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Introduction	
  

A well-functioning natural gas market must rely on a system of regulations, policies and 

contracts that are easy to understand, reward good performance and enhance 

efficiency. Developing such a system requires a coordinated effort among many parties 

– essentially everyone in the industry, because the system must properly balance the 

needs of all the parties. In Colombia these parties include the government, producers, 

transporters, electric generators, distribution companies and commercial agents selling 

to retail customers. 

Market development, however, is not a single event, but an ongoing process. Two 

reasons account for the continuous nature of market development. First, even if the 

environment itself were stable, the process of development takes time to implement and 

leads to new experiences and understandings that enable further constructive changes. 

Second, circumstances often change both predictably and unpredictably. New sources 

of supply and demand emerge and old sources grow or shrink. Sources of supply or 

demand may become more or less concentrated, changing the need or costs or benefits 

of various kinds of regulation.  

Nevertheless, government regulations play a central role in the development of efficient 

markets. They can establish a structure in which all parties are confident about the rules 

and can compete on appropriately balanced terms.  

CREG has already taken some initial steps to promote market development by retaining 

consultants focusing on the development of standardized contracts, auctions for firm 
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natural gas supplies and the formalized development of a secondary or spot market. 

More importantly, the government has commenced initiatives to introduce new 

regulatory policies and decrees that will provide more effective oversight and more 

transparency for all participants in the market and help eliminate regulatory 

uncertainties that have inhibited private contracting. With the introduction of new 

regulations, participants will be in a better position to be proactive in meeting the 

requirements of the market and effective in managing the energy needs of all 

Colombians.  

The new policies, as presented in the “proposed decree” of 2011, will place the 

Colombian natural gas market on a transition path similar to the one taken in other open 

markets around the world. In the North American and European markets, the proactive 

steps of the governments, in consultation with industry, to bring about significant 

revision of regulatory policy, allowed for an orderly transition from a highly regulated 

market to a more open structure, with only minor disruptions.  

Our task in this report is to make recommendations about contract standardization for 

the Colombian natural gas markets. Standardization is just one element in achieving an 

open market, but it is very crucial to success. But even standardization is not a one-step 

process. In the North American and European markets, the standardization process that 

began in 1985 still continues. In these two markets, the standardization process, 

although encouraged by regulators, was primarily led by the industry, with 

representatives of all sectors of the natural gas market participating. Similarly, while the 

Colombian effort has been initiated by the government, its success will depend crucially 
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on the industry’s assuming an important role to insure that the contract terms which are 

introduced and adopted will protect the rights and legitimate interests of all parties.  

In this report, we make recommendations regarding specific terms that should be 

standardized in the Colombian market. By adopting the standard definitions of these 

recommended terms, it is our view that the Colombian market will see more balance 

and consistency in its contracting and commercial practices. 

Our	
  Approach	
  

We have approached the challenge of creating standardized terms by taking account of 

several factors and engaging in a series of steps, as follows:  

First, we needed a clear understanding of the goals of the proposed reforms and the 

constraints imposed by law and regulation. Our understanding is that Colombian laws 

and regulations determine both. Our understanding of how Colombian law affects our 

efforts is recorded in a separate section of this report.  

Second, we have reviewed approximately 450 Colombian contracts from recent years to 

achieve an understanding of the terms that have been used and the extensive 

variations among them.  

Third, with CREG’s leadership, we have participated in interviews with market 

participants. This helped to ensure that we have correctly understood both the current 

situation in Colombia and the practical factors which the participants regard as most 

important for our task of evaluating current contracts and making recommendations 

about standard contracts.  
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Fourth, we have conducted an historical analysis of the development of other natural 

gas markets, particularly in North America and Europe, finding that the problems 

associated with non-standard contracts that are currently being tackled in Colombia 

have close historical precedents in those other markets. Historical accounts of the 

problems created by non-standard contracts are directly applicable to the Colombian 

situation.  

Fifth, we have reviewed the standard contract forms in Europe and North America as 

possible models that hold some lessons for Colombia. Still, we have identified 

differences between the Colombian market and these other natural gas markets that 

need to analyzed for deciding about contract design.  

Finally, to make a disciplined evaluation of how these differences between the natural 

gas markets in Colombia and other countries affect the most efficient contracting 

solutions, we take an analytical approach founded in “law-and-economics.” This 

approach analyzes how laws and contracts affect the economic efficiency of markets, 

particularly when parties are sometimes unable to perform their obligations or find 

performance to be very costly. We attach an appendix to this report describing the 

nature, origins and impact of the law-and-economics approach.  

“Other”	
  Terms	
  

The main portion of this report focuses on particular terms that are ripe for 

standardization. In the terms of reference for this consultancy, we were also specifically 

asked to make recommendations about certain other elements of standardized 
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contracts, with the bulleted points below offered as leading examples. Most of these 

require only brief comment, which we supply here.  

• Contract Units. The units for measurement of natural gas are neither a point of 

confusion for market participants nor one that affects parties’ interests differently. 

The most common contracting unit in Colombian contracts is the MMBTU, and 

we propose that unit initially, in the hopes that it can become a consensus 

choice.  

• Amounts. For purposes of contract standardization alone, there is no need to 

restrict the permissible contract amounts: the amounts could be any suitable 

quantities agreed by the buyer and seller. There could possibly be a small issue 

for the auction design, where some might believe it desirable to express 

quantities in multiples of a fixed unit, or to require certain minimum amounts for 

economy of trading. We defer to the auction consultancy for a recommendation 

on this matter.  

• Duration or Term. The duration or term of a contract does not generally need to 

be standardized and can be left to industry participants. Any auction of contracts 

will require standard durations, and we expect that suppliers may offer to provide 

longer terms in the auction in exchange for a higher premium. We leave the 

specification of these durations to the auction consultancy.  

• Quality. We understand that natural gas quality standards in Colombia are 

established by the CREG as is delineated in Section 6.3 of Resolution 071/99, 

RUT, and are incorporated by reference in the contracts utilized in the Colombian 

natural gas market.  
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• Maximum interruptions. This appears to be a contentious issue among some 

industry participants. Our proposal limits interruption in firm contracts, particularly 

as they relate to Exempting Events. This puts the responsibility for interruptions 

on the party most able to control them and, with prices determined in the market, 

any extra cost incurred by producers would be reflected in the contract price. 

• Damages for breach. As discussed in this report, the economically efficient 

damages for breach depend on the nature of the secondary market and whether 

there is price regulation. As market and pricing information in Colombia becomes 

more readily available with the transition to a more open market, a “local” price or 

“Index” can eventually be created to provide a basis for the calculation of 

damages for breach. Until such an index comes into existence, we recommend 

that Colombia adopt the use of a third party or independent price that can be 

utilized in these calculations. We make a specific index recommendation in the 

next section.  

