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Appeal fromthe United States District Court
for the Eastern District of Louisiana

July 7, 1998
Bef ore H G3 NBOTHAM PARKER and DENNI'S, Circuit Judges.
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Anmerada Hess Corp. appeals a summary judgnent in favor of
Texas Eastern Transm ssion Corp. This case requires us to
interpret a gas substitution clause in a “take or pay,” gas
purchase contract. Reading the contract as a whole, the district
court concluded that the contract restricts the quantity of gas
substituted from another |ease to the anount of gas produced from

the | easehol ds and | ands dedicated to the contract. W agree.

l.

Anmerada Hess owns an undivided interest in the natural gas
produced froma federal offshore mneral |ease at South Pass Bl ock
89, which is located in federal waters off the coast of Louisiana.
The Marathon Q| Conpany is the operator and a co-working interest
owner with Anerada Hess of the SP 89 Lease. Texas Eastern is a
nat ural gas pi peline conpany whi ch purchases, sells, and transports
natural gas. Anerada Hess produces natural gas fromoil and gas
reservoirs in the outer continental shelf.

The present dispute is over the proper construction of a gas
substitution clause in a twenty-year, “take-or-pay” gas purchase
contract between Anerada and TX Eastern, dated April 1, 1982, as
amended in 1991 and 1992.

The 1982 contract is based on an Advance Paynent Agreenent
entered into by the parties in 1971. 1In 1971, there were critical
shortages of natural gas for custoners served by interstate
pi pel i nes, such as TX Eastern. The AP agreenent was nmade under the
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auspi ces of the Advance Paynent Program which the Federal Power
Comm ssion set up in order to encourage pipelines to contribute
funds for exploration and devel opnent of gas reserves.

Under the AP agreenent, TX Eastern advanced Anerada $5.5
mllion to explore and develop natural gas from seven offshore
| eases that Anerada owned in the Gulf of Mexico. In return, TX
Eastern had the option to buy any gas found on the designated
| eases. In 1981 Anerada found oil and gas under South Pass Bl ock
89, and in 1982 the parties executed a twenty-year contract in
whi ch TX Eastern agreed to take or pay gas produced fromthe SP 89
Lease, explicitly identified in the contract as the “contract
area.”

In the 1980s the natural gas market wunderwent dramatic
changes, and in 1989 TX Eastern sued Anerada to term nate the 1982
gas purchase contract. In 1991, pursuant to a 1990 settl enent
arising fromthis lawsuit, the parties anended the 1982 contract by
limting to 15 Bcf the volunme of gas that TX Eastern was required
to buy fromthe Northern Area of SP 89, and by reducing the price
for gas under the contract, in exchange for a $21.6 nillion paynent
by TX Eastern to Anerada.!? In 1992, pursuant to a buyout
agreenent, the parties further anmended the 1982 contract to

termnate all remaining purchase obligations for gas produced from

1 Attachnent “A’ to the 1991 anendnent to the 1982 contract
clearly delineates the boundary between the Northern and Southern
Areas of South Pass 89.



the Northern Area of SP 89, in exchange for a $19.3 m|lion paynent
by TX Eastern to Anerada.

Article Il1l, paragraph 5 of the 1982 contract, referred to as
the “Gas Substitution C ause,” states:

[ Arerada] shall have the right at its election during the
termof this Agreenent to substitute other gas for all or
a portion of the gas hereunder and the right to deliver
such substitute gas to [Texas Eastern] at nutually
agreeabl e points in the area of or downstreamof delivery
points set forth in this Agreenent, provided the
substituted source contains reserves and deliverability
equal to or in excess of the reserves under the | eases
originally conmtted to this Agreenent.

This substitution clause was included in the 1971 Advance Paynent
Agreenent, was incorporated into the 1982 contract and has since
remained in the contract w thout nodification for the |ast 16
years.

