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MODEL DIVERSION CLAUSE FOR LNG SALE AND PURCHASE CONTRACTS

This document contains two sections:

1. A guidance note to accompany the proposed model diversion clause

2. Model provisions for diversion clause

This model provision for a diversion clause and the related guidance notice has been drafted
by Professor Kim Talus. He has been assisted by an international group of legal experts.
Members of the group have provided input on both contractual matters relating to LNG
contracting and on compliance with recommendations of the JFTC’s report and past settlement
cases in the EU on geographical restrictions in LNG trade. The expert group consisted of seven
members, including Hiroyasu Konno, Peter Roberts, Harry Sullivan, Mark Tudor, Gunnar
Steck and James Atkin.!

! The group also benefited from the EU law presentation by Paul Lugard.



(I) GUIDANCE NOTE TO ACCOMPANY THE PROPOSED MODEL DIVERSION
CLAUSES

Introductory remarks

This proposal for a model “diversion” clause with a profit-sharing element, has been drafted
so as to comply with the antitrust laws of European Union (“EU”) and Japan.? The background
rationale is that parties to an LNG sale and purchase agreement (“LNG SPA”) may adopt this
model clause as a part of their LNG SPA. The proposed model is not a standalone clause but
requires that it be integrated into a more comprehensive LNG SPA. In particular, this requires
that parties include appropriate definitions in the contract and in doing so take the applicable

law and its implications into account.®

EU competition law investigations focusing on various pipeline and LNG contracts and
practices in early and mid-2000’s and the more recent antitrust report by the Japan Fair Trade
Commission (“JFTC”) in 2017 focusing on international LNG trade have reached partially
similar conclusions. While the concerns of EU Commission were primarily related to liquidity
of the EU internal gas markets and while the JFTC focused on free trade in LNG and liquidity
of international LNG markets, it is possible to see common elements and common concerns.
However, it is important to recognize that, while antitrust guidance from the EU has been
developed by the EU Commission on a case by case basis, antitrust guidance from Japan has
been promulgated by the JTFC in its 2017 report after comprehensive market research. It is
also notable that, while the EU antitrust guidance makes a division between pre- and post-title
transfer situations, JFTC makes a distinction between FOB and DES contracts.*

2 In referring to any kind of clause restricting or affecting the buyers right to change the agreed unloading
terminal of a cargo, this document talks about “diversion clauses”.

3 An example of this is the concept of “Reasonable and Prudent Operator”, which may be interpreted differently
under the laws of England than the laws of New York. This needs to be taken into consideration and there is a
need to provide a detailed definition in the LNG SPA.

4 Under a FOB contract, the seller delivers when the goods are loaded into the ship at the named port of
shipment. The title and risk relating to the cargo is transferred to the buyer at that moment and the buyer has to
bear all costs and risks of loss of or damage to the goods from that point. Under a DES contract, the seller
delivers the contract goods when goods are placed at the disposal of the buyer on board at the named port of
destination. In LNG trading that would be when the LNG is delivered into a tank at the unloading terminal. The
seller has to bear all the costs and risks to the goods until that point. It appears that under the guidance from the
JTFC, a diversion restriction or profit-sharing clause used in a FOB contract is always prohibited under antitrust
law. A profit-sharing mechanism under a DES cargo is prohibited unless its objective is to account for
additional unquantifiable costs and risks taken by the seller.



In order to create a model clause that meets the requirements of both legislative systems and
guidance from the respective antitrust authorities in EU and Japan, the proposed model clause
is designed to meet requirements of both systems. This means that in some details the model
clause can be more specific than would be required by the applicable law of just one jurisdiction.
It is not the intention of the model clause to restrict the parties’ ability to agree on less restrictive
terms, as long as these will not violate applicable antitrust laws, if parties so choose. Neither
European Commission nor the JFTC formally endorse this paper nor are they bound by this
paper including the proposed model clause.

