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I. INTRODUCTION;  HISTORY, GEOLOGY, AND BASIC DOCTRINES

A. History

1. Texas Before Spindletop

a) Impoverished

b) 2 major industries:  Cattle ranching & cotton farming

c) Biggest & most important city:  Galveston

d) Most common employment:  subsistence farming

e) “The only thing Texas was noted for was the ferocity of its criminals” – J. Frank Dobie

2. Spindletop

a) Came in at 10am, Jan. 10, 1901

b) Took 9 days to bring it under control

c) Spewed out 1 million gallons

d) Price of 1 acre of land near Beaumont increased from $10 to $1 million

e) 1st 4 days of Spindletop produced more oil than had ever been produced in the world.

3. Results of Spindletop

a) Oil glut ( Price of oil collapsed

b) Within 2 years, Spindletop was dead.  This boom & bust is typical of the history of oil production.

B. Oil Industry

1. Incredibly reliant on technology

a) Examples:

· Titusville – rotary drill

· Spindletop – drilling mud

· Today – 3D seismic imaging

b) Technology aids both in discovery and production allows more efficient recovery of known resources

2. Capital intensive

a) Major costs are up front:  exploration and drilling.

b) Incentive is to produce as much as possible in order to recoup initial investment.

c) But if everyone does that, the price drops.

d) No incentive to stop production until/unless price drops to below cost of daily production.

e) As the price of oil drops, production is increased.

3. Tendency to value the oil more than the surface of the land.

4. Nature of industry attracts a certain type of person

a) self-reliant, risk-taking, flamboyant, possibly fraudulent.

b) Eg., Dad Joiner – the Daddy of the East Texas Oil Field.  He funded his oil exploration at age 70 by seducing wealthy widows.  Sold > 100% of his interest in the Daisy Bradford well.  Bailed out by H.L. Hunt.

C. Geology

1. Oil is NOT found in underground lakes and pools as was once thought.

2. It is found underground, absorbed in a porous, permeable stratum like sandstone or limestone.

3. It may be trapped by a subterranean geographical feature that keeps the oil in place.

4. Shapes of formations:

a) Anticline  n

· Easy to get a good idea of the limits of the reservoir and where to drill

· Can get a good idea of how many wells you are likely to need.

b) Syncline   u

c) Fault – See p.29, fig. 5

· Difficult to predict where to drill in faulted field

· Need at least one well/fault

· Traditionally not easy to find fault lines

d) Salt domes – series of stacked reservoirs formed by bending and breaking (fig. 7, p.31)

e) Fracturing – e.g., Austin chalk formation.  Prime technology used is horizontal drilling.

5. Gas-cap Expansion Reservoir

a) Typically anticline; may be other shapes

b) Three levels:
Gas cap

Oil + solution gas
Water

c) Solution gas – gas absorbed in liquid under pressure (e.g. CO2 in beer)

d) Connate – intersticial water (check—should this be oil?) existing as a thin film around each grain of rock in the reservoir.  Drawn up by capillary action.

e) Drilling the well connects the high-pressure zone of the gas-cap with low pressure at the surface.  Gas expands and pushes oil up through the casing to the surface.  Solution gas does much the same thing.

f) Production scale – Don’t want to produce “open bore.”  Producing too rapidly will release solution gas, making oil more viscous + harder to extract.  May not be able to get it to flow under ground at all.

g) Preferred drilling site is “down structure” – away from the gas cap.  Want to take the fullest advantage of the gas cap’s pushing oil towards your well.

h) Why drill into the gas cap?

· You probably don’t want to.  This will reduce the substance whose existence moves the reservoir.  You get enormous initial production (possible gusher) at cost of further expansion.

· But you may own only the land directly above the gas cap.  You drill there because it’s the only spot you have.

i) Why not unitize the tract for drilling purposes so eveyone can drill properly?

(i) Difficult to negotiate proper shares

· Is it the amount you could produce with no unitization?  
Amount you could drill if the tract was drilled properly?

· Person who owns gas-cap tract has no incentive to maximize production of entire tract.  Down-structure owners have high incentive to do so.

(ii) Differing perceptions of time-value of production

· Exxon can think long-term; maximize production over 70 yrs.

· Individual owners want to maximize profits today and in near future.  Plus, probably distrust the oil co.

(iii) Bottom line – rarely get voluntary unitization at time of initial discovery.

j) Value of the gas in the gas cap – None unless there’s infrastructure

· Oil can be stored in tanks, then shipped/trucked away.

· Gas is difficult/hazardous to store on surface.

· Need pipeline & trunkline leading to your property (+ easement over intervening land-owners’ property)

6. Water-drive Reservoir

a) Water is the energy source driving the reservoir

b) Best place to produce is up-structure (top of the reservoir)

c) After short amt of time, down-structure well will produce only salt-water.

II. REGULATION OF DRILLING & PRODUCTION

A. U.S. Oil & Gas law radically different than law anywhere else. 

1. Private Ownership of minerals + Rule of Capture

2. System essentially guaranteed mismanagement of resources.  Makes it difficult for individuals to make sound economic judgments about whether to recover oil.

B. The Rule of Capture 

1. Theory of ownership – Oil belongs to the person who “captures” it.  Not owned by anyone until then.

2. Established by Kelly v. Ohio Oil Co. (Ohio, 1897), p. 10.

3. Followed by ~1/2 of oil-producing states, including OK

a) No invasion of neighbor’s rights by producing oil/gas from well bottomed on your own land

b) Trespass – No invasion on Π’s subsurface property.  Not like mining a vein of solid ore

c) Conversion – Oil is treated like a wild animal which is free to roam from property to property.

4. What is allowed under common law?

a) Deviation of well so it crosses neighbor’s property – Not allowed.  Well must be bottomed on your side.

b) Pump or reservoir – Generally ok.

· Used to compensate for lowered pressure.

· Cts allow even if pump used initially when not really necessary.

· Not trespass

· Pump no more artificial than well itself.

· Injunction on using pumps would be drag on new technology development for O&G equipment

c) Fracking – Fracturing strata with a liquid to increase permeability of oil

· Can’t really control fracture.  Can fracture neighbor’s property.  

· Is that a trespass?  Is it more like a slant well or more like a pump?

· Still an issue for courts

5. Option available to prevent capture of oil beneath your land by neighbor --  Match neighbors well-for well.  This has problems:

a) May be reasons you don’t want to drill now, but must or will lose oil to neighbor through drainage

· You think price of oil will increase dramatically in 18 months. 

· Want to reduce value of land for estate tax purposes.  Value is discounted for uncertainty if no active drilling.  

b) Causes overuse of surface – “Spindletop effect”

c) Environmental degradation

d) Economic waste – Same amt of oil could be produced with fewer # of wells.  As a result, either higher costs are passed on to consumer or company has smaller profits/less $ for development.

e) Premature abandonment -- Production drops dramatically (e.g., from 150 to 3 bbls/day) so you stop producing.  But capping several wells will not significantly increase production in any one remaining well.  Therefore, likely that co. would cap all wells.

· Potential hazards – capped wells leak & can explode; can erode casing underground, leading to HCs in water supply.

· Reworking the well (getting it back in operational shape) is expensive.

· You effectively lose whatever oil is left

f) Wasteful use of cheap oil.

· Price of oil < cost of getting another bbl = nonsustainable development

· This is why OPEC tries to control price.

6. 90% of State regulation is to counteract Rule of Capture.

7. Why keep Rule of Capture?  What would be wrong with deciding Kelly the other way?

a) Would discourage production on neighbor’s property.  He assumes all the risk of a non-productive well, but would have to share the benefit with Kelly.

· But – sharing would probably be of profits only.  Neighbor can deduct production costs first.

· Can treat like joint operating agreement – Non-operator can buy into successful well by paying a risk cost (typically 500% of costs in TX).

· But – Well may be draining from several neighbors’ property.  Difficult to determine extent of reservoir.  Oil co. has to anticipate litigation by all neighbors.

b) Courts’ reasons for adopting Rule of Capture

(1) Uncertainty about extent/location of reservoir

(2) Allocation of costs/risks

(3) Easy to administer.  Ct doesn’t have to make many decisions.

8. Contrast – Ownership in Place Theory
a) Followed by ½ oil-producing states, including TX

b) Oil & gas is owned in fee simple when it’s in the ground beneath you, but you lose title to it to the extent it’s drained off by a neighbor.  
(“Fee simple determinable on a molecular basis”)

c) Mainly used to assess value of land for tax purposes.  Generally no appraisal of subsurface rights until there’s some production.

C. Doctrine of Correlative Rights -- Obligation to use due care not to injure the reservoir

1. Doctrine started in 19th Century

2. Examples

a) Wasting gas from a common reservoir with intent to piss off your neighbor.

b) Negligent drilling

· Elliff (p.41) – Negligent use of drilling mud that was too thin destroyed neighbor’s gas.

· Rule of capture defense doesn’t apply to negligence, only to proper drilling methods.

D. State regulations 

1. Pervasive by 1920s

2. Main concerns

a) Protect correlative rights.

b) Conservation -- prevent waste 

c) Environmental protection 

· not a concern until much later

· generally mandated by federal gov’t 

3. Principal methods of regulation:

a) Spacing – indicates how many acres/well

b) Rate of flow – regulates how much a well can produce

4. Private right of action for (s in class of people designed to be protected by correlative rights (Wronski)

· (s injured when ( overproduced by 3x the allotted amount

· Remedy – overproduction goes to (s

5. When does rule of capture still apply?

a) When a neighbor doesn’t take advantage of drilling

b) As long as other regulations are adhered to.

E. Fair share doctrine – Rules must give each landowner a reasonable opportunity to get his fair share of O&G

1. In reality, fair share rule says that each landowner must have an opportunity for recovery equal to that of the percentage of reasonable recovery under his land.

2. E.g., if you own 20 acres, you can drill an area of 20 acres, even though it may not be the same 20 acres that you own.

F. Drilling Permits and Well Spacing

1. Drilling permit – shows you’re drilling on your own land

a) Permit obtained from state regulatory agcy

b) Must drill properly and in accordance w/permit

2. Spacing Regulations – How many acres/well (spacing unit); where in acreage well can be drilled

a) In most states, regulatory agency determines where spacing units are; federal survey system sets up pattern

b) Based on historical allocation of federal land grants

· Section = 640 square acres

· Topography not taken into account

· A person buying only 320 acres would get a specific ½ section, e.g., ½ N § 1

· In east, common to split sections into 16 40-acre units

3. Spacing in Most States

a) State-Wide Rules -- typically assume 1 well will adequately drain a particular acreage (typically 40 acres)

(i) Wells ideally drain in a circular pattern.

(ii) Pooling – tracts owned by different people are pooled (assigned to a well). Production on a well is assigned on an acreage basis.

· E.g., If Smith owns 10 acres and Joe Blow owns the other 30 -- Still get only 1 will in the center of the 40 acre plot.  S gets ¼ of production, JB gets other ¾

· This rule applies in OK, CO, ND, almost everywhere except TX & KS

b) Field-Wide Rules – Used if agency decides state-wide rule is inappropriate

(i) E.g., geographical evidence may show that well drains more than 40 acres (or fewer, if sands are tight)

(ii) Agency will hold hearing before field-wide rules are established

4. Contesting the rules (Larsen, WY 1977 -- (s wanted tracts in North Rainbow Field redrawn to give vertical tracts or to have 40-acre instead of 80-acre spacing)
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a) Agency is wrong on the law

(i) Assert that the agency has misconstrued the statute which tells it what it can or can’t do

(ii) Deference to agency

· Federal Rule = Chevron;  Significant deference is given to an agency’s interpretation of its organic statute.

· States don’t always give this amount of deference to agencies

(iii) Larsen – agency read statute to say they could protect either correlative rights or waste

· ( -- Statute requires agency to take correlative rights into account.  Nothing suggests the agency did that.  They simply regulated to prevent waste.

· Procedural problem – statute requires agcy to make certain findings regarding correlative rights which it didn’t do.

· Court – ruled for (s.  Agcy can’t regulate to prevent waste.

· Subsequent history – WY legislature disagreed w/WY S.Ct.  Amended statute specifically to allow agcy to regulate to prevent economic waste.

b) Contest the findings of fact

(i) Evidence will be introduced at the hearing.  Finding of facts is relevant to prevent waste and protect correlative rights.
(ii) Can attack a finding that is not supported by evidence (e.g., a finding that there are equal amounts of oil under each unit in Larsen)
(iii) Difficult to attack agcy fact-finding in court
· Substantial Evidence Rule – If there’s substantial evidence to support agcy finding, that’s sufficient.
· OK std of review – Look only to evidence which provides support for agcy finding
· Some states use directed verdict standard  -- can reverse agcy finding of facts only if could have won DV for the (
· TX – can use any reasonable evidence to support agcy finding
c) Contest the agency’s order

(i) Standard in most states = arbitrary and capricious

(ii) E.g., it’s arbitrary and capricious if order isn’t supported by either the law or the facts.

5. Spacing in Texas

a) Starts same as any other state.  State-wide rule assumes 40 acres of drainage/well.

b) Difference – Proposed operators/owners can determine which 40 acres are assigned to each well.

· Eliminates need for forced pooling

· Fewer transaction costs.

· No need for regulatory hearing

· Don’t necessarily get neat 10-acre squares.  May be T-shaped.

· Some little bits & pieces may be left out.

· Reason for difference – Most of Texas was granted by Spanish land grants.  These grants were not surveyed under the US system of arbitrary 40-acre square lots.  Boundaries are based on natural land features.

c) Difference – In other states you have spacing units with the location of each well indicated with some specificity.  In Texas, there are 2 different rules.

(i) Density Rule (Rule 38) – How many acres/well

(ii) Spacing Rule (Rule 37) – Where can the well be located?

· E.g., no closer than 467 feet from boundary line;  1200 ft from another well on your own land

d) Upshot – In Texas, you not only have more flexibility in determining your own window, but also have a bigger window of where to drill.

· Can use geological considerations better in deciding where to drill

· Get more irregular spacing patterns than in other states.

· Problems with the fair share doctrine -- You’re entitled to a reasonable opportunity to produce a recoverable amt of O&G beneath your well.  Do you get your fair share if neighbor is siting his well as close to your boundary as possible?
e) Field-Wide Rules

· May be requested if wells are draining more/less than 40 acres/well or spacing rules aren’t appropriate for field.
· Bigger density units ( drill correspondingly farther away from boundaries
· Like other states – have agcy hearing
· Large owl companies have geologists who invariably conclude 40 acres is too small; Smaller companies tend to conclude 40 acres is small
6. Rule 37 Exception – Exception to Preventing Waste and Confiscation

(a) Same name if really seeking an exception to Rule 38.

(b) Used to adjust for differences within a field (permeability/pressure)

(c) Concern about efficient production within a field.

(d) Requested in order to drill in a location that will produce oil and won’t “waste” oil by failing to reach it

· Ex: Smith needs to drill closer to Garza’s well than would usually be permitted bc otherwise S’s well won’t reach into reservoir and G’s well isn’t able to drain part of reservoir that’s under S’s land.

· Ex:  Productive reservoir divided by impermeable vertical structures.  

/  *      /*/
*/

   A

B

Wells A & B can’t reach reservoir in center.  Need 3rd well. 

(e) Use to prevent waste – Unless you allow someone to drill while this is still a functioning field, no-one will go back to get it.  Concerns of infrastructure (roads, storage tanks, monitoring, testing, etc.)

(i) Question – should a company invoke the same doctrine when the issue is not reservoir waste but economic waste?