Paragraph 8 of Article IV (entitled “Quantity of Gas”) in the
1982 contract, as anended in 1990, states:

[I]t is wunderstood and agreed that nothing in this
Agreenent shall be construed to require [ Anerada] to sel

and deliver to [Texas Eastern] or [Texas Eastern] to
purchase or pay for on any day a quantity of gas in
excess of the total quantity of gas per day which the
wells on the |easeholds and/or |ands covered by this
Agr eenent are capabl e of producing into [Texas Eastern]’s

[ine .
The scope of the gas commtted to the 1982 contract, as
anended in 1990, is defined in Article I, paragraph 1, as that gas

produced from specific “l easehol ds and/or | ands” above a specific

dept h, nanely:



the | easehol ds and/or | ands which [ Amerada] now owns or

controls in said Block 89 Field, South Pass Area,

O fshore Loui si ana, as described in Exhibit “A” and shown

on Exhibit “A-1" attached hereto, fromthe surface down

to the base of the deepest hydrocarbon bearing reservoir

or its correlative zone encountered in said block as of

the date hereof [April 1, 1982].
Exhibits “A” and “A-1" attached to the 1982 contract define the
desi gnat ed “contract area” as the geographi c area covered by “Bl ock
89, South Pass Area, South and East Addition, O fshore Louisiana.”

When the SP 89 contract was executed in 1982, TX Eastern and
Mar at hon, as operator of the SP 89 Lease, estimated that there were
176 billion cubic feet (“Bcf”) of proven and possi bl e gas reserves
i n the geographic area covered by the SP 89 Lease.? By March 1997,
194 Bcf of gas had been produced, with another 9 Bcf of proven
reserves estimated to be recoverable thereafter fromthe Southern
Area of SP 89.

In 1995, Anerada began production in another newy devel oped
OCS | ease area, referred to as the “South Pass 87 D Devel opnent
Area.” Anmerada’s estimated gas production fromApril 1997 t hrough
the expiration of the 1982 contract on Novenber 30, 2002 is nore
than twenty tines greater for the SP 87 D Devel opnent Area than for

t he Sout hern Area of SP 89.32

2 The evidence on record indicates that of the 176 Bcf of gas
reserves in South Pass 89, 137 Bcf are proven gas reserves and the
remai ni ng 39 Bcf represent possible gas reserves.

3 The record indicates that the recoverable proven gas
reserves fromthe SP 87 D Devel opnment Area, as of April 1997, is
178 Bcf which exceeds the 1981 initial estimates for the total
possi bl e and proven gas reserves from SP 89 of 176 Bcf.
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In February 1997, after TX Eastern had been purchasing gas
fromthe SP 89 Lease for fifteen years, Anerada advised TX Eastern
by letter that, pursuant to its alleged right under the gas
substitution clause in Article Il1l, paragraph 5 of the contract, it
intended to substitute 100 percent of its gas reserves and
deliverability from its interests in the South Pass 87 D
Devel opnment Area for 100 percent of its gas reserves previously
dedicated to the contract from the SP Bl ock 89 Area. Thus, TX
Eastern’ s take-or-pay obligations fromFebruary 21, 1997 through to
Novenber 30, 2002, when this contract expires, woul d be determ ned
by the enornous production potential from the South 87 D
Devel opnment Area rather than the nearly depleted gas reserves in
the Sout hern Area of SP 89. Under this scenario, by exercisingits
al l eged gas substitution right, Amerada could double the tota
vol unme of gas sold during the 20-year contract termand TX Eastern
would be required to buy an additional 43 Bcf of gas and pay
Arerada an extra $624 million.*

TX Eastern replied that Anmerada was entitled to tender, as
substitute gas from anot her source, a volunme of gas equivalent to

all or a portion of Arerada’s gas that was bei ng produced fromthe

4  The incentives are |arge. The 1997 gas price under the
contract, as anended in 1991, was $9.857/MvBtu. |n conparison, the
prevailing spot market price for gas produced in the Louisiana
coastal area for the first five nonths of 1997 averaged
$2. 36/ MMBtu. Moreover, the gas price under the contract increases
by 10 percent annually (each January 1st) resulting in a contract
price of 15.875/MvBtu by the year 2002.
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SP Bl ock 89 Lease. |In other words, while Arerada coul d substitute
specific volunes of gas fromthe SP 89 Lease for gas from anot her
source, it could not substitute one gas source with anot her source,
W thout any volune limtations. For the nonent, in their response
TX Eastern agreed to accept the gas deliveries fromthe SP 87 D
Devel opnment Area “with a full reservation of rights.”

