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A PRIMER ON MARKETING HYDROCARBONS

By Michael P. Pearson'

. INTRODUCTION

Although | have given, over the years, a number of presentations at the Ernest E. Smith
Oil, Gas and Mineral Law Institute, this is my first opportunity to present at the “Fundamentals
of Oil, Gas and Mineral Law” that precedes it. | was a member of the Council for the Qil, Gas and
Energy Resources Law Section of the State Bar of Texas when, in conjunction with the continuing
legal education department at The University of Texas School of Law, we developed the first
“Fundamentals” course in 2010. In my view, the addition of the “Fundamentals” course to the
oil and gas law CLE landscape is among the most significant accomplishments of the Council
during my tenure.

This presentation will provide an overview of the basic concepts associated with a
producer’s marketing of its oil and gas production, including discussions of (a) relevant provisions
of Article 2 of the Uniform Commercial Code as in effect from time to time in the State of Texas
(the “Texas UCC”), (b) the evolution and principal components of the “master agreement”
contract format, (c) contracting practices applicable to sales of natural gas, including applicable
regulatory principles, (d) contracting practices applicable to sales of crude oil, including
applicable regulatory principles, and (e) drafting issues of particular interest in the current
hydrocarbon marketing environment.

1. ARTICLE 2 OF THE UNIFORM COMMERCIAL CODE

Section 2.107(a) of the Texas UCC draws a distinct line between oil and gas leases, deeds,
and other conveyances of interests in minerals in place, on the one hand, and sales of minerals
by the producer after their “severance” —or production —from the ground, providing, in pertinent
part:

A contract for the sale of minerals or the like (including oil and gas) ... is a contract for the
sale of goods within this chapter if they are to be severed by the seller but until severance
a purported present sale thereof which is not effective as a transfer of an interest in land
is effective only as a contract to sell.?

1 Partner and Chair of the Energy Practice Group, Jackson Walker L.L.P. Past Chair of the Oil, Gas and Energy
Resources Law Section of the State Bar of Texas. The author wishes to thank Jesse Lotay, a partner in the Energy
Practice Group, Ben Rhem, a partner in the Environmental and Regulatory Practice Group, and Bruce Ruzinsky and
Jennifer Wertz, a partner and an associate in the Bankruptcy Practice Group of Jackson Walker L.L.P., for their help
in the preparation of this paper.

2 Tex. Bus. & CoM. CODE ANN. §2.107(a) (2017).



In reliance on the quoted language, Texas courts, as well as courts in other jurisdictions, have
consistently held that contracts for the sale of oil, gas, and other liquid hydrocarbons once
produced are sales of goods governed by Article 2 of the Texas UCC.3

A basic understanding of Article 2 of Texas UCC is critical to practitioners documenting
hydrocarbon sale transactions. With certain exceptions discussed below, Section 1.302 of the
Texas UCC permits the parties to a contract to “vary the effect of provisions of” Article 2 in
delineating their contractual relationship.* In the absence of contrary contractual provisions,
however, the provisions of Article 2 will act was a default mechanism in defining the terms, rights,
and remedies of the parties to a hydrocarbon sale transaction when their contract is silent or
ambiguous about a particular matter.®

A. Basic UCC Concepts

Before commencing a review of Texas UCC concepts relevant to hydrocarbon sales, a brief
discussion of several basic Texas UCC concepts is appropriate.

1. Seller; Buyer; Purchaser. Under the Texas UCC, a “seller” is a person who “sells or
contracts to sell” goods,® and a “buyer” is a person who “buys or contracts to buy” goods.”
“Purchaser” is a broader concept, meaning one who takes by “sale, lease, discount, negotiation,
mortgage, pledge, lien, security interest, issue or reissue, or any other voluntary transaction
creating an interest in property.”® As a convenience, since this discussion is focused on
hydrocarbon sales, we will speak of “sellers” and “buyers” even when a particular Texas UCC
provision refers to “purchasers.”

2. Good Faith. Many provisions of the Texas UCC are specifically qualified by “good
faith.” Indeed, Section 1.304 of the Texas UCC specifically provides, “Every contract or duty
within this title imposes an obligation of good faith in its performance.”® “Good faith” is defined

3 E.g., New Bremen Corp. v. Columbia Gas Transmission Corp., 913 F. Supp. 985 (S.D. Tex. 1995), aff’d, 108 F.3d 332
(5t Cir. 1997); Lenape Resources Corp. v. Tennessee Gas Pipeline Co., 925 S.W.2d 565, 577 (Tex. 1996) (Phillips, C.J.,
dissenting in part and concurring in part); Keyes Helium Co. v. Regency Gas Services, LP, 393 S.W.3d 858 (Tex. App. —
Dallas 2012, no pet.) (produced helium constitutes goods); Rogers v. Ricane Enterprises, Inc., 930 S.W.2d 157, 171
(Tex. App. — Amarillo 1996, writ denied) (petroleum products are goods); Gasmark, Ltd. v. Kimball Energy Corp., 868
S.W.2d 925, 928 (Tex. App. — Fort Worth 1994, no writ). See also Anadarko Petroleum Corp. v. Alaska Petroleum,
Inc., 2013 U.S. App. LEXIS 16262, at 2 (5t Cir. August 6, 2013); JN Exploration & Production v. Western Gas Resources,
Inc., 153 F.3d 906 (8" Cir. 1998).

4 Tex. Bus. & Com. CODE ANN. §1.302(a) (2017).

5 See Jon-T Chemicals, Inc. v. Freeport Chemical Co., 704 F.2d 1412, 1416 (5% Cir. 1983); Lenape Resources Corp. v.
Tennessee Gas Pipeline Co., 925 S.W.2d 565, 570 (1996).

6 Tex. Bus. & Com. CODE ANN. §2.103(a)(4) (2017).
7 Id. at §2.103(a)(1).

8 Id. at §1.201(29)(30).

° Id. at §1.304.
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