I.
REGULATORY HISTORY
A.
Introduction

For over sixty years - beginning with the first federal regulation of the natural gas industry which commenced with the enactment of the Natural Gas Act of 1938 ("NGA")
 - the natural gas industry has operated under an umbrella of federal and state regulation.  In more recent times, the regulators have moved to abandon the world of strict regulation, which characterized the industry for most of its life "in favor of the brave new world of deregulation and free competition."
  With the issuance of Order 636,
 on April 8, 1992, the Federal Energy Regulatory Commission ("FERC") believed that "when fully implemented," Order 636 would (1) "finalize the structural changes in the Commission's regulation of the natural gas industry"; (2) "reflect and finally complete the evolution to competition in the natural gas industry initiated by those changes so that all natural gas suppliers, including the pipeline merchant, will compete for gas purchases on an equal footing"; and (3) "benefit all gas consumers and the nation by ensur[ing] an adequate and reliable supply of [clean and abundant] natural gas at the lowest reasonable price."

Although the FERC's expectations of Order 636 have in large part come to fruition, deregulation has brought with it a new set of issues for the regulators and the industry.  We hope through this paper to examine to some extent the impact this recent move toward deregulation has had on the oil and gas exploration and production industry - particularly Order 639
 which has direct application to the Outer Continental Shelf - Gulf of Mexico ("OCS").  In so doing, we first take a simplistic look at the history of the regulatory environment under which the natural gas industry first took root and has since grown to be a major part of our country's economic life blood. We will then discuss the recent moves toward a deregulated industry and examine the issues currently facing the industry as a result of this move toward free competition with specific emphasis on FERC's Order 639.  While we recognize that it would take many volumes of text to fully explain the full impact of the natural gas regulatory environment on our industry, we hope that through our study of how our industry has developed in this environment, we may be better able to predict what lies ahead in the future for the natural gas industry on the OCS.

B.
The Early Years - Regulation of the Natural Gas Industry
1.
The Natural Gas Act
The first federal regulation of the natural gas industry commenced with the enactment of the NGA, which extended the jurisdiction of the Federal Power Commission ("FPC")
 to the:

transportation of natural gas in interstate commerce, to the sale in interstate commerce of natural gas for resale for ultimate public consumption for domestic, commercial, industrial, or any other use, and to natural-gas companies engaged in such transportation or sale, but 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 distribution or to the production or gathering of natural gas.

The FPC's powers under the NGA covered three major activities of the interstate natural gas industry: (1) the "rates and charges" allowable in the transportation of natural gas,
 (2) the construction and improvement of gas transportation facilities
, and (3) the abandonment of facilities and services.
  The NGA, however, did not "intrude on the domain traditionally reserved for control by state commissions; and the [FPC] was given no authority over 'the production or gathering of natural gas.'"

The provisions of the NGA "were plainly designed to protect the consumer interests against exploitation at the hands of private natural gas companies."
  In order to balance the interests involved in reaching this goal, the FPC developed a three part strategy to balance the pipelines' interest in sharing the risk involved in transporting and selling natural gas, against the consumers' concerns of not having to pay excessive prices for reliable service, to wit:

1.
The first part of this strategy permitted pipelines to achieve a monopoly over the sale of gas through the provision of a "bundled" service.  A bundled service allowed a pipeline to provide transportation of gas only to parties who purchased from it.  As such, Local Distribution Companies ("LDCs") and large end-users who wished to buy directly from the wellhead could not force the pipeline to transport their gas.  Because the cost of building their own pipeline link to the wellhead was prohibitive for such parties, they generally resigned themselves to purchasing the gas from the pipelines.

2.
The second part of the strategy required each pipeline to contract with producers for a ready supply of gas before they would be able to either sell to a given market, or build a line to a new one.  As the typical duration of such producer-pipeline supply contracts was twenty years, this requirement guaranteed LDCs and end-user customers an adequate and reliable gas supply.

3.
The third prong of the natural gas regulation strategy provided pipelines with a constant and stable level of demand for their services.  The effects of public convenience and necessity certificates not only bound pipelines to a given market, they also bound the markets to a given pipeline.

2.
Growth Under The Natural Gas Act
In the early years, the structure of the natural gas industry was relatively simple. Gas producers, both large and small, explored for and produced natural gas.  They sold their gas to pipeline companies, who transported the gas across the country, and, for the most part, sold it to LDC's and large end-users.  The LDCs distributed and re-sold the gas purchased from the interstate pipelines to their end user - residential and commercial users of the gas.  The price for which the interstate pipelines could sell their gas was regulated by the federal government under the NGA. State or local government agencies regulated the price charged by the LDC's to their end users.  State and local government agencies also regulated the intrastate transportation of natural gas and the production and gathering of natural gas.  

In the formative years of the natural gas industry, the federal and state regulators faced the generic problems of controlling natural monopolies, and neither seemed interested in increasing competition or enhancing efficiency as long as markets were predictable, prices reasonable, and shortages minimal.  Natural gas regulation, at both the state and federal level, "sought to strike a balance between all of the various segments of the industry, with the end-user, the consumers, constituting the favored interest.
  Three distinct characteristics emerged within the natural gas industry as a result of the NGA:

1.
The transportation monopoly which pipelines enjoyed became a permanent feature of the industry and was increasingly extended to sales of gas in interstate markets.

2.
Within the wellhead-pipeline-LDC-burner-tip framework, the interstate pipeline acted as a middleman for the rest of the industry segments and thus, increasingly occupied a role of central importance within the entire industry. Under this arrangement, producers, LDCs, and end-users did not have contact with one another.  Any economic relationship which existed between them operated through the pipelines.

3.
The risks of the industry were largely allocated to the end-user customers. Insulated from competitive pressures through devices such as certification requirements, bundled service monopolies, and virtual sole supplier control over their markets, pipelines earned a sizeable rate of return on their investments.  Because the downstream end-users were dependent upon the pipelines for supply and pricing, they were unable to respond to fluctuations in sales or service.

Under the NGA, the regulation of the interstate pipelines promoted the expansion of the natural gas distribution network throughout this country.   The high-pressure interstate pipelines that linked producing and consuming areas were either natural monopolies or at best oligopolies with high barriers to entry.  For the volumes in question, more than a handful of pipelines would have been economically unthinkable.  The distribution companies that moved gas to its final consumers were also natural monopolies.

Under the NGA, the FPC attempted to set rates that recovered a pipeline's prudently incurred costs and provided its investors a fair return.  Like other regulators, the commissioners had to estimate costs, somehow allocate them among customers, detect imprudent expenses, and determine a fair return from the testimonies of opposing experts.  The interstate pipelines, instead of transporting gas owned by producers or users, purchased the gas at the wellhead and, passing on the purchase price, resold it to the LDCs and large end users.  "In spite of its shortcomings, the NGA-created system seemed satisfactory for all concerned" - "[p]roducers did not have to worry about pipeline buyers to whom they could unload their gas,"  "[p]ipelines did not fear any attempts at 'cream-skimming' their monopoly service by potential competitors, and LDCs and end-users were confident that they would not suffer any lags in their supply requirements, or disruptions in their service, respectively."

3.
Phillips Petroleum Company v. Wisconsin
In 1954 the Supreme Court of the United States issued the landmark decision in Phillips Petroleum Company v. Wisconsin
, declaring that the NGA required regulation of both pipeline rates and the prices charged by gas producers, known as wellhead prices.
  In Phillips, the FPC had found that well-head sales were "part of the production and gathering process," or were "at least an exempt incident thereof"
  The Phillips court rejected this position concluding that "production and gathering, in the sense that those terms are used in [NGA] §1 (b),
 end before the sales by Phillips occur."
  

With the Phillips decision, the scope of the FCP's regulatory authority increased to include the direct regulation of well-head prices of many of thousands of wells and, for the first time, producers became directly subject to FPC jurisdiction. "By June 1955, the [FPC] had received 10,978 rate filings and 6,047 applications for certificates from producers" and "[b]y 1960, the [FPC] noted that there were 3,372 independent producers with rates on file and 570 producers involved in 3,278 rate increase filings awaiting hearings and decisions."
 The [FPC] dramatized its then-existing problems as follows:

If our present staff were immediately tripled, and if all new employees would be as competent as those we now have, we would not reach a current status in our independent producer rate work until 2043 A.D. - eighty-two and one half years from now.