• Warranties. Warranties are primarily concerned with buyer creditworthiness. We 

do not recommend standardization of this term except for the auction. Policies 

about buyer creditworthiness will also determine who is eligible to bid for how 

much gas in any proposed auction, and that affects the likely competitiveness of 

the auction. Recommendations about warranties need to be coordinated with the 

auction consultancy. 	
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Summary	
  of	
  Recommendations	
  

An important key to contract standardization for the natural gas market is that certain 

critical terms must be uniformly defined and accord well with best practice for the 

industry. These terms form the foundation of executing transactions which are 

consistent, understandable and equally enforced across the industry. Following are the 

terms that we recommend for standardization. Particular recommended definitions of 

these terms follow later in this report: 

1. Firm Commitment 

2. Interruptible Commitment 

3. Force Majeure 

4. Default 

5. Special Circumstances, Exempting Events 

As natural gas markets have developed in the international arena, these terms have 

come to be defined on a consistent basis in standardized contracts. While individual 

countries may have laws or codes that define these terms, it is important that the 

meaning of these terms also be clear within the context of the particular market and the 

commercial transactions that are executed therein. It is not realistic to expect that the 

“final” best definitions of terms for this market will be reflected in our initial 

recommendation. Over time, performance and market interactions will allow for the 

development of improved and more comprehensive definitions for the Colombian 

market. This will be similar to the process in other markets, which have developed 

contract terms and refined them with ever-increasing precision, leading to lower costs 
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and greater efficiency. As the market matures, other terms may be introduced to 

enhance market functionality further. For example, as the flow of information improves 

in the marketplace, definitions, or terms related to an “index” pricing may be introduced. 

This will be an indicator that the market is progressing. The use of this type of 

information will also be helpful in calculation of potential damages for default, a common 

term in the industry.  

Our final recommendation concerns the index to be used for damage calculations. 

Since 1977, regulations have prescribed that the price for the La Guajira field is to be 

calculated and updated in February and August of each year. In calculating this price, 

the government currently uses third party information, specifically the Platts Gulf Coast 

Residual Fuel Oil Price Index, to determine the updated price for each period. As a gas 

price index, this appears flawed, because any gas index based on fuel oil prices is 

vulnerable to changes in the ratio of gas prices to oil prices.  

We have analyzed this price index for the period of 2000 to present and compared it to 

the Henry Hub Monthly Index. Since 2009, the calculated La Guajira and Henry Hub 

prices have become increasingly correlated to one another. For the first five months of 

2011, the la Guajira price has been essentially identical to the Henry Hub Index.  

Because of the concentration in the Colombian market, it is likely that a Colombian gas 

price index that might be developed over the next few years would have a risk of 

manipulation. It is therefore our recommendation that the Colombian natural gas 

industry adopt the Henry Hub Index to calculate breach damages. Because decisions 
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about breach are made on a daily basis, we recommend that damages be based on the 

Henry Hub Index on the day of breach.  

Market	
  Characteristics	
  and	
  Evolving	
  Contract	
  Standards	
  	
  

As described in our recent report, “History of Standardization of Natural Gas Contracts”, 

historical processes to reach an open market take time and a progression of both 

regulatory and legal changes coupled with an acceptance by the industry of a need for 

change in the way companies do business. In the United States and Canada, for 

instance, until about 1985, the markets were highly regulated and controlled by a 

relatively small number of participants, with the vast majority of natural gas purchased, 

transported and sold by a single vertically integrated entity. In turn, once the gas was 

sold, it was distributed to commercial, industrial and retail customers by a local 

monopolistic entity, the Local Distribution Company (LDC).  The prices and tariffs 

across the supply chain were controlled by local, state and federal government 

agencies and there was effectively no competition in the market, other than where 

multiple pipelines served a particular market. Natural gas prices were set at a national 

level. As the move towards deregulation became a reality, the controls were gradually 

removed, and voluntary market transactions dictated the price of gas. The market grew 

in sophistication, as companies adjusted to the new market-based reality, and prices 

became responsive to economic forces of supply and demand. The pipeline companies 

moved towards a shipper-only model, and the LDC’s were opened up to allow 

customers access to the market, and the ability to buy directly from producers and 

market agents.  Along with the deregulation of the market came the introduction of 

independent or third party merchant or trading companies.  
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Initially, each of these market participants developed its own distinctive contract, which 

dictated the specific terms desired by that company. The result was a “negotiation” as to 

whose contract would be used as the base, and then a negotiation as to the desired 

terms of the contract. The contracting costs were high because of these additional steps 

required to transact business.   As described in our earlier reports, in the early to mid-

1990’s (late 1990’s in Europe) there was a move in the industry to develop standardized 

contracts. The result was the development of standard contracts that were accepted 

across the industry. The contract forms included the Gas Industry Standards Board 

(GISB) form contract in the USA, the GasEDI standard form contract in Canada and the 

European Federation of Energy Traders (EFET) standard form contract in Europe. The 

GISB was ultimately replaced by the North American Energy Standards Board (NAESB) 

form contract, which remains in use today. 

Both the European and North American markets are significantly larger than that of 

Colombia and this larger size is a distinct advantage with regard to standardization 

because there is not as much focus on a singular geographic region. For instance, the 

US natural gas market consumes approximately 23 Trillion Cubic Feet (TCF) of natural 

gas annually. In non-winter months, demand is approximately 55 Billion Cubic Feet 

(BCF) per day, with demand peaking in the winter at approximately 70 BCF. With this 

significant market and supply size, and the addition of over 3 TCF of storage capacity, 

the US market provides much more capability to respond to individual supply 

disruptions and market fluctuations. In Colombia, the gas market is much smaller – 

approximately 1,000,000 MMBtu (or 1 BCF) per day – with supply coming from two 

major sources. Another important difference is that Colombia lacks the underground 
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storage capacity that is used in North American (and Europe) both to adapt to 

interruptions and to match seasonal variations in demand. For all of these reasons, 

supply disruptions that would be considered minor and easily manageable in North 

America or Europe are much more significant in Colombia. The standardization process 

must take account of all these differences, including provisions and language that fit 

Colombia’s unique market circumstances.   

One implication of the greater liquidity and flexibility of more developed markets is that 

interruptions in supply are more easily accommodated. This allows greater reliance on 

firm gas contracts with appropriate damage clauses. By including damage terms that 

relate failures to deliver gas to spot market prices, producers are provided with 

incentives for what is sometimes called “efficient breach,” which means that gas 

supplies will be interrupted whenever any event happens that makes the cost of 

delivering gas higher than its value to the system. In a system like Colombia’s with no 

developed storage capacity, no good substitute for production from the two major fields, 

and only a small secondary market, the contracts for gas-fired power plants, or any 

buyer requiring firm gas supplies, need very firm assurances of physical delivery of gas, 

especially in times of greatest supply interruption.  

Another factor of significance in Colombia is the independence of the two major pipeline 

systems. If there is a standardization process across the pipelines’ contracts, it should 

focus on areas where the two main systems share commonality in regulation and 

operations. In other markets it is not unusual – in fact it is common – for pipelines to 

have differing tariffs while operating under the same regulations. One way to allow the 

pipeline systems to interact in support of both the primary and secondary markets would 
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be to establish Pooling Points on the systems that would allow the various participants 

to exchange gas supplies across the two currently separated systems. This has been 

successfully done in other countries, but would require some cooperation from the 

pipelines. An example of how this could work would be to establish a Pooling Point at 

La Guajira Field where both pipelines have a presence. Those producers with 

production at both La Guajira and Cusiana could establish accounts to exchange gas 

supplies at these two major supply points and could potentially mitigate some 

percentage of supply disruptions at one field with gas from another. This is only an 

example, and the physical parameters have not been reviewed to determine the 

probability of success. Nonetheless, similar exchange mechanisms are commonly used 

in other markets and may be beneficial for Colombia. 

