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Introduction
the attorneys of Fulbright & Jaworski l.l.P. represent clients throughout all sectors of the 

energy industry around the world and experience firsthand the litigation and regulatory trends 

emerging within that industry. Fulbright’s Trends in Energy Litigation 2007 is a compilation 

of analyses of major energy litigation trends written by Fulbright attorneys in various practice 

areas who routinely work with the energy industry on matters encompassing litigation, tax, 

environmental, regulatory, and corporate issues. 

this is the third report in a series that Fulbright initiated with Trends in Energy Litigation 

2002, followed by Trends in Energy Litigation 2004. the current report summarizes key 

developments since 2004 and focuses on current and future trends. it is organized in sections: 

international, upstream, Downstream, Alternative Energy, Corporate, and Other litigation. 

this report differs from Fulbright’s annual Litigation Trends Survey Findings, which summarizes 

the results of an annual survey of opinions and experiences of corporate counsel throughout  

all industries.

geographically, much of the new energy litigation stems from matters in the  

international arena and the mid-continent region of the united States. Although the  

current report reflects the breadth of subjects that are generating energy litigation, three 

recent trends are particularly noteworthy: (1) the criminalization of energy and environmental 

matters by the federal government, as well as a marked increase in government regulations, 

investigations and litigation; (2) internationally, host governments seeking a larger share of 

royalties and even asset ownership through “resource nationalism” in extreme cases; and (3) 

expanded regulatory commission oversight of energy trading practices that form the basis for 

claims of market manipulation.

the factors driving more energy litigation and regulatory actions are unlikely to subside: 

namely, growing global demand, rising prices, heightened geopolitical tensions, and a variety of 

regulatory, social, and environmental issues. Now more than ever, keeping a close watch on the 

energy litigation landscape is good business practice.

Editors
Daniel M. McClure 
David J.Van Susteren 
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International Energ y Disputes:  
Regional Developments
oVerVieW
by John Bowman

in multiple venues in numerous countries, 2006 was a very busy year for energy litigators. 

high prices, coupled with the swing of the political pendulum in several regions of the 

world, led to a chain reaction in which countries such as Algeria, bolivia, China, Ecuador, 

russia, and Venezuela tried to increase their take on energy projects. Although the ultimate 

outcome of those efforts (and of the disputes arising thereof ) will only become apparent in 

a few years, 2006 was filled with significant decisions stemming from earlier energy cases. 

Some of those decisions dealt with long-standing investment disputes arising from the 2000-

2002 Argentinean financial crisis and from Ecuador’s protracted difficulties with various oil 

and gas companies. Other decisions dealt with the sometimes difficult partnership between 

governments in former Soviet republics and international energy companies. in each case,  

the common denominator was the allegation by private energy companies that they had  

been mistreated by the state in which they were doing business.

At the same time, Africa featured several disputes among oil and gas joint venture 

partners, local representatives, and state oil companies. Meanwhile, Europe, already a favorite 

venue for energy disputes, considered measures to open the electricity and gas markets, which 

will likely generate a new round of disputes.

the international section of this report starts by discussing recent energy litigation trends 

in Africa, followed by those in latin America. trends in Asia and the Middle East will then be 

addressed, and this section concludes with a discussion of the latest developments in Europe. 

As these trends illustrate, the underlying complexity and undeniable political aspects of the 

energy business create a broad array of disputes worldwide.
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aFriCa
by John Bowman and Willie Wood

recent high oil prices and a worldwide resurgence of resource nationalism triggered calls by 

some governments and state oil companies for greater participation in oil and gas projects 

in their home countries and for more favorable fiscal terms under existing contracts. in 

Africa, some of these state demands have resulted in formal dispute resolution proceedings, 

including conciliation, arbitration, and litigation in local courts. international oil companies 

are scrambling to determine how best to protect their substantial investments under long-term 

host government contracts. they are also questioning the wisdom of additional investment 

and new projects. Whether this trend becomes an epidemic will depend on oil prices, local 

politics, host government desire to attract foreign investment, and a willingness on both sides 

to compromise.

Vulture funds that buy developing country debt for pennies on the dollar continue 

their efforts to convert those obligations to cash by garnishing royalties and other payment 

obligations owed by international oil companies to host governments. Courts in texas, britain 

and France have ordered oil companies to pay off state debt now held by these funds. Caught 

in the middle between court rulings in developed countries and host government demands for 

payment of petroleum contract obligations, oil companies may end up paying double or losing 

their concessions to competitors from countries less inclined to make third parties liable for 

state-owned debt. Court actions concerning the Congo are best known, but the Congo may 

not be the only producing country in Africa with vulture funds circling over large payments 

due from international oil companies.

Disputes do occur among international oil companies, but they do not often end in 

litigation. While the area of mutual interest agreement does not represent an exception to 

this rule, it can present special legal and technical problems. in 2005, a u.S. promoter went 

to federal court to obtain the right to proceeds under joint operating agreements (that it had 

energy litigation trends relating to africa fall into four categories: first, claims arising out  

of demands by host governments and state oil companies relating to production-sharing 

agreements; second, claims brought by so-called vulture funds seeking to garnish royalties  

owed by oil companies to debt-ridden oil-producing countries; third, disputes among joint  

venture partners; and fourth, claims brought by local consultants or representatives against 

international oil companies and service companies.
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not signed) governing West African offshore blocks. the federal district court required the 

promoter to arbitrate its claims because at least one of the operating agreements contained  

an arbitration provision. When the venue for the dispute abruptly shifted from North texas  

to Paris, France, the case quickly settled. 

representative agreements, real or imagined, also provide fertile ground for disputes. 

Claims by local representatives for commissions or success bonuses have recently resulted in 

a number of filed or threatened arbitrations relating to projects in West Africa. issues include 

whether the representative breached the Foreign Corrupt Practices Act (FCPA) provisions 

in the relevant contract with the oil company and whether the award of a block entitles the 

representative to a success bonus when the oil company refuses to accept the award based 

on the small size of the offered interest and the inclusion by the government of numerous 

unknown local oil company participants. in one potential source of future litigation, an 

aspiring local representative sent packages of unsolicited technical data to several international 

oil companies followed by demands for payment, possibly in order to assert a right to share in 

future discoveries.

in what may be the vanguard of a perverse trend of personal attacks on arbitral tribunals 

by claimants disappointed by unfavorable awards, texas plaintiffs have filed and lost three 

court actions, in both Switzerland and texas, in an effort to set aside a geneva award in which 

the three-member tribunal unanimously ruled that the claimant lacked legal capacity to bring 

claims for breach of a slop oil contract with the Nigerian National Petroleum Corporation 

(NNPC). in the most recent action, filed in u.S. District Court in beaumont, texas, the court 

dismissed claims that NNPC bribed the tribunal, holding that the court lacked subject matter 

jurisdiction under the united Nations Convention on the recognition and Enforcement of 

Foreign Arbitral Awards, to which the u.S. is a party. the court’s decision reflects a definite 

trend by u.S. district courts, which recognize that only courts at the seat of arbitration, in this 

case Switzerland, have the power to set aside an award falling under the Convention.

LaTin aMeriCa
by Anibal Sabater and John Bowman
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investment arbitrations brought mainly under bilateral investment treaties (biTs) make up the dominant 

litigation trend affecting energy projects in Latin america, with the leading contributors being the 

argentine financial crisis of 2000-2002 and the reassertion of government control over oil and gas 

production and transportation. argentina and ecuador have generated the most claims. More than  

�5 arbitrations against argentina were pending at the beginning of 2007 at the international Centre
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For Argentina, the trend of results so far in its investment arbitrations with energy companies 

can be summed up in one word: adverse. An iCSiD arbitral tribunal ruled in 2005 in favor of 

CMS gas transmission Company, a minority shareholder in an Argentine company holding 

a 35-year license to transport natural gas. the tribunal concluded that Argentina’s refusals to 

adjust tariffs in accordance with the license during Argentina’s economic crisis breached the 

obligation of fair and equitable treatment in the u.S.-Argentina bit and the stabilization 

clauses in the license. According to the tribunal, there can be no doubt that a stable legal 

and business environment is an essential element of fair and equitable treatment. rejecting 

Argentina’s defense based on a “state of necessity,” the tribunal awarded CMS damages of 

$133.2 million using the discounted cash flow method. 

in 2006, another iCSiD tribunal ruled against Argentina and in favor of lg&E, which 

had acquired three newly privatized gas companies in 1999, based on Argentina’s continuing 

to freeze contractually required tariff adjustments after its economic crisis had receded. the 

tribunal found that Argentina’s actions were contrary to four investment obligations laid out in 

the u.S.-Argentina bit: fair and equitable treatment, minimum treatment under international 

law, prohibition of discriminatory measures, and an umbrella clause requiring the state to 

observe its contractual obligations owed to investors. the tribunal ordered that a separate phase 

of arbitration take place to calculate lg&E’s damages.

For Ecuador, the trend has also been adverse. in 2004, repsolYPF won a $13.7 million 

award against Petroecuador for services under an oil exploration and production contract 

with Ecuador. this award was confirmed by an iCSiD annulment committee in January 

2007. in 2005, the Southern District of New York decided a case deserving far more attention 

than can be given here, Republic of Ecuador v. ChevronTexaco Corp., 376 F. Supp. 2d 334 

(S.D.N.Y. 2005). Chevrontexaco had commenced an American Arbitration Association 

(AAA) arbitration in which it sought to require Petroecuador to indemnify it, pursuant to a 

joint operating agreement (JOA), for potential damages arising out of litigation brought by 

for the settlement of investment disputes (iCsid), the dispute resolution center of The World 

bank, including claims by �� energy companies totaling more than $8 billion. Third only to 

argentina and romania, ecuador remains one of the most frequently sued states in investment 

arbitrations, and the election of rafael Correa at the end of 2006 strongly suggests that more 

claims will be brought. The anticipated number of arbitrations against bolivia and Venezuela has 

not materialized, with the great majority of energy companies able to reach an accommodation 

with the current governments, but that could change if these states continue to pursue 

nationalization of industries viewed as strategic.
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private citizens in Ecuador courts over environmental contamination. the district court denied 

Petroecuador’s summary judgment motion, which asserted that Petroecuador had never entered 

into an agreement to arbitrate, even though Petroecuador had not signed the JOA containing 

the arbitration clause.

Also in 2005, a london Court of international Arbitration (lCiA) tribunal found in 

favor of Occidental Exploration and Production Company (Oxy), determining its Value Added 

tax (VAt) claims came within the scope of the u.S.-Ecuador bit. the tribunal awarded 

Oxy approximately $75 million in VAt refunds. Ecuador sought to set aside the Oxy award 

in the English courts, where Oxy challenged the court’s jurisdiction to interpret a treaty (the 

u.S.-Ecuador bit) to which England was not a party. the English court determined that it 

had jurisdiction, but this victory by Ecuador was short-lived, as in early 2006, the English 

court ruled against Ecuador on its application to set aside the award. (When Oxy and Ecuador 

could not negotiate a settlement to this long-running dispute, Ecuador terminated its contract 

with Oxy, prompting Oxy to commence an iCSiD arbitration). in the one recent bright spot 

in Ecuador’s litigation with international oil companies, an lCiA arbitral tribunal dismissed 

in 2006 similar claims for refund of VAt payments by Encana Corporation, a Canadian oil 

company, deciding that those claims did not fall within the scope of the Canada-Ecuador bit. 

At the start of 2007, four electricity companies (Duke Energy, EMElEC, MCi Power 

group, and Machala Power) and two oil companies (Oxy and repsolYPF) had claims pending 

before iCSiD against Ecuador. the reported total amount of these claims exceeds $3 billion. 

Also, in October 2006, iCSiD registered an arbitration request submitted by técnicas 

reunidas, S.A. and Eurocontrol, S.A. (two Spanish construction and engineering companies), 

whose claims stem from the expansion of Ecuador’s largest oil refinery, Esmeraldas. More 

investment claims against Ecuador can be predicted if Ecuador’s new president overcomes the 

opposition of Ecuador’s Congress and imposes his nationalistic, anti-oil company agenda.

As noted, bolivia and Venezuela have for the most part avoided litigation with foreign 

investors. One trend with respect to arbitration awards against Venezuela can be detected, 

however. Venezuela has paid all of the recent awards against it. Most recently, as reported in 

the press, rafael ramírez, Minister of Energy and Mines and head of Petróleos de Venezuela 

S.A. (PDVSA), announced to the National Assembly in early 2006 that PDVSA had paid the 

foreign operator of a crude oil loading terminal a $25 million award rendered by an international 

Chamber of Commerce (iCC) arbitral tribunal. With announcements by the Venezuelan 

government in early 2007 that it would nationalize the power industry and take greater control  

of upstream associations in the Orinoco belt, more investment claims can be expected.
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asia and MiddLe easT
by Mike Arruda, John Lonsberg and John Bowman

two long-running disputes between energy companies and host governments culminated in a 

judicial decision in one case and an arbitral award in the other. both teach an important lesson 

that states seem slow to learn: states can be held accountable for manipulating state enterprises  

to deprive foreign companies of the value of their bargain.

in Bridas S.A.P.I.C. v. Government of Turkmenistan, 447 F.3d 411 (5th Cir. 2006), the Fifth 

Circuit Court of Appeals reversed a decision of the district court and rendered judgment holding 

turkmenistan liable on an arbitral award of almost $500 million, even though turkmenistan had 

not signed any of the relevant contracts. bridas signed a joint venture agreement (JVA) with 

a state company designated by the government. According to the appellate court, the government 

wanted to increase its share of future proceeds, and to force bridas to renegotiate, the government 

ordered bridas to halt operations and cease making imports into and exports from turkmenistan. 

After bridas initiated arbitration, the government dissolved the state party to the JVA, formed a 

new company, turkmenneft, and decreed that all proceeds from oil and gas exports were to be 

directed to a special State Oil and gas Development Fund, which was declared immune from 

seizure. Applying u.S. legal principles for piercing the corporate veil, the Fifth Circuit Court 

determined: (1) that the government’s manipulation of turkmenneft to prevent bridas from 

recovering any substantial damage award satisfied the “fraud or injustice” prong of this analysis; 

From yemen to the Former soviet Union (FsU) to China, the main source of major energy 

disputes in asia is the same: state action in disregard of contract rights. in yemen, the 

government reneged on an agreement extending the production-sharing agreement for block 

�8 for five years, causing a partnership formed by hunt oil Company and exxonMobil to 

commence an iCC arbitration in late 2005. in russia, the government acted in complete 

disregard of not only contract rights but also civil rights as it proceeded to dismantle and 

plunder yukos oil for the benefit of state companies, triggering litigation in U.s. courts by  

the company and arbitrations under the energy Charter Treaty by its shareholders. in China, the 

government imposed a windfall profits tax in april 2006, despite stabilization commitments  

in state petroleum contracts, prompting at least one major oil company to declare its 

readiness to arbitrate. in asia, the focus of claims by international energy companies has  

shifted dramatically from downstream power projects to upstream oil and gas projects.
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and (2) that the government exercised such complete control over turkmenneft 

as to be its alter ego. the court stressed: “intentionally bleeding a subsidiary to 

thwart creditors is a classic ground for piercing the corporate veil.” 

Similar conduct was at issue in an arbitration between Petrobart limited 

(Petrobart) and the Kyrgyz republic (Kyrgyz) at the Arbitration institute of 

the Stockholm Chamber of Commerce. like bridas, Petrobart was forced by 

the maneuvers of Kyrgyz to litigate in multiple forums, finally obtaining a 

favorable award based on its rights under the Energy Charter treaty (ECt), 

to which Kyrgyz is a party. Petrobart had entered into a contract for the 

sale of 200,000 tons of gas condensate with KgM, a state company. KgM 

failed to pay for three deliveries under this contract. Finding that Petrobart 

was an investor under the broad definition of investment in the ECt, the 

arbitral tribunal ruled that Kyrgyz breached its treaty obligation of fair and 

equitable treatment when the government restructured its state energy sector 

by transferring assets out of KgM, while KgM’s debts remained with KgM. 

in its award dated March 29, 2005, the tribunal held that Kyrgyz, which was 

responsible for the transfer of KgM’s assets, should compensate Petrobart for 

damages, which the tribunal estimated at 75% of its justified claims against 

KgM, or approximately $1.1 million plus interest.

While investor claims against host governments and state enterprises today 

dominate the energy litigation landscape in Asia and elsewhere, disputes among 

joint venture partners, between operators and service companies, and between 

promoters and international oil companies also occur. in particular, a “mini-

trend” of lawsuits and arbitrations brought by grynberg Petroleum continues 

to pursue most of the participants in the Kashagan Field in the North Caspian 

Sea, Kazakhstan. in 2006, grynberg Petroleum brought separate lawsuits in 

district court in Denver, Colorado, against total and Shell, alleging unjust 

enrichment and breach of fiduciary duty. in 2006, these claims were dismissed 

as barred by limitations and laches. Within two months, the same plaintiffs 

brought new lawsuits, making essentially the same allegations against ENi and 

bP in the Southern District of New York.

Investor claims against  

host governments and state 

enterprises today dominate  

the energy litigation landscape 

in Asia and elsewhere.
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eUroPe
by Lista Cannon and Graham Simkin

in the london Commercial Court, 1,808 cases were filed in 1999, but by 2005, this had 

dropped to 973. the decline in the number of cases in the Commercial Court reflects changes 

to the English rules of Civil Procedure following the Woolf reforms but also recognizes the 

international preference among many companies to consider arbitration. generally, in recent 

years a progressive trend has occurred towards favoring arbitration over the court system. in  

the last five years, the lCiA has seen its new caseload double, while that of the iCC has over 

the same five-year period remained stable, despite a reduction in the period 2002 to 2005  

from 593 to 521 new cases. The American Lawyer scorecard of the largest arbitration claims  

in 2005 noted that of the top 50 claims (with a value of u.S. $800 million and above),  

35 have European seats (nine in geneva, seven in london, five in Zurich, four in Paris and  

ten elsewhere). Significantly, in the other 15 cases, seven were brought under the rules of 

European institutions.

the london and European dispute arenas remain strong and continue to be part of the 

fabric of corporate life. however, it is not only disputes in arbitration and court proceedings 

that are consuming the time and budgets of corporations. increasing regulatory inquiries, 

often crossing more than one country or continent, as well as increasing internal company 

investigations, occupy more and more of the time of corporate managers and their advisers.

Fulbright’s 2006 Third Annual Litigation Trends Survey Findings reveal that u.K. 

corporations operate in an increasingly litigious environment, and one in three u.K. businesses 

(33%) expects to see an increase in litigation matters over the next three years. the survey 

reveals that u.K. corporations are spending more time and more of their legal budgets on 

dealing with regulatory issues. Almost three out of five (58%) u.K. respondents stated they had 

faced a regulatory proceeding in the past 12 months, compared with 51% of u.S. respondents. 

regulatory issues were also cited by 40% of u.K. companies as a primary litigation concern, 

compared with just 21% in the u.S. this difference may be explained by the fact that 44% of 

the u.K. respondents have faced at least one regulatory proceeding in which $20 million or 

For many years, London has been a major center for international commerce, finance and trade 

and, as a result, a major center for the resolution of disputes. When entering into international 

contracts written in english, irrespective of the residency of a party, the energy industry regularly 

selects the law of england or new york as the governing law of the contract. at the Commercial 

Court in London, 70% of cases involve a non-english incorporated party, and a similar percentage 

applies at the LCia. however, the landscape for disputes in London has changed in recent years.
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more was at stake. Energy corporations, however, did not top the survey as the sector with the 

highest legal costs. that prize went to the engineering and construction sector, followed by the 

insurance sector and the manufacturing sector, and then the energy industry. 

Several Eu countries have introduced class actions, particularly to address consumer and 

product liability complaints, and France has released details about its proposals to permit such 

actions. generally none of the Eu member states has made proposals that approach the scope 

of the system available in the u.S. the absence of contingent fees in the Eu and a strict view 

by the courts on damages awards are a further impediment to the advance of a European class 

action phenomenon. however, changes are taking place and corporations are advised to pay 

close attention to the area.

The european Commission’s Use of Competition Law and  
regulatory Powers in the opening of energy Markets in europe

A recent notable trend has been the use of competition law and regulatory powers by 

the European Commission to assist in the drive to open the energy market in Europe. 

liberalization of the energy sector has been on the European Commission’s agenda for many 

years. in 2003, two Directives were adopted with a view to creating liberalized internal energy 

markets. Directive 2003/54/EC of 26 June 2003 (concerning common rules for the internal 

market in electricity); Directive 2003/55/EC of 26 June 2003 (concerning common rules 

for the internal market in natural gas). in May 2005, the Commission’s Director general for 

Competition opened a Europe-wide investigation into the Energy sector under Article 17 of 

regulation 1/2003. Council regulation (EC) No 1/2003 of 16 December 2002. Although 

rarely used until recently, Articles 18-21 provide the Commission with information-gathering 

tools that can be used to identify barriers to competition and form the basis for further action. 

the Preliminary report was published in February 2006 and outlined “serious malfunctions” 

in the energy market characterized by:

D “A high degree of market concentration”;

D “Vertical foreclosure” limiting the supplies available to new companies;

D “Lack of market integration” across member states;

D “Lack of transparency” in access to information; and

D “ Pricing” formats where supply is influenced by political  

considerations and is not market driven.

Preliminary report of the Sector inquiry under Article 17 regulation 1/2003 on the gas and 

electricity markets. 
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in March 2006, the Commission published a green Paper outlining six key strategy areas 

for establishment of open and competitive markets that enable European companies to compete 

Europe-wide. See A European Strategy for Sustainable, Competitive and Secure Energy. to 

achieve a liberalized internal market, the Commission is adopting an approach that exercises its 

competition law powers in parallel with its regulatory powers.

antitrust investigations

in May 2006, the Commission, using its inspection powers under Article 20 of regulation 

1/2003, carried out dawn raids against a number of utility companies in six member states 

(germany, France, belgium, italy, Austria and hungary) in response to complaints that 

companies had acted against competition rules. 

the Commission is continuing to pursue these investigations “most energetically.” See Neelie 

Kroes, European Commissioner for Competition, in speech “The Need For A Renewed European 

Energy Policy,” OFgEM seminar on Powering the Energy Debate: Europe-Competition and 

regulation, london, 28 September 2006. if the companies have infringed Articles 81 and 82 of 

the EC treaty, they face lengthy and expensive proceedings with the potential for fines of up to 

10% of their total turnover for the previous business year and, potentially, damages claims from 

other industry players and perhaps consumer groups. in the u.S., civil claims following regulatory 

and antitrust inquiries are common, often by way of a class action and pursued on a contingency 

fee basis. it remains to be seen if the growing interest in class action proceedings in Europe will 

extend to cases based on “antitrust” violations.

Monitoring of Mergers

Member States appear to be protecting their national markets and companies when faced with 

cross-border mergers and argue that they have a wide range of domestic and strategic interests  

to consider. the current EC Merger regulation (Council regulation (EC) No. 139/2004)  

gives the Commission broad powers to deal with mergers that it considers to be incompatible 

with the common market. there are two recent examples of the Commission taking on  

national authorities.

When germany’s energy firm E.ON tried to acquire Spain’s power firm Endesa, Spain passed 

emergency legislation increasing the supervisory powers of the Comisión Nacional de Energía 

(CNE), the Spanish electricity and gas regulator. royal Decree-law 4/2006 of 24 February 2006. 

that legislation effectively ensured that the acquisition would need to be approved by CNE. 

the Commission began infringement proceedings against Spain on the basis that such a law 

would unduly restrict the free movement of capital and the right of establishment. Articles 56 
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and 43 of the EC treaty. CNE then attempted to place conditions on E.ON that should  

the acquisition be approved, it would have to sell off a substantial portion of Endesa’s 

generating capacity in Spain, specifically its coal-fired stations and nuclear plants. the 

Commission decided these conditions breached Article 21 of the Eu Merger regulation 

and, in September 2006, required Spain to withdraw the conditions without delay. Council 

regulation (EC) No. 139/2004.

the proposed merger between French companies Suez and state-owned gaz de France 

(gdF) came about to deflect a bid from italian company Enel for Suez. regulators originally 

found that the merger would have “anticompetitive effects” on the belgian gas and electricity 

markets and the French gas market, but regulators approved the merger in November 2006 

subject to certain conditions, including divesture of certain companies within the groups.

regulatory Measures

in April, the Commission used its regulatory powers to commence proceedings against 17 

member states for failure to implement the 2003 gas and Electricity Directives, and the 

European Court of Justice has already found luxemburg guilty of infringing the Directives. 

the deadline for full liberalization is July 1, 2007, and it remains to be seen whether this 

deadline will be met.

Future steps

Following on from the green Paper, the Strategic Eu Energy review was published in January 

2007, proposing the framework for the Eu’s energy market. this review will be the basis on 

which the European Council will formulate the Eu’s future energy policy. there has been 

much speculation as to what these measures may be.

in a recent speech, Neelie Kroes, the European Commissioner for Competition Policy, 

outlined possible measures that could be adopted and advocated “ownership unbundling,” or 

separating infrastructure from supply and generation. Such a policy has been endorsed by José 

Manuel barroso, the European Commission President.

An approach taken in Scotland may be one that will be repeated elsewhere in Europe 

whereby two dominant energy companies continue to own electricity infrastructure, but the 

transmission lines are leased to and run by National grid, an independent group.

Overall, the year 2006 has been an important one in the effort to create a liberalized 

European energy market. the Commission has shown a determination to use the law as a tool 

alongside political persuasion. What further steps will be taken in 2007 remains to be seen.
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UPsTreaM

Federal Land Access: Renewed Litigation 
Over Perceived Wilderness
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Upstream 
FederaL Land aCCess: reneWed  

LiTigaTion oVer PerCeiVed WiLderness
by Poe Leggette

suits over Wilderness inventories and Citizens’ Proposed Wilderness 
Southern Utah Wilderness Alliance v. Norton

One of the key legal issues confronting industry with respect to the blM oil and gas leasing 

processes relates to issues associated with wilderness characteristics. A recent decision in the 

u.S. District Court for the District of utah has opened the floodgates for new legal challenges 

to blM oil and gas lease sales in the intermountain West, particularly in utah, Colorado, and 

Wyoming. See S. Utah Wilderness Alliance (SuWA) v. Norton, 457 F. Supp. 2d 1253 (D. utah 

2006). Although the federal defendants and a coalition of oil and gas companies have appealed 

this decision, the short-term ramifications are significant. blM has suspended additional leases 

and is deferring lease parcels in future sales on lands with wilderness characteristics. in other 

states, environmental organizations are using the case to pattern similar legal challenges to 

blM oil and gas lease sales. 

in SUWA v. Norton, the SuWA challenged utah blM’s decision to offer 16 parcels in 

its November 2003 oil and gas lease sale that purportedly contained wilderness characteristics. 

SuWA brought this suit over blM’s first oil and gas lease sale on lands that blM had 

identified in a statewide wilderness re-inventory. bruce babbitt, then Secretary of the interior, 

had directed blM to re-inventory public lands in utah that some believed contained 

“wilderness characteristics” as defined by the Wilderness Act. After completion of the babbitt 

re-inventory, several environmental groups, still dissatisfied with these previous inventories 

of federal lands, sought to have additional lands included as Wilderness Study Areas (WSAs) 

through submissions of citizens’ wilderness proposals (CWPs). SuWA sought to have these 

CWPs be protected under the standards set forth in the Federal land Policy and Management 

Litigation over alleged wilderness areas has become a major obstacle and impediment to oil and 

gas development on federal lands. environmental groups are using procedural violations of the 

national environmental Policy act (nePa) as a vehicle to obstruct development on bureau of 

Land Management (bLM) and Forest service lands. key decisions from the district Court of Utah 

regarding “wilderness characteristics” and from the Federal Court for the northern district 

of California nullifying President bush’s roadless rule have raised doubts about the ability of 

industry to economically develop this nation’s natural resources on federal lands. 
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Act (FlPMA). in its suit, SuWA argued that blM violated NEPA by failing 

to consider “significant new information” about wilderness characteristics for 

16 lease parcels in areas included in the 1998-99 re-inventory and CWPs. 

the crucial issue in this case was blM’s re-inventory of lands that 

environmental groups claimed possessed wilderness characteristics. under 

FlPMA, Congress had directed blM to inventory land for wilderness 

and select certain lands to be studied for wilderness values. until Congress 

ultimately acted on recommendations from the President, WSAs should be 

formally designated as wilderness. Congress’s authority to designate WSAs, 

however, expired in 1991. See 43 u.S.C. § 1782(a) (2005); Utah v. Norton, 

No. 2:96-CV-0870, 2006 Wl 2711798, at *21, *23 (D. utah Sept. 20, 2006) 

(the 1998-99 re-inventory of public lands in utah for wilderness characteristics 

and the attempt to establish additional WSAs violated FlPMA). 

in SUWA v. Norton, the Court held that blM violated NEPA and 

therefore blM must supplement its existing NEPA analyses prior to leasing 

in light of blM’s 1999 re-inventory and the subsequent information provided 

by SuWA. SUWA, 457 F. Supp. 2d at 1264-65. the court made this ruling 

despite evidence in the record that the “new information” was in reality the 

same information analyzed before, except that new subjective definitions 

of “roads” were utilized to provide a new “spin” on old information. the 

Department of the interior and a coalition of oil and gas lessees have appealed 

the decision to the u.S. Court of Appeals for the tenth Circuit, and the case  

is pending. 

Southern Utah Wilderness Alliance v. United States  
Department of the Interior

Success breeds imitation. After the original decision in SUWA v. Norton, 

SuWA filed a nearly identical legal challenge to the September 2004 blM 

utah oil and gas lease sale. this suit is before the same judge as SuWA’s 

earlier favorable ruling on the November 2003 lease sale. in the pending case, 

seven oil and gas lessees successfully intervened. SuWA moved to amend its 

complaint to add three additional blM utah lease sales, which would bring 

the total number of challenged leases to over 60. blM suspended the oil and 

gas leases from the September 2004 lease sale and moved to dismiss the case for 

A recent decision in the 

U.S. District Court for 

the District of Utah has 

opened the floodgates for 

new legal challenges to 

BLM oil and gas lease 

sales in the Intermountain 

West, particularly in Utah, 

Colorado, and Wyoming.
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mootness. As of March 20, 2007, the court had yet to rule on either SuWA’s motion to amend 

its complaint or the federal defendants’ motion to dismiss as moot.

Environmental organizations have filed similar legal challenges before the Department of 

interior’s interior board of land Appeals (iblA) for other blM lease sales in rocky Mountain 

states. See, e.g., Colorado Environmental Coalition v. Wisely, iblA 2006-260.

The road Wars

in an effort to protect Forest Service roadless areas and restrict great swaths of land from any 

development, the Clinton Administration enacted the roadless Area Conservation rule. 

See Special Areas: roadless Area Conservation, 66 Fed. reg. 3244 (Jan. 12, 2001). this rule 

created de facto wilderness in that it prohibited road building, logging and other development 

on approximately 50 million acres (nearly 1/3) of u.S. Forest Service lands. in 2005, the 

bush administration finalized a rule, the roadless Area Development rule (State Petitions for 

inventoried roadless Area Management, 70 Fed. reg. 25654 (May 13, 2005)), that allowed 

individual states to petition the Forest Service regarding the nature of development to occur on 

inventoried roadless areas in their state. Six years of litigation ensued.

The State of Wyoming v. United States Department of Agriculture

in response to the Clinton rule, the State of Wyoming brought suit against the u.S. 

Department of Agriculture, challenging the Clinton rule and arguing that the rule violated 

NEPA and the Wilderness Act. the court ultimately held that the rule violated NEPA because 

the Forest Service failed to take a “hard look” at substantial changes and environmental 

consequences from the draft EiS to the final EiS. Wyoming v. U.S. Dep’t of Agric., 277 F. Supp. 