(ii) Exxon v. RR Comm’n – leading case

· 3 vertically-stacked reservoirs:

BTA
BTA


1
2
Exxon


*****************

Devonian (large associated gas cap)

*****************

Montoya

*****************

Ellenberg

· BTA #2 only 258 ft away from BTA#1.  Avoided 1200 ft requirement by applying rule only to where well is bottomed, not to where it is on top.  Since BTA2 is in a different reservoir, not governed by this rule.

· Good economic & environmental reasons to keep the wells close

(1) Fewer roads / less travel for personnel

(2) Shared installations

(3) Shared slush pit for waste oil.

· Problem – Ellenberger didn’t produce much.  BTA2 plugged up to Montoya level, but that wasn’t any good either.  BTA wants to plug up to the Devonian, but then BTA2 will be too close to BTA1 according to Rule 38

· BTA – We’re entitled to have a 2nd well in the Devonian.  Need an exception to prevent economic waste

(1) Not cost-effective to drill another well

(2) This well won’t driain from gas cap.  It will drain from the oil level and won’t affect Exxon’s production much.

· Exxon – This well will stet up a situation where everyone will seek exceptions like this.  People will drill in surface locations that are too close together whenever there are multiple reservoirs.  Then they will seek to plug up and will have closely set wells.

· Court – Ruled for BTA.  Decision at least in part because of reservoir structure and the fact that BTA2 and Exxon well didn’t have too much drainage overlap

(iii) Schlacter -- subsequent case 

· Wouldn’t allow exception based on sole argument of economic waste, even though it was too expensive for applicant to drill a 2nd well.

(f) Use to prevent confiscation
(i) Hypo – 40 acre tract.  Smith owns 5. 

· Issue 1st arose in 1920s-30s. Today, would probably be analyzed under rubrick of regulatory taking.

· Question – how do you prevent oil beneath S’s land from being confiscated by well on other 35 acres?

· Other states – compulsory pooling of S’s 5 acres with rest of tract.  S would get 5/40 of the proceeds from the 1 well in the 40 acres.

· TX – S has right to drill his own well to prevent confiscation.

(ii) Today – compulsory pooling in TX (1960s) but this rule already firmly in place.

(iii) Procedure

(1) Apply for exception

(2) All affected land owners have to be notified.

(3) They can request a hearing (This used to be automatic.  Now only if someone objects to the exception.)

(iv) No Rule 37 exception allowed if tract was the result of a voluntary subdivision.

· Key Question -- Was the tract subdivided in contemplation of oil & gas development?

· If S bought 5 acres after O&G development in area, probably Yes.

· Fact that S intended to use tract for a country home makes no difference.

· Even if drilling is far away and geologists at time of purchase didn’t think tract was within field

· What if have option to buy b4 drilling, buy after subdivision??

· Can’t avoid spacing & density rules simply by subdividing your tract.

(v) What if there are 8 5-acre tracts?  Does this mean no one can drill?

· Voluntary pooling – 8 landowners can agree to drill 1 well

· Forced pooling – may be possible

· Century doctrine – S could apply to RR Comm’n to drill a well on this 40 acres as reconstituted.

(vi) Century doctrine -- Tract as originally constituted was entitled to a well, although no landowner today is

· Theory – RR Comm’n will give permit to applicant in the “reconstituted tract” who has the best site for the well – best geology, spacing, etc.

· Reality – May go to the person who gets the 1st lease.

· Q:  Does production have to be split with other owners of the tract?

· A:  No.  All the oil belongs to the driller due to rule of capture (Ryan v. Pickens (Tex. 1955), p. 673)

· BUT – Doesn’t make sense if other landowners can’t protect their tracts from drainage.

(vii) Small-tract problem

· Almost never have 1 large tract with 1 small tract carved out of it.  If there is 1 small tract, there’ll be many.

· Subdivision before Rule 37 attaches ( possibility that each sub-tract gets its own well ( disasterously close drilling

· Q:  Doesn’t it make more economic sense to come to a pooling agreement with neighbors?

· A:  Today, yes.  Historically, not so.

G. Regulation of Production -- Regulatory agencies regulate production to prevent waste (of resources) and protect correlative rights.

1. Nation-Wide Rules

a) 1930s – huge drops in oil prices since so much was being produced

b) No incentive to individuals to cut production because needed to work harder to recoup initial investment.

c) States formed Interstate Oil Compact Commission – Agreement between oil-producing states to restrict production (precursor to OPEC)

d) Pro-ration to market demand.

2. State-Wide Rules 

a) Well-allowable system – Wells allowed to produce a certain amount of oil/day.

(i) In general – If you allow every oil well to produce to the maximum, you will have a sudden drop in pressure & dissapation of reservoir energy.

(ii) Starting point -- take statewide spacing unit as basic unit & set amt of oil allowed for each (e.g., 100bbls/day/40-acre tract)

b) Texas “Yardstick Rule” -- Amt allowable depends on how deep your well is

(i) Example:
Depth (feet)
Spacing Units (acres)





20

40

80

5000 – 6000: 
50 bbls

100 bbls
170 bbls

6000 – 7000:


111 

14,000 +     :
200

400 

800

(ii) Rationale – encourage deep drilling

· Deeper = more expensive.  Want companies to recoup their capital expenditures quickly.

· Deeper wells have higher pressure, ( deeper wells = fewer wells

(iii) Actually 5-6 yardsticks in TX.  Different for off-shore drilling, exploration, older fields, etc.

(iv) Allowables are based on state-wide rule

· If field-wide rule allows 100 bbls/well, each well gets to produce that amount, even if the well is an exception to the spacing rule (e.g., on a 1 acre tract)

· Result – pressure sink in reservoir.  Resources get pulled from standard-sized tracts to small one.

3. Field-wide rule -- Accounts for field-wide spacing rules

· If 1well allowed/20 acres ( 50 bbls/day/well
If 1 well allowed/80 acres ( 200 bbls/day/well

· No state takes this simplistic an approach, but it’s a starting point.

Three types of Texas Field-Wide Adjustments 

a) MER Adjustment 

· Adjustment for Maximum Efficient Rate of production.

· Protects the reservoir by keeping field from overproduction.

· RR Comm’n may decide production in a field is too rapid.  E.g., instead of 10,000 bbl/day, should be 8,000 bbl/day.

· Straight percentage adjustment across wells ( 80 bbl/ea

· Few MER adjustments in TX

b) Adjustment for correlative rights protection

(i) Small-tract issue

(A) Old Texas RR Comm’n Well Production Formula

(1) Start with field allowable – e.g., 100 bbl/40 acres

(2) Acreage factor – e.g., assume 2bbls allowed/acre

(3) Well factor – then assign a certain no. of bbls as baseline for well to ensure profitablility

(B) Example:

Acreage

40

1

Acreage Factor
40x2 = 80
1x2=2

Well Factor

20

20

Total Allowable
100bbl

22 bbl

(C) Rationale

(1) Gave everyone a right to drill to protect vested property rights

(2) Correlative rights are meaningless unless you have a shot at drilling profitably

(3) Field drainage is ok due to Rule of Capture 
(also a property right – Ryan v. Pickens)

(D) History

(1) 7 major oil companies (Mobile, Shell, BP, Exxon/Humble, Gulf, Texaco, ?) and many smaller companies

(2) E. TX oil field was discovered by independent wildcatter (Dad Joiner).  By the time the 7-sisters realized how good the field was, they were shut out.

(3) Independants are typically short on capital, tend to gravitate towards smaller, less expensive leases

(4) Formula needed to keep independants in business, but fought over by majors.

(E) Normanna Gas Field Case

(1) One 1/10 acre lot had $7500 worth of natural gas beneath it, but formula allowed it to produce $2,500,000 over the life of the field.

(2) Tx S. Ct. – Order is arbitrary and capricious; doesn’t protect correlative rights.

(3) Ruling just applied to Normanna

(F) Port Acres Case

(1) $51,000 worth of gas under tract allowed to produce $407,000 worth of gas.  In order to produce, would have to drill a well worth $360,000.  Would barely recoup the cost of drilling + interest over the 20 yr. life of well.

(2) Tx S. Ct. – Majors win b/c RR Comm’n is wrong in interpretation of what protecting correlative rights is

(3) Correlative rights ( fair share

· Means someone has a right to drill on land and prevent drainage

· Doesn’t mean you get to make a profit too.

(G) Today – small tracts must work out pooling agreements in order to protect correlative rights.

(ii) Geology -- Adjustment for type of field

(A) There are significantly different amounts of oil recoverable under different tracts.  A tract which has less oil but which drains rapidly will drain oil from the richer tracts

(B) Gas-cap expansion reservoir may lead to gas/oil ratio on wells.

(C) Wells that are energy inefficient don’t get to produce as quickly as others.

(D) Pickens v. RR Comm’n (Tex. 1965), p. 92

· Water-drive reservoir.

A


B
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· Permeable structure w/special spacing rules (160 acres/well), 
( no small tract problems

· Well A has much less oil beneath it than well B.  If allow wells to produce oil at the same rate, A will pull oil from B.

· Owner of B requested special field-wide rules to protect correlative rights.

· RR Comm’n agreed.  Assigned ½ the allowable based on acre-feet (more acre-feet of oil under B than A).  The other ½ is based on surface acrage.

A
B





Surface Area
50
50






Acre/ft
 
5
50





Allowable
55
100

· B’s argument – That sounds like the formula in Normanna.  It favors the A-type tracts.  We have 10X as much oil as A, but can’t even produce 2X as fast as he does.  Allowable should be based entirely on acre-ft basis.

· TX S. Ct – No

(1) Uncertainty

· In Normanna, Port Acres cases, no question as to amt of oil each tract could produce.  

· Here—less certainty.  Amt of acre-ft is something of an estimate.  Incorporating SA factor tends to even things out.  Comm’n can’t say with certainty how much thicker the reservoir is under B than A or if there are unconformities in B that might make some of the oil unproduceable.

(2) Physics & Structure of Reservoir – Water is pushing oil away from A towards B.  Water encroachment will take place on A’s tract b4 A can recover all his oil.  SA component is necessary to protect A’s correlative rights.

(3) Administrative Law – Ct defers to administrative agcy.  Decision is not arbitrary and capricious on its face.

(E) Today – Most correlative-rights arguments are based on geology.  Courts won’t micromanage.   Don’t want an appeal from every RR Comm’n order

c) Waste -- Make sure each mineral owner gets chance to produce fair share.

(i) Example:

C


A


B




GasCap


Gas-cap expansion reservoir

(A) Geologically unwise to drill at A, but if each tract is owned by different people, this is the only way for her to get the oil she is entitled to.

(B) If A , B, & C have equal allowables, you have a serious problem

· C:  100 bbls oil

100 Mcf gas (100,000 cubic feet)

· B:
100 bbls oil

200 Mcf gas 

· A:
100 bbls oil

1000 Mcf gas – This dissipates a great deal of reservoir energy

(C) How do you deal with this w/o closing A down?

(D) Impose a gas-oil ratio – maximum amount of natural gas that you can produce non-wastefully in getting at oil.  When you reach either one of the limits, you have to stop.

· C can produce 100 bbls

· A must stop when she’s produced 200 Mcf gas

(ii) Problem of an agency with a dual mandate -- Agency must regulate natural gas production both to preserve correlative rights & to prevent waste.  How do you do both?

(iii) Denver Producing & Refining Co. v. State (OK 1947), p. 98.

· Gas/oil ratio injures A’s correlative rights.  We want’ to drill to 500 Mcf

· State Comm’n – Yes, but that doesn’t prevent waste.

· Most courts – When you have a dual mandate and can’t do both, you prevent waste.

· Agencies have said this & cts agree.

III. THE OIL & GAS LEASE

A. Introduction:  Lessor/Lessee Rights and Interests

1. Fee simple absolute = all surface & mineral rights

2. Landman/Land Agent – Someone who specializes in checking titles to minerals and negotiating oil & gas leases

3. Printed form lease

a) Typical contents:

(i) Granting clause w/ consideration

(ii) Description

(iii) Duration

(iv) Pooling clause

b) Negotiated document – could contain different or other clauses.

c) Drafted from point of view of L’ee/oil company.  Landowner/L’or should take care in reading it over.

d) 99% of O&G transactions are based on a lease.

e) Non-lease transactions – joint venture, partnership, corporation

4. Function of the lease 

a) L’ee develops oil & gas on property at own expense as long as keeps with terms of lease

b) L’or has no right to make decisions and/or manage the development.

c) L’or (A) gives L’ee (B) development rights in exchange for royalties, bonus, delay rental

5. Royalty

a) This lease calles for a 1/8 royalty

b) Royalty is a gross percentage.  A starts getting a cut b4 L’ee has recouped costs of drilling

c) Example

· $1,000,000 = cost of drilling

· $80,000 = 1st month’s production

· A gets $10,000 the 1st month

d) Bargaining point = the fractional royalty

e) 1/8 hasn’t been used by anyone who understands the transaction for 25 yrs.

· 1920s-30s: early O&G development left legacy of 1/8.  Often see fractions like 1/16, 1/32, 1/64, 1/128

· 1970s-80s: 1/6-3/16 to individuals; ¼ or 1/5 to GLO or someone else with something to offer

f) Next question—3/16 of what?

· Sale price might be low.

· Company might be selling production to a mkt affiliate which would then sell at a higher price.

· Federal gov’t doesn’t treat that as a sale.  Sale price is 1st sale to non-affiliated co.

· Mkt price is an alternative, but postpones negotiations until production

6. Pooling

a) If entire reservoir is on your property, it doesn’t matter; but this isn’t likely.

b) A might want an allocation that reflects his proportional share of gas reserves.

· With large plot, you want surface area allocation.

· This is a long-term view.

c) Right now, might be interested in cash-in-hand.

7. Term -- This is a two-term lease

a) Primary term

· Term of x years.

· Give oil co. a certain amt of time w/in which to explore and drill.

· Co. must get production by end of primary term (generally)

· Land owner wants it to be short—either drill or get out (~2-3 yrs)

· Oil co. wants longer term bc they have mgmt rights during that time.  They can decide whether or not to drill during this time (~5-10 yrs)

· Typically 2-3 yrs today.

· Clause 2 creates fee simple determinable subject to clause 5.

· “Unless” lease – Lease terminates unless co. either pays delay rental or drills.

b) Secondary Term

· Once there’s production, how long may it continue (“so long as oil is being produced”)

· Lease continues after primary term so long as oil/gas/minerals are being produced

· Determinable estate

· Cessation of production is a special limitation or terminating event.

8. Bonus

a) Consideration paid when lease is entered into.

b) Amt depends on how good a prospect you have.

c) If pure wildcat territory—amt offered will be relatively low ($25/acre)

d) If in the middle of proven/productive field, may be several $100/acre or more.

e) More likely, you’re somewhere in between.

f) Today, most lessors will get help so they have a good idea about this amt.

9. Delay Rental

a) Clause 5 in our lease.

b) If no drilling w/in a year, B will pay A $X for privilege to delay an additional 12 mos.

c) Ex:  Enter into K on Feb. 8, 2000 for 3 yr. primary term.  If no drilling by Feb. 8, 2001, lease terminates unless B pays A a rental price before then.  May delay 2X.  Then 3 yr primary term is over.

d) Main Points

(i) Lease won’t necessarily last for full primary term.

(ii) Which of 3 options the company takes (drill, delay, terminate) is entirely up to them.

(iii) No obligation for oil company to pay delay rental.  Don’t spend too much time negotiating about it.

10.  Surface Protection

a) General theory – mineral estate is dominant; surface estate is serviant.

(i) Mineral owner/l’ee can do any thing reasonably necessary on surface.

(ii) No obligation to restore surface

b) Common law restraints

(i) Don’t be negligent

· If your horse drinks toxic waters from the slush pit, you won’t win.

