HOW FIRM IS FIRM:  JUST HOW GOOD IS THAT NATURAL GAS TRANSPORTATION COMMITMENT?
Presented by

James E. Goddard
Locke Liddell & Sapp PLLC
Suite 3400
600 Travis Street
Houston, Texas  77002-3095
(713) 226-1184
Assisted by

John Arnold, Pat Beaton, Stephen Fohn, and Steven Kolos
Locke Liddell & Sapp PLLC
Houston, Texas

University of Houston Law Foundation
Oil, Gas and Energy Law
September 20-21, 2007, Houston

September 27-28, 2007, Dallas

Copyright 2007 by James E. Goddard
All rights reserved.
James E. Goddard

James E. Goddard is Counsel with Locke Liddell & Sapp PLLC in Houston, Texas.  He has a wide range of experience in energy law with a primary focus on domestic and international energy projects and transactions, primarily those involving natural gas and natural gas liquids storage facilities, processing facilities, gathering systems, pipelines, liquefied natural gas terminals, and biodiesel facilities.  He also has prosecuted natural gas rate cases and related proceedings before the Federal Energy Regulatory Commission and the Railroad Commission of Texas.  In addition, Mr. Goddard has significant experience regarding the development and financing of natural gas storage facilities, liquefied natural gas facilities, and biodiesel facilities.
James was admitted to practice in Texas in 1996 and was also admitted to practice before the United States District Court for the Northern District of Texas in 1996.

He earned his J.D, cum laude, from Southern Methodist University School of Law (1996), Order of the Coif.  James earned his M.A., with high honors, from Dallas Theological Seminary (1992) and his B.A., magna cum laude, from Bethany University (1988).
Selected articles:  Mitigating Volatility or Inviting Market Power? Public Utilities Fortnightly at 34 (Sep. 2006); LNG Mitigation Costs:  Who Will Pick up the Tab? Public Utilities Fortnightly at 48 (July 2007).
TABLE OF CONTENTS
Page
1I.
SCOPE OF ARTICLE / INTRODUCTION

II.
AVAILABLE OPTIONS FOR TRANSPORTATION
2
A.
Gathering Systems
2
B.
Transmission Pipelines
2
1.
Interstate Pipelines
2
2.
Texas Intrastate Pipelines
3
C.
How To Locate Nearby Pipelines
4
1.
Railroad Commission of Texas Public GIS Map Viewer
4
2.
Pipeline Markers
4
III.
TYPES OF TRANSPORTATION SERVICE
6
A.
Firm Service
6
B.
Interruptible Service
7
C.
No-Notice Service
8
D.
Park and Loan Service
8
IV.
DO PIPELINES HAVE TO TRANSPORT GAS?
9
A.
Open Access Rules and Standards of Conduct
9
1.
FERC
9
2.
RRC
11
B.
Curtailment Rules
12
V.
UNDER WHAT CIRCUMSTANCES CAN A PIPELINE REFUSE TO TRANSPORT?
15
A.
Force Majeure
15
B.
Contractual Default by Shipper
16
1.
Shipper’s Failure to Deliver Gas
16
2.
Shipper’s Delivery of Non-Conforming Gas
16
3.
Bankruptcy
17
4.
Shipper’s Failure to Meet Credit Requirements
17
VI.
CONFIDENTIALITY PROVISIONS
17
VII.
CONCLUSION
18


HOW FIRM IS FIRM:  JUST HOW GOOD IS THAT NATURAL GAS TRANSPORTATION COMMITMENT?
I. SCOPE OF ARTICLE / INTRODUCTION
How many times have you experienced a power outage as a result of a storm or nearby construction work?  Or if you have a satellite dish, how many times have you lost reception due to a storm or heavy cloud cover?  If you live in Texas, the answer to both questions is probably “more than once.”  But how many times have you ever turned your gas stove on and found that there was no gas getting into your house?  Unless you forget to pay your gas bill, or unless you live in an older house with old gas service lines, the probable answer for most is “never.”
The natural gas delivery system in the United States is one of the most reliable utility delivery systems.  This is because each company in the natural gas delivery chain, including the gatherer, pipeline transporter, and the local distribution company take their responsibility to deliver the natural gas very seriously.  After all, in most cases, if they don’t deliver gas, they don’t make any money.
However, just because the gas always shows up at your house does not mean there are not issues involved in the transportation of the gas from the wellhead to the ultimate distribution system.  It seems that there is an inherent distrust between producers and marketers, on the one hand, and transporters of gas, on the other hand.  Producers and marketers often lament the rates they have to pay to transporters, because the transportation costs eat into their profits.  In addition, transporters of natural gas generally do not trust marketers, especially in the post-Enron era, because the transporters feel the marketers are plotting to game the pipeline systems.