2d 1197, 1230 (D. Wyo. 2003). the court further ruled that the Secretary of Agriculture acted 

in an unlawful manner in a “thinly veiled attempt to designate ‘wilderness areas’” in violation of 

the Wilderness Act. Id. at 1239. 

A coalition of environmental groups appealed this decision to the u.S. Court of Appeals 

for the tenth Circuit. During the tenth Circuit appeal, the Forest Service issued the 2005 

Four states and approximately 20 groups challenged the 

Roadless Area Development Rule, alleging violations of 

NEPA and the Endangered Species Act.

6
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bush rule that replaced the Clinton rule and the tenth Circuit dismissed 

the appeal, declaring the issue moot. On September 22, 2006, the state of 

Wyoming attempted to revive its suit by seeking relief from the judgment  

that dismissed the case as moot. this case is pending in the District Court  

of Wyoming.

People ex rel Lockyer v. United States Department of Agriculture

Four states and approximately 20 groups challenged the roadless Area 

Development rule, alleging violations of NEPA and the Endangered Species 

Act (ESA). these groups, led by the Wilderness Society, argued that the Forest 

Service violated NEPA by failing to conduct an environmental analysis (i.e., 

prepare an EiS) in connection with the rule. the Forest Service argued that 

the change in the rule was merely procedural and contended that each state 

would conduct a state-specific NEPA analysis. Magistrate Judge Elizabeth 

laporte disagreed with the Forest Service and struck down the 2001 roadless 

Area Development rule because the Forest Service failed to conduct an 

environmental analysis of the effects of removing the Clinton rule protections 

on the national forests and endangered species. See People ex rel Lockyer v. U.S. 

Dep’t of Agric., Nos. C05-03508 EDl, C05-04038 EDl, 2006 Wl 3006489 

(N.D. Cal. Oct. 11, 2006).

in its decision, the court asked the parties to propose and confer regarding 

the extent of the injunction to be issued. On November 29, 2006, Magistrate 

Judge laporte enjoined all projects, including all oil and gas development, on 

inventoried roadless areas approved after January 12, 2001. Order granting 

injunctive relief, People ex rel Lockyer v. U.S. Dep’t of Agric., at 13 (Nov. 29, 

2006). the Forest Service has indicated an intent to appeal to the u.S. Court 

of Appeals for the Ninth Circuit. this decision, and a potentially similar ruling 

from the Ninth Circuit, would set up a heated debate before the u.S. Supreme 

Court on roadless areas. 
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royaLTy LiTigaTion

Private Royalty Owner Suits
Litigation Over Federal Royalties
Federal Qui Tam Royalty Cases
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royaLTy LiTigaTion 
PriVaTe royaLTy oWner sUiTs
by Dan McClure

Ever since the deregulation of the natural gas pipeline industry starting in the late 1980s, the 

bread-and-butter suits have been based on sales by producers to affiliated companies (such  

as marketing affiliates and gas gathering and processing affiliates) alleging self-dealing and 

below-market sales. While some affiliate suits continue to be filed, suits based on affiliate  

sales appear to have finally begun to decline. this is partly a result of the trend toward less 

vertical integration and more separation of upstream, midstream, and downstream ownership 

in the energy industry. the downward trend is also a function of the maturing case law 

regarding affiliate sales and of an increase in the number of producers basing royalties more  

on downstream re-sales by affiliates, such that royalty owners share in downstream value-added 

activities (even though “at the well” lease language does not require royalties to be based on 

downstream value).

the main action in royalty litigation arises from continuing disputes over the deduction 

of post-production costs in calculating royalties, particularly in natural gas cases. the 

prevalence of these suits depends entirely on where the production is located and where the 

suit is filed. in texas, the deductibility of costs such as transportation, processing, treatment, 

compression, dehydration and marketing has been expressly allowed by Heritage Resources, Inc. 

v. NationsBank, 939 S.W.2d 118, 129-30 (tex. 1996). An entirely different approach has been 

taken by Colorado in Rogers v. Westerman Farm Co., 29 P.3d 887, 900-01 (Colo. 2001). the 

Colorado court, based on a limited record, held that the lessee producer must bear all costs 

necessary to transport gas to a “commercial marketplace” and that those costs could not be 

deducted in calculating royalties from sales at the commercial marketplace. Id. at 905. Some 

Colorado courts and plaintiffs’ lawyers have interpreted “commercial marketplace” to mean the 

main line interconnect to an interstate gas pipeline downstream of the gas processing plant. 

Defendants counter that there is a vibrant commercial marketplace at the wellhead, including 

Lawsuits by royalty interest owners against oil and gas producers is one trend that refuses to 

die. The characteristics that change are the types of royalty claims brought and the geographic 

locations of the greatest number of claims. during the last three years, the trend has been an 

ever-increasing number of claims based on alleged improper deduction of post-production costs 

in natural gas cases; and an increase in the number of royalty suits brought in Colorado and 

neighboring states, with a decreasing number of suits brought in Texas. These trends have been 

impacted by which states are more favorably inclined toward certifying class actions. 
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sales at the wellhead under percentage-of-proceeds contracts, and that costs of 

subsequent processing and transportation from the wellhead should be shared 

equally by the lessee producer and the lessor royalty owner. 

these issues have generated extensive and increasing litigation in 

Colorado. Many suits have been filed, with some settled and a few litigated 

to conclusion. See, e.g., Washington County Bd. of Equalization v. Petron Dev. 

Co., 109 P.3d 146, 154 (Colo. 2005) (holding that the Rogers rationale does 

not apply to calculation of ad valorem taxes on oil leaseholds and allowing 

taxpayers to deduct processing costs occurring on the leasehold site to make oil 

marketable); Savage v. Williams Prod. RMT Co., 140 P.3d 67, 70 (Colo. App. 

2005) (affirming trial court judgment in favor of royalty owner and holding 

that lease provision for “one-eighth of the proceeds from the sale of gas” was 

subject to marketability analysis under Rogers because it did not specify place 

where royalties were to be calculated or identify expenses to which lessor was 

subject); Parry v. Amoco Prod. Co., No. 94CV105, 2003 Wl 23306663, at *9 

(Colo. Dist. Ct. Oct. 6, 2003) (holding that whether gas is “marketable” is 

question of fact for jury).

in West Virginia, the lease “must expressly provide that the lessor shall 

bear some part of the costs incurred between the wellhead and the point of 

sale, identify with particularity the specific deductions the lessee intends to take 

from the lessor’s royalty (usually 1/8), and indicate the method of calculating 

the amount to be deducted from the royalty” in order for post-production 

costs to be properly deductible. Tawney v. Columbia Natural Res., LLC, 633 

S.E.2d 22, 30 (W.Va. 2006) (holding that phrases such as “at the wellhead” 

and “net all costs beyond the wellhead” are not sufficiently specific to allow 

post-production cost deductions). On January 27, 2007, following the West 

Virginia Supreme Court of Appeals’ opinion, the jury in Tawney determined 

that the defendants improperly deducted post-production costs and awarded 

the royalty owners approximately $404 million in damages, which included 

$270 million in punitive damages. 

in other states, the courts have sought a middle ground between 

the extremes of texas and Colorado law, with Kansas and Oklahoma law 

unsettled but continuing to generate royalty cases involving post-production 

costs. See, e.g., Howell v. Texaco Inc., 112 P.3d 1154, 1159-60 (Okla. 2004) 

(for “market value” lease where gas is marketable at wellhead, market price 
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can be determined through “work-back” method by deducting reasonable production and 

transportation costs); Mittelstaedt v. Santa Fe Minerals, Inc., 954 P.2d 1203, 1205 (Okla. 1998) 

(allowing deduction of reasonable post-production costs on “gross proceeds” lease when gas is 

marketable at wellhead, but disallowing deduction of costs necessary to make gas marketable); 

Sternberger v. Marathon Oil Co., 894 P.2d 788, 799-800 (Kan. 1995) (while lessee has duty to 

produce marketable product, lessee may deduct reasonable transportation costs if gas already 

in marketable condition at wellhead); Davis v. Key Gas Corp., 124 P.3d 96, 105-06 (Kan. App. 

2005) (holding that when lease prohibits lessee from deducting transportation costs, lessee may 

be liable even for transportation costs occurring after point of sale). 

LiTigaTion oVer FederaL royaLTies
by Poe Leggette

oCs – Field designation 
Santa Fe Snyder Corp. v. Norton, 385 F.3d 884 (5th Cir. 2004)

the express language of the DWrrA grants specified minimum royalty suspension volumes to 

qualifying “leases” issued pursuant to lease sales held between 1995 and 2000 (eligible leases). 

the DWrrA also authorizes certain leases in existence on the date of enactment (existing 

leases) to apply for royalty relief. to qualify, however, existing leases could not have produced 

prior to the date of enactment. instead of authorizing the minimum suspension volume for 

each eligible lease as required by the statute, interior’s regulations allocated the royalty-free 

volumes on a field basis. in other words, all qualifying leases in the same field would share a 

single royalty suspension volume. Moreover, if an existing lease that was in production on the 

date of enactment is assigned to the same field as an eligible lease, interior’s regulations deny 

royalty relief to the entire field. interior thus imposed a “new production” requirement on 

eligible leases even though Congress did not.

in �995, Congress passed the outer Continental shelf deep Water royalty relief act, Pub. L. 

no. �04-58, codified at 43 U.s.C. § �337 (dWrra or the act), to stimulate exploration and 

production of oil and natural gas in the deeper waters of the gulf of Mexico by offering royalty 

relief incentives. Litigation over the department of the interior’s (interior) administration of the 

act has arisen over two distinct but related issues, field designation and price thresholds.
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interior argued that the bidding system Congress mandated for eligible 

leases gives the agency the discretion to allocate royalty relief on a field basis. 

On October 4, 2004, a three-judge panel of the Fifth Circuit Court of Appeals 

unanimously held that interior’s regulations implementing the DWrrA on 

a field basis were “inconsistent with the unambiguous language of the statute 

and are therefore unlawful.” Santa Fe Snyder Corp. v. Norton, 385 F.3d 884, 

894 (5th Cir. 2004). While the bidding system language does permit some 

discretion, the Fifth Circuit found that this discretion is overridden by the 

DWrrA provision “specifying the minimum amount of royalty suspension to 

be applied on a volume basis” for all eligible leases. the Fifth Circuit further 

held that while “Congress clearly imposed a New Production requirement on 

Existing leases[, i]t did not do so for [eligible leases].” 

interior has since acquiesced in the Fifth Circuit’s decision and recognizes 

that each eligible lease is entitled to its own royalty suspension volume.

oCs – Price Thresholds 
Kerr-McGee Oil & Gas Corp. v. Allred, No. 06-0439 LC (W.D. La. filed 
Mar. 17, 2006).

A related issue concerns interior’s authority to include price thresholds in 

eligible leases. Congress imposed price thresholds on existing leases, requiring 

the payment of royalties in any year in which the average NYMEX daily 

closing price exceeded the specified threshold. Congress did not provide price 

thresholds for eligible leases. resolution of this issue requires construction of 

the same statutory provisions as in Santa Fe Snyder. the government again 

claims to have discretion. 

On January 6, 2006, the Assistant Secretary of land and Minerals 

Management ordered Kerr-Mcgee Oil & gas Corporation (Kerr-Mcgee)  

to pay royalties on production from eligible leases with price thresholds for 

years in which the threshold prices were exceeded. Kerr-Mcgee filed suit on 

March 17, 2006, challenging the lawfulness of the price thresholds in eligible 

leases. Kerr-McGee Oil & Gas Corp. v. Allred, No. 06-0439 lC (W.D. la. filed 

Mar. 17, 2006). Kerr-Mcgee and interior are currently attempting to resolve 

their dispute through mediation. 
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statute of Limitations

A unanimous united States Supreme Court issued a blow to the oil and gas industry with  

its decision in BP America Production Co. v. Burton, 127 S. Ct. 638 (2006). the Court held 

that the six-year statute of limitations applicable to actions based on contract brought by the 

federal government does not apply to administrative orders. Accordingly, the Department of 

the interior has the discretion and authority to reach back as far as it chooses to collect royalties 

on pre-September 1996 oil and gas production on federal oil and gas leases, and without 

limitation on indian mineral leases and federal leases other than oil and gas. 

BP America Production Co. v. Burton, 127 S. Ct. 638 (2006)

bP’s predecessor, Amoco Production Company, produced coalbed methane on public land 

in the San Juan basin. in 1997, MMS ordered Amoco to pay additional royalties on coalbed 

methane produced between 1989 and 1996. the orders were based on Amoco’s alleged failure 

to put production in marketable condition. 

Amoco appealed and argued, among other things, that the orders were barred in part 

by the six-year statute of limitations found in 28 u.S.C. § 2415(a). Section 2415(a) states 

that every “action for money damages” brought by the united States which is based upon a 

contract “shall be barred unless the complaint is filed within six years after the right of action 

accrues or within one year after final decisions have been rendered in applicable administrative 

proceedings required by contract or by law, whichever is later.” the Assistant Secretary for 

land and Minerals Management, Department of the interior denied Amoco’s appeal and 

held that section 2415(a) did not govern the administrative orders. the District Court for the 

District of Columbia and the Court of Appeals for the District of Columbia Circuit affirmed 

the Secretary’s decision. See Amoco Production Co. v. Baca, 300 F. Supp. 2d 1 (D.D.C. 2003), 

aff ’d sub nom. Amoco Production Co. v. Watson, 410 F.3d 722 (D.C. Cir. 2005) (Federal 

royalty claims for post-September 1996 production are governed by the seven-year statute of 

limitations in the Federal Oil and gas royalty Simplification and Fairness Act of 1996 (rSFA). 

See 30 u.S.C. § 1724. the rSFA does not apply to indian lands.)

On April 19, 2006, the united States Supreme Court granted certiorari “in order to 

resolve the conflict between [the Amoco] decision and the contrary holding of the united 

States Court of Appeals for the tenth Circuit in OXY USA, Inc. v. Babbit, 268 F.3d 1001, 1005 

(2001) (en banc).” BP America, 127 S. Ct. at 643. On December 11, 2006, the Supreme Court 

affirmed the District of Columbia Circuit and held that the six-year statute of limitations does 

not apply to Minerals Management Service (MMS) orders to pay additional royalties on pre-

September 1996 production. Id. 
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the Court’s decision was based on what it considered to be “the plain 

meaning of the statutory text.” Id. at 649. the Court stated that section 

2415(a) distinguishes between judicial and administrative proceedings and 

that “[the] key terms [in the provision]—‘action’ and ‘complaint’—are 

ordinarily used in connection with judicial, not administrative proceedings.” 

Id. at 639. it rejected the argument that an MMS payment order constitutes 

a “complaint” as used in section 2415(a) because orders and complaints have 

different attributes and serve different roles. Id. at 645-46. the Court added 

that “[t]o the extent that any doubts remain regarding the meaning of [section] 

2415(a), they are erased by the rule that statutes of limitations are construed 

narrowly against the government.” Id. at 646. the Court also rejected 

arguments that exempting administrative orders from the six-year statute  

of limitations would permit MMS to issue orders that extend farther than  

the record retention requirement under the rSFA. See 30 u.S.C. § 1724(f ). 

Finally, given that pre-rSFA statutes of limitation continue to apply to 

claims involving indian lands and that the Secretary of the interior has a duty 

to “aggressively carry out his trust responsibility in the administration of indian 

oil and gas,” the Court found it “unlikely that Congress intended to impose  

a shorter statute of limitations for payment orders regarding indian lands.” 

these observations may result in substantial burdens to lessees of indian lands 

in light of the following case currently pending in the united States Court of 

Federal Claims.

Shoshone Indian Tribe of the Wind River Reservation v. United States, 364 
F.3d 1339 (Fed. Cir. 2004)

On October 10, 1979, the Shoshone and Arapaho indian tribes of the Wind 

river reservation brought suit in the Court of Federal Claims alleging that the 

federal government breached fiduciary and statutory duties owed to the tribes 

since 1946, when indian tribes were first given Congressional authorization 

to litigate claims against the federal government, by mismanaging the natural 

resources of the reservation and the income derived from the resources. 

Shoshone Indian Tribe of the Wind River Reservation v. U.S., 364 F.3d 1339, 

1343 (Fed. Cir. 2004).

On December 11, 2006, 
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the pertinent statute provides that “[n]otwithstanding any other provision of law,  

the statute of limitations shall not commence to run on any claim…concerning losses to  

or mismanagement of trust funds, until the affected tribe…has been furnished with an 

accounting from which the beneficiary can determine whether there has been a loss.” Id. at 

1344. On appeal, the Federal Circuit rejected interior’s position that the six-year statute of 

limitations on claims against the government, under 28 u.S.C. § 2501, had passed. the court 

held that claims falling within the “ambit [of the relevant statute] shall not accrue…until the 

claimant is provided with a meaningful accounting.” Id. at 1347. Claims falling within the 

ambit of the statute include losses to the trust resulting from the government’s failure to timely 

collect amounts due and owing to the tribes. Id. at 1342. Further, the court held that the 

tribes were entitled to interest on monies the federal government was contractually obligated 

to collect, but did not collect or delayed collecting, on behalf of the tribes. Id. this particular 

holding concerned claims for mismanagement of the tribes’ sand and gravel resources. Nothing 

in the decision, however, precludes the rationale from potentially also applying to oil and gas 

royalty claims.

in March 2006, the Court of Federal Claims granted the tribes’ motion for leave to 

amend their petitions to include damages suffered by the tribes prior to 1946. Shoshone Indian 

Tribe of the Wind River Reservation v. United States, 71 Fed. Cl. 172 (Fed. Cl. 2006). the tribes 

filed their first amended petitions on March 28, 2006.

the effect of these two decisions is enormous for indian lessees. indian tribes that have 

not received “meaningful accountings” of royalties owed can sue the federal government for 

royalties and interest back to the founding of the republic. Faced with such claims, the united 

States now has both the incentive and the authority to seek the recovery of those amounts from 

lessees by issuing administrative orders to pay. 

Indian Tribes that have not received “meaningful 

accountings” of royalties owed can sue the federal 

government for royalties and interest back to the  

founding of the Republic. 

n
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FederaL QUi TaM royaLTy Cases 
by Dan McClure and Poe Leggette

Qui tam suits against oil and gas producers and other energy companies have 

been brought for underpayment of royalties on oil, natural gas, and carbon 

dioxide. What makes these suits especially attractive to a relator and his counsel 

is that the relator is entitled to recover between 15% and 30% of any recovery 

on behalf of the government, plus attorneys’ fees and expenses. What makes 

these FCA cases especially dangerous for defendants is that any damages are 

automatically trebled, and penalties of between $5,000 and $11,000 per false 

claim are added to any damages recovery.

While energy companies have had mixed results in defending qui tam 

suits, the suits continue to multiply. the most troublesome trend has been 

the recent filings of qui tam suits not by company insiders, but by auditors 

employed by the government. the major current energy qui tam suits and 

trends are summarized below. 

gas Valuation Litigation

A single massive qui tam suit has embroiled most of the major and large 

independent oil and gas producers for several years. United States ex rel. Harrold 

E. (Gene) Wright v. AGIP Petroleum Co., No. 5:03-cv-264 (DF) (E.D. tex.). 

Originally filed in 1996 under seal against over 100 defendants, the claims 

were investigated by the Department of Justice (DOJ) (as are all qui tam suits) 

and then unsealed in 2000. the government intervened against three of the 

defendants, and the qui tam relator (Wright) pursued the case as to thirteen 

non-intervened defendant families. the Wright suit was initially transferred to 

the District of Wyoming for consolidated pre-trial proceedings in In re Natural 

Federal qui tam suits are a relatively new and ominous trend involving claims for underpayment of 

royalties on federal and indian lands, including the offshore outer continental shelf. Qui tam suits are 

brought on behalf of the United states by “whistleblowers” (called “relators”) under the False Claims 

act (FCa), which makes actionable any “false record or statement to conceal, avoid, or decrease an 

obligation to pay or transmit money to the government.” 3� U.s.C. § 3729(a)(7). any underpayment of 

federal royalties is potentially actionable if the underpayment was done “knowingly” as opposed to 

a simple mistake based on a good faith application of federal royalty regulations. The �986 amendments 

to the FCa made qui tam suits easier to pursue, and the annual number of new FCa suits filed nationwide 

increased from 60 in �988 to nearly 400 in 2005.
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Gas Royalties Qui Tam Litigation, MDl No. 1293 (D. Wyo.), then transferred back to the 

Eastern District of texas in 2003.

Discovery in the Wright suit was limited initially to the jurisdictional issue of whether 

relator Wright, the owner of small private royalty interests, was an “original source” of publicly-

disclosed information about federal royalties on which his suit was based. FCA § 3730(e)(4). 

the district court denied a motion to dismiss on that ground. Wright, 2005 u.S. Dist. lEXiS 

16264 (E.D. tex. Jan. 14, 2005). the Wright suit is set for trial in phases, using test leases,  

with the first trial as to one defendant set for August 2008 and other trials in 2009.

the Wright qui tam suit asserts that royalties were underpaid on all of the defendants’ 

federal and indian natural gas production nationwide from 1986 to 2004. the Wright 

Complaint, an encyclopedic listing of 38 possible underpayment “schemes,” alleges claims 

ranging from affiliate transfer prices to miscalculation of Ngl and condensate volumes and 

values to excessive processing and transportation deductions. 

the breadth of the claims in the Wright suit is so great that it has practically preempted 

other qui tam suits covering natural gas royalties from being filed. Several other qui tam suits 

asserting similar claims have been dismissed based on the first-to-file bar in the statute. FCA 

§ 3730(e)(3). but it seems likely that the Wright suit will be only the start of a never-ending 

trend of qui tam suits based on federal natural gas royalties, with new suits filed by some self-

appointed “whistleblower” as soon as the Wright suit reaches a final judgment.

gas Mismeasurement Litigation

in a case resembling the Wright qui tam in its breadth, a single relator, Jack J. grynberg, 

filed suits under seal in 1997 in 73 cases against the oil and gas industry. the suits, filed in 

numerous judicial districts and consolidated through multi-district litigation in the District 

of Wyoming, allege that over 300 gas pipelines, gas measurers, producers, and purchasers 

undermeasure gas produced on federal lands nationwide. In re Natural Gas Royalties Qui 

Tam Litigation, MDl No. 1293 (D. Wyo.). in each case, grynberg asserted that all of the 

defendants employed identical mismeasurement techniques, allowing them to underreport 

the heating content and volume of gas. grynberg claimed that this conduct resulted in an 

underpayment of federal royalties over a 10-year period, thus violating the reverse false claims 

provision of the False Claims Act. grynberg claimed over $30 billion in damages and penalties.

As in the Wright suit, discovery was limited to the jurisdictional issue of whether grynberg 

was an “original source” of publicly-disclosed information about federal royalties on which 

his suit was based. FCA § 3730(e)(4). After 10 years, at least five of which were spent in 
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depositions, other discovery, and pre-trial motions, the district court granted the defendants’ 

joint motion to dismiss for lack of subject matter jurisdiction and ordered costs awarded to 

the defendants. In re Natural Gas Royalties Qui Tam Litigation, No. 99-MD-1293-D, 2006 

Wl 3589009 (D. Wyo. Oct. 20, 2006). the Court held that “most of grynberg’s knowledge 

was secondhand, public, or based on speculation, and that what little he knew about a few 

practices of a few Defendants was insubstantial when compared to the breadth and scope 

of the allegations in his complaints.” Id. at *21. because “grynberg deliberately chose to 

make sweeping allegations of fraud against nearly the entire industry, based in large part on 

rank speculation,” he failed to establish that he was the original source of any allegation of 

mismeasurement found in his 73 complaints. Id. grynberg filed a notice of appeal to the 

united States Court of Appeals for the tenth Circuit in each of the 73 cases. it is likely that  

the cases will be consolidated for purposes of appeal and that briefing will occur mid-2007. 

Qui Tam suits by MMs auditors

Perhaps the most troubling new trend for qui tam suits against energy companies has been the 

spate of recent suits by employees and former employees of the Mineral Management Service 

(MMS) of the Department of interior, which collects federal and indian royalties. the MMS 

continually audits oil and gas producers’ royalty payments to ensure compliance with federal 

leases and oil and gas royalty regulations. When those audits uncover royalty underpayments, 

the MMS typically notifies the royalty payor. the claim is then resolved either by direct 

negotiation with the energy company or by administrative litigation. recently, individual 

MMS auditors, aware of the internal MMS audits and sometimes disagreeing with the results, 

have sought to collect underpayments by filing qui tam suits on behalf of the united States 

seeking up to 30% of the recovery as a bounty for themselves. this development threatens 

to short-circuit the administrative process that exists for a resolution of royalty disputes and 

exposes all federal royalty payors to the potential for treble damages, penalties, and attorneys’ 

fees for every royalty underpayment that an MMS auditor might identify. So far, however, this 

trend has been confined to court filings in the tenth Circuit.

the first such suit by an MMS auditor was United States ex rel. Bobby L. Maxwell v. Kerr-

McGee Chemical Worldwide, LLC, No. 04-CV-01224-PSF-CbS (D. Colo.). the relator in that 

case, bobby Maxwell, was a senior auditor with the MMS, and his claims have attracted the 

attention of the national news media, including complimentary articles in The New York Times. 

the district court in Maxwell denied a motion for summary judgment on jurisdictional grounds 

by finding that an MMS auditor could be a proper relator and could be the “original source” 

of publicly disclosed allegations. United States ex rel. Maxwell, No. 04-CV-01224-PSF-CbS, 

2006 Wl 1660538 (D. Colo. June 9, 2006). the tenth Circuit had previously ruled that a 

government employee may be a “person” who could bring a qui tam suit as a relator. United States 
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ex rel. Holmes v. Consumer Ins. Group, 318 F.3d 1199, 1204 (10th Cir. 2003) 

(en banc). but the Maxwell district court went even further by ruling that Mr. 

Maxwell could survive a challenge to his “original source” status because his 

disclosure of fraud claims was “voluntary,” despite the fact that he had a duty in 

the ordinary course of his work to disclose such findings to the MMS. the tenth 

Circuit denied an interlocutory appeal in the Maxwell case by order of November 

7, 2006. three other circuits or district courts have held that a government 

employee cannot be an original source because his disclosure of fraud to the 

government is mandatory and not voluntary. See, e.g., United States ex rel.  

Fine v. Chevron, U.S.A., Inc., 72 F.3d 740 (9th Cir. 1995), cert. denied, 517  

u.S. 1233 (1996).

the Maxwell suit proceeded to jury trial, and on January 24, 2007, 

the jury concluded that Kerr-Mcgee had knowingly underpaid government 

royalties by nearly $7.6 million by allegedly selling gulf of Mexico oil at 

below-market prices. On March 30, 2007, the district court set aside the jury 

verdict, holding that there was no jurisdiction because Maxwell was not an 

original source. 2007 Wl 987538. 

the Maxwell suit has spawned at least four other recent copycat qui 

tam suits in the tenth Circuit by MMS auditors alleging various royalty 

underpayments by energy companies. Little v. ENI Petroleum Co., No. 05-

CV-1397-M (W.D. Okla.) (claiming underpayment of interest on late and 

corrected payments by numerous energy companies); Little v. Royal Dutch 

Shell, plc, Nos. 06-CV-0156-hE and 06-CV-0260-hE (W.D. Okla.) (claiming 

underpayment of oil royalties due to excessive deductions) (transferred to the 

Southern District of texas by order of March 2, 2007); Little v. ENI Petroleum 

Co., Inc., No. 06-CV-00120-M (W.D. Okla.) (claiming underpayment of oil 

royalties due to excessive transportation deductions). 

the adverse public policy implications of allowing MMS auditors to 

personally profit by bringing royalty suits are obvious. Every federal royalty 

issue could be transformed into a federal qui tam suit even before the 

MMS audit and administrative process and appeals are completed, and the 

government recovery of any underpaid royalties would be reduced by up to 

30% to be paid to its own auditors under the FCA. until a definitive ruling by 

the Supreme Court rejects these suits, they threaten to create an explosive trend 

of new litigation. 
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UPsTreaM

Right of First Refusal Litigation
Seismic Testing Litigation: Preventing 

Geophysical Trespass Lawsuits
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righT oF FirsT reFUsaL LiTigaTion
by Willie Wood and Lance Bremer

right of First refusal (roFr)

rOFrs provide the right-holder with the first opportunity to purchase property if the owner 

of that property elects to sell. An rOFr is not a right to negotiate with the seller and it does 

not give the right-holder the power to compel an owner to sell the property. When and if the 

owner decides to sell, the rOFr becomes an option, at which point the holder of the option 

may elect to purchase the burdened property.

Contractual rOFrs typically take one of two forms: specific price, or terms and 

conditions. An rOFr with a specific price entitles the right-holder to purchase the property,  

if the owner decides to sell, at the price specified in the rOFr provision. A terms and 

conditions rOFr, on the other hand, entitles a right-holder to purchase the property on the 

same terms and conditions as the owner intends to sell to the third party. the balance of this 

discussion focuses on terms and conditions rOFrs, which seem to be more common and  

more prone to litigation.

While seemingly straightforward, a variety of potential pitfalls accompany rOFrs in the 

context of large acquisitions and divestitures. these issues can be generally categorized into (1) 

whether proper notice was provided; and (2) whether proper acceptance was tendered.

Proper notice

Valid notice of a potential sale is required to trigger the time period for acceptance or rejection 

of the rOFr. For a terms and conditions rOFr, the required notice is typically contained 

in the contract language and usually requires that the property owner disclose the complete 

terms and conditions on which the potential buyer proposes to acquire the property. Such 

disclosure, in the case of a package deal involving other properties not subject to the rOFr, 

in recent years, many oil and gas producers have consolidated, restructured, reorganized and 

refocused, resulting in numerous acquisitions and divestitures of oil and gas properties. Upward 

movements in commodity prices have fueled the buying and selling sprees. Many of these 

transactions are complicated by restrictive rights of first refusal, also known as preemptive 

rights to purchase, burdening portions of the properties being conveyed. These rights of first 

refusal—found in purchase and sale agreements, operating agreements, area of mutual interest 

agreements, and other documents memorializing energy transactions—have resulted in litigation 

regarding the manner and method of complying with preemptive rights provisions. some of the 

issues giving rise to this recent litigation trend are outlined below.
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would likely need to include the value allocated to the properties subject to the 

rOFr, and some argue that the disclosure may need to include all allocated 

values. the values allocated to other properties may be sought by the right-

holder to determine if the value was improperly allocated in an attempt to 

deter acceptance by the right-holder. Some courts, including the Fifth Circuit 

in West Texas Transmission L.P. v. Enron Corp., 907 F.2d 1554, 1561 (5th Cir. 