Traditional LNG SPA destination and diversion clauses

Historically many LNG SPA’s included destination clauses that prevented the buyer from
diverting a cargo to any destination (or terminal) other than the original contractual destination
(or terminal). Other similar clauses used in both historical contracts and more recent contracts
would include other types of diversion clauses such as consent clauses, requiring the consent
of the seller to any diversion, and profit-sharing clauses, enabling the seller to participate on
any additional net profit generated by the buyer at the new destination. With increasing LNG
trade and growing liquidity of international LNG markets such traditional clauses have in many
cases been viewed as anticompetitive and have the potential to violate various national or
regional antitrust laws. Today’s practices relating to LNG cargos are moving towards more and
more destination flexibility. The objective of this model clause is to support this development

in the interest of an increase in the liquidity of global LNG trade.

Antitrust concerns with various destination or diversion clauses and profit-sharing

mechanisms

The main concern of antitrust authorities in both EU and Japan and the guidance they provide

can be summarized as follows:

(1) Under FOB contracts, the ownership and the risk over the cargo are transferred to the
buyer at the loading port. As such, destination clauses, diversion clauses and profit-
sharing mechanisms under FOB LNG SPAs, or where a destination is changed only

after title and risk have been transferred to the buyer, may be argued to have



anticompetitive effects and, in cases where the EU or Japanese antitrust laws are

applicable, are likely to violate the antitrust rules of both EU and Japan.

EU antitrust law prohibits agreements and practices between companies which may
affect trade between EU member states and which have the object or effect of
preventing, restricting or distorting competition within the internal market. In this
context, EU antitrust law views the use of diversion clauses and profit-sharing
mechanisms in FOB LNG SPAs as a disincentive for the buyer to divert a cargo from
one EU member state to another EU member state, thereby potentially distorting

competition within the internal market.

JFTC’s anti-trust guidance does not work with the concept of title transfer. Instead it
uses the concept of “reasonableness” and “fair necessity” for a seller to restrict a
destination change: In general, it allows diversion clauses as long as the buyer’s
diversion request cannot be unnecessarily or unreasonably withheld by the seller.
According to the JFTC, FOB contracts do not provide room for any such reasonable or
necessary restriction. Diversion clauses in FOB contracts are therefore highly likely to

be anti-competitive.

Another key consideration in this respect is the extra-territorial applicability of the
respective laws in international situations where the primary contract relates to cargos
from and to third countries and the link to EU or Japan is a diversion by buyer to either
EU or Japan, subject to a profit-sharing mechanism. It would appear that the extra-
territorial scope of the Japanese antitrust laws would be wider than those of EU.

(2) A DES® contract requires a specified delivery destination. However, diversion to an
alternative delivery destination can be necessary or desirable. As such, under a DES
contract, the requirement of a consent for diversion from the seller is necessary where
the seller has title and risk for the LNG cargo up to the designated regasification

terminal.

> While this document uses DES agreements in its explanations, it needs to be noted that DES term was
eliminated from Incoterms 2010 and it has been replaced by ‘delivered at terminal’ (DAT) terms. In both
options, the title and the risk is transferred from the seller to the buyer at unloading port and seller is responsible
for shipping costs.



EU antitrust law does not prevent the use of diversion clauses in DES LNG SPAs.
Where the LNG is still owned by the seller, the present approach of EU antitrust law is
that diversion clauses do not restrict resale. The EU antitrust law would furthermore

consider the diversion to amount to a new contractual arrangement.

Japanese antitrust law allows diversion clauses in DES contracts as long as the seller is
entitled to reject a diversion request only if it does not meet “requirements of fairly
necessity and reasonableness.” In DES contracts there is a variety of issues perceptible,
that would make a seller’s refusal to divert a cargo from its originally agreed destination
necessary and reasonable: inter alia operational safety, ship-shore compatibility, or
additional costs due to, for example, increased distance without the buyer being willing
to mitigate or compensate those. In this sense, the JFTC report explicitly states that a
diversion request meets the “requirements of fairly necessity and reasonableness” if (i)
“compatibility and safety of a receiving terminal at the destination (ship-shore
compatibility) is confirmed”; (ii) “buyer bears all additional costs out of diversion
(transportation costs, boil off gas equivalent fees, charter fees, various port charges,
insurance fee, etc.)”, and (iii) “a seller can correspond to Annual Delivery Program

(does not disturb Annual Delivery Program).”