In this paper the author discusses the various options available to natural gas producers and marketers with respect to the delivery of their gas to the next leg of the delivery chain.  The author also discusses certain regulatory schemes applicable to pipelines in Texas.  Finally, the author addresses situations where a pipeline can refuse to transport natural gas for a specific customer.
  Although there are a myriad of other midstream services, such as storage services and processing services, the focus of this paper is on the transportation of natural gas.  Therefore, with certain exceptions, this paper only addresses specified issues as they relate to the transportation of natural gas.

II. AVAILABLE OPTIONS FOR TRANSPORTATION
There is a vast network of natural gas pipelines stretching throughout the State of Texas.  By the end of 2005, there was over 66,914 miles of utility pipeline capable of transporting natural gas for a fee in Texas.

A. Gathering Systems

Gathering systems are “[p]ipelines and other equipment installed to collect, process and deliver natural gas from the field, where it is produced, to the trunk or main transmission lines of pipeline systems.”
  Gathering systems often resemble pipeline “spider webs” when diagrammed on maps.  Since gathering systems often receive gas directly from producing wells, which do not typically operate at high pressures, gathering systems usually receive natural gas at relatively low pressures.  As a result, many gathering agreements set the maximum pressure at which the producer is required to deliver natural gas somewhere below 300 pounds per square inch, gauge, although some operate at pressures higher than this.
B. Transmission Pipelines

Once natural gas is processed at a processing plant, the remaining natural gas, called “residue gas” is generally delivered into transmission pipelines connected to the tailgate of a processing plant.  Transmission pipelines are typically constructed of larger-diameter pipe than the pipe used to construct gathering systems.  In addition, transmission pipelines generally transport natural gas for much longer distances and at much higher pressures than gathering systems.  In Texas, there are two types of transmission pipelines – intrastate pipelines and interstate pipelines.  Transportation service provided by interstate pipelines is regulated by the Federal Energy Regulatory Commission (“FERC”) and transportation service provided by Texas intrastate transmission pipelines is regulated by the Railroad Commission of Texas (“RRC”), unless the pipeline company has elected to provide service under Section 311 of the Natural Gas Policy Act (“Section 311”), in which case any service provided by the intrastate pipeline pursuant to Section 311 will be regulated by FERC.
1. Interstate Pipelines
“An interstate pipeline is a pipeline that extends beyond the boundaries of one state.  Technically speaking: An interstate pipeline is a pipeline or that part of a pipeline that is used in transportation of hazardous liquids or natural gas in interstate or foreign commerce.”
  There are over 213,000 miles of interstate pipelines in the lower 48 states.
  The following map generally depicts the locations of interstate pipelines throughout the continental United States.




2. Texas Intrastate Pipelines

“Texas has more intrastate natural gas pipeline miles (over 43,000) than any other state.”
  Simply put, an intrastate pipeline is “a pipeline that begins and ends within a state.”
  As of the end of 2005, there were 102 intrastate pipelines in Texas.
  During 2005, these pipelines transported over 9.2 trillion cubic feet of natural gas.
  The map on the following page shows the extensive system of intrastate pipelines in Texas.
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C. How To Locate Nearby Pipelines
Due to the nature of pipeline facilities, most of which are located underground, it is not always a simple task to determine which pipelines are located nearby.  However, state and federal agencies have made it easier for producers, marketers, and the general public to determine which pipelines may be close at hand.  The following is a brief discussion of two of the devices regulators have developed to determine the location of pipelines.
1. Railroad Commission of Texas Public GIS Map Viewer
The RRC has developed a fantastic tool for any person attempting to locate a nearby pipeline.  The RRC’s Public GIS Map Viewer
 allows a user, with a few clicks of a mouse, to zoom in on any particular tract of land in Texas and identify the gas pipeline systems in the area.  Once a pipeline is located, the user can select the “identify pipeline” button on the website and click on the pipeline for a pop-up window to appear.  Included in the information contained in the pop-up window will be the name of the operator of the pipeline and a phone number to contact the operator.