· Company has a right to use that area.  Liable only if it has a duty of care to someone within that area.  Horse is a trespasser to that area.  No duty of care to trespasser.  Property owner should have fenced area to keep horse out of area of reasonable use by oil co.

· But – If sludge trickles out of pit, you might have a cause of action.

(ii) Don’t use more of surface than reasonably necessary

(iii) Accomodation doctrine (some states)

· Hill Country Ranch hypo -- Land was in use by surface owner for view/rest/relaxation.  Another location would be equally productive.

· This use of doctrine has not been used before.  Typically for interference with farming (irrigation)

· Would have to convince court that scenic enjoyment is a use just like farming.  Court would probably be reluctant to accept this.  But also, typical use for land in TX hill country today is for recreational use.

c) Can negotiate contractual protections in lease

(i) Form lease assumes rural land w/little or no value 

(A) Paragraph 3 – Can’t use L’or’s well

(B) Paragraph 7 

· Pipes must be below plow depth.

· No well allowed w/in 200 ft of residence or barn.

(ii) Express contractual provisions may control over any implied rights or obligations asserted by land owner (e.g., hypo w/obstructed view).  L’ee might be better off striking express provisions in lease & relying on implied conditions.

(iii) Generally though, much better to add own contractual provisions

(A) Specify where drilling cannot take place.

(B) Provide that drill sites, roads, other installations shall only be constructed after consultation w/L’or & with her approval, which shall not be unreasonably withheld.

(C) Provide for compensation for surface use (e.g., $X/acre used)

(D) OR Provide provision for surface damages

(iv) Problems

(A) Leaving amt to be used open may lead to greater damages, but almost always leads to litigation.

(B) Attempt to set up liquidated damages ( many doctrinal limitations.  Payment clause as part of sale price of lease may be better.

(C) Surface owner may not be able to set up protections in lease b/c L’ee doesn’t have to negotiate with you.  Good idea when severing mineral from surface estate for suface holder to retain fraction of mineral estate

(v) sdf

d) Statutory Help

(i) North of Red River (OK, ND), may have Surface Protection Act
· B must notify A about amt he will pay for use & damage for land.

· If no agreement, B can enter the land anyhow.  A can force arbitration

(ii) Texas – subdivision statute
· Applies in counties with large populations (Harris, Dallas, El Paso, Tarrant) & adjoining counties.

· If planning subdivision ≥ 640 acres, can apply to RR Comm’n for hearing on specifications as to where oil & gas development may take place (~4 acres of oil/160 acres of subdivision)

· No surface protection act in TX

e) Judicial Modifications of the Dominant Estate Theory

(i) Accommadation Doctrine

(ii) Doctrine of Implied Covenants

(A) AR – Implied obligation on part of oil co. to restore surface.  In many areas, this would be customary anyhow.

(B) TX – May be good business practice to do this even if not legally required to do so.  Good for public relations.  Oil co. anticiaptes a long-term relationship (so long as O&G is produced).  Don’t want to start with surface owner being actively hostile to you.

(iii) Environmental Regulations

(A) Federal – Have specific exclusions for certain O&G related activities.

(B) State

· May be imposed as early as a request for a drilling permit.

· May have to do EIS; certain methods of casing to protect groundwater; restore surface.

· More likely to find these regs in states w/very littl O&G production & states that are increasingly urbanized

f) Non-Participating Royalty Interest (NPRI)

(i) Not created as a part of the leasing process.

(ii) Creates right to some amt of gross production by someone else.

(iii) Oil co. would need the NPRI owner’s consent for things like pooling agreements.

(iv) This gives NPRI some bargaining power—but how much?

B. Granting Clause:  Scope of the Rights Granted (paragraph 1 of lease)

1. Nature of the Estate Conveyed

a) Texas, Kansas 

(i) This is a deed conveying a fee simple determinable in O&G to oil co.

(ii) Lease severs the surface estate from the underlying mineral estate

(iii) Majority of land owners don’t appreciate the legal effect of what they’re doing.  Don’t understand they can’t control the manner in which the oil Co. uses the estate.

(iv) The mineral estate and the surface estate are of “equal dignity.”

(v) Possessory interest; can’t be lost through abandonment

(vi) Termination is automatic.

b) Oklahoma, Louisiana, Kansas

(i) If you have the rule of capture, can’t really say that you “own” the oil & gas beneath your land.  It’s unowned until it produces.

(ii) “Lease” still has determinable features.  Determinable right to go on the land, look for a substance, and remove it/

(iii) This is a determinable easement / servitude / profit à prendre 

(iv) L’ee can lose interest by abandonment.

(v) Case law treats L’ee’s interest as interest on condition subsequent, not determinable

c) Other states -- may have other positions, but TX & OK are illustrative

d) Never a landlord/tenant relationship

2. Substances Granted

a) In past – leases granted “oil, gas, and other minerals.”  Question of what was included.

b) Since 1970s – usually limited to O&G (and other HCs)

3. Geographic Area

a) Clause following blank space in ¶ 1 – “Any & all lands owned or claimed by L’or adjacent or continuous to the land described hereinabove

b) Issues

(i) Statute of Frauds problem? – Most courts ignore this

(ii) What if L’or owns 2 adjacent plots?  Does this clause include the neighboring plot too?

· Louisiana – Yes

· Most courts – No.  Look at purpose of clause.

C. Duration (¶ 2)

1. Hypo:  Lease executed Feb 10, 2000 for 3 yr. primary term.  L’or can terminate before Feb. 10, 2003 if no drilling or payment of delay rental.

2. Delay Rental Payments to Maintain Primary Term (¶ 5)

a) Principal method of maintaining lease past 1st yr.

b) “Unless” lease – If not drilling during primary term, lease will terminate unless delay rental is paid.

c) Late delay rental payment will terminate lease

(i) Terminating event has occurred.

(ii) In 1920s-40s 1 or 2 days might have been important as wildcatters rushed to snatch up land.  Didn’t want oil co to waint & see if well on another land produced b4 deciding to drill on yours

(iii) No substantial performance.

(iv) Some courts – If A gets check too late but deposits it, A is estopped from terminating lease.

(v) BUT this is problematic if lease is truly determinable.  A doesn’t have to do anything to get title back, so there’s nothing to estop her from doing.

d) Timely payment in wrong amt or to wrong person also terminates lease

e) The Double Fraction Problem

(i) Ex:  S owns ½ of mineral rights.  A buys surface + ¼ mineral rights.

(ii) Q:  ¼ of what?

(1) ¼ of 100% of minerals (S has ¼ left, A has ¼)

(2) ¼ of what S has (S has 3/8, A has 1/8)

(iii) Suppose Oil Co thinks the allocation was per #2, but it really was per #1.  Co then pays A only 1/8 instead of 1/8 of delay rental amt.

(iv) Courts – A is estopped from terminating lease (A knew Co. was trying to pay delay rental & deliberately waited until after termination date to make mistake known)

(v) Other courts – If A gets wrong check far enough in advance, A has an obligation to tell oil co. of the mistake

f) Drafting – Can something be put in the lease to protect the oil co. against accidental lease termination?  Is it already there?

(i) ¶ 9 – No termination due to breach of obligations unless L’or notifies L’ee in writing.  L’ee has 60 days to cure default.

(ii) BUT payment of delay rental is not an obligation.  It’s an option.

· Virtually the only obligation in the lease is payment of royalties.

· ¶ doesn’t protect the L’ee.  The provision is close to meaningless.

(iii) P.164, cl. 2 – Requires notification by L’or on neglect or failure of L’ee to pay rentals.

· NO court has been willing to enforce this.  Gives too many options to L’ee.

(iv) P.165, cl. 3 – Protects L’ee who makes good faith effort to pay but screws up.

· Has been enforced by courts

(v) Another option --  Get rid of automatic termination feature altogether.  Instead of “unless” lease, have an “or” lease

g) “Or Lease” – During primary term, L’ee can either drill or pay rental

(i) L’or has a cause of action for back rent if L’ee doesn’t pay delay rental.

(ii) Exceptr from California & Appalachia, O&G companies shy away from these leases.

(iii) Were widely used around turn of 20th C in fields that never produced or played out quickly.  Oil Cos had to pay lots of back rentals.

(iv) Used to be on Bar Exam a lot when O&G was a separate subject.

(v) Drill, pay, or surrender the lease – Sounds reasonable, but hasn’t been used

h) Pay-up lease – Company leases land for 3 yrs.  Pays Smith bonus & all delay rentals up front

(i) Getting somewhat more popular

(ii) Used to be used only when small tracts (i.e. subdivisions) were involved.  Rentals there were less than the cost of a stamp.

(iii) Now used to prevent accidental automatic termination

(iv) Drawbacks

· Have to pay all $ up front.  Oil Co. can’t get it back if decides lease isn’t worthwhile.

· Paying rentals maintains periodc contact bt L’ee & L’or

3. Commencing Drilling to Maintain the Primary Term

a) Drilling operations ( actual drilling.  Setting up road, equipment but no drilling rig may be sufficient (Breaux (La. 1970), p. 176)

b) “Commencing Drilling Operations” -- Factors

(i) Physical Work – sufficient work leading substantially towards drilling

· Driving around on property enough for ct in Moore Oil v. Snakard (W.D. Ok. 1957), but probably pushing it too far for most cts.

(ii) Good Faith – L’ee is actually moving along w/goal of really drilling the well 

(iii) Diligence – Having started physical operations, L’ee continues through in a reasonably diligent manner

(iv) Means –  Physical & financial means to actually drill the well

c) Hypo:  Company expends $30,000 in legal fees to clear title, gets § 37 exception, has $50K liquidated damages clause if doesn’t actually drill.  If no question of good faith, diligence, means, is actual physical work required?

(i) Easier to prove physical activity.

(ii) Doing physical work means you’re further along in the process.

(iii) Legal battles aren’t visible to L’or.  No notice to land owner that lease hasn’t terminated.

(iv) Even if L’ee gives notice to L’or abt legal battles, ct probably won’t accept that

· May open door to too much uncertainty

· L’ee can’ play with facts.  Notice ( verification of activity.

d)  Savings Clause (¶ 6)

(i) If at the end of the primary term L’ee has commenced drilling operations, that extends the lease beyond the primary term.

(ii) Saves lease; propels it into secondary term even though there’s no production.

d) Operations Clause

(i) Hypo:  Drilling commenced in Feb.  Target depth reached in March.  No production until Sept.

(ii) Between March & Sept. there are operations in effect that keep the lease going (testing, laying infrastructure, etc.)

e) Both Clauses – Give L’ee time to complete projects it had started in primary term

4. Extending and Maintaining the Lease by Production

a) Need to commence production to maintain secondary term

b) Duration of secondary term

(i) America – indefinite duration; “so long as oil & gas is produced”

(ii) Other countries – definite time limit (~15 yrs)

c)  “Production” = production in paying quantities
(i) Typically, production is on a declining curve as pressure & amt of remaining oil decrease.

(ii) Must have sufficient amt that a reasonable L’ee would want to maintain the property as an operating well.

(iii) Value of production > Operating costs

(iv) Well doesn’t need to be profitable, just means that L’ee has positive cash flow.

(v) L’or never loses $.  He will get royalty on whatever production there is.

d) Why would L’ee want to maintain production that isn’t in paying quantities?

(i) May anticipate that oil prices will go up.

(ii) May be intending to increase production later.

(iii) May be simply throwing good $ after bad.

(iv) Most costs are fixed 

· Don’t change if 1 well is shut down.

· A accountant would call these all part of the costs of operation, but they won’t stop if operation is stopped.

(v) Income > operating costs is just an accounting picture.

· Includes things like overhead, corporate salaries

· To anyone else, would look like well is producing.

· There is still positive cash flow directly connected with this well.

(vi) Oil co’s financial statement will put a value on oil reserves

· Losing well = lost reserves = lost assets.

e) Why would L’or want to say the lease is over?

(i) As production decreases, the quality of operator tends to decrease as well.  The lease may be assigned to an operator that doesn’t meet surface protections, etc.

(ii) If lease terminates, L’or now has speculative value of minerals at another level (e.g., deep natural gas reservoir below the oil reservoir now being produced by current L’ee).  May want the opportunity to negotiate a new bonus, better royalties, etc.

(iii) May only be one well.  Production anywhere on the lease maintains the lease.  L’or wants the rest of the property to be utilized.

f) BOP – on L’or to show no production in paying quanties as long as anything is coming out of the well

(i) Income < Operating Costs (TX)

(1) Issue -- usually dispute about operating costs.

(2) L’or – Will probably want to allocate a little bit of all operating expenses to this well.

· Won’t consider “sunk costs” – initial operating costs, drill, casing, etc.

· What about maintenance costs?

· Do you depreciate cost of pump & call that an operating cost?

(3) L’ee – Won’t allocate to well any overhead costs from international, national, state, regional operations.  Will only allocate district operational costs if they will be reduced by closing the well.

· At least 1 court has bought this.

· Depreciation isn’t a real cost.

(4) Courts – In general, not comfortable w/accounting theory

· Won’t look at accounting used for FIT purposes

· At any rate, incentive there is to depreciate as much as possible as quickly as possible.  ( less depreciation is accounted for at a late date of production. 

(ii) Reasonably prudent operator would have stopped operating (TX)

· RPO might have reasonable expectation of a profit
(E.g., current losses due to decrease in oil prices which are expected to rise.)

· Big picture – must prove to jury that oil company doesn’t know how to run its business.

· Very difficult to win unless it’s a situation with a series of lease assignments & the current operator is clueless.

g) What if well is producing in paying quantities but L’ee wants to go 4-5 months without production.  

(i) Why would L’ee do this?

(1) Well allowable is calculated on an annual basis.  To maximize profits, company decides to produce only during winter months when gas prices are higher.

(2) Producer may be trying to renegotiate deal w/gas purchaser.  This may take time as L’ee rearranges transportation/infrastructure to new purchaser.

(ii) L’or – That’s the end of the lease.  No production at all ( not production in paying quantities.

(iii) Most States (including TX) – absent any savings clause, L’or wins

· Must be production in order for there to be production in paying quanitites.

· Don’t look at what a reasonably prudent operator would do unless there’s actually any oil/gas coming out of the well

(iv) OK – L’ee wins

· If a well is capable of production in paying quantities then the lease is producing in paying quantities (If you produced then you’d make a profit).

h) Ok to bring oil up & then store it.  Don’t have to be actually marketing it. (TX).  Argument follows that shutting a gas well = storing it (bc can’t store gas above ground)

(i) No majority-rule courts take this position.

(ii) It’s ok to transport gas & stroe in an underground salt cavern near mkt.  You can count that no-one else will tap into your storage cavern.  But there is a good chance that someone else w/another lease will drain the reservoir you are using.  ( not really storing your gas underground (not yet captured)

(iii) This issue comes up a lot more with natural gas than with oil.

5. Savings Clauses as Substitutes for Production

a) Common Law

(i) Obstruction – L’or physically blocks L’ee’s access to premises and prevents him from commencing drilling operations

· Ex:  granny w/shotgun

· L’ee has reasonable time to enjoin L’or from barring access

(ii) Repudiation – L’or claims the lease has terminated (in writing or by filing suit)

· No physical bar to entry

· L’ee doesn’t have to do anything (investing more resources in the lease) until the dispute is resolved

(iii) Temporary Cessation of Production – Parties intended to create an estate that would last for an indefinitely long period of time.  They must have realized that there would be temporary breaks in production (e.g., pump breaks)

(1) BOP – on L’ee to prove that this doctrine applies

(2) Elements

(a) Cause of production stoppage was beyond L’ee’s control

(b) Interruption is temporary

(c) L’ee must have been reasonably diligent in attempting to resume production.