In 1960, the FPC developed "area rate" pricing and "vintaging" to this overwhelming caseload.
  Under "area rate" pricing, the FPC set prices by geographical area.
 The FPC also implemented "vintaging" which classified gas for rate making purposes by when the gas was discovered.  By vintage, "old" or "flowing" gas was assigned a lower price ceiling than "new" gas, which was thought to be associated with both higher costs of production and greater need for incentives to stimulate exploration and development of new supplies.
  In upholding these strategies in the Permian Basin Area Rate Cases,
 the U.S. Supreme Court recognized that the FPC has since the Phillips decision "labored with the obvious difficulty to regulate a diverse and growing industry under the terms of an ill-suited statute."
  The Fifth Circuit Court of Appeal feeling constrained by the U.S. Supreme Court's decision in the Permian Basin Area Rate Cases,
  also upheld the FPC's rates determinations in Southern La. Area Rate Cases.
  The Fifth Circuit, however, was less satisfied with the performance of the FPC.
  It found that the FPC could not limit its rate analysis to costs of service but should consider the market factors of supply and demand as well: 

All that we are holding is that the Commission must explain the relationship between the level of service, the demand for service, and the price it sets.   A reviewing court contemplating the "end result" test cannot in good conscience affirm the Commission unless it knows what the Commission is trying to do.  In evaluating its rate, then, the Commission should go through the following three steps relating to industry performance. It should first estimate the needs of consumer service -- in this case, the demand for gas.  Next, it should use this determination to fix the level of service at which it is aiming, explaining how that level is related to actual demand in the event demand is not to be fully satisfied.  It must then make findings, as specifically as possible, as to how the rate it has set will affect the industry's tendency to meet that level of service.  This last step means estimating the gas supply that the rate will bring forth. These are difficult matters to predict, but that is more reason why a reviewing court should not be required to guess at them.  More importantly, if the Commission sets a rate on a cost basis and does not itself consider these questions carefully, its conclusionary statements to the effect that the rate is adequate or that there will probably be no need for changes in the future (these are statements that the Commission has made here) amount only to so much whistling in the dark.

The shortcomings of the FPC's policy recognized by Fifth Circuit Court of Appeal in Southern La. Area Rate Cases, became a harsh reality during the mid-1970's. The combination of OPEC oil embargo of 1972-73 and record-cold winters during the latter half of the decade produced a sharp rise in the price for unregulated natural gas. The rising energy prices widened the price gap between gas sold on the interstate and that sold on the intrastate market.
  With the unregulated intrastate market commanding the higher prices, producers began shifting their gas supplies to the intrastate market.  The result was that producing states had adequate supplies while non-producing and consuming states faced uncertain supply - thereby jeopardizing the central caveat of the NGA - to provide the end user a reliable source of natural gas at a price determined to be "just and reasonable."

C.
The Transition Years - Cracks in the Regulated Interstate Market
1.
The Natural Gas Policy Act
In response to the perceived gas shortages, President Jimmy Carter pushed for and obtained passage of the Natural Gas Policy Act of 1978 (the "NGPA")
 which imposed regulations on intrastate and interstate gas and deregulated some newly discovered and preexisting gas.  The newly created FERC
 would take over regulation of the natural gas industry under the NGPA.

Generally, the NGPA represented a compromise between the advocates of deregulation and those advocating continued gas price controls.
  It extended FERC's regulatory authority to intrastate gas and divided natural gas into categories defined by well drilling dates, dedication to interstate commerce, depth and/or discovery date of producing formations and other factors.
  "High-cost" gas, which was most expensive to explore and drill for, was deregulated immediately.
  "New" gas, gas discovered in wells which commenced drilling on or after February 19, 1977, was subject to a ceiling which was to be increased higher than the rate of inflation until complete deregulation on January 1, 1985.
  "Old" gas, the cheapest variety, had no set date for deregulation and was tied to a price ceiling equivalent to the rate of inflation.
  "The theory underlying the NGPA was that diminishing volumes of old gas in the national supply, coupled with increasing percentages of new, decontrolled gas would ultimately lead to a functioning market in natural gas that would be largely unregulated."

These price controls created peculiar incentives for the industry.  For example, under the scheme established by the NGPA gas produced from a newly drilled well completed at depths below 15,000 feet could command prices three to ten times that of gas produced from a well drilled only two years earlier and producing above such depth.  For the most part the exploration incentives under the NGPA were skewed toward the exploration and development of new gas reserves which were expensive to drill and recover.  

In addition to changing the wellhead price structure, the FERC, under Section 311 of the NGPA,
 could authorize any pipeline to transport gas which was not its own to sell.  Specifically, Section 311(a)(1)(A), (a)(2)(A), and (b)(1) of the NGPA, which addresses the unbundling of interstate pipeline service, read respectively: 

The Commission 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.
 

The Commission may, by rule or order, authorize any intrastate pipeline to transport natural gas on behalf of (i) any intrastate pipeline; and (ii) any local distribution company served by any interstate pipeline.
 

The Commission may, by rule or order, authorize any intrastate pipeline to sell natural gas to (i) any interstate pipeline; and (ii) any local distribution company served by any interstate pipeline.

Under these provisions, end users and LDCs could purchase gas directly from producers or other sellers and then using the pipelines solely to provide transportation.  

The unbundling of the pipeline services to permit others to transport gas on the heretofore monopolistic pipeline system created many problems for the pipelines.  One of the major problems was the high volume of gas purchased by the pipelines pursuant to long term "take-or-pay" contracts. During the 1960's and 70's the pipelines sought to safeguard their ability to meet their minimum public service obligations to their LDCs and end-users by entering into gas purchase contracts which committed the pipelines to purchase large volumes of gas subject to take-or-pay and price escalation clause liability.
 These so-called "Take-or-pay Contracts" obligated pipelines to pay for fixed monthly amounts of gas, whether they took the gas in that month or not at prices subject escalation. When entered into, these contract seemed to pose few risks, since everyone knew that the "gas bubble" would soon disappear and the pipelines felt that even though the price they contracted to pay for this "High-cost" and New" gas may have been high, the regulators, as they had done in the past, would see that the pipelines had made prudent investments and permit them to recover their costs.
 

The industry would be transformed, however, not by shortage as President Carter had feared, but by a surplus of natural gas.  The conservation efforts and restrictions imposed by the Carter administration's legislative efforts, the increase in the exploration activity induced by deregulation of the "High-cost" and "New" gas, and the 1981-1982 recession resulted in an increase in the gas supply and a drop in the demand for gas. This oversupply resulted in a decline in intrastate and spot prices for natural gas. 
  

The interstate pipelines were unable to respond to these market conditions by lowering prices because they were still contractually bound to pay higher prices to producers under their "Take-or-pay Contracts."  With the implementation of Section 311 of the NGPA, the interstate pipelines could no longer dictate their customers' purchasing decisions by refusing to transport their gas unless the pipelines were the ones who sold it.  Under Section 311, large industrial end-users who had "switchable" capacity could change to an alternative fuel if they were dissatisfied with pipeline prices.
 

D.
The Road to a Competitive Natural Gas Market


Recognizing that the structure of the regulated pipelines was no longer appropriate to meet the needs of a competitive market, the FERC issued a series of orders, Order 380,
 Order 436,
 Order 500,
 and Order 636,
 that sought to move the natural gas industry to a truly competitive market.

1.
Order 380
In 1984, FERC issued Order 380
 as its first major competition initiative to improve gas transportation efficiency.  In Order 380, FERC eliminated from natural gas pipeline sales tariffs of any minimum commodity bill provisions that operate to recover variable costs and provided that (1) "currently existing sales tariffs shall be inoperative to the extent they provide for recovery of purchased gas costs for gas not taken by the buyer", (2) "no tariffs filed in the future may provide for recovery of any variable costs associated with gas not taken by the buyer", and (3) "purchased gas costs be stated separately on pipeline sales tariff sheets.
  Prior to Order 380, the pipelines were permitted to include in their variable costs a provision known as a "minimum commodity bill."  This minimum commodity bill generally required the pipelines customers to pay a minimum commodity charge whether or not the customer actually takes the specified quantity of gas.
  The effect of Order 380 was to relieve the LDCs and end-users of their obligation to pay to the pipelines for gas not taken. However, Order 380 did not address the pipelines take-or-pay obligations with their gas suppliers.

