-offer process begins at § (b) of
§270.201. A copy of this regulation is reproduced
at pages 78 through 82 of this Outline.

The process cammot be initiated until after
Jarmary 23, 1987. 18 C.F.R. § 270.201(6) (1) (i).

The ultimate goal of Order 451 is to permit the
"market" to determine the ultimate price for old
gas - with the new alternative ceiling price
operating as a cap. Although the producer may
have authority to collect the higher rate by the
terms of their contract, the ultimate rate will be




determined through negotiation - either by the
original parties to the contract or, if they
cammot agree, by negotiation with a new purchaser
service cbligation abandoned.

The GFN process can be best understood by using a
hypothetical. Suppose we have a producer - "A"
who has four gas sales contracts with a pipeline -
"X." The contracts are as follows:

#1 Dated July 1, 1960
Covers NGPA § 104 Gas
Contains only a "definite" price escalation
clause: $.0l/year during life of contract.

#2 Dated July 1, 1965
Covers NGPA § 104 and § 108 Gas
Contains an area rate clause.

#3 Dated July 1, 1977
Covers NGPA § 106(a), § 103, and § 108 Gas
Contains an area rate clause.

#4 Dated July 1, 1980
Covers NGPA § 102 ard § 108 Gas

NOTE: A will be unable to use the GFN process with
regard to Contract #1. It is not an "existing
contract" under Order 451 because it does not give
A authority to collect a higher price. 18 C.F.R.

§ 270.201(a) (2) (ii) (A) (1988) and 18 C.F.R.

§ 271.402(c) (7) (1988).

However, A and X can, by voluntary agreement,
increase the price of gas under Contract #1 up to
the new ceiling. 18 C.F.R. § 270.201(a) (3) (1988)
and 18 C.F.R. § 271.402(c) (7) (i) (1988).

The Opening Shot - Only the producer can activate
the GFN process. 18 C.F.R. § 270.201(b) (1) (i)
(1988) provides: YAt any time after January 23,
1987, a first seller may request the purchaser to
naminate a price at which the purchaser is willing
to contimue buying old gas under any existing
contract . . . "
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a. "First seller" is defined by 18 C.F.R.
§ 270.201(a) (2) (iii) (1988) as:

"(A) An owner of a working interest in
an oil or gas lease that has a direct
contractual relationship with a purchaser for
a ‘first sale’ of gas, as defined in section
2(21) of the NGPA; and

(B) An operator of an oil and gas lease
that has a direct contractual relationship
with a purchaser for a ‘first sale’ on behalf
of any owner of a working interest in the
lease that does not have such a
relationship."

b. Note the producer (first seller) can initiate
the GFN process "at any time" after January
23, 1987.

Mechanical Requirements:

a. Any request for a price nomination or other
notice under the GFN process must be in
writing and sent by U.S. mail, return receipt
requested. 18 C.F.R. § 270.201(a) (6) (1988).

b. Deadlines may be altered by written agreement
of the parties. 18 C.F.R. § 270.201(a) (7)
(1988) .

A decides to initiate the GFN process by sending a
letter to X, requesting X to naminate the price X
is willing to pay for NGPA § 104 gas sold under
Contract #2. A also includes in its letter a
request that X provide A with a list of all of X’s
firm sales customers, including the name and
address of each customer’s representative
responsible for negotiating gas purchases. 18
C.F.R. § 270.201(b) (1) (ii) (1988).

a. X must serd A the list of custamers and names
within 30 days after receiving the request
with a certification the list is camplete ard
accurate.
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b.

X must respond to A’s price nomination
[(concerning the § 104 gas] within 60 days
after A’s letter is received or A will be
authorized to offer the gas for sale to
another purchaser. If A enters into a
contract to sell the gas to a new purchaser,
A can abandon the sale of the gas to X after
giving X 30 days notice. 18 C.F.R. § 270.201
(c) (1) (1988).

Recall that Contract #2 covers NGPA § 104 and
§ 108 gas.

Within 30 days after receiving A’s letter, X
requests A to naminate a price it is willing to
accept for the § 108 gas covered by Contract #2
and the § 103 and § 108 gas under Contract #3. 18
C.F.R. § 270.201(b) (2) (1988).

a.

X, following A’s initiation of the GFN
process, can force into the process gas
"under any existing oontract with the
purchaser that includes the sale of any old
gas, whether or not named in the first
seller’s request . . . ." 18 C.F.R.

§ 270.201(b) (2) (1988).

Note that X has brought in the § 108 gas in
Contract #2 and has also brought in the § 103
and § 108 gas sold under Contract #3.

A now has 60 days to naminate a price for gas
covered by X’s request. If A fails to
respond, X can terminate its purchases of the
gas named in its request at anytime upon 60
days notice to A. 18 C.F.R. § 270.201(c) (2)
(1988) .

Within 30 days after receiving X’s letter, A, to
bring in the low-priced § 106(a) gas covered by
Contract #3 (but not included in X’s letter), must
request X to nominate a price for the § 106(a)

gas.

18 C.F.R. § 270.201(b) (3) (1988).

If X fails to naminate a price for the § 106(a)
gas within 60 days after receiving A’s request, A
can contract to sell this gas to others upon
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11.

12.

13.

giving X 30 days notice that A will abandon the
sale to X. 18 C.F.R. § 270.201(c) (1) (1988).

Effect of X’s possible responses:

a.

If X responds to A’s § 104 and § 106(a)
requests by naminating the alternative
ceiling price established by Order 451, sales
must contimie under the terms of the existing
contract. 18 C.F.R. § 270.201(d) (1988).

If X responds by agreeing to pay the
altermative ceiling price, but demands a
change in the other terms of the existing
contract, then A will be able to abandon the
sale to X — unless A agress.

If X proposes a price less than the
alternative ceiling price, A will be able to
abandon the sale to X — unless A agress to

the proposed price.
If X proposes less than the alternative

ceiling price, or proposes a change of the
other contract terms, A has 30 days to
accept; if A fails to accept, X’s proposals
are deemed rejected. 18 C.F.R. § 270.201
(e) (1) (1988).

Effect of A’s possible responses:

a.

If A accepts the price naminated by X for the
§ 103 and § 108 gas, sales must continue at
the agreed-upon price under the other terms
of the existing contract — unless the
parties agree to alter the other contract
terms.

18 C.F.R. § 270.201(e) (2) (1988).

If A rejects the price nominated by X, A must
continue sales to X at the existing price
until the sale of gas is abandoned. However,
immediately upon rejection A can seek new
purchasers. 18 C.F.R. § 270.201(e) (3) (1988).

X has the right to make similar responses to A’s
price nominations, with similar results. See
18 C.F.R. § 270.201(f) (1988).
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14.

NOTE: X cannot do anything to Contract #4 because
Contract #4 does not cover any "old" gas. 18
C.F.R. § 270.201(b) (2) and § 270.201(a) (2) (ii) (&)
(1988) ("existing contract" limited to contracts
that contain some "old" gas).

The Impact Of Order 451 On Assigmments

1.

Using our previous hypothetical, recall that A and
X have the following gas sales contracts:

#1 Dated July 1, 1960
Covers NGFA § 104 Gas
Contains anly a "definite" price escalation
clause: $.0l/year during life of contract.

#2 Dated July 1, 1965
Covers NGPA § 104 and § 108 Gas
Contains an area rate clause.

#3 Dated July 1, 1977
Covers NGPA § 106(a), § 103, and § 108 Gas
Contains an area rate clause.