Anerada then filed a declaratory judgnent action in state
court in Harris County, Texas, which was first renoved to the
Southern District of Texas and subsequently transferred to the
Eastern District of Louisiana. Two days after Anerada filed suit,
TX Eastern filed a declaratory judgnent action in the Eastern
District of Louisiana. These suits were consol i dated. Shortly
thereafter, with [imted discovery, both parties noved for summary
judgnent, arguing that the SP 89 gas purchase contract was
unanbi guously in their favor. TX Eastern submtted the affidavits
of several scientists and |law professors including Dr. Saul
Litvinoff, Professor Shael Herman, and Professor L. Linton Mrgan,
who testified on customand usage in the oil and gas industry. The
district court denied Anmerada’s nmotion to strike much of this
evidence as being extrinsic to the contract. In a thirty-eight
page order granting TX Eastern’s notion for sunmmary judgnent and
denyi ng Anerada’s notion for sunmary judgnent, the district court
st at ed:

Reading the Substitution provision, Article 111,
Paragraph 5, in conjunctionwith Article IV, Paragraph 8,



the Court concludes that there is a limt on the total
anount of gas that can be delivered or can be paid for.

The district court concluded that, under the provisions of the SP
89 contract, Anmerada could not substitute gas from the SP 87 D
Lease in excess of the quantity of gas produced by the SP 89 Lease
per day.

The district court entered a judgnent in favor of TX Eastern
and against Anerada for $11,282,826.19, plus court costs and
prejudgnent interest. This appeal followed. W have jurisdiction

under 28 U.S.C. § 1291.

.
A
This court reviews a grant of sunmary judgnment de novo. See

Mont gonery v. Brookshire, 34 F.3d 291, 294 (5th Cr. 1994). “The

construction of an unanbi guous contract is reviewed de novo, but
while interpretation of an unanbi guous contract is a question of
law, clear error is the standard of review when a district court
uses extrinsic evidence to interpret an anbiguous contract.”

Tarrant Distribs., Inc. v. Heublein, Inc., 127 F. 3d 375, 377 (5th

Cr. 1997) (citations omtted). A district court’s rulings
regarding evidence it wll consider in deciding a notion for
summary judgnent are reviewed for abuse of discretion. See

Ri chardson v. QO dham 12 F.3d 1373, 1376 (5th Cr. 1994).




The gas subject to the purchase contract at issue is froma
federal |ease on the outer continental shelf, off the coast of
Loui siana. The parties agree that under the nandatory choi ce-of -
| aw provision in the Quter Continental Shelf Lands Act, 43 U S. C
88 1333(a)(2)(A), 1349(b)(1), construction of this contract is
governed by Louisiana law, to the extent that such law is not

i nconsistent with federal |aw See Union Tex. Petroleum Corp. V.

PLT Eng’qg, Inc., 895 F.2d 1043, 1050 (5th GCr.), cert. denied, 498

U S. 848 (1990).

B
Under Louisiana law, the interpretation of an unanbi guous

contract is an issue of law for the court. See Rutgers, State

Univ. v. Martin Wodlands Gas Co., 974 F.2d 659, 661 (5th Grr.

1992). “When the words of the contract are clear and explicit and
lead to no absurd consequences, no further interpretation my be
made in search of the parties’ intent.” La. Cv. Code Ann. art.
2046 (West 1995). In addition, a contract provision is not
anbi guous where only one of two conpeting interpretations is
reasonable or nerely because one party can create a dispute in

hi ndsi ght. See Lloyds of London v. Transcontinental Gas Pipe Line

Corp., 101 F.3d 425, 429 (5th Cr. 1996); Rutgers, 974 F.2d at 662.
This court has stated that when the contract is not anbiguous, it

has no authority to reach beyond the four corners of the docunent.



See Huggs, Inc. v. LPC Enerqy, Inc., 889 F.2d 649, 653 (5th GCr.

1989).

On the other hand, a contract is anbi guous, under Loui siana
law, “when it is uncertain as to the parties’ intentions and
susceptible to nore than one reasonable neaning under the
ci rcunst ances and after appl yi ng est abl i shed rul es of

construction.” See Lloyds of London, 101 F. 3d at 429. Under these

rules of construction, “[e]ach provision of a contract nust be
interpreted in light of the other provisions so that each is given
t he nmeani ng suggested by the contract as a whole.” La. Cv. Code
Ann. art. 2050 (West 1987). Contract provisions susceptible to
di fferent nmeani ngs should be interpreted “to avoid neutralizing or

ignoring any of them or treating them as surplusage,” Lanbert v.