2.
Order 436
On October 9, 1985, FERC issued Order 436, which started the process of unbundling gas transportation from sales.
  In issuing Order 436, FERC recognized that the natural gas industry has changed significantly since the adoption in 1978 of the NGPA including the fact that (1) the NGPA expressly removed FERC's NGA jurisdiction to establish just and reasonable rates at the wellhead for new gas supplies not committed or dedicated to interstate commerce prior to its enactment (resulting in a phased reversal of the Phillips decision), (2) the NGPA severely limited the FERC's jurisdiction to review the purchase costs of new gas by pipelines at the city-gate, (3) the NPGA, however, did not remove or restrict FERC's remaining NGA jurisdiction and the responsibility to establish just and reasonable rates for the transportation of all categories of gas in interstate commerce, or for the sale of natural gas committed dedicated to interstate commerce prior to enactment.
  FERC deemed these statutory changes as reflecting "a Congressional determination that producers of natural gas do not have 'natural' monopoly power" and that the NGPA reflects the workably competitive nature of the production industry.
  In sum, FERC found itself confronted with: "(1) A generally competitive market in the commodity of natural gas, most of which has been removed by Congress from all federal regulation as to market entry, exit and price, although such regulation has been retained by Congress over substantial amounts of gas; and (2) A highly integrated transportation network, highly monopolistic in some markets, fairly competitive in others; over which Congress has generally determined to retain utility-type regulation over market entry, exit and price; but for which Congress has also allowed an alternative approach (under NGPA § 311) in which there may be no restrictions as to market entry and exit, but for which Congress expressly retained regulation as to rates."

FERC issued Order 436 "to assure that commodity and transmission prices for natural gas between the wellhead and burner-tip are clear and accurate and consistent with the requirement of the NGA that rates and practices be just and reasonable and not unduly discriminatory, or preferential."
   Order 436 also sought to secure to consumers the benefits of competition in natural gas markets consistent with both the NGA and the NPGA "by establishing a framework for setting just and reasonable rates and practices for the sale and transportation of natural gas in interstate commerce, and by reasonably conditioning self-implementing interstate transportation services under the NGA and the NPGA."
  Through the changes implemented by Order 436, FERC sought to revise the regulatory framework for natural gas in ways which: "[r]etain and revise utility-type regulation over the interstate transportation function -- that function which the Congress has deemed sufficiently uncompetitive so as to require such regulation in the public interest -- yet, . . . [a]llow the commodity market for natural gas to continue to develop in a competitive fashion.

Order 436 offered the interstate pipelines an option: (1) a pipeline could elect “open access'' status, or (2) a pipeline could opt not to become "open access."
   An "open access" pipeline would open its pipeline system to all users of gas, whether an intrastate pipeline, an LDC, or a large end-user, to transport from any supplier.
  Under this new "open access" system, pipelines could continue transporting gas which they themselves were reselling, but would also transport on a non-discriminatory basis gas which was not theirs to sell.
  In Northern Natural Gas Co.,
 FERC observed that under Order 436: 

The goal of [current] policy is to provide incentives and opportunities that allow all shippers, industrial users as well as LDC and other parties, to benefit by access to commodity and transportation markets at price levels indicating market discipline. Benefits... include clear and diverse pressures and opportunities assuring the availability of gas services at [the] lowest reasonable costs. 

*     *     *

Circumstances in the industry have changed by reasons including its own maturation, the Congressional decision to deregulate the pricing operations of the competitive wellhead markets, the Commission's encouragement of open access to interstate pipelines' systems, the increased opportunities exhibited by industrial and commercial users of natural gas, and the varied approaches available to state commissions to regulate local transportation markets.

To entice pipelines into electing "open-access", FERC offered several incentives.  First, pipelines which elected "open-access," would gain easier entry into new downstream end-user markets because Order 436 simplified traditional section 7 (NGA) certification requirements.
  Instead of having to complete a complicated procedure showing the "convenience and necessity" for new services and facilities or for a transportation plan, pipelines were permitted to obtain pre-approved "blanket" certification if they agreed to provide nondiscriminatory access to whoever requested it and assumed the entire risk of their investments.
 Second, Order 436 attempted to lesson the burden of the "take-or-pay" liability by giving the "open access" carrier the right to convert their sales obligations under their wellhead contracts into transportation entitlements from other suppliers.

With "optional expedited certification," a project proposed by the "open-access" pipeline was presumed to be in the public interest if the pipeline would bear the risk.
  This so-called option was not really much of an option because any interstate pipeline that wished to compete needed "open access," because otherwise all of its projects risked delays in certification.

Order 436 was vacated and remanded by Associated Gas Distributors v. FERC.
 Notwithstanding the remand, the Court in Associated ruled that FERC had the power to institute transport programs, to offer expedited certification, and to bundle both in a hard-to-refuse package and approved the shift toward favoring increased competition within the industry and let stand its common-carrier and blanket certification provisions.
 The Court, however, found problems with FERC's neglect of take-or-pay issues and remanded Order 436 for further rulemaking, but gave little guidance on how to deal with take-or-pay.

3.
Order 500
In response to the decision in Associated, FERC issued Order 500 on August 7, 1987.
  An interim rule, Order 500 attempted to clarify the key issues that remained after Order 436 and created a mechanism for pipeline companies to recover from their customers the costs of modifying or terminating their long-term take-or-pay contracts with producers.
  Order 500 instituted a policy of "equitable sharing" of take-or-pay liability across the natural gas industry through "acceptable passthrough mechanisms" by which pipelines in individual rate proceedings could recover take-or-pay buyout and buydown costs from their customers, to wit:

In many instances, pipeline take-or-pay obligations mounted because of reduced purchases by their customers due to purchases from alternative suppliers, fuel switching by industrial users due to lower fuel oil prices, reduced levels of economic activity, and conservation. The Commission recognizes that it is difficult to assign blame for the pipeline industry's take-or-pay problems. In brief, no one segment of the natural gas industry or particular circumstance appears wholly responsible for the pipelines' excess inventories of gas. As a result, all segments should shoulder some burden of resolving this problem.
  

Order 500 allowed a pipeline to pass its prudently incurred buydown and buyout costs through to customers by means of a straight commodity surcharge on sales and designed an alternative mechanism that permitted open access pipelines to share with their customers a portion of the costs incurred in settling their take-or-pay liability.  Under this alternative mechanism, if the pipeline agreed to absorb between 25 percent and 50 percent of the buydown and buyout costs, it would be allowed to recover an equal amount by means of a direct charge to its sales customers, rather than attempting to collect such costs through the unpredictable commodity rate and the pipeline would then be allowed to attempt to recover the balance, if any, by means of a volumetric surcharge on both sales and transportation of gas.
  Accordingly, in Order 500, FERC readopted the regulations originally promulgated by Order 436, with the following modifications: 

(1) In order to permit pipelines to minimize the incurrence of take-or-pay liability because of open-access transportation under these regulations, a producer must offer to credit gas transported by a pipeline against that pipeline's take-or-pay liability to the producer accruing under certain pre-June 23, 1987, gas purchase contracts; (2) in order to provide for equitable sharing, between pipelines and their customers, of the costs of settling already accrued take-or-pay obligations and reforming existing contracts, the Commission adopts a policy as to the acceptable mechanisms for the passthrough of take-or-pay buyout and buydown costs; (3) in order to avoid the future recurrence of the kind of take-or-pay problems that exist today, the Commission adopts principles on which pipelines may base future gas supply charges; and (4) while the Commission compiles a record to justify contract demand reductions the Commission eliminates the contract demand reduction option in former § 284.10(c) of its regulations but in order to maintain some meaningful access to transportation for sales customers, the Commission retains the contract conversion option in former § 284.10(d) of its regulations.

In American Gas Association et al. v. FERC,
 the Court remanded Order 500 because of its purchase deficiency mechanism which, according to the Court, unnecessarily harmed the consumer.  Under this mechanism, the FERC allowed pipeline customers to pay charges according to past purchases which were less than what their pipeline contracts stipulated. The court held that attempting to pass on costs stemming from these cumulative purchase deficiencies violated the "filed rate doctrine."