1990), impose a requirement that the terms and conditions, including price, 

be commercially reasonable, not imposed in bad faith, and not specifically 

designed to defeat the option-holder’s rights. holders of such rights therefore 

argue that they need to know all terms, including all allocated values, to 

determine the relative reasonableness. Some even argue that they are entitled 

to know the methodology used to allocate values to all of the properties being 

sold, not just the properties subject to the rOFr. 

the Fifth Circuit’s recent decision in Fordoche v. Texaco, Inc., 463 F.3d 

388 (5th Cir. 2006), overturned a summary judgment in favor of a seller and 

provides guidance on proper notice. in that case, the seller sent general letters 

identifying the properties subject to the rOFr and disclosing the allocated 

values, but the seller did not explicitly state what interests (unitized substances, 

rights of way, pipeline rights, equipment, etc.) were being sold or on what 

terms. the Fifth Circuit found that based on the evidence presented, the seller 

failed to provide proper notice to the rOFr-holders because the interests being 

sold were not clear and because the seller failed to offer the same interests that 

were later sold to the third party. Failure to give notice of a potential sale is a 

breach of the rOFr.
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acceptance or Waiver of roFr

Without proper acceptance, the right-holder waives its rOFr. generally, 

a right-holder must unconditionally and unequivocally accept the offered 

property. As with general contract and option law, when a manner of 

acceptance is specified in the rOFr offer, then the right-holder must accept  

in the manner specified or risk waiving the rOFr. A failure to unconditionally 

accept the terms, and in the manner specified, constitutes a rejection of the 

offer and a waiver of the rOFr. this is consistent with the texas Supreme 

Court’s proclamation on general contract law that “a different method of 

acceptance by the offeree will not be effectual unless the original offeror 

thereafter manifests his assent to the other party.” Town of Lindsay v. Cooke 

County Elec. Coop. Ass’n, 502 S.W.2d 117, 118 (tex. 1973). 

For example, in Abraham Inv. Co. v. Payne Ranch, Inc., 968 S.W.2d 518, 

525 (tex. App.—Amarillo 1998, pet. denied), the notice of sale to an rOFr-

holder required that acceptance be made by signing and returning the notice 

of sale. Even though the right-holder expressed an intent to purchase the 

property—by a verbal acceptance and by signing a second notice letter with 

slightly different terms before later signing the original notice letter—the 

failure to sign the original offer letter was fatal to the option because the right-

holder’s verbal negotiation and second letter of intent manifested an intent not 

to comply with the terms of the original notice letter. Id. 

large acquisitions or divestitures involving a package of properties cannot 

increase or decrease the scope of an rOFr provision. thus, a right-holder 

need only exercise his right as to the property(ies) burdened by the rOFr, 

and is not required to participate in the transaction beyond the burdened 

property(ies). likewise, the mere existence of a package sale that includes many 

properties not subject to the particular rOFr will not excuse compliance with 

the rOFr as to the burdened properties. in these situations, the owner’s offer 

to the right-holder should allocate a value to the burdened property(ies) as a 

term of the proposed sale.

As acquisitions and 

divestitures continue, 

litigation regarding ROFRs 

is inevitable as ROFR 

provisions are overlooked or 

the allocated values in the 

notice are questioned. 
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but what if the allocated value is being used to defeat the rOFr by arguably putting an 

escalated value on a burdened property and no value on another property unburdened by an 

rOFr? in West Texas Transmission, the Fifth Circuit expressed concern about such a situation, 

noting that conditions imposed on the offer that are commercially unreasonable, imposed in 

bad faith, or specifically designed to defeat the option-holder’s rights can create an exception 

to the general rule requiring unqualified acceptance. based on that reasoning, a right-holder 

could conceivably challenge the allocated value or other terms and conditions and seek to 

have reasonable terms offered before considering its rOFr. Not all courts have addressed or 

adopted such an exception, however.

Conversely, what if the right-holder holds an rOFr on multiple properties but wants to 

“cherry-pick” only one of those individual properties? While the law is largely undeveloped 

on this question, the answer seems to depend on how the properties are grouped. in Samson 

Resources Co. v. J.M. Huber Corp., 229 F.3d 1162 (10th Cir. 2000), the right-holder held 

multiple rOFrs found in joint operating agreements, with each rOFr burdening multiple 

properties being sold in a package deal. the right-holder attempted to exercise the rOFr as 

to a select few properties and leave the rest. the tenth Circuit held that the right-holder could 

choose which rOFrs to exercise but could not “cherry-pick” individual properties within those 

rOFrs. in other words, all properties subject to the rOFr provision in one joint operating 

agreement must be accepted or rejected, but a different decision could be made regarding a 

group of properties subject to another rOFr provision in a separate joint operating agreement.

Finally, many rOFr provisions prescribe a certain time period (e.g., ten days) for 

acceptance. if the rOFr is not exercised within that period, it is waived. it is unclear what 

impact improper notice has on that time period. Some courts require proper notice before the 

period runs. but dicta in some cases suggests that, even in the absence of formal notice, the 

right-holder may waive his rOFr if he has notice of the sale and fails to exercise due diligence 

to determine the complete terms and conditions. this uncertainty could lead to future 

litigation involving notice and waiver issues.
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remedies for breach of roFr

A preferential right-holder has two options when faced with a breach of its rOFr: specific 

performance or damages. Specific performance can be used to force a property owner to  

offer the property to the right-holder if a sale is pending, and may also be an available  

remedy even after the property has been conveyed to a third party in contravention of the 

rOFr. in other words, the right-holder may be able to force the transfer of the property  

from the third-party purchaser.

the right-holder may also seek damages for a breach of an rOFr. the measure of 

damages for breach of an rOFr is the same as breach of contract to sell real estate—the 

difference between the contract price and the market value of the property. the damages,  

if any, are calculated as of the time of the breach. 

As acquisitions and divestitures continue, litigation regarding rOFrs is inevitable as 

rOFr provisions are overlooked or the allocated values in the notice are questioned. right-

holders, owners of burdened property, and third-party purchasers should all be vigilant in 

identifying and addressing the myriad issues associated with a seemingly simple contract right.
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seisMiC TesTing LiTigaTion: PreVenTing  

geoPhysiCaL TresPass LaWsUiTs
by Jeff Dykes

the seismic surveyors were careful to avoid physical entry upon the surface of 

unpermitted tracts, but the companies conceded that they had obtained data 

pertaining to such tracts in the course of their survey. “Shot” and “receiver” 

points—which produce and record seismic waves, allowing surveyors to  

map subsurface formations that may contain oil or natural gas reserves— 

are arranged in a linear fashion in two-dimensional seismic surveys. three-

dimensional surveys, however, employ a grid pattern. the grid pattern increases 

the likelihood that surveyors will obtain data from unpermitted tracts, as  

receivers are likely to be placed on more than one side of such tracts. the 

surveyors in Villareal argued that the only way to avoid obtaining data from 

unpermitted tracts would be to sacrifice more complete surveys of permitted 

tracts by spacing receivers farther away from the unpermitted tracts. rather 

than do that, the companies settled on a middle way by simply deleting 

information about unpermitted tracts from their data.

by seeking damages for geophysical trespass, or assumpsit in lieu of 

trespass (an alternative damages measure that provides compensation for the 

reasonable value of the use and occupation of the land), only on the ground 

that the seismic surveyors had acquired data about their mineral estates without 

permission, the appellants were asking the court to eliminate the physical 

entry requirement that had long been part of texas law. the court of appeals 

expressed some sympathy for the appellants’ position but ultimately ruled in 

favor of the seismic survey companies. the court wrote: “there is no dispute 

a 2004 decision by the san antonio Court of appeals affirmed the longstanding rule in Texas that actual 

physical entry on the surface of the land is a necessary element in a claim for geophysical trespass. in 

Villarreal v. grant geophysical, inc., �36 s.W.3d 265 (Tex. app.—san antonio 2004, pet. denied), the 

appellants filed suit against two companies that had conducted three-dimensional seismic surveys over a 

300 square mile patch in Zapata, Jim hogg, and starr Counties. although the companies had spent nearly 

$4 million to obtain permits from some 2,�00 surface and mineral estate owners, the companies did not 

have permission to explore from every owner in the surveyed area. The appellants, owners of mineral 

estates, were among those from whom the seismic survey companies had not acquired permits.
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about the fact that neither [company] physically invaded or injured the surface estate lying 

above the [appellants’] mineral estate; thus there was no trespass. Although it appears that texas 

law regarding geophysical trespass has not kept pace with technology, as an intermediate court 

we must follow established precedent.”

New methods of seismic survey that tend to render the physical entry element of a 

geophysical trespass claim obsolete—as it is now possible to obtain meaningful data about a 

mineral estate without setting foot on the corresponding surface estate—may one day lead 

texas courts to reexamine the requirement. that day has not yet arrived. At least for now, it 

appears seismic surveyors can still count on well-settled texas law to protect them against 

geophysical trespass claims as long as they remain careful to respect the physical integrity of the 

land lying above unpermitted mineral estates and do not exploit information they happen to 

acquire about such mineral estates. As damages arising from geophysical trespass are potentially 

significant, the continued stability of texas law in this regard is worth noting.

geophysical trespass is not the only issue seismic surveyors must consider. in recent years, 

geophysical testing has attracted much attention from environmental interest groups, whose 

opposition to proposed exploration on federal lands can delay or preclude a project from going 

forward. A 2005 decision by a federal district court in Washington, D.C. illustrates the point.

Biodiversity Conservation Alliance v. United States Bureau of Land Management, 404 

F. Supp. 2d 212 (D.D.C. 2005), involved a proposed three-dimensional seismic survey of a 

279 square mile tract of land in southwestern Wyoming that included public land and an 

area designated to protect visual, watershed, and wildlife resources. the surveyor’s plan was to 

use 62,000-pound “vibrator buggies,” equipped with 43-inch wide tires and 4.5 by 7.5-foot 

vibrator pads, to generate the necessary seismic waves. in December 2001, the surveyor filed 

with the blM a “notice of intent” to conduct geophysical exploration, and the blM invited 

public comment regarding the proposed seismic project.

the National Environmental Policy Act (NEPA) requires federal agencies to analyze the 

environmental impact of proposed federal actions, including authorization of seismic surveys 

on public land. NEPA does not prescribe substantive results but rather functions to insure 

that federal agencies identify and consider relevant environmental concerns before taking or 

allowing an action that may affect the environment. 
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under NEPA, an agency first prepares an “environmental assessment,” 

in which it considers whether a proposed action will have a significant impact 

on the human environment. if the assessment concludes that there will be a 

significant impact, the agency prepares an “environmental impact statement.” 

in Biodiversity Conservation Alliance, the blM concluded, two years after the 

notice of intent was filed, that the geophysical survey project would not result 

in a significant impact on the human environment. the blM determined 

that the proposed project would mainly affect vegetation and visual resources, 

displace three percent of the ground surface, and potentially kill or damage 

brush in the vibrator-buggies’ tire paths. Dissatisfied with the blM’s “finding 

of no significant impact,” the plaintiffs—three environmental groups—

appealed to the iblA. When that appeal failed, the plaintiffs brought suit 

in federal court seeking to enjoin the seismic project and to obtain an order 

declaring that the blM’s actions under NEPA violated federal law.

the court rejected the plaintiffs’ claim that the blM had not sufficiently 

analyzed the cumulative effects of the proposed project, considered an 

appropriate range of alternatives, nor adequately involved the public in the 

decision process. Although the standard of review was deferential—the court 

would overturn the blM’s environmental assessment only if it were arbitrary, 

capricious, or an abuse of discretion—the court arrived at its ruling only after 

examining the environmental assessment in some detail and considering the 

agency’s actions in light of relevant statutory and regulatory schemes. in this 

case, the court found that the record was sufficient to support the blM’s 

decision and that the project could move forward (barring an appeal).

For those seeking to conduct seismic surveys or other exploratory activities 

on federal land, Biodiversity Conservation Alliance shows the vital importance 

of being a prepared and active participant in blM proceedings from the start. 

to avoid costly delay at later stages or the loss of a proposed project altogether, 

seismic surveyors should involve counsel at the earliest stages of a project, 

even before filing a notice of intent to conduct seismic operations. A favorable 

finding under NEPA by the blM may not be worth the paper on which it is 

printed if it does not adequately explain and support its reasoning, or if it is 

otherwise procedurally inconsistent with applicable statutes or regulations. 
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enVironMenTaL LiTigaTion

The Criminalization of Environmental Laws
Update on Global Warming Litigation for the Energy Sector
Clean Water Act Developments
Toxic Tort Litigation
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enVironMenTaL LiTigaTion 
The CriMinaLiZaTion oF enVironMenTaL LaWs
by Eva Fromm O’Brien

Worker endangerment

in May 2005, the DOJ Environmental Crimes section announced its intent to coordinate 

its enforcement efforts with the labor Department’s Occupational Safety and health 

Administration (OShA) and the united States Environmental Protection Agency (EPA) 

to prosecute environmental crimes that resulted in worker endangerment (the “initiative”). 

this initiative arose from the belief that companies that ignore worker safety often ignore 

environmental safety, and that the two types of violation go hand-in-hand. As a basis for 

its prosecutions, the initiative plans to enforce the historically less-utilized OShA criminal 

provisions (e.g., 29 u.S.C. § 666(e)), as well as the more common criminal provisions of the 

Clean Water Act, Clean Air Act, resource Conservation and recovery Act (rCrA), and other 

laws. the OShA criminal provisions do not carry particularly heavy penalties (a first-time 

charge of willful violation of an OShA standard which results in the death of an employee 

carries a maximum fine of $10,000 and/or imprisonment for up to six months) but may 

be brought in conjunction with other applicable provisions from laws with more developed 

criminal penalties, such as rCrA’s knowing endangerment provision (42 u.S.C. § 6928(e)) 

or federal provisions prohibiting false statements (18 u.S.C. § 1001) and obstruction of 

investigations (18 u.S.C. § 1505).

based on recent prosecutions, it appears that the DOJ is diligently pursuing its initiative 

to increase prosecutions of worker endangerment cases, both under OShA and under 

other provisions criminalizing environmental violations. Energy companies are particularly 

susceptible to this type of action given the possibility of the presence of hazardous substances 

and other conditions at facility locations that could result in worker endangerment. 

As a recent example of the type and magnitude of fines that can be expected under 

these types of prosecution, the DOJ successfully prosecuted a large oil company following 

an acid tank explosion in 2001 at a refinery, which resulted in the death of one worker, the 

The prosecution of environmental crimes has been steadily increasing over the past decade. 

While the quantity of criminal prosecutions based on environmental crimes (as well as the 

amount of the fines and other penalties) is on the rise in general, recent prosecutions appear  

to be focused heavily in two growing areas: suits based on worker endangerment and suits 

alleging illegal pollution from off-shore vessels. 
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injury of eight others, and significant pollution of a nearby river. the refinery 

owner was prosecuted for violations of the Clean Water and Clean Air Acts, 

and the prosecution alleged that company officials knew that the tank leaked 

and should not have been used. Following a verdict in the prosecution’s favor, 

the company was sentenced to pay a $10-million criminal fine and serve 

three years of probation. in addition, the company will pay a $12-million 

civil penalty and spend at least $3.96 million on supplemental environmental 

projects. the new owner of the refinery also agreed to spend approximately 

$7.5 million on safety procedure enhancement.

Violations of environmental laws that result in worker deaths or injuries 

are dealt with harshly by the government, particularly when a company’s 

employees knew or had reason to know of the hazardous condition that 

resulted in the death or injury. under the DOJ initiative, OShA investigators 

are now being trained to recognize potential environmental violations 

and refer them to the DOJ for prosecution. Prior to this initiative, it was 

uncommon for OShA to refer cases for prosecution to the DOJ. therefore, 

to avoid such prosecutions, companies should diligently ensure that worker 

protection policies and procedures comply with OShA and other applicable 

environmental laws through self-audits and worker training.

Pollution From Vessels

Pursuant to the DOJ’s Vessel Pollution initiative, there have been a number 

of significant prosecutions of vessels that illegally discharge oil and other 

pollutants into the ocean, coastal waters or inland waterways of the united 

States. importantly, the term “vessels” could include rigs, platforms or other 

off-shore structures. the two most notable recent vessel prosecutions resulted 

in multi-million dollar criminal fines, probation, and community service.

MSC Ship Management (hong Kong) limited—a container ship 

company—pled guilty to charges that it engaged in conspiracy, obstruction  

of justice, destruction of evidence, false statements and violations of the Act 

to Prevent Pollution from Ships. Press release, DOJ, MSC Ship Management 

Sentenced For Oil Pollution Coverup (Feb. 1, 2006); Press release, DOJ, 

Ship Company to Pay $10.5 Million for Covering up Oil Pollution (Dec. 

19, 2005). MSC Ship Management was charged with illegally discharging 
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oil sludge and oil-contaminated waste overboard, bypassing pollution prevention equipment, 

and later trying to conceal evidence of the illegal discharge. MSC Ship Management agreed 

to pay a $10-million fine for deliberate pollution from a single vessel, along with $500,000 in 

community service programs to promote reporting of violations from other ships. this is the 

largest fine in which a single vessel has been charged with deliberate pollution.

Additionally, under the terms of the plea agreement, MSC Ship Management will be on 

probation for five years, during which time it must operate under the terms of a government-

approved Environmental Compliance Plan. the plan includes review by an independent 

auditor of any of MSC Ship Management’s 81 ships that trade in the united States and a 

review of those audits by a court-appointed monitor.

in United States v. Evergreen International, S.A., a shipping company paid $25 million in 

criminal fines and environmental community service projects for discharging oily waste water 

from its oil-water separators without using required pollution control equipment. Press release, 

DOJ, Evergreen to Pay largest Ever Penalty for Concealing Vessel Pollution (Apr. 4, 2005). 

Further, crew members falsified records and attempted to conceal their illegal activities. like 

the MSC Ship Management prosecution, four related Evergreen companies will be bound 

by a detailed Environmental Compliance Plan to prevent future violations as a condition of 

probation, which includes independent auditing of Evergreen ships visiting the united States. 

More prosecutions of violators can be expected, along with increasing fines and penalties 

for those cases with active falsification of records or other “coverup” methods.
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UPdaTe on gLobaL WarMing  

LiTigaTion For The energy seCTor
by Eddie Lewis

Litigation relating to Federal regulation of  
ghg emissions

the issue of whether, how and when to regulate ghg emissions has been at 

the forefront of environmental law for quite some time in the united States. 

Congressional consideration of concerns surrounding ghgs and their effect 

on climate change began in the late 1970s. the international community 

sought to impose reductions of ghgs on developing nations through the 

Kyoto Protocol (part of the united Nations Framework Convention on 

Climate Change), but the Senate did not ratify the protocol and affirmatively 

barred EPA from implementing its terms due to concerns about the effect of 

such regulation on the u.S. economy. Connecticut v. Am. Elec. Power Co., 406 

F. Supp. 2d 265, 269 (S.D.N.Y. 2005). Similarly, EPA has declined to attempt 

regulation of ghg emissions as pollutants under the Clean Air Act. therefore, 

there is effectively no federal regulation of ghg emissions in the united States 

at present. 

the u.S. Supreme Court heard oral arguments in Massachusetts v. EPA on 

November 29, 2006, regarding whether EPA’s decision not to regulate ghgs 

under the Clean Air Act was proper. Massachusetts v. EPA, 415 F.3d 50, 56 

(D.C. Cir. 2005), reh’g denied en banc, 433 F.3d 66 (2005), cert. granted, 126 

S. Ct. 2960 (June 26, 2006). As background for this suit, EPA had received 

a petition asking it to regulate ghg emissions from new motor vehicles in 

1999. EPA declined the petition because the National research Council’s 

Climate Change Science report concluded that a linkage between ghgs and 

global warming “cannot be unequivocally established” and because of other 

businesses that emit greenhouse gases (ghgs) have become increasingly watchful of the potential 

regulation of those emissions, as well as increasing litigation based on the alleged result of those 

emissions—global warming. While the ePa and other federal agencies have yet to pass regulations 

to specifically control ghg emissions, plaintiffs have not hesitated to bring claims to the judiciary to 

attempt to force ghg emission control. Further, several states are taking matters into their own hands 

by passing legislation or adopting regulations aimed at reducing ghg emissions and forming regional 

agreements with other states to cooperate in efforts to reduce ghg emissions.
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policy considerations (such as avoidance of a piecemeal approach to ghg regulation and 

international economic concerns). Following this decision, several cities, states, and other 

entities sued EPA for refusing to promulgate the regulations requested. While the D.C. Circuit 

Court of Appeals assumed, arguendo, that EPA had statutory authority to regulate ghgs, it 

agreed that EPA properly declined to exercise that authority, because a reviewing court “will 

uphold agency conclusions based on policy judgments . . . when an agency must resolve issues 

‘on the frontiers of scientific knowledge.’” Id. at 58. this determination is one of the issues 

being considered by the Supreme Court.

in addition to the question of whether EPA acted within its allowable discretion by 

declining to regulate ghgs under the Clean Air Act, the DOJ argued that the entities suing 

it had no standing to do so. if DOJ’s standing argument is successful, it would not only end 

the Clean Air Act lawsuit but might also signal difficulty for other plaintiffs seeking to require 

federal regulation of ghgs under the National Environmental Policy Act or based on tort 

concepts. it is anticipated that the Supreme Court will issue its decision in 2007.

state Litigation relating to regulation of ghg emissions

Since neither the federal government nor the EPA is regulating ghgs, many states have 

elected to do so. California has taken the lead in attempting to regulate greenhouse gas 

emissions from motor vehicles. in 2004, the California Air resources board (CArb) adopted 

regulations addressing major motor vehicle emissions of four ghgs—carbon dioxide, 

methane, nitrous oxide, and hydrofluorocarbons—for 2009-model year cars. See Cal. Code 

regs. tit. 13, § 1961.1(e)(4). Not surprisingly, several automobile manufacturers filed suit 

against CArb’s executive director seeking to enjoin enforcement of these regulations on the 

grounds that the regulations violate federal law. Central Valley Chrysler-Jeep v. Witherspoon, No. 

CV F 04-6663, 2006 u.S. Dist. lEXiS 67933, at *4 (E.D. Cal. Sept. 11, 2006). Although no 

decision has yet been made in this case, several environmental groups have intervened and so it 

is likely that the matter will be hotly contested in the months to come. 

in addition, on September 20, 2006, the California Attorney general (on behalf of the 

people of California) sued several automobile manufacturers for nuisance under the federal 

common law for ghg emissions that allegedly contributed to global warming. Complaint, 

Calif. ex rel. Lockyer v. General Motors Corp., No. 3:06-cv-05755-MJJ (N.D. Cal. Sept. 20, 

2006). Plaintiffs seek compensation for the damage they claim was caused by the global 

warming allegedly caused by the defendants and ask for a declaratory judgment that the 

defendants are liable for future damage.
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the California legislature joined the fray again last year when California 

governor Arnold Schwarzenegger signed the “California global Warming 

Solutions Act of 2006” on September 27, 2006, requiring mandatory ghg 

reductions; requiring reporting of ghg emissions for a number of industries, 

including oil and gas extraction, oil refining, and electric power; and making 

provision for creation of a ghg emission credit trading program. California 

Assembly bill No. 32, introduced December 6, 2004, signed September 27, 

2006. Many aspects of the provisions of this legislation will be implemented 

by regulations CArb will have to promulgate in the coming years. given this 

legislation’s particular focus on the energy industry, litigation relating to the 

legislation and promulgating regulations is likely.

Other states have followed California’s example and are likely to continue 

to do so. Several states have adopted CArb’s ghg regulations. in addition, 

several northeast and mid-Atlantic states formed a regional greenhouse gas 

initiative and adopted model rules regarding ghg emissions for the member 

states to implement in the future. Most recently, in February 2007, five states 

(Arizona, California, New Mexico, Oregon, and Washington) signed a pact 

to work together to reduce ghg emissions on a regional level and develop a 

market for buying and selling emission credits. this trend of state regulation  

of ghgs is likely to continue to spread across the country in the coming years.

Tort Claims based on ghg emissions

because no federal laws or regulations specifically address ghg emissions, 

plaintiffs primarily have relied upon common law tort causes of action to 

attempt to curtail ghg emissions through the court system. 

State of Connecticut v. AEP

in 2004, various plaintiffs sued five electric utility companies for the public 

nuisance of contributing to global warming through ghg emissions. 

Plaintiffs sought to impose liability upon the electric utility companies for 

contributing to the nuisance of global warming, and they also sought an 

injunction requiring defendants to abate certain ghg emissions. Connecticut. 

v. Am. Elec. Power Co., 406 F. Supp. 2d 265, 270 (S.D.N.Y. 2005). Specifically, 

the plaintiffs proposed the utility company carbon dioxide emissions be capped 

and then reduced by a set percentage each year. Following a motion to dismiss 

U
P

s
T

r
e

a
M



W h e n  Y o u  T h i n k  a h e a d ,  T h i n k  F u l b r i g h t . ™

56

www.fulbright.com

filed by the defendant utility companies, the court held that the case should be dismissed  

for lack of jurisdiction. Elaborating, the court noted that the refusal of Congress and the 

Executive branch to impose limits on ghgs made the question a political one not suitable  

for imposition by “judicial fiat.”

Comer v. Nationwide

A number of companies, including insurance and lending institutions and oil and chemical 

companies, were sued in September 2005 by the owners of property damaged by hurricane 

Katrina. the plaintiffs allege that the oil and chemical companies, which are doing business 

in the state of Mississippi, are responsible for ghg emissions that have contributed to global 

warming. in 2006, the plaintiffs in this action asked to certify four defendant classes in this 

matter: “insurance,” “Mortgage lending,” “Chemical Manufacturer” and “Oil Company.” 

Comer v. Nationwide. Mut. Ins. Co., No. 1:05CV436 ltS-rhW, 2006 u.S. Dist. lEXiS 

33123, at*3-5 (S.D. Miss. 2006) (mem. op.). the first two proposed defendant categories 

related to property damage claims the homeowners had made against various insurance and 

lending entities pursuant to insurance policies. the court held that because the plaintiffs’ 

claims against the insurance and Mortgage lending defendants were unique to each  

individual property, a class action was not appropriate and the claims against these two 

categories of defendant companies would be dismissed without prejudice to the refiling  

of individualized suits.

the district court granted the plaintiffs leave to amend their complaint to concentrate 

on the Chemical Manufacturer and Oil Company defendants. the court action will decide 

at a later time whether to certify a class action against the Chemical Manufacturer and Oil 

Company defendants.

While the court has made no substantive decision with respect to the Chemical 

Manufacturer and Oil Company defendants, it did opine as follows:

Without in any way expressing an opinion on the merits of the plaintiffs’ claims against [the 

Chemical Manufacturer and Oil Company defendants], i will observe that there exists a sharp 

difference of opinion in the scientific community concerning the causes of global warming, 

and i foresee daunting evidentiary problems for anyone who undertakes to prove, by a 

preponderance of the evidence, the degree to which global warming is caused by the emission 

of greenhouse gases; the degree to which the actions of any individual oil company, any 

individual chemical company, or the collective action of these corporations contribute, through 

the emission of greenhouses gases, to global warming; and the extent to which the emission 
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of greenhouse gases by these defendants, through the phenomenon of global 

warming, intensified or otherwise affected the weather system that produced 

hurricane Katrina.

Id. at *12-13. While the court went on to say that plaintiffs were free to 

undertake the task of proving their case by a preponderance of the evidence, 

the court also warned plaintiffs that “due consideration” would be given to 

the requirements of Federal rule of Civil Procedure 11. this rule requires that 

any claims be “warranted by existing law or by a nonfrivolous argument for 

the extension, modification, or reversal of existing law or the establishment of 

new law” and that “allegations . . . have evidentiary support or, if specifically so 

identified, are likely to have evidentiary support” after discovery is conducted.

While there is effectively no federal regulation of ghg emissions, 

following California’s lead, states have taken this lack of action on the part  

of the federal government as an invitation to attempt to regulate ghg 

emissions. Companies that emit significant quantities of ghgs incident to 

their operations should continue to monitor legislation and regulations in 

states in which their facilities are located, and should continue to monitor the 

courts for litigation at both the state and federal level relating to this area as 

precedents will be set that will affect the energy industry for years to come.

CLean WaTer aCT deVeLoPMenTs
by Janet McQuaid

The federal courts have recently considered three environmental cases of significance to the energy 

industry under the Clean Water act. The first relates to the definition of “waters of the United states,” 

which determines the scope of federal jurisdiction under the Clean Water act (CWa) and the oil 

Pollution act. The second relates to the discharge of ballast water from vessels in lakes, rivers, and 

harbors. The third relates to the environmental Protection agency’s (ePa) new rules implementing 

the statutory exemption from the national Pollutant discharge elimination system (nPdes) permit 

requirement for storm water discharges from oil and gas exploration and production activities.
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Waters of the United states

in a pair of related cases, Rapanos v. United States and Carabell v. U.S. Army 

Corps of Engineers, the u.S. Supreme Court attempted to define “waters of 

the united States” under the Clean Water Act. See Rapanos v. United States, 

126 S. Ct. 2208 (2006). this definition determines the scope of the federal 

government’s jurisdiction, including whether an NPDES permit is required for 

wastewater and some storm water discharges under section 402 of the CWA; 

whether a permit is required for activities involving the discharge of dredge 

or fill materials into waters of the united States (including wetlands) under 

section 404 of the CWA; whether certification of compliance with applicable 

state water quality standards is required for certain federal licenses and permits 

under section 401 of the CWA; and whether discharges of oil and hazardous 

substances to navigable waters are subject to the prohibition against such 

discharges under section 301 of the Oil Pollution Act. 33 u.S.C. §§ 1321, 

1341, 1342(a), 1344. 

EPA and the Corps of Engineers (Corps) have interpreted the term 

“waters of the united States” by regulation to include not only waters 

susceptible to use in interstate commerce—the traditional understanding  

of the phrase “navigable waters of the united States”—but also tributaries of 

those waters, including intermittent and ephemeral streams, and, of particular 

relevance in Rapanos and Carabell, wetlands adjacent to those waters or their 

tributaries. 33 C.F.r. § 328.3(a); 40 C.F.r. §§ 110.1, 122.2. this expansive 

regulatory definition has been the subject of almost continuous litigation since 

its promulgation in 1980. See, e.g., Solid Waste Agency v. United States Army 

Corps of Eng’rs, 531 u.S. 159 (2001); United States v. Riverside Bayview Homes, 

Inc., 474 u.S. 121 (1985); see also 45 Fed. reg. 33,290, 33,424 (May 19, 

1980) (defining “waters of the united States”). 

in Rapanos and Carabell, the Sixth Circuit, consistent with the Fourth, 

Seventh, and Ninth Circuits, had upheld the government’s assertion of 

jurisdiction based on a “hydrological connection” to traditionally navigable 

waters through intermittent natural and man-made channels. United States 

v. Rapanos, 376 F.3d 629, 638 (6th Cir. 2004), vacated and remanded, 126 

S. Ct. 2208 (2006); Carabell v. United States Army Corps of Eng’rs, 376 F.3d 

704, 710 (6th Cir. 2004), vacated and remanded sub nom. Rapanos v. United 

When the Supreme Court 

granted review in rapanos 

and Carabell, observers 

anticipated that the Court’s 

decision would resolve the 

split among the circuits 

and reduce the uncertainty 

over the scope of CWA 

jurisdiction. 
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States, 126 S. Ct. 2208 (2006). in contrast, the Fifth Circuit (which includes texas, louisiana, 

and Mississippi) has taken a much narrower view of CWA jurisdiction, requiring that, to be 

jurisdictional, the waters in question must be “truly adjacent to navigable waters,” or at least 

have a “significant measure of proximity.” Rapanos, 391 F.3d at 638 (citing In re Needham, 354 

F.3d 340, 345-46 & 347 n.12 (5th Cir. 2003); Rice v. Harken Exploration Co., 250 F.3d 264, 

269 (5th Cir. 2001)).

When the Supreme Court granted review in Rapanos and Carabell, observers anticipated 

that the Court’s decision would resolve the split among the circuits and reduce the uncertainty 

over the scope of CWA jurisdiction. the Court’s opinion, however, did not give clear guidance 

on the limits of federal jurisdiction under the CWA. there was no majority opinion. Four 

justices led by Justice Scalia (plurality opinion) would sharply limit federal jurisdiction; 

four justices led by Justice Stevens (dissenting opinion) would uphold the Corps’ expansive 

interpretation of its jurisdiction; and Justice Kennedy (concurring opinion), who stood alone 

in the middle, would require a showing of a “significant nexus” of the wetland in question to 

navigable waters.

