NAESB BASE CONTRACT

SECTION 3.2 (Cover Standard)

ISSUE:  PENALTY CALCULATIONS WHEN USING THE COVER STANDARD
There are three possible schools of thought as to how penalty calculations should be done under the Cover Standard when the performing party is able to replace or resell only a PORTION of a shortfall that was not received or delivered by the non-performing party.  The NAESB Contracts Subcommittee needs to decide which interpretation is correct and make sure that the language in Section 3.2 (Cover Standard) accurately reflects the agreed to interpretation.  
TRANSACTION TERMS 
A.
The parties have agreed to a deal where Seller shall sell and deliver and Buyer shall purchase and receive, on a Firm basis, 10,000 MMBtu/day for the month of December for $10/MMBtu.  On day 15, Seller delivers only 3,000 MMBtu and the shortfall is not excused by Force Majeure.  Buyer is able to purchase 5,000 MMBtu at $12/MMBtu (the “Cover Price”) as replacement gas.  The applicable price in Gas Daily is $13/MMBtu (the “Spot Price”) and no additional transportation costs are involved.    
B.
Same as above except that the Cover Price is $9/MMBtu and the Spot Price is $11/MMBtu

Three different approaches (and ultimate results) are described below for options A and B:

1. 
(A)
 Buyer applies the Cover Price to the ENTIRE 7,000 MMBtu shortfall.  In this case, Buyer interprets the existing language in Section 3.2(i) to mean that if ANY portion of the shortfall can be replaced, then the Cover Price applies to the ENTIRE shortfall when calculating damages.  Seller is invoiced for $14,000.00 in damages.  [7,000 MMBtu x $2]

(B)
Since the Cover Price is lower than the Contract Price, Buyer incurs no damages

2.
 (A)
Buyer applies the Spot Price to the ENTIRE 7,000 MMBtu shortfall.  In this case, Buyer interprets the existing language in Section 3.2(iii) to mean that the ENTIRE shortfall must be replaced in order to use the Cover Price.  Otherwise, the Spot Price applies to the ENTIRE shortfall.  Seller is invoiced for $21,000.00 in damages.  [7,000 MMBtu x $3]

(B)
Since the Spot Price is greater than the Contract Price, Seller is invoiced for $7,000.00 in damages.  [7,000 MMBtu x $1]
3.
(A)
Buyer applies the Cover Price to the 5,000 MMBtu of replacement gas and the Spot Price to the 2,000 MMBtu of gas that Buyer wasn’t able to replace.  In this case, Buyer (a) interprets the existing language in Section 3.2(i) to mean that the Cover Price applies only to the portion of the shortfall that Buyer is able to replace and (b) interprets the existing language in Section 3.2(iii) to mean that the Spot Price applies to ANY amount of the shortfall that Buyer cannot replace whether it’s the entire shortfall or only a portion of the shortfall.  Seller is invoiced for $16,000.00 in damages.  [5,000 MMBtu x $2 plus 2,000 MMBtu x $3]

(B)
Since the Cover Price is less than the Contract Price, Buyer receives no damages for the 5,000 MMBtu Buyer was able to replace.  Since the Spot Price is greater than the Contract Price, Seller is invoiced for $2,000.00 in damages for the 2,000 MMBtu Buyer was unable to replace. [2,000 MMBtu x $1]
CONCLUSION
Whichever approach is elected by the NAESB Contracts Subcommittee, the existing language will need to be modified to clarify the issue.