Discussion	
  of	
  Colombian	
  Law	
  and	
  Regulations	
  

Pursuant to articles 73 and 74 of Law 142 of 1994, contract standardization must be 

carried out within the scope of the powers and authorities vested in the Comisión de 

Regulación de Energía y Gas -CREG- (Energy and Gas Regulatory Commission), in 

order to foster competitiveness between natural gas service providers, increase 

efficiency and quality of the services rendered, and avoid anti-competitive practices or 

an abuse of dominant position. Considering that under several regulations some terms 

may have different scope or meaning, as noted in previous reports, we recommend 

unifying the scope of the terms used by service providers and by the regulatory agency 

so as to avoid different interpretations that adversely affect regulatory efficiency and 

compromise attainment of its goals.  
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Likewise, contract standardization should be carried out pursuant to the principles 

provided for in the preliminary title of the above-mentioned domicile public services law, 

and in keeping with its previously mentioned goals, which are repeatedly stated 

throughout the statute in compliance with constitutional provisions. Additionally, as 

provided for in the law, contractual terms shall be governed by private law, and 

particularly subordinated to public order imperative legal provisions, as well as to 

special rules provided for in articles 35 and 38 of Law 142 of 1994, and applicable 

CREG resolutions – it is understood that the resolutions may be modified by the 

regulatory commission – unless otherwise expressly provided by law. 

Put less formally, this means that despite the legislative parameters that guide these 

regulations and the awarding of contracts to natural gas public service providers, CREG 

may exercise its discretionary authority to regulate all matters falling under its sphere of 

competence.  

Results	
  of	
  Standardization	
  in	
  US	
  and	
  Europe	
  

As we have described in our earlier reports, standardization enhances efficiency by 

allowing the parties to focus on execution of transactions rather than in negotiating 

individual contracts. At the beginning of the move to standardization in the North 

American markets, there was a clear and explicit recognition of the problems caused by 

non-standard contracts. Below, we quote from a 1996 presentation by Carolyn Hazel, 

Senior Counsel at ConocoPhillips emphasizing exactly that point.  

“While all of these changes have been helpful, current gas marketing practices in general 
do not meet the time requirements imposed by the commercial environment of the spot 
market. First, each marketing company blithely charges its marketers to use its own 
model form. Therefore, in each new prospective commercial relationship, the party 
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perceiving itself to have the lesser economic clout must review, consider and negotiate 
the base terms and conditions proposed by the other party. To exacerbate this situation, 
most marketers revise their base terms and conditions periodically, requiring repeated 
review and negotiation of contracts between old trading partners. Finally, the vocabulary 
for spot gas contracts is not standard. Therefore, even where base terms and conditions 
are neatly in place between parties, the traders do not remember the specific vocabulary 
used in a specific agreement, so that the vocabulary used on the transaction confirmation 
(which was drafted for use with a different base contract) does not match the vocabulary 
used in the base contract, resulting in considerable ambiguity.”1 

 
The “ambiguity” to which Hazel refers was rampant in the North American natural gas 

market and the desire to solve the ambiguity problem contributed momentum to the 

drive for standardization, which has succeeded in drastically reducing the cost of doing 

business. In concluding her comments on contracting practices, Ms. Hazel made a 

statement that is relevant today for markets like Colombia, describing the 

misunderstanding, confusion and economic loss that are suffered when there are too 

many different contract versions, and potentially hundreds of interpretations of the 

contract language.  

“Considering the number of companies buying and selling gas each day and each month, 
it is reasonable to estimate that tens of thousands of spot transactions are concluded each 
month. Because of the extremely compressed negotiation time for these transactions, 
many (if not most) of these transactions are concluded with delinquent, inadequate, 
ambiguous or absent documentation. Further, the differences among the general terms 
and conditions in most contracts in use in today’s spot market are not substantive, but 
rather reflect different drafting styles and vocabularies. The differences in well drafted 
spot contracts very rarely have distinct commercial value and therefore do not deserve 
extensive negotiation. The industry would therefore be well served to embrace a standard 
form for the spot market business. The GISB standard contract offers a very workable, 
balanced solution to the current waste of time and monies spent fitting antiquated 
contracting practices to a very new and different commercial reality.”2 

 
Today, the successor to the GISB contract, the NAESB Standard Form, is not only 

utilized for spot transactions, but for long term transactions as well.  

	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  
1	
  “How	
  and	
  When	
  to	
  Use	
  Gas	
  Industry	
  Standards	
  Board	
  (GISB)	
  Contract	
  For	
  Short-­‐Term	
  Sales	
  of	
  Natural	
  Gas”,	
  
Origins	
  of	
  the	
  GISB	
  Standard	
  Form	
  Contract,	
  Carolyn	
  S.	
  Hazel	
  
2	
  Ibid.	
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As we have emphasized, development is not a single event, but a process, and 

standardization is a part of the process. When the GISB contract was adopted in the 

late 1990’s, it was just one step along a path. A review of the many revisions to the 

GISB, and then the NAESB Standard Form is a testament to the fact that the need for 

adaptation never ends, even if the passage of time makes revisions less frequent. 

Colombia is just at the beginning of this process. In a our recent report entitled “Contract 

Review and Regulatory Comments,” we included the following chart, documenting the 

large number of contract forms used in the Colombian natural gas market in recent 

years.  
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3 

 

As Carolyn Hazel emphasized in 1996, the large number of contracts used in the 

market reflects the numbers of different contract drafters, but may not reflect any 

important differences in the meaning or interpretation of the terms. This also appears 

true in Colombia, and that is why we will recommend adopting certain standardized 

contract terms with a limited number of contract types. By adopting a smaller number of 

contracts with known terms, the Colombian market will be in a better position to attend 

to the critical issues facing the industry; finding more natural resources and delivering 

them efficiently and economically into the market.  
	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  
3	
  “Report	
  on	
  Existing	
  Natural	
  Gas	
  Contracts	
  in	
  Colombia,”	
  Paul	
  Milgrom,	
  Bob	
  Broxson	
  and	
  Gustavo	
  Camacho.	
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In one of our industry participant meetings a participant remarked that “our base 

contracts are modeled after the GISB form.” While this is likely a true statement, 

“modeled after” is not sufficient for an effective contracting regime. The hallmark of an 

effective standardized contract environment is that all of the terms are essentially 

identical, and any veering from the standard forms is noted in special sections of the 

standard contracts. Typically, these changes are not related to the primary, 

standardized terms of the contract, but to issues like credit assurance and customized 

default language.  