FERC responded to the remand with Order 528,
 allowing pipelines to develop new allocation methods to replace the deficiency allocation method that the Court struck down. Orders No. 528 and 528-A attempted to resolve the take-or-pay controversy without reversing any of the competitive advances that the FERC had promoted within the industry. They provided that (1) costs should be spread as broadly as possible so that "all segments of the industry - pipelines, producers, LDCs, industrial end users and other consumers - should contribute to funding the pipelines' take-or-pay costs;" (2) pipelines should absorb a significant proportion of the costs; (3) "captive sales customers - namely residential and small commercial gas users - should not bear a disproportionate share of take-or-pay costs;" and (4) pipelines and producers should abide by existing settlement agreements.
 

4.
Order 636
In 1992, the FERC completed the process it started with Order 436, issuing Order 636 as the finalization of "structural changes in the Commission's regulation of the natural gas industry."
  This order was to create a "regulatory environment in which no gas seller has a competitive advantage over another gas seller."
  Known as the final restructuring rule, Order 636, sought to establish a national gas market where a buyer can reach many sellers by meaningful access to the pipeline transportation grid.  Order 636 strives to level the playing field between the pipelines and those users of the pipelines transportation services by forcing the "unbundling'' of pipeline services.  Transport customers have specific rights to the pipeline's main line capacity, storage, and rights on upstream pipelines.  With those rights a transport customer can duplicate virtually any service the pipeline can offer a resale customer.  To make treatment more symmetric, Order 636 requires that pipeline resales be made as far upstream as possible, after which the pipeline must treat resold and transported gas equally.

Order 636 required that the historic bundling of the sales and transmission of gas into one service be separated [unbundled] and pipeline customers be given the opportunity to contract for only the specific services they needed from the pipeline companies.
  Under Order 636, the natural gas market has been radically transformed. The regulatory reforms instituted by the FERC has created a competitive market by changing the operating procedures for interstate pipeline companies.  A new type of industry player has emerged, the independent gas marketer, who in addition to marketing gas supply can serve as the purchaser's agent in making all the arrangements necessary to get the gas delivered; providing, in essence, a "package" of sales and transportation services. Deregulation and market restructuring have directly contributed to growth in gas storage for managing seasonal inventories, the development of a secondary transportation market, and better information about commodity and transportation prices via commodity markets and electronic bulletin boards. Price signals for natural gas are quickly transmitted between the consumer and the producer, and regional markets are more integrated.

E.
FERC and Regulation of Gathering Under the NGPA
In addition to requiring the unbundling of gas sales from transportation, Order 636 required that pipelines file separate rates for the transportation functions of gathering and interstate transportation.
  Historically, production and gathering were not subject to federal jurisdiction under the NGA.
  With respect to interstate pipelines, however, gathering had been regulated when it is part of a "bundled" system because the NGA provides for regulating rates of activities "in connection with" interstate transportation.  Specifically, NGA Section 4 provides:

All rates and charges made, demanded, or received by any natural-gas company for or in connection with the transportation or sale of natural gas subject to the jurisdiction of the Commission, 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 reasonable is declared to be unlawful.

and Section 5 provides: 

No natural-gas company 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.

The "unbundling" and requirement to publish separate rates for their gathering system presented the pipelines with an opportunity to remove part of their gas gathering components from federal jurisdiction.
  "To get out from under federal regulation, the interstate pipeline companies decided to spin-down their gathering activities into separate, affiliated companies."
 By transferring its gas gathering system lying within an individual state into a subsidiary, the pipeline could arguably avoid federal regulation the because the subsidiary gathering company does not sell gas interstate or provide interstate transportation.

In Arkla Gathering Services Co.
, the FERC decided that it did not have jurisdiction over the [spun-down] affiliated gatherer, but that it would have jurisdiction if the gatherer acted collusively with its parent company.  The FERC decision was appealed by a group of producers and affirmed by the D.C. Circuit Court of Appeals in Conoco v. FERC.

The Court summarized the questions presented to the FERC in Conoco as (1) whether the FERC has jurisdiction over the rates charged by a gatherer that is not a natural gas company, and (2) whether the FERC has jurisdiction over a gatherer which is not a natural gas company if the gatherer is affiliated with a jurisdictional pipeline.
  "The FERC's answers were "no" and "it depends," respectively, and the D.C. Circuit found those answers reasonable."

In Conoco, the Court found inapposite certain Supreme Court cases cited by the producers for the proposition that the physical aspects of gathering or production, rather than rates, were the aspects of the natural gas system exempted under section 1(b) of the NGA because they involved situations in which the gathering was done in connection with a jurisdictional activity, such as transportation or sales. The Court found reasonable the FERC's decision that the affiliate was not a natural gas company engaged in interstate sale or transportation of gas as required under section 1(b) of the NGA, so the affiliate's rates were exempt from FERC regulation.
  Specifically, the producers faulted the FERC's application of the primary function test "because it 'denied parties the opportunity to develop a full and specific record,' 'examined only superficially the various ... factors' of the primary function test, and failed to examine the function of individual facility segments 'as part of an integrated whole.'"
  The producers further asserted that FERC "misapplied the primary function test with respect to three criteria: the compressors; the central point in the field test; and the web-like configuration of many of the facilities."
 

The Conoco Court described the "primary function test" as "a set of factors that tend to indicate whether a facility is devoted to the collection of gas from wells--gathering--or to the further ("downstream") long-distance movement of gas after it has been collected--interstate transportation."
  Further, the Court stated that the "test requires the Commission to "assess and weigh all of the specific facts and circumstances present in a given system" with the relevant criteria being "particularly the physical, geographical, and operational aspects of the facilities, but no factor is determinative, nor do all factors apply in every situation."
 

The Court found that the record supported FERC's determination that the facilities are primarily devoted to gathering.
 Specifically, with respect to the six part test articulated in Farmland Industries, Inc.
 discussed below, the Court observed that FERC had found (1) that the pipelines were generally short in length and small in diameter, which is indicative of gathering usage - all except 15 of the 3,138 pipeline segments to be transferred are less than 8 miles in length; ninety percent of the pipelines are less than 6 inches in diameter and, except for pipelines at one location, all are less than 10 inches in diameter, (2) that many of the subject areas satisfy the central point in the field test - the few exceptions being small fields with limited well connections and small diameter pipelines, or pipelines forming backbone-type structures, (3) that the facilities' three types of geographic configuration, particularly the web-like configuration, are consistent with a gathering determination, (4) and (5) that the minimal compression used and the location of numerous wells along the facilities are also consistent with gas gathering, and (6) that the majority of subject areas operate at low pressure, which is similarly indicative of gathering.
 

In response to arguments that the regulated gathering rates on a pipeline's own facilities in connection with jurisdictional transportation included affiliated facilities in the definition of a pipeline's "own," the Court rejected these arguments, finding first that an appreciable difference between "bundled" service analyzed in Northern Natural Gas Co. v. FERC,
 relied upon by the producers and the "unbundled", affiliate-provided, service in Conoco.
  In summary, the Court in Conoco held that an affiliate gatherer is not a natural gas company; therefore, it is not subject to regulation by the FERC unless its activities are intertwined with jurisdictional activities and that an interstate pipeline company's gathering will be viewed as intertwined with jurisdictional activities, and subject to regulation by FERC, if the gatherer and affiliated pipeline engage in anticompetitive behavior.
  After Conoco, the obvious problem is what circumstances will trigger FERC jurisdiction over a gathering system.
  With respect to operators and transporters on the OCS, this issue has become a very complex one.

II.
THE MOVE OFFSHORE:  THE FERC VENTURES INTO DEEPER WATERS

Until the late 1980’s, the NGA had appeared fully adequate to the task of regulating offshore natural gas facilities and services.
 

Initial offshore construction consisted of gas companies building lines out from existing onshore facilities to production areas on the shallow shelf close to shore, stepping incrementally further out as technological advances led to the development of fields in increasing water depths. Typically, these early offshore lines were used to attach production from a single well or single platform in a field that produced gas for the system supply of a single company. It has proved to be the case that where an offshore pipeline serves to provide long-term, firm transportation for the pipeline's owner, issues of access do not arise. Generally, these offshore systems were owned and operated by, and used to carry the gas of, interstate pipeline companies. Thus, the Commission's NGA jurisdiction over interstate transportation extended to these offshore systems . . ..