#4 Dated July 1, 1980
Covers NGPA § 102 and § 108 Gas

Suppose that on July 1, 1988 A assigned all the
wells producing § 108 gas covered by Contract #2
to B. B also has an existing contract {[Contract
#5] with X that contains some § 104 and § 102 gas.

On August 1, 1988 A initiates the GFN process with
X with regard to the § 104 gas in Contract #2.
what is the effect of A’s assigmment to B?

a. Can X request A or B to nominate a lower
price for the § 108 gas owned by B and
covered by Contract #2?

b. Can X request B to naminate a price for the
§ 102 gas covered by Contract #5?

C. These types of assigmment problems prompted
FERC to adopt Order 451-B.

The regulations adopted under Order 451-B address
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two basic issues concerning assigmments:

a. First, if the assigment restricts the
purchaser’s GFN rights, the rights of the
assignor and assignee are similarly
restricted.

b. Second, the purchaser’s GFN rights will not
be expanded merely because an assigmment has
occurred.

Using our hypothetical: Suppose B negotiates a
clause in its 1lease purchase with A that A will
not do anything that will trigger the GFN process
with regard to the § 108 [Contract #2] gas
properties being assigned. If A triggers the GFN
process under Contract #3, to the extent the A-B
assigment affects X’s GFN rights:

A "MAY NOT REQUEST A NOMINATION OF PRICE UNDER
[THE GFN PROCEDURE] FOR ANY GAS SOLD UNDER ANY
EXISTING CONTRACT WITH" X. 18 C.F.R. § 270.201
(a) (5) (1) (1988).

a. This terrible event will occur unless X’s GFN
rights, as to the assigned gas, are
"unaffected by the assigmment."

b. X could argue that any sort of covenant
between A and B, that might impair X’s GFN
rights, is an "“affect" on X’s rights due to

the assigment.

c. However, A and B could argue that so long as
X’s rights were not diminished by the
assigment, X’s rights are "unaffected." How
can an assigmment between A and B reduce X’s
rights since the regulations provide for
remedy for a failure to act by each party at
each step?

Restrictions on assigment can also have a
material effect on the assignee. To the extent
X’s GFN rights are affected as to the gas retained
by A, B may not exercise its GFN rights as to the
assigned gas. 18 C.F.R. § 270.201(a)(5)(ii)
(1988). Therefore, if A retained the § 108 gas
and attempted to restrict X’s GFN rights as to the
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§ 108 gas, B’s GFN rights as to the low-priced gas
would be impaired -~ to the extent X’s rights
regarding the § 108 gas are "affected."

Because of these broad statements, whenever A and
B place restrictions on how their interests will
be treated with regard to Order 451, they must
evaluate the potential scope and effect of such
restrictions under 18 C.F.R. § 270.201(a)(5)
(1988) .

a. Note that same sort of restriction may be
absolutely necessary to prevent the assignor
(or assignee) from triggering (or not being
able to trigger) a course of events that can
significantly affect the value of the

assigned or retained property.

b. Also note that an inadvertent action by one
of the parties may squander the GFN rights of
the other. See 18 C.F.R. § 270.201(a) (4) (1)
(1988) (amend a term without agreeing in
writing to preserve GFN rights).

18 C.F.R. § 270.201(b)(5) (1988) addresses the
effect of the GFN process on the assigned and
retained interests of A and B.

STTUATION #1: Using our hypothetical, assume 3,
after the July 1, 1988 assigmment of the § 108
[Contract #2] gas to B, initiates the GFN process
with regard to the § 106(a) gas in Contract #3.

a. X can responrd by requesting a price
namination for any gas which, ON JUNE 3,
1987, X could have reached - in this case X’s
request can include the § 108 gas assigned to
B since on June 3, 1987 X could have reached
it under Contract #2 (contract with same
Yold" gas ard the § 108 gas). 18 C.F.R.

§ 270.201(b) (5) (ii) (1988).

b. However, X cannot bring in any of the gas B
owns urnder Contract #5. §(b)(5)(ii) covers
only gas subject to an existing contract
between the "purchaser and the assignor."
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11.

STTUATION #2: Assume B, after the July 1, 1988

assigmment, initiates the GFN process with regard
to the § 104 gas covered by its Contract #5.

a. Although X can respond by bringing in the
§ 102 gas covered by Contract #5, X cannot
bring in the § 108 gas covered by the
assigmment fram A [Contract #2].

b. X’s GFN rights are limited to the gas which B
owned as of June 3, 1987. 18 C.F.R.
§ 270.201(b) (5) (iv) (1988).

c. Note that whenever we "freeze" ownership of
property for any purpose, we have to go back
to the selected date - here June 3, 1987 -~ to
ascertain the rights of the parties.

STTUATION #3: Iets change the facts by assuming B
was assigned the § 104 gas under Contract #2 and A
retained the § 108 gas. B triggers the GFN
process as to the § 104 gas in Contract #2.

a. X can respord by bringing any gas, which on
June 3, 1987, belonged to A. This includes’
not only A’s § 108 gas under Contract #2, but
also A’s § 103and§108gasmder00ntract
#3.

b. Since B’s GFN request was limited to the
assigned gas, X’s rights are likewise limited
to gas owned by the assignor of the assigned
gas — as of June 3, 1987. 18 C.F.R.
270.201(b) (5) (iii) (1988).

18 C.F.R. § 270.201(b)({5)(v) and (vi) (1988)
address how the requests ard responses will be
circulated among the assignor, assignee, and
purchaser.

G. "Old" Gas Is Governed By The NGA And The NGPA

1.

Under the NGPA "old" gas includes § 104 gas
(dedicated to interstate cammerce as of November
8, 1978) and § 106(a) gas (interstate rollover
contracts) for which a "just and reasonable" rate
was in effect under the NGA as of November 8,




1978. 18 C.F.R. § 271.401 (1988).

The sale of this old gas, after the Phillips
decision, is under a § 7 certificate of public
convenience and necessity.

Therefore, 1in addition to terminating the
underlying gas contract, and having NGPA authority
to sell the gas at a higher price, we must also
cross two additional hurdles:

a. Obtain an abandorment of the service
cbligation created under § 7; and

b. ©Obtain a certificate for new sales.

Abandorment and certificate authority are both
granted if you follow the Order 451 procedures to

The 1lingering service obligation is discharged
under Order 451 by giving the purchaser’s firm
sales customers the right of first refusal to any
gas released pursuant to Order 451. 18 C.F.R.

§ 270.201(g) (1988).

If the purchaser is not an open-access transporter
under Order 436/500, the producer can require that
any released gas be transported on the purchaser’s
pipeline. 18 C.F.R. § 270.201(h) (1988).

-8]-



Subpart B—Special Rules
$§270201 Good faith negotiation proce-
dures.

(a) Applicadility, definitions, and
pgeneral rules. (1) This section applies
to requests for renegotiation of the
price of old gas sold under an existing
contract.

(2) For purposes of this section:

(1) “Old gas” means natural gas
which, if sold, would be subject to a
maximum lawful celling price under
section 104 or 106(a) of the NGPA.

(liIXA) “Existing contract” means a
contract in effect on July 18, 1986, or
an expired contract pursuant to which
sales of natural gas are continuing on
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that date under the service obligation
of a certificate of public convenience
and necessity, that includes the sale of
any old gas and provides authority for
the f{irst seller to collect a higher price
upon establishment by the Commis-
sion of s higher maximum lawful
price.