2. Pipeline Markers
The United States Department of Transportation (“DOT”) has also made it easier for the public to locate pipelines.  Under the DOT’s regulations, pipeline markers are required, in many cases, to be placed as close as possible over each buried main and transmission line: (a) at each crossing over a public road and railroad, and (b) “wherever necessary to identify the location of the transmission line or main to reduce the possibility of damage or interference.”
  The pipeline markers are required to include the name of the pipeline operator and the telephone number where the operator can be reached at all times.
  The following are examples of the different types of pipeline markers a person might come across:
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III. TYPES OF TRANSPORTATION SERVICE
Generally, a transporter will publish its available levels of transportation service in its schedule of rates as part of its tariff, along with a short description.  While the concepts of “firm” and “interruptible” transportation predate deregulation,
 this paper addresses only the current status of such levels of service.  Such levels also generally apply to gathering agreements, storage agreements, and similar arrangements.
   Variations and combinations of such levels of service are not uncommon.

A. Firm Service

FERC Order 636
 required certain interstate pipelines to offer firm transportation services “unbundled” or separately from other services.  “Firm” service is the level of service offered to customers under either schedules or contracts, which anticipates no interruptions other than for force majeure or for other reasons discussed below,
 but may contain provisions allowing a transporter to interrupt flow in case the supply to residential or other higher-priority customers is threatened.
  Some pipelines allow the customer to select this level for a particular part of the year, such as the off-peak summer months.
  FERC’s regulations define “service on a firm basis” to mean that “the service is not subject to a prior claim by another customer or another class of service and receives the same priority as any other class of firm service.”
  It is the “bread and butter” transportation service offered by interstate pipelines.

Generally, a firm customer is charged a two-part fee consisting of a monthly “reservation” fee for the reservation of capacity, which is charged whether or not such capacity is fully utilized by the customer, and a volumetric or “quantity” fee for the gas actually shipped.
  The reservation fee is used to recover the fixed costs attributable to such firm service unless FERC allows a pipeline to recover some of its fixed costs as part of the volumetric fee.

To help maximize pipeline capacity, FERC Order 636 requires interstate pipelines to include in their tariffs a mechanism to allow customers with firm service to release their capacity, in whole or in part and on a permanent or short-term basis, back to the pipeline for resale to a “replacement shipper.”
  The replacement shipper is the person who has offered the highest rate (not to exceed the maximum rate in the pipeline’s tariff) and agrees to the meet the other terms and conditions of the release.

B. Interruptible Service

“Service on an interruptible basis” means “the capacity used to provide the service is subject to a prior claim by another customer or another class of service and receives a lower priority than such other classes of service.”
  Interruptible pipeline capacity is thus made available to a customer without a guarantee of delivery.
  “Gas utilities may curtail service to their customers who have interruptible service contracts to adjust to seasonable shortfalls in supply or transmission plant capacity without incurring a liability.”
  This “when available” service is frequently interrupted in peak times, such as the winter and summer months, when demand for gas is the greatest.
  Traditionally, interruptible service customers either maintain internal storage sources or have an alternative source of fuel.

No reservation fee may be charged for interruptible service on an interstate pipeline or an intrastate pipeline providing service under Section 311, and charges may not include terms such as a “minimum bill” provision.
  Therefore, typically interruptible transportation fees are charged on the quantity of gas actually shipped.  Generally, this “volumetric” or quantity rate is a “100 percent load-factor” version of the firm rate, or the lowest effective unit cost a firm shipper could achieve by using his contract at full volume 100 percent of the time.”

C. No-Notice Service
FERC Order No. 636 required interstate pipelines to offer a “no-notice” transportation service to allow customers to receive delivery of gas on demand, up to their firm entitlements, on a daily basis, without incurring any scheduling and balancing penalties.
  “No-notice service is generally a combination of firm transportation and storage services used to re-create the quality of service that customers previously received through pipeline company sales service.  It allows shippers to use their full capacity commitment without advanced scheduling.”
  Therefore, because of the need to reserve storage capacity, no-notice service is generally more expensive than firm service.

No-notice service was created to duplicate the flexibility previously offered by merchant service to local distribution companies prior to restructuring.
  “The customer nominates gas into the pipeline, but deliveries at the city gate are automatically equal to what the customer ends up needing—all mismatch between that quantity and into the pipeline is accommodated with automatic injection into and withdrawal from storage.”
 Therefore, no-notice transportation service can be thought of as “the pipeline’s highest-premium service.”