A.
Farmland and the "Primary Function Test"

In 1983 the FERC in Farmland Industries, Inc. (Farmland)
 articulated the "primary function" test for determining whether a gas pipeline facility would be subject to its NGA jurisdiction.  In Farmland the Commission enumerated six non-exclusive physical and geographic criteria to be included in the analysis for determining whether the primary function of a facility is the transportation or the gathering or production of natural gas. These factors are: (1) the length and diameter of the line, (2) the extension of the facility beyond the central point in the field, (3) the lines' geographic configuration, (4) the location of compressors and processing plants, (5) the location of wells along all or part of the facility, and (6) the operating pressure of the line.
 In addition to these factors, the Commission considered certain nonphysical criteria, such as the intended purpose, location, and operation of the facility, the general business activity of the owner of the facility, and whether the jurisdictional determination was consistent with the objectives of the NGA and the NGPA.
  The Commission applied the primary function test to both onshore and offshore facilities and it became, until 1989, its preferred methodology for determining the jurisdictional status of gas pipeline facilities.”

B.
EP Operating and Amerada I: The Modified Primary Function Test

However, in 1989 the Federal Fifth Circuit in EP Operating Co. v.  FERC (EP Operating)
 reversed the FERC’s determination under the primary function test that a 16-inch diameter, 51-mile long pipeline connecting an OCS production platform to an offshore processing plant was a jurisdictional transportation facility.  This decision caused the FERC to assess the continuing viability and relevance of the primary function test, in light of the developing technological advances in offshore drilling operations.  That review culminated in the FERC’s articulation and application of the "modified primary function" test in Amerada Hess Corporation, (Amerada Hess I)
 

Amerada Hess I explained that, because offshore drilling operations were moving further offshore and further from existing interstate pipeline interconnections, a relatively long pipeline on the OCS may have a primary function of gathering or production whereas an onshore pipeline of similar length would not. Therefore, the Commission modified that test as applied offshore pipeline facilities to create, in effect, a sliding scale that would allow for the use of gathering pipelines of increasing lengths and diameters in correlation to the distance from shore and the water depth of the offshore production area. In doing so, the Commission stated that when applying the Farmland criteria to offshore facilities, it would consider the changing technical and geographic nature of exploration and production.
 

III.
ORDER 491: THE FERC NEEDS A BIGGER BOAT - THE OCSLA

By the late 1980s, the nature of offshore operations had started to shift. By this time, the offshore infrastructure consisted of major trunkline systems interconnected by numerous laterals, resulting in a grid with the "flexibility to move offshore reserves from a variety of offshore locations via a number of pipeline facilities to onshore destinations."
 To take advantage of such flexibility, shippers were equally dependent on the physical capabilities of the facilities and "the degree of access which shippers have to the transportation system."
 As these developments took place, the FERC realized that offshore exploration and development had grown beyond the Commission’s ability to regulate by relying exclusively on the NGA, and it found cause to issue a rule interpreting its responsibilities under the OCSLA.


Section 5(e) of the OCSLA authorizes the Secretary of the Interior to grant rights-of-way through the submerged lands of the Outer Continental Shelf for natural gas transportation pipelines, provided that that each such right-of-way be granted on the express condition that pipelines shall transport or purchase without discrimination natural gas produced from submerged lands or OCS lands in the vicinity of the pipelines in such proportionate amounts as the FERC, in consultation with the Secretary of Energy, may determine to be reasonable.


In addition, section 5(f)(1) of the OCSLA provides that every permit, license, easement, right-of-way or other grant of authority for gas transportation by pipeline on or across the Outer Continental Shelf shall require that the pipeline provide open and nondiscriminatory access to both owner and nonowner shippers. 


Section 5(f)(2) of the OCSLA authorizes the Commission to exempt from the above requirements a pipeline or class of pipelines that feeds into a facility where oil and gas are first collected or a facility where oil and gas are first separated, dehydrated or otherwise processed. This exemption has become known as the “feeder line” exemption. These feeder lines may only be exempted from the requirements of the OCSLA by order of the Commission.


On April 1, 1988, the Commission issued Order 491, which contained its interpretation of section 5 of the OCSLA. 
  In Order 491, the Commission indicated that the statutory requirements of the OCSLA were similar to the statutory requirements of the NGA and concluded that the condition of nondiscriminatory access (open access) placed on the transportation program established in Orders 436 and 500 
satisfied, in substantial measure, the nondiscriminatory access requirements in sections 5(e) and 5(f)(1)(A) of the OCSLA.
 However, in Order 491 the Commission viewed the enactment of the specific open access requirement in section 5(f)(1)(A) to require something more than the open access conditions established in Orders 436 and 500 under the NGA.
 Consequently, the Commission proposed to implement sections 5(e) and 5(f)(1)(A) of the OCSLA by requiring OCS pipelines to offer transportation to all who seek it on a pro rata basis.

IV.
ORDER 509:
IMPLEMENTATION OF THE OCSLA 


In December of 1988, after issuing the companion proposed rulemaking to Order 409 and receiving comments thereon, the FERC issued Order 509, which amended its regulations to implement section 5 of the OCSLA and revised its prior interpretative rule, Order 491.
 

A.
Blanket Certificates

Order 509 provided every jurisdictional interstate natural gas pipeline that transported gas on or across the Outer Continental Shelf with a blanket certificate authorizing and requiring nondiscriminatory transportation of gas on behalf of others.  It further required every OCS pipeline to file tariffs to implement that blanket certificate authorization.   In so requiring, the Commission stated:

As stated in both Order 491 and the NOPR, the Commission believes the condition of nondiscriminatory access placed on the transportation program established in Order 436 and 500 satisfies, in large measure, the open access requirement in section 5(f)(1)(A) of the OCSLA. However, unlike onshore pipelines, OCS pipelines cannot voluntarily choose to not participate in the open access program; Congress, through the OCSLA, has made open access a prerequisite to doing business on the OCS. Consequently, the Commission implements the open access mandate of the OCSLA by finding, pursuant to section 7 of the NGA, that the public convenience and necessity require issuing every OCS pipeline a blanket transportation certificate under Subpart G of Part 284 of its regulations, and by issuing such certificates.

B.
Open Access Programs


In addition to issuing every OCS pipeline a blanket transportation certificate, Order 509 required all OCS pipelines to take the following steps to implement an OCS open access program. First, all OCS pipelines were required to conduct an open season for firm transportation capacity with respect to then uncommitted firm capacity, if any, and firm capacity that existing shippers might be willing to relinquish, to the extent that another shipper was willing to assume the obligations of firm service. Secondly, OCS pipelines that did not currently hold blanket certificates were required to conduct an open season for interruptible capacity. Finally, thereafter, all OCS pipelines were required to provide a mechanism through which existing shippers could voluntarily relinquish all or part of their firm transportation capacity rights if present or potential shippers want to use that capacity.

C.
Rate Requirements


Order 509 further imposed transportation rate requirements upon all OCS pipelines, which set transportation rates for both firm and interruptible service in accordance with schedules on file with the Commission.
  In justifying their new rate restrictions, the FERC stated:

The OCSLA obligates OCS pipelines to transport natural gas on an open and nondiscriminatory basis. The blanket certificates issued by this rule are the means the Commission has chosen to implement that requirement and authorize OCS pipelines to provide new open-access transportation service for OCS shippers. Thus, any transportation rate charged by an OCS pipeline that does not reflect this new service will result in different rate treatment for similarly situated customers. Such discriminatory rates are unjust and unreasonable under section 5 of the NGA. This finding with respect to the existing rates of an OCS pipeline becomes effective at the time and OCS pipeline provides the new transportation service required by this rule.

D.
Definition of an "OCS Pipeline" 


Order 509 implemented a new 18 C.F.R. § 284.302(b) which defines "OCS pipeline" to include all facilities that are used or necessary to transport OCS gas from the OCS to the first point of interconnection on the shoreward side of the OCS. This first point of interconnection might be with a gas conditioning or processing plant, another pipeline, a distributor, or an end user. In other words, the Order defined "OCS pipeline" “to include all of the OCS pipeline's facilities that fall within the scope of the Commission's jurisdiction under section 7 of the NGA, and that are used or necessary to transport OCS gas off of the OCS to the first point of interconnection with some other entity that receives the gas from the OCS pipeline.”
 