Legal effect of rapanos split opinion

As a practical matter, it appears likely that five of the nine Justices of the current Supreme 

Court would find jurisdiction if either the plurality’s “two-element” test or Justice Kennedy’s 

“significant nexus” test is met in a particular fact situation. As a matter of legal theory, however, 

commentators and the courts are struggling with the issue of whether the split decision in 

Rapanos establishes any legal standard that binds the lower courts, as it is difficult to discern 

common elements between the plurality and the concurring opinions in Rapanos. in the 

months since Rapanos, two district courts and three circuit courts have attempted to apply its 

tests, and a trend already appears to be emerging in the absence of clear, binding precedent, to 

interpret Rapanos so as to effect minimal change to the existing standard in any given circuit. 

See N. Cal. River Watch v. City of Healdsburg, 457 F.3d 1023, 1029, 1033 (9th Cir. 2006) 

(concluding without analysis that Justice Kennedy’s concurrence provides the controlling 

test); United States v. Gerke Excavating, 464 F.3d 723, 725 (7th Cir. 2006) (finding without 

significant analysis that Justice Kennedy’s test provides the controlling standard); United States 

v. Johnson, 467 F.3d 56, 66 (1st Cir. 2006) (determining that the lower court should uphold 

jurisdiction if “either the plurality’s or Justice Kennedy’s standard” is met); United States v. 

Chevron Pipe Line Co., 437 F. Supp. 2d 605, 614-15 (N.D. tex. 2006) (holding consistent 

with existing Fifth Circuit precedent in Harken Exploration, 250 F.3d at 269, and In re 

Needham, 354 F.3d at 345-47, that the government did not have jurisdiction over an oil spill 
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to an intermittent tributary); United States v. Evans, No. 3:05 Cr 159 J 32 hiS, 2006 Wl 

2221629, at *19 (M.D. Fla. Aug. 2, 2006) (determining that it would uphold jurisdiction if 

either the plurality’s or Justice Kennedy’s test were met).

discharge of Vessel ballast Water

in March 2005, the district court in Northwest Environmental Advocates v. EPA, No. C 03-

05760 Si, 2005 u.S. Dist. lEXiS 5373 (N.D. Cal. 2005), found that EPA acted in excess of 

its statutory authority in promulgating a thirty-year-old rule exempting “discharge incidental 

to the normal operation of a vessel,” including ballast water, from the NPDES permitting 

requirements. See 40 C.F.r. § 122.3(a). in September 2006, the district court vacated the EPA 

rule containing the exemption but delayed the effective date of the vacatur until September 

30, 2008. this action gives EPA two years to develop an alternative approach for vessel 

discharges. See Opinion on Order granting Plaintiffs’ Motion for Permanent injunctive relief, 

Northwestern Envt’l Advocates v. EPA, No. C 03-05760 Si, 2006 u.S. Dist. lEXiS 69476 

(N.D. Cal. Sept. 18, 2006).

the court noted the CWA prohibits the “discharge of any pollutant” except as authorized 

by an NPDES permit. 33 u.S.C. §§ 1311(a), 1342(a). the court held that vessel-discharged 

water, including ballast water, constitutes the addition of pollutants under the CWA. ballast 

water discharges introduce biological materials from outside sources, according to the court, 

and vessels are specifically defined as point sources in CWA § 502(14) and 33 u.S.C. § 

1362(14). thus, an NPDES permit is required unless a statutory exemption applies.

the court then found that the two exemptions in the statute for vessel discharges do 

not authorize EPA’s regulatory exemption for ballast water discharges. the court held that 

one statutory exemption only applies to military vessels. 33 u.S.C. § 1362(6)(A), (9), (10), 

(12)(b). the other exemption in the statute excludes from the definition of “discharge of a 

pollutant” the addition of a pollutant to the “contiguous zone” or “ocean.” the “contiguous 

zone” refers to the zone three miles from shore and extending for twelve miles, and the “ocean” 

extends beyond the “contiguous zone.” the court found that ballast water discharges into the 

nation’s lakes, rivers and harbors are not discharges into the contiguous zone or ocean and, 

therefore, are not covered by this exemption.

in arguing the appropriate remedy, the environmental groups had asked the district court 

to issue an order setting aside the ballast water exemption to take effect in nine to eighteen 

months after the date of the remedy order. As noted above, the district court’s remedy order 

ultimately gave EPA two years before the rule would be vacated. After the district court issued 

the remedy order, both the shipping industry and the environmental groups petitioned the 
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Ninth Circuit for review (pending as court of appeals docket numbers  

03-74795, 06-17187, 06-17188).

unless the shipping industry’s appeal succeeds, EPA will need to make 

new rules or issue new permits, possibly general permits, to respond to the 

district court’s order. the discharge of ballast water and other wastewater 

incidental to vessel operation is an operational necessity, and the Ninth 

Circuit’s decision and EPA’s response will have important implications on  

the feasibility and cost effectiveness of vessel operations in and near u.S. ports 

and navigable waters. Shipping and energy interests should, therefore, closely 

monitor both the Ninth Circuit proceeding and EPA’s response.

storm Water discharges From oil  
and gas exploration and Production

On June 23, 2006, the National resources Defense Council (NrDC) filed 

a petition with the u.S. Court of Appeals for the Ninth Circuit for review 

of EPA’s storm water rule published June 12, 2006. this rule implements 

Section 323 of the Energy Policy Act of 2005 by exempting storm water 

discharges from NPDES permitting requirements, including discharges 

containing sediment, regardless of whether the discharge contributes to a 

water quality standard violation for sediment. the Energy Policy Act defined 

the phrase “oil and gas exploration, production, processing, or treatment 

operations or transmission facilities” used in Section 402(l)(2) of the Clean 

Water Act (“CWA”) to mean “all field activities or operations associated with 

exploration, production, processing, or treatment operations, or transmission 

facilities, including activities necessary to prepare a site for drilling and for the 

movement and placement of drilling equipment, whether or not such field 

activities may be considered to be construction activities.” CWA 502(24),  

33 u.S.C. § 1362(24).

in response to the Energy Policy Act, EPA repealed the requirement 

in its rules at 40 C.F.r. § 122.26(e)(8) for small oil and gas construction 

activities to obtain permit coverage by June 12, 2006, and adopted new section 

122.26(a)(2)(ii), which recites the statutory definition verbatim and states that 

“[d]ischarges of sediment from construction activities associated with oil and 

gas exploration, production, processing, or treatment operations or transmission 

facilities are not subject to the provisions” of the rule requiring NPDES permits 

for a discharge that “[c]ontributes to a water quality standard violation.”
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NrDC and other environmental groups challenged EPA’s new rule in 

the Ninth Circuit. NrDC’s principal brief, which was filed in November 

2006, asks the Ninth Circuit to vacate EPA’s June 2006 storm water rule. 

NrDC’s brief states that it does not object to the part of the rule that expands 

the type of activities eligible for a permit exemption to include all oil and 

gas operations “whether or not [they] may be considered to be construction 

activities.” NrDC objects, however, to the part of the rule that exempts 

sediment discharges that contribute to a water-quality standard violation from 

the NPDES permit requirement and argues that this part of the rule violates 

the “plain language” of the CWA and is “unreasonable.” 

EPA’s February 2007 response argues that the rule is supported by the 

plain language of the CWA, which refers only to contamination by contact 

with raw materials, by-products and wastes, but not dirt, and that the 

legislative history of both Section 402(l)(2) of the CWA (enacted in 1987) 

and the Energy Policy Act of 2005 support EPA’s interpretation; and that in 

any case EPA’s interpretation of the CWA is entitled to deference and should 

be upheld by the Court. the American Petroleum institute and independent 

Petroleum Association of America each submitted proposed intervenor’s or 

amicus curiae briefs in February 2007 supporting EPA’s arguments.

the Ninth Circuit has a heavy caseload and, based on historical case 

turnaround, might not decide NrDC’s appeal until some time in 2008. in the 

meantime, EPA’s June 2006 rule remains in effect. if the Ninth Circuit were 

eventually to vacate the rule as requested by NrDC, it would leave the CWA 

standing alone as the controlling authority. unless and until EPA promulgates 

a new rule, each other federal judicial circuit would have to decide on a case-

by-case basis whether discharges of sediment are sufficient to render an oil and 

gas construction site ineligible for the exemption under Sections 402(l)(2) and 

502(24) of the CWA.
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ToXiC TorT LiTigaTion 
by Jeff Kemp

exclusion of expert Witness Testimony

the u.S. Supreme Court’s Daubert and Kumho Tire opinions encouraging more rigorous 

judicial scrutiny of expert witness testimony, in addition to their progeny at the state court 

level, have substantially impacted chemical exposure litigation. Whether at the pre-trial, post-

trial or appellate stage, efforts to exclude the testimony of toxicology, epidemiology, industrial 

hygiene and medical experts associated with chemical exposure litigation are frequently 

dispositive of the entire case. Courts are increasingly requiring that expert testimony in this 

arena transcend the requisite qualifications and be firmly grounded in appropriate scientific 

methods and literature.

Perhaps the most significant trend is judicial insistence that chemical exposure plaintiffs, 

via expert witness testimony, essentially quantify the level of their alleged exposure. two cases 

illustrate this trend. 

the New York case of Parker v. Mobil Oil Corp., 857 N.E.2d 1114 (N.Y. 2006), involved 

a former gasoline station attendant who claimed he contracted acute myelogenous leukemia 

(AMl) as a result of his occupational exposure to the benzene in gasoline. reviewing the lower 

court’s decision to strike the plaintiff ’s medical causation expert witnesses, the New York Court 

of Appeals agreed that an expert opinion “should set forth a plaintiff ’s exposure to a toxin, that 

the toxin is capable of causing the particular illness (general causation) and that [the] plaintiff 

was exposed to sufficient levels of the toxin to cause the illness (specific causation).” Departing 

from the lower court’s opinion, the Court of Appeals stated that a plaintiff does not need to 

exactly quantify exposure levels, so long as causation is demonstrated through a methodology 

generally accepted as reliable in the relevant scientific community. the court pointed out 

that in toxic tort cases, it is often impossible for a plaintiff to establish an exact numerical 

Toxic tort litigation bearing on the energy industry—particularly chemical products and 

premises liability litigation—remains widespread in certain pockets of the country. recent 

developments in legal doctrines and other key issues applicable to chemical exposure litigation 

generally predict a trend requiring plaintiffs to better organize and support their lawsuits from 

the point of conception. The pivotal legal doctrines and issues impacting chemical exposure 

litigation include: (�) exclusion of expert witness testimony; (2) federal preemption; (3) the 

sophisticated user and learned intermediary doctrines; (4) the bulk supplier doctrine; and (5) 

limitations on the scope of plaintiffs’ discovery requests.
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quantification of his level of exposure to a toxin. Nevertheless, the effort 

made by the plaintiff ’s expert witness was held inadequate due to insufficient 

quantification of exposure. 

in Frias v. Atlantic Richfield Co., 104 S.W.3d 925 (tex. App.—houston 

[14th Dist.] 2003, no pet.), a texas appellate court applied a more stringent 

standard in the course of ruling that there was no reliable expert testimony 

to support the contention that the plaintiff ’s death from aplastic anemia 

was caused by occupational exposure to benzene. the Frias court required 

scientifically reliable evidence of both the level and the period of chemical 

exposure. the plaintiff ’s experts testified that the plaintiff was “consistently 

exposed” to benzene levels in the 10-20 ppm range, had “regular exposures” 

above 100 ppm, and had “[o]ccasional peak exposures” in the hundreds of 

ppm. the court stated that “such indefinite terms as ‘consistently,’ ‘regular,’ 

and ‘occasional’ leave the frequency (i.e., hourly, daily, weekly, monthly, etc.) 

and duration (minutes, hours) of exposure…subject to wide variance and  

thus largely open to speculation.” 

Quantification of exposure by competent expert witnesses will likely 

remain a decisive battleground in chemical exposure litigation.

Federal Preemption

At least two federal statutes are commonly invoked in chemical products 

and premises liability litigation in an effort to preempt a plaintiff ’s state law 

claims: the Federal insecticide, Fungicide, and rodenticide Act (FiFrA) and 

the Federal hazardous Substance Act (FhSA). FiFrA is a comprehensive 

regulatory statute governing the manufacture, sale, use, and labeling of 

pesticides. the FhSA provides nationally uniform requirements for the 

labeling of packages of hazardous substances intended or suitable for household 

use. recent developments in the case law bear on defendants’ ability to obtain 

complete federal preemption of plaintiffs’ claims under these statutes.

the u.S. Supreme Court’s recent opinion in Bates v. Dow Agrosciences 

LLC, 544 u.S. 431 (2005), has altered the landscape of federal preemption 

law. bates involved a number of texas peanut farmers who claimed their crops 

were severely damaged as a result of their use of Dow’s pesticide product. Dow 

sought a declaratory judgment to the effect that FiFrA preempted plaintiffs’ 
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various state law claims. the Supreme Court vacated the summary judgment that had been 

granted to Dow, concluding that FiFrA does not prohibit all state law causes of action 

based on FiFrA violations. the Court noted that in order for a state law cause of action to 

be preempted, the law must make “requirements” regarding labeling or packaging and those 

requirements must be in addition to or different from those already required by FiFrA. Claims 

like fraud and negligent failure to warn impose labeling requirements because the claims allege 

false and inadequate warnings and are therefore preempted by FiFrA. the Court concluded, 

however, that state common law claims such as defective design, defective manufacturing, 

negligent testing, and breach of express warranty do not require that manufacturers label 

or package their products in any particular way. under the Court’s reasoning, such claims 

therefore do not impose “requirements” for packaging or labeling and are therefore not 

preempted by FiFrA. in summary, FiFrA does not preempt state law remedies, only 

additional or different labeling requirements. 

the FhSA preemption provision may also have been circumscribed by recent case law. 

For example, taking a cue from the bates decision, a federal district court in Alabama in the 

case of Gougler v. Sirius Products, Inc., 370 F. Supp. 2d 1185 (S.D. Ala. 2005), ruled that 

a design defect claim falls beyond the ambit of the FhSA because it does not qualify as a 

“labeling requirement.” given that a number of cases have observed a substantial similarity 

between the FiFrA and FhSA preemption provisions, courts may be inclined to graft 

the Supreme Court’s analysis in bates (a FiFrA case) to FhSA cases, thereby ripening the 

environment for non-failure-to-warn claims. Furthermore, although courts uniformly agree 

that the FhSA preempts any state law claim that seeks to impose more elaborate or additional 

labeling requirements from those mandated by the FhSA, courts are increasingly commenting 

that negligence claims for failure to comply with the FhSA are permissible. 

sophisticated User/Learned intermediary doctrines

the sophisticated user and learned intermediary doctrines—affirmative defenses to failure to 

warn claims frequently raised by defendants in toxic tort litigation—remain alive and well in 

recent case law. 

under the sophisticated user doctrine, a product supplier has no duty to warn the ultimate 

user if it has reason to believe that the user will realize the product’s dangerous condition. See, 

e.g., Gray v. Badger Mining Corp., 676 N.W.2d 268, 276 (Minn. 2004). Stated another way, the 

doctrine provides that product suppliers do not have a duty to warn employees or customers 

of knowledgeable industrial purchasers as to product-related hazards. Lambert v. B.P. Prods. N. 
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Am., Inc., No. 04-347-gPM, 2006 Wl 924988, at *2 (S.D. ill. Apr. 6, 2006). 

the rationale behind the doctrine is that it would be pointless to warn a user 

of a danger of which the user is already aware, since it is unlikely that the party 

would act differently if warned. Gray, 676 N.W.2d at 276.

under the related learned intermediary doctrine, although product 

manufacturers and suppliers still have a duty to warn foreseeable users of a 

product’s dangers, they may rely on a learned or sophisticated intermediary  

to pass along the product warnings to the ultimate user. In re Manbodh Asbestos 

Litig. Series, No. 324/1997, 2005 Wl 3487838, at *14 (V.i. Nov. 28, 2005).  

A product manufacturer or supplier, however, must be reasonable in its reliance 

on such an intermediary; otherwise, the defense fails. A learned intermediary 

may be characterized as “one who has knowledge of the danger and whose 

position vis-à-vis the manufacturer and consumer confers a duty to convey the 

requisite warnings to the consumer.” Union Carbide Corp. v. Kavanaugh, 879 

So. 2d 42, 44 (Fla. Dist. Ct. App. 2004). generally, the learned intermediary 

defense applies when it is highly impractical for the supplier to provide a 

warning directly to an end user. 

A recent texas silica exposure case styled Humble Sand & Gravel, Inc. 

v. Gomez, 146 S.W.3d 170 (tex. 2004), illustrates the application of both 

the sophisticated user and learned intermediary doctrines. the plaintiff, 

an abrasive blasting worker, brought suit against a supplier of flint used for 

abrasive blasting after he allegedly contracted silicosis from inhaling silica dust 

from the flint. the defendant presented evidence that warnings were largely 

unheeded in the abrasive blasting industry by both employers and employees 

and that additional warnings would not have rectified the lack of care taken to 

ensure safe working conditions. the texas Supreme Court concluded that flint 

suppliers were under no duty to warn blasting operators of the danger of silica 

dust exposure because it had long been common knowledge throughout the 

industry. As to the question of whether the flint supplier had a duty to directly 
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Limitations on Plaintiffs’ Discovery Requests

A key trend in chemical exposure litigation is the emergence of published court opinions 

reining in broad and unduly burdensome written discovery requests submitted by plaintiffs. 

A classic example is the texas case of In re Reynolds Metals Co., No. 14-04-00001-CV, 2004 

Wl 794535, at *3-4 (tex. App.—houston [14th Dist.] 2004, no pet.). the plaintiff in this 

chemical exposure case propounded 136 requests for production on all 66 defendants in the 

case, including reynolds Metals. reynolds Metals objected to the requests for production 

because the plaintiff had not provided the company with specific information regarding his 

relationship with its premises, including when he was on the premises, where he was on the 

premises, who his employer was at the time, or how he was exposed to any toxic substances on 

the premises. the texas Court of Appeals concluded that the plaintiff ’s discovery request was 

overbroad because it was “not merely an impermissible fishing expedition; it [was] an effort to 

dredge the lake in hopes of finding a fish.” Id. at *3. the court noted that defendants should 

not be required to produce information regarding a claim the plaintiff has effectively not yet 

made and further stated that in order to be narrowly tailored, discovery requests must be 

limited by time, place, and subject matter. 

Similar opinions requiring that discovery requests be narrowly tailored to relate  

to chemical products specifically identified by a plaintiff are being published with  

increasing frequency.
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DownstReAm

Governmental Probes of Market Manipulation:  
New Powers, New Rules and New Fears

Private Litigation (Market Manipulation)
Criminal Proceedings Against Companies and Individuals
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Downstream 
GoVeRnmentAL PRoBes oF mARKet mAnIPULAtIon: new PoweRs, 

new RULes AnD new FeARs
by Peggy Heeg

 

Federal energy Regulatory Commission: the new Regime 
the Energy Policy Act of 2005

Following the California energy crisis and the disclosure of rampant wrongdoing among energy 

traders, Congress adopted the EPACt, which significantly broadened FErC’s authority to 

prohibit manipulation of energy markets. the EPACt added a new section 4A to the Natural 

gas Act (NgA), see Pub. l. 109-58 § 315, and a new section 222 to the Federal Power Act 

(FPA), see Pub. l. 109-58, § 1283, prohibiting market manipulation. Specifically, the EPACt 

prohibits the use or employment of manipulative or deceptive devices or contrivances by any 

entity in connection with the purchase or sale of natural gas, electric energy, or transportation 

or transmission services subject to FErC’s jurisdiction. Following the adoption of the EPACt, 

FErC issued Order No. 670 on January 19, 2006, adopting regulations implementing the 

anti-manipulation provisions of the Act. Prohibition of Energy Market Manipulation, 71 Fed. 

reg. 4,244 (Jan. 26, 2006) (to be codified at 18 C.F.r. pt. 1c).

Prior to adoption of the EPACt and Order No. 670, FErC only had jurisdiction to address 

market manipulation by market-based rate sellers, natural gas pipelines providing unbundled 

natural gas service, or holders of blanket certificate authority. Now, FErC has authority to 

prohibit market manipulation by “any entity.” Order No. 670 defines “any entity” to include  

“any person or form of organization, regardless of its legal status, function or activities.” the 

new anti-manipulation rules apply to entities that are not otherwise jurisdictional, as long as 

manipulative conduct is “in connection with” or otherwise affects a jurisdictional transaction.

All-time high energy prices and price volatility have caused politicians and regulators to focus 

on market manipulation, price gouging and the impact of speculation on energy prices. while 

multiple federal agencies have the authority to police market manipulation, two agencies have 

taken the lead in policing the energy markets: the Federal energy Regulatory Commission 

(FeRC) and the Commodity Futures trading Commission (CFtC). with the implementation of the 

ePACt, a significant and fundamental shift in the balance of power between FeRC and the energy 

industry has occurred. For the first time, FeRC has significant civil penalty authority—$1 million 

per violation per day of violation. moreover, the ePACt expanded FeRC’s jurisdiction over energy 

companies that have not historically been subject to FeRC’s jurisdiction and directed FeRC and  

the CFtC to coordinate their efforts. energy companies that fail to comply with these regulations 

can easily face penalties of tens to hundreds of millions of dollars.
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Market Manipulation under Order 670

While there have yet to be any public enforcement orders interpreting Order 

No. 670, FErC Chairman Joseph Kelliher recently warned that “it’s a new 

day” when it comes to complying with FErC orders. in response to its new 

authority, FErC has significantly increased its enforcement and market 

monitoring capabilities and is aggressively monitoring energy markets. FErC 

has established a new Market Monitoring Center dedicated to monitoring 

the natural gas and electric markets and detecting market manipulation. the 

Market Monitoring Center currently has 160 employees, and there are plans to 

increase that number. the Market Monitoring Center relies on a combination 

of “eyeballing” streaming live data as well as proprietary software to analyze 

market data. the agency is clearly investing in this area, and the lack of 

enforcement cases to date should not be taken as a sign that FErC does  

not intend to use its new authority.

until FErC develops a body of case law interpreting Order No. 670, 

prior FErC jurisprudence offers some insight into activities that will likely  

be considered manipulative. Following the California energy crisis, FErC staff 

issued a report based on a year-long review of the California energy markets 

and concluded that “significant market manipulation” had occurred during 

2000 and 2001. See Final report on Price Manipulation in Western Markets: 

Fact-Finding investigation of Potential Manipulation of Electric and Natural 

gas Prices, FErC Docket No. PA02-2-000, March 2003. the report examined 

several practices that contributed to the severity of the California energy 

crisis and determined that such practices were manipulative and should be 

prohibited. FErC staff paid particular attention to: 1) wash trades; 2) rapid-

fire trading; 3) physical and economic withholding; and 4) intentional false 

reporting to trade publications that report price indices. 

the report focused on the impact of wash trades in energy markets. the 

term “wash trade” is generally defined by FErC as a prearranged pair of trades 

of the same commodity between the same parties, involving no economic 

risk and no net change in beneficial ownership. the report concluded that 

wash trades can be used to create the illusion that a market is liquid and active 

and can be arranged at prices that diverge from the prevailing market in an 

attempt to send false signals to other market participants. in the report, FErC 

concluded that wash trades can affect the average or index price reported 

Specifically, the EPACT 

prohibits the use or 

employment of manipulative 

or deceptive devices or 

contrivances by any entity  

in connection with the 

purchase or sale of natural 

gas, electric energy, or 

transportation or  

transmission services  

subject to FERC’s jurisdiction.

o

D
o

w
n

s
t

R
e

A
m



www.fulbright.com

W h e n  Y o u  T h i n k  A h e A D ,  T h i n k  F u l b r i g h t . ™

74

for a market, which in turn could benefit a derivatives position or affect the 

magnitude of payments on a contract linked to the index price. 

FErC staff also concluded that rapid-fire trading, defined as high-volume 

rapid trading designed to increase price, significantly raised the index price of 

natural gas in 2000 and 2001 and moved the market price of natural gas at 

topock, California. FErC staff concluded that the inflated gas prices resulting 

from the “churning” resulted in higher gas costs of approximately $1.15 billion 

over an 8-month period and higher electricity prices of $1.6 billion.

Physical and economic withholding of energy with the intent of 

influencing prices was highlighted in the report as well as various FErC rulings 

arising out of the California energy crisis. in a series of cases, FErC concluded 

that entities accused of withholding generation or pipeline capacity did so 

for the purpose of influencing prices. Specifically, a series of well-publicized 

Enron trading strategies during the California energy crisis, where artificial 

congestion was created through over-scheduling, was considered by FErC to 

be manipulative. the Enron strategies were based upon fabricating transactions 

and sending false information to the California independent System Operators 

(energy schedules and bids).

Finally, the report concluded that during the California energy crisis, 

multiple market participants provided false reports of natural gas prices and 

trade volumes to industry publications such as gas Daily and inside FErC. 

the false reporting included fabricating trades, inflating the volume of trades, 

omitting trades, and adjusting the price of trades. these publications used the 

reports to compile price indices, allegedly impacting the price of energy. this 

widespread false reporting led FErC staff to conclude that reported prices did 

not reliably reflect market activity and, accordingly, that reported prices should 

not provide the basis for setting spot power clearing prices in the California 

refund Proceeding.

the manipulative practices which were the hallmark of the California 

energy crisis are not the only type of activity that is prohibited. More 

recently, FErC and other agencies are investigating whether companies are 

taking positions in the physical market to the benefit of a financial position. 

Specifically, investigations are ongoing relating to the disconnect of the physical 

and financial markets at the houston Ship Channel. it is alleged that at least 
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one company, during the last hour of the last day prior to the expiration of the NYMEX 

contract, sold physical gas in the monthly market at prices well below market. the sales of  

gas at below market price allegedly suggest a strategy of pushing monthly physical indexes 

down to increase profits on large financial positions. 

it remains to be seen how FErC will wield the very large regulatory hammer bestowed upon 

it by the EPACt. because of the lack of recent FErC jurisprudence regarding anti-market 

manipulation enforcement, it is helpful to consider how a sister agency, the CFtC, has 

enforced anti-market manipulation regulations.

Commodity Futures trading Commission:  
new Proposals on the horizon
the Commodity Exchange Act 

the Commodity Exchange Act (CEA) makes it unlawful for any person to manipulate or 

attempt to manipulate the market price of a commodity, including energy. After much debate, 

the courts have clarified that CFtC jurisdiction extends not just to manipulation of the futures 

markets but to manipulation of the cash markets. the courts have defined manipulation 

as intentional conduct that results in a price that does not reflect the legitimate forces of 

supply and demand. A violation of any provision of the CEA is a felony. the CFtC can seek 

monetary penalties and disgorgement of treble damages of the monetary gain associated with 

the manipulation. Furthermore, the CFtC often charges attempted manipulation at the same 

time it charges manipulation, resulting in multiple violations relating to identical conduct. 

in addition, a third party may be charged with aiding and abetting a manipulation or an 

attempted manipulation. 

Prior to 2002, the CFtC had not brought actions under the CEA for manipulation or 

attempted manipulation of energy markets. given the vague nature of the laws and the lack of 

standards as to what conduct is manipulative, energy companies should understand that CEA 

enforcement is still evolving. Enforcement proceedings have been brought for the following 

conduct: 1) wash trades; 2) false price reporting; 3) physical trades to the benefit of a financial 

position; and 4) long manipulation, or cornering of the market. 

Wash trades are the classic example of manipulative conduct pursued by the CFtC. in 

general, wash trades are offsetting buy and sell trades with the same counterparty and price, 

commodity, location and quantity with the intent to artificially affect revenues, volumes or 

price. When all of these factors are present, the CFtC will often presume intent to engage  

in a fraudulent wash trade, even without direct evidence of intent. 
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like the DOJ and FErC, the CFtC has brought numerous enforcement proceedings for 

false price reporting. Most recently, in the case In re Dominion Resources, Inc., CFtC Docket 

No. 06-06 (filed Sept. 27, 2006), available at www.cftc.gov, the CFtC alleged that false 

information regarding prices was reported to various trade publications. the CFtC alleged 

that Dominion, through several traders on its natural gas trading desks, knowingly reported 

false, misleading and inaccurate information, including price and volume information, to 

certain reporting firms about natural gas cash transactions. Dominion’s traders were alleged 

to have knowingly reported to gas Daily, Natural gas intelligence and inside FErC wholly 

fictitious trades, certain actual trades at false prices and/or volumes, and certain trades that were 

observed in the market as if those trades were actual trades executed by Dominion. Dominion 

was ordered to pay a civil monetary penalty of $4.25 million.

Physical trades to the benefit of a financial position are similarly prohibited. in CFTC v. 

Shively, No. h-03-909 (S.D. tex. filed Mar. 12, 2003), defendants Enron Corp. and a natural 

gas trader were charged with manipulating or attempting to manipulate prices in the henry 

hub natural gas spot market in violation of the CEA. the CFtC alleged that the Enron trader 

bought a large amount of gas in approximately fifteen minutes, causing prices to rise artificially 

in coordination with Enron’s NYMEX desk, so that Enron could benefit from its financial 

position. the trader settled with the CFtC and agreed to a trading ban and to cooperate with 

the CFtC’s investigation. 

likewise in the case of In re Avista Energy Inc. and Michael T. Griswold, CFtC Docket 

No. 01-21 (filed Aug. 21, 2001), available at www.cftc.gov, the CFtC alleged that Avista 

was able to create artificial settlement prices by placing large orders on the close of Options 

Expiration Dates in electricity markets at non-market prices. Specifically, it was alleged that 

Avista, in particular months, sold electricity futures contracts at prices less than or higher than 

prevailing bids to benefit their positions. Avista settled the case by paying a penalty, and the 

trader involved paid a fine and agreed to a trading ban. 

long manipulation, also known as a “corner” or “squeeze,” is another classic example of 

manipulative conduct pursued by the CFtC. this strategy is best illustrated by the recent 

complaint filed by the CFtC against bP in the propane market. CFTC v. BP Prods. N. Am. 

Inc., C.A. No. 06C-3503 (N.D.ill. filed June 28, 2006). According to the complaint, bP 

allegedly developed and directed the execution of a speculative trading strategy to corner 
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dominant long position by purchasing a large physical propane position that exceeded  

all available inventory of tEt propane. After acquiring this dominant position, bP was 

allegedly able to set the price for propane and short sellers had no choice but to pay the  

prices dictated by bP. the complaint against bP alleges actual manipulation, not just 

attempted manipulation.

Proposals for increased regulation

Over the past year, there have been three bills and one senate subcommittee report addressing 

energy manipulation. the most significant of these is the CFtC reauthorization Act and 

related bills, which provide for increased surveillance of off-exchange contracts and increased 

market oversight by the CFtC. these bills call for increased recordkeeping requirements, 

market monitoring and increased civil and criminal penalties. Various trade groups such as 

the American Public gas Association and the industrial Energy Consumers of America have 

supported this legislation, calling on Congress to give the CFtC greater authority to focus on 

over-the-counter trades and the intercontinental Exchange (iCE), a trading platform. this 

interest in enforcement authority has resulted, in part, from increased public focus on the role 

of energy speculation following the implosion of hedge funds Mother rock and Amaranth. 