D. Park and Loan Service

While technically not a “level” of transportation service, “parking” and “loaning” are useful services for some shippers to purchase in conjunction with transportation.  The Energy Information Administration (“EIA”) defines “parking” as “a short-term transaction in which the market center holds the shipper’s gas for redelivery at a later date,” using either storage facilities or displacement or variations in linepack.
  “Loaning” refers to a short-term advance of gas to a shipper by a market center that is repaid in kind by the shipper a short time later.
  Loaning is also referred to as advancing, drafting, reverse parking, and imbalance resolution.
  When bundled together, “park and loan service” allows a shipper to use the pipeline’s system storage to balance generally short-term imbalances between receipts and deliveries.  “The form it takes and the terms of service vary among pipelines, but it is a useful service for avoiding imbalance penalties or costs, and can allow shippers to play short-term commodity price fluctuations in the physical market.”
  Usually these services are billed on a quantity basis times the amount of time such services are used.

IV. DO PIPELINES HAVE TO TRANSPORT GAS?

A. Open Access Rules and Standards of Conduct

The short answer to the question of whether pipelines are required to transport gas in many cases is “yes.”  This conclusion arises as a result of the open access and non-discrimination policies for transporters implemented by both FERC and the RRC.  Open access means just that: to the extent a pipeline has available capacity, it must provide service to transportation customers.  The non-discrimination principle means with respect to tariffed service, regulated transporters are expected to treat similar shippers in a fair, impartial, and non-discriminatory manner.  As a consequence, pipelines are typically prohibited from reserving capacity for only certain customers when there is no meaningful way to distinguish the service provided for such customers and service requested by other shippers.  These constraints, in effect, create a requirement to transport gas when the terms of the request by a shipper correspond with the tariffed terms of service of a shipper for which the pipeline currently provides natural gas transportation service, so long as capacity exists on the pipeline.  The facets of FERC’s and the RRC’s non-discrimination principles are described in detail below.

1. FERC

At the time FERC issued its Order No. 497
 promulgating Standards of Conduct governing interstate natural gas pipelines, FERC had recently made interstate natural gas pipelines open access transporters for all shippers, and wanted to ensure that the pipelines would not discriminate in favor of their marketing affiliates.  The goals of the Standards of Conduct are to prevent undue discrimination by pipelines and to complement FERC’s efforts to encourage open access transmission service.  Specifically, FERC’s regulations require that a Transmission Provider “must treat all transmission customers, affiliated and non-affiliated, on a non-discriminatory basis, and must not operate its transmission system to preferentially benefit its Marketing or Energy Affiliate.”

FERC executes the goals of this non-discrimination policy by requiring a “Transmission Provider”
 to implement tariffs for service as follows:

a. strictly enforce all tariff provisions relating to the sale or purchase of open access transmission service if the tariff provisions do not permit the use of discretion.

b. for all tariff provisions relating to the sale or purchase of open access transmission service that permit the use of discretion, a Transmission Provider must apply provisions in a fair, impartial and non-discriminatory manner.

c. a Transmission Provider must process all similar requests for transmission in the same manner and within the same period of time.  (Emphasis added).

d. a Transmission Provider must maintain a written log detailing the circumstances and the manner in which it exercised its discretion under any terms of its tariff and post the same on its Internet website within 24 hours of doing so.

e. a Transmission Provider may not, through its tariffs or otherwise, give preference to its marketing or energy affiliate over any other wholesale customer in matters relating to the sale or purchase of transmission service (including, but not limited to, issues of price, curtailments, scheduling, priority, ancillary services, or balancing).

As noted above in item (c), FERC limits the non-discrimination principle to similar requests for transmission service.  Thus, where the request for transmission service is not similar to the tariffed service provided to other shippers on the pipeline, a reasonable basis to reject a shipper’s request for service may exist.  However, transporters should reject requests for service judiciously, because FERC may impose civil penalties for violations of the Standards of Conduct.  What’s more, in the Energy Policy Act of 2005,
 Congress gave the Commission enhanced authority to assess substantial civil penalties for violations of the Federal Power Act,
 the Natural Gas Act,
 and the Natural Gas Policy Act of 1978.

2. RRC
In Texas, intrastate natural gas pipelines are subject to similar non-discrimination principles regarding transportation services.  Like FERC’s regulations, the RRC’s rules require that a transporter who provides transportation services for any shipper (including affiliate shippers) shall:

a. apply any tariff or contract provision for transportation services which provides for discretion in the application of the provision  in a similar manner to similarly-situated shippers;

b. enforce any tariff or contract provision for transportation services if there is no discretion stated in the tariff or contract in the application of the provision in a similar manner to similarly-situated shippers;

c. not give any shipper preference in the provision of transportation services over any other similarly-situated shippers;

d. process requests for transportation services from any shipper in a similar manner and within a similar period of time as it does for any other similar-situated shipper; and
e. maintain its books of account in such a fashion that transportation services provided to an affiliate can be identified and segregated.