(3) Problems for L’ee

(a) He has BOP & Local juries tend to favor local (s over oil companies

(b) Case line from panhandle leases of the 1930s 

· There was cessation 40 yrs ago which has since resumed.  L’ees held to be trespassers.  No adverse possession bc initial entry was permissive

· Laches – 40 yrs is a long time to sleep on your rights

· BUT Amarillo ct says laches is not a bar to suit to try title.

b) Lease Clauses (ii-iv are typically all in one clause)

(i) Drilling – Commencing drilling operations (Breaux)

(ii) Operations – If you finish drilling & continue operating w/no breaks over a certain number of days, that saves the lease

(iii) Cessation of Production – If you had production & production terminates, the lease will not terminate if you resume reworking the well w/in a fixed period of time (typically 60-90 days) to get well back in production.

(a) OK – You just need a well capable of production in paying quantities to maintain lease throughout secondary term.

· Does a lease w/cessation of production clause modify the CL doctrine?  Would the lease terminate after 60 days if L’ee does not re-initiate production?

· Ct – No.  “Cessation of production for > 60 days” = lease is incapable of producing for that period of time.

(b) TX – “Cessation of production” = oil & gas is not being brought out to surface

· Could a L’ee argue that even though the well isn’t in production in the TX sense, it is still producing in paying quantities?

(1) Not operating at loss

(2) Reasonably prudent operator would not give up

· TX Cts – Concept of “producing in paying quantities” applies only if something is being extracted from ground.  If there is no production or de minimus production & no savings clause, the lease terminates.

· Q:  Does this clause override the temporary cessation of production doctrine?

· A:  Yes.  An express lease clause overrides any implied right or obligation

(iv) Dry Hole Clause – If L’ee drills dry hole, can revert to paying delay rentals 

· Intended for primary term of 10-20 years when ranches were big

· Courts at time said that if L’ee drill dry hole, can only maintain lease by maintaining drilling

(v) Pooling – production on any part of pooled unit is attributable to all other pooled tracts

· Can also serve as a type of savings clause.

· Even if no well is drilled on your land, lease is maintained.

(vi) Force Majeure – No breach if forces beyond your control prevent preformance

· E.g., acts of G-d, labor unrest, governmental actions

· Problem p.291 – Problematic from L’ee’s standpoint

(1) Too specific.  Becomes limiting (e.g., didn’t list sandstorms)

(2) Some things might not have been beyond control of L’ee bc foreseeable

(3) Clause applies only to express or implied obligations.  Only obligation L’ee has is to pay royalties.  Everything else is discretionary.  This cl. doesn’t help L’ee in situations where it most needs help.

(vii) Shut-in Royalty (¶ 3) – If there’s a gas well capable of producing in paying quantities which is shut in, lease will not terminate as long as royalty is paid.

· Particularly used for gas wells.

· Well is shut in while buyer is found or infrastructure is placed in.  Under cl. 2, this would terminate lease bc no production at end of primary term.

· Payment of specified royalty = constructive production;  Well is deemed to be producing as long as royalty is paid.

· Drafting – should include provision for when royalty payments must be paid (Freeman).  L’ee will want grace period after well is shut in to pay.

· L’ee – wouldn’t like clause in our lease bc applies only to gas wells.

(1) an oil well may also produce gas.

(2) Want the clause to apply to all sorts of wells in case your oil well starts producing significant amts of oil

· Clause isn’t clear abt circumstances under which shut in is allowed.

· What if gas prices drop?  Is it ok to shut-in then?

· Courts have held the purpose of the clause is not for speculation.

· L’or – would want higher/more frequent royalty payments.

· Delay rental is minimal.

· This well is capable of production in paying quantities.

· L’or – probably also wants a time limit to how long a shut-in royalty can maintain the secondary term.

· In Oklahoma -- This is a covenant
· Failure to pay shut-in royalty doesn’t breach the lease, just gives L’or a cause of action to sue for damages

· In Texas – It’s a limitation
· You must extract oil/gas to be producing

· Clause equates payment of royalty with extraction

· No payment = no production = lease terminates

c) Applying Savings Clauses 

(i) Often significantly overlap.

(ii) E.g., Well pump is hit by lightning & stops pumping.  L’or says lease doesn’t apply

(1) Lease repudiation

(2) Force majeur

(3) Temporary cessation

(4) Possibly shut-in

(iii) Problems

(1) L’ee erroneously relies on the wrong clause

(2) L’ee doesn’t tailor actions to fit with terminology in lease.

D. Covenants Implied in the Lease

1. Nature and Classification

a) Few obligations are expressly imposed on L’ee.  (Just payment of royalties if production)

b) L’ee has implied duty to protect against drainage, exploit a known reservoir w/reasonable diligence, & find a mkt.

c) Today – Will probably spell these things out in lease

d) In past 

(i) People really didn’t know what to put in

(ii) Development requirements drafted by attorneys may not have anything to do with actual geology of tract

e) Theoretical bases for implying covenants

(i) Covenant implied at law (Walker, TX)

· Covenants are implied based on the probable intent of the parties

· Courts will imply what the parties would have put in if they had known what would happen.

· If you spell out a covenant, then that negates any equivalent implied provisions

· Majority position

· TX – looks at presumed intention of parties as gathered from the terms actually expressed in the instrument

(ii) Covenant implied in fact (Merrill, OK)

· Courts implied covenants in order to redress the bargaining posiitons of the parties

· Court must imply obligations for the protection of the party who doesn’t have knowledge about the deed.

· E.g. – implied covenant of habitability in residential leases because vast disparity in bargaining positions bt landlords & tenants

· Here – L’or is in inferior bargaining position to L’ee (maybe not so true today)

· An express lease provision may not negate an implied covenant under this theory.  Need to look at the innate fairness of provisions.

· Minority position.

(iii) Lease is a relational contract

· The relationship is intended to last a long time

· Parties should expect rights & obligations to change over time.

· Lease sets out framework for relationship but details will change.

f) When is a covenant implied?

(i) So clearly contemplated that parties found it unnecessary to spell out (e.g., right to drive the car is implied in a car rental agreement)

(ii) Necessary to effectuate the contract as a whole

(iii) Not enough to say an implied covenant is needed to make the contract fair or that without it the contract would operate unjustly (contradicts Merrill)

g) Types of Implied Covenants – Texas

(i) Protect the Premises

(ii) Develop Reasonably

(iii) Administer Reasonably & Diligently

h) Types of Implied Covenants – Kuntz & Lowe

(i) Prevent Drainage 

= 
Protect

(ii) Develop the Initial Well



(iii) Reasonable Development

Develop

(iv) Explore 

(v) Market



Administer

(vi) Operate

i) Basic idea of all implied covenants – Parties anticipate that L’ee will act as a reasonably prudent operator

j) Today most of these provisions are set out specifically in the lease (not implied)

(i) ¶6 of our lease – express covenant to prevent drainage

(ii) Lease can specify if provision is a condition, limitation, or covenant

(iii) Usual Rule – Courts don’t like forfeiture of interests in land

· If you spell out that lease terminates, court will treat it as a limitation or condition.

· If not, court will treat it like a covenant

2. Remedies – Is the lease over if L’ee blatantly violates the implied covenant to develop?

a) OK, Ark., Some Other States
(i) Remedy is for breach of a condition subsequent
(ii) Especially if an action in damages might be hard to prove, a breach of implied covenant can lead to termination.

(iii) Doesn’t end automatically.  Grantor has to do something to terminate the estate (e.g., give notice & allow G’ee to fix the breach within a notice period)

b) Texas
(i) No termination of lease for breach of covenant (E.g., if you breach a covenant in residential housing, you don’t lose your land.)

(ii) Possible Remedies

(1) Injunction – against violating covenant

(2) Damages – to the extent the violation causes a decrease in property values, etc.

(iii) Problems in oil & gas context

(1) Injunction won’t really rectify L’ee’s failure to develop property for the last 10 yrs.

(2) Difficult to prove damages bc BOP on (.

(iv) A really egregious breach might be counted as a condition, but none have yet.

c) NO States 
(i) Not a limitation / special limitation -- event that immediately terminates a fee simple determinable

(ii) Courts aren’t too enthusiastic about the fsd anyhow.  Certainly won’t imply a limitation.

3. Implied Covenant to Protect Against Drainage

a) Basis

(i) It never would have occurred to anyone to have to expressly spell this out in lease

(ii) Presumed Intent -- To further the purpose of the lease (make a profit/royalties), we would anticipate that L’ee would protect against this.

(iii) A reasonably prudent operator in the position of L’ee would protect against drainage by drilling an offset well when neighbor has well close to property line

b) Elements

(i) Substantial drainage

(ii) A reasonably prudent operator would have drilled an offset well to protect against drainage

· RPO wouldn’t drill unless it thought it could recoup expenses + make profit

· Litigation issues -- How much profit operator would expect, whether profit could be made from this particular well

c) Amoco v. Alexander
(i) Facts

· Amoco owns leases in 2 different parts of field w/Exxon in middle

· E flow from L( R

· Amoco drilled wells on R tract, not L

(ii) ( -- No protection against drainage on L tract

(iii) Amoco – Given field geology, it makes more sense to get production on R;  If we drill on L, L’or on R will sue

(iv) Ct – L’ee’s responsibility to protect each individual L’or, even if they’re in conflict.  If you can’t do it, will be liable to one of them.

d) Typical scenario – Both L & R L’ors have leased to same oil co.  
Ct will treat like exceptional situation & look for exceptions

· What would A do if B were doing the draining?

· If A would drill an offset well, that’s what B has to do.

· If they would pool, etc.

e) Burden of Proof (some courts) – A has to show that it acted reasonably and that this would have been reasonable behavior even if B had been doing the draining

4. Implied Covenant to Drill an Initial Well

a) In early days of oil & gas exploration

(i) Long-term lease (e.g., 50 yrs)

(ii) Perpetual lease (term for years that could be renewed every yr that L’ee paid rental; no option for L’or to terminate)

(iii) Courts read implied obligation to drill initial well because the main focus of L’or is to get royalties

b) Today – Primary term/delay rentals negate the need for this implied covenant.

5. Implied Covenant of Reasonable (Further) Development

a) Theory – Necessary to carry out the obvious purpose of the Lease

(i) L’or expects royalty

(ii) L’ee expects to make a profit

(iii) All O&G producing states have taken this position

b) Elements

(i) Unreasonable Delay

· But from whose perspective?

· 5 yrs might seem like a long time to a human L’or but not so long from the perspective of a corporate L’ee

· Reasonably prudent operator (some other company) would have drilled more quickly

(ii) Profitability

· Reasonable expectation that another well would be profitable.

· This is more than production in paying  quantities

· Income                    + 
Profit
Capital Investment

· Will need an expert witness

(iii) Notice

· L’or notified L’ee that it breached covenant & gave L’ee a reasonable time to start development

· Whether this is a necessary element depends on the remedy L’or is seeking

(1) Ark. – implied covenant is a limitation
· lease terminates automatically

· Don’t need to give notice

· Minority view

(2) Some courts – L’ee’s conduct is an abandonment of the undeveloped portions of the lease

· Can only use where the lease creates a non-possessory interest like an easement

(3) Devon case (Neb.) p.252 – Implied covenant is a condition
· Lease is fee simple on condition subsequent

· Need to give notice in order to get right of re-entry

(4) Texas, most courts – This is a covenant
· Suit would be for damages

· No need to give notice.

· Complaint is that L’ee should have begun further exploration X yrs ago.  Giving notice doesn’t provide L’ee opportunity to remedy this past injury

· L’or wants L’ee to start developing

· Damages = lost royalties + time value

c) Conditional cancellation

(i) Court awards damages

(ii) Also imposes an obligation on L’ee to start developing.  If it stops developing, it loses the undeveloped portion of the lease.

d) Covenant of reasonable development only applies to area of known reservoir.

e) Does L’or have an obligation to develop in unproven area?

6. Implied Covenant to Explore – two views

a) Colorado (Meyers) – Covenant to explore is distinct from covenant to develop

(i) Theory

(1) Reasonable operator would do something with the unexplored areas of the lease.

(2) L’ore anticipated exploration on undrilled portions of lease

(ii) General Factual Question – Is L’ee acting unreasonably?

(iii) Factors

(1) Large unexplored portion of lease

(2) Geological evidence of oil-bearing structures

(iv) Remedy = Cancellation of unexplored portion

b) Texas, Oklahoma – No implied covenant of exploration

(i) Theory was 1st advanced in a type of case where equities did not favor L’ors

· 360 acre small tract assigned to 1 well.

· L’ors aregued L’ee should have drilled deeper.

· Logically the same, but equitably doesn’t seem the same

(ii) Argument was for truncated version o development covenant.

· No sharing of profitability

· Ct – L’or is asking L’ee to do something that might be a big $ loser

· Purpose of lease is development with the reasonable expectation of profit

(iii) Problem with the remedy (esp. in Tx)

· L’or doesn’t know what’s there.  ( No way to show lost income

7. Lease Clauses to Ensure Reasonable Development & Exploration

a) Retained Acreage Clause

(i) At end of primary term, producing well will maintain the lease only to a specified amount of acreage.  The lease terminates for the rest of acreage.

(ii) Leads to faster termination of part of lease than continuous development clause

(iii) Up to L’ee which acres are maintained

(iv) L’or would prefer well to maintain only the drilling unit.  
Unlikely that L’ee would agree to that.

(v) Clause has to be carefully drafted.

(vi) L’or wants:

(1) Provision as to when acreage has to be designated.  

(2) Fall-back provision – If L’ee doesn’t designate w/in that amt of time, L’or gets to designate.

(3) Designated acreage must be contiguous.

(4) Prefereable for acreage to be square/rectangle in shape, but this is difficult to draft

b) Continuous Development Clause

(i) L’ee has to continue drilling in order to maintain lease for entire acreage.  If L’ee stops drilling, Lease will terminate as to the undrilled acreage.

(ii) Issue – what is the permissible time span between completing 1 well & beginning another? (Maybe 6 mos)

(iii) Parties need to specify how much acreage is maintained by each well if drilling stops.

(iv) Typically leads to more drilling than retained acreage clause

c) Purpose of the clauses

(i) Implied covenant of reasonable development prevents serious burdens of proof & will lead to battle of experts.

(ii) Protect against speculation by small oil company that might not drill.

(iii) Large oil co. most interested in proving up reserves & holding on to property until it decides to drill.  Corp. will have a more long-term view than land-owner.

(iv) Different types of companies are interested in different types of drilling.  If Company A wants crude oil at 10,000 ft & B wants natural gas at 15,000 ft, may want a horizontal severance (well retains only a certain # of acres & only down to level drilled)

d) Nature of the Clauses

(i) Typically limitations with remedy of termination.

(ii) Retained acreage clause modifies habendum clause of ¶2

e) Problem – Can supersede any implied covenant of reasonable development with these express clauses

8. Implied Covenant to Market

a) Almost all litigation is related to natural gas Ks executed before 1990.

b) Natural gas law before mid/late 1980s

(i) Gas price regulation system highly complex.  

· Nat’l gas producer could sell gas for an amount that depended on factors like:

(1) Gas being sold in interstate commerce?

(2) Gas in old or new reservoir?

(3) On-shore or off-shore?

· Operators would prefer higher-priced option, but mkt & system didn’t always allow that.

(ii) Only purchaser was pipeline.

· Pipeline would resell gas on the other end.

· Rationale – Cost a lot of $ to build pipeline.  To justify the building of infrastructure, must be assured source of gas.

(iii) Long-term Contracts
· Reason for price restraints.