Antitrust concerns over profit-sharing mechanisms

(3) While certain types of profit-sharing clauses can be acceptable, subject to careful
analysis, there are specific conditions attached to the profit-sharing clauses that raise
antitrust concerns. In this respect both EU and Japanese antitrust authorities have
indicated that the following elements, or lack of any provision on the respective element,

may raise antitrust concerns:

a. Excessive part of the profit is allocated to the seller under the contract and
this removes or reduces the buyer incentive for diversion.

b. Profit allocated to the seller goes beyond the additional costs and risks the
seller has accrued due to the diversion.

c. Contract that does not clearly specify how profit is shared raises similar

concerns as those allocating excessive part of the profit to the seller.



d. The sharing of profit requires that commercially sensitive information is

shared.

Based on such considerations, Japanese antitrust laws do not justify profit-sharing,
except where the objective of the profit-sharing mechanism is to account for additional
unquantifiable costs and risks taken by the seller. Also, the other anti-trust requirements
for profit-sharing mechanisms need to be met. As such additional costs and risks cannot
be caused by diversion in the context of FOB contracts, diversion clauses and profit-
sharing mechanisms in FOB contracts are likely to be considered to be in violation of

Japanese antitrust laws. In practice, this leads to the same result as the EU approach.

It is against this background that the proposed model clause should be examined.

Certain details in relation to the proposed model

This proposal provides for a diversion clause that has been drafted so as to be compatible with
the requirements of both Japanese and EU antitrust laws, as they are currently interpreted. As
the Japanese antitrust law is more specific, the model clause draws primarily on the JFTC

guidance on the topic.

Key elements of the model clause include:

The model clause provides the parties to the contract with flexibility for the buyer to give
notice of a diversion request to the seller. When deciding on the exact time for the notice,
the parties need to ensure sufficient time to execute the diversion, considering shipping
times to the alternative delivery destination and return of the ship to join the rotation and

other similar factors.

While the profit-sharing mechanism should reflect the additional costs and risks incurred
by the seller and the buyer due to the diversion, in some instances the quantification of each
cost and risk is time consuming and might therefore make the diversion much less likely to
take place. In other cases, there can be unquantifiable risks, which are unique to each project.
As such, in order to enable the contractual flexibility needed for a timely diversion and in

order to increase the liquidity of the international LNG markets, the model clause adopts



an approach where the parties to the contract have an option to either quantifying each cost
and risk or, alternatively, choose to use a profit-sharing mechanism to encompass these

costs and risks, whether known or unknown.

Where the parties opt for the profit-sharing mechanism, the provision on the profit-sharing
mechanism provides clarity of the profit-share due to each of seller and buyer. The Japanese
antitrust guidance notes in this respect that the profit-sharing should be clear from the
beginning and that this can be achieved by defining a calculation method and/or a
percentage of sharing resale profit in the LNG contract. This proposal for a model clause
has taken an approach where parties agree on a mutually acceptable percentage. In agreeing
on the percentage, the parties should keep in mind that the share of the profits allocated to
the seller should be premised to cover additional costs and risks the seller has to incur.

Both EU and Japanese antitrust laws also recognize the potentially anticompetitive effect
of a requirement to share commercially sensitive information in connection with the
diversion or in the details of the profit-sharing. This model clause includes provisions that,
in order to be relevant in practice, require exchange of data. The proposed wording aims at
ensuring that such data exchange is as much as possible restricted to what is necessary but
also that where commercially sensitive information is shared, the confidentiality of such
data is preserved. As such, the model clause includes provisions for a third-party expert
appointment. It is emphasized that this verification by a third-party expert might not be

necessary in all situations.