Recommendations	
  Regarding	
  the	
  Number	
  of	
  Contracts	
  

We are recommending a significant streamlining of the contracts in the Colombian 

natural gas market to four (4) types of agreements: 

o Firm 

o Interruptible 

o Conditional Firm 

o Option contracts 

 In truth, many “types” of agreements are regularly entered into on the same contract 

form in many markets. As is seen below, the confirmation page of the NAESB Standard 

Form allows for Firm, Interruptible and Firm (Variable Quantity) transactions. The key to 

executing under this type of form is to clearly spell out the obligations and unique 

requirements of the transaction.  This form would also be workable for gas sold in the 

firm auction. 
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4	
  NAESB	
  Standard	
  6.3.1,	
  September	
  5,	
  2006	
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The European Federation of Energy Traders (EFET) standard form agreement is 

slightly different in that there are several Annexes which allow for the execution of 

various types of transactions under its General Agreement. They are as follows: 

1. Annex 2A “Confirmation of Individual Contract (Fixed Price)” 

2. Annex 2B “Confirmation of Individual Contract (Floating Price)” 

3. Annex 2C “Confirmation of Individual Contract (Call Option)” 

4. Annex 2D “Confirmation of Individual Contract (Put Option)” 

Each Annex allows for the execution of a unique transaction (potentially unlimited) 

under the same General Agreement, which includes the unique terms and conditions for 

the type of deal that is struck between the parties. This type of certainty in the contract 

allows for efficient contracting processes and allows the parties to include specific terms 

that may impact one transaction, but not any other. This form also allows for the 

inclusion or exclusion of specific issues, such as “Planned Maintenance” and “Long 

Term Force Majeure Limit.” Copies of these four (4) annexes are attached to this report 

as Annex “A.” Either of these standard forms of agreement provides a significant level of 

flexibility in terms of executing transactions, and could be of benefit to the unique 

circumstances facing the natural gas market in Colombia. 

Conditional	
  Firm	
  Contract	
  

The conditional firm contract that we propose is similar to the ones that have been used 

by gas-fired electrical generators to sell their firm gas in periods of normal electricity 
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demand. The contracts transfer the rights and obligations of the seller (historically, an 

electricity generator) under its firm gas contracts to the buyer, except that the seller of a 

conditional firm contract may take the gas under the condition that the price of electricity 

exceeds a scarcity value (which has been specified by the electricity regulator).  

Option	
  Contract	
  

The option contract that we propose is complementary to the conditional firm contract, 

enabling producers to sell both in tandem, for example in the proposed auctions. It 

provides its holder with the right to take delivery of firm gas under the condition that the 

price of electricity exceeds a scarcity value (which has been specified by the electricity 

regulator).  

Portfolio	
  Sales	
  for	
  Suppliers	
  Could	
  Bring	
  Clarity	
  to	
  Firm	
  Sales	
  

On several occasions during our industry meetings, gas producers in Colombia have 

expressed to us their hesitance to commit a majority of gas supply on a firm basis, 

despite the preference of buyers for firm gas contracts. To explain their position, the 

producers cited regulatory issues and, in particular, uncertainties about what a firm 

commitment might mean in current and potential future Colombian gas regulations. In 

recent years, the Colombian government has issued decrees (Decrees 2687and 4670 

/2008; 1514, 2730 and 2807 / 2010) related to firm gas sales, amongst other regulated 

matters. Currently the Ministry of Mines and Energy is preparing another Decree 

derogating those mentioned above and additionally Decree 3428/2003. This explains, in 

our view, why CREG has not yet regulated the numerous subjects covered by the 

recent decrees. In view of these wide ranging regulatory rulings, producers have made 
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the decision to hold volumes off the market for firm sales until there is clarity in the 

regulations, or new proposed rules for the market. With the release of the proposed 

decree, there is hope among many industry participants that a higher level of gas can 

be committed to the market on a firm basis. 

It is imperative that the industry in Colombia find a workable solution to issues regarding 

security of supply and delivery of sufficient quantities of natural gas to consumers 

across the country. One method to assure such a result is a portfolio approach to 

natural gas sales. The producing sector holds the key to the success of the natural gas 

industry because they are the parties responsible for making sure gas supplies are 

available. As previously stated, the producers have offered less “firm” gas supply to the 

market due to uncertainly with regard to regulations. It is our proposal that the 

appropriate government authority establish a minimum threshold for gas supplies 

offered for firm sales to the market.  

The best solution to the problem of low levels of firm gas supplies being committed to 

the market is to implement a satisfactory legal definition of “firm” that brings certainty to 

the market. As an interim and far less satisfactory solution, the government should 

mandate that producers supply a minimum fraction of their production in the form of firm 

agreements. A similar mandate might also be necessary in the auction process, to 

ensure that the auctions are offering the product that natural gas customers wish to buy.  

With appropriate production requirements, producers should be able to meet all of their 

firm commitments and still have a reserve of gas that can be offered as interruptible 

until such time as it is necessary to use its “spare” capacity to meet its firm demand. 



24	
  |	
  P a g e 	
  
	
  

This reserve will be especially helpful in times of planned maintenance, or even when 

unplanned maintenance issues arise. In our interviews, some parties have objected to 

this proposed solution, arguing that the producers should not have the opportunity to 

sell interruptible gas or participate in a secondary or spot market. But if only firm 

contracts were sold, the uncertainties of supply and lack of storage in Colombia’s 

market would require allowing even firm contracts to be subject to various discretionary 

exceptions, so that producers could manage supply variations. It is better to add 

certainty to the market by having at least some supply be protected from all but the 

most exceptional interruptions.  

We call this proposed solution, in which producers are regulated to offer a minimum 

quantity and a minimum fraction in the form of firm contracts, the “portfolio approach.” It 

is tailored to the natural gas infrastructure in Colombia, including the limited number of 

producing areas, two non-integrated pipeline systems and a lack of storage capacity. 

These factors require a contracting and market structure that realistically 

accommodates fluctuations in natural gas supply.  

Liquidity	
  and	
  Damages	
  

Liquidity of the natural gas market refers to market participants’ abilities to buy or sell 

meaningful quantities of natural gas at known prices. Normally, good liquidity requires 

the participation of many willing buyers and sellers. Having accurate, available pricing 

information allows for better price discovery in the market, whether for long- or short-

term transactions, and promotes greater efficiency in the allocation of the available gas.   
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There are two important connections between the existence of liquid secondary markets 

and contract terms. In a liquid market, posted prices provide a useful, objective estimate 

of the cost incurred by either party if the other fails to perform. As secondary markets 

mature and become liquid, standard contracts should incorporate damages clauses that 

link damages to secondary market prices. Thus, good secondary markets enable writing 

better contracts.  

But there is also a reverse connection: contract standardization promotes more liquid 

secondary markets, for two reasons. First, standardization allows potential participants 

to know and describe more easily what is being offered or demanded. And second, it 

reduces the cost of making transactions, since there are fewer terms to study and 

negotiate. These effects both tend to increase the liquidity of secondary markets. 

In Colombia, there is a secondary market for natural gas, but this market has few actual 

participants. Also, the current central bulletin board does not provide posted prices to 

enable buyers and sellers to find one another and transact deals.  The development of 

this market is the subject of a different CREG consultancy. 