V.
1996 STATEMENT OF POLICY: PRIMARY FUNCTION REVISITED AND THE 200 METER PRESUMPTION

In response to Order 509, producers began filing requests with FERC seeking to have their existing certificated offshore systems declared gathering systems and thereby exempt from NGA coverage. Companies also sought exempt gathering status for proposed projects designed to bring gas onshore from significant, newly developed deepwater reserves in the Gulf of Mexico.  In response, the Commission in March of 1996 issued a statement of policy to “review issues concerning the status, scope, and effect of its regulation of gathering and transportation on the OCS” through the application of its jurisdiction under the NGA and the OCSLA over natural gas facilities and services on the Outer Continental Shelf
 


The Commission recognized that expensive new proposals to explore and develop natural gas reserves in the deep water Gulf of Mexico and bring gas from these projects onshore for processing and delivery into the onshore interstate transportation grid would not be undertaken in an “atmosphere of regulatory uncertainty.”
   While not wanting to impede these developments, the Commission also recognized its “obligations under the NGA to prevent the exercise of market power by companies that transport natural gas.”


In balancing these two objectives, the Commission decided to retain the existing primary function test created in Farmland and modified in Amerada Hess I, but to clarify how it intended to apply that test for determining whether particular facilities constitute gathering facilities exempt from NGA jurisdiction. It added a presumption to the test to apply to facilities designed to collect gas produced in water depths of 200 meters or greater, to wit:

Such facilities will be presumed to qualify as gathering facilities up to the point or points of potential connection with the interstate pipeline grid. From there on, the facilities will be evaluated under our existing primary function test and if found to be primarily transportation facilities, will be subject to our jurisdiction under NGA section 7.
  


The commission expressed its view that under then current circumstances the need for NGA regulation of deep water projects far offshore was significantly less than it was elsewhere.  It noted, however, that where gas is destined for interstate commerce, there is necessarily a point at which the gathering or collection of the gas ends, and interstate transportation begins. For long lines designed to bring gas onshore from deep water, it identified this point as “the point or points of potential connection with the existing interstate pipeline grid.”
 Stating further:

Whether the lines actually interconnect there or not, we see little difference in function between an interstate transportation line that takes gas to shore and a newly built line that, for all practical purposes, runs parallel to it and serves the same purpose of moving gas to shore.

* * *

One of the principles underlying our policy on the OCS is to hold all owners of facilities that perform similar functions to the same regulatory requirements that our statutory jurisdiction allows. It would be inconsistent to allow new, large pipelines that perform a function no different from nearby existing lines subject to NGA regulation to operate outside the framework of Order No. 636


The FERC confirmed that it would continue to exercise rate jurisdiction for gathering facilities owned by natural gas companies, regardless of where located, under its “in connection with” jurisdiction pursuant to sections 4 and 5 of the NGA. It also confirmed its jurisdiction over gathering rates charged by non-interstate pipelines not subject to NGA jurisdiction, under section 5(e) and 5(f) of the OCSLA, unless these companies met the “feeder line” exemption. The Commission emphasized that “’the open-access mandate of the OCSLA applies to all pipeline operations on the OCS, and will consider appropriate measures for remedying discriminatory access to other OCS facilities on a case by case basis.’"


The FERC acknowledged that its 1996 statement of policy would require further refinement, and that it left unresolved numerous questions to be addressed in individual cases. However, it did not find cause to alter its regulatory authority under the NGA and OCSLA over natural gas facilities and services on the OCS other than this modification of the primary function test in regard to deepwater offshore facilities. 

VI.
ORDERS 639 AND 639-A:  TRANSACTIONAL TRANSPARENCY

In 2000, ten years following the EP Operating decision, after a decade of applying a modified primary function test as further limited by the 200 meter presumption of the 1996 statement of policy, the FERC found that approximately half of the offshore infrastructure was excluded from NGA Oversight.  The Commission further expected even more companies to request reclassification of their existing certificated offshore lines from transmission to gathering, and that most new construction would qualify as gathering as well.
  The Commission believed that for those pipelines subject to the NGA, compliance with those regulations would likely ensure compliance with the OCSLA; however, it had no such assurance for those offshore providers outside of NGA oversight.  In its opinion a practical distortion existed, because two separate sets of OCS service providers were subject to two different regulatory regimes.


In view of this, the Commission determined that OCSLA's competitive principles could no longer be met by mandating that offshore NGA pipelines adhere to the open access requirements of 18 CFR Part 284.
 Since it could no longer rely on its former “scheme of regulatory piggybacking,” it determined that new OCSLA reporting requirements were needed to “adequately monitor the dynamic, expanding portion of the offshore infrastructure that is not subject to NGA oversight.”


As a result in April of 2000, the FERC through Order 639
 issued regulations under the OCSLA requiring OCS gas transportation service providers to report information regarding their affiliations and the conditions under which service is provided. In support of these new requirements, the Commission stated:

This information will assist the Commission and interested persons in determining whether OCS gas transportation services conform with the open access and nondiscrimination mandates of the OCSLA. The final rule, by rendering offshore transactions transparent, should provide a sound basis for implementing the uniformly applicable open access and nondiscrimination mandates of the OCSLA, thus resulting in greater efficiencies in this marketplace.


In a very recent decision, Chevron U.S.A., Inc. v. Federal Energy Regulatory Commission,
 the United States District Court for the District of Columbia ruled on Summary Judgment that the OCSLA does not grant to the FERC the authority to promulgate the regulations (new 18 CFR Part 330) implemented by Orders 639 and 639-A and permanently enjoined the FERC from enforcing same. This decision is discussed more fully in Part VIII below.  The Chevron ruling is still subject to appeal and, even if it is affirmed, the FERC will likely attempt to implement these reporting requirements through some other avenue.  Therefore, a discussion of the regulations themselves bears some merit.  

A.
"Gas Service Provider" vs. "OCS Pipeline"


New § 330.1 defines a “Gas Service Provider” to mean "any entity that operates a facility located on the OCS that is used to move natural gas on or across the OCS."


The Commission explained that this expansive definition is consistent with the OCSLA and was purposely employed to create a “broader regulatory sweep” than is covered by the NGA.
 The commission deliberately avoided reference to an “OCS pipeline” or to “transportation” to avoid association with narrower NGA usage, which excludes production and gathering facilities.  Rather, reference is made to “service provider” and to facilities that "move" gas, in an attempt to cover everything between a wellhead and shore.

B.
Reporting Requirements


New §330.2(a) requires Gas Service Providers to file with the Commission an OCSLA Reporting Form consisting of the:

1.
Date of the filing;

2. 
Full legal name and address of the Gas Service Provider;

3. 
Name and address of a contact person;

4. 
The title, name, and address of the Gas Service Provider's officers if a corporation or general partners if a partnership;

5. 
A description and map of the facilities operated by the Gas Service Provider, denoting the facilities' location, length, and size, the points at which service is rendered, with the boundaries of any rate zones or rate areas identified; and

6. 
For all entities affiliated with the Gas Service Provider and engaged in the exploration, development, production, processing, transportation, marketing, consumption, or sale of natural gas: the names and state of incorporation of all corporations, partnerships, business trusts, and similar organizations that directly or indirectly hold control over the Gas Service Provider, and, the names and state of incorporation of all corporations, partnerships, business trusts, and similar organizations directly or indirectly controlled by the Gas Service Provider (where the Gas Service Provider holds control jointly with other interest holders, so state and name the other interest holders).