(B) An existing contract inecludes the
sale of old gas if, on July 18, 1986, the
contract encompasses the sale of any
gas that has not bdeen abandoned
under section 7(d) of the Natural Gas
Act and which, if sold, would be priced
as old gas, whether or not any old gas
is sold on that date.

(1if) The terms “first seller” and
“party to a contract” include:

AA) An owner of a working interest
in an oil or gas lease that has a direct
contractual relationship with a pur-
chaser for a “first sale” of gas, as de-
nn:d in section 2(21) of the NGPA:
.n .

(B) An operator of an ofl or gas lease
that has a direct contractual relation-
ship with a purchaser for a “first sale”
on behalf of any owner of a working
interest in the lease that does not
have such a relationship.

(3X1) Any existing contract under
which old gas is s0ld may be renegoti-
ated or amended at any time to pro-
vide for a price up to the alternative
maximum lawful price under
§ 271.402(cXTX)) of this chapter with-
out using the good faith negotiation
procedures.

(1) A price for old gas that exceeds
the otherwise applicable maximum

Jawful price under §271.402 of this
chapter may be collected under an ex-
isting contract only if the first seller
and purchaser agree upon a price up
to the alternative maximum lawful
price under § 271.402(eX7Xil) in ac-
cordance with this section.

(4) A party to an existing contract
may not request 8 nomination of a
price under the provisions of this sec-
tion for any gas sold under the con-
tract, if that party:

(1) And the purchaser or first seller
have renegotiated the price or any
other term for the sale of any old gas
under the contract after July 18, 1886,
without using the good faith negotfa-
tion procedures of this section, and

§ 270201

have not agreed in writing to preserve
their rights under this section;

(ii) Has previously requested nomi-
nation of a price under paragraph
(OX1) of this section for any gas sold
under the contract; or

(1i1) Has been requested under this
section to nominate a price for any gas
sold under the contract, and the last
date has passed under paragraphs
(bX2) or (bX3) of this section to re-
qQuest the other party to nominate a
price for gas sold under the contract.

(BX1) A first seller that validly as-
signs or otherwise transfers gas sub-
ject to an existing contract on or after
June 3, 1987 may not request a nomi-
nation of price under the provisions of
this section for any gas sold under any
existing contract with that purchaser
unless the purchaser’s right to renego-
tiate, under the provisions of this sec-
tion, the terms of sale of the assigned
gas are unaffected by the assignment.

(11) A first seller to whom gas subject
to an existing contract is validly as-
signed, or otherwise transferred, on or
after June 3, 1987 may not request
nomination of a price under the provi-
sions of this section for the assigned
gas, unless the purchaser's right to re-
negotiate, under the provisions of this
section, the terms of sale of all gas
sold under any existing contract de-
tween the purchaser and the assignor
on June 3, 1987 are unaffected by the
assignment.

(6) Any request for nomination of a
price under this section, any nomina-
tion of a price {n response to such a re-
qQuest, and any notice of abandonment
of sales or termination of purchases
under this section must be sent by
U.S. mall, return receipt requested.

(7) Any deadline under this section
for requesting a nomination of a prioce,
or for nominating a price In response
to such a request, may be extended by
mutual agreement of the parties in
writing. Any notice required under
this section to be given before a first
seller or purchaser abandons or termi.-
nates sales or purchasers may be
shortened by mutual agreement of the
parties in writing.

(8) A party nominating a price may
propose & change {n any other term of
the existing contract, and for purposes
of this section, the terms “nominated

-83~



§ 270.201

price” and “nomination” may include
such a proposed change.

(D) Requests for nepotiation and
nominaiion af price.

(1X{) At any time after January 28,
1987, a first seller may request the
purchaser to nominate a price at
which the purchaser is willing to con-
tinue buying old gas under any exist-
ing contract by submitting a written
request to0 the purchaser, and may
specify the wells or category of wells
under each contract for which the
first seller requests a renegotiated

(i) When requesting s nomination
of a price under this paragraph, a f{irst
seller may also request the purchaser
to provide the first seller with a cur-
rent list of all of the purchaser’s {irm
sales customers, including the name
and address of an employee or agent
responsible for negotiating purchases
of natural gas on behalf of the cus-
tomer. The purchaser must send the
list of customers to the first seller
within 30 days after receiving the re-
quest, and must include a certification
of its completeness and accuracy. The
list must be sent by U.S. mall, return
receipt requested.

(2) Within 30 days after receiving a
request for nomination of a price
under paragraph (bX1) of this section,
the purchaser may request the first
seller to nominate a price at which the
first seller is willing to continue selling
any gas, including old gas for which
the {irst seller has requested s nomi-
nation of price by the purchaser,
under any existing contract with the
purchaser that includes the sale of
any old gas, whether or not named in
the first seller’s request, by submitting
s written request to the first seller.

(3) Within 30 days after receiving a
Tequest from a purchaser for nomina-
tion of a price for any gas under & con-
tract that is not named in the first
seller’s request and that includes the
sale of any old gas, the {irst seller may
Tequest the purchaser to nominate a
price at which the purchaser is willing
to continue buying any old gas under
that contract, including old gas for
which the purchaser has requested a
nomination of price by the first seller,
by submitting s written request to the
purchaser.

18 CFR Ch. | (4-1-38 Edition)

(4) A first seller’s request for nomi.
nation of a price under paragraph
(bX1) of this section constitutes an
offer to release the purchaser from its
contract obligation to purchase any
gas s0ld under any existing contract
with the first seller, whether or not
pnamed in the first seller's request,
that includes the sale of any old gas.

(8X1) The provisions of this para-
graph apply when (A) & first seller val.
idly assigns (or otherwise transfers)
gas subject to an existing contract to
another first seller on or after June 3,
1987 and (B) the assignor or assignee
is eligible to request nomination of a
price under paragraph (bX1) of this
section.

(1) If the assignor requests nomina-
tion of a price, under paragraph (bX1)
of this section, for old gas sold under
any contract between it and the pur-
chaser, the purchaser may request
nomination of a price under pars-
graph (bX2) of this section for any gas
which on June 3, 1987 was subject to
an existing contract between the pur-
chaser and the assignor.

(1i1) If the assignee requests nomina-
tion of a price under paragraph (bX1)
of this section for the assigned gas,
the purchaser may request nomination
of a price for any gas which on June 3,
1987, was subject to an existing con-
tract between the assignor and the
purchaser, but the purchaser may not
request nomination of s price for any
other gas.

(iv) If the assignee requests nomina-
tion of a price under paragraph (bX1)
of this section for old gas other than
the assigned gas, the purchaser may
not request nomination of a price
under paragraph (bX2) of this section
for the assigned gas.

(v) The purchaser must address any
requests for nomination of a price au-
thorized by paragraphs (bX8) (li) or
(ii1) of this section to the first seller
currently selling it the gas for which
n.g.mlmuon of & new price {s request-

(vi) If a first seller receives & request
for nomination of a price authorized
by paragraph (bX$) (ii) or (iil) of this
section with respect to an existing con-
tract for which it did not make a nomi-
nation request under paragraph (bX1)
of this section, the first seller may re-
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. Quest under paragraph (bX3) of this

section that the purchaser nominate a
price for any old gas sold under that
contract, whether or not the contract
was named in the nomination request
of the assignor or assignee under pars-
graph (bX1) of this section.