Terms	
  to	
  Be	
  Standardized	
  

There are many terms in a natural gas contract. In the context of standardizing 

contracts, there are those terms which contain the intent and understanding of the 

parties to an agreement. Each country has an overarching set of laws that can impact 

these terms, but in every market the terms and conditions are laid out in precise form in 

the context of that market. While the suggested terms below are being recommended 

by our team, it is important to emphasize that they will ultimately be subject to 
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interpretation of the laws and courts of Colombia. In this light, we recommend the 

following definitions for standardization in the Colombian market. 

Firm Commitment. In current practice, the definition of “Firm” varies among 

contracts and is ripe for standardization in a way that applies to both purchases and 

sales of natural gas and to transportation. Our recommendation is that the 

Colombian natural gas industry adopt the definition as found in the NAESB Standard 

Form 6.3.1 dated September 5, 2006, which reads as follows: 

“"Firm" shall mean that either party may interrupt its performance without liability only to the extent 

that such performance is prevented for reasons of Force Majeure; provided, however, that during 

Force Majeure interruptions, the party invoking Force Majeure may be responsible for any Imbalance 

Charges as set forth in Section 4.3 related to its interruption after the nomination is made to the 

Transporter and until the change in deliveries and/or receipts is confirmed by the Transporter”. 

 

Based upon the review of a broad sample of natural gas contracts currently utilized in 

the Colombian market, a similar definition reflects at least the understanding of the 

majority of industry participants with whom our team has met, or from whom we have 

received written comments. Certainly what will make this definition effective will be a 

clear and enforceable definition of Force Majeure or a similar term, as we discuss later 

in this report. The EFET General Agreement does not contain a definition of “Firm,” but 

speaks in terms of Default or Failure to Deliver. While this may be a workable 

agreement, we recommend the language above due to its straightforward wording and 

clarity. 
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Interruptible Commitment. The term “Interruptible” has taken on different 

meanings throughout this Standardization Consultancy. In our report outlining the 

review of natural gas contracts in Colombia, we generally stated that many of the 

firm contracts appeared to be interruptible while some of the interruptible contracts 

took on the characteristics of firm agreements. This was confirmed in one of the 

recent industry conference calls when one of the participants stated essentially this 

same thought, “many of our firm contracts look interruptible while the interruptible 

contracts look firm.” For the market to serve the varying needs of different customers 

and for our portfolio suggestion to succeed, it is essential that there be a clear 

distinction between the terms “firm” and “interruptible” in the Colombian market. Gas 

production subject to interruption will play an important role in any natural gas 

market that allows for effective management of supply. Based on these 

observations, we recommend that the participants in the Colombian market adopt 

the following, or similar definition of “Interruptible.” 

"Interruptible" shall mean that either party may interrupt its performance at any time for any reason, 

whether or not caused by an event of Force Majeure, with no liability, except such interrupting party 

may be responsible for any Imbalance Charges as set forth in Section 4.3 related to its interruption 

after the nomination is made to the Transporter and until the change in deliveries and/or receipts is 

confirmed by Transporter.”5 

 

In making this recommendation, we recognize that terms intermediate between the 

suggested firm and interruptible terms would be possible. Compared to these 
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alternatives, however, these two types of contracts – Firm and Interruptible –are simple, 

clear and familiar, and they have been used effectively in other markets to create value 

for buyers and sellers. These characteristics  make them a natural choice for use in the 

Colombian market as well.  

Force Majeure. Likely the most controversial term discussed throughout this 

process, Force Majeure is one of the most crucial and critical terms in a natural gas 

contract, regardless of market locale. It is this single term, and its correct use, that 

allows the natural gas market to maintain stability in the face of disruptive events, 

whether caused by nature or some other uncontrollable or “irresistible” force. Like 

nearly every other society, Colombia has a definition of Force Majeure within its 

“Code of Law.” It is the understanding of this team that Colombia’s Force Majeure 

definition dates back to the 1850’s, and actually stems from the Napoleonic Code 

from as far back as approximately 1804. Recognizing that such laws exist is 

important, but it is the view of our team that there is sufficient flexibility within this 

Code of Laws to allow a definition of Force Majeure that is tailored specifically to the 

development of a healthy natural gas industry. A close reading of Force Majeure 

language from other markets reveals language that is very similar across 

jurisdictions and therefore instructive to the Colombian market. Included in this 

report are two Standard Definitions of Force Majeure. Below is the Force Majeure 

definition from the NAESB, and language from the EFET General Agreement is 

attached as Annex C.   

 “FORCE MAJEURE 
1.1.1. Except with regard to a party's obligation to make payment(s) due under Section 7, Section 

10.4, and Imbalance Charges under Section 4, neither party shall be liable to the other for 
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failure to perform a Firm obligation, to the extent such failure was caused by Force Majeure.  
The term "Force Majeure" as employed herein means any cause not reasonably within the 
control of the party claiming suspension, as further defined in Section 1.1.2. 

1.1.2. Force Majeure shall include, but not be limited to, the following: (i) physical events such as 
acts of God, landslides, lightning, earthquakes, fires, storms or storm warnings, such as 
hurricanes, which result in evacuation of the affected area, floods, washouts, explosions, 
breakage or accident or necessity of repairs to machinery or equipment or lines of pipe; 
(ii) weather related events affecting an entire geographic region, such as low temperatures 
which cause freezing or failure of wells or lines of pipe; (iii) interruption and/or curtailment of 
Firm transportation and/or storage by Transporters; (iv) acts of others such as strikes, 
lockouts or other industrial disturbances, riots, sabotage, insurrections or wars, or acts of 
terror; and (v) governmental actions such as necessity for compliance with any court order, 
law, statute, ordinance, regulation, or policy having the effect of law promulgated by a 
governmental authority having jurisdiction.  Seller and Buyer shall make reasonable efforts 
to avoid the adverse impacts of a Force Majeure and to resolve the event or occurrence 
once it has occurred in order to resume performance. 

1.1.3. Neither party shall be entitled to the benefit of the provisions of Force Majeure to the extent 
performance is affected by any or all of the following circumstances: (i) the curtailment of 
interruptible or secondary Firm transportation unless primary, in-path, Firm transportation is 
also curtailed; (ii) the party claiming excuse failed to remedy the condition and to resume the 
performance of such covenants or obligations with reasonable dispatch; or (iii) economic 
hardship, to include, without limitation, Seller’s ability to sell Gas at a higher or more 
advantageous price than the Contract Price, Buyer’s ability to purchase Gas at a lower or more 
advantageous price than the Contract Price, or a regulatory agency disallowing, in whole or in 
part, the pass through of costs resulting from this Contract; (iv) the loss of Buyer’s market(s) or 
Buyer’s inability to use or resell Gas purchased hereunder, except, in either case, as provided in 
Section 11.2; or (v) the loss or failure of Seller’s gas supply or depletion of reserves, except, in 
either case, as provided in Section 11.2.  The party claiming Force Majeure shall not be 
excused from its responsibility for Imbalance Charges. 

1.1.4. Notwithstanding anything to the contrary herein, the parties agree that the settlement of 
strikes, lockouts or other industrial disturbances shall be within the sole discretion of the 
party experiencing such disturbance. 