C.
Conditions of Service


Under §330.2(b) Gas Service Providers must file with the Commission the conditions of service consisting of the following information: 

1.
The full legal name of the shipper receiving service;

2.
A notation of shipper affiliation, if any;

3.
The contract number under which the shipper receives service;

4.
The type of service provided;

5.
Primary receipt point(s);

6.
Primary delivery point(s);

7.
Rates between each pair of points, and;

8.
Other conditions of service deemed relevant by the Gas Service Provider


As an alternative to the above paragraph (b) requirements, a Gas Service Provider may under §330.2(c) file a statement of its rules, regulations, and conditions of service that includes:

1.
The rate between each pair of receipt and delivery points, if point-to-point rates are charged;

2.
The rate per unit per mile, if mileage-based rates are charged;

3.
Any other rate employed by the Gas Service Provider, with a detailed description of how such rate is derived, identifying customers and the rate charged to each customer;

4.
Any adjustments made by the Gas Service Provider to the rates charged based on gas volumes shipped, the conditions of service, or other criteria, identifying customers and the rate adjustment applicable to each customer.

D.
The Exemptions

New §330.3(a) provides that the §330.2(a) and (b) reporting requirements do not apply with respect to:

1.
A Gas Service Provider that serves exclusively a single entity (either itself or one other party), until such time as the Gas Service Provider agrees to serve a second shipper, or the Commission determines that the Gas Service Provider's denial of a request for service is unjustified, and the shipper denied service contests the denial;

2.
A Gas Service Provider that serves exclusively shippers with ownership interests in both the pipeline operated by the Gas Service Provider and the gas produced from a field or fields connected to a single pipeline, until such time as the Gas Service Provider offers to serve a non-owner shipper, or the Commission determines that the Gas Service Provider's denial of a request for service is unjustified, and the shipper denied service contests the denial;

3.
Any pipeline or class of pipelines which feeds into a facility where gas is first collected or a facility where gas is first separated, dehydrated, or otherwise processed; and

4.
Gas Service Providers' facilities and services regulated by the Commission under the Natural Gas Act.

E.
Changes in Status


New §330.3 (b) provides that a Gas Service Provider that is exempt from filing as a “single shipper” under 330.3(a)(1) must comply with the specified reporting requirements within 90 days of agreeing to serve a new shipper or when required by the Commission.


New §330.3(c) requires that when a Gas Service Provider subject to these reporting requirements alters its affiliates, customers, rates, conditions of service, or facilities, within any calendar quarter, it must then file with the Commission, on the first business day of the subsequent quarter, a revised § 330.2 report describing the status of its services and facilities as of the first day of the previous quarter.

VII.
SHELL DEEPWATER DEVELOPMENT: IF IT "MOVES," YOU LOSE

On October 16, 2000 Shell Deepwater Development Inc. and two of its producing affiliates (the “Shell Producers”) filed a petition for a declaratory order requesting that the Commission find that certain offshore services and facilities are not subject to the Commission's regulations promulgated under Orders 639 and 639-A.
 In their Petition, the Shell Producers raised three alternative claims.  First, they contended that they are not "Gas Service Providers" as contemplated by the regulations, and are therefore not required to comply with the reporting requirements. Alternatively, they argued that if they are found to be Gas Service Providers, all of their facilities are exempt from reporting under the “feeder line” exemption contained in § 330.3(a)(3).
 As a further alternative, the Shell Producers argued that their services qualify for either the “shipper owner” or the “single shipper” exemptions of §§ 330.3(a)(1) and (a)(2).
 Finally, the Shell Producers sought clarification of the single shipper and shipper owner exemptions and requested that the Commission find that producer participation in MMS royalty-in-kind (RIK) program will not cause otherwise applicable Order 639 exemptions to terminate.

A.
The Term "Gas Service Providers" Is Intended to Invoke OCSLA’s Broad Sweep


In rejecting the Shell Producer’s claim that they are not Gas Service Providers as intended by the regulations, the FERC confirmed that these new regulations, implemented under the OCSLA, were specifically intended to apply to those parties which operated outside of the NGA’s reach. “OCS Gas Service Providers that are solely engaged in production and gathering, and thus not subject to the Commission's NGA jurisdiction, are nevertheless subject to the Commission's OCSLA jurisdiction.”
  The Commission reiterated that reference to facilities that “move” gas was intended to “capture the expanse of the OCSLA's description of ‘production,’ which covers all services between a wellhead and shore.”
 Consequently, activities characterized as "production handling services" may not be subject to the Commission's NGA jurisdiction, but may be subject to the Commission's OCSLA jurisdiction.
  

B.
The Feeder Line Exemption: A Case by Case Test


The feeder line exemption of § 330.3(a)(3) is identical to the feeder line exemption contained in OCSLA § 5(f)(2).  In their petition the Shell Producers identified fifteen production complexes for which they sought a determination of exempt status.  The Commission refused to create a bright line, blanket exemption for all production platforms, stating:  “While we expect exempt upstream feeder line facilities will generally be found within production fields, we cannot make a generic determination that all platforms and production-related facilities are . . . situated upstream of a point where gas is first collected, separated, dehydrated, or processed.”
 The determination, the FERC concluded, must be made on a case-by-case, facility-by-facility basis.

C.
The Single Shipper Exemption


With regard to this exemption, the Shell producers first sought a declaration that, because the regulations refer to “shippers” and services on a “pipeline,” they do not apply to services rendered on a production platform.  If however, services performed on a production platform are included, the Shell Producers sought a clarification that that the single shipper exemption would be applied consistently.
  In response, the Commission clarified as follows:

the single shipper exemption may apply to any facility used to move gas on or across the OCS (i.e., any facility that the gas physically passes through), including, but not limited to: production facilities, platforms, jackets, pipelines, various types of pipe, manifolds, separators, dehydrators, compressors, and any other facility by which gas service is provided.


The Commission also clarified that if service is provided to multiple parties under a single contract, the single shipper exemption will apply only if the multiple parties have formed a single entity.
   Further, in such a case the exemption will only apply if “the rates and terms and conditions of service under such contract are the same for all of the persons and entities covered by and being served under such contract.”

D.
The Shipper Owner Exemption


The Shell producers raised numerous questions regarding the interpretation of the shipper owner exemption, including (1) whether all shippers must be owners, and all owners must be shippers; and (2) what types of ownership of production interests must apply in order to qualify for this exemption.
  In response, the Commission clarified that, “to qualify for the exemption, all production shippers must be facility owners, but all facility owners need not be production shippers.”
  The Commission also recognized a difference among owning the “gas produced from the connected fields,” owning the “gas supplies transported,” and owning “the production attached to the pipeline.”  The Commission responded to these distinctions with one simple clarification:  “if any movement of gas is provided to a non-owner of the facility, the exemption does not apply.”


Finally, the Commission clarified that “transporting gas on behalf of MMS under its royalty-in-kind program will be considered to be service for a separate shipper - but only if gas is actually moving under such an arrangement.”
  

E.
Applying the Exemptions


The Commission went on to apply the exemptions to each of the complexes identified by the Shell Producers, breaking each one down into its component facilities for the purpose of analysis. In actual application of the analysis, the majority of the specific Shell Producer facilities were found to fall under one of the exemptions.
  Perhaps more valuable is the Commission’s statement as to how it went through the process of analysis:

At the outset, it is well to remember that each facility is examined on its own; there is no "primary function" test applied to a grouping of facilities. Next, the approach to the analysis is one of exclusion. That is, the reporting requirements apply unless the gas facility clearly meets an exception. Thus, the most efficient analysis would begin with the easiest to determine exception and proceed toward the more difficult. Once an exception is found to apply, the analysis ends. For the facilities that are the subject of this order, the Commission found that the easiest to determine exception was whether the facility was regulated by the Commission under the NGA. Next, in order, were the shipper owner and single shipper exceptions. The most technically involved exception, and the last to be checked against the facts and circumstances of a specific case, is whether the facility qualifies as a "feeder line." Applying this process to the subject facilities, once a facility was found to meet an exemption, the Commission did not investigate further to determine if the facility also qualified for other exemptions.


Finally, the Commission indicated that it expects the Gas Service Providers to determine for themselves which facilities are subject to the OCSLA reporting requirements, without relying upon requests for declaratory orders from the Commission.

VIII.
CHEVRON v. FERC:   THE COURT ENJOINS ORDERS 639 and 639-A 

As noted above, the United States District Court for the District of Columbia in Chevron ruled on January 11 of this year that FERC did not have the authority under OCSLA to issue Orders 639 and 639-A and enjoined the FERC’s enforcement of the orders.
 Although the primary issue presented to the Chevron Court was “whether the FERC exceeded its authority by ordering the release of the commercially sensitive information” under Orders 639 and 639-A, the Court decided that it “must first determine, as a threshold matter, whether the agency had the power to require production of the information in the first place.”  