The model clause also aims to restrict the power of the seller to refuse a requested diversion.
To this end, provisions noting that refusal must be based on technical difficulties or pre-
existing obligations to third parties have been included in the proposal. Also, an obligation
on the seller to provide reasoning for any refusal has been added and this has been combined

with a third-party expert mechanism to protect against arbitrary refusals.



MODEL PROVISION

1 Without prejudice to [provisions on compliance and sanctions if the language in the
SPA is not inclusive] and [Buyer’s obligation to take], Buyer shall have the right to
request Seller to direct any Cargo scheduled for delivery in the Annual Delivery

Programme or Ninety Day Schedule to an Alternate Unloading Port (“Diversion”).

2 If Buyer elects to request a Diversion, Buyer shall provide a Notice of the Alternate
Unloading Port and the other operational details concerning the Diversion included in

this section 2 to Seller, and Seller shall promptly approve such Diversion provided that:

(1) Buyer has provided Seller with a copy of and Seller, acting as a Reasonable and
Prudent Operator, (i) has accepted the Terminal Rules, and (ii) has accepted the
Conditions of Use for the Alternate Unloading Port;

(2) Seller, acting as a Reasonable and Prudent Operator, has obtained all required
Approvals;

(3) the LNG Specification corresponds with requirements of the Alternate Unloading
Port;

(4) the LNG Tanker is or, with the Parties’ reasonable endeavors and at Buyer’s costs,
can be made compatible with the Alternate Unloading Port;

(5) such Diversion will not cause Seller to be in breach any obligation it has accrued
prior to the provision of the Notice of Diversion;

(6) Seller (acting as a Reasonable and Prudent Operator) is satisfied that the Diversion
can be carried out in a safe manner; and

(7) performance of the Diversion will not cause the Seller to be in breach of any

applicable laws.

3 In respect of each Diversion, the Parties agree on either a compensation mechanism or

a profit-sharing mechanism for the Alternate Unloading Port as contemplated below.

(1) In the case of a compensation mechanism, it will:



Compensate Seller for all the actual documented net costs (including costs and savings
related to transportation, terminal fees, canal transit fees and third-party costs) and risks

incurred by Seller to complete such Diversion to the Alternate Unloading Port.

(2) In the case of a Profit-sharing mechanism, it will:

Allocate all net incremental profit, if any, realized by Buyer as a result of the Diversion
in a reasonable manner premised on additional risks, both quantifiable and
unquantifiable, and costs incurred by the Seller due to the Diversion. Due to the
difficulty of precisely quantifying all of the additional risks and costs incurred by the
Seller associated with a Diversion, the parties have agreed to the allocation of net
incremental profit on the basis of [ ] percent for Seller and [ ] percent for Buyer,
which allocation the parties believe is reasonable in light of the risks associated with a
Diversion. Buyer shall no later than [ ] days after Delivery notify Seller as to the net
incremental profit realized with the specific Diversion. Should either Party deem it
necessary to verify the incremental profit calculation, it shall request that Parties
exchange the necessary and appropriate data. The Parties shall agree on third party
expert verification of such data so as to protect the confidentiality of the data. All
additional costs relating to the third-party verification shall be shared equally by the
Parties, except where the auditor concludes that the incremental profit calculation is

incorrect in which event the party providing inaccurate information shall bear the costs.

Upon Seller’s approval of a Diversion, the Alternate Unloading Port in such Diversion

shall be considered the Unloading Port for all purposes with respect to such Cargo.

Seller shall not unreasonably withhold or delay its consent for a Diversion. Seller’s
refusal to consent to a Diversion must be duly reasoned and justified, with the reasoning
communicated in writing to Buyer. Should the Buyer deem it necessary to verify data
supporting the reasonableness of Seller’s refusal to a Diversion, a third-party expert
shall be appointed to verify the reasonableness of Seller’s refusal to consent. The third-
party expert shall keep all Seller’s data confidential. All costs relating to the third-party
verification shall be borne by the Buyer, except where the third-party expert concludes
that the Seller has unreasonably withheld its consent, in which case the Seller shall bear

the costs of the third-party expert.
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