Only where an entity transports only its own gas through its own system, as designated by the transporter’s T-4 permit on file with the RRC, will that system be exempt from the non-discrimination requirements.

A pertinent distinction between FERC’s regulations and the rules of the RRC is that the rules of the RRC set forth categories of relevant conditions to distinguish among shippers relative to an assessment of discriminatory treatment.  Those conditions include, but are not limited to:

· service requirements;

· location of facilities;

· receipt and delivery points;

· length of haul;

· quality of service (firm, interruptible, etc.);

· quantity;

· swing requirements;

· creditworthiness;

· gas quality;

· pressure (including inlet or line pressure);

· duration of service;

· connect requirements; and

· conditions and circumstances existing at the time of agreement or negotiation.

Thus, even where a pipeline acts as an open access common carrier, the RRC provides a number of ways by which a pipeline can distinguish among shippers for purposes of pricing or other terms of service without running afoul of the RRC’s non-discrimination policies.

Another notable facet of the RRC’s anti-discrimination scheme is that the RRC manages what it describes as a complaint-driven system, i.e., generally the only time it will step in is when a complaint is brought by a shipper alleging that the pipeline has engaged in discriminatory pricing or terms of service.

B. Curtailment Rules

The term “curtailment” describes a pipeline’s reduction in firm or non-firm transportation service in response to a transportation capacity shortage.  Under certain circumstances, a utility may be required by law to curtail deliveries to specific customers.  Notably, the RRC has, by order, required gas pipelines to file a curtailment plan.  While the curtailment plan is pending RRC approval, a set of default curtailment priorities will govern the pipeline’s delivery of natural gas.  By contrast, the FERC oversees a less-structured regulatory regime in which necessary curtailment programs are specified in the tariffs reflecting the parameters of the pipeline’s transportation service.

The RRC has established a system of curtailment priorities that is designed to “assure effective control of the flow of natural gas to the proper destinations to avoid suffering and hardship of domestic consumers.”
  Further, it reflects “a need to make natural gas available to all gas consumers on a reasonable but limited basis during times of needed curtailment to the end that the public will be best served.”
  Thus, when needed, the delivery and/or sale of natural gas in Texas for any purpose other than human-need consumption will be curtailed to the extent that the RRC finds necessary.

The curtailment program a Texas pipeline must file with the RRC must include the following information:

· the volume of gas reserves attached to its system along with a description of each separate source of gas reserves;

· the capacity and location of underground storage attached to its system with a statement of whether the company’s storage balance is above or below its desired level for this time and, if below, what plans the company has made to restore the balance;

· peak day and average daily deliverability on an annual basis of its well, gas plants and underground storage attached to its system;

· peak day capacity of its system;

· forecast of additions to reserves for each of the next two succeeding years;

· location and size of the lines of pipe, compressor stations, operating maximum line pressures, and a map showing delivery points along the system;

· disposition of all gas entering its system, with names of all customers other than residential customers and volumes delivered to each during the past calendar year; and
· steps taken in past years, being taken at the present, and to be taken to alleviate curtailments.

Until such time as the RRC specifically approves a utility’s curtailment program, the following priorities must be observed, in descending order:

· deliveries to residences, hospitals, schools, churches, and other human-needs customers;

· deliveries of gas to small industrials and regular commercial loads (i.e., less than 3,000 Mcf per day) and delivery of gas for use as pilot lights or in accessory or auxiliary equipment essential to avoid serious damage to industrial plants;

· large users of gas for fuel or as a raw material where an alternate fuel cannot be used and operation and plant production would be curtailed or shut down completely when gas is curtailed;