Maryland Cas. Co., 418 So. 2d 553, 559-60 (La. 1982), and “to

preserve validity [of the contract],” G bbs Constr. Co. v. Thonas,

500 So. 2d 764, 769 (La. 1987). Loui siana courts wll not
interpret a contract in a way that I|eads to unreasonable

consequences or inequitable or absurd results even when the words

used in the contract are fairly explicit. See Makofsky v.
Cunni ngham 576 F.2d 1223, 1229 (5th Cr. 1978). “A doubt ful
provision nust be interpreted in light of the nature of the

contract, equity, usages, the conduct of the parties before and
after the formation of the contract, and of other contracts of a
i ke nature between the sane parties.” La. Cv. Code Ann. art.
2053 (Vest 1987).
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C.

Thi s di spute centers around the scope of the gas substitution
clause in Article Il1l, paragraph 5 of the contract. Wil e the
vi ci ssitudes of supply and demand in the natural gas industry over
the past three decades are a tiger in the reeds beside our path, we
must limt our travel to the four corners of the contract. Article
11, paragraph 5 states:

[ Arerada] shall have the right at its election during the

termof this Agreenent to substitute other gas for all or

a portion of the gas hereunder and the right to deliver

such substitute gas to [Texas Eastern] at nutually

agreeabl e points in the area of or downstreamof delivery

points set forth in this Agreenent, provided the
substituted source contains reserves and deliverability
equal to or in excess of the reserves under the | eases
originally conmtted to this Agreenent.
Both TX Eastern and Anerada agree that Anerada has a right to
substitute under the contract. They di spute what the object is
that may be substituted. TX Eastern states that the object is gas
whi | e Anerada urges that the object is | easeholds, |ands or both.
This translates into a dispute over the quantity of gas that may be
substituted under the contract.

Anmer ada contends that it has the right to substitute a new gas
source, the SP 87 D Lease, for the SP 89 Lease originally commtted
to the contract. Relying on the words “the substitute source
contains reserves and deliverability equal to or in excess of the

reserves under the |leases originally commtted to this Agreenent”

in the gas substitution clause, Anerada urges that since SP 89 was
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the lease originally conmtted under this contract, it has a right
to find a “substitute source,” a new gas |lease, to replace the
| ease originally commtted.

TX Eastern contends that, while this clause gives Anerada the
right to substitute, the words “to substitute other gas for all or
a portion of the gas hereunder” neans that Anerada may substitute
vol unmes of gas that nmaterialize fromthe SP 89 Lease with vol unes
of gas from anot her source provided two conditions are net: that
source contains reserves in excess of SP 89 reserves and the
substitute gas is delivered at nutually agreeable points.®> TX
Eastern asserts that, if the parties had intended to allow the
addition of new |eases, they would not have wused the term
“substitute gas” in the gas substitution clause, rather they would
used the words “substitute |easeholds and/or |eases.” Since the
“object” of this gas purchase agreenent is a novable - gas “after

[it] | eaves the wel | head,” Hawt horne G| & Gas Corp. v. Continental

Gl Co., 377 So. 2d 285, 287 (La. 1979), according to TX Eastern
the right to substitute gas is aright to only substitute novabl es
as opposed to i nmovabl es, such as | easeholds or |ands. TX Eastern
al so notes that the SP 87 D Leases that Amerada seeks to substitute

did not exist in 1982, and the first production of gas fromthem

occurred in md-1995.

5> Neither party disputes that the substituted source, South
Pass 87 D, contains reserves in excess of the reserves under South
Pass Block 89 and its delivery point is in the area of or
downstream fromthe delivery points for South Pass Bl ock 89.
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We agree with TX Eastern that the gas substitution clause only
permts gas to be substituted with other gas. Wile this clause
uses the words “substitute gas” and “substituted source,” it only
refers to the right to substitute other gas and does not state or
inply any right to substitute gas sources. | ndeed, the words
“substituted source” appear in this clause only when explicitly
stating a condition that nust be satisfied in order to exercise the
right to substitute gas, nanely, that the substitute source nust
contain reserves that are greater than or equal to the reserves in
the SP 89 Lease.

Anmerada forcefully protests that the gas substitution clause
does not explicitly state any volune restrictions or specifications
inorder to exercise its right to substitute gas. W are persuaded
that the words “substitute other gas for all or a portion of the
gas hereunder” restrict vol une because they indicate that a portion
or all of the total volune of gas nmay be repl aced by other gas. It
is difficult to inpute any other nmeaning to the words “for all or
a portion of the gas.” As we read the gas substitution clause, any
substitute gas nust be at |east conparable in volunme and
availability to the gas produced fromthe dedicated SP 89 Lease.