· Concern that pipelines would price-gouge (Only buyer on one end – monopsyny; only seller on other end – monopoly)

· Gas producer would need assurance that pipeline would buy at least a certain amt & at a steady rate.

· BUT demand for nat’l gas fluctuates with seasons & weather.

(iv) Take or Pay Clauses
· Pipeline would commit to take & pay for 100,000 Mcf/yr.  

· If they didn’t take that much in a yr, would pay for it anyhow.

· Could make that up over a 5 yr period.  Next year, pipeline can take amt they paid for but didn’t take this year.

(v) Emergency Needs
· In especially hard winters, pipeline can’t meet demand on contractual demands.

c) Post 1990s – No gas-price regulation.

(i) Replaced by FERC Order 636

· Pipelines must act like common carriers.

· Purely competitive system.  Producers can sell to highest bidder

(ii) Producers contract directly with purchasers.  
Gas company needs marketing agent to find best price.

(iii) Contracts with varied terms (length)

· When gas is cheap, purchaser might want to tie into price for a long period of time.  May be shorter K when prices are high & look like they may fall.

· Result – Still have a wide variation in price gas will be sold for.  BUT based on mkt, not regulation.

(iv) Spot sales – e.g., might arrange to sell 200,000 Mcf to CA utility today.

d) Duty to market at best price

(i) In past – L’or knew how much $ he’s getting based on who he’s hooked up to.

· Question for L’or – Did L’ee do the best job of marketing he could?

· Is it an arm’s length transaction or is L’ee selling to an affiliate?

(ii) Today – All gas is commingled in pipeline.  

· Producer may have a million Mcf in pipeline going to several different purchasers.

· No commitment to sell A’s gas in particular.

· L’or doesn’t know what the deal is.  Does know what the highest price available is.  Will argue that L’ee should have sold gas for that amt.

· Q:  How do you determine when the covenant to mkt has been breached if you’re selling lots of gas under separate Ks but can’t specify which gas goes where?

9. Shivers v. Texaco (Tex. App.—Tyler)

a) Facts

(i) Texaco had drilled into a tight gas formation (expensive to produce from)

(ii) Gov’t tax incentive, available to both L’ee & L’or, for drilling in tight gas formations.

(iii) Texaco took tax credit, didn’t tell L’ors that tax break applied

b) Suit – Texaco had implied duty to tell Shivers abt tight gas formation & tax credit

c) Court – No general obligation for L’ee to give L’or information that might benefit him

10. HECI Exploration Co. v. Neel (Tex. 1998)

a) Most controversial O&G case Tx. S.Ct. has decided in last 7-8 yrs.

b) Facts

· Neel leased to HECI

· Adjacent land leased to ALP; well on gas cap.

· ALP started overproducing their well.  This disupted the reservoir because it pulled oil & water into the gas cap and reduced the overall recoverable reserves w/in the reservoir.

· HECI complained to RR Comm’n & sued ALP.  Recovery in 1988

· Neels found out about the situation in 1993.  Can’t sue ALP because SOL is 2 yrs for tortious injury to reservoir & ALP is judgment proof.

c) Suit -- alleges implied covenant to notify L’ors of events or happenings if that information will allow L’ors to protect their own interests

(i) Duty to tell Neels that HECI intended to file suit so that Neels could sue at same time.

(ii) HECI should have informed Neels that they had a cause of action b/c L’ee has info abt reservoir geology.

d) Court holdings

(i) No duty for L’ee to tell L’or that L’ee intended to file suit

· Purpose of implied covenant:

(1) Duty is so obvious, don’t think to put in lease

(2) Duty is necessary to effectuate purpose of lease

· Neither purpose applies here

· L’ee not collaterally estopped by L’or’s bringing suit

(ii) May be a covenant to inform L’or abt c/a, but its barred here by SOL.

(iii) Also, landowner has obligation to protect his own property

e) Discovery Rule

(i) Neels claimed there was no way they should reasonably have known what was going on.  Information applied to function of extracting minerals from ground & Neels couldn’t know w/o “pestering” HECI

(ii) Texas Rule – Cause of action must not only be hidden, but must be inherantly undiscoverable for the discovery rule to apply

(iii) Court – this wasn’t inherantly undiscoverable

(1) HECI’s suit v. ALP & complaints to RR Comm’n were public record.

(2) Neels could have seen ALP well & researched whether they were violating RR Comm’n orders.

f) Reaction – Court’s view of what’s inherantly undiscoverable makes everything discoverable.  Unless L’or continually asks L’ee if something odd is happening, no way to know.

g) Fallout

(i) Proposal to amend SOL so that c/a arising out of O&G lease doesn’t accrue until ( could reasonably discover it.

(ii) Oil companies fear it opens door to tort recovery (e.g., for past pollution events), not just to br/covenant

(iii) Smith – Doesn’t see why this rule should be applied only to O&G leases.  Would broaden the discovery rule across the board.

E. Royalty Obligation under the Oil & Gas Lease

1. Standard O&G lease makes 3 basic distinctions w/respect to production

a) Oil – Royalty in kind

(i) In past -- Effect was to split rights to oil.  
If you had 1/6 royalty, you had a right to 1/6 of the oil produced.

(ii) Today, that almost never happens

· Lease transfers 100% of oil in ground to L’ee

· Royalty = payment.  Not right to oil in ground.

· L’or has no right to drill own well to recover 1/6 of the oil

· L’or retains possibility of reverter

b) Natural Gas – Leas almost never provides for payment in kind

· Typically, if gas is produced, L’ee accounts to L’or in cash.

· No right to 1/6 of the gas produced.

· Reason for distinction – oil is easier to store than gas

c) Method of accounting depends on where the natural gas is sold

(i) At well – L’or entitled to his share of the sale price

(ii) Off the premises – Something must be done to gas to make it marketable (e.g., desulphurize, re-compress)

· L’ee accounts to L’or for the market value of the natural gas

· Rationale – If natural gas is sold off the premises, it’s because L’ee is doing something to it.  L’or shouldn’t get free ride

2. The “Market Value” Issue

a) If mkt value 
= sale price off premises – cost of processing

Then mkt value
= sale at well head
BUT this isn’t explicit in the standard lease.

b) Our Lease

(i) royalty for gas sold off the premises = 1/8 mkt value at well

(ii) royalty for gas sold at the well = 1/8 sale price

c) 1970s – sale price of gas often for less than mkt value due to long-term sale agreements & price-restriction regulations

d) Pineywoods/Vela Rule (Tex., Miss., KS)

(i) L’or entitled to mkt value as its produced and sold.  Will get more $ as price goes up.

(ii) Lease is drafted by L’ee.

(iii) Mkt value = what a willing buyer would pay a willing seller, NOT contract sale price.

(iv) Majority rule for gas sold off premises

e) Minority Rule (OK, La.)

(i) Majority view ignores mkt reality

(ii) Gas is only sold under long-term contracts.

(iii) Should look at whether K reflected mkt price at the time the K was entered into.

f) Today – method of marketing natural gas has changed dramatically

(i) More competitive

(ii) Long-term Ks phased out

(iii) Ks more likely to reflect current mkt values

g) Yzaguirre v. TCS – The Reverse Vela Situation

(i) Facts -- K entered into in 1970s at peak of natural gas prices.  K price was 5-6X higher than going mkt rate today.  Gas sold off-premises

(ii) Lease – L’or entitled to mkt price of natural gas at well

(iii) L’ee’s arguments 

(1) L’or can’t claim sale price now when mkt value < sale price.  Need to stay consistent with Vela.

(2) L’or doesn’t get to take advantage of enhanced value.

(3) Expressed provision in lease for royalty based on mkt value supercedes implied covenant to market at highest price

(iv) L’or’s arguments

(1)  L’ee can allow lease to terminate if he’s dissatisfied with lease agreement.  L’or doesn’t have this power.  Can’t force renegotiation if agreement is financially disadvantageous.

(2) Implied covenant to market – L’ee has obligation to marked gas at the best price available.  This value is what the l’or is entitled to.

h) New Contracts – Typically say royalty based on (sale price) – (cost of processing + transport)

i) Market value of Oil

(i) Our lease – provides for payment of oil in kind.  L’ee has the option to purchase L’or’s oil & pay the mkt price for the field.

(ii) Historically – What L’ees have paid for oil has been the posted price

· E.g., Exxon will pay $X for oil from this particular field.  Based on quality of oil & transportation costs.

· BUT Posted price ( price actually paid in commodities mkt

(iii) Now – L’ors seek actual mkt price

3. Valuing Royalty: Deductibility of Post-Production Expenses

a) Liability for Costs

· Royalty is cost-free, but to what point?

· Parties don’t anticipate that the landowner will get benefit of certain types of transport, processing that L’ee is involved in.

b) Deductability Rule (TX, others)

(i) Production = at the wellhead

(ii) Wellhead = point at which oil comes to ground & then you do something with it

(iii) Lease is about transforming HCs that otherwise have no value into something saleable above ground.

(iv) Royalties are cost-free only until out of the land.

(v) L’or must bear her share of costs to make oil/gas marketable.

(vi) Carried Interest – Oil & gas co. bears costs & subtracts L’or’s share of costs from her share of production.  L’or doesn’t have to front costs.  Costs subtracted from royalties

(vii) Net-back approach – Value = (Sale price) – (Costs to get it ready for sale)

(viii) Principle problem – non arm’s length transactions (“sham transactions”)

(ix) Can contract to use non-deductability rule, but must be clear.

c) Nondeductability Rule (OK, CO, Ark., ND, Fed.) 

(i) Cost-free for natural gas means cost-free beyond the point of the wellhead.

(ii) Federal Gov’t specifically requires L’ee to bear all costs.  ( Over 1/3 of on-shore lands & all of outer continental shelf is subject to this rule.

(iii) Middlestadt (OK)

· Claim for reasonable costs, not actual costs

· Burden on L’ee to challenge what’s reasonable

(iv) Rationales

(1) Merrill – Cost-free until gas is made marketable

· L’or has no legal ability to mkt nat’l gas

· Oil company is subject to an implied marketing covenant.

· Implied obligation to market means gas must be made marketable by L’ee

· Must remove impurities (H20, HS)

· Must get gas to high pressure

(2) Kuntz – Nothing is “produced” until its at a point where someone will buy it

· Too simplistic to say production stops at well-head.

· Analogy:  Car off assembly line still isn’t ready for sale.  Toyota must still be tuned, touched up.

(3) Doesn’t make sense to hold L’or responsible for costs she can’t control.

· In L’ee’s best interest to minimize exploration, drilling research costs.

· If L’ee doesn’t do that, shouldn’t affect L’or

· If once gas reaches initial storage point L’or becomes liable for 1/6 of the costs, L’or may be stuck with inefficient L’ee and has no remedy.

(4) Concern that L’ee will overcharge L’or for processing and transport.

· Gas from well is transported in trunk line to central distribution point.  There its processed, put in pipeline, & transported

· Good possibility that L’ee (or subsidiary, affiliate) owns trunk line & central processing point.

· Incentive to L’ee to overallocate costs.

· If these are not arms length transactions, up to producer & affiliates to defend costs.

(v) Downsides

(i) To extent you increase costs of venture, may discourage exploration & production in unknown/marginal reservoirs

(ii) Wells may be abandoned earlier as cost & production start to equal each other sooner.

4. Division Orders and the Royalty Obligation

a) Hypo:  Houston Lawyer leases 1000 acres to Marathon Oil Co. in consideration for a 1/6 royalty.  Marathon produces oil & sells crude to Koch Oil Co.  

· Who does Koch pay when it buys the oil?

· Koch probably contacts Marathon who says we get 5/6, HL gets 1/6

b) Primary function of division order – tells someone how to distribute proceeds from sale of iol or gas.

c) Indemnity – If HL is actually entitled to less than 1/6 royalties, she indemnifies Koch for the overpayment (HL is unjustly enriched.  Other royalty owners have cause of action vs her)

d) Statutory Rights (TX) – If a payor fails to pay you w/in a specified amt of time, you’re entitled to your payment + interest.

e) Division order informs L’or that she may have statutory rights, but doesn’t set them out in writing.

f) Why should HL have to sign division order?  
She executed the lease, Marathon must believe she has good title.

· Koch is simply the buyer of a commodity.  It doesn’t want to have to do a title search.

· Ownership of royalties may have changed since lease was signed
(HL transfers 1/24 interest to each of her sons.  S2 assigns half to Turner:

HL = 1/12, S1 = 1/24, S2 = 1/48, T = 1/48).

g) What if HL doesn’t sign?

· No legal doctrine that you must sign

· BUT Texas Statute – If you don’t sign, company that owes you $ can withhold royalty w/o interest

· Oklahoma goes the other way.  As long as you have marketable title, you don’t have to sign a division order.

h) What if correct division orders are reversed? (e.g., S1 owns 1/24 but says entitled to 1/48.  S2 owns 1/48 but signs for 1/24).

· S1 is estopped by his signed division order to sue Koch.  

· Must recover from unjustly enriched S2.  

· Payor paid everything he’s supposed to.  No remedy against Koch.

i) HL is just obligated to truthfully state that she’s entitled to 1/12.  Doesn’t have to state division of remaining 1/12 (might not even know about Turner).

j) Govinda v. Strata (Tex. 1986) p.329

· Strata didn’t pay out all Govinda was entitled to.

· Strata was unjustly enriched, not the other royalty owners.

k) Division order formula:  Fraction x Sale price ($) = Payment

l) So far, we’ve been talking about situations where fraction is incorrect.  Could also have incorrect $ amount.

m) Oil royalty owner entitled to royalty in kind

n) Natural gas purchasers rarely send out division orders

· Producer owns all the gas.  They would be the one sending out division order.  Purchaser pays all the $ to him.

· Court – bound by devision order, even though L’ee benefits from its own mistake (royalty based on wrong amount).  Wrong basis upon which royalty should be paid.

o) Division Order Statutes

· Payor needs to know who to pay.  Has to rely on L’or for this info.  L’or has to certify that she owns this fraction of oil/gas.

· L’or can see argument if its an oil K.  L’or is owner of that fraction of oil.  But usually L’ee sells on behalf of L’or (esp. where its nat’l gas) & then pays to L’or

· Lessor:

(i) Lease doesn’t require me to sign this.

(ii) Lease itself requires that I give L’ee notice if I assign some interest.

(iii) Division orders chang the terms of the lease (e.g., lease may say royalty based on mkt value; division order may say based on sales price – OR – lease says you can pool up to 40 acres, you’ve pooled 160 acres)

· Result – Spate of division-order legislation

p) Texas Statute – Payor can condition payment of royalties based on signing of division order.

· BUT to do that, order must only contain statutory terms.  

· AND can’t have language in division order contrary to language in lease.

· BUT if L’or signs division order, lease terms are nullified.

· Division order is binding while it is in effect

· Revokable at will.  Binding as long as you accept payments.

q) Suppose L’ee doesn’t pay Royalties.  Can you argue that non-payment terminates the lease?

· No.  Lease = covenant.  If L’ee breaches, you have an action in damages but lease doesn’t terminate.

r) Why?  Especially when non-payment of delay rental or insufficient shut-in royalty will terminate lease

(i) Standard Lease is drafted by L’ee

· Things that terminate lease are all optional to L’ee.  L’or doesn’t get options.

· But L’ee is obligated to pay royalty.

(ii) Mineral titles are complicated.  Non-payment of royalty is often based on the fact that L’ee doesn’t know who the royalties go to.