· large users of gas for boiler fuel or other fuel users where alternate fuels can be used; and
· interruptible sales made subject to interruption or curtailment at the seller’s sole discretion.
The important thing to keep in mind is that although the transportation agreement may specify curtailment priorities, to the extent these priorities, which address how capacity is to be allocated while the gas is in the transporter’s system, are in conflict with the curtailment program of the applicable utility, the pipeline may not be able to deliver the gas into the utility’s system as a result of the RRC’s curtailment rules if there is limited capacity available in the utility’s system.
FERC curtailment priorities are established in the individual terms of service of a given transportation agreement.  Curtailment priorities can be structured as first-come/first-served, by price, or by any other reasonable means of establishing priorities.  In some cases, interstate pipelines even have different curtailment priorities for each class of service.  For example, Algonquin Gas Transmission, LLC utilizes five different curtailment schemes for the different types of service it provides: (i) for park and loan service, Algonquin utilizes a net-present value priority scheme, with transactions yielding the highest net present value receiving priority over transactions yielding a lower net present value; (ii) for authorized overrun quantities, Algonquin will provide service “first, pro rata among firm customers paying the maximum rate; next, on a first-come/first-served basis among interruptible customers paying the maximum rate; and next, among firm and interruptible customers paying a discounted rate based upon the size of the discount, with the Customer paying the higher rate having the higher priority”; (iii) for imbalance resolution service under interruptible agreements and for other miscellaneous interruptible services, Algonquin utilizes a “first-come/first-served” scheme; (iv) for interruptible services under specified former rate schedules, Algonquin utilizes a proration methodology based upon the maximum daily quantity of each affected customer as compared with the total of all affected customers’ maximum daily quantities; and (v) for firm transactions, Algonquin utilizes a straight proration methodology, with firm customers being curtailed pro-rata based on the customers’ maximum daily entitlements at the affected points.

V. UNDER WHAT CIRCUMSTANCES CAN A PIPELINE REFUSE TO TRANSPORT?
As shown above, there are certain regulatory rules in existence that may impact how much gas may be delivered by a specific pipeline.  In addition, each transportation agreement will also contain specific language that excuses the pipeline from transporting gas, even under firm transportation agreements.  A few such contractual provisions are discussed on the following pages.
A. Force Majeure

Without fail, all agreements for transportation of natural gas that are governed by Texas law will contain a force majeure clause, which will excuse the performance of each party, other than the obligation to make payments, upon the happening of certain enumerated events.  This is true, because under Texas law, force majeure events will not be implied in a contract, nor will gaps be filled with principles drawn from the common law.  Rather, under Texas law the contract must specifically identify circumstances that will be considered force majeure events.
  Otherwise, the obligation to perform (unless excused by other provisions of the agreement) is absolute and cannot be excused even though performance may be impossible due to causes beyond the party’s control.  Force majeure events are almost always events that are outside the control of the parties, but in some cases the parties will include circumstances that are inside the parties’ control, such as routine maintenance of pipeline facilities, as a circumstance that constitutes force majeure.

Under common law, to qualify as a force majeure event, there must have be impossibility of performance or events beyond the control of the affected party.  However, Texas courts hold that impossibility is not necessary for an event to be a force majeure unless the contract says it is.  The courts hold that if the clause does not require “impossibility” or that the events or conditions be “beyond control,” then impossibility will not be implied.
  Similarly, under common law, a duty to mitigate force majeure events is often implied even in the absence of such a provision in the contract.  However, under Texas law, if the contract does not express the duty, none will be implied.

To the extent an agreement for transportation of natural gas contains a force majeure clause, the fore majeure clause is likely to trump any firm obligation to provide transportation service.  Thus, it is crucial that the force majeure clause be analyzed in detail prior to executing the agreement to be sure the parties each understand exactly what conditions will give rise to an excuse of performance under the agreement.
B. Contractual Default by Shipper
Apart from a party’s right to fail to perform under the terms of its gathering agreement or processing agreement as a result of a force majeure event, many agreements will grant the transporter the right to refuse to transport the shipper’s gas unless the shipper strictly adheres to the terms of the agreement in all respects.  Where the shipper is in default of one of its obligations under the agreement, often times the agreement will let the transporter out of its obligations to transport gas for the customer.  Four of the most common provisions excusing a transporter from its obligation to transport gas are discussed below.
1. Shipper’s Failure to Deliver Gas

A common provision that is included in many gathering agreements and transportation agreements is a provision stating that to the extent a shipper fails to deliver gas, the transporter is not required to transport gas under the agreement.  This is a rather obvious provision and many shippers feel such a provision is unnecessary.  After all, how can a transporter transport gas that it does not receive?  However, such a provision does have importance for pipelines, because it gives them additional protection from the shipper gaming the pipeline system.  In the absence of such a provision, when a natural gas price spike occurs, a shipper might nominate certain quantities of “high-priced” gas to be transported, but fail to deliver the gas to the pipeline, causing the shipper to incur a negative imbalance, but the shipper would still be credited with deliveries and could sell the “high-priced” gas.  When the price of gas returns to normal, the shipper could then deliver “low-priced” gas to the pipeline to make up the imbalance, or if the pipeline has a cash-out imbalance mechanism, the shipper would pay to the pipeline the value of the imbalance gas.  In either case, if the shipper guessed right and the market-price of gas decreased, the shipper could make a substantial profit on the transaction.  Therefore, the provision stating that if a shipper fails to deliver gas, the pipeline will have no obligation to transport the gas is fairly commonplace in agreements for the transportation of natural gas.
2. Shipper’s Delivery of Non-Conforming Gas