1.1.5. The party whose performance is prevented by Force Majeure must provide Notice to the 
other party.  Initial Notice may be given orally; however, written Notice with reasonably full 
particulars of the event or occurrence is required as soon as reasonably possible.  Upon 
providing written Notice of Force Majeure to the other party, the affected party will be relieved of 
its obligation, from the onset of the Force Majeure event, to make or accept delivery of Gas, as 
applicable, to the extent and for the duration of Force Majeure, and neither party shall be 
deemed to have failed in such obligations to the other during such occurrence or event.” 

 

A critical point to be made here is that many of the issues that have been raised by the 

industry participants over the past several months are covered by the EFET and 

NAESB clauses. Consider the following NAESB excerpt, “Force Majeure shall include, 

but not be limited to, the following: (i) physical events such as acts of God, landslides, 

lightning, earthquakes, fires, storms or storm warnings, such as hurricanes, which result 
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in evacuation of the affected area, floods, washouts, explosions, breakage or accident 

or necessity of repairs to machinery or equipment or lines of pipe; (ii) weather related 

events affecting an entire geographic region, such as low temperatures which cause 

freezing or failure of wells or lines of pipe; (iii) interruption and/or curtailment of Firm 

transportation and/or storage by Transporters; (iv) acts of others such as strikes, 

lockouts or other industrial disturbances, riots, sabotage, insurrections or wars, or acts 

of terror; and (v) governmental actions such as necessity for compliance with any court 

order, law, statute, ordinance, regulation, or policy having the effect of law promulgated 

by a governmental authority having jurisdiction.” This standard contract language covers 

nearly every type of “irresistible force” event, including most events covered by the 

“Exempting Events or Special Circumstances” clauses found in natural gas contracts 

our team has reviewed in Colombia.  

While the definitions and conditions of Force Majeure in other venues clearly spell out 

many of the issues faced by Colombian participants in the natural gas market, there 

appears to be disagreement among industry participants about the viability of 

transplanting a standard definition of Force Majeure from another market into the 

Colombian legal environment. Therefore, we recommend that the standard contract 

should continue to utilize the definition of Force Majeure found in the Colombian legal 

code, but that a combined “Colombian Force Majeure and Exempting Events” clause 

should be introduced, with Exempting Events defined so that the combined terms cover 

the same set of events as the Force Majeure clause in the NAESB contracts.  

Special Circumstances, Exempting Events. The concentration of Colombia’s gas 

supplies as well as the absence of substantial gas storage facilities contribute to making 
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gas supply interruptions in Colombia market more impactful than in North America and 

Europe. In Colombia, both scheduled and unscheduled maintenance can disrupt the 

suppliers’ ability to deliver gas. This, combined with the lack of highly liquid secondary 

markets that could help parties to mitigate interruptions, makes it important for 

Colombian contracts to include terms to govern these foreseeable interruptions.  

Clauses governing Special Circumstances and Exempting Events have, in Colombia, 

become terms that are used to accomplish a contract governance function similar to the 

Force Majeure clauses in the European and North American markets. In many of our 

conversations, industry participants point out that these clauses are of such significance 

that the Colombian market cannot function effectively without them.  

We have already described how Exempting Events may be integrated with Force 

Majeure for Colombia to replicate the effect of the more expansive Force Majeure 

definition used in other markets. In addition, we recommend that a Special 

Circumstances clause be included in the standardized contracts adopted by the 

Colombian market, which allow disruption by either buyer or seller for a fixed number of 

days per contract year. We recommend that the maximum number of days allowed for 

interruption be limited to ten days, and that this number of days of interruption should be 

equal for the buyer and the seller. 

We suggest the use of the following language (taken generally from the NAESB 

Standard Form) be used as the language for Unforeseeable Circumstances,/Exempting 

Events/Special Circumstances: 
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”Unforeseeable Circumstances shall include, but not be limited to, the following: (i) physical events 

such as acts of God, landslides, lightning, earthquakes, fires, storms or storm warnings, such as 

hurricanes, which result in evacuation of the affected area, floods, washouts, explosions, 

breakage or accident or necessity of repairs to machinery or equipment or lines of pipe; (iv) acts 

of others such as strikes, lockouts or other industrial disturbances, riots, sabotage, insurrections 

or wars, or acts of terror; (v) governmental actions such as necessity for compliance with any 

court order, law, statute, ordinance, regulation, or policy having the effect of law promulgated by a 

governmental authority having jurisdiction and (vi) interruption related to the failure of production 

facilities such as wells, processing and treating facilities.”   

This language is found in the Sample Standard Contract we are submitting along with 

this report as Appendix “D”. 

Transportation	
  Agreements	
  

Our contracts review revealed a significant amount of variation among agreements 

entered into by the Transporters. The level of variation, in our view, is unusual when 

compared to transportation practices in other markets. As we have discussed in our 

other reports, the pipeline companies in Colombia are regulated in much the same 

fashion as in other regulated markets. However, upon closer review of the 

transportation agreements, it is apparent that terms are not consistent across the 

industry. Within the tariffs of the transportation companies are not only the rates allowed 

to be levied, but also other clauses which, if enforced, would make the industry operate 

in a more efficient manner. It is the recommendation of our team that the Colombian 

transporters adopt business operations that are consistent with the contracts that are in 

place, and consistent with the established tariffs for each transportation system, 

particularly in relation to the following: 
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Firm Transportation. Transporters should adopt the same definition of “Firm” as 

all other participants in the market: both parties should be required to live up to 

this standard. Rates for this service should be known and consistently applied 

across the transportation systems. 

Interruptible Transportation. As with the definition of Firm Transportation, the 

transportation companies should adopt the same definition of Interruptible 

Transportation as is previously outlined in this report. It is important that there be 

a clear distinction between firm and interruptible obligations, not only on behalf of 

the shippers, but by the transportation company, as well. As with gas supply, the 

role of interruptible transportation can and should play a significant role in the 

natural gas industry in Colombia. Interruptible transportation rates should be 

evenly applied across the transportation systems, and the rules associated with 

interruptibility should be clearly known to all parties. 

Force Majeure. Our recommendation for Force Majeure and Exempting Events 

for Transportation Agreements is the same as for natural gas supply and 

marketing agreements. 

Operating Issues. In the industry discussions we were told that the pipeline 

companies were inconsistent with regard to; information dissemination, pressure 

maintenance and daily operation of the respective systems. There should be a 

consistent enforcement of operating rules in the Colombian market. In particular, 

the regulations or tariff provisions relating to Quality and Pipeline Pressure 

should be enforced with consistency across both major pipeline systems. The 
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tariffs of the companies contain allowances for these issues, and these allowable 

levels should be maintained by the industry and enforced by the pipeline 

companies. 

Imbalances. Colombia is at some operational risk because it lacks the 

necessary infrastructure, like underground gas storage, to support its operational 

needs, particularly in periods of operational difficulties. In order to maintain 

operational integrity, clear and enforceable rules should be adopted by all 

transportation companies to ensure the proper functionality of the systems. 

Informational Requirements. Throughout discussions with industry participants 

it was pointed out that operational information for the pipelines systems is not 

accurate, and in many cases untimely. The current regulations have 

requirements regarding information that should be available to the market. We 

recommend that the transportation companies adhere to the current policies and 

regulations and provide timely information to the industry that includes the 

following: 

• Operational data including: 

o Receipt and Delivery Point Volume Data 

o Operational Constraints on the Systems 

• Information regarding the utilization of Firm Capacity 

• Capacity Available for long or short term assignment 

• Maintenance Issues 
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Information of this type is of vital importance to the operation of an open market, 

and will allow for a more efficient industry. This type of information is particularly 

crucial in a market that is transitioning to a standard operational and contracting 

environment. 