(iii) In the 1910s &20s it didn’t make any difference to the L’or.  In those days, natural gas wasn’t worth anything & L’or got oil royalty in kind.

s) Today – an increasing number of leases are different from the standard form.  About 10% provide that non-payment of royalty will terminate lease

t) Termination provisions

(i) Limitation – non-payment automatically terminates the lease

· Lease provision n.2 p.337 upheld by court

· Pretty tough to get an oil co to agree to this type of lease

(ii) Condition – L’or gives notice of non-payment.  L’ee has an amount of time to pay royalty.  If he doesn’t, L’or can terminate.

u) Coastal States v. Roberts (before TX S.Ct)

(i) Facts

· Lease stated that if L’ee wrongfully w/held royalties for 30 days, L’or can give notice & declare lease terminated after 30 days non-payment.

· Parties had been fighting for many years about calculation of royalties on existing wells.

· L’ee sent L’ors division order on new well.

· L’ors sent letter to L’ee asking for payment of all royalties due & owing.  Didn’t sign division order on new well.

· L’ee didn’t pay royalty.  Asked, “What do you mean?  Which wells do we owe on?”

· L’ors didn’t respond & then declared termination.

(ii) Issue 1

(1) L’ee – We didn’t wrongfully withhold royalties.  Lease said we can condition payment on signing of division order and you didn’t sign.

(2) L’or – Division order didn’t meet statutory requirements and deviated from the terms of the lease.  It was no good.

(iii) Issue 2 – Notice

(1) L’ee – Whole point of notice is to allow L’ee to respond in some meaningful way.

(2) L’or – Lease just says “notice.”  And you knew you were paying royalties on the other wells but not on the new one.

(iv) Q:  Why was a new division order needed if one was signed on the other wells?

(v) A:  amay have been a sale to a different producer.

(vi) Smith is employed by L’ees

v) Hitzelberger, n.2 p.337

(i) L’ee didn’t know new well was drilled.

(ii) L’or didn’t send out division order

(iii) BUT a court would probably hold that you can’t refuse to sign a division order in order to terminate a lease.

IV. POOLING AND UNITIZATION

A. Pooling

1. Definition – Getting together enough land to have a standard size drilling unit or stand size oil allowable unit;  A single well + acreage assigned to it.

2. Takes place after lease is executed (contrast communitization)

3. Voluntary Pooling under the Lease Pooling Clause

a) HL Hypo:  Suppose pooling clause authorizes pooling in units up to 40 acres in size.  Oil co. takes 10 acres from HLs tract & pools w/30 acres on neighbor’s tract.  Drills well on a neighboring well.

b) Savings Clause – Production from well on pooled tract is attributed to L’ee’s land

c) Habendum Clause (¶2) – Production maintains the entire lease acreage past the primary term

· Well on neighbor’s land has effect of maintaining lease to 10 acres of pooled land + remaining 990 acres.

· 1 well keeps 2 leases in existance past primary term

d) Allocation of production – On a surface acreage basis.

· HL gets 1/6 royalty on ¼ of production from pooled tract ( 1/24

· Doesn’t matter which property the well is drilled on

e) Implied covenant to develop – May be a cause of action to the extent the reservoir extends under the 990 acres.

f) Pugh Clause / Freestone Rider – If you pool a part of my land with a neighbor’s land, a well drilled on the pooled land only maintains the pooled land

· This applies whether the well is drilled on your land or your neighbor’s land

· Advantageous to have well drilled on neighbor’s land because they get all the drawbacks of development.

· Typically Pugh Clause is combined w/retained acreage clause.

· Doesn’t apply to forced pooling

4. Reasons to Pool

a) To comport w/ underlying geology & how well will drain (e.g., highly faulted field)

b) To conform to a pre-existing drilling & spacing pattern in the field

c) L’ee has a development plan for the area

· Typical argument

· In order to develop both tracts, must keep both in existance.  Need to maintain both leases for now BUT plan to drill extensively on both tracts later.

· Plans must be shown to court

d) Small Tracts (e.g., HL only owns 20 acres & std drilling unit is 40 acres)

e) Well allowable unit is different size than drilling unit

· E.g., Drilling unit = 40 acres BUT Allowable = 80 acres

· ( 40 acres would get only ½ the allowable a well on 80 acres would get.

· Pooled so oil co can produce 100 bbls/day from well instead of only 50

f) To share costs

· E.g., HL has leased to A Oil Co. & Neighbor has leased to B Co.

· Especially if expoloratory or high-risk well.

· Requires joint operating agreement – 1 Co. will be responsible for actual operations, the other shares the costs

5. Joint operating agreements

a) Hypo:  A proposes to drill a well on formation at X-depth and cost of Y.  If B & C agree, they have a joint operating agreement with A as general partner; B & C as limited partners

b) A makes most operating decisions; B & C have very little input.

(i) Authority for Expendatures (AFE) – Given by B & C to A at outset

(ii) Casing Point – when well reaches target depth, B & C get to decide w/A whether or not to continue development.

(iii) Increase Amount of Expenditures– Requires consent of non-operators

(iv) Abandonment – B or C may want to take over operations

(v) Additional Operations – Operator wants to undertake major drilling operations other than those set out by AFE (e.g., wants a dual completion – produces at 1st level but thinks will also produce at deeper level).  B & C can be carried for 2nd horizen.

c) Non-operators’ Decisions

(i) In/Out – A can go on without them

(ii) In/Carried – A gets to decide to incur extra costs; B & C decide either to bear them or to be carried w/risk penalty

6. Benefits to L’or from pooling

a) No well at all (( no royalties) without pooling

b) There is a development plan.  Will be wells on both side of property line.  L’or will benefit if this well is productive.

7. Effect of L’or successfully proving pooling is invalid

a) Well on neighbor’s land

· Lease will terminate on L’or’s land at end of primary term

· No production attributed to L’or’s land.

· L’or is in good position.  Oil is being produced next door & no lease on her land.

b) Well on L’or’s land

· Entitled to royalty on entire production from her land.

· Cause of action for back royalties

8. Rationale behind division order statute 

a) Problem in past b/c lease would be negotiated to not allow pooling or to allow only a certain type of pooling 

b) L’ee would do an unauthorized pool & refuse to pay any royalties to L’or unless she signed division order.  

c) Division order then said pooling unit was ok.

9. Possible bases for arguing improper pooling

a) Unit violates terms of pooling clause

(i) Typical Requirement – L’ee must record a declaration of pooling w/in a certain time after the unit is pooled

· Gives notice to L’or that land is pooled & lease is not terminated. 
( Good from L’ee’s viewpoint

· Failure to do so (perhaps bc L’ee is trying to figure out what pooling arrangements give him the best deal) will terminate lease

(ii) L’ee fails to abide by size units provided for in lease

· Our lease – no pooling units > 80 acres

· Why would L’ee do this?

(1) Several leases on small tracts.  Most say pooling of 80 acres ok.  One says 40 acres.  Unit is valid for all tracts except the one that limits size to 40 acres.

(2) Jones v. Killingsworth (Tex. 1965) p. 700

· Units of 40 acres needed to drill well

· Gov’t regs prescribe or permit units larger than 40 acres for full allowable

· Can pool to size prescribed.

· L’ee formed 80 acre unit

· L’or / Court – Pooling unit is invalid

· 80 acre units are permitted by the government, but not required.

· 40 acres are required.

· Can pool only to size prescribed by gov’t, not permitted, if the permitted size exceeds provisions of drilling clause

· Moral – Read crucial provisions very carefully.

· Still are leases w/this type of clause in existance

10. Pooling for improper reasons

a) Underwood, p.704 – “Smoking gun” letter;  we pooled in order to save these leases.

b) Circle Dot Ranch v. Sidwell Oil Co.
(i) Ranch – 640 acres; 3/6 royalty

(ii) Lease – can drill in units of 640 acres

(iii) Oil co. – drilled well & got production on ranch

(iv) Pooled unit – differed from what was shown on application









Pooled Unit = 640 acres

· Long & narrow – oddly shaped unit

· Doesn’t reflect drainage pattern

· Other leases had smaller royalties

· Other leases about to expire

(v) Bad Faith Pooling

c) Bad Faith Pooling

(i) Declaration of pooling includes different area than what’s reflected in drilling order

(ii) Pooled unit has unusual shape & doesn’t reflect drainage pattern.

(iii) Includes leases with lower royalties

(iv) Includes tracts whose leases are about to expire

d) Some cases of pooling are not that blatant
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· Difficult to prove bf pooling.

· Probably a reasonable explanation for this, e.g., a development plan for all 4 leases.

· Typical situation when L’ee owns all 4 tracts.

· Could have situation w/different L’ees.  Can still pool, but would 1st need to enter into a joint operating agreement

e) Pugh Clause 

· Makes good sense to anticipate problem & negotiate lease

· A well on pooled unit maintains your lease only to the land included in the unit.

· Doesn’t assume full development (would require retained acreage or continuous development clause)

· L’ee could assign full 40 acres on your tract to well.  Would maintain the whole 1000 acre lease

11. Community Lease 

a) May be viewed as a form of pooling

b) On lease basis, not drilling-unit or pro-ration basis

c) Hypo:



Neighbor

· Treated as an entire tract

· 1 lease executed for whole 300 acres

d) Effect – Production from either tract is treated as though it comes from the entire 300 acres

(i) Royalties shared in proportion to either L’or’s contribution to the community lease

(ii) Production is allocated 2/3 to Smith, 1/3 to Sister, no matter where on the community lease the well is.

(iii) This continues to work even if you have pooling:

· Pooled unit of Smith + Neighbor

· 50% of production goes to community lease

· Smith = 2/3 x ½ = 1/3 royalty;  Sister = 1/3 x ½ = 1/6 royalty

(iv) These leases are not so common today, but you still see it in situations like the hypo w/family ownership of land.

(v) Same situation as dividing royalty among co-owners.  E.g., Smith inherits 2/3 undivided interest, Sister inherits 1/3 undivided interest.

12. Forced Pooling

a) Trumps lack of pooling clause in lease

b) Most States (Other than TX) – Most pooling is by forced pooling

c) Larson – WY Conservation Commission created 80-acre units in N. Rainbow Field







· It doesn’t matter who actually owns the land.  This is the way the drilling units will be set up.

· If A drills, will want to enter into joint operating agreement & voluntary pooling w/B&C.

· B may not want to make capital investment, thinks its too risky.  C has no $.  
(No voluntary pooling agreement

· A can ask for compulsory pooling order decreeing that all 3 tracts are now assigned to this well.  A will be designated as operator.  Almost always designates that production will be allocated on surface area ratio

· A gets 50%; B & C each get 25%.

· B & C will be assessed for their part of the costs

· BUT B didn’t want to pool and C has no $.

d) Three Options for Non-Operators

(i) Participate

· A will bill B & C as A incurs expenses.  B & C then each pays 25% of expenses.

· Option may be more attractive now than when A 1st proposed voluntary pooling

(1) Regulatory agency’s determination of what costs may be charged to the partners may be more favorable to the non-operators than the operator’s original offer was.

(2) Now that drilling’s a sure thing, may look more favorable to B & C.

· Assume C goes with this option.  C is now a co-operator w/A and shares the risk. 

(ii) Be Carried

(1) Your share of costs will be paid for from your share of production.

(2) If it’s a dry hole, B isn’t out any thing

(3) A gets the benefit of the time-value of $ (interest on B’s share of A’s original investment)

(4) Because A takes all the risk of the venture, A can charge an additional fee for assuming that risk

· Amt must be approved by state regulatory commission

· Risk is assessed as a fraction of the costs that B is entitled to share.

· TX Statute – RR Comm’n can assess a risk charge of up to 100%.

· In most cases like this, agcy decides risk isn’t that high.  This sort of forced pooling usually occurs w/development wells, not exploratory or step-out well (well exploring boundaries of reservoir) ( little or no risk of getting non-productive well.

· If B opts to get carried, will get 25% of production, but 35% of cost might come out of his share.

(5) C would have the option of whether to pick up part of B’s assignment.  This usually doesn’t occur in a forced pooling situation

(6) B probably doesn’t have the option to pay down the interest early unless this is included in the carried order.

(iii) Assignment

· Assign your lease to the operator for some sort of consideration

· B & C typically retain an overriding royalty (maybe 1/16)

· A will pay a lease fee based on surface acreage.

· Unlike options (i) & (ii), B & C don’t get the option to share in production. 

· L’or doesn’t need to approve assignment, but most leases allow for assignment of leases w/or L’or’s consent.

· In Texas – Choices are between (i) & (ii)

· In Oklahoma – Choice between (i) & (iii)

· All options come out of a hearing.  B & C can participate in hearing, argue for lower risk costs, etc.

13. Forced Pooling in Texas

a) Less common than OK, LA, ND, WY

b) In other states, Regulatory agcy sets up drilling units

c) In TX, L’ee has more latitude is designating where the unit is
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d) A will prefer to form an 80 acre unit using acreage it has under lease

e) Rule 37 exception to provent confiscation

· C may only have 20 acres under lease, but is entitled to a Rule 37 exception to prevent confiscation.

· No other state has this.

· Result – A gets well on 80 acres, B gets well on 80 acres, C gets well on 20 acres.

· BUT can’t get Rule 37 exception if your tract is the result of a voluntary subdivision.

· If this is the case, C doesn’t get a Rule 37 exception.  If C can’t persuade A or B to enter into a voluntary pooling agreement, forced pooling is required for C to utilize oil beneath his tract.

f) Well allowable rules

· In past, permitted any well on a small tract to drill well & get reasonable expectation of profit.

· No longer the case.

· Well allowables are keyed to the amount of recovery expected on your tract.

· Even if C gets a Rule 37 exception, if well allowables are based on surface acreage, then C may not want to drill

· 80 acre well (std.) = 100 bbl/day allowable
20 acre well
      = 25 bbl/day

· Not economical for C

· C will want to get together with other L’ees & pool unit

g) Mineral Useage Pooling Act

(i) Gives a land-owner a regulatory remedy when he is faced w/a situation where he can’t get the benefit of the minerals beneath his tract

(ii) Other states – Rationale is to have an orderly drilling pattern.  Primarily a waste-prevention act.

(iii) Texas – effectively is a device for protecting correlative rights

(iv) Written in context of small tract problem

· Hypo in beginning of yr – ¼ acre tracts bc drilling on city lots.

· If 20 companies have leased the townsite, getting a voluntary pooling agreement is difficult.  High chance of lone holdout for $.

(v) Can’t invoke Act unless you make a good-faith effort at voluntary pooling 

· Must make a fair and reasonable offer
· Requirement is jurisdictional.  If RR comm’n finds not f&r, no jurisdiction for comm’n to force pooling

(vi) Act encourages voluntary pooling bc recipient of fair & reasonable offer knows that if he doesn’t accept the offer, he will be force-pooled.

(vii) Carson v.RR Comm’n (Tex. 1984), p. 741
· L’ee tried to force pool his own L’or.

· Lease didn’t have a pooling clause.

· Gas Co. drilled producing well on Carson’s land, then wanted to force pool to share production w/owners of neighboring tract.

· Tex. S.Ct. – not a fair & reasonable offer ( no jurisdiction to RR Comm’n

h) Muscle-In Pooling

(i) Afterthought to solve problems that resulted from MUPA

· Small tracts are pooled in such a way that Smith’s tract is left out

· Smith has small tract surrounded by large ones

· Any Normanna-type well allowable isn’t big enough to allow S to produce & there’s no-one left for him to pool with.

(ii) Smith can muscle in to a larger unit (even if its already standard size)

(iii) Procedure for muscle in

(1)  S applies to RR Comm’n for order permitting him to force pool w/A.

(2) Must allege he received no fair & reasonable offer from A for voluntary pooling and he gave F&R offer to A. 

(3) Has to notify all affected parties.

(4) B may claim he made S a F&R offer or A may claim S’s offer not F&R.