(¢) No response Lo request for nomi.
nation. (1) If the purchaser does not
pominate a price in writing within 60
days after receiving the first seller's
request for nomination of & price, the
first seller may offer to sell all or part
of the gas named {n its request for
nominstion to & new purchaser. The
{irst seller is authorized, upon 30-days
written notice to the existing purchas-
er, to abandon the sale of the gas {f
the first seller enters into a written
contract for the sale of all or part of
the gas to & new purchaser after any
necessary compliance with paragraph
(g) of this section.

(2) If the first seller does not nomi-
nate a price in writing within 60 days
after receiving the purchaser's request
for nomination of a price, the purchas-
er may terminate its purchases of all
or part of the gas named in i{ts request
for nomination at any time upon 80-
days written notice to the first seller.

(d) Purchaser’s nomination of Righ-
est price. If the purchaser nominates
in writing the highest price to which
an existing contract price could esca-
Iate with the purchaser’'s agreement
under § 271.402(eX7TXi) of this chap-
ter, and the purchaser does not pro-
pose a change in any term of the con-
tract, sales must continue at the nomi-
nated price under the terms of the ex-
isting contract.

(e) Purchaser’s nomination of lower
price; first seller's options. (1) If the
purchaser nominates in writing a price
Jess than the highest price to which
the existing contract price could esca-
Iate or proposes a change in any other
term of the contract, the first seller
must accept or reject the nominated
price in writing within 30 days after
receiving the nomination. If the first
seller does not accept the purchaser’s
nominated price in writing within 30
days, the nominated price is deemed
rejected.

(2) If the first seller accepts the
nominated price, sales must continue
at the agreed-upon price under the

$ 270201

other terms of the existing contract,
unless such terms are renegotiated by
the parties.

(3) 1f the first seller rejects the nom-
tnated price, the first seller must con-
tinue sales to the purchaser at the ex-
isting price until the sale of the gus is
abandoned under this paragraph. At
any time after a rejection, the first
seller may offer to sell to a new pur-
chaser all or part of the gas for which
no price is agreed upon under this

paragraph.

(4) A first seller is authorized, upon
30-days written notice to the existing
purchaser, to abandon the sale of any
gas offered under this paragraph for
which the first seller enters into a
written contract with a new purchaser
after any necessary compliance with
paragraph (g) of this section.

(1) First seller’s nomination of price.
purchaser’s options. (1) If the first
seller nominates a price in writing tn
response to the purchaser’s request
under paragraph (bX2) of this section,
the purchaser must accept or reject
the nominated price in writing within
30 days after receiving the nomina-
tion. If the purchaser does not accept
the first seller's nominated price in
writing within 30-days, the nominated
price is deemed refected.

(2) If the purchaser accepts the
nominated price, purchases must con-
tinue at the agreed-upon price under
the other terms of the existing con-
tract, unless such terms are renegoti-
ated by the parties.

(3) If the purchaser rejects the nom-
inated price, the purchaser may at any
time terminate its purchases of all or
part of the gas named {n its request
for nomination upon 60-days written
notice to the first seller.

(4) The terms of the existing con-
tract apply until the purchaser accepts
the first seller’s nominated price or
terminates purchases of the gas under
this paragraph.

(8) A first seller is authorized to
abandon sales of the gas to the pur-
chaser if the purchaser terminates
purchases of gas under this section
and the first seller enters i{nto a writ-
ten contract for the sale of the gas Lo
& new purchaser after any necessary
compliance with paragraph (g) of this
section.
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§ 270.201

(g) Existing firm sales customers’
right of first refusal—(1) General rule.
(1) If the first seller offers to sell gas
subject to release due to termination
or abandonment under paragraphs (c),
(@), or (1) of this section (“offer”) to a
new purchaser that is not an existing
firm sales customer of the existing
purchaser, the first seller must
present the same offer to all existing
firm sales customers, if:

(A) The existing purchaser i{s not
subject to the non-discriminatory
access provisions of §284.%b) or
§ 284.9(b) of this chapter, and;

(B) The offer encompasses the sale
of any gas subject to the Commission's
jurisdiction under section 1(b) of the
Natural Gas Act and is substantially
accepted {n principle by the new pur-
chaser {n an arms-length transaction.

(1) Any existing firm sales customer
has a right of first refusal to purchase
the gas under the terms of the offer.
The offer must be presented in accord-
ance with the provisions of this pars-

graph.

(2) Making the affer. The offer to a
new purchaser that is not an existing
firm sales customer must be presented
to all such customers of the existing
purchaser not later than 10 days after
the offer is substantially accepted in
principle by the new purchaser. The
offer must be tendered by US. mall,
return receipt requested.

(3) Acceptance and rejection af affer;
no counteraffer. (1) An existing firm
sales customer must accept the offer
in writing within 20 days after receiv-
ing the offer. The offer is deemed ac-
cepted when it is signed and placed in
the US. mail, return receipt request-
ed. If the offer is not accepted by an
existing firm sales customer within 20
days of its receipt, the offer is deemed
rejected.

(1) Any written counteroffer by an
existing firm sales customer oconsti-
tutes a rejection.

(i) If the first seller receives more
than one acceptance from an existing
firm sales customer, the first seller
may determine which such customer
will become the new purchaser.

(4) Termination of right of first re-
Jusal If no existing firm sales custom-
er accepts the offer made under this
paragraph within 20 days of receiving

18 CFR Ch. | (4-1-88 Editien)

the offer, the first seller may execute
& written contract with the new pur-
chaser that substantially accepted the
offer before it was sent to the existing
firm sales customers. Such written
contract with a new purchaser is not
subject to s right of first refusal.

(8) Definition. For purposes of this
section, “existing firm sales customer”
means 8 customer with which the ex-
isting purchaser has a contract for the
sale of gas not subject to & prior claim
by another customer or another class
of service, and at the same priority as
any other class of firm service, which
is in effect on the date a new purchas-
er substantially accepts in principle an
offer under paragraph (gX1) of this
section.

(h) Transportation by existing pipe-
line purchaser. A purchaser that is an
interstate pipeline not subject to the
non-discriminatory access provisions
of § 284.8(b) or § 284.%(b) of this chap-
ter must transport any gas released
due to termination or abandonment
under this section, on behalf of any
shipper, to any existing customer of
the interstate pipeline or to any pipe-
line to which the interstate pipeline is
interconnected, and In accordance
with § 284.225 of this chapter, if the
purchaser:

(1) Does not submit a timely nomi-
nation of a price for gas under para-
graph (eX1) of this section {n response
to the first seller’s request for nomina-
tion of a price;

(2) Nominates a price under para-
graph (eX1) of this section that is less
than the highest price to which its ex-
fsting contract price could escalate {f it
were a new or amended contract;

(3) Terminates purchases of gas
under paragraph (eX2) of this section
when the first seller does not submit a
timely nomination of a price; or

(4) Terminates purchases of gas
under paragraph (£X3) of this section
after rejecting a price for gas nominat.
od by the first seller.

[Order 451, 81 FR 22119, June 18, 1986, as
amended by Order 451-A, 81 FR 46818, Dec.
34, .;1980. Order 481-B, 82 FR 216877, June 0,
198
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XIII.

FEDERAL IMPACTS ON STATE IAW - FERC ORDER 500

A Guide To Take—or-Pay Crediting - Qualifying Dates

l.

2.

3'

The OContract: Take-or-pay (or take-and-pay)
contract executed before June 23, 1987.