On June 27, 2006, a Senate Permanent Subcommittee on investigations issued a Staff 

report titled “the role of Market Speculation in rising Oil and gas Prices: A Need to Put 

the Cop back on the beat.” the report notes the large increase in over-the-counter contracts 

exempt from CFtC oversight. the report concludes that “speculation has increased energy 

prices” and that Congress should eliminate the so-called “Enron loophole” and require more 

systematic reporting and oversight of over-the-counter trades and iCE. See Press release, 

“levin-Coleman report Finds Speculation Adding to Oil Prices: Put the Cop back on the 

beat,” Senate Committee on homeland Security and governmental Affairs (June 27, 2006), 

available at http://hsgac.senate.gov.

 it remains to be seen how new legislative proposals will impact the ability of the 

CFtC to further regulate market manipulation and whether over-the-counter trades and iCE 

will be brought under the agency’s jurisdiction. however, even if no new legislation comes 

to fruition, the CFtC and FErC can still be expected to aggressively enforce the anti-

manipulation provisions of the CEA and the EPACt.
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PRIVAte LItIGAtIon (mARKet mAnIPULAtIon)
by Josh Lichtman and Felice Galant

the varying resolutions of these cases has depended, in part, on whether their subject matter 

concerned alleged manipulation of electricity prices, in which case the relevant statute for 

purposes of preemption and the filed rate doctrine was the FPA, 16 u.S.C. § 791a et seq., or 

alleged manipulation of natural gas prices, in which case the relevant statutes were the NgA, 

15 u.S.C. § 717 et seq., the Natural gas Wellhead Decontrol Act of 1989, Pub. l. 101-60, 

and the Natural gas Policy Act of 1978, 15 u.S.C. 3301 et seq. (NgPA). both the FPA and 

NgA grant exclusive jurisdiction to FErC to ensure that wholesale electricity and natural gas 

rates are “just and reasonable.” both statutes vest FErC with the sole authority to determine if 

wholesale rates are just and reasonable.

in both power and natural gas cases, the plaintiffs have argued that the filed rate doctrine 

should not apply when rates are not actually “filed” with FErC but instead are set bilaterally 

under a market-based rate regime authorized by FErC; and that FErC has exercised 

insufficient regulatory oversight to justify applying the filed rate doctrine. On the electricity 

side, defendants have argued and courts have uniformly held that the filed rate doctrine bars 

antitrust litigation over wholesale electricity rates despite FErC’s transition to a market-

based rate regime. in natural gas cases, trial courts addressing the issue have reached arguably 

inconsistent results, and the issue has not yet been clarified by the appellate courts. 

the 2000-2001 California energy crisis spawned two waves of litigation. the first involved claims 

by federal and California state agencies, as well as by private plaintiffs such as industrial and 

individual consumers, that generators and traders of electricity had manipulated the wholesale 

electricity market, either on their own or collusively. After it became apparent that one factor 

in the increase of wholesale electricity prices in California was a rise in the wholesale price of 

natural gas, which is used to fire many of the plants generating electricity for use in California, 

a second wave of litigation was filed in numerous federal and state courts based on allegations 

that many of those same marketers had colluded to manipulate the natural gas market, causing 

harm to consumers not only in California but in numerous other states and markets. the private 

litigation has often proceeded contemporaneously with government investigations and litigation 

(either criminal or civil) of the same allegations. this has required energy companies involved 

in litigating the same issues before multiple courts and government agencies to delicately 

balance legal strategies, as well as their approaches to settlement. while the worst of the 

California energy crisis is now five years in the past, and many of the actions against energy 

companies have been dismissed or settled, substantial litigation remains pending and will likely 

continue for several more years.
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California electricity Cases

the FPA requires that wholesale electricity prices be “just and reasonable” 

and delegates to FErC the authority to make such determinations. Nearly 

all of the civil litigation concerning alleged manipulation of the western 

electricity market has been resolved. Courts have almost uniformly held that 

civil actions alleging either state or federal claims for damages based on the 

alleged manipulation leading to “overcharges” for wholesale electricity are 

barred because the FPA preempts state law claims and/or because the filed 

rate doctrine applies and only the FErC may determine what a “just and 

reasonable” price for electricity would have been absent the alleged misconduct. 

thus, the courts have held that the only avenue for recovery of the allegedly 

excessive payments for electricity is via an administrative complaint to FErC. 

Public Util. Dist. No. 1 of Snohomish County v. Dynegy Power Mktg., Inc., 384 

F.3d 756 (9th Cir. 2004), cert. denied, 545 u.S. 1149 (2005) (Snohomish); 

Cal. ex. rel. Lockyer v. FERC, 383 F.3d 1006 (9th Cir. 2004), petition for cert. 

filed, 75 u.S.l.W 3355, No. 06-88 (Dec. 28, 2006) (lockyer v. FErC); Cal. 

ex. rel. Lockyer v. Dynegy, Inc., 375 F.3d 831 (9th Cir. 2004), cert. denied, 544 

u.S. 974 (2005) (lockyer v. Dynegy); Public Util. Dist. No. 1 of Grays Harbor 

v. Idacorp Inc., 379 F.3d 641 (9th Cir. 2004) (grays harbor); Cal. ex rel. 

Lockyer v. Transcanada Power, L.P., 110 Fed. Appx. 839 (9th Cir. 2004); T&E 

Pastorino Nursery v. Duke Energy Trading & Mktg., 123 Fed. Appx. 813 (9th 

Cir. 2005) (Pastorino). 

A lengthy administrative complaint proceeding seeking refunds for alleged 

electricity overcharges has been pending before FErC for nearly five years and 

is ongoing, although all but a few of the companies involved have reached 

settlements with FErC. the specific allegations in and findings of those 

administrative proceedings are discussed in further detail elsewhere in this 

report. in those proceedings, San Diego Gas & Elec. Co., et al. v. Sellers of Energy 

and Ancillary Servs., et al., FErC Docket No. El-00-95-000, FErC has issued 

numerous orders concerning, among other things, the basis for and method for 

calculating refunds for excessive electricity prices during the California energy 

crisis, some of which have resulted in appellate review by the Ninth Circuit. 
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As a result of the bonneville 

Power Administration 

decision, the plaintiffs, 

who were and are pursuing 

administrative claims before 

FERC against many energy 

companies for the refund of 

allegedly excessive electricity 
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administrative relief from 

FERC for those same types  

of alleged overcharges against 

municipal entities, such as 
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For example, in Public Utils. Comm’n of Cal. v. FERC, 456 F.3d 1025 

(9th Cir. 2006), opinion amended, 462 F.3d 1027 (9th Cir. 2006), the Ninth 

Circuit affirmed FErC’s decision to include within the scope of the refund 

proceeding all transactions that occurred within the California Power Exchange 

Corporation (CalPX) or California independent System Operator (Cal-iSO) 

markets, or as a result of a CalPX or Cal-iSO transaction. however, the Ninth 

Circuit further held that FErC had improperly limited the time period of the 

refund proceedings to exclude transactions that had occurred before October 

2, 2000, concluding that section 309 of the FPA did not limit FErC’s ability 

to remedy tariff violations prior to that date, even though section 206 of 

the FPA (the general provision concerning FErC’s duty to ensure just and 

reasonable prices) was subject to the October 2, 2000 refund effective date.  

A related Ninth Circuit decision, Bonneville Power Admin. v. FERC, 422 

F.3d 908 (9th Cir. 2005), held that FErC’s regulatory authority (and, thus, 

the refund proceedings) could apply only to “public utilities,” which the 

FPA defined to exclude public entities such as municipal utilities or other 

government agencies. Specifically, the Ninth Circuit held that “FErC does 

not have refund authority over wholesale electric energy sales made by 

governmental entities and non-public utilities. Although we recognize that  

the California energy crisis was extraordinary, the fact remains that it does 

not alter FErC’s statutory authority. it should be obvious that FErC 

cannot invoke a ‘one-time’ rule for this circumstance. FErC’s long-standing 

interpretation of §§ 205 and 206 confirms that governmental entities/non-

public utilities lie outside its rate-making and refund authority.”

the few electricity lawsuits that remain pending involve several issues 

concerning the scope of FErC’s regulatory jurisdiction under the FPA and the 

question of whether allegations of misconduct resulting in allegedly excessive 

electricity prices are actionable for some reason other than the mere alleged 

unreasonableness of the price. For example, in Pacific Gas & Elec. Co., et al. v. 

Arizona Elec. Power Cooperative, Inc., et al., Case No. 2:06-CV-00559 (E.D. 

Cal. filed Mar. 16, 2006), and San Diego Gas & Elec. Co. v. Arizona Elec. Power 

Cooperative, Case No. 2:06-CV-00592 (E.D. Cal. filed Mar. 16, 2006), the 

plaintiffs, California utilities and the California Electricity Oversight board 

(i.e., the primary purchasers of wholesale electricity in California during 

2000-2001, also referred to as the “California Parties”) allege that numerous 

municipal utilities, such as the los Angeles Department of Water and Power 
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(lADWP) and the Sacramento Municipal utility District (SMuD), breached various 

contractual obligations (created by tariffs subject to FErC regulation) by charging prices  

that were allegedly determined to be excessive in FErC administrative proceedings. 

the suits were filed because of the Ninth Circuit’s decision in Bonneville Power 

Administration that the FPA did not grant FErC regulatory jurisdiction over municipal 

utilities such as the lADWP and SMuD. As a result of the Bonneville Power Administration 

decision, the plaintiffs, who were and are pursuing administrative claims before FErC against 

many energy companies for the refund of allegedly excessive electricity charges, cannot obtain 

administrative relief from FErC for those same types of alleged overcharges against municipal 

entities, such as the lADWP or SMuD. therefore, the California Parties assert that under 

Bonneville Power Administration and Lockyer v. FERC, the filed rate doctrine precludes only 

claims for damages based on violation of the FPA but does not bar state law breach of contract 

claims or other claims challenging contract formation on grounds such as fraud, mistake, 

duress or unconscionability. the municipal utilities defendants have moved to dismiss, 

primarily asserting that Bonneville Power Administration’s holding that the FPA does not give 

FErC jurisdiction to regulate the municipal utilities means not only that FErC cannot grant 

administrative remedies such as refunds but also that the district court lacks federal question 

subject matter jurisdiction over the plaintiffs’ purported breach of contract claims. those 

motions to dismiss were heard on October 25, 2006, and are sub judice. 

Also still pending are several cases involving efforts by the State of California to avoid its 

obligations under a series of multi-billion-dollar long-term power supply contracts which it 

entered in the spring of 2002. the stated purpose of those agreements was to secure supplies of 

power for California and reduce the uncertainty in the market that was prolonging the energy 

crisis and contributing to sustained high prices. After the contracts were signed and prices 

dropped, California became disenchanted with the above-market prices it was obligated to pay 

under the long-term contracts as well as with a number of other terms in those agreements. 

California first sought to modify those agreements through an administrative proceeding at 

FErC. See Public Utils. Comm’n of Cal., et al. v. Sellers, et al., FErC Docket No. El02-60-000. 

California alleged that the prices, terms and conditions of the contracts were unjust and 

unreasonable and, therefore, violated the FPA; and that they had been obtained through the 

exercise of market power, also in violation of the FPA. All but a few of the sellers under those 

long-term contracts settled with California. For the several that did not, FErC eventually 

rejected California’s challenge to the contracts, holding that under the Mobile-Sierra doctrine, 

the contracted rates were presumed to be just and reasonable for purposes of the FPA unless 

California could demonstrate that the contracts were not in the “public interest,” which it had 

failed to do. Public Utils. Comm’n v. Sellers, 105 FErC ¶ 61,182 (2003).



www.fulbright.com

W h e n  Y o u  T h i n k  A h e A D ,  T h i n k  F u l b r i g h t . ™

82

California and numerous other municipal and state utilities and agencies appealed, and 

on December 19, 2006, the Ninth Circuit issued its decisions in related cases: California Public 

Utils. Comm’n v. FERC, No. 03-74207, No. 03-74206, 2006 u.S. App. lexis 31140 (9th Cir. 

Dec. 19, 2006) and Public Util. Dist. No. 1 v. FERC, 471 F.3d 1053 (9th Cir. 2006). these 

two cases granted petitions for review and remanded for further determination by FErC as 

to whether the contracts should be modified under the FPA’s “just and reasonable” standard. 

the Ninth Circuit held that review of the contracts based on application of the Mobile-Sierra 

presumption is permitted only if:

(1) the contract by its own terms does not preclude the limited Mobile-Sierra review;  

(2) the regulatory scheme in which the contracts are formed provides FErC with an 

opportunity for effective, timely review of the contracted rates, because otherwise FErC’s 

reliance on Mobile-Sierra would amount to an abdication of its duty under the FPA to 

prevent charging of unjust or unreasonable rates; and  

(3) where, as here, FErC relies on a market-based rate-setting system to produce just  

and reasonable rates, all factors relevant to the propriety of the contract’s formation must 

be considered. 

Public Util. Dist. No. 1, 471 F.3d at 1061. the court indicated that FErC had made numerous 

procedural and substantive errors as to the second and third elements of this test. Among other 

things, the Ninth Circuit suggested that these elements had not been met because FErC’s  

“de-regulated” system of blanket market-rate authority and post-hoc quarterly transaction 

filings meant (i) there was no meaningful opportunity for “plenary” FErC review of whether 

the rates in the contracts at issue were “just and reasonable;” (ii) FErC had failed to adopt “an 

effective oversight mechanism permitting timely reconsideration of market-based authorization 

if market conditions change;” and (iii) there was no basis to “presume the contract rates were 

originally just and reasonable” because FErC had failed to consider “factors relevant to the 

propriety of the [contracts’] formation” such as “whether the original negotiations occurred in 

a functional marketplace” free from “manipulation, the leverage of market power” and other 
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“dysfunction.” Accordingly, the court held that “a remand is necessary so that 

FErC can apply the proper statutory standards to determine, first, whether 

Mobile-Sierra review of the challenged contracts is appropriate; second, if so, 

to apply the modified form of Mobile-Sierra review outlined in this opinion; 

and finally, if not, to apply full “just and reasonable” review to the challenged 

contracts. Id. at 1090.

in an action filed by California in Sacramento Superior Court, California 

Dep’t of Water Reservoirs v. Powerex Corp., No. 02:05-CV-0518-gEb-PAN, 

2006 u.S. Dist. lEXiS 3737 (E.D. Cal. Jan. 12, 2006), the defendant 

attempted to remove the case to federal court based upon complete preemption 

and the filed rate doctrine. in 2005, the District Court denied a motion 

to remand, concluding that under Snohomish and Lockyer v. Dynegy, the 

claims asserted by California required a determination of what a “just and 

reasonable” rate for the electricity supplied by the long-term contract with 

Powerex would have been, absent the alleged market manipulation related 

to the 2000-2001 California energy crisis. Consistent with the denial of the 

motion to remand, the Court granted Powerex’s motion to dismiss based on 

the filed rate doctrine and federal preemption. however, California then filed 

an amended complaint that stated it alleged only claims related to “contract 

formation,” specifically limited to allegations that the contract was void as a 

matter of contract law because it had been entered into through fraud, duress, 

“dysfunction” in the energy markets, or was otherwise unconscionable or in 

violation of public policy. this time, the Court agreed, holding that limiting 

the allegations to “contract formation” issues meant that the claims would not 

require application of federal law or federal tariffs in determining whether the 

prices under contract were excessive. the case remains pending in Sacramento 

Superior Court.
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Pipeline Conspiracy Cases

the 2000-2001 energy crisis in California has spawned two sets of private litigation concerning 

alleged manipulation of the natural gas markets. initially, a series of class actions were filed 

on behalf of consumers in California and by the Nevada Attorney general (as well as Nevada 

consumers), alleging antitrust and unfair competition claims against Sempra Energy and El 

Paso Corporation and certain of their subsidiaries (collectively “Sempra” and “El Paso”), for 

purportedly conspiring to restrict the supply of natural gas. those cases asserted, among other 

things, that Sempra and El Paso conspired to limit the development of additional interstate 

pipeline capacity into California and the West and thereby restricted the supply of natural gas 

and increased gas prices. the complaints alleged that Sempra and El Paso agreed not to compete 

with respect to proposed projects that could have developed additional capacity on several 

different routes for transportation of natural gas from producing basins to California, over which 

Sempra and El Paso, respectively, then had sufficient control to exercise market power.

the California cases were consolidated in San Diego Superior Court as Natural Gas 

Anti-Trust Cases I, II, III and IV, JCCP Nos. 4221, 4224, 4226 and 4228 (also known as the 

“Continental Forge Antitrust litigation” or the “Natural gas Pipeline Cases”). the plaintiffs 

asserted that the alleged antitrust conspiracy resulted in excessive prices for natural gas (and 

electricity generated therefrom) in California totaling almost $8 billion during 2000-2001, 

which could have been trebled to approximately $23 billion in damages. the Nevada action was 

filed in Clark County District Court as State of Nevada, et al. v. El Paso Corp., et al., No. 02-A-

458583-b (filed Nov. 1, 2002). 

in June 2004, El Paso settled these actions and combined them with the settlement 

of a number of related proceedings pending before FErC, the California Public utilities 

Commission and proceedings with the Attorneys general of the States of California, Nevada, 

Oregon, and Washington. under the settlement, El Paso obtained a release of all claims arising 

out of or relating to alleged misconduct in connection with the California energy crisis. in 

return, El Paso agreed to provide total consideration valued at approximately $1.4 billion, 

consisting of: (i) an up-front cash payment of $256 million; (ii) the proceeds from the sale 

of more than 26 million shares of El Paso stock, which had been valued at $207 million; (iii) 

an agreement to pay an additional $798 million over 20 years; and (iv) $125 million in price 

reductions on power contracts between El Paso and the California Department of Water 

resources (CDWr), which otherwise would have been passed on to class members.

Sempra vigorously contested the Natural gas Pipeline Cases and filed several motions for 

summary judgment (based on, among other things, insufficient evidence of a conspiracy and 

the defense that the plaintiffs’ claims were barred by the filed rate doctrine). All motions for 
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summary judgment were denied by the trial court. the action proceeded to 

trial on the pipeline conspiracy claims beginning in October 2005. in January 

2006, following three months of trial, Sempra announced a settlement, which 

the trial court approved in June 2006. under its settlement, Sempra agreed 

(i) to pay $377 million in cash ($220 million in 2006 and 2007, and the rest 

during 2008-2013); (ii) to reduce its profit margin on its long term power 

contract with CDWr by $300 million (in $50 million increments from 2006-

2011); (iii) to change “energy delivery locations” to CDWr and California 

utilities, which would allegedly result in “savings” valued at $270 million; (iv) 

to provide discounts of $74 million to California utilities for future natural gas 

purchases; and (v) to make certain “corporate/structural changes” involving the 

merger of some Sempra gas operations, revising its gas purchasing strategies 

and granting large customers greater access to Sempra gas pipelines and storage, 

which was allegedly valued at $866 million. 
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western Cases Alleging manipulation of natural Gas  
markets Based on Index misreporting and wash trades

in March 2003, FErC staff released a report asserting that there had been rampant reporting 

of false information to the trade publications that established index prices, substantial “wash 

trading” (primarily through the EnronOnline trading platform), and a large volume of 

rapid-fire trading by an individual trader at reliant that had allegedly substantially affected 

California natural gas prices. See FErC Staff, Final report on Price Manipulation in Western 

Markets: Fact Finding investigation of Potential Manipulation of Electrical and Natural 

gas Prices, FErC Docket No. PAO2-2-000, March 3, 2003 (FErC Staff report). More 

than 20 additional lawsuits were subsequently filed against nearly a dozen additional market 

participants, such as reliant, Dynegy, Duke, Williams, Encana, Coral Energy resources, AEP, 

and Aquila. these cases were also consolidated in the San Diego Superior Court proceeding 

as the “Price indexing Cases.” See Natural Gas Anti-Trust Cases I, II, III, IV and V, JCCP Nos. 

4221, 4224, 4226, 4228 and 4405.

in June 2005, the trial court denied motions to dismiss the Price indexing Cases based 

on the filed rate doctrine and federal preemption (the legal issues raised by these motions are 

discussed in further detail below). Subsequently, four of the defendants (Williams, Dynegy, 

Encana and Coral) reached settlements in the California state court class action cases for 

amounts ranging from $15.6 million to $30 million, which were approved by the trial court on 

December 11, 2006. No class has yet been certified with respect to the non-settling defendants. 

the dozen-plus individual non-class actions that are part of the Price indexing Cases also 

remain pending at this time.

Although there have not yet been any significant decisions at the appellate level 

concerning allegations of manipulation of the natural gas market in 2000-2001, separate 

federal district courts have addressed defenses based upon the filed rate doctrine and 

preemption of state and/or federal antitrust claims pursuant to the NgA. in one case, E&J 

Gallo Winery v. Encana Energy Servs., Inc., 388 F. Supp. 2d 1148 (E.D. Cal. 2005) (“gallo”), 

the district court denied a motion to dismiss on these grounds (as well as a subsequent motion 

for summary judgment); in two others, In re Western States Wholesale Natural Gas Antitrust 

Litig., 368 F. Supp. 2d 1110 (D. Nev. 2005) (texas-Ohio), and Sierra Pacific Res. v. El Paso 

Corp., No. CV-S-03-0414-JCM-rJJ (D. Nev. Dec. 8, 2004) (Sierra Pacific), the district courts 

granted motions to dismiss. 
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Plaintiffs allege that 

the manipulation of the 

publications’ index prices 

for physical natural gas 

transactions resulted in  

a manipulation of the  

prices of natural gas futures.
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Appeals from the texas-Ohio, Sierra Pacific and gallo decisions are 

currently pending in the Ninth Circuit. the impact of the Ninth Circuit’s 

resolution of these issues will not be limited to the California and Nevada cases 

now pending before it. Additional cases, arising from the same allegations of a 

conspiracy to engage in false reporting to the index price publishers and wash 

trading, have been filed in Colorado, Kansas, illinois, Missouri and tennessee.

suit by nYmeX traders

Many energy companies were also named in a class action filed in u.S. District 

Court for the Southern District of New York on behalf of individuals and 

entities who bought and sold natural gas futures on the New York Mercantile 

Exchange (NYMEX). the complaint alleges that defendants violated the 

CEA by reporting false, inaccurate or misleading information to the trade 

publications that publish index prices and, as against some defendants, by 

engaging in a variety of trades, including “wash trades,” to create the perception 

of an increased demand for natural gas. See In re Natural Gas Commodity Litig., 

No. 03-CV-6186 (S.D.N.Y. filed Aug. 19, 2003) (multiple defendants named 

in consolidated class action; amended consolidated complaint filed Oct. 14, 

2004). Plaintiffs allege that the manipulation of the publications’ index prices 

for physical natural gas transactions resulted in a manipulation of the prices 

of natural gas futures. they claim that “[t]hese publications are widely used 

and relied on by NYMEX natural gas futures traders to determine the price 

at which they will buy or sell natural gas futures.” Am. Compl. at ¶ 63, In re 

Natural Gas, No. 03-CV-6186. they assert two claims: manipulation under 

the CEA, and aiding and abetting manipulation. the complaint derives all of 

its substantive allegations from the FErC Staff report as well as the consent 

orders that many defendant companies have entered into with the CFtC to 

resolve the CFtC’s investigations regarding natural gas price reporting. 

On September 30, 2005, the district court in In re Natural Gas 

Commodity Litig., 231 F.r.D. 171 (S.D.N.Y. 2005), certified a class finding 

that plaintiffs had cleared “the low hurdle of making some showing” that rule 

23’s requirements were satisfied. the District Court relied on the Second 

Circuit Court of Appeals’ decision in Caridad v. Metro-North Commuter R.R., 
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191 F.3d 283, 292 (2d Cir. 1999). the Court also ruled that plaintiffs’ expert reports were 

sufficient for purposes of rule 23, since they were not fatally flawed, and that the Court was 

prevented from making a finding based on the parties’ competing expert reports because it 

would constitute an impermissible ruling on a merits issue at the class certification stage. 

the Second Circuit recently reviewed each of these issues on an appeal from the District 

Court’s grant of class certification in In re Initial Pub. Offering Sec. Litig., 227 F.r.D. 65 

(S.D.N.Y. 2004) (iPO Case), vacated and remanded, 471 F.3d 24 (2d Cir. 2006), including 

whether “some showing” or the more stringent preponderance of the evidence standard is 

necessary to satisfy rule 23’s requirements; whether expert reports at the rule 23 stage are 

sufficient if they are merely, not fatally, flawed; and whether a merits issue that is enmeshed 

with a rule 23 requirement may be resolved at the class certification stage. in its decision, 

issued on December 5, 2006, the Second Circuit reversed the order granting class certification 

in the iPO Case and twice cited the decision in In re Natural Gas Commodity Litigation as an 

example of another court that used the wrong legal standard. In re Initial Pub. Offering Sec. 

Litig., 471 F.3d 24 (2d Cir. 2006). 

On April 19, 2006, Judge Marrero issued a potentially wide-reaching decision in which 

the Court compelled Mcgraw-hill, inc. and intelligence Press, inc., the leading publishers 

of natural gas index prices, to produce documents reflecting all of the price reports they 

received or considered in determining the index prices they published for all of their u.S. 

pricing points during the period 2000 through 2002. In re Natural Gas Commodities Litig., 

235 F.r.D. 241 (S.D.N.Y. 2006). in making his ruling, Judge Marrero reversed in part the 

decision of Magistrate Judge Andrew J. Peck, which compelled the publishers to produce 

only those price reports for the henry hub pricing point (located on the Sabine Pipeline in 

louisiana), which is the delivery point for all NYMEX natural gas futures contracts. In re 

Natural Gas Commodities Litig., 235 F.r.D. 199 (S.D.N.Y. 2005) (Judge Peck’s decision). both 

decisions are important, however, as Mcgraw-hill (publisher of Platts’ gas Market report) 

and intelligence Press (publisher of Natural gas intelligence) had successfully challenged all 

subpoenas issued to them by private parties seeking production of this information, primarily 

based on the First Amendment and the reporter’s qualified privilege. in both decisions, Judges 

Marrero and Peck found that the qualified reporter’s privilege did in fact protect the price 

reports that defendant companies and other natural gas marketers provided to the publishers, 

but that the privilege had been overcome. 



89F u l b r i g h t     J a w o r s k i  L . L . P.

by February 2007, all of the defendants in In re Natural Gas Commodity 

Litigation reached settlements with the class plaintiffs, with the exception 

of one defendant, Calpine Energy Services, l.P., which filed for bankruptcy 

protection; four of such settlements are awaiting final Court approval. the 

Court has granted final approval of settlements with 17 defendants, in the 

aggregate amount of $72,662,500. if final approval of the last four settlements 

is granted, this case will be closed.

CRImInAL PRoCeeDInGs AGAInst  

ComPAnIes AnD InDIVIDUALs
by Richard Wilson

Criminal Proceedings Against Companies
Arthur Andersen

Shortly after Enron filed for bankruptcy, the government pursued criminal 

obstruction of justice charges against Enron’s accounting firm, Arthur 

Andersen. See U.S. v. Arthur Andersen LLP, No. Cr h-02-209 (S.D. tex. 

filed Mar. 7, 2002). After Enron’s financial difficulties became public in 2001, 

Andersen instructed its employees to continue destroying Enron documents 

pursuant to its document retention policy. As a result, Andersen destroyed a 

substantial amount of Enron documents prior to receiving formal notice of the 

Securities and Exchange Commission’s (SEC) investigation of Enron. When 

the SEC served Andersen with a subpoena requesting documents related to 

Andersen’s work for Enron, Andersen ceased destroying such documents. 
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energy companies and their employees have become increasingly the target of criminal investigations 

and prosecutions. the trading and marketing activities of energy companies have been the recent focus 

of those criminal matters. most of the recent criminal proceedings against energy companies and their 

employees relate to enron, the California energy crisis, or false reporting to natural gas index publications. 

many of the prosecutions have utilized previously moribund statutes, such as the CeA, while others have 

relied upon traditional prosecutorial favorites such as conspiracy and wire fraud. while the unique events 

and excesses of the enron era explain many of the investigations and prosecutions, it is likely that the 

trend of criminalizing the business activities of energy companies will continue. 
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On June 15, 2002, after a six-week trial and 10 days of deliberations, 

a jury found Andersen guilty of obstructing justice for destroying Enron 

documents while on notice of a federal investigation. the jury found that 

Andersen violated a federal criminal statute by corruptly persuading its 

employees to destroy documents to be used in an official proceeding. Nancy 

temple, an Andersen lawyer, and David Duncan, the Andersen partner in 

charge of the Enron account, were cited as responsible managers who had 

instructed Andersen employees to destroy Enron documents pursuant to 

Andersen’s document retention policy. the united States Court of Appeals  

for the Fifth Circuit affirmed the conviction. 

On May 31, 2005, the united States Supreme Court overturned the 

criminal conviction of Andersen. See Arthur Andersen LLP v. U.S., 544 u.S. 

696 (2005). the court ruled unanimously that united States District Judge 

Melinda harmon, who presided over the Andersen trial, provided flawed 

instructions to the jury that failed to properly convey certain elements of the 

crime for which Andersen was convicted. As a result of the flawed instructions, 

the jury was permitted to convict Andersen without proof that Andersen 

intended to undermine the looming SEC investigation of Enron by destroying 

Enron documents pursuant to its document retention policy. 

Despite the reversal of the criminal conviction, the Court’s ruling may 

be little comfort to Andersen. Out of the 28,000 employees who worked 

for Andersen prior to the criminal prosecution, only 200 remain. because 

convicted felons are not permitted to audit public companies, Andersen 

surrendered its licenses and its right to practice before the SEC on August 31, 

2002. the firm is now devoted to fighting shareholder lawsuits related to its 

work for Enron and other clients, as well as monitoring the orderly dissolution 

of the company. 
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Reliant Energy

reliant Energy Services is the only company to face criminal charges for price manipulation 

arising out of the California energy crisis. On April 8, 2004, the Office of the u.S. Attorney 

for the Northern District of California filed a criminal indictment against a reliant resources 

subsidiary, reliant Energy Services, and four employees for allegedly manipulating the price 

of electricity in June 2000. See United States v. Reliant Energy Servs., Inc., No. Cr-04-0125 

(N.D. Cal. filed Apr. 8, 2004). reliant Energy previously paid $13.8 million to settle a 

FErC investigation of manipulation by curtailing electricity generation. FErC had released 

embarrassing transcripts of telephone conversations in which reliant Energy traders made 

comments about the “market manipulation attempts on our part” and stated that a company 

executive thought that reliant’s shutting down electricity plants to decrease supply was “the 

coolest strategy ever” to increase prices and make up for prior trading losses. in 2005, reliant 

Energy also agreed to pay $460 million to settle civil claims in California alleging energy  

price manipulation.

 the indictment charges reliant with commodities manipulation, conspiracy, and 

wire fraud. Without much explanation, the government alleges that as a result of prior 

trading positions, reliant determined that it was facing substantial losses in June 2000 and 

embarked on market manipulation strategies designed to mitigate that loss. Specifically, the 

government alleges that reliant and its employees caused: (1) the shutdown of certain of 

reliant’s power plants in California; (2) the physical and economic withholding of electricity 

from the California spot market by declining to submit supply bids and by submitting false 

and misleading bids to ensure the bids were not accepted; (3) the exacerbation of the supply 

shortage through the purchase of additional electricity from the California PX and other 

markets to cover reliant’s pre-existing delivery commitments; and (4) “the delivery of false 

and misleading rumors and information to the iSO, brokers, and other traders regarding the 

availability and maintenance status of, and environmental limitations on defendant reliant’s 

power plants.” this conduct, the government claims, allowed reliant to sell day-ahead and 

real-time electricity at artificially high prices to utilities who paid reliant and others by wire 

transfer and further caused these utilities to submit higher-priced demand bids for electricity 

than they would have absent the conspiracy. All defendants have entered pleas of not guilty.
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in February 2006, the court denied the defendants’ motion to dismiss the  

indictments. the defendants argued that the criminal manipulation provision of  

the CEA is unconstitutionally vague on its face and as applied to the case. in support  

of their vagueness arguments, the defendants emphasized that “[i]n the 68 years since 

commodity manipulation was made a crime, there has never been a reported criminal 

prosecution.” however, the court noted that “[t]here is a first time for everything,” and  

“the absence of prior prosecutions is not enough to support dismissal of the indictment.”  