(5) RR Comm’n makes decision.  If sets pooling order, will set terms of the pooling agreement.

(iv) Typically with small-tract pooling, the party who wants to be operator is the one who proposes pooling.  Here, S is trying to join a unit where someone else is the operator

(v) To the extent there’s a problem with MUPA, it’s with this provision

(vi) 1 problem -- 4 producing wells on tracts surrounding S
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· S decides B’s well is producing the best & wants to muscle in there.

· Contrast small tract pooling – pooling done 1st, then drilling

· Here – S comes in to a no-risk situation

(vii) What’s the nature of the offer S should make in order for it to be fair & reasonable?

· 1 viewpoint:  “Fair & reasonable” = industry standard.

· May require S to buy his way into the successful venture.  May have to pay 10% of the costs up front & a penalty (typically 500% of S’s share of the drilling costs ( 50%)

· S gets no profit until he recoups this up-front cost.

· Problem – by statute, RR Comm’n can only top out risk factor at 100%.

· See note 2, p. 744

· 100% of costs = 100% of costs incurred by A who was forced into a pooled unit

· Ridiculous to impose 100% of all costs on S who only owns a very small portion of the acreage pooled

· Hypo:  S wants to muscle-in to tract A.  Wants 10% & wants to be carried (doesn’t want any risk factor).  AND S can’t establish that A is draining S’s acreage ( This is NOT a fair & reasonable offer

· BUT RR comm’n treated this as fair & reasonable.  This led to litigation.

· Argument – S should be showing that S’s tract is drained by well.

· Ct – We give discretion to an agency’s interpretation of its own regulations.

· This doesn’t mean the RR Comm’n let S muscle-in on this basis (10% + carried)

· BUT the most onerous std allowable by statute is costs + 100%

(viii) Upshot – unintended advantage to small-tract L’ee surrounded by large tracts.

(ix) Large tract L’ees can avoid this problem by “beating S to the punch”

· A can make a fair & reasonable offer of voluntary pooling before he starts drilling.

· This will prevent S’s muscle-in on B, C, & D as well (as Smith reads the statute)

· Problems

(1) A probably doesn’t want to pool with S

(2) A might assume B, C, or D will make offer

(x) Above hypo is usually not the problem.  Rarely a division of land like that.  More likely to have the town-lot problem where 1 individual tract got left out of small-tract pooling

(xi) Drainage

· Above, came up as jurisdictional question.

· No need to show drainage to get RR comm’n jurisdiction to order muscle-in pooling

· Don’t have to show drainage to get determination of fair & reasonable offer.

(xii) Abuses of muscle-in provision violate purpose of MIPA

14. Drafting Issues

a) Bad drafting usually occurs when “savings” clauses are added at the last minute.

b) Horizontal severances – Can have Pugh clause that severs lease based on depth of geographic formation BUT won’t be implied by ct if not specifically stated.

c) Retained acreage / Continuous drilling clauses

(i) Most common drafting problems

(ii) E.g., “Any well drilled on the leased premises will maintain the lease only to the acreage assigned to it.” 

· This will maintain a lease with dry holes.

· Doesn’t say drilled wells must be productive

d) Bibler Brothers Timber Corp v. Tojac Minerals, Inc (Ark, 1984) p. 755

(i) Lease clause 

· If part of leased land is included in pooled unit, L’ee has to keep paying delay rentals

· Only refers to voluntary pooling – “any pooled unti formed in accordance with the lease”

· No Pugh clause (production from pooled unit only maintains lease to land pooled)

(ii) Key point – The structure of lease is such that production on anywhere on leased premises (or allocated anywhere on leased premises through pooling) maintains the entire lease.

(iii) Any changes must be written very carefully

(iv) No implied changes that aren’t specifically set out

e) Wells v. Continental Oil Co. (Miss. 1962) p. 764

(i) In absence of Pugh clause, production in pooled tract maintains lease to the entire tract.

(ii) Q:  If 10 acres of my land are pooled into a 40 acre unit, ¾ of productio will go to pay royalties to other people.  Does my L’ee have obligation to offset that well to protect drainage form unpooled portion of the rest of my premises?

(iii) L’or – L’ee has obligation to protect me

(iv) Court – No such obligation

f) BUT what if there’s a Pugh Clause?

· Then offsetting might be necessary.

· Pugh clause effectively severs lease into 2 leases – 1 maintained by pooled tract & 1 not.

· May need to protect unpooled tract from drainage in pooled tract.

B. Communitization

1. Most atty’s mean – What happens under a community lease (Smith + Sister hypo)

2. Allows entire land to be developed as unit.  No need to worry abt drilling offset wells or drilling wells on each tract

3. Takes place at time lease is executed (contrast pooling)

4. Veal v. Thomason (Tex. 1942), p. 767

a) Co. leased land over entire reservoir; 22 leases all describing same 6000 acre tract of land.

b) 1 Lease was executed by Veals

c) Co’s perspective – Good; Can develop the reservoir as a unit

d) L’ors’ perspective

(i) Tied into the system.

(ii) Every L’or gets some fraction of production from every well that is producing w/in the 6000 acres, even if the nearest well is not next door.

(iii) E.g., 100 acre tract gets 100/6000 or1/60 of total production

e) Thomason -- Veals don’t own that tract, I do.  My prior rights supersede theirs.  They had no right to sign that lease.

f) Veals – Maybe you own it & maybe you don’t, but you have to sue every owner in the 6000 acres as necessary parties (Smith – Procedure trumping substantive rights)

g) Cross Conveyancing Theory
(i) Each property owner on a community lease conveys a property interest to each other owner.

(ii) Smith/Sister hypo:  Smith conveyed to his sister a right to 1/3 of production on his land; she conveyed to him a right to 2/3 production on her land.

(iii) Thomason is claiming he alone owns the land ( needs to sue all the other owners in community lease who have a cross-interest

(iv) Smith – No one likes this theory

(v) Question whether theory is limited to community leases or if it also extends to voluntary pooling

· Might say that when HL executes a lease w/pooling clause, she is authorizing the L’ee to transfer a fractional right to royalty in her land in exchange for the same in another’s land.

· The only difference is that in this hypo, L’ee becomes an agent to effectuate the transfer; in community lease, you do it yourself.

· No court has carried the theory this far.

(vi) Another problem – Conveyancing issue

· Let’s say there’s no question that the Veals own their tract.

· They sell it to Smith, who is ignorant of O&G law.

· If all the sale describes is that tract, does the right to participate in royalties of the land appurtenant with that tract run with the land, or does S only get the mineral right to 1/60 production on his land?

(vii) As a practical matter, these last 2 questions haven’t gotten a lot of attention

5. Alternative Theory – Community lease is a contractual arrangement in which you agree that others are entitled to a certain percentage of production

6. London v. Merriman (Tex. App. 1988), p.770

a) Court refers to “pooling,” but this is really communitization

b) Leased acreage

· 640 acres all owned by London

· Merriman had 1/16 NPRI in west 360 acres

c) Special Interest Clauses in Lease

(i) Standard pooling clause

(ii) Anti-communitization clause (p.772)

· If lease covers separate tracts, there is no pooling of royalty

· “Separate tract” = any tract w/different royalty interest

d) Production – all from East 320 acres.  London gets 1/8 royalty, Merriman gets nothing

e) Merriman – Claims 1/32 of gross production.

· I get ½ of 1/16 no matter where production comes from

f) London – Anti-communitization clause prevents this result

g) Court – Merriman can ratify
· The clause just says that executing a single lease does not pool royalties from separate tracts.

· London can’t unilaterally affect the size of Merriman’s royalty.

· But Merriman can get in on pooling of his tract w/outside tracts.

· Essentially treats anti-communitization clause as though its meaningless

h) Atty advising London should have said not to execute single lease for both tracts.  Treat them separately

i) Consider:

(i) L has 1/8 royalty in entire tract

(ii) M gets 1/16 NPRI on W portion, S gets 1/16 on E

(iii) If well drilled on E tract – S will ratify, M won’t.  

(iv) S gets his 1/16.  M gets ½ x 1/16 = 1/32.  L gets what’s left over of the 1/8 royalty (1/32)

7. Lease Ratification – Notify L’or or L’ee that lease purports to cover your interests & you agree to be bound by it

a) E.g., S inherits 2/3 interest in land; Sister inherits 1/3.  S purports to enter into a lease for 100% of land.  Sister can ratify.

b) Some case law – can also ratify by bringing suit for what you would be entitled to under the lease

c) You can not draft a clause that does not allow M to ratify communitization.  The NPRI holder doesn’t have control over the lease.  ( You can’t prevent him from getting his share of the royalty.

C. Unitization

1. Definition – Developing an entire reservoir (or a vast majority thereof) as though all surface & mineral rights are owned by a single person

2. In U.S., rarely if ever occurs until end of primary stage of production

3. Primary Stage – Energy inside reservoir is driving substances to surface

a) e.g. gas-cap expansion, water pressure, etc.

b) May still need pumps to get oil out of ground.

c) At end of this stage, there is still a lot of oil left in reservoir, just no internal pressure to get it out.

4. Secondary Recovery Program (old terminology)

a) Maintain internal endergy of reservoir by replacing energy source

b) Institute a pressure maintenance program

c) E.g., re-inject gas; “water flooding” – convert some wells in water-drive reservoir into input wells & inject water to drive oil towards output wells

5. Tertiary Production Methods
a) E.g., output wells in water flood are producing mainly water

b) Might intorduce a chemical surfectant to flush out remaining water.

6. Today secondary and tertiary production are called enhanced recovery
a) This is not a linear progression: 1(2(3.  Can depend on the reservoir.  
Reservoirs with “heavy oil” can’t be produced through primary production at all

b) Enhanced recovery methods tend to be expensive

(i) Thermal Recovery – Heat the heavy reservoir to make the oil less viscous.  
Drill down into reservoir, extend pipes horizontally, & inject steam.

(ii) Fire Flood – Set heavy oil on fire & let the fire “melt the viscous oil (Waseco, p.820)

(iii) Miscible Displacement – Use chemical (e.g., CO2) to make oil more fluid.

c) Methods require control of the entire reservoir

(i) Need to be able to drill & inject where-ever you want

(ii) Once you start water flooding, e.g., can’t control where water goes.  Don’t want to trespass onto other people’s tracts.

(iii) Desirable to get high participation in order to split costs.

7. Voluntary unitization

a) Very difficult to get everyone on board.

b) Depending on where you are in the reservoir, may still be producing oil.  Won’t want to change method of operation and have to pay to do so.

c) Collective action problems.

d) Chief operator will charge operation fee for costs of mgmt.

8. Forced Unitization

a) Adopted by every state except Texas

b) Key factor – Determination of allocating unit production & unit costs

c) Unit production – Everyone who’s part of the unit gets some share of the production 

· But how much?

· With pooling, shares are based on surface acreage and pooled units ( 640 acres.

· Reservoirs are much larger.  Shares would be proportionately smaller

· Ex:  Water drive reservoir

A
A

B
B





********




****************

H20


*********************

*************************

(A) My wells may be dry now, but the water drive has to go here.  My wells are essential to production ( I get a bigger share

(B) There is more oil beneath my land so I get a bigger share.  Anyhow, my wells are still producing now so I don’t really want to unitize.

d) Typical Unitization Statute

(i) Must start with 75% approval (measured on surface acreage basis) of cost/production allocation. (63% in OK)

(ii) This means 75% of L’ees + 75% of L’ors.  Enormous transaction costs to get all on board.

(iii) Traditional southwestern leases authorize pooling, but not unitization.  Exception is NM, where biggest L’or is Fed., which requires unitization.

(iv) Regulatory agency holds a hearing (to which the dissenting 25% are likely to show up).

(v) Agency can either accept plan, reject it, or approve with modifications.

(vi) If modifications are proposed, need 75% approval of those.

e) Operation terms are also contentious

(i) Who is in charge of operations?

· Typically whoever has greatest interest in field.

(ii) What decisions can operator make on own?

· May not want to give operator as much discretion as you would in a joint operating agreement for pooling.

· Not just talking about 1 well.  Here, its an enhanced recovery system which is pretty complex & may be going on for years.

f) Unit Operating Agreement (UOA)

(i) May have a management committee that supervises & instructs operator (similar to board of directors in corporations)

· If there are 20 L’ees on field, are they all on committee?  Representative for small L’ees?

· Is it 1 man/1 vote or are votes weighted according to interest in field?

· Are royalty owners on committee?

· All ultimately drafted ino UOA by attys.

(ii) Agreement esp. important at abandonment stage since very few UOAs contain reference to stopping the agreement

g) Operator is paid to manage unit in addition to his share of recovery.  ( may be situation where non-operators are ready to get out, but operatior is doing great based on fees.

h) What do you do abt small operator who doesn’t want to be unitized?

(i) Hypo:  Marginally productive reservoir.  Production would increase dramatically if unitize & use enhanced recovery.  

· Smith Oil Co. operates by buying leases of marginal productivity.  Wells produce 10 bbls/day (typical for TX & OK fields).  Smith is paying of lien on lease out of production.

· If unitize, S can’t come up w/his share of costs of enhanced recovery.  If he’s to participate, must be carried.  S is relying on certain level of income from fields.  If he’s carried, this income goes away.  He will be forced to sell out.

(ii) In Texas, there are many small companies like this.  This is what has sunk forced unitization in Texas.

9. Unitization in Texas

a) Voluntary unitization is tough to get;  Where it exists, it’s typically in a field with relatively small number of operators.

b) RR Comm’n sometimes encourages unitization by dropping well allowables in a field

c) Texas Statute – Don’t need unit approved by RR Comm’n, but approval has 2 advantages

(i) Protects against state anti-trust claims (not a problem these days)

(ii) Seems to protect against a claim for underground trespass from operators who were against unitization

· No particular percentage of consent required, but tends to be 75-80%

· Doesn’t bar recovery under another tort theory

d) Manzell – non-joiners can’t enjoin your operations
e) Nuisance – somewhere bt tort & property law.  Injury to ( weighed against benefit to (, extent ( could have avoided harm (i.e., by joining to plan), benefit to society
V. ENVIRONMENTAL ISSUES

A. Land Use Regulations – Can affect choice of drill site

1. NEPA

a) Only an issue if drilling on public land

b) Affects any major federal action having a significant effect on the human environment

c) Agency must do initial assessment of possible environmental impacts

d) Hearings will be held to determine env. impacts; alternatives to action ( EIS

e) Typically several EISs during O&G development process

(i) 1 when BLM decides to open up area for O&G development

(ii) 2nd when each tract is considered for leasing

(iii) If land is leased, L’ee takes subject to env. regs.

(iv) May be another EIS for specific drilling site

f) Upshot

(i) Significant delays on exploration & leasing

(ii) Procedural, not substantive constraints

(iii) Agency must be cognitive of env. consequences BUT is not required to choose the alternative w/least environmental impact

g) Impact – Significant delay can kill a project

2. CWA § 404 Permitting

a) Applies to private land

b) Need permit from U.S. Corps of Engineers to dredge or fill in navigable waters of the U.S.

c) Navigable Waters of the United States

(i) Territorial sea – area outside the dry land of U.S. facing 12 miles into a gulf or ocean is federal land.  This affects off-shore drilling

(ii) Navigable streams & rivers

(iii) Tributaries thereto

(iv) Wetlands that provide sources of water adjacent to navigable streams, rivers, & their tributories

d) Wetlands – area that contains vegetation that requires periodic submersion for optimum growth

(i) Requires § 404 permit bc affects quality of water in stream/tributary

(ii) Can be problem for oil co.  May not realize currently dry depression in land is actually a wetland.  Must look for different vegetation.