The Producer: Owner of the gas on June 23, 1987.

The Service: Transportation on or after January
1., 1988 (of gas "owned" by the Producer) by
interstate pipeline having a Contract with the
Producer. Remember - gas ownership is determined
as of June 23, 1987 - NOT when the gas is shipped.

The Credit: One MCF of gas for each MCF of gas
transported on or after January 1, 1988. The
credit can be applied to any take-or-pay
adbligation with the Producer accruing after
Jamuary 1, 1986 (so long as the pipeline perframed
open access transportation during same portion of
1986) .

The "Offer of Credit"

1.

If you tender gas for transportation, must provide
the transporter with an offer of credit - even
though no credit is due.

Pipeline must ship the gas even if they dispute
the adequacy of the offer of credit.

85% Rule - Before the pipeline is obligated to
ship, must have offers of credit covering at least
85% of the working interest owners of the gas to
be shipped. Shipper must also provide a list of
the working interest owners refusing to provide
offers of credit.

a. The nonconsenting 15% need not offer to
credit - but if any gas is ever shipped at
their request (or their assignee), and they
provide an offer to credit, the prior gas
shipped will became subject to credits.

b. Gas Processor Exception to 85% Rule - Offer
of credit for residue gas sales need to be
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signed only by the processing plant operator
when the processor purchases gas fram
behind-the-plant producers under
percentage-of-proceeds processing agreements
entered into on or before June 23, 1987.

Pipeline can apply credits only against its
take-or-pay obligations under pre-June 23, 1987
take-or-pay contracts with the plant operator.
See FERC Order 500-C, "Order on Rehearing
Modifying Prior Orders and Requesting Camments,"
Docket Nos. RM 87-34-000 through RM 87-34-054
(Dec. 23, 1987); 52 Federal Register 48,986 (Dec.
29, 1987).

Change of Gas Ownership - if A owns the gas on
June 23, 1987, and assigns its lease to B on
September 1, 1987, when the gas from the lease is
tendered for transport on Jamuary 1, 1988, A and B
must provide the pipeline with offers of credit.

Crediting Exemptions - the following activities
will not generate credits (however, the pipeline
may insist upon a signed offer of credit even
though no credit will be allowed):

a. Transportation of "new" gas - gas from wells
spudded after June 23, 1987. Use § 102
NGPA 2.5 mile test, 1000 feet below exisitng
production test, and new reservoir test.
FERC Order 500-C.

b. Transportation which generates credits for
intrastate pipeline pursuant to a release of
intrastate system supply gas - subject to
certain conditions. FERC Order 500-C.

c. Gas sold to a processing plant under a

percentage-of-proceeds gas processing
agreement entered into on or before June 23,
1987. FERC Order 500-C.

d. Gas sold by producer which doesn’t have a
pre-June 23, 1987 take-or-pay contract with

the transporting pipeline.
e. Gas previously purchased by the pipeline
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c.

under a terminated take-or-pay contract.

f. Gas released from a take-or-pay contract
containing a market-out clause which gives
the pipeline discretion to terminate the
contract.

7. Special Situations

a. Released Gas - pipeline can elect whether it
will follow settlement agreement crediting
mechanism or the Order 500 mechanism.

b. Multiple Pipelines - where credits will be
generated for more than one pipeline in a
single transportation transaction, if one of
the pipelines released the gas, only the
releasing pipeline will receive credits.

If the gas is not released by any of the
pipelines, the transaction will generate the
same amount of credits but they will be
shared between the transporting pipelines.
The pipelines will agree how credits will be
allocated.

If gas transported and one of the pipelines
formerly purchased the gas under a terminated
or market-out contract, none of the pipelines
are entitled to a credit.

Cc. Casinghead Gas - Purchaser cannot use a

excuse taking casinghead gas under a
take-and-pay contract. Purchaser will remain
abligated to take the gas and receive a
credit. However, the credit must be applied..
to a non—casinghead gas contract take
cbligation.

As with assignments under Order 451, assigmments of
property that may affect your Order 500 situation
should be carefully evaluated so the total econamic
impact of the transaction can be evaluated.




X1v.

A.

OPERATING PROBLEMS

Joint Operatiaons

1.

Can have a mltiple working interest owner
situation created in mmerous ways:

a.

c.

Various owners of undivided mineral interests
lease to different developers. For Exanple:
A owned the minerals in Section 30 at his
death. Under A’s will, the mineral interest
passedtoA's daugtrters B amd G, in equal

shares. B leased to X; C leased to ¥. X
and Y each own the nonexclusive right to
develop the minerals in Section 30.

A leased the minerals in the North Half of
Section 30; B leased the minerals in the
South Half. By order, or agreement, the
North and South Halves of Section 30 are
canbined to form a 640 acre drilling unit.

A owns all the working interest in Sections
29 and 30. B proposestodrillawellm
Section 29 if A will assign 100% of the .
working interest in Section 29, and 50% of
the working interest in Section 30,
conditioned upon B campleting the well as a
camercial producer. A retains an overriding
royalty in Section 29, convertible at payout
of B’s well to a 50% working interest.

If B drills the required well, A and B will
each have the nonexclusive right to develop
Section 30. If the well on Section 29 "pays
out," A and B may again each have the
nonexclusive right to develop Section 29.

Anytime you have multiple ownership of the working
interest, or the portentlal for multiple ownership,
the parties owning the working interest will
normally enter into a contract to coordinate
development of the leased lard.

a.

Called an "Operating Agreement" or "“Joint
Operating Agreement."
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B.

b. NOTE: Sametimes the owners of the working
interest will contract with a third party,
who is not a working interest owner, merely
to operate the well.

Operating Agreement designates one party as the
“"Operator," who will be responsible for daily
lease operations.

a. Operator is generally the ©person who
contracts directly with the drilling
contractor, other supply and service
campanies, gas processors, and production
purchasers.

b. Must ascertain operator’s authority to
dispose of production from the leased land.

Operator’s Authority Under the Operating Agreement

1.

For our purposes, primarily concerned with the
operator’s authority to market production
attributable to the other working interest owners.

Typical form authorizes each working interest -
owner to separately market their proportionate
share of gas production.

A.A.P.L. Form 610 Model Form Operating Agreement:
Each working interest owner has the right "to take

in kind or separately dispose of its proporticnate
share" of gas produced fram the contract area.

Art. VI.C. (1982 & 1977 Model Forms); § 13 (1956
Model Form)

What happens if the nonoperators fail to make any
arrangement to take gas in kind?

a. OPERATOR BUYS THE GAS. Operator may purchase
the nonoperators’ gas after providing the
nonoperators with advance notice. If they do
not enter into a gas sales contract,
operating agreement permits a sale for period
of time not to exeed 1 year - but
nonoperator can exercise right to take in

kind "at any time." Price must be "at the
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Effect
Non-Working Interest Owners

1.

2.

3.

The
agreement; nor are non-working interest owners.

best price dbtainable in the area for such
production.” Art. VI.C., p. 7 (’77): Art.
VI.C., p. 8 alternate (’82).

OPERATOR ACTS AS AGENT. The operator can act
as the nonoperator’s agent in selling
nonoperator’s share of the gas. Must give
notice of intent to sell as agent, must get
best price, cannot contract to sell in excess
of 1 year, and must account for all profits
as a fiduciary.

OPERATOR SELIS GAS FOR ITS OWN AOCOOCUNT.
Operator might market all the gas for his own
benefit with the dbligation to account for
the nonoperator’s gas through same form of
gas balancing arrangement.