This is the nost natural and commobn sense reading of the
contract. Anerada’ s interpretation of the contract | eads to absurd

consequences. Under its interpretation, Anerada woul d be permtted
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to substitute a new and untapped source of gas® as and when the
exi sting gas source becones depleted, thereby requiring TX Eastern
to take or pay for a virtually unlimted quantity of gas produced
by Anerada during the contract’s twenty-year term Anerada could
then potentially receive a $621.9 mllion windfall by substituting
a newy devel oped gas source for the depleted reserves of SP 89.

See Shell O fshore, Inc. v. Mrr, 916 F.2d 1040, 1048, 1048 n.7

(5th Gr. 1990) (noting that one contracting party “on the strength
of one provision of [an a]greenent” could not “tak[e] wunfair
advantage of [the other party] and enrich [it]self at the [other
party]’s expense, in direct conflict wwth the definition of equity
in Louisiana Gvil Code Article 2055.”). That an agreenent proves
to be a poor bargain offers no escape fromits obligations. A
contract allocates risk. That does not make the consequences of an
urged interpretationirrelevant in the effort to find its neaning.
To the point, Anrerada’s position is inplausible as it runs afoul of
various other provisions in the contract.
Article IV, Paragraph 8, which limts TX Eastern’'s overal

purchase obligation, states in pertinent part:

[I]t is wunderstood and agreed that nothing in this
Agreenent shall be construed to require [ Anerada] to sel

6 While exercising its substitution right, Anmerada nust
satisfy the two conditions spelt out in the gas substitution
cl ause. Any new gas source substituted by Amerada nust contain
reserves and deliverability equal to or in excess of the reserves
under the SP 89 Lease, and the substitute gas nust be delivered at
mutual |y agreeable points in the area of or downstream of delivery
points set forth in the contract.
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and deliver to [Texas Eastern] or [Texas Eastern] to

purchase or pay for on any day a quantity of gas in

excess of the total quantity of gas per day which the
wells on the |easeholds and/or |ands covered by this

Agr eenent are capabl e of producing into [ Texas Eastern]’s

line .

TX Eastern contends that this clause limts the anmpbunt of gas that
it is obligated to purchase to a quantity equal to the vol une of
gas produced by the |easeholds and/or |ands covered by the SP 89
contract, nanely, the Southern Area of the SP 89 Lease. Anerada
counters that the words “l| easehol ds and/or |ands covered by this
Agreenment” includes its right to substitute new gas | eases for the
SP 89 Lease since this right is part of the Agreenent.

Anmerada’ s interpretation is untenable. Each provision in a
contract nust be interpreted in Iight of other provisions giving
each provision a neani ng suggested by the contract as a whol e and
avoiding any interpretation that neutralizes or ignores any
provision or treats it as surplusage. See La. GCv. Code Ann. art.
2050 (West 1987); Lanbert, 418 So. 2d at 559-60. Amer ada’ s
interpretation wholly negates the Quantity of Gas provision in
Article 1V, paragraph 8 and renders it enpty and neaningless

In addition, Article 11, Paragraph 1 in the original 1982
contract, and as anended in 1991, carefully identifies the gas
areas dedicated to the contract with technically precise depth

limtations. This provision would be reduced to surplusage if

Amer ada coul d substitute new gas sources at wll.
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Furthernore, in 1992 Anerada and TX Eastern anended the
contract to release TX Eastern fromthe obligation to purchase gas
from the Northern Area of SP 89 in return for a $19.3 mllion
paynent by TX Eastern. Under Anerada’s interpretation, it could
concei vably substitute gas fromthe Northern Area of SP 89 and t hus
reduce the entire 1992 anendnent to a nullity.

In sum w thout reaching beyond the four corners of the SP 89
contract and its anendnents, we are convinced that the gas
substitution clause, when read together with other provisions in
the contract, permts Anerada Hess to substitute sone portion of or
all of the gas fromthe SP 89 Lease with simlar quantities of
ot her gas from anot her | ease, provided other conditions stated in
the gas substitution clause are satisfied. Since we find the
contract as a whole to be unanbi guous and susceptible to only one
reasonable interpretation, Rutgers, 974 F.2d at 661-63, we do not
address Anerada’s argunent that the district court inproperly
relied on extrinsic evidence to interpret the contract.

Benefitted by the excellent argunent fromall counsel, we are
finally persuaded that we nmust AFFIRMthe district court’s grant of
summary judgnent in favor of Texas Eastern Transm ssion

Cor por ati on.
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