With regard to the vagueness challenge, the court explained that because the CEA provision 

at issue does not implicate the defendants’ First Amendment rights, a facial challenge to the 

provision fails, and the remaining question is whether the provision is unconstitutionally 

vague as applied to the case. After a lengthy discussion, the court denied defendants’ motion, 

concluding that the term “manipulate,” which was challenged by defendants as lacking an 

ordinary or plain meaning, is not unconstitutionally vague. 

the court also rejected the following five additional grounds for dismissing the 

indictment: (1) the CEA regulates only futures markets, not physical markets; (2) the CEA 

does not apply to the wholesale electricity market, which is regulated exclusively by FErC; 

(3) application of the CEA to the defendants’ conduct, which is regulated by FErC, violates 

the filed rate doctrine; (4) the conduct alleged in the indictment does not constitute criminal 

manipulation; and (5) the indictment does not sufficiently allege that the defendants had the 

ability to influence prices.

reliant and the government reached a settlement shortly before a March 12, 2007 trial 

date. in exchange for the dismissal of all charges against reliant and the individual defendants, 

reliant agreed to pay $22.2 million, and to establish a corporate compliance plan to detect 

and prevent future misconduct. reliant also admitted that it had engaged in intentional and 

deliberate conduct that caused the price of electricity in the California spot markets to be 

artificially inflated.
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Criminal Proceedings Against Individuals
False reporting: United States v. Valencia and Singleton

Former natural gas traders for El Paso Corp. and Dynegy inc. were the first 

of several former traders to go to trial on criminal charges stemming from 

a lengthy federal investigation related to the reporting of trade information 

to industry publications. See U.S. v. Valencia, No. Cr h-03-0024, 2003 

Wl 25283224 (S.D. tex. filed Jan. 22, 2003). Michelle Valencia, a former 

trader for Dynegy, and greg Singleton, a former trader for El Paso who was 

tried with Valencia, were indicted for violating a provision of the CEA 

and committing wire fraud by reporting false trade information to industry 

publications such as Inside FERC Gas Market Report (“Inside FERC”), which 

calculate reported price indices. Natural gas contracts, including those in which 

electric utilities purchase natural gas to fuel power plants, are often based on 

index prices. therefore, according to the government, traders who report false 

information, including price and volume information for natural gas trades, 

affect the price of natural gas by artificially increasing or decreasing the index 

price, thereby affecting the costs incurred by gas and electricity consumers. the 

government claimed that Valencia and Singleton reported false and inaccurate 

trade information to industry publications, including fictitious trades in some 

instances, with the intent to skew prices in favor of their employer companies.

in an interesting twist, on August 25, 2003, united States District Judge 

Nancy Atlas granted in part Valencia’s motion to dismiss the false reporting 

counts under section 13(a)(2) of the CEA. See U.S. v. Valencia, 2003 Wl 

23174749 (S.D. tex. Aug. 25, 2003). the district court ruled that a portion  

of section 13(a)(2) was unconstitutional as overbroad and severed the offending 

portion of the statute. On December 17, 2004, however, the u.S. Court of 

Appeals for the Fifth Circuit reversed the district court’s ruling and held that 

section 13(a)(2) is not unconstitutionally overbroad. See U.S. v. Valencia, 394 

F.3d 352 (5th Cir. 2004).
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Valencia and Singleton were tried on the mail fraud and false reporting charges in 

houston in July 2006. During the trial, the defense acknowledged that Valencia and Singleton 

reported false information to the industry publications but argued that they did so pursuant 

to orders of their superiors and did not know that their conduct was criminal. the defense 

also argued throughout the trial that traders reported false information in reaction to Enron’s 

manipulation of the trading market and that the price reporting system was “broken.” 

After a three-week trial, the jury convicted Valencia of seven counts of wire fraud and 

Singleton of one count of wire fraud. On the other counts of wire fraud and false reporting, 

Valencia and Singleton either were acquitted or the jury failed to reach a verdict. Sentencing is 

scheduled for June 29, 2007. Valencia faces up to 35 years in prison, while Singleton faces up 

to five years of imprisonment. 

False reporting: United States v. Phillips, Walton, and Brooks

three former natural gas traders for El Paso, including the head of natural gas trading, are 

scheduled to go to trial on 49 counts of conspiracy, false reporting, and wire fraud on October 

22, 2007. See U.S. v. Phillips, No. Cr h-04-0512 (S.D. tex. filed Nov. 17, 2004). James 

brooks, the former head of natural gas trading at El Paso, and two natural gas traders, James 

Patrick Phillips and Wesley C. Walton, were indicted on November 17, 2004. the allegations 

against them are similar to the allegations made against Michelle Valencia and greg 

Singleton: the repeated reporting of fictitious trades to industry publications that publish 

index prices for natural gas. 

the indictment alleges that brooks directed natural gas traders at El Paso to report 

trades inaccurately to industry newsletters in order to benefit El Paso’s trading positions. the 

indictment also alleges that Walton provided natural gas traders at El Paso with information 

regarding fictitious trades to be reported to industry newsletters. the indictment further alleges 

that various El Paso traders, including Phillips, reported inaccurate volume and price data for 

trades of natural gas to Inside FERC and NGI on 26 separate occasions from 2000 to 2002. 

Each alleged instance of false reporting by email is the subject of a count for false reporting 

under 7 uSC § 13(a)(2) and a count for wire fraud under 18 uSC § 1343. the defendants 

are additionally charged with a single count of conspiracy to manipulate the price of a 

commodity in interstate commerce and to commit wire fraud. Six former El Paso natural gas 

traders have already pled guilty to charges of false reporting and are expected to testify against 

the defendants. the defense strategy is unknown but will likely mirror the failed defense 

strategy employed by Valencia and Singleton. in the past few years, a significant number of gas 

and power traders and their managers have pled guilty to charges of false reporting to index 

publications and/or attempted commodity price manipulation.
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Mark-to-Market Accounting: United States v. Kramer and Reid

two former Duke energy traders were indicted in August 2005 on multiple 

counts of wire fraud, mail fraud, conspiracy, falsifying company books, and 

circumventing accounting controls in connection with the award of $9 million 

in trader bonuses during 2001. See U.S. v. Kramer and Reid, No. Cr h-04-

155-SS (S.D. tex. filed Apr. 21, 2004). the prosecution alleged that the 

defendants devised a scheme to manipulate the accounting of gas and power 

trades and inflate reported profits, thereby increasing their potential bonuses.  

Kramer and reid went to trial in houston in October 2005. the 

prosecution argued that the defendants engaged in dual booking of trades 

to make the defendants’ trading operations appear more profitable than they 

actually were in order to increase their bonuses. According to the prosecution, 

Kramer and reid entered profitable trades in the “mark-to-market book,” 

which allowed the market value of the transaction to be recognized as earnings 

at the time the contract was originated (even if it might not settle until years 

later). the prosecution contended that unprofitable trades were recorded in the 

“accrual book,” which allowed the realization of revenue to be delayed until 

the subject of the transaction was actually delivered. the prosecution alleged 

that Kramer and reid thus inflated profits to increase their potential bonuses. 

the defense argued that the dual booking of trades was accepted company 

policy and that Kramer and reid had no criminal intent in booking trades in 

accordance with that policy. 

On December 6, 2005, reid was acquitted on all charges against him, 

including conspiracy, fraud, and falsifying corporate books. Kramer was 

acquitted on seven counts of wire fraud, mail fraud, and circumventing 

accounting controls. After further deliberations, the jury acquitted Kramer on 

three more counts. A couple of days later, Judge Nancy Atlas declared a mistrial 

in Kramer’s case when the jury was unable to reach a verdict on the remaining 

12 counts against Kramer. the u.S. Attorney’s office announced in January 

2006 that it would not retry Kramer on the charges that ended in a mistrial. 

in addition, the government allowed brian lavielle, a third defendant who had 

pled guilty before trial, to withdraw his guilty plea, and all charges against him 

were dismissed.

The defense argued that the 

dual booking of trades was 

accepted company policy and 

that Kramer and Reid had  

no criminal intent in booking 

trades in accordance with  

that policy.
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eneRGY ContRACts In BAnKRUPtCY
by Evelyn Biery

safe harbor Contracts: master netting Agreements

bAPCPA, which generally became effective on October 17, 2005, added master netting 

agreements to the types of contracts protected from the burdens of the automatic stay, as 

well as voidable preference and fraudulent transfer attack, thereby placing master netting 

agreements into the category of contracts colloquially referred to by bankruptcy lawyers as “safe 

harbor contracts.” Prior to bAPCPA, the enumerated contracts in the energy sector specifically 

included securities contracts, commodities contracts, forward contracts, repurchase agreements 

and swap agreements. Now the list also includes master netting agreements relative to the 

safe harbor contracts. unfortunately, as is normal after meaningful statutory amendment, 

the amendment did not specifically answer an important question, and it is therefore unclear 

whether this new protection is afforded only to master netting agreements between two parties 

or also to multiple-party triangular and rectangular setoffs. 

Specifically, the issue is whether the bAPCPA provisions regarding master netting 

agreements protect merely multiple contracts between two parties or whether they also protect 

contracts between multiple related parties. because the amending language does not provide 

the answer to the issue, some legal scholars think it is possible that the courts, as they grapple 

with the issue, may determine that the protection applies only to multiple contracts between 

two parties (such as party A attempting a setoff under a forward contract against party b 

under a repurchase agreement). Pointing to the provisions of Section 553 of the bankruptcy 

Code, 11 u.S.C. § 553 (requiring mutuality for setoff rights), and the lack of specific language 

pertaining to affiliates in the amended statute, they predict that courts faced with the issue 

enactment of the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA), 

Pub. L. no. 109-8, has resulted in significant amendments to the Bankruptcy Code, 11 U.s.C. § 

101, et seq. Among the amendments relevant to the energy industry are three changes regarding 

“safe harbor contracts:” (i) the addition of certain master netting agreements as safe harbor 

contracts; (ii) the inclusion of certain collateral contracts to the safe harbor provisions; and 

(iii) the specification of procedures for the calculation of damages upon termination of certain 

safe harbor contracts. Also relevant to the energy industry is a recent Fifth Circuit decision on 

whether a nondebtor counterparty to an energy contract may prevent a bankruptcy debtor from 

assuming an executory contract if applicable law excuses the nondebtor counterparty from 

accepting performance from an assignee. with this decision, there is now a split in the circuit 

courts on the issue.



99F u l b r i g h t     J a w o r s k i  L . L . P.

might hold that the amendments serve only to protect multiple contracts between two parties. 

however, other legal scholars suggest that the protection may also apply to multiple-party 

setoffs, such as triangular setoffs (party A and its affiliate A1 on one side, attempting a setoff 

against counterparty b) and rectangular setoffs (party A and its affiliate A1 on one side, 

attempting a setoff against counterparty b and its affiliate b1). 

the second important bAPCPA provision includes, within safe harbor treatment, 

additional collateral for safe harbor contracts. the amendment does not specify whether 

additional liquid or non-liquid collateral, or both, will be protected. Most scholars agree that 

liquid collateral is definitely included in the safe harbor because liquid collateral is similar to 

the contracts previously included within the safe harbor. Some scholars, however, question 

whether the amendments protect non-liquid collateral. therefore, an issue may remain as 

to whether the amendments include mortgages on real property, for example, when taken as 

additional collateral for safe harbor contracts, or whether the new amendments protect only 

liquid collateral. 

A third important bAPCPA provision for the energy industry relates to the measure of 

damages for the termination of safe harbor contracts. in the past, energy companies sometimes 

encountered difficulties in determining whether to use earlier dates or subsequent dates when 

determining the measure of damages on terminated contracts that were outside reported 

markets. Now the statute provides that if damages cannot be measured as of the date of the 

termination, the damages must be measured as of the earliest subsequent date or dates on 

which there are commercially reasonable determinants of value, and that earlier dates can be 

used only in very unusual circumstances. Although the language is somewhat helpful, it does 

not answer all the relevant questions with regard to measuring damages, such as whether there 

must be actual contracts for the commercially reasonable determinants or whether the parties 

may continue to obtain hypothetical quotations, as some have done in the past, to determine 

the damages claimed. it appears likely that the statute will not consider hypothetical quotations 

as commercially reasonable determinants.

other executory Contracts in Bankruptcy 

Another question relating to executory contracts is under what circumstances a nondebtor 

counterparty may utilize section 365(e)(2) of the bankruptcy Code, which generally states 

that a nondebtor counterparty may ignore the automatic stay and terminate its executory 

contract if applicable law excuses the nondebtor counterparty from accepting performance 

from an assignee. See 11 u.S.C. § 365(e)(2). For example, in In re Mirant Corp., 440 F.3d 238 

(5th Cir. 2006), bonneville Power Administration (bonneville) argued that, pursuant to the 

Federal Anti-Assignment Act, 41 u.S.C. § 15, bonneville was excused by “applicable law” from 
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accepting performance from, or rendering performance to, an assignee of the relevant forward 

electricity purchase contract and that pursuant to section 365(e)(2) of the bankruptcy Code, 

bonneville could accordingly prevent assumption of the contract by the debtor. Asserting that, 

after assumption, the debtor could (hypothetically) assign the contract to another entity, the 

nondebtor counterparty argued that the contract could not be assumed by the debtor because 

applicable nonbankruptcy law would excuse the nondebtor party from accepting performance 

from the assignee. in response, the debtor argued that the determination of whether applicable 

law excused performance of an executory contract by a nondebtor counterparty should be 

based on an analysis of whether the contract in question was “actually” being assigned, rather 

than whether the debtor, after assumption, could “hypothetically” assign the contract.

On appeal, the Fifth Circuit held that the “actual test” propounded by the debtor, as 

opposed to the “hypothetical test” adopted by the third and Ninth Circuits, controlled the 

issue of whether the nondebtor party could prevent assumption of the contract. because 

there was no evidence before the court that the debtor intended to assign the contract, the 

bankruptcy court, affirmed by the Fifth Circuit, found that the Anti-Assignment Act was not 

implicated as relevant “applicable law” and, therefore, the existence of the Anti-Assignment Act 

did not excuse bonneville from performance of the contract.

thus, there is a split in the circuit courts on the issue. in the Fifth Circuit, if there is 

nonbankruptcy law that absolves the nondebtor party from accepting performance from 

an assignee, the dispositive issue is whether the contract is, in fact, to be assigned. in the 

third and Ninth Circuits, on the other hand, if there is nonbankruptcy law that prohibits 

assignment, the mere possibility of a future assignment is enough to enable the nondebtor 

counterparty to preclude the debtor from assuming the executory contract. See In re West Elecs., 

Inc., 852 F.2d 79 (3d Cir. 1988), and In re Catapult Entm’t, Inc., 165 F.3d 747 (9th Cir. 1999).

thus, the bAPCPA amendments to the bankruptcy Code have provided additional 

protection to energy contract participants, although several questions still remain. Also, 

because of recent circuit decisions, energy industry participants who may otherwise be entitled 

to rely on non-bankruptcy law excuses for performance will need to look to their own circuits 

to determine when applicable non-bankruptcy law excuses a nondebtor party from accepting 

performance from a particular assignee, because there are now different tests, “actual” and 

“hypothetical,” used by the circuits to determine whether an executory contract may be 

terminated. because of the split in the circuits, the issue may eventually be resolved by the 

Supreme Court.
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Key aspects of the FeRC’s jurisdiction over certain sectors of the energy industry have gained national 

attention due, in part, to the congressional debates leading to the enactment of the ePACt. with the 

nation’s increasing reliance on natural gas, the energy industry confronts enormous capital requirements 

to maintain and expand the interstate natural gas pipeline network, as well as to develop new supply 

initiatives such as the importation of liquefied natural gas (LnG). At the same time, the nation’s  

electric transmission grid faces even more pressing capital requirements. A sustained 20-year period  

of underinvestment presents the prospect of massive capital expenditures simply to restore the nation’s 

aging electric infrastructure to the level necessary to reliably meet existing requirements, much less to 

satisfy near-term increases in demand. As the energy industry wrestles with major investment decisions, 

the commercial and regulatory landscape the industry must navigate has become increasingly complex.  

the post-enron regulatory environment presents a host of dramatically expanded governmental 

requirements concerning corporate governance and affiliated relationships, coupled with significantly 

expanded government enforcement authority. 

mAJoR ContesteD mAtteRs BeFoRe the FeRC
by Jack Harrington and Letitia McKoy

 

Several recent decisions by the FErC, and a number of heavily controverted 

proceedings now pending before the agency, provide some indication of the 

direction in which these overarching issues may be heading.

natural Gas Infrastructure Development 

Access to capital under reasonable terms and conditions is fundamental to 

the industry’s ability to develop new natural gas pipeline and storage projects. 

Capital formation issues factored heavily into the FErC’s recent decisions in 

the three areas summarized below.

return on Equity 

A recently issued decision provided one of the most anticipated rate of return 

determinations by the FErC in years and represented a noteworthy departure 

from the agency’s past ratemaking practices, more so for the methodology used 

than for the level of the return authorized. See Kern River Gas Transmission 

Co., 117 FErC ¶ 61,077 (2006). Much of the controversy in recent years 

related to the FErC’s discounted cash flow (DCF) methodology for rate of 

return purposes has centered on the appropriate composition of the so-called 

“proxy group,” which in theory should consist of publicly-traded entities 

with substantial revenues derived from natural gas pipeline operations. the 

intended result is that the returns generated by the individual proxy group 
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Virtually without exception, 

the FERC sets an individual 

pipeline’s return at the 

median of the “zone of 

reasonableness,” an approach 

which essentially results 

in the companies with the 

highest and lowest returns 

being disregarded.

m

members, on a DCF basis, will represent the “zone of reasonableness” for the 

particular pipeline under review, i.e., the range of returns required by investors 

in order to commit their capital to operations confronting similar risks. in 

Kern River, the FErC recognized that industry consolidation, as well as other 

factors, has produced a dwindling number of companies eligible for proxy 

group consideration. While Kern River reaffirmed the same four-company 

proxy group established in High Island Offshore Sys., L.L.C., 110 FErC ¶ 

61,043 (2005), the FErC recognized for the first time that the composition  

of the hiOS proxy group is so heavily weighted to lower-risk local distribution 

operations that, absent appropriate adjustment, the range of returns produced 

does not properly reflect the level of competition, and resulting higher risk, 

faced by interstate pipelines. 

Virtually without exception, the FErC sets an individual pipeline’s return 

at the median of the “zone of reasonableness,” an approach which essentially 

results in the companies with the highest and lowest returns being disregarded. 

in Kern River, the proxy group company with the highest return was also the 

only company with substantial revenues derived from pipeline operations. the 

median return established in this case, therefore, reflected the risks faced by 

the local distribution operations of the remaining proxy group members, not 

the substantially greater risks that the FErC acknowledged are applicable to 

interstate pipeline operations. Conceding that the median return produced by 

the proxy group was not representative, the FErC’s remedy was to adjust the 

return for Kern river by 50 basis points above the 10.7 percent median. 

the Kern River decision, while falling short of the strong signal the 

pipeline industry was anticipating, does reflect at a minimum the agency’s 

concern with attracting the capital necessary for continued expansion of 

the nation’s natural gas infrastructure. the decision is currently pending on 

rehearing before the agency, with challenges raised to virtually all aspects of 

the FErC’s determination. both in this case and in other proceedings, there 

undoubtedly will be continued challenges to the legal sufficiency of the FErC’s 

use of a proxy group heavily weighted toward distribution operations, and/or 

the use of a 50-basis-point adjustment as a remedy for an admittedly non-

representative proxy group. 
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Corporate income tax Allowance 

the continuing controversy over corporate income tax allowances will also have an impact on 

the pipeline industry’s ability to raise the capital needed for infrastructure development. it is 

well established under the FErC’s traditional ratemaking policies that pipelines are permitted 

to recover through rates all costs prudently incurred in rendering service, including both a fair 

return on the capital invested in pipeline operations and the corporate income tax liability on 

such return. Since the late 1970s, however, limited partnerships, limited liability corporations 

(llCs), and other “passthrough entities” which are not subject to federal corporate income 

taxation have become the vehicles of choice to develop new large-scale infrastructure projects. 

these nontraditional structures facilitate the ability of project sponsors to spread risks among 

one or more nonaffiliated partners and to finance the project on a nonrecourse basis. in multi-

partner projects, the use of a passthrough structure retains the benefits of consolidated income 

tax treatment at the individual corporate parent level that, under a subchapter C structure, 

would be lost for any sponsor with less than an 80% ownership interest. in most cases, the 

upstream parents of the passthrough entities involved in the construction and operation of  

new projects are organized as subchapter C corporations subject to federal corporate income 

tax liability on the income received from their subsidiaries.

As the shift from the traditional subchapter C corporate structure became more 

widespread, various parties involved in contested rate proceedings before the FErC challenged 

whether a corporate income tax allowance was appropriate for a pipeline structured as a 

passthrough entity. the first such dispute to reach the appellate level resulted in a D.C. Circuit 

opinion vacating and remanding FErC orders which permitted an allowance for corporate 

income taxes. BP West Coast Prods., L.L.C. v. FERC, 374 F.3d 1263 (D.C. Cir. 2004), cert. 

denied, 544 u.S. 1044 (2005). the court found the agency’s rationale insufficient to overcome 

the fact that, as a publicly-traded limited partnership, the pipeline involved was a passthrough 

entity that was not subject to federal corporate income tax liability. 

in response to the court remand, the FErC issued a policy statement providing that a 

FErC-jurisdictional project organized as a passthrough entity will be eligible for a corporate 

income tax allowance to the same extent that the entity’s upstream ownership interests are 

subject to “actual or potential income tax liability” on the income generated by the project. Policy 

Statement on Income Tax Allowances, 111 FErC ¶ 61,139, reh’g dismissed, 112 FErC ¶ 61,203 

(2005). For example, under the policy statement, a project structured as an llC would be eligible 

for 75% of the otherwise applicable corporate income tax allowance, to the extent that 75% of its 

membership interests were held by subsidiaries of subchapter C corporations (or other taxpaying 

entities) and 25% by subsidiaries of municipal corporations (or other tax-exempt entities).
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litigation on the tax allowance issue continues both at the agency and at the appellate level. 

the FErC’s action on remand is now pending before the D.C. Circuit. ExxonMobil Oil 

Corporation, et al. v. FERC, Nos. 04-1102, et al. (D.C. Circuit). in addition, numerous 

challenges have been raised in individual rate proceedings before the agency concerning the 

quantum of proof necessary to satisfy the “actual or potential income tax liability” standard 

under the policy statement. See, e.g., Trans-Elect NTD Path 15, LLC, 111 FErC ¶ 61,140 at 

61,746-48 (2005); Kern River Gas Transmission, 114 FErC ¶ 63,031 at 65,137-38, Opinion 

and Order on Initial Decision, 117 FErC ¶ 61,077, at 61,210-223 (2006). the continuing 

controversy may implicate other aspects of the FErC’s policy on corporate tax allowances. in 

Kern River, for example, the FErC reaffirmed its long-standing case precedent that eligibility 

for the corporate tax allowance does not depend upon whether income taxes were actually paid 

during the test period in question. 117 FErC ¶ 61,077 at 61,359 (2006). rather, an allowance 

is permitted to the extent tax liability is “incurred,” even though timing and normalization 

issues may defer the actual payment of that liability for substantial periods into the future. 

Market-based rates for Storage Providers 

underground storage facilities are an important aspect of natural gas transportation 

infrastructure. recognizing this, Congress conferred new authority to the FErC, in section 

312 of the EPACt, designed to encourage the development of storage projects by easing 

the eligibility criteria for projects to receive market-based rate treatment. the FErC has 

promulgated regulations to implement the expanded criteria and has approved one project 

under the new standards. See Rate Regulation of Certain Natural Gas Storage Facilities, Order 

No. 678, 115 FErC ¶ 61,343 (2006); order on reh’g, Order No. 678-A, 117 FErC ¶ 61,190 

(2006); see also, Northern Natural Gas Company, 117 FErC ¶ 61,191 (2006). the ruling in 

Northern Natural, however, is being challenged on rehearing. While this ruling and the related 

challenges present issues unique to one region of the country, as more storage providers request 

market-based rates under the new rule, we can expect to see more challenges with the issues 

varying depending upon the region.

supply Initiatives

While the development of pipeline infrastructure is clearly a top FErC priority, the reliability 

and adequacy of gas supply to meet increasing demand are equally important.

Coordinated Processing of NgA Applications/Consolidated records of review

When natural gas projects are proposed under section 3 or section 7 of the NgA, the FErC, as 

well as a host of other federal and state agencies, are involved in the review and authorization of 

various aspects of a project. the multi-layered review process often results in delays in project 

authorizations, and ultimately delays in getting needed gas supply to market. to help alleviate 
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this problem, section 313 of the EPACt expanded the FErC’s authority to 

act as the lead agency in coordinating with other federal and state agencies the 

environmental review and the issuance of all federal authorizations for NgA 

sections 3 and 7 proposals. in Order No. 687, the FErC promulgated new 

rules in accordance with its expanded authority. 117 FErC ¶ 61,076 (2006). 

in acting as the lead agency, the FErC will now establish deadlines for other 

agencies to follow in reviewing and issuing their final decisions on the proposed 

projects. there is little doubt that controversy will ensue regarding state and 

local agency compliance with the FErC’s deadlines. indeed, there are frequent 

disputes regarding when deadlines are tolled and when they continue to run, 

particularly when an agency requests additional information from an applicant. 

See, e.g., Weaver’s Cove Energy, LLC, et al., 114 FErC ¶ 61,058 at 61, 

182-83 (2006).

gas Quality/interchangeability Standards 

FErC is also confronting heavily contested issues related to gas quality and 

interchangeability, matters which are critical to ensuring the availability 

of adequate supply. the FErC recently decided two cases involving 

interchangeability issues related to substantial quantities of lNg entering 

pipeline facilities at points well downstream of traditional supply areas.  

See AES Ocean Express LLC v. Florida Gas Transmission Company, 115 FErC  

¶ 63,009 (2006) (complaint alleged unreasonable interchangeability standards  

in proposed interconnection agreements related to the introduction of re-

gasified lNg into an interstate pipeline’s system); and Dominion Cove Point 

LNG, LP, Dominion Transmission, Inc., 115 FErC ¶ 61,337 (2006) (lDC 

argued that the high heat content of lNg caused damage to its distribution 

system). Similarly, the FErC is currently considering the appropriate 

hydrocarbon dew point for gas received by certain interstate pipelines.  

See Natural Gas Pipeline Co. of Am., 116 FErC ¶ 61,262 (2006); and  

ANR Pipeline Co., 116 FErC ¶ 61,002 (2006). 

While the FErC acknowledges that these cases “reveal a growing tension 

between the desire of natural gas pipelines and distributors to ensure the 

quality of gas entering their facilities, and the desire of producers and shippers 

to have their product transported without onerous or unduly discriminatory 

processing requirements,” the agency has refused to adopt standardized rules to 

address these issues. instead, the FErC has decided to adopt a generic policy 
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statement setting forth certain principles to address these disputes on a case-by-case basis. 

Policy Statement on Provisions Governing Natural Gas Quality and Interchangeability in Interstate 

Natural Gas Pipeline Company Tariffs, FErC Docket No. Pl04-3-000, June 15, 2006. Without 

a definitive rule or uniform standards to guide the FErC’s actions, the industry can expect 

continuing disputes over these issues. 

electric Infrastructure Development and Reliability 

Several FErC initiatives will also significantly impact concerns related to the reliability of the 

nation’s electric grid and the encouragement of investments necessary to update and expand 

aging transmission infrastructure. 

transmission investment 

Since 1975, use of the nation’s electric grid has more than doubled, while investment in the 

grid has, for the most part, steadily declined. the EPACt required the FErC to develop 

incentive-based rate treatments for electric transmission, and the agency recently issued new 

rules in compliance with that mandate. See Promoting Transmission Investment Through Pricing 

Reform, Order No. 679, 116 FErC ¶ 61,057; order on reh’g, Order No. 679-A, 117 FErC 

¶ 61,345 (2006). the new rules, which provide a variety of potential financial incentives 

for companies seeking to construct new transmission facilities or to upgrade existing ones, 

are intended to bolster investment in the nation’s aging transmission infrastructure, and to 

promote reliability and lower costs for consumers by reducing transmission congestion. 

On the same day that the FErC issued its new rules, the agency also authorized incentive 

rates for two transmission projects proposed for the Mid-Atlantic regional power grid operated 

by PJM interconnection. See American Elec. Power Serv. Corp., 116 FErC ¶ 61,059 (2006) 

(proposed 765-kv, 550-mile transmission line to extend from West Virginia to New Jersey); 

and Allegheny Energy, Inc., et al., 116 FErC ¶ 61,058 (2006) (proposed 500-kv transmission 

line to extend from southwestern Pennsylvania to Virginia). in both cases, the approved 

incentives included: (1) a return on equity set at the high end of the zone of reasonableness; 

(2) the option to timely recover the capital costs associated with construction work in progress; 

and (3) the ability to expense and recover the costs incurred during the pre-construction and 

pre-operating period. both cases are currently pending on rehearing, with numerous challenges 

raised regarding the appropriateness of incentive rates for the proposed projects. We can expect 

similar challenges as the industry pursues incentive rates to develop new transmission projects.
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reliability of transmission grid 

in addition to encouraging transmission investment, the FErC’s efforts to 

ensure the reliability of the nation’s electric grid are essential. the failure of a 

single utility’s power system could have a significant impact on the reliability 

of the power supply to an entire region and might result in significant liability 

for the utility involved. For example, in August 2003, one of the largest 

blackouts in u.S. history was attributed to a failure in FirstEnergy Corporation’s 

Ohio service territory. According to its reports filed with the SEC following 

the outage, FirstEnergy had to defend against not only complaints and 

investigations in numerous state and federal regulatory proceedings but also 

several cases filed in state court related to damages resulting from the outage.

in accordance with section 215 of the FPA, as amended by the EPACt, 

the FErC has certified the North American Electric reliability Council 

(NErC) as the Electric reliability Organization for the united States and has 

indicated that it will finalize mandatory reliability standards in an upcoming 

rulemaking proceeding. that proceeding will likely involve wide-ranging debate 

over appropriate standards. in addition, the FErC has instituted an inquiry to 

examine whether the scheduling and compensation mechanisms of independent 

System Operators (iSOs) and regional transmission Organizations (rtOs) 

need to be revised to ensure that gas-fired electric generators can obtain gas 

when such generation is necessary to ensure the reliability of the electric grid. 