Cross-cornveyance and co-tenancy problems - is
each molecule of gas owned proportionately by
each working interest owner?

Operating agreement, with the right of each
party to take in kind, dispells the
co~tenancy argument and the express terms of
the 77 and 82 forms disclaim any sort of
cross-cornveyance.

Problem in absence of a Gas Balancing
Agreement - what are the rights of the

parties?

Of Operating Agreement On Iessors And

lessor is not a party to the operating

Iessee’s obligations to lessor specified in the
oil and gas lease and cannot be altered by other
agreements to which the lessor is not a party.

Non-working interest owner’s rights governed by
the assignment between the non-working interest
owner and the working interest owner. Non-working

interest owner rights cannot be altered by

agreements to which they are not a party.
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DO

Gas Balancing Problems

1.

Assume A and B each own an undivided 50% interest
in an o0il and gas lease covering Section 30. A
has a market for hJ.sgasbuthoesmt Their
operating agreement is silent regarding gas
imbalances. Can A sell the full gas stream to its
gas purchaser? Can A tender the full stream to

its gas processor?

a. What if B cbjects to the sale by A but makes
no arrangments to take his share of the gas?

b. Does B owe any royalty to his lessor?

In Oklahama these matters have been addressed by
statute and Jjudicial decisions interpreting
certain statutes.

a. Non-selling Working Interest Owners - See 52
Okla. Stat. §§ 541-547 (Supp. 1988):
Non-selling working interest owner can elect
to share in the proceeds of a gas sales
contract negotiated by another working
interest owner. Requires the operator to
offer to market each working interest owner’s
share of the gas. See Seal v. Corp. Camn’n,
725 P.2d 278 (Okla. 1986) cert. denied 107
S.Ct. 1265 (1986).

b. Royalty Owners - Whichever working interest
owner sells gas must pay all royalty owners
within the gas pooling unit. The "Blanchard"
"weighted average" approach. See Shell 0il
o, Vv, Oklahoma Corp. Coamn’n, 389 P.2d 951
(1964) . 52 Okla. Stat. § 87.1 (Supp. 1988).

52 Okla. Stat. § 87.1 provides, in part:

"In the event a producing well or wells
are campleted upon a unit where there are, or
may thereafter be, two or more separately
owned tracts, the first purchaser or
purchasers shall be 1liable to any royalty
owner or group of royalty owners holding the
royalty interest under a separately owned
tract included in such drilling and spacing
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unit for the payment of proceeds from the
sale of production fram the drilling and

spacing unit."

"Each royalty interest owner shall share in
all production from the well or wells drilled
within the unit . . . to the extent of such
royalty interest owner’s interest in the
unit. Each royalty interest owner’s interest
in the unit shall be defined as the
percentage of royalty, including the normal
one-eighth (1/8) royalty, overriding
royalties or other excess royalties owned in
each separate tract by the royalty owner,
multiplied by the porportion that the acreage
in each separately owned tract or interest
bears to the entire acreage of the unit."

"The first purchaser or purchasers shall also
be jointly and severally liable for the
payment to each royalty interest owner of any
production payments or other cbligations for
the payment of monies contained within the
leases covering any lands 1lying within the
drilling and spacing unit."

Note, however, this statute does not address
the situation posed above - we do not have
“"separately owned tracts" in this unit.
Instead we are dealing with co-tenants of
undivided interests. Arguably each owns an
urdivided 1/2 interest in each molecule of
gas.

The statute does not address non-working
interest owners such as overriding royalty,
production payment, and net profits owners,
who are not "royalty owners."

Absent a statute, it would seem the rights of the
producers would be determined through samething
similar to a co~tenancy analysis. Generally, the
produoer with a market could produce all the gas

— s0 long as they recognized the right of

non—pmducmg working interest owners to balance.

a.

Problems arise when one party asserts the
reservoir is nearing exhaustion and the
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marketing producer is over-produced. Can
they force the over-produced party to cease
all production from the well(s)?

b. More often the problem is whether the
imbalance must be made up by cash balancing
or balancing in kind. Depending upon the
caxrent value of gas, campared to the value
when produced, one party will be arguing for
balancing in kind while the other insists on
cash balancing.

c. Ifczshbalarx::.nglsorderedthenext
dispute is the value that will be attributed
to the gas and whether interest will be paid.

d. In the two cases directly addressing the
in-kind/cash and value questions, the courts
generally ruled in favor of the over-produced
to penalize the over-produced party in any
way for the under-produced party’s failure to
produce. See United Petroleum Exploration v.
Premjer Resources, 511 F.Supp. 127 (W.D.

Okla. 1980);  Beren v. Harper 0il Co., 546
P.2d 1356 (Okla. App. 1975).

Gas Balancing Agreements -

a. May pose an even greater burden to the
working interest owner.

b. Often provide for balancing in kind while
producing and cash balancing upon exhaustion
of the reservoir.

The opportunity for short-term gas imbalances will
increase as producers are given more marketing
options.

Most producers, when processing gas, will pay
liquids on a current basis to all other working
interest owners and royalty owners - eventl'xaxgh
they are not marketing the gas.

See 52 Okla. Stat. § 542 (Supp. 1987) A.: '"This
act [right to participate in working interest
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owner’s gas sales contract proceeds] shall not
apply to the natural gas liquids extracted as a
result of mechanical processing of the natural gas
stream for the removal of liquid camponents of the
methane."

Gas balancing agreements can have a producer-
take-all effect: See Chevron U.S.A., Inc. V.
Belco Petroleum Corp., 755 F.2d 1151 (S5th Cir.
1985) (agreement provided only for balancing in
kind; Chevron never took any gas from the
reservoir and Belco depleted the reservoir before
Chevron could produce any of its $600,000
imbalance) .

XV. CONTRACT ADMINISTRATION - THE OIL AND GAS LEASE

A.

1.

Market Value In A Soft Market

Cammon form of royalty clause:
"The royalties to be paid by lessee are:

(a) on oil, and cother liquid hydrocarbons saved
at the well, one-eighth of that produced and saved
from said land, same to be delivered free of cost
at the wells or to the credit of lessor in the
pipe line to which the wells may be connected;

(b) on gas, including casinghead gas and all
gaseous substances, produced from said land and
sold or used off the premises or in the
manufacture of gasoline or other products
therefrom, the market value at the mouth of the
well of one-eighth of the gas so sold or used,
provided that on gas sold at the wells the royalty
shall be one-eighth of the amount realized from
such sale."

This clause is framn an oil and gas lease form
distributed by the Kansas Blue Print Co. Inc.
titled: "Form 88— (Producers) Kan., Okla. & Colo.
1962 Rev. BW."
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3.

Iessor’s Share of Production

a.

a.

Royalty clause usually states lessor’s right
to royalty as a fractional share of:

(1) Production, (2) Value of production, or
(3) Proceeds from a sale of production.

Most royalty clauses provide for a share of
production when the substance is oil or other
liquid hydrocarbons (the right to "take in
kind"). If the substance is gas, most
clauses provide for a share of the proceeds
or market value.

If the 1lessor has the right to take their
royalty in kind, 1lessor retains title to a
share of the substance until it is sold by
lessor.

If the 1lessor has a right to payment of the
proceeds or market value of production, title
to the substance is in the lessee when
produced, subject to lessor’s contractual
claim for payment of proceeds or value.