Another common provision in agreements for the transportation of natural gas is a provision requiring the shipper to deliver gas that meets the quality specifications set forth in the agreement.  In the event the shipper’s gas does not meet such quality specifications, the pipeline would have the option to refuse to transport the non-conforming gas.  Again, this is a fairly self-evident provision, given the fact that quality specifications are important to assure proper operations of pipelines.  Quality specifications benefit both parties, because if all gas delivered through the pipeline system complies with the pipeline’s quality specifications, then the pipeline should routinely operate smoothly.  This benefits the shipper, who can get his or her gas to market, and it benefits the pipeline, because the integrity of the pipeline’s facilities will not be placed at risk due to non-conforming gas.
3. Bankruptcy

Another rather obvious provision common in agreements for the transportation of natural gas is a provision that excuses the transporter from performance under the agreement in the event the shipper files for bankruptcy or otherwise becomes insolvent.  There are several bankruptcy law implications, which are beyond the scope of this paper, that are impacted as a result of such a provision.
  But suffice it to say that if a shipper files for bankruptcy, the pipeline will likely try to do everything in its power to terminate the agreement and no longer transport gas for the bankrupt shipper.
4. Shipper’s Failure to Meet Credit Requirements
Pipelines will often require that a shipper meet specified credit requirements in order to ship their gas on the pipeline’s system.  If the shipper cannot meet such credit requirements, the pipeline will often demand some type of adequate assurance to guaranty the pipeline that it will get paid for the service it provides.  Adequate assurances can take on many forms, such as a parent guaranty, a pre-payment for service, an irrevocable letter of credit, etc.  In the event the shipper cannot satisfy the pipeline’s credit requirements or cannot provide the necessary assurance for performance, the pipeline may have the right to refuse to transport the applicable shipper’s gas until the shipper meets the credit requirements or provides the appropriate assurances of performance.
VI. CONFIDENTIALITY PROVISIONS
Although the author did not originally plan to discuss confidentiality provisions in gathering agreement and transportation agreements, Governor Perry recently signed into law a bill that directly impacts confidentiality provisions included in such agreements.  Accordingly, it is appropriate to briefly address the new law here.  House Bill 3273 amends the Texas Natural Resources Code, effective on September 1, 2007, to preclude parties from including a confidentiality provision in any sales agreement, gathering agreement, or transportation agreement if a producer is one of the parties to the agreement.  Specifically, the bill adds a new Section 81.060 to the Texas Natural Resources Code, which provides:
Sec. 81.060.  CONFIDENTIALITY PROVISIONS.  (a)  A confidentiality provision may not be required in a contract to which a producer is a party for the sale, transportation, or gathering of natural gas that is entered into on or after September 1, 2007.

(b)  A confidentiality provision in a contract to which a producer is a party for the sale, transportation, or gathering of natural gas that was entered into before September 1, 2007, becomes unenforceable on the date the term of the contract expires.

Practitioners should be mindful of the new statute and, to the extent they come across a confidentiality provision in a gas sales, gathering, or transportation agreement with an effective date on or after September 1, 2007, they should advise their clients to remove the provision from the agreement prior to execution.
VII. CONCLUSION
In this paper the author discussed the various types of transportation service and transportation options available to a natural gas producer or marketer.  The author also discussed various regulatory schemes and contractual provisions, which could impact the ability and/or the obligation of the pipeline to transport gas under the applicable agreement.  The purpose of the paper was not to suggest that pipelines routinely refuse to transport gas.  After all, if the pipeline does not transport the gas, its revenue stream would be diminished.  Rather, the author’s intent in pointing out the many provisions, both regulatory and contractual, which could impact the ability of a pipeline to transport natural gas was to show that a practitioner should be very careful to review all provisions of a natural gas gathering or transportation agreement to be sure he or she understands all of the impacts of the various provisions and the applicable laws so that the practitioner can appropriately advise his or her client, whether the client is a producer, marketer, or pipeline company, regarding the rationale for specific provisions and the potential impacts each provision could have upon the client.