Trading Hubs. In a market in transition, the ability to trade locationally can be 

valuable. It is our recommendation that the pipelines consider implementing 

policies that allow for physical trading to occur at “Hubs” or Pooling Points. This 

type of trading creates an environment with more transparency that will allow for 

more efficient use of available gas and pipeline resources. The establishment of 

these Hubs is, in our understanding, a focus of the Consultancy related to the 

establishment of a Secondary Market in Colombia. 

Conclusions	
  

Contractual commitments in any market need to be clear, enforceable, and balanced 

among the parties. Throughout this process, our team has sought to understand 

Colombia’s unique operational requirements and to make suggestions compatible with 

those to allow a smooth transition to a freer, more open, and more efficient market. 

Significant challenges remain, but many of these can be overcome by progressive 

regulatory reform and proactive acceptance of a new operating environment by the 

industry participants. In order for the transition to an open market to begin, a whole 

series of changes by the regulator and the industry will be required. The government 

must take action to promote a regulatory policy that allows for the transparent trade of 

natural gas, and enact policies that make available the highest level of natural gas to 
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the market. From the industry, it is imperative that contracting policies balance 

obligations appropriately among all parties, and that buyers, sellers, transporters and 

other commercial agents face a level playing field. In order to accomplish this, certain 

terms must be standardized across the industry.  

A “Firm” contract should be firm in reality, and not in name only. Interruption should be 

limited to only those causes excused by Force Majeure and Exempting Events, as 

described elsewhere in this report. We recommend the Force Majeure and Exempting 

Events clause we have discussed in this report because it clearly meets all of the needs 

of the market in Colombia. Certain additions to the clause, or the Transaction 

Confirmation, can deal with issues such as the maximum length for a Force Majeure or 

Exempting Event. This type of language exists in standard agreements, as we have 

shown in the EFET General Agreement. This language could be of value to the 

Colombian natural gas industry. 

“Interruptible contracts” can be valuable to the market as part of a portfolio of producer 

gas offerings. According to nearly every industry group, firm gas is a priority for the 

Colombian market. Our suggested portfolio approach allows buyers with the most 

critical needs to acquire firm gas while still permitting producers to have the flexibility 

they need in face of normal supply fluctuations.  

All of the sectors of an integrated natural gas market must be working well to be 

successful. It is our view that having contracts with common or standard terms will start 

the market on the path to success. Beyond standardization of terms, there must also be 

a free flow of information relating to all aspects of the market, including supply, demand, 
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transportation and pricing. The industry must be prepared and willing to share 

information in order to bring maximum value and consistency of performance to the 

market. We believe that the adoption of all of the terms and activities we have offered 

through this process will get the Colombian market moving in the right direction and that 

all participants will benefit. 
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Appendix	
  A	
  

Law	
  and	
  Economics	
  Approach	
  

The economic analysis of law and contracts is one of the major movements in 

legal scholarship and analysis of the 20th century.1 Founded originally in the 

works of Nobel laureate Ronald Coase2 and U.S. Circuit Court Judge Guido 

Calabresi3, this approach is now widely applied in legal decisions, taught in law 

schools, and articulated in textbooks by leading legal scholars.4 The emphasis of 

the economic approach is on evaluating laws, contracts and governance systems 

based on how well they promote economically efficient outcomes. We have 

employed this approach to inform our own analysis of the contracting problems in 

Colombia’s natural gas markets. 

In long-term commercial contracts, including ones for natural gas production 

and delivery, there are typically far too many contingencies to be enumerated 

and agreed at the time of contracting. In natural gas production and distribution, 

the events that can affect suppliers’ production or delivery decisions include 

scheduled and unscheduled maintenance, well problems, natural disasters, 

weather events and many more. For customers, variations in demand for their 

	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  
1 Anthony Kronman, formerly dean of Yale Law School, wrote in The Lost Lawyer (1993, page 
166) that "the intellectual movement that has had the greatest influence on American academic 
law in the past quarter-century" is law-and-economics.  
2 Coase, Ronald (1960). "The Problem of Social Cost". The Journal of Law and Economics 3 (1): 
1–44. 
3 Calabresi, Guido (1961). "Some Thoughts on Risk Distribution and the Law of Torts". Yale Law 
Journal (The Yale Law Journal Company, Inc.) 70 (4): 499.  
4 Among these, two of the most prominent ones are those of Harvard Law professor Stephen 
Shavell (Foundations of Economic Analysis of Law. Harvard University Press, 2004) and US 
Circuit Judge Richard Posner (Economic Analysis of Law (Aspen, 7th edition, 2007). 
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products, from retail energy to fertilizers, affect their ability and need to take 

delivery of natural gas.  

The efficient response to these sorts of contingencies naturally depends on 

the costs of the alternative solutions. The alternatives might include gas storage, 

reserve production capacity, or variations in the amount or timing of deliveries. 

To the extent that production and demand are uncertain, at least some of the 

contracts need to provide flexibility for the buyer or supplier to curtail deliveries, 

and indeed such curtailments are common. Good contracts need to ensure that 

the flexibility they properly provide is not abused. Contracts may often contain 

both explicit exceptions, so that performance is not always required, and specific 

damages for non-performance. 

As Shavell5 has pointed out, damage measures have three main functions: i) 

to give incentives to performance, ii) to provide contracting parties with incentives 

to take actions relying on performance, and iii) to allocate risk. On these grounds, 

Shavell concludes that, “A full consideration of damage measures and efficient 

risk allocation would also take into account:  

i. whether the risk that a party bears is detrimental or beneficial… if a 

party wants to breach, not because he has run into costly production 

difficulties, but rather than because another party has bid more for 

what he has made, then risk – bearing considerations would not lead 

to lower damages for the seller. 	
  

	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  
5 Shavell, Steven. “Economic Analysis of Contract Law”. NBER Working Paper 9696, May 2003. 
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ii. whether a risk is monetary or nonmonetary. If, for instance, the victim’s 

loss is nonmonetary, financial compensation in the form of damages 

may not constitute an optimal form of insurance.	
  

iii. An additional consideration is the availability of commercial insurance6 

to the parties for the losses due to breach; if such insurance is 

available, then the need for damages to compensate the victim is 

negated, and damages have a role mainly as an incentive device.”	
  

Shavell’s analysis is a general one. For the purpose of developing natural gas 

contracts for Colombia, many of these considerations can be set aside.  

Consider first the “risk-allocation” function of damages. This can be analyzed 

in two parts. 

The risk of non-monetary losses is clearly important in situations where the 

main risks include damage to health or loss of life or loss of a unique and 

treasured artifact. These are not central issues, however, for commodity markets 

like natural gas in Colombia. That is why we make no comment about this in the 

report.  

Next, consider the role of damages in allocating financial risks. Financial-risk 

sharing typically in business can involve many parties and multiple risks. The 

relevant parties are not just those to the standard commodity or delivery contract. 