If lessor fails to sell or otherwise dispose
of their in-kind production, the lessee is
generally regarded as having the right to
sell the lessor’s share of production and pay
the proceeds to lessor.

However, the lessee, or purchaser, will
usually obtain the lessor’s written
permission to make the sale by having the
lessor sign a "division order."

Valuation of lessor’s Share of Production

What is the production fram the well worth?
what is the market value of the production?

(1) With oil, this has seldom been an issue
because it is typically sold urder
short-term contracts in a market which
readily reflects a value for the
camodity.




,4.

This

(2) Gas, however, is more difficult to
value. Iong-term contracts, inability
to freely transport to a market, or

_ altermative markets, and federal
requlation each make it difficult to
ascertain a market price for gas.

ILIDSTRATION:

Assume a mineral owner has entered into an
oil and gas lease providing for a 1/8th
royalty. If gas is being sold under a
long-term ocontract [entered into in 1960 when
$0.80/MCF was a good price for gas] for
$0.80/MCF, will the 1lessor’s royalty be
calculated using the $0.80/MCF value?

Assume the current price being paid for
similar gas in the area is $8.00/MCF. Should
lessor’s royalty be calculated using the
$8.00/MCF value?

What if federal regulation establishes the
maximm lawful price for this particular gas
at $4.00/MCF. Should the $4.00 figure be
used to calculate lessor’s royalty?

NOTE: If the value of the gas is anything
other than $0.80/MCF, the lessee’s inability
to realize the higher market prices (due to
the long-term contract) will result in the
lessee perhaps paying a greater royalty on
the gas than it receives for sale of the gas.

"market value" problem generally will not

arise unless the lease requires calculation of
royalty based upon the ‘'market value" of
production. Courts have taken varying approaches
to this issue:

a.

Oklahama =~ Oklahama o©ourts, recognizing
lessees generally must enter into long-term
contracts to market gas, equate market value
to the amount received by the lessee under
the long-term gas sales contract. In our
Illustration, the Oklahama lessee will pay
royalty using the $0.80/MCF value. However,
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lessee must have entered the gas contract in
good faith and obtained the best price
available at the time the ocontract was
entered. Tara Petroleum Corp. V. Hughey, 630
P.2d 1269 (Okla. 1981).

Texas - Texas oourts look to current market
value of the gas but consider its 1legal
characteristics. The Texas lessee will pay
royalty using the $4.00/MCF value. First

onal Bank of Wea .y
622 S.W.2d 80 (Tex. 1981).

Kansas - Kansas courts look to current market
value without considering the legal
characteristics of the gas. The Kansas
lessee will pay royalty using the $8.00/MCF
value. Holmes v. Kewanee 0il Co., 233 Kan.
544, 664 P.2d 1335 (1983).

Could the market value analysis be used to pay
lessor the market value of their share of
production when that amount is 1less than the

fractional share of proceeds received by lessee? <

a.

C.

Kansas cases do not limit determination of
market value to situations where market value
exceeds value of the proceeds.

The Kansas approach would seem to allow
lessee to use the lower, market value price,
to calculate royalty.

In effect, the lessee is being forced to
assume the risk if his gas sales contract
does mnot keep pace with market prices.
Shouldn’t the lessee enjoy the benefits of
his willingness to assume the risk?
Especially when it is at no risk to the
lessor?

In Piney Woods Country Life School v. Shell
0il Co., 765 F.2d 225 (5th Cir. 1984), cert.
denied, 105 S.Ct. 1868 (1985), the court
observes in a footnote:
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B.

"If the price of gas declines, a market value
royalty clause would benefit a lessee who has
contracted to sell gas at a favorable price."

Lessor should oconsider lease clause which
provides for an amount equal to the greater
of: (1) the gross proceeds from the sale of
gas; or (2) an amount equal to the market
value of the substance at the well.

Royalty Calculation and Take-or-Pay Payments

1.

a.

No "Production" No Royalty Due

In Diamond Shamrock Exploration Corp. V.
Hodel, 853 F.2d 1159 (5th Cir. 1988), the
court defines the royalty obligation under
federal leases of offshore lands which
require the payment of "16 2/3% in amount or
value of production saved, removed or sold
fram the leased area." The court states:

"/R]oyalties are not due on ‘value’ or even
‘market value’ in the abstract, but only on
the value of production saved, removed or .
sold from the leased property. Likewise, the
agency’s regulations do not refer to ’‘gross
proceeds’ in the abstract, but only to gross
proceeds that accrue to the lessee froam the
disposition or sale of produced substances,
that is, gas actually removed and delivered
to the pipeline."

In State wv. Pennzoil Co., 752 P.2d 975 (Wyo.
1988), the court holds the State of Wyaming,

as lessor under oil and gas leases with
Pennzoil, is not entitled to any share of
take—-or-pay payments made by Colorado
Interstate Gas (CIG) to Pennzoil pursuant to
the CIG/Pennzoil gas purchase contract.

(1) The ccurtholdsthatroyalty:.sduemly

on "“production" and production requires
the physical extraction of m.nerals from

the ground.
(2) Since the take-or-pay payment is made

-100-



pursuant to events unrelated to the
actual production of oil or gas, no
royalty is due on such payments.

Conceptual difficulty in associating royalty
clause with gas purchase contract.

a.

For example, Kansas will not 1limit the
potential market value of royalty by the
terms of the gas purchase contract or federal
price regulations. Nor will they enforce
division orders which attempt to limit the
terms of the royalty clause.

Texas, to a lesser extent, divorces the
royalty clause from the operation of the gas
purchase contract. However, the nexus can be
created through the division order.

A possible Oklahama analysis:

a.

Apache Gas Products GCorp. V. Oklahaoma Tax
Com’n, 509 P.2d 109 (Okla. 1973). "Value" of

production for purposes of the Oklahoma Gross
Production Tax would be calculated using the -
price producer receives for gas under the gas
purchase contract.

Court notes the "realities of the natural gas
industry."

Necessity of marketing under long-temm
contracts. What are the "realities" that
will shape this analysis in the years to
cane?

Tara Petroleum Corp. v. Hughey, 630 P.2d 1269
(Okla. 1981). Gas purchase contract, made by

lessee in good faith, establishes the limits
of lessee’s royalty cbligation under the oil
and gas lease.

Court recognizes the necessity of long-term
contracts (at that time).

Court acknowledges there is a nexus between
the o0il and gas lease and the gas sales
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C.

contract created by the lessee’s implied
obligation to market production.

- g. Such a rule is "fair" to producers and not

*unfair" to royalty owners - producer not
receiving any collateral benefit because they
are limited to price set by the gas sales
contract.

NOTE: Texas has applied this concept with
reqard to the effect of a division order.
See Gavenda v. Strata Enerqgy, Inc., 705
S.W.2d 690 (Tex. 1986) (division order
effective to bar excess royalty claim only to
extent lessee has not received the benefit of

the incorrect division order); contrast
Exxon Corp. V. Middleton, 613 S.W.2d 240
(Tex. 1981).

Proportionality Analysis - how will the benefits
and burdens be distributed between lessor ard
lessee.

a. Is the lessee receiving any benefits which
the 1lessor will be unable to share in
proportionately?

b. If the 1lessor will not share proportionately
in any benefits, has lessee traded any of
lessor’s rights to adbtain the
disproportionate benefit?

How is the price of gas determined in negotiating
a gas purchase contract? Price tied to quantity?
Obligation to take? Do you give up some per MCF
value to abtain broad processing rights?