Appendix A

Example Force Majeure Provision

FORCE MAJEURE

1.
Performance Excused.

Neither party shall be liable to the other for any delay or failure in the performance of any of its obligations hereunder if and to the extent such delay or failure is a result of Force Majeure event.

2.
Force Majeure.

(a)
Subject to the provisions of this Article, the term “Force Majeure” shall mean any act, event, or circumstance that partially or wholly prevents or delays the performance by a party of any of its obligations under this Agreement, the occurrence or existence of which (i) is outside the reasonable control of the party claiming inability to perform; (ii) is not caused by the negligence, gross negligence, or willful misconduct of such party or its affiliates, and (iii) which, by the exercise of reasonable diligence could not be avoided.

(b)
“Force Majeure” shall include the following and any other events or occurrences, whether or not of the kind enumerated below, so long as, in each case, the requirements of subsection (a) above are met: acts of God, acts of governmental authorities, compliance with rules, regulations or orders of any Governmental Authority, compliance with directives of downstream transporters, strikes, lockouts or other industrial disturbances, acts of the public enemy, wars, terrorism, blockades, insurrections, riots, epidemics, landslides, lightning, earthquakes, fires, extreme cold, storms, floods, or other adverse weather conditions, washouts, arrests and restraint of rules and people, civil disturbances, explosions, necessary maintenance of or breakage or accident to machinery or lines of pipes, freezing of wells or lines of pipes, the inability or failure of downstream facilities to deliver or receive, the inability to secure rights-of-way, partial or entire failure of gas or natural gas liquids market(s), or any other causes, whether of the kind herein enumerated or otherwise, not within the control of the party claiming suspension, which, by the exercise of reasonable diligence such party shall not have been able to avoid.

3.
Limitation on Scope of Force Majeure Protection.

The protections afforded under Section 1 to a Party shall be of no greater scope and no longer duration, than is required by the Force Majeure.  Notwithstanding Section 1, no Force Majeure shall relieve, suspend or otherwise excuse any Party from performing any obligation to indemnify, reimburse, hold harmless or otherwise pay any amounts which have accrued and are owed to the other Party or an Indemnified Party under this Agreement.

4.
Notice.

Upon the occurrence of a Force Majeure event (or as soon as reasonably practicable thereafter) that prevents, interferes with, or delays the performance by either party, in whole or in part, of any of its obligations hereunder, the party affected shall give notice thereof to the other party, describing such event and stating the obligations the performance of which is or will be affected; the estimated extent of such reduction in performance; the estimated period during which performance may be prevented, interfered with, or delayed, and the particulars of the program to be implemented to resume normal performance hereunder.  Such notices shall thereafter be updated at least monthly during the period of the claimed Force Majeure event, specifying the actions being taken to remedy the circumstances causing such Force Majeure event.

5.
Remedial Measures.

In order to resume normal performance of this Agreement within the shortest time practicable, the party affected by the Force Majeure event shall, acting in a reasonable and prudent manner, take all measures to this end that are reasonable under the circumstances.  Prior to resumption of normal performance, the parties shall continue to perform their respective obligations under this Agreement to the extent not excused as a result of such event of Force Majeure.

6.
Settlement of Industrial Disturbances.

Settlement of strikes, lockouts, or other industrial disturbances shall be entirely within the discretion of the party experiencing such situations, and nothing herein shall require such party to settle industrial disputes by yielding to demands made on it when it considers such action inadvisable.
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� The purpose of this section is to attempt to provide some background as to why certain contractual provisions that allow a transporter of natural gas to refuse to transport gas are so important to the transporters.  The section is not intended to be a comprehensive discussion of all possible contractual provisions relieving a transporter from responsibility for transporting gas, but rather is meant to provide a general discussion of some of the more important provisions a practitioner might come across in a transportation agreement.


� In this paper the author refers to the transportation of natural gas in the general sense with the intention that the term encompasses gathering of natural gas as well as main line transportation of the gas.  In addition, the author uses the term “transporter” to refer to both gatherers of natural gas and to main-line transporters.  Finally, throughout this paper the author uses the terms “shipper” and “customer” interchangeably to refer to the person or entity utilizing the transportation service provided by a transporter.
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� This map can be found at: http://www.eia.doe.gov/pub/oil_gas/natural_gas/analysis_publications/ngpipeline/interstate.html.


� http://www.eia.doe.gov/pub/oil_gas/natural_gas/analysis_publications/ngpipeline/intrastate.html.
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