See Order Instituting Inquiries Into Gas-Electric Coordination Issues, 117 FErC 

¶ 61,094 (2006). Since a cold snap, such as the one experienced in January 

2004 in New England, might result in gas and electric peaks that will make it 

difficult for electric generators to acquire the gas needed to fire their facilities, 

and ultimately inhibit their ability to deliver power, the FErC required all 

jurisdictional iSOs and rtOs to make filings by January 16, 2007, either 

proposing necessary changes to their scheduling and compensation systems  

for gas-fired generators or explaining why such changes are unnecessary.

expanded enforcement Authority

the FErC’s enforcement efforts should also increase as a result of the EPACt, 

which substantially enhanced the agency’s civil penalty authority by extending it 

across all of the substantive provisions of the FPA and the NgA and establishing 

a maximum civil penalty under these statutes of $1 million per day per violation. 

in addition, the EPACt expanded the class of persons subject to the FErC’s 

enforcement authority. 
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standards of Conduct and Corporate Compliance

With the FErC’s expanded enforcement authority, compliance with the agency’s orders, rules 

and regulations has taken on heightened importance, particularly with regard to the Standards 

of Conduct promulgated by Order No. 2004. See Standards of Conduct for Transmission 

Providers, Order No. 2004, FErC Stats. & regs. ¶ 31,155, 68 Fed. reg. 69,134 (Nov. 25, 

2003); Order No. 2004-A, FErC Stats. & regs. ¶ 31,161, 69 Fed. reg. 23,562 (Apr. 16, 

2004); Order No. 2004-b, FErC Stats. & regs. ¶ 31,166, 69 Fed. reg. 48,371 (Aug. 2, 

2004); Order No. 2004-C, FErC Stats. & regs. ¶ 31,172, 70 Fed. reg. 284 (Dec. 21, 2004); 

Standards of Conduct for Transmission Providers, Order No. 2004-D, 110 FErC ¶ 61,320 

(Mar. 23, 2005). Prior to the issuance of the Order No. 2004 series, the FErC’s then-existing 

standards of conduct were not only limited to a pipeline’s marketing affiliates, but only applied 

to the extent the marketing affiliates conducted transactions on the affiliated pipeline. See 

Inquiry Into Alleged Anticompetitive Practices Related to Marketing Affiliate of Interstate Pipelines, 

Order No. 497, FErC Stats. & regs. ¶ 30,820 at 31,130-131 (1988). Order No. 2004, 

however, significantly expanded the scope of the standards to govern relationships between 

FErC-regulated entities (gas and electric) and all of their energy affiliates (marketing  

and nonmarketing). 

recently, however, the u.S. Court of Appeals for the D.C. Circuit vacated Order 

No. 2004 as applied to natural gas pipelines (although the standards as applied to electric 

transmission providers remain intact). See National Fuel Gas Supply Corp. v. Federal Energy 

Regulatory Comm’n., et al., No. 04-1183 (D.C. Cir. Nov. 17, 2006). the court found that, 

contrary to the agency’s claim, the record contained no evidence of abuse resulting from 

pipelines’ relationships with nonmarketing affiliates that would support the expansion of the 

Standards to those entities. the court therefore vacated the order as applied to gas pipelines 

and remanded the case to FErC for further proceedings. 

in January 2007, the FErC issued Order No. 690, an interim rule in response to the 

court’s remand. the agency issued the interim rule to help eliminate uncertainty regarding 

the application of the rules to natural gas pipelines while a permanent rule is being developed. 

Effective immediately, for all issues that were raised on appeal of Order No. 2004, the interim 

rule reverts back to the standards of conduct originally promulgated under Order No. 497. in 

particular, as applied to natural gas pipelines, the standards only apply to marketing affiliates 

(not all energy affiliates), and the standards do not apply unless the marketing affiliate conducts 

business on the jurisdictional pipeline.

Even in light of the FErC’s interim order, the precise application of various aspects 

of Order No. 2004 as it currently stands remains unclear. the most troublesome aspects of 
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attempting to comply with the Standards of Conduct involve the appropriate classification of 

various officers and employees of a company. From the concerns presented at FErC-sponsored 

technical conferences, it is apparent that determining which employees properly qualify for the 

Senior Officer and Director classification remains an unsettled issue. See FErC, Standards of 

Conduct Conference and Workshop, Scottsdale, Arizona, April 7, 2006, transcript at pp. 19-21, 

26-29, 35-39, 54-57, 135, 141-42, and 146-47. given the significant corporate governance 

responsibilities required by the Sarbanes-Oxley Act of 2002, greater certainty regarding the 

Senior Officer and Director category is essential. 

in an attempt to provide greater certainty on these issues, the FErC recently created 

a vehicle for companies to seek guidance from the agency’s enforcement staff regarding 

compliance with the Standards of Conduct. See Informal Staff Advice on Regulatory 

Requirements, interpretive Order regarding No-Action letter Process, 113 FErC ¶ 61,174 

(2005), order on modification, 117 FErC ¶ 61,069 (2006). Modeling its process on procedures 

utilized by the SEC and the CFtC, the FErC’s “No-Action letter” procedures are intended 

to assist regulated entities in the real world application of the agency’s regulations and orders. 

Since the process has been in place, there have been four reported instances of companies 

utilizing this “No Action letter” process to seek enforcement staff guidance. three of the 

instances involved issues related to the applicability of the Standards of Conduct, as well as 

other agency rules and regulations. See Cinergy Servs., Inc. et al., FErC Docket No. Nl06-

1-000, January 31, 2006 (enforcement action would not be recommended pursuant to 

the Standards of Conduct’s independent functioning requirement, information sharing 

prohibitions, and requirements for the sales of nonpower goods and services to affiliates, 

regarding the proposed employee sharing arrangements and the purchase of nonpower goods 

between certain affiliated companies); American Transmission Co., LLC, FErC Docket No. 

Nl06-2-000, April 28, 2006 (enforcement action would not be recommended pursuant to the 

information access provisions of the Standards of Conduct’s nondiscrimination requirements 

and the independent functioning provisions of the Standards regarding AtC’s and its 

affiliates’ proposed participation in a regional training program); Texas Eastern Transmission, 

LP et al., FErC Docket No. Nl06-4-000, August 25, 2006 (enforcement action would 

not be taken pursuant to the Standards of Conduct regarding a proposed employee sharing 

arrangement). the fourth instance involved an issue related to the applicability of the FErC’s 

market manipulation rules. Apache Corp., FErC Docket No. Nl06-3-000, June 20, 2006 

(enforcement action would not be recommended pursuant to the anti-manipulation rule 

regarding certain transactions for the purchase and sale of gas). the industry will almost 

certainly see increased use of this process as companies seek to avoid, or mitigate, exposure  

to the FErC’s new enforcement authority.
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Liquefied natural gas, or LnG, is natural gas that has been cooled to negative 260 degrees 

Fahrenheit. At that temperature, the volume of the gas is reduced by approximately 

600%; the gas becomes liquid; and vast amounts of the LnG can be shipped in tankers to 

destinations where it will be regasified and transported via existing pipelines. the United 

states’ importation of LnG and construction of LnG regasification facilities remained 

stagnant for many years, but energy experts believe that LnG importation may eventually 

account for more than 10% of natural gas consumed domestically. the following discussion 

addresses some key litigation concerns presented by the increased use of LnG and the 

business practices in use regarding LnG.

LnG BUsIness tRenDs AnD PotentIAL LItIGAtIon
by Rachel Clingman and Brian Bradshaw

2005 energy Policy Act Reduces But Does not eliminate  
LnG siting Litigation

before 2006, there were just five lNg terminals in the continental united States. in 2006, 

four new lNg terminals were under construction and applications for over 20 additional 

lNg plants had been submitted to the FErC or the u.S. Department of transportation 

Maritime Administration (MArAD), although prognosticators believe that only a small 

number of those proposed plants will actually be completed. the siting of new lNg facilities 

has triggered several legal issues. State and local agencies and some private groups have opposed 

locating new lNg facilities within their jurisdiction, citing environmental, economic and 

safety concerns. to attempt to increase certainty as to the authority for siting decisions, the 

EPACt provided that FErC has exclusive authority to approve or deny each application for 

the siting, construction, expansion, or operation of an lNg facility in the u.S. the passing 

of the EPACt, however, has not ended siting claims or litigation, in part because the EPACt 

specifically reserves states’ rights under the Coastal Zone Management Act. As a result, a 

company seeking to construct an lNg facility must still obtain state permits as required by 

those acts, which ensures that states which oppose lNg facility siting have some legal grounds 

by which to raise their objections.

recent case law reflects the dominance of the decision of the federal agency. in the 2006 

case of Gulf Restoration Network v. U.S. Dep’t of Transp., 452 F.3d 362 (5th Cir. 2006), local 

groups expressing environmental concerns attempted to block construction of a new lNg 

facility by contending that the Secretary of transportation failed to adequately consider the 

environmental impacts of the proposed facility and require that a “closed loop” system be used 

to regasify the lNg as required by the National Environmental Policy Act, 42 u.S.C. § 4331, 

et seq., and the Deepwater Port Act, 33 u.S.C. § 1501 et seq. the Fifth Circuit found that the 
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Secretary’s Environmental impact Statement was sufficient, although the court 

observed that the statement failed to consider the cumulative environmental 

impact of all ports in the area for which there were applications. the court 

found, however, that the failure to consider all possible ports was not fatal 

because the construction of the other ports was too speculative in nature. 

Significantly, the court ruled that the Deepwater Port Act requirement that the 

Secretary determine whether the port would utilize “best available technology” 

to minimize adverse environmental impact should be read in conjunction with 

the expressed Congressional intent in the Act to “promote the construction 

and operation of deepwater ports as a safe and effective means of importing oil 

or natural gas into the united States.” 452 F.3d at 373 (quoting 33 u.S.C. § 

1501(a)(5)).

recently, the Second Circuit was asked to determine the constitutionality 

of an EPACt provision for an expedited direct cause of action in federal 

appellate court to challenge a state agency decision not to permit a natural 

gas facility project under the NgA. in Islander East Pipeline Co. v. Connecticut 

Dept. of Envtl. Prot., 467 F.3d 295 (2d Cir. 2006), the pipeline challenged the 

decision of the Connecticut Department of Environmental Protection to deny 

issuance of a water quality certificate. the court upheld the constitutionality 

of the EPACt provision for expedited review, found the decision of the state 

to be arbitrary and capricious, and remanded the permitting decision for 

reconsideration. this case illustrates again that state opposition to natural gas 

facilities is generally outweighed by federal government efforts to expedite 

the construction of such facilities and that courts tend to find far-reaching 

authority in the federal government. For a more detailed discussion about the 

siting issues of lNg facilities and EPACt, see rachel Clingman & Audrey 

Cumming, The 2005 Energy Policy Act: Analysis of Federal Jurisdiction To Site 

LNG Facilities, 2 tex J. Oil gas & Energy l. 57 (2006). 
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Foreign ownership of LnG Facilities may Be Challenged

the 1988 Exon-Florio Amendment to the Defense Production Act of 1950 allows the 

President to prohibit or suspend foreign acquisition, merger, or takeover of any existing 

u.S. businesses by an entity controlled by or acting on behalf of a foreign government if 

the President finds credible evidence that the foreign entity exercising control might take 

action that threatens national security and that current law does not provide adequate and 

appropriate authority to protect the national security. Further amendments in 1992 provided 

that the Committee on Foreign investment in the u.S. (CFiuS) investigate proposed mergers, 

acquisitions, or takeovers when the acquirer is controlled by or acting on behalf of a foreign 

government and the acquisition would result in control of a u.S. business that may affect u.S. 

national security. 

the Act and amendments provide that when considering blocking foreign acquisition of 

a u.S. business, the President and CFiuS, should consider (1) domestic production needed for 

projected national defense requirements; (2) the capability and capacity of domestic industries 

to meet national defense requirements; (3) the control of domestic industries and commercial 

activity by foreign citizens as it affects the capability and capacity of the u.S. to meet the 

requirements of national security; (4) the potential effects of the transactions on the sales of 

military goods, equipment or technology to a country that supports terrorism or proliferates 

missile technology or chemical and biological weapons; and (5) the potential effects of the 

transaction on u.S. technological leadership in areas affecting u.S. national security. 

Following public debate and objection to Dubai Ports World’s acquisition of u.S. ports 

in New York, New Jersey, Florida, Maryland, Pennsylvania, and louisiana, the house and the 

Senate acted separately over the summer of 2006 to pass legislation to require closer review  

of foreign acquisitions of u.S. businesses and their effect on national security. Since the 

authority to administer the Exon-Florio provision was delegated to CFiuS, even without 

congressional action, the administration and CFiuS have reformed review of foreign 

acquisitions of u.S. businesses to heighten scrutiny of such acquisitions and the possible 

ramifications for national security. 

to the extent that lNg facilities are necessary to meet domestic u.S. energy needs and 

a failure to meet those needs could impact national security, foreign acquisition of the lNg 

facilities would trigger scrutiny. in addition, the chemical composition of lNg arguably adds 

lNg facilities and tankers as potential targets of terrorism such that foreign acquisition, like 

the foreign acquisition of military goods, equipment, or technology, may warrant heightened 

scrutiny. Exon-Florio, however, does not apply to investment in an lNg facility or shipping 

line; it applies only to proposed mergers, acquisitions or takeovers. Further, Exon-Florio is 
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aimed only at preventing the foreign control of u.S. businesses, not investment 

in the businesses when control does not transfer. Following Exon-Florio 

and the attention paid to the proposed Dubai Port purchase, the identity of 

investors and partners for lNg facilities may face increased scrutiny. litigation 

may result from the direct review of acquisitions and also from disputes about 

how to define the line between investment and acquisition.

multiple-User terminals

if a liquefaction terminal or regasification facility is dedicated to a single 

shipper, then capacity is likely covered by “take or pay” provisions. 

Approximately half of the regasification terminals and liquefaction facilities, 

however, have multiple users and multiple access contracts in place. Delays 

inevitable in the transportation and delivery of lNg raise the potential for 

significant conflict both amongst the users and between the users and the 

owners of a facility. 

the annual delivery program (ADP) set out every year by each facility 

schedules access times to shippers. When an lNg tanker suffers delay and 

arrives after its scheduled access time, it may not have access or means to load 

or unload its cargo. likewise, delay by one shipper may impact the schedules 

of those behind it in a chain reaction of delay. if this occurs, the later shippers 

may assert damages claims against the terminal, the operators, or potentially 

the delaying shipper. Assuming a liability claim could be asserted and is not 

contractually disclaimed, damages from even slight delays may be significant 

because of fluctuation in the price of gas or missed access time at the next 

liquefaction/regasification facility. Which entity bears that risk and exposure, 

and the remedies that will be appropriate, remain to be determined. Most 

lNg sale and purchase agreements mandate arbitration for resolving these 

types of disputes and determining what constitutes a force majeure event. 

While these disputes rarely end up in arbitration, a thorough review of the 

strengths of a potential cause of action can greatly affect the settlement value.
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Alternative Energ y: Challenges at  
the Local, State and Federal Levels
by Girard Miller and Laura Morton

the President’s National Energy Policy, published in 2001, recommends that “the 

Secretaries of the interior and Energy reevaluate access limitations to federal lands in order 

to increase renewable energy production, such as biomass, wind, geothermal, and solar.” it 

also recommended that tax credits be extended and that there be a “new renewable energy 

partnership program to help companies more easily buy renewable energy.” 

President bush’s 2007 State of the union address confirmed the Administration’s 

commitment to renewables: “it is in our vital interest to diversify America’s energy supply—

and the way forward is through technology. We must continue changing the way America 

generates electric power—by even greater use of clean coal technology ... solar and wind energy 

... and clean, safe nuclear power.”

Charged with these mandates, the federal agencies tasked with implementing the policy’s 

goals have been working diligently. For example, the Department of the interior issued a 

programmatic environmental impact statement and instruction memorandum to govern 

renewable development on public lands in the Western states and is now working on a similar 

program and regulations for the Outer Continental Shelf, as provided in the EPACt. Pub. l. 

104-58. States also have been active proponents of developing renewable energy sources. texas 

and California, in particular, have been at the forefront in terms of total wind capacity and 

accordingly have been hotspots for suits brought by landowners and environmental groups. 

As projects are built and technology develops in the renewable energy sector, there  

is no question that federal and state court dockets, as well as agency dockets, will be filled 

with challenges to agency policies and programs and with suits against private developers. A 

sampling of the types of cases likely to arise in the renewable energy area is set forth below.

wind energy

Wind energy development continued at a feverish pace in 2006, with developers working 

to take advantage of the Federal production tax credit (PtC), 26 u.S.C. § 45, prior to its 

expiration on December 31, 2007. At the close of 2006, Congress granted an additional 

one-year extension for the PtC, which will provide an additional boost to developers of new 

projects. Demonstrating the Administration’s commitment to support clean energy from wind, 

the President’s 2007 budget includes $44 million for wind energy research—a $5 million 

increase over Fiscal Year 2006 levels. Nevertheless, as the court in Ecogen, LLC v. Town of Italy, 
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438 F. Supp. 2d 149, 151 (W.D.N.Y. 2006), observed, such “growth has not 

been universally welcomed . . . . As in Don Quixote, where one person sees a 

windmill, another sees a ‘monstrous giant’ looming over the countryside.”  

Development Moratoria

local community governments have enacted moratoria on wind farm 

developments, and such moratoriums have been upheld. As an example, the 

Ecogen court dismissed a complaint seeking relief from a moratorium on the 

construction of wind farms or support facilities enacted by the town board of 

italy, New York, provided a comprehensive zoning plan was adopted within 90 

days of the decision. in its ruling, the court acknowledged that a moratorium 

must be of a reasonable duration and that a moratorium can amount to an 

unconstitutional taking in violation of the landowner’s rights of due process. 

Ecogen, 438 F. Supp. 2d at 161 (citing Bronco’s Entm’t Ltd. v. Charter Twp. of 

Van Buren, 421 F.3d 440, 453 (6th Cir. 2005), rev’d on other grounds, 2007 

Wl 177904 (6th Cir. 2007); ASF, Inc. v. City of Seattle, 408 F. Supp. 2d 1102, 

1108-09 (W.D. Wash. 2005); and Q.C. Constr. Co. v. Gallo, 649 F. Supp. 

1331, 1337 (D.r.i. 1986), aff ’d, 836 F.2d 1340 (1st Cir. 1987)). relying 

on the decision in Tahoe-Sierra Preservation Council, Inc. v. Tahoe Regional 

Planning Agency, 535 u.S. 302, 342 (2002), the court further noted that there 

is no “bright-line” rule as to the reasonableness of the length of a moratorium.

interference with Military radar

in connection with concern that wind turbines in the radar line of sight may 

interfere with military radar performance or appear on military radar as a 

moving target, the National Defense Authorization Act for Fiscal Year 2006 

(NDAA) contained a requirement for the Department of Defense (DOD) to 

study and report on the adverse effects that wind energy projects may have 

on military readiness. the DOD did not issue its report by the mandated 

May 8, 2006 deadline and effectively halted wind farm construction “within 

radar line of sight” of any military radar. because the inaction by the DOD, 

the Department of homeland Security (DhS), and the Federal Aviation 

Administration (FAA) had imposed a virtual moratorium on wind plant 

construction, the Sierra Club sued the DOD under the Administrative 

Procedure Act in the Northern District of California to compel the  

issuance of the report. 
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the Office of the Director of Defense research and Engineering issued the mandated 

report on September 28, 2006 (the DOD report). Although supporting the development 

of wind farms, the DOD report concluded that: (i) wind farms located within radar line of 

sight of an air defense radar have the potential to degrade the ability of that radar to perform 

its function; and (ii) the current, proven mitigations to completely prevent any degradation in 

such radar performance are limited to methods that avoid locating wind turbines within their 

radar sight line. Such mitigation may be achieved by distance, terrain masking, or terrain relief 

and must be examined on a case-by-case basis. the DOD report specifically deferred to the 

FAA and to the National Weather Service (NWS), respectively, on matters pertaining to the 

efficient use of u.S. airspace and on accurate weather forecasting services. 

As a result, wind farm developers should now confirm that the DOD, the FAA, and 

the NWS will not delay or prohibit their proposed development. it has been reported that 

clearances have been received for the development of 614 turbines (approximately 1,000 

megawatts of wind power) since the original FAA alert on radar interference issues.

renewable Energy Certificates

Many states have imposed renewable portfolio standards (rPS), and certain states accept or 

require renewable energy certificates (rEC) as evidence of compliance with an rPS. Electricity 

generated from renewable sources is comprised of two commodities: (a) the actual electricity; 

and (b) the associated “green” attributes. in effect, if the rPS permits it, an rPS requirement 

may be satisfied by the purchase of rECs independent from green electricity.

As the incidence of rPSs increases along with the related creation of rECs, the 

“unbundling” of the rECs from the actual electricity, and the development of rEC trading 

markets, the issue of ownership and how to transfer and track the transfer of rECs have 

become critical. FErC has weighed in as to ownership of rECs in connection with Qualifying 

Facilities (QF) under the Public utility regulatory Policies Act of 1978 (PurPA), finding 

explicit contractual language was required to convey the green attributes. FErC further 

found that states must decide the issue under state law. See Petition for Declaratory Order 

and request for Expedited Consideration, Covantry Energy Group, Monteny Power Corp. and 

Wheelabrator Tech. Inc., FErC Docket No. El03-133-000, June 16, 2003. PurPA was revised 

by the EPACt, and states are actively entering into the process of determining rEC ownership, 

many concluding that with respect to existing QF contracts, the rECs are conveyed to the 

purchasing utility. Special attention should be paid to the ownership issue in new agreements.



121F u l b r i g h t     J a w o r s k i  L . L . P.

A
L

t
e

R
n

A
t

IV
e

 e
n

e
R

G
Y

Avian issues

the killing of migratory birds has been one of the most active areas for 

challenges to permitting, siting, and construction of u.S. wind farms. 

Environmental groups have brought suits against private developers, claiming 

that wind turbines have caused and will continue to cause massive bird 

kills. For instance, in Flint Hills Tallgrass Prairie Heritage Foundation, Inc. v. 

Scottish Power, PLC, No. 05-1025-JtM, 2005 Wl 427503 (D. Kan. Feb. 22, 

2005), aff ’d, 147 F. App’x 785 (10th Cir. 2005), the plaintiffs brought a class 

action lawsuit seeking equitable relief for, inter alia, violations of the Fifth 

and Ninth Amendments of the u.S. Constitution and the Migratory bird 

treaty Act (MbtA), 16 u.S.C. § 701. the plaintiffs in Flint Hills alleged 

that construction of an industrial wind turbine power facility would cause 

permanent and irreparable damage to the Flint hills regional environmental 

system but brought no federal or state authorities as parties to the suit. 

the tenth Circuit affirmed the district court’s conclusion that federal and 

state tax incentives received by the defendants did not create a “color of state 

action,” that the plaintiffs failed to state a claim under the MbtA, and that the 

count lacked equitable jurisdiction. but developers should take note: the court 

made clear that it did “not intend to foreclose all use of equitable remedies to 

preserve ‘unique national and international natural resources treasures.’” Flint 

Hills Tallgrass Prairie Heritage Found., 2005 Wl 427503, at *4.

in Center for Biological Diversity v. FPL Group, Inc., plaintiffs brought suit 

in California superior court against several wind power operators. they asserted 

ten causes of action for alleged violations of California’s unfair competition law 

and California’s public trust doctrine. Plaintiffs contended that the defendants’ 

killing of thousands of birds in violation of the MbtA and California state law 

constituted unlawful and unfair business practices, and that the birds were part 

of the public trust and therefore public property. 

in October 2006, the court dismissed the plaintiffs’ complaint with 

prejudice, holding that the plaintiffs’ public-trust based ownership interest in 

the birds did not meet the “lost property” standing requirement of California’s 

unfair competition law because the plaintiffs were not injured in fact and/or 

did not lose money or property. Further, the court dismissed the plaintiffs’ 

public trust claim, holding that actions pursuant to California’s public trust 

doctrine must be related to navigable waters and tidelands.
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Similar suits seeking to protect migratory birds, endangered species, or the 

environment will continue in state and federal court and will likely arise in a 

different posture—challenges to site-specific environmental impact statements 

(EiS) issued by Minerals Management Service (MMS) and blM upon 

application by a wind farm developer for a lease, easement, or right of way  

on public lands.

transmission

According to the National Electric transmission Congestion Study 

(Congestion Study) published by the Department of Energy in August  

2006, wind power is expected to constitute the bulk of new renewable 

purchases. For the foreseeable future, wind is expected to be the dominant 

renewable capacity investment. but the Congestion Study also recognizes  

that “the grid as built today cannot sustain major development and use of  

new domestic coal, wind, or nuclear plants without significant congestion  

and deliverability problems.”

the importance of viable transmission connections is particularly evident 

in texas, which recently reached an agreement committing wind power 

companies to invest more than $10 billion in new wind projects, assuming 

texas continued its movement toward investments in transmission lines.  

Access to transmission will continue to be an important issue for developers  

of projects on private and public lands to address.

Anticipated Litigation: Compliance  
with Federal mandates 
Offshore Wind Energy Development

the EPACt amended section 388 of the Outer Continental Shelf lands Act 

(OCSlA) to provide that the Secretary of the interior, through the MMS, 

may issue leases, easements, or rights-of-way for non-oil and gas uses offshore. 

Such activities could include wind, wave, ocean current, or solar energy 

projects. given the current pace of development of these alternative energy 

technologies, it appears that the most activity on the Outer Continental Shelf 

(OCS) will occur in the development of wind energy. “the Department 

of Energy (DOE) estimates that more than 900,000 megawatts (close to the 

total current installed u.S. electrical capacity) of potential wind energy exists 

off the coasts of the united States, often near major population centers, where 

energy costs are high and land-based wind development opportunities are 
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limited.” technology White Paper on Wind Energy Potential on the u.S. Outer Continental 

Shelf, Minerals Management Service, renewable Energy and Alternate use Program, u.S. 

Department of the interior, May 2006, available at http://ocsenergy.anl.gov. 

the remarkable wind resources off the coasts of the united States and the significant 

success that Europe has experienced with the offshore wind industry have led to increasing 

interest in investing financially and politically in this renewable energy sector. For example, the 

President’s 2007 budget included $44 million for wind energy research—a $5 million increase 

over fiscal year 2006 levels. And the 2008 proposed budget recommends allocation of $1.2 

billion to the Office of Energy Efficiency and renewable Energy within the u.S. Department 

of Energy. Combined with the ongoing efforts to expand access to federal lands for wind 

energy development, this new funding has helped dramatically increase the use of wind energy 

in the united States. As of December 31, 2006, there was an estimated 11,603 megawatts of 

installed wind energy generating capacity in the united States. the high level of activity in this 

rapidly developing area of renewable technology has resulted in significant litigation, and the 

area appears ripe for more.

in order to take full advantage of the industry’s rapid growth and to efficiently and 

expeditiously expand access to public lands, the federal government must address a number 

of complicated and controversial issues, not the least of which is developing a regulatory 

regime to govern permitting, development, construction, monitoring, and decommissioning 

of wind farms on the Outer Continental Shelf (“OCS”). the EPACt required that the MMS 

develop a regulatory program within 270 days (by May 2006) that integrated new uses with 

existing offshore uses. For policy reasons, MMS determined that a programmatic EiS (PEiS) 

was necessary to guide development in addition to the regulations mandated by the EPACt. 

MMS missed the deadline for issuing the regulations and is still in the process of developing 

the PEiS. MMS anticipates that draft rules will be issued this summer, the final PEiS issued  

in the fall of 2007, and the final rules published in the Winter of 2007/08, over 18 months 

behind schedule. the delay in publishing the regulations and a final PEiS has imposed a virtual 

moratorium on applications under the EPACt for leases, easements, or rights of way on the 

OCS for projects employing alternate energy. Such a delay could easily lead to a lawsuit from 

parties, such as developers of wind farms offshore, who are interested in moving forward on 

projects already in development. through the savings clause provided in section 388 of the 

EPACt, moreover, the formidable task of managing politically controversial existing OCS 

renewable projects such as the Cape Wind project has fallen to the MMS. See 43 u.S.C.  

§ 1337(p)(9).
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Any alternative energy or related use projects on the OCS are, of course, 

subject to federal statutory controls. Federal laws that govern these wind 

parks include, among others, the OCSlA, the Coastal Zone Management 

Act (CZMA), the Clean Water Act, the Endangered Species Act (ESA), the 

FPA, the Marine Mammals Protection Act, the National Environmental 

Policy Act (NEPA), the National historic Preservation Act (NhPA), the 

Submerged lands Act, the rivers and harbors Act, the Marine Sanctuary Act, 

the Magnuson-Stevens Fishery Conservation and Management Act, and the 

Migratory bird treaty Act (MbtA). Accordingly, as wind farms are proposed, 

permitted, constructed, and later decommissioned, there will inevitably be 

litigation against the federal government that mirrors that facing the federal 

agencies managing onshore public lands. Suits challenging the sufficiency of 

environmental impact statements issued by the MMS for site-specific projects 

and challenging the projects’ effects on the environment, endangered species, 

migratory birds, bats, marine mammals, and military readiness, will inevitably 

crowd agency and federal court dockets.

the Nantucket Sound litigation

Prior to the passage of the EPACt, the Army Corps of Engineers (Corps) had 

sole jurisdiction over installations on the OCS. under Corps’ regulations, 33 

CFr § 320.2(b) and § 322.3(b), artificial islands, installations, structures, and 

comparable devices on the OCS require section 10 Corps permits. While the 

legislative history of the OCSlA, as amended, indicates that Congress intended 

the Corps to regulate all such artificial islands, structures, etc., regardless 

of the purpose they would serve, h.r. Conf. rep. No. 95-1474 (Conference 

report) at 82 (1978), they undoubtedly were not originally intended for 

offshore wind systems. Accordingly, when a private entity, Cape Wind 

Associates (Cape Wind), proposed a commercial wind park utilizing 130 wind 

turbine generators to generate 454 megawatts of power on horseshoe Shoals 

in Nantucket Sound, Massachusetts, about 4.7 miles offshore, opponents 

challenged the Army Corps’ jurisdiction to permit such construction. 

horseshoe Shoals is located on the OCS and is subject to federal jurisdiction 

and control. 43 u.S.C. § 1331.

Cape Wind applied to the Corps for two permits under section 10 of the 

rivers and harbors Appropriation Act of 1899, 33 u.S.C. § 403. First, Cape 

Wind applied for and was granted a permit to build a temporary data tower for 

the purpose of determining the feasibility of locating a wind energy plant on 
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horseshoe Shoals. Second, Cape Wind submitted a separate permit application to construct and 

operate the proposed wind energy plant. the MMS, which assumed lead agency responsibility 

for the project under the EPACt, is now in the process of finalizing an EiS for the proposed wind 

energy plant pursuant to its obligations under NEPA, 42 u.S.C. §§ 4331-4332. 

in one suit, captioned Ten Taxpayers Citizen Group v. Cape Wind Associates, LLC, 278 

F. Supp. 2d 98 (D. Mass. 2003), aff ’d, 373 F.3d 183 (1st Cir. 2004), the plaintiffs alleged that 

even though the OCS is subject to federal jurisdiction and control, Congress delegated regulatory 

authority over Nantucket Sound to the State of Massachusetts, and therefore, Cape Wind needed 

both federal and state approval for construction of the meteorological tower. the First Circuit 

concluded that Cape Wind was not required to seek approval for the data tower project under 

Massachusetts law because “the OCSlA leaves no room for states to require licenses or permits 

for the erection of structures on the seabed” of the OCS. Ten Taxpayers, 373 F.3d at 196. in 

January 2005, the u.S. Supreme Court denied plaintiffs’ petition for writ of certiorari. 

in a second suit, Alliance to Protect Nantucket Sound, Inc. v. United States Dep’t of the Army, 

288 F. Supp. 2d 64 (D. Mass. 2003), aff ’d, 398 F.3d 105 (1st Cir. 2005), plaintiffs challenged 

the decision of the Corps to issue a permit to Cape Wind for a temporary data tower. the 

plaintiffs asserted that (1) the Corps lacked the authority to issue a section 10 permit for the 

data tower; (2) the Corps acted arbitrarily and capriciously in violation of the Administrative 

Procedure Act by granting the permit even though Cape Wind does not have property rights in 

the OCS; and (3) the Corps failed to comply with its NEPA obligations for evaluating the data 

tower’s environmental impacts. the district court granted, and the First Circuit affirmed, the 

defendants’ motion for summary judgment. 

the Court held that the Corps had authority to issue a section 10 permit for the proposed 

data tower because the legislative history of the OCSlA makes clear that the Corps has broad 

regulatory authority over the OCS and that Congress did not intend to limit the Corps’ 

authority to permitting structures erected only for the purpose of extracting resources. the 

Court also agreed that the Corps complied with its NEPA obligations. the plaintiffs focused on 

the failure of the Corps to circulate a draft Environmental Assessment (EA) and Finding of No 

Significant impact (FONSi) for public comment. See 40 C.F.r. § 1501.4(e)(2). the plaintiffs 

argued that Cape Wind’s proposed data tower was “without precedent” because (1) Nantucket 

Sound is an undeveloped area; and (2) there is no precedent for permitting a privately-owned 

structure for wind energy or related research on the OCS. the First Circuit disagreed, noting 

that the relevant inquiry was whether there was precedent for the environmental consequences 

of building the data tower, and not whether there was legal precedent for building a privately-

owned research structure on the OCS. Furthermore, “[t]o the extent that [plaintiffs’] arguments 
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are concerned with unprecedented impact of the proposed wind energy plant, 

that project is not at issue in the current [data tower] action.” Alliance to Protect 

Nantucket Sound, 398 F.3d at 116 n.9.