Third Party Beneficiary Rights

1.

lessors, dissatisfied with their lessee’s actions
in renegotiating a gas contract, settling a
take-or-pay claim, exercising FERC Order 451 GFN

rights, or giving "offers of credit" under FERC

Order 500, may try to bring everything back to
square one asserting the contract cannot be
amended without their consent.
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2.

Gas purchase contracts seldam expressly exclude
the lessor as having third party rights in the
contract.

Factors to determine whether parties intended to
confer a benefit upon the lessor:

a. Foreseeable lessor may assert an interest in
the contract?

b. Will the promisor rernder any performance
directly to the lessor?

c. What was the purpose ard motive of the lessee
and gas purchaser in making the contract?

d. lessor reliance upon the contract?

Ability of purchaser and lessee to alter contract:

a. Can amend any time before lessor has
knowledge of the contract and relies upon it.

b. Varying degrees of acknowledging and relying
upon the contract.

C. Remember that division order where the lessor
was asked to accept payments under the gas
sales ocontract in satisfaction of lessee’s
royalty abligation?

D. The Prudent Operator And Federal Regulatory Options -
(Macro) Proportionality Analysis

1.

2.

As one cammentator has noted: There are ways
pipelines can help producers.

All of lessee’s business relations considered when
lessee makes a business decision. How will this
affect my business? what is the best option for
my business?

.a. Prudent operator standard - what is the best

option for my business which will not
adversely affect my 1royalty owner (not
OWNers) .
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b.

Not a fiduciary - but courts will take a dim
view when the benefits disproportionately
favor the 1lessee to the demonstrable
detriment of their 1lessor. "Ordinary" good
faith in these cases tends to create same
extraordinary obligations on the lessee.

cases that will chart future litigation in
area:

Amoco Production Co. V. Alexander, 622 S.W.2d
563 (Tex. 1981) (obllgatlon to protect lessor

against field-wide drainage—without regard
for obligation to other lessors in the
field).

Amoco  Production Co. v. First Baptist Church
of Pyote, 579 S.W.2d 280 (Tex.Civ.App. 1979),
writ refused, n.r.e., (lessee breached
cbligation to market gas in good faith when
it marketed 1lessor’s gas at less than
prevailing prices in order to abtain
collateral benefits which would not be shared
with the lessor).

E. Diligent Marketing Requirement

1.

Dlllgence takes on new meaning when a lessor isn’t
receiving a check but their neighbor, owning a
fractional share of production in the same well,
is getting banner royalties because their lessee
is selling the full production stream.

a.

b.

Not much of a problem in Oklahama where the
lessors share in all production fram the
well.

Many states have never addressed the matter
because they have never had split-stream
connections. Everyone traditionally sold to
one pipeline and the pipeline always was able
to take gas.

FERC "Options"

a.

Exercise rights under FERC Order 451 to enter
into Good Faith Negotiations to abtain a
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release so you can find alternative markets?

b. FERC Order 500. Sell to other markets-
regardless of cross-crediting problems?

c. FERC Order 490. Abandon expired contracts or
cantracts operating under a market-out
clause.

d. Review transportation and marketing

arrangements where lessor is being charged a
proportionate share of the costs.

Prudence - Making The Best Deal

1.

2.

6.

Best deal considering the interests of lessor and
lessee.

Iong-term contract? Release? Exercise GFN option
or stay away fram triggering a possible
abandorment?

Any time marketing options are provided to the

lessee there is the chance they will select the -

wrong option.

Opportunity to breach the efficient operator
covenant. A "bad" choice.

Opportunity to breach the marketing covenant.
a. By doing nothing.

b. By losing a market.

C. By campromising lessor’s position.

FERC Order 451 and the Marketing Covenant

a. What’s best for lessee may not be best for
lessor X.

b. What’s best for lessor X may not be best for
lessee’s lessor Y.

c. Failure to act does not resolve the problem.

=105~



7.

d. Contrast this with situations where the
lessee, and lessee’s other lessors, will not
be any worse off because of a course of
action.

For example, same contracts contain area rate
clauses (allowing use of Order 451) but
others do not have such clauses. Lumping all
the ocontracts together for renegotiation is
not necessary and adversely impacts the
rights of royalty owners having area rate
clauses in their contracts.

FERC Order 500 and the Marketing Covenant

a. If 1lessee refuses to offer credits and
transport gas, because of adverse impact on
unrelated contracts, 1lessor X will not
receive any royalty—or perhaps a reduced
royal

Impact will also be magnified depending upon
whether lessor gets benefit of the
take-or-pay rights the lessee is attempting
to protect.

b. If lessee ships to meet marketing demands of
lessor X, can lessor Y (who is the
beneficiary of a high-priced take-or-pay
contract), complain about the cross-crediting
lessee has set into motion? ,

Options for lessor and lessee?

a. Try to get the lessor actively involved in
the decision-making process? Not likely.

b. 1let 1lessor take gas in kind? If you don’t
like the way I'm doing it, do it yourself?

It appears the 1lessee acts at their peril when
they fail to consult the 1lessor and acbtain the
lessor’s actual consent to a course of action.

a. Difficult to estop the lessor.

b. Iessor can often sit back and let lessee
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G.

10.

select a course of action -~ and then contest
the action.

C. lessee’s liability generally not limited by
statute of limitations.

See Dorchester Gas Producing Co. V. Haqy, 748
S.W.2d 474 (Tex.App.-Amarillo 1988) (applying
"discovery rule" to royalty payment dispute -
monthly statements provided lessor did not
bar lessor fram claiming additional royalties
for periods beyond four-year statute of
limitations because lessor ocould not
accurately audit its payments with the
information provided in the statements).

So what should a lessee do? If a party to a
relational ocontract desires to do samething
affecting the relation, they must consult the
other parties - unless the contract specifically
provides otherwise.

Shut-In Royalty Obligations

1.

Is the well "shut-in" when a cotenant of your
lessee is producing a million cubic feet of gas
each day and you aren’t getting a royalty check?

Like the take-or-pay clause, the courts may be
inclined to look at the lessor/lessee relationship
and not the precise terms of the shut-in royalty
clause to resolve these disputes.

Although the habendum clause may be satisfied by
production, courts may look to what induced the
lessor to enter into the transaction - the
prospect of royalty. When production, fram which
aroyaltylspald is not cbtained, the lease will
terminate unless the lease prw1des for the
situation in some other mamner - such as paying
shut-in royalty.

a. Could lose a lease where there is current
production and marketing under a split-stream
sales situation and lessee fails to timely
pay shut-in royalty to lessors not
participating in the current production.
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b. New Mexico seems to be a state ripe for this
sort of claim.

(1) See Darr v. Eldridge, 66 N.M. 260, 346
P.2d 1041 (1959) (royalty is lessor’s
"chief inducement for executing lease .

o« o M)

(2) See Greer V. Salmon, 82 N.M. 245, 479
P.2d 294 (1970) (common form of shut-in
royalty clause created a condition on
the grant as opposed to a covenant -
failure to timely pay shut-in royalty
caused the lease to terminate).

Note: In Greer the court equates production under
the habendum clause with the generation of reveme
fram which a royalty can be paid. "/[P]roduction’
mist be equated with producing and paying a
royalty." Greer, 479 P.2d at 297 and 298.

This could also affect the New Mexico analysis of

the royalty owner’s right to share in take-or-pay
payments and settlements.
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