For example, firms’ financing decisions and managerial incentive contracts 

determine how risk is shared between managers, lenders and investors. The 

	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  
6 In law and economics, insurance is a form of risk management primarily used to hedge against the risk of 
a contingent, uncertain loss. Insurance is defined as the equitable transfer of the risk of a loss, from one 
entity to another, in exchange for payment. 
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substantial variations in business plans, legal structure, firm size and financing 

arrangements among firms mean that the parties’ needs for sharing financial 

risks can vary widely. Management of these risks is not the proper subject of 

standardized trading contracts, which are properly designed to emphasize the 

factors that are standard among contracting parties and so to be appropriate for 

firms with varying sizes, business plans, sources of financing, etc. Our 

conclusions about what is important and possible for Colombian gas contracts 

are buttressed by our review of the actual Colombian industry contracts, in which 

we found little evidence that financial risk sharing plays an important. We expect 

the reason for that is that financial risk sharing is the subject of other contracts, 

especially financing contracts.  

Finally, consider the treatment of another of Shavell’s functions of damages, 

to enable actions relying on performance. Reliance actions in this context 

consist mainly of investments. To enable reliance, contracts need to limit 

performance failures that threaten the returns on the anticipated investments. In 

the Colombian context, investments in gas-fired electrical generation that is only 

occasionally used should be backed up by gas contracts that support such 

investments, both for private and social reasons. Here, the question of actual 

damages is not a central issue, but investment planning and coordination are. 

(The law and economics literature, including Shavell’s treatment, are relatively 

weak in their analyses of contracts as plans and coordinating devices – relative 

to their more complete development of incentive and risk-sharing themes.) In our 
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proposal, option contracts and conditional firm contracts help solve a planning 

problem.  

In many commercial settings, contracts to enable major reliance investment 

are highly tailored – not standardized – because investments can vary 

enormously. Only to the extent that reliance is standard, as in the case of 

electrical generation described above, should one expect standard contracts to 

help resolve the reliance problem.  

For these reasons, our proposal has focused on performance incentives is 

that these are relatively uniform across contracting situations. They are the 

proper considerations to emphasize in creating a standard contract. 

Economic analysis helps us to identify the particular conditions in Colombia 

that might make its optimal contracts different from those in other places. The 

optimal contracts, and the proper interpretation of existing contracts summarized 

in our previous report, depend on details of the economic environment in ways 

that we now analyze.  

We begin by discussing contract damage provisions in an idealized, 

competitive, highly developed natural gas market, with multiple sources of supply 

and demand and active spot trading. In such a setting, a buyer who has a firm 

supply contract can dispose of its excess supply in spot trading, so it gains little 

value from an ability to refuse or delay deliveries. Similarly, if the penalty for 

failure to deliver gas is linked to the spot price, then the supplier is led to take 

correct account of the damage it does to the buyer by any supply interruption. If 

the supplier fails to deliver gas, the buyer can replace the shortfall in the spot 
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market at a known cost. Damages sufficient to enable that purchase make the 

buyer whole. If the supplier can avoid a supply disruption at a lower cost than 

these damages, it has the incentive to do so. Otherwise, it finds it more profitable 

to breach its obligation. In summary, the supplier has proper incentives for what 

legal scholars call “efficient breach,” meaning that it breaches exactly when it 

should do so.  

Besides the incentives for efficient breach, these damages give the supplier a 

proper incentive to invest in improved capital equipment or to do preventive 

maintenance, or to manage its portfolio in such a manner that its obligations can 

be met. The reason is that the supplier who makes the investment enjoys the full 

benefits that result, measured correctly by the spot price, and incurs the full 

costs.  

In the highly developed markets of both the US and Western Europe, 

standard contract provisions link liquidated damages to spot prices or to a “cover” 

standard, as described in our earlier report about these practices.7 In Colombia, 

however, conditions are quite different. Currently, the spot market is illiquid, with 

few participants and little transparency. Contract prices from the Guajira field are 

regulated and not set by the forces of supply and demand. Buyers of Guajira gas 

have no good way to substitute other sources if gas supply from the Guajira field 

is interrupted. These features make spot prices unavailable or unreliable as a 

measure of damages from interrupted supply.  

	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  
7 “History and Development of Standardized Natural Gas Contracts,” Auctionomics-FTI report, 
2011. See especially the discussion of the Performance Obligation on page 13. 
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In less developed markets of this sort, other contract provisions must 

substitute for the absence of spot markets and an accurate liquidated damages 

provision. Several provisions can help take up the slack. When a limited spot 

market makes it difficult for buyers to dispose of its excess gas, take-or-pay 

contracts introduce needed flexibility to reduce or postpone some gas deliveries. 

On the flip side, supply interruptions that cannot be replaced by other sources in 

a spot market may be made up by additional later gas deliveries, substantially 

reducing damages. If buyers find delayed gas deliveries to be good substitutes 

for immediate deliveries, then a “make-up” or “make-good” provision can be a 

valuable contract term.8  

When liquidated damages are difficult to specify, terms that improve 

predictability of performance are often valuable. These might include terms that 

limit the number of interruptions that are allowed, by the buyer, the supplier, or 

both. Force Majeure clauses, reducing the supplier’s obligations in certain 

exceptional circumstances outside its control, are typically included to reduce the 

bite of other limits, particularly when performance standards are otherwise high 

(as in “firm” contracts).  

Weather events significantly affect prices and resource uses in natural gas 

markets. In Colombia, where El Niño years lead to high demand by gas-fired 

electricity generators, conditional firm contracts and option contracts provide 

ways to plan systematically for the necessary diversion of resources.  

	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  
8 The storability of natural gas contributes increases the likelihood that substituting deliveries over 
time is viable and distinguishes gas from electricity, because electrical power is more difficult to 
store.  
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One of the most important general principles of contracting, which applies 

equally to Colombia gas markets, is that contracts should lead the parties to a 

common expectation about their rights and obligations. This is one reason that 

standardization is so important. Standardization of contracts reduces the cost of 

negotiating terms, minimizes disputes about meaning, frees the parties from the 

need to administer contract variations, and improves the comparison and 

tradability of different contracts.  

One device to explore the needs of the Colombian market is to review 

existing contracts, as we did in our previous report.9 This review provides 

evidence, for example, of the importance of optional and condition firm contracts 

to deal with the needs of electricity generators.  

In a market with regulated prices, however, there are important limits on what 

can be learned about efficient contracting from such a contract review. When 

prices are limited at less than market-clearing levels, bargaining between 

suppliers and buyers may result in contracts that appear to “favor the supplier” 

compared to more efficient provisions. For example, even if the provision of gas 

in a competitive market would make extensive use of firm supply contracts sold 

at a premium price, the bargain between suppliers and buyers at a lower, 

regulated price might lead to fewer firm and more interruptible contracts. The 

reason is simple: in the bargaining between buyer and supplier, when price 

cannot be used to transfer value, other terms get used, even if adopting those 

other terms leads to a loss in total value.  

	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  
9 Report on Existing Natural Gas Contracts in Colombia, Auctionomics-FTI report, 2011. 






































