Onshore Wind Energy Development

the legal landscape governing onshore wind projects will be very similar 

to that encountered offshore. however, litigation is more likely to arise in 

the near term as the bureau of land Management (blM), after statutorily 

mandated consultation with cooperating federal agencies including the Fish 

and Wildlife Service, issued an interim instruction Memorandum and a 

PEiS governing development of wind projects on public lands in the Western 

states. the blM also issued a record of Decision amending 52 blM land 

use plans in Colorado, idaho, Montana, Nevada, New Mexico, Oregon, 

utah, Washington, and Wyoming. While developing this programmatic 

guidance, the blM continued to evaluate numerous pending applications for 

right-of-way for wind energy site testing and monitoring facilities, as well as 

applications for wind energy development projects on federal lands. 

On August 15, 2006, the blM announced completion of an 

environmental impact statement and grant of a right-of-way for the largest 

wind energy project on federal land in the last 25 years. the Cotterel Wind 

Power Project was provided a right-of-way grant on 4,500 acres of public land 

and is anticipated  

to produce 200 megawatts of power from up to 98 turbines on a ridge in 

south-central idaho. blM issued its most recent guidance on the processing 

of right-of-way applications and the management of authorizations for wind 

energy development on public land in its instruction Memorandum 2006-216 

on August 24, 2006. As of that date, the blM had issued more than 90 wind  

energy right-of-way authorizations. 

As the PEiS recognizes, developers of wind projects must address 

compliance with varying federal statutes and policies on the way to 

completion of a wind farm. All right-of-way applications for site testing and 

monitoring or for commercial development are subjected to environmental 

review in accordance with NEPA. the development must comply with the 

requirements of, among others, the ESA, the MbtA, the NhPA, the Clean 

Air Act, the Noise Control Act of 1972, and the rCrA, in order to ensure 

protection of wildlife, migratory birds, cultural resources, air quality, human 
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health and welfare, protection against hearing loss or activity interference, and hazardous 

wastes. in addition, construction of wind projects could lead to issues with occupational hazards 

and public safety. Compliance with each of these statutory requirements will be a long and 

difficult process for developers to navigate.

Biofuels

the u.S. biofuels industry has grown dramatically in response to increased petroleum prices and 

possible disruptions in petroleum supplies. As with any rapidly growing industry, litigation is 

expected to increase.

For example, on October 5, 2006, underwriters laboratories, inc. (ul) suspended 

authorization for manufacturers to use ul Markings (listing or recognition) on components 

used for dispensing blended fuel containing in excess of 15% alcohol. the concern is that such 

a blend may have significantly enhanced corrosive effects on dispensing devices as compared to 

traditional gasoline. this action specifically affects the existing distribution of E-85 (a gasoline 

blend of 85% ethanol) and the expansion of E-85 distribution.

Many local building and fire codes require a ul listing. hence, until this issue is resolved, 

the maintenance or expansion of E-85 fuel pumps will be hampered. it has been reported that a 

fire marshal in Columbus, Ohio, shut down two E-85 pumps and more localities may follow suit 

until this issue can be resolved. ul is working with industry experts and the u.S. Department of 

Energy to develop an E-85 fuel dispensing system.

hydropower

recognizing the importance of hydropower to the nation’s energy supply, section 241 of the 

EPACt requires the Departments of the interior, Commerce, and Agriculture to jointly develop 

a rule in consultation with FErC that enables hydropower license applicants and other parties to 

hydropower license proceedings to request trial-type hearings on disputed issues of material fact 

which relate to conditions or prescriptions on the licenses that may be developed by one or more 

of the departments, such as the FWS, the blM, and the Forest Service. the interim rule, issued 

November 17, 2005, improves licensing procedures for hydropower while protecting threatened 

and endangered fish species, water quality, and federal and tribal resources. 

hydropower licenses authorize operations for decades, after which the facilities must be relicensed 

for operations to continue. Although relicensing allows the parties to address environmental protection 

issues, the conditions or prescriptions that can be imposed are sometimes so onerous that the licensee 

may decide to abandon the project. issuance of these new rules might provide FErC and those seeking 

to renew hydropower licenses with a means of avoiding the type of litigation described below.

www.fulbright.com
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On July 30, 1998, FErC issued the City of tacoma, Washington, a forty-year major license 

that would cover all of the hydro-related facilities connected to the Cushman Project on the 

Olympic Peninsula. the license contained numerous mandatory conditions designed to protect 

the environment, remedy past environmental harm, and mitigate the effects on the Skokomish 

indian reservation. FErC, however, rejected several environmental requirements imposed by 

the interior Department under § 4(e) of the FPA, 16 u.S.C. § 797(e), as untimely. Several 

petitioners challenged FErC’s orders. 

On August 22, 2006, in City of Tacoma v. FERC, 460 F.3d 53 (D.C. Cir. 2006), the D.C. 

Circuit denied the petitions in part, granted them in part, and remanded to FErC. the Court 

rejected the City’s argument that the license conditions imposed by FErC make the project 

uneconomical and are unreasonable per se, thereby violating the FPA. it also held that FErC 

exceeded its authority by imposing a timeline on interior’s regulatory authority, and it extended 

interior’s authority to impose section 4(e) conditions on licenses issued “within [a] reservation.” 

this decision is particularly significant to licensees with aging hydroprojects of uncertain 

economic viability. the decision may leave these licensees in a precarious position in which they 

may be forced to decide whether to relicense aging projects and face conditions that make the 

project uneconomical or abandon the project and face the imposition of decommissioning costs 

if the hydroproject cannot be sold. 

solar

According to the blM’s instruction Memorandum issued in October 2004, “[s]olar energy has 

significant potential in the western united States for converting the sun’s light into electricity using 

technology that is rapidly improving. the most promising areas for development on public lands 

are in Arizona, southern California, Nevada, and New Mexico. Parts of texas, utah, and Colorado 

also have excellent levels of solar insolation.” blM instruction Memorandum No. 2005-006.

As of the end of 2006, the blM had received two right-of-way applications for large 

concentrated solar power commercial generating facilities, encompassing 12,800 acres with  

an estimated output of 1,750 megawatts. the blM expects additional industry interest for 

concentrated solar power use of the public lands based on a blM Solar Energy Development Policy 

issued in 2004. As with other uses of public lands, it is anticipated that litigation will arise from an 

agency’s issuance of a site-specific EiS and from the development of facilities as a general matter. 

Companies seeking a solar energy right-of-way must comply with NEPA, the ESA, the MbtA, the 

NhPA, and other laws. in their applications, such companies should address “the installation and 

maintenance of solar collectors, water for steam generation and cooling purposes, oil or gas used 

by backup generators, thermal or electrical storage, turbines or engines, access roads, and electrical 

inverters and transmission facilities,” as well as the areas potentially affected by the project.
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Corporate 
seC enFoRCement: InteRnAL ContRoL VIoLAtIons
by Peggy Heeg

 

On August 15, 2006, the SEC announced that David Pillor, inVision’s former Senior Vice 

President for Sales and Marketing and a former member of the company’s board of directors, 

settled a two-count complaint alleging that he “knowingly or with extreme recklessness, 

provided substantial assistance” to the company’s violation of the Foreign Corrupt Practices Act 

(FCPA) and section 13(b)(2)(b) of the Exchange Act. Specifically, the complaint alleged that 

Pillor aided and abetted inVision’s failure to devise and maintain a system of internal controls. 

Prior to initiating the action against Pillor, the SEC settled a complaint with inVision 

relating to improper payments under the FCPA. in its civil enforcement complaint against 

Pillor, the SEC stated that Pillor, “as the head of the sales department, had the authority to 

ensure that inVision’s sales staff complied with the FCPA.” the complaint added that his 

failure to act and implement controls in light of this authority “contributed to” inVision’s 

violations of the FCPA. 

Specifically, the SEC criticized the following lack of controls: the failure to conduct 

background checks of foreign sales agents and distributors; the provision of only informal 

FCPA training to regional sales managers; the failure to monitor employees for compliance 

with the FCPA; and the failure to provide oversight to ensure that foreign agents do not make 

improper payments on the company’s behalf. 

Section 13(b)(2)(b) of the Exchange Act obligates corporations to “devise and maintain 

a system of internal accounting controls sufficient to provide ‘reasonable assurances’ that 

transactions and assets are properly maintained.” Notably, the Exchange Act does not mandate 

any particular type of internal controls system. the test for compliance is “whether a system, 

taken as a whole, reasonably meets the statute’s specified objectives.” Moreover, the term 

“reasonable assurances” has been found to mean such a degree of assurance as would satisfy 

prudent officials in the conduct of their own affairs.

one of the most important trends in seC enforcement is the increased aggressiveness of the 

government in pursuing companies for failure to implement adequate controls. Recent seC 

enforcement actions indicate that it is the seC’s view that under U.s. securities laws, officers, 

directors and employees may be personally liable under an accomplice theory for inadequacies  

in a company’s internal controls when those failures lead or contribute to violations of the 

securities exchange Act (exchange Act).
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Specifically, under the Exchange Act, issuers are to ensure that: 1) transactions 

are executed in accordance with management’s general or specific authorization; 

2) transactions are recorded as necessary to permit preparation of financial 

statements in conformity with generally accepted accounting principles or any 

other criteria applicable to such statements, and to maintain accountability for 

assets; 3) access to assets is permitted only in accordance with management’s 

general or specific authorization; and 4) the recorded accountability for assets  

is compared with the existing assets at reasonable intervals and appropriate 

action is taken with respect to any differences. 



www.fulbright.com

W h e n  Y o u  T h i n k  A h e A D ,  T h i n k  F u l b r i g h t . ™

134

the duty issuers have to ensure that their foreign or domestic subsidiaries comply with 

the FCPA depends upon the percentage of the subsidiary that the issuer owns. Namely, if a 

corporation covered by the statute owns more than 50% of the subsidiary, the issuer must 

ensure that the subsidiary complies fully with the internal control provisions of the statute. if 

a corporation covered by the statute owns less than 50% of the subsidiary, the issuer is only 

required to “proceed in good faith to use its influence, to the extent reasonable under the 

issuer’s circumstances,” to ensure that the subsidiary is in compliance with the FCPA’s internal 

controls provisions. Companies owning less than 50% of the subsidiary are conclusively 

presumed to have fulfilled statutory obligations if they demonstrate a good faith effort to 

influence the subsidiary.

the Pillor case reflects a newly minted, more aggressive stance by the SEC in terms of 

pursuing enforcement actions against individuals for control violations. the SEC’s more 

vigorous enforcement of the Exchange Act is also reflected in the severity of penalties imposed 

against corporations for failure to implement adequate controls. 

For example, in March 2005, titan Corporation settled an SEC enforcement action for  

$28.5 million, of which $13 million was a penalty and $15.5 million was disgorgement. in its 

complaint, the SEC alleged that titan improperly recorded illicit payments to sales agents in Africa 

in its books and records. the SEC complaint further alleged that titan was involved in gross 

internal controls violations: “Despite utilizing over 120 agents and consultants in over 60 countries, 

titan never had a formal company-wide FCPA policy, failed to implement an FCPA compliance 

program, disregarded or circumvented the limited FCPA policies and procedures in effect, failed to 

maintain sufficient due diligence files on its foreign agents, and failed to have meaningful oversight 

over its foreign agents.” 

likewise, on August 24, 2004, the SEC announced that it had reached a settlement with 

royal Dutch/Shell transport Petroleum in which Shell paid a $120-million penalty associated 

with the overstatement of “proved reserves” in Shell’s SEC filings. the SEC alleged that Shell 

violated section 13(b)(2) of the Exchange Act by not maintaining adequate internal controls 

over the reserve estimation and reporting process. Specifically, the SEC pointed to inadequate 

training and supervision over the reserve function and Shell’s decentralized organization. As 

part of the settlement, the company also agreed to commit an additional $5 million to develop 

an internal compliance program.

these SEC enforcement actions underscore how important it is for supervisory officers 

to ensure that well-informed and thorough corporate compliance programs and controls are 

implemented and followed. 
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seCURItIes LItIGAtIon
by Gerry Pecht

in January 2004, Shell announced a restatement of its reserves, removing over 

20% of proven reserves from its books and reclassifying them into unproven 

categories. Within a month, the SEC announced that it would conduct a 

formal investigation into the restatement. the DOJ quickly followed suit, 

opening a criminal inquiry. in August 2004, Shell settled with the SEC  

and britain’s FSA, paying a $120-million civil penalty to the SEC and a  

$30-million penalty to the FSA. in June 2005, the DOJ closed its fifteen-

month criminal investigation of Shell, concluding that it would not charge  

the company. Most recently, in September 2006, the SEC discontinued 

without comment its investigation of three former Shell executives.

in October 2005, the Federal District Court for the District of New Jersey 

approved a settlement of the derivative action pending against Shell, including 

changes to the company’s corporate governance, and awarding a $9.2-million 

fee to plaintiffs’ counsel. the class litigation has not yet been settled, and the 

same district court concluded in December 2005 that investors who purchased 

and retained Shell securities during the alleged class period are not precluded 

from establishing the loss causation element of their securities fraud claims. 

Additionally, in January 2006, a group of 26 Dutch pension funds filed a 

securities fraud suit against Shell in New Jersey federal court. the funds are 

seeking $150 million in damages and are not participating in the class litigation 

filed against Shell and already consolidated in the same court.

Similarly, El Paso Corp. announced a restatement of its proven reserves 

in February 2004, reclassifying over 40% of its proven natural gas reserves. in 

the following month, the company received subpoenas from both the SEC and 

the DOJ requesting documents related to the restatement. the DOJ closed its 

investigation in June 2005, concluding that it would not take any action.

At the time it was reported in the 2004 edition of trends in energy Litigation, restatements of proven 

oil and gas reserves seemed poised to sweep through the industry. In the first half of 2004, the seC, 

the DoJ, and private investors closely scrutinized the practices of both Royal Dutch/shell Group and 

el Paso Corp. in accounting for proven reserves. Although the government investigations into the reserve 

reclassifications have been largely resolved through settlement, certain private litigation remains pending.
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Class Actions: Fewer Certifications
Antitrust: Trending Away From Litigation
Property Tax Litigation: An Assault on the Commerce Clause
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Other Litigation
CLAss ACtIons: FeweR CeRtIFICAtIons
by Dan McClure

Exceptions to the rule of decreasing class actions are shareholder securities class actions against 

energy companies and consumer class actions in California related to the energy crisis earlier 

this decade (which actions are reviewed elsewhere in this report).

Some states, like Colorado, have been more receptive to oil and gas class actions in recent 

years. Other states, like texas, have been more hostile. Although class action requirements in 

most states tend to track Fed. r. Civ. P. 23 requirements, different states approach the issues 

of commonality, predominance, typicality, and adequacy with varying degrees of scrutiny. 

Compare Union Pacific Res. Group v. Hankins, 111 S.W.3d 69, 73-74 (tex. 2003) (holding 

that a class action is not certifiable in implied-duty-to-market case when putative class includes 

both market value and proceeds leases), Phillips Petroleum, 108 S.W.3d at 396, 401 (class 

certification inappropriate because court must consider natural gas leases individually), and 

Enron Oil & gas Co. v. Joffrion, 116 S.W.3d 215, 224 (tex. App.—tyler 2003, no pet.) 

(reversing class certification order in lawsuit alleging breach of express and implied covenants 

in oil and gas leases) with Holman v. Patina Oil, Case No. 03 CV 9 (Colo. Dist. Ct. Oct. 13, 

2005) (granting motion for class certification).

the prevalence of class action energy suits has been impacted by the same trends that have 

affected class actions generally in both state and federal courts. the trend in the last three 

years has continued to demonstrate greater judicial scrutiny of class certifications, resulting in 

fewer successful certifications. the day when courts would “err in favor of certification” has 

been replaced by a “rigorous analysis” of class certification decisions and increased denial of 

certification motions. see, e.g., Phillips Petroleum Co. v. Bowden, 108 s.w.3d 385, 393, 404 

(tex. App.—houston [14th Dist.] 2003, pet. granted) (reversing certification order). multi-state 

classes have been routinely denied on choice-of-law grounds because state laws differ too much 

for common questions to predominate. see, e.g., stirman v. exxon Corp., 280 F.3d 554, 564-65 

(5th Cir. 2002). 
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the most dramatic recent limitation on state law class actions against 

energy companies was the passage of the Class Action Fairness Act of 2005, 

Pub. l. 109-2, 199 Stat. 4 (CAFA). CAFA has the effect of federalizing almost 

all multistate class actions by allowing their removal to federal court. Even 

some class actions in which all members of the class are within the same state 

may be removed under CAFA.

Although CAFA did not change the basic requirements for certifying a 

class under rule 23, it creates original and removal federal diversity jurisdiction 

in any class suit with an amount in controversy exceeding $5 million if any 

defendant is of diverse citizenship from any member of the class. 28 u.S.C. §§ 

1332(d)(2), 1453. the federal court then determines whether to remand the 

case to state court depending upon various factors, principally whether the class 

members are primarily citizens of the forum state or citizens of other states. 

28 u.S.C. § 1332(d)(3). however, no remand is permitted if all the “primary 

defendants” are citizens of another state, even if all of the class members reside 

in the forum state. 28 u.S.C. § 1332(d)(4)(b). CAFA has resulted in the filing 

of fewer abusive class actions in “hell-hole” jurisdictions, fewer class actions 

generally, and more class actions filed in or removed to federal court, where the 

classes are less likely to be certified. 

given that CAFA was recently enacted in 2005, there are few published 

opinions addressing the impact of CAFA on oil and gas cases, though this will 

undoubtedly change in the coming years. One major issue has been whether 

amended and supplemental pleadings can render an existing state court class 

action removable under CAFA. generally speaking, CAFA does not apply if 

the new claims are merely a continuation of the claims already on file as of 

CAFA’s February 18, 2005 effective date, though it could render new claims 

removable if they do not relate back to the pre-CAFA complaint. See Weber 

v. Mobil Oil Corp., No. CiV-05-1175-l, 2006 Wl 2045875, at *3-4 (W.D. 

Okla. July 20, 2006) (granting motion to remand where claims by intervening 

royalty interest owners were already encompassed by class action claims filed 

before CAFA’s effective date). 
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AntItRUst: tRenDInG AwAY FRom LItIGAtIon
by Anne Rodgers and Carlos Rainer

the Supreme Court in Dagher resolved the question of whether an agreement among the 

participants in a fully integrated joint venture to set prices at which the joint venture would 

sell its products should be considered a per se illegal restraint of trade under section 1 of 

the Sherman Act. the Ninth Circuit had answered the question in the affirmative, but the 

Supreme Court reversed and held that the per se rule of liability does not apply to what the 

Court viewed as unilateral conduct by a single entity, i.e., a joint venture.

the plaintiff class in Dagher was comprised of service station owners who alleged that 

texaco and Shell had conspired to fix the price at which their separate brands of gasoline would 

be sold nationwide by a joint venture entity, Equilon. texaco and Shell had formed Equilon 

and pledged substantial assets to the joint venture to achieve cost savings and other efficiencies. 

the substance and form of the joint venture had been approved by the FtC and various 

states’ attorneys general pursuant to a consent decree. under the joint venture arrangement, 

texaco and Shell stopped competing with each other in downstream markets for refining and 

marketing. Equilon sold texaco-branded and Shell-branded gasoline at the same price, which 

was set by texaco and Shell.

the plaintiffs did not raise antitrust challenges to the creation of the joint venture, but 

rather to the pricing of the joint venture’s product. they alleged that the agreement between 

texaco and Shell to have their joint venture sell the two distinct gasoline brands at the same 

price constituted illegal price-fixing. the plaintiffs alleged that the pricing constituted a per se 

illegal violation of Sherman Act § 1. the district court granted summary judgment in favor  

of texaco and Shell, finding that the plaintiffs had failed to raise a triable issue of fact 

concerning whether the per se prohibition against price-fixing was applicable to the joint 

venture’s pricing decision.

while antitrust treble-damage suits against various energy industry participants will likely remain 

trendy with imaginative plaintiffs’ counsel, the U.s. supreme Court’s 2006 decision in texaco, 

Inc. v. Dagher, 126 s. Ct. 1276 (2006), may signal a trend away from antitrust conspiracy 

challenges in one critical area for the energy industry—joint ventures.
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the Ninth Circuit reversed, finding that texaco and Shell had fixed 

the prices of the two brands of gasoline, texaco and Shell, by agreeing ex 

ante to charge exactly the same price for each. the Ninth Circuit concluded 

that whether the per se rule applies to a legitimate joint venture’s allegedly 

anticompetitive conduct depends first and foremost on a determination of 

whether the specific restraint is sufficiently important to attaining the lawful 

objectives of the joint venture that the anti-competitive effects should be 

disregarded. in other words, the Ninth Circuit conditioned application of the 

per se rule on whether the pricing decision was sufficiently tied to achieving the 

competitive aims of the joint venture. the court concluded that in this case, 

the plaintiffs had raised a triable issue of fact on the applicability of the per se 

rule, warranting reversal of the lower court’s decision.

the supreme Court holds Per se Analysis Inapplicable

the Supreme Court reversed the Ninth Circuit. the Court refused to apply 

the per se rule to texaco and Shell’s agreement to sell the joint venture’s gasoline 

at the same price, noting that the agreement was not per se price fixing in the 

traditional sense by horizontal competitors in competition in the same market. 

the Court found that per se treatment was not appropriate because texaco and 

Shell “did not compete with one another in the relevant market—namely, the 

sale of gasoline to service stations in the western united States—but instead 

participated in that market jointly through… investments in Equilon.” Dagher, 

126 S. Ct. at 1279-80. the Court, therefore, described the pricing decision as 

“price setting by a single entity—albeit within the context of a joint venture” 

rather than as a “pricing agreement between competing entities with respect to 

their competing products.” Id. at 1280.

the Court’s refusal to apply the per se rule was driven by its view of texaco 

and Shell’s pricing decision as a decision made by them as “investors” in a fully 

integrated joint venture and not as competitors independently competing for 

sales with competing products in the same market. the Court explained that 

when companies which “‘would otherwise be competitors pool their capital and 

share the risks of loss as well as the opportunities for profit such joint ventures 

[are] regarded as a single firm competing with other sellers in the market.’” Id. 

the Court noted that Equilon’s pricing policy was “price fixing in a literal sense” 

but was not “price fixing in the antitrust sense,” see id., and held that “the pricing 

decisions of a legitimate joint venture do not fall within the narrow category of 

activity that is per se unlawful under § 1 of the Sherman Act.” Id. at 1281.
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Does Dagher Signal a New trend in Joint Venture Analysis?

A violation of Section 1 requires concerted activity by multiple actors. given the Supreme 

Court’s pronouncements in Dagher—namely the characterization of texaco and Shell’s joint 

venture pricing decision as an “internal” pricing decision by a single fully-integrated firm—one 

open question is whether any conduct of a legitimate fully-integrated joint venture can ever 

be challenged under section 1, even under the rule of reason. indeed, the Supreme Court’s 

characterization arguably suggests that post-formation conduct of fully-integrated joint 

ventures falls outside of section 1. Some commentators have characterized Dagher as having 

broader implications for section 1 joint venture jurisprudence and suggest that the decision 

signals a departure from traditional joint venture analysis by potentially creating a safe harbor 

for fully-integrated joint ventures. Others read the opinion very narrowly and reject any notion 

that the decision portends a new trend in joint venture antitrust analysis. the few cases decided 

in the wake of Dagher are largely inconclusive on the issue of what conduct of a fully-integrated 

joint venture can be characterized as concerted activity for purposes of section 1 liability.

in sum, joint venture collaborations among competitors in the petroleum industry are 

not without antitrust risk. the joint venture guidelines jointly promulgated by the Federal 

trade Commission and DOJ, as well as federal case law, provide insight into those risks. there 

remain open questions, however, chief among which is whether section 1 even applies to the 

conduct of fully-integrated joint ventures in light of the Dagher decision.

One open question is whether any conduct of a legitimate 

fully-integrated joint venture can ever be challenged under 

section 1, even under the rule of reason.
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PRoPeRtY tAX LItIGAtIon: An AssAULt  

on the CommeRCe CLAUse
by Jack Taylor and Ed Kliewer

recently, appraisal districts in texas have more aggressively been including on their respective 

appraisal rolls products such as oil, gas and finished petroleum products moving through texas 

to out-of-state destinations. the issue confronting the property owner is establishing that 

the products are entitled to exemption under the protection of the Commerce Clause of the 

u.S. Constitution. to avoid taxation, the property owner must show that: (1) the products 

are committed to an out-of-state destination; (2) the products have entered the stream of 

commerce; and (3) any interruption in the products’ movement is to facilitate the transit and 

not for a business purpose of the owner. 

the movement of products transported through pipelines is interrupted from time to 

time as a result of various factors, often beyond the control of the property owner. typically, 

at some point in the transit, products are stored in tank terminals or salt domes as part of 

the orderly process of moving the product to its ultimate out-of-state destination. Appraisal 

districts are focusing on this activity, arguing that the interruption in transit subjects the 

products to ad valorem taxation. 

these exemption issues are being litigated in Midland County, texas (oil in terminals 

connected to interstate pipelines) and harrison County, texas (natural gas stored in salt domes 

connected to interstate pipelines), and adverse decisions are currently being appealed in the 

case of Marathon Petroleum Company L.L.C. v. Galveston Central Appraisal District in the 

houston Court of Appeals. Marathon is appealing the ruling of the district court that subjects 

its products to ad valorem taxation when the products are predestined for out-of-state delivery, 

have left the tailgate of its refinery, are in tanks on the refinery premises under the control of 

the common carrier, and have not yet been introduced into the common carrier’s pipelines. 

Marathon argues that ad valorem taxation of these products is barred by the Commerce Clause. 

the Commerce Clause of the u.S. Constitution grants Congress the power “[t]o regulate 

Commerce with foreign Nations, and among the several States, and with the indian tribes.” 

u.S. Const., art. i, § 8. the Commerce Clause has long been interpreted to prohibit the States 

from taxing property “in transit” or after it has entered the stream of interstate commerce. the 

As local taxing authorities look for more ways to increase tax revenues, litigation and 

administrative proceedings against energy companies related to property taxes has increased. 

Disputes over the valuation of taxable property have also trended upward.
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texas tax Code recognizes this prohibition against taxing interstate commerce. tex. tax Code 

Ann. § 11.12 (Vernon 2001) (property exempt from ad valorem taxation by federal law is 

exempt from taxation). 

the u.S. Supreme Court has opined that the Commerce Clause was designed to 

eliminate customs barriers between the states. Double taxation and the threat of double 

taxation are forbidden by the Commerce Clause for those goods in the stream of  

interstate commerce. 

the “stream of export rule” has never been abandoned for exports under the  

Commerce Clause, although there have been changes in the law regarding imports  

under the Commerce Clause. 

For purposes of the stream of export rule and the resulting exemption from taxation, 

transit begins when goods have been “shipped or entered with a common carrier for 

transportation, to another state, or have been started upon such transportation in a continuous 

route or journey.” Coe v. Town of Errol, 116 u.S. at 527 (emphasis added); see Virginia 

Indonesia Co. v. Harris County Appraisal Dist., 910 S.W.2d 905 (tex. 1995) (acknowledging 

viability of Coe v. town of Errol). the intent to move goods must be coupled with movement 

that has actually begun, and longstanding case law holds that the means of moving goods are 

unimportant so long as the certainty of the foreign destination is plain.

When transit ends is more problematic. Practical considerations dictate that not all stops 

interrupt the transit and make the goods taxable. For example, interruptions to accommodate 

the safe, efficient and convenient transportation of goods do not end the transit. More 

particularly, in the oil and gas industry, exports can be stored in large tanks for accumulation 

during the shipping process. 

the continuity of transit is determined by the facts of each situation. the factors to 

consider include the owner’s intentions, the owner’s ability to change destination, the agency 

or method of transportation, the actual continuity of transportation, and the purpose of any 

interruption. the owner’s power to change destination does not take the shipment out of 

transit if the other facts show the journey has already begun in good faith and a temporary 

interruption is reasonable and intended to further the transportation. 

given that stream of export analysis for property tax exemption is so fact-specific, it is not 

at all surprising that taxing authorities are testing the parameters of various fact situations in an 

attempt to increase their tax revenue. Only additional administrative hearings and continued 

litigation will more clearly define those parameters.
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Fulbright Energ y Practice Group
Fulbright & Jaworski l.l.P. is recognized as a premier energy law firm with a diversified 

practice that serves the needs of the global energy industry. With over 50 years of experience  

in energy matters, we have accumulated a wealth of experience and valuable knowledge 

about the energy markets. Our attorneys are regularly involved in both international and 

domestic energy litigation matters and are highly skilled in energy transactions, regulatory 

matters and dispute resolution. the firm is ranked internationally among the best in litigation 

and arbitration. Such rankings stem from the experience and successes of our many energy 

litigation and arbitration attorneys.

Our Energy Practice group handles an extensive range of energy disputes, including:

D Royalty and working interest owner disputes 

D Letters of intent, joint operating agreements and production sharing agreements 

D Pipeline construction contracts, right-of-way issues and easements 

D Environmental challenges to onshore and offshore mineral development 

D Challenges to outer continental shelf lease sales 

D Long-term gas sales contracts 

D Gas processing, gathering and transmission agreements 

D Antitrust and marketing issues 

D Qui tam actions 

D Power plant construction 

D Electrical supply contracts

Fulbright & Jaworski was named as one of the top five energy law firms in the united 

States in the Chambers global Awards 2006; was named as one of two “Predominant Primary 

law Firms with Energy Companies” in the energy industry; was ranked 24 of 100 for the 

“Most Diverse law Firms” by Multicultural Magazine in 2006; and received a top ranking for 

energy and natural resources dispute resolution in texas by Chambers uSA 2006. 

Notice: We are providing this trends in Energy litigation report as a commentary on 

current legal issues, and it should not be considered legal advice, which depends on the facts 

of each situation. receipt of trends in Energy litigation does not establish an attorney-

client relationship. unless otherwise indicated, the attorneys listed in trends in Energy 

litigation who are licensed to practice in texas are not certified by the texas board of legal 

Specialization. New York, California and the District of Columbia do not board certify 

attorneys. the listed attorneys and/or other attorneys may provide services in connection with 

a particular matter. 
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