The Court began its analysis with the text of the OSCLA.  In so doing, the Court addressed each of the provisions of OCSLA it believed might authorize FERC to issue and enforce Orders 639 and 639-A because FERC did not specify in its orders which particular OCSLA provision(s) granted such authority.


First, the Court addressed whether Section 1334(e) (Pipeline rights-of-way; forfeiture of grant) authorized FERC Orders 639 and 639-A.  This provision states:

Rights-of-way through the submerged lands of the outer Continental Shelf, whether or not such lands are included in a lease maintained or issued pursuant to this Act, may be granted by the Secretary for pipeline purposes for the transportation of oil Rights-of-way through the submerged lands of the outer Continental Shelf, whether or not such lands are included in a lease maintained or issued pursuant to this Act, may be granted by the Secretary for pipeline purposes for the transportation of oil, natural gas, sulphur, or other minerals, or under such regulations and upon such conditions as may be prescribed by the Secretary, or where appropriate the Secretary of Transportation, including (as provided in section 21(b) of this Act [43 USCS §  1347(b)) assuring maximum environmental protection by utilization of the best available and safest technologies, including the safest practices for pipeline burial and upon the express condition that oil or gas pipelines shall transport or purchase without discrimination, oil or natural gas produced from submerged lands or outer Continental Shelf lands in the vicinity of the pipelines in such proportionate amounts as the Federal Energy Regulatory Commission, in consultation with the Secretary of Energy, may, after a full hearing with due notice thereof to the interested parties, determine to be reasonable, taking into account, among other things, conservation and the prevention of waste. Failure to comply with the provisions of this section or the regulations and conditions prescribed under this section shall be ground for forfeiture of the grant in an appropriate judicial proceeding[.]
  


Notwithstanding its finding that FERC was not relying on this section as the basis for its power to promulgate the reporting regulations, the Court found “that it does not grant FERC the rule-making power it exercised in Order Nos. 639 and 639-A.”  


The Court found this statutory provision was clear with regard to FERC’s authority. In the context of right-of-ways, “it authorized FERC to determine proportionate amounts of oil or natural gas produced from submerged lands or OCS lands to be transported or purchased.” The Court found that in Orders 636 and 636-A, “FERC did not make any decision regarding amounts of gas or oil to be transported or purchased and certainly did not do so in an adjudicative setting,” “[r]ather the agency promulgated OCS-wide regulations that require the plaintiffs to submit commercially sensitive information to ensure that they are not acting in an anti-competitive manner.”  The Court concluded that “[t]here is absolutely no way to construe this clear statutory provision as granting the FERC the ability to promulgate such reporting regulations.”


Second, the Court analyzed Section 1334(f)(1)(A) (Competitive principles governing pipeline operation).  That subsection provides:

(1)  Except as provided in paragraph (2), every permit, license, easement, right-of-way, or other grant of authority for the transportation by pipeline on or across the outer Continental Shelf of oil or gas shall require that the pipeline be operated in accordance with the following competitive principles:

(A)  The pipeline must provide open and nondiscriminatory access to both owner and nonowner shippers.


The Court found that this provision “was void of any ambiguity,” and that it “provides that whenever an agency issues a permit, license, easement, right of way, or other grant of authority for the transportation by pipeline on or across the OCS of oil or gas to a party, the agency must require the party to operate the pipeline in accordance with the competitive principle articulated in paragraph (A).”  Concluding that this subsection acts as a limitation on the manner in which an agency issues such permits, licenses, easements, rights-of-way, or other grants, the Court found that it did not provide “the agency with additional authority to promulgate regulations.” 


Third, the Court considered whether subsection 1334(f)(1)(B) of the OCSLA provides the FERC with the power to issue Orders 639 and 639-A.  Subsection 1334(f)(1)(B) provides that:

(B)  Upon the specific request of one or more owner or nonowner shippers able to provide a guaranteed level of throughput, and on the condition that the shipper or shippers requesting such expansion shall be responsible for bearing their proportionate share of the costs and risks related thereto, the Federal Energy Regulatory Commission may, upon finding, after a full hearing with due notice thereof to the interested parties, that such expansion is within technological limits and economic feasibility, order a subsequent expansion of throughput capacity of any pipeline for which the permit, license, easement, right-of-way, or other grant of authority is approved or issued after the date of enactment of this subparagraph [enacted Sept. 18, 1978]. This subparagraph shall not apply to any such grant of authority approved or issued for the Gulf of Mexico or the Santa Barbara Channel.


In analyzing this provision, that the Court found that it granted “the FERC the power – after an adjudicative hearing – to order an expansion of a pipeline in OCS areas,” but rejected “any assertion by the FERC that it grants the agency with the power to promulgate” the reporting regulations at issue.


Fourth, the Court sought to determine whether §1334(f)(2) authorized the FERC to issue the Orders 639 and 639-A.  Section 1334(f)(2) provides that:

[t]he Federal Energy Regulatory Commission may, by order or regulation, exempt from any or all of the requirements of paragraph (1) of this subsection any pipeline or class of pipelines which feeds into a facility where oil and gas are first collected or a facility where oil and gas are first separated, dehydrated, or otherwise processed.


The Court found that this was “OCSLA’s first, and apparently only, grant of regulation making authority to the FERC.”  The Court, however, concluded that this power “is expressly limited to determining which lines will be exempt from the OCSLA’s requirements in paragraph 1334(f)(1) as being feeder lines.” Accordingly, the Court rejected FERC’s attempt to bootstrap this limited grant of regulation making authority into the power to issue Orders 639 and 639-A. 


Finally, the Court addressed section 1334(f)(3).  That section provides that:

the Secretary of Energy and the Federal Energy Regulatory Commission shall consult with and give due consideration to the views of the Attorney General on specific conditions to be included in any permit, license, easement, right-of-way, or grant of authority in order to ensure that pipelines are operated in accordance with the competitive principles set forth in paragraph (1) of this subsection. In preparing any such views, the Attorney General shall consult with the Federal Trade Commission.


Noting that FERC apparently disavowed any reliance on this provision as the basis for its authority to issue Orders 639 and 639-A, the Court found that this provision clearly does not provide the FERC with the power to issue the contested regulations.  Rather, the Court found that this provision requires that prior to including any specific conditions in a permit, license, easement, right-of-way, or grant of authority in order to ensure that the pipelines operate in accordance with the competitive principles, the agency should consult with the Attorney General. 


In reaching its decision, the Court rejected FERC’s position that the D.C. Circuit’s decision in Shell Oil Company v. FERC,
 recognized the agency’s authority under the OCSLA to promulgate the reporting regulations at issue in these cases.  The Court found that Orders 639 and 639-A are readily distinguishable from the order at issue in Shell.  Specifically, the Court stated that:

In contrast to the situation in Shell, the FERC in the present cases has not ruled, in the context of an adjudicative proceeding, whether certain conduct violates the OCSLA itself by promulgating OCS-wide reporting regulations that require them to submit sensitive commercial information to the agency.  Moreover, the FERC’s action specifically sustained in Shell (and referred to by the FERC in its motion for summary judgment) concerned the agency’s decision to order an interconnection as the remedy for the violation of the open access provision.  The Court found this remedy permissible since it was necessary to compel compliance with the open access provision of the statute.


The Chevron decision, if affirmed, will obviously impede the FERC’s efforts to eliminate distinctions among those parties providing similar natural gas services on the OCS but subject to separate regulatory regimes. The FERC’s stated rationale for relying on its perceived OCSLA regulatory jurisdiction over gatherers and producers was the absence of such coverage under the NGA.  Therefore, it would be virtually impossible for the Commission to back up now and attempt to use the NGA to reach such parties.  It is also clear, however, that the FERC considers adherence to the NGA's open access and nondiscrimination requirements to satisfy OCSLA mandates, and that these similarly situated groups should be subject to similar requirements.  Therefore, it is likely that the FERC will vigorously appeal the Chevron decision and that, even if the decision is upheld, the FERC will attempt to find some other means to impose upon all OCS gas service providers reporting requirements similar to those contemplated by Orders 639 and 639-A.
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