(iii) No § 404 permit required for isolated wetlands

e) New wetlands regulation extends definition of term “dredging,” ( expands list of prohibited activities requiring § 404 permit.

f) Getting a § 404 Permit – 3-Step Analysis

(i) Can you avoid dredging & filling in this navigable water?

(ii) If not, to what extent can you minimize the impact to the area?

(iii) If you can’t minimize the negligible impact, you must mitigate the impact on the wetland.

(1) Create a new wetland

(2) Restore a destroyed/degraded wetland

· 1st 2 options are environmentally prefereable, but are expensive for oil co.

· Involve purchasing land to create/restore wetland, maintenance fund, hiring of consultants

(3) Pay & Pave – Mitigation Banking

· Developer can purchase mitigation credits from private individual who creates or restores a wetland.

· This is typically the preferred option of developers.

· It will be expensive, but you pay a lump sum & then walk away.

· Mitigation will be “in the area,” but that’s loosely defined.  Supposed to be in the same drainage area.

(4) In-lieu payment – Payment made to environmental organization that specializes in protecting wetlands

· Preferred by oil companies because can use for PR boost.

· Problem – assuring that payment goes to protecting wetlands/equivalent lands in the area

3. ESA

a) Species may be categorized as endangered or threatened

b) To get protection under Act, species must be listed as endangered

c) § 7 – Applies to actions on Federal lands

(i) If federal agcy proposes action that might jeopardize the existance of an endangered species, the agcy must consult with FWS

(ii) If FWA determines jeopardy – can’t do it

(iii) Will be contractual provison in lease – you can’t drill in areas that might jeopardize an end. sp.

(iv) Applies to all listed end. sp.

d) § 9 – Applies to everyone

(i) Prohibits taking of an endangered species

(ii) Sanction may be monetary fine, jail sentence, injunction

(iii) “Taking” = killing, capturing, harassing, harming (statutory definition)

(iv) “Harm” = habitat modification that interferes w/life activities (eating, sleeping, mating, etc.) of end. sp. (regulatory definition)

· Babbit v. Sweet Home – FWS may define harm in its regs.

(v) Doesn’t apply to plants.  No federal prohibition v. harming an endangered plant on your own land

e) Alternatives

(i) Pick a drill site that doesn’t include habitat of endangered species

· Easier for oil operators to avoid violating CWA & ESA than it is for a developer

· Habitat probably doesn’t cover entire area of O&G lease

· Company can simply move drill site over a few 100 yds & drill diagonally.

(ii) Incidental Take Permit (ESA § 10)

· As an incident to your lawful activity, you may take an endangered species.

· To get permit, have to mitigate the effect of your activity

· Habitat Conservation Plan – Set aside some property.  Legally & financially assure it will stay or become habitat for endangered species.

(iii) Safe Harbor Agreement – Agreement w/FWS that you can modify or change your land as long as the total habitat available for end. sp. never gets below a measured baseline

B. CWA Regulation of Production Activities

a) All oil companies are supposed to have spill prevention plans & emergency spill control plans

b) Permit requirement for source point pollution

c) Quivera – EPA has jurisdiction to enforce permitting program for pollutants released into arroyo

d) Exemption for stripper wells

(i) Stripper well – any well producing < 10 bbls/day

(ii) RR Comm’n calls these “marginal wells”

(iii) This covers most wells in the lower 48 (mostly old fields w/ low production)

e) Exception for injection wells

(i) Gets you out of CWA but still have to meet requirements of Safe Drinking Water Act if you want to inject salt water.  

(ii) Need to get permit from EPA or from state agcy to which EPA has delegated its authority.

(iii) Water flooding – typically water is taken out of a different formation than the one you inject it to.

(iv) Concern that salt water will seep out casing into underground water supply.

VI. TITLES AND CONVEYANCES:  INTERESTS IN OIL & GAS

A. Common Types of Interests

1. Severance of Mineral Rights

a) Severance of surface rights from mineral rights (e.g., Smith owns all interest in land FSA.  Sells land to Garcia but keeps mineral rights)

(i) Texas -- Ownership in place jurisdiction; Two separate FSAs created

(1) Garcia – FSA in land 

(2) Smith – FSA in minerals

(ii) Oklahoma

(1) Garcia owns FS

(2) Smith owns all mineral rights.

· Has easement or profit a prendre

· Right to go on land and remove something

(iii) In reality, not too much land left where someone owns all of both surface & mineral rights.  Also, purchaser probably wants some of the minerals

b) Partial Severance 

(i) Garcia gets land + ½ mineral rights

(ii) Smith retains ½ mineral estate

c) In full severance hypo, what if S disappears & Texaco wants lease on G’s land?
G has 2 arguments, but both will probably be unsuccessful.

(i) Abandonment – Long period of complete indifference to mineral interest abandon its in favor of the surface interest

(1) Texas – This won’t work.  Can’t abandon a possessory interest in real estate

(2) Oklahoma (& some other non-ownership states)

· Abandonment is possible with a non-possessory interest

· Requires 2 elements

(a) Lengthy period of non-use

(b) Intent to abandon – In typical easement case, this is where the claimant tends to fail.

(ii) Adverse Possession

· In Texas, limitation period is 10 years.

· BUT remember that severance created 2 separate FSAs in the same tract of land.

· G has done nothing which establishes his adverse possession of minerals.

· Very difficult to win adverse possession of severed mineral rights.

· Difficult to quiet title against co-owner.

· Adverse possession of pooled land/slant drilling is difficult b/c no open & notorious possession

· If no severance – Adverse possession of surface extends to entire estate

· Active possession of surface ( constructive possession of minerals

d) Upshot – Garcia must deal with Smith in order to drill

2. Basic Mineral Rights

a) Payments for Surface Damage – Smith has no motivation to bargain for protection of Garcia’s surface rights 

b) Right to develop minerals yourself

c) Executive Right – Right to execute an O&G lease

d) Bonus



e) Delay Rentals
Rights under the lease

f) Royalty

(i) Landowner’s Royalty – Executed in O&G Lease

(ii) Overriding Royalty – Carved out of L’ee’s interest in O&G lease

· E.g., S leases land to X oil co.  X assigns lease to Y oil co & reserves 1/16 overriding royalty.  If Y gets production, it pays S his 1/6 landowner’s royalty and pays X its 1/16 overriding royalty.

· Cost free to the well-head.

· Very common bc leases are often assigned.

· Bc carved out of lease, expires w/lease.

· Drafting is important:  Does X reserve 1/16 of its 4/6 or 1/16 of 100%?

· Also used to pay for services (e.g., independent petroleum geologist, landman)

(iii) Non-Participating Royalty Interest (NPRI)

· Transfers independently of the O&G lease.

· 2 common situations

(1) Conveyed as part of estate-planning procedure to reduce value of assets

· Hypo:  Oil Co. is abt to drill on S’s land.  Everything suggests it will find a significant reservoir.  S is old, needs to start reducing the value of assets that pass to estate.  Conveys 1/32 royalty to each of his sons.

· Each has a perpetual right to 1/32 of gross production.

· Even if this is a dry hole, sons retain royalty right for any future production.

(2) Retained with sale of land -- S can transfer to G all interests but retain 1/16 NPRI in gross production

· Theoretically exists independently of G’s landowner’s royalty

· In reality, if G executes lease for 3/16 royalty, he’ll just get what’s left over after S gets his 1/16.

· No right to bonus or delay rentals

· No right to participate in leasing except to extent G can’t bind S’s interest in pooling.  Assume 20 acres of G’s land pooled w/ 20 acres from Neighbor

(1) Unit well drilled on G’s land

· S’s deed to G said S entitled to 1/16 royalty

· S didn’t authorize any pooling

· G is bound by reservation in S’s deed but is also bound by pooling clause in O&G lease (allocating production to the entire acreage & split by surface acreage)

· ( G gets ½ of production x his royalty (probably 1/8) = 1/16

· BUT S is entitled to 1/16 of 100% of production

· ( S gets all of the royalty G contracted for

(2) Unit well drilled on Neighbor’s land

· S is not entitled to any of the production b/c his NPRI comes entirely form G’s production

· BUT S may argue that the lease G executed purported to allow L’ee to pool the entire tract.  G didn’t have the authority to bind S to that, but S can ratify.

· If S ratifies the lease & is bound by pooling clause, S will get 1/16 of production allocated to the entire tract.  This will come out of G’s share

3. Conveying Mineral/Royalty Rights

a) Reservation of 1/16 Royalty = 1/16 of gross production

b) Reservation of 1/16 of Royalty = 1/16 of whatever royalty is provided for in the lease

(i) S takes a chance that G will negotiate for the largest possible royalty

(ii) Can provide for base level in lease:  Under no event shall the lease royalty be less than 1/8

(iii) Can argue that 1/16 of Royalty = 1/16 of all lease benefits (delay rentals, bonus, etc.)

· Probably won’t be interpreted that way

· Plain meaning rule – “Royalty” has a plain meaning ( court won’t look at drafter’s intent.

c) Terminable Interests

(i) Term of Years – “I reserve ¼ of royalty for 20 years from the date of transfer to G.”

(ii) “I reserve my right of ¼ of royalty for 10 years and as long thereafter as there is O&G production thereon”

· I.e., Get royalty if there is production w/in next 10 yrs.  No royalty if production starts on year 11.

· “production” = production in paying quantities ( constructive production

d) Drafting

(i) S reserves a 1/16 royalty

(1) Most States

· Royalty = Royalty

· S gets 1/16 of gross production

(2) Some States (W.Va., CO (before reversal by leg.))

· A grant or reservation of income is the same as a grant of reservation of the thing itself

· 1/16 royalty reservation = 1/16 of the mineral fee

(3) OK 

· Sometimes means mineral fee, sometimes means royalty.  

· Hardly anyone understands the differences

(ii) S reserves the right to 1/16 of O&G produced and saved from the land

· Right to production free from costs of producing

· Same as 1/16 royalty

(iii) Reserve the right to 1/16 of O&G in, on, and under the granted land (and produced and saved)

· Creates fee simple interest in oil & gas

· Bears costs of production

(iv) What if S wants a share of the bonus but G doesn’t want to have to deal with S every time he executes a lease?

(1) G gets sole executive right to bind G’s undivided ½ interest and S’s undivided ½ interest in mineral rights

(2) S retains the right to share in the three benefits only:  bonus, delay rental, royalty

(3) S retains a non-participatory mineral fee interest

(v) What if S reserves 1/16 of the oil, gas, and other minerals in, on and under the land; gives up all right to develop, execute, & participate in bonus and delay rental?

· S is left with a royalty, but what type?  

(1) Intent was for 1/16 of production only.  S gets 1/16 of gross production

(2) Texas Courts – read the deed in order

· S reserves 1/16 of O&G in, on, & under property = 1/16 of mineral fee = right to devlop, execute, share in bonus, delay rental & 1/16 of royalty

· S then gave up everything except the royalty rights = 1/16 of royalty, not 1/16 of gross production

· French v. Chevron situation.  A deed like this will overwhelmingly lead to litigation

(3) Oklahoma – Royalty can mean either royalty or fee simple interest

· Mineral rights = easement

· “in on or under” language has no application in OK (or LA)

4. Co-tenancy

a) Hypo:  Smith & Garcia each own ½ interests in mineral fee

(i) Each co-tenant has the right to use the interest in an appropriate manner (i.e., to extract the minerals)

(ii) G can execute a lease binding his undivided ½ interest.  His L’ee can go on land, explore, drill, & produce w/o S’s consent.

b) Hypo:  Smith & his sister own equal undivided ½ interests in W. TX ranch.  Texaco landman contacts them & asks them to lease land.  Smith says yes, sis says no.  Can E execute a valid lease if S objects?

(i) Minority View – No.

· Mining, including O&G production, is waste.

· 100% of owners must agree.

(ii) Majority View – Yes

· If mineral production is an appropriate use of land, any con-owner may approve it.

· In some states, the appropriateness might be a question of fact, but not Texas.

c) Assume E executes a lease tailored to his interests.  Lease covers his undivided ½ interest.  E gets ½ the usual bonus, delay rental, royalty.  Texaco drills & gets production.

(i) E gets his 1/12 (½ x 1/6) royalty.

(ii) What does S get?

· Same rules as co-tenancy accounting anywhere else.

· If E & S owned an apt, S would get ½ of rentals.

· Same here.  S gets ½ of net profits.

· Texaco has stepped into E’s shoes.  It then has to account to S for ½ of the profits.

· Note:  S has a carried interest.  She did not agree to O&G production and bears none of the risk.

· If the well is productive, Texaco gets to 1st recoup its initial investment.

· Then, S gets ½ of the net profits.

(iii) Calculation of Net Profits – Leads to litigation

· S will say well-by-well

· Texaco will say property-wide

· Does carried interest bear any cost of dry well?  

· Do you subtract cost of dry well from production of producing well?

(iv) Upshot – Texaco will probably not drill without S’s approval

· Will have to give her a large chunk of the the net profits.

· No matter how it accounts, will probably end up in litigation.

(v) When will Texaco drill?

(1) If co-tenant is unaccounted for and owns only a very small interest

(2) If title examiner messed up and thinks S has a ½ royalty, not ½ mineral interest

(3) If E signs a lease purporting to bind 100% of the mineral estate

d) Proportionate Reduction Clause 

(i) If L’or owns less than the represented estate, his benefits are proportionately reduced

(ii) Texaco gets to use all of E’s interest & has no risk of having to pay him more

(iii) Gives S the option to ratify the rease.

· Ratification – If the lease E signs purports to cover 100% of the mineral estate, Texaco may get production.  Then Texaco will send out a division order.  It may send one to S, saying “Sign this & you’ll get $XX.”  If she signs, she ratifies the lease & loses claim to 50% of net profits.

· Alternatively, S may wait for production & claim ½ of the net profits.

· It may be that 1/12 of gross productio is better for her than ½ of net profit.  Need a lot of info to make an informed decision

e) Delay Rental Division Order
(i) You own x% of the mineral estate and are entitled to x% of the delay rental.

(ii) Can be used to ratify lease before production

f) One co-tenant can never prevent the other from drilling on land

(i) Person who wants to drill has the right to do so.

(ii) BUT if S owns a large chunk of the mineral rights, no oil compnay will drill without her permission.

g) Partition
(i) Any co-tenant can compel a partition.

(ii) Problem – Courts are almost always unwilling to partition in kind.  They will want to give land of equal value to both parties.  Difficult to calculate w/minerals.  Instead, will partition by sale.

h) New Hypo:  E, S, & 18 cousins have mineral rights

(i) More realistic scenario.  Mineral estates in TX & OK are characterized by high degrees of fractionalization.

(ii) How this happens

(1) Bequest of mineral rights to descendants in equal undivided shares.

(2) Each time the land is sold, grantor insists on retaining fraction of mineral estate.  

(iii) Executing lease is difficult.  Texaco wants consent from all 20 owners so doesn’t have K w/just 1 owner and owe 19/20 of production to the others.

(iv) Remedies

(1) Receivership

· Can appoint a receiver if you make a bona fide effort to contact a co-tenant & notify them through publication

· As interest in O&G lease decreases, benefits are correspondingly reduced.  If your interest is in surface development & production, 1/20 of benefits may not be enough of an incentive to sign lease

(2) Dormant Mineral Interest Account

· If you own a mineral interest which is not active for a number of years (typically 20), it terminates.  At the end of the term, you have to re-record your interest in order to keep it from terminating.

· This doesn’t apply if mineral interest is connected to surface fee

· Indiana – On lapse, surface owner gets the mineral rights

· Mississippi – On lapse, 50% to state, 50% to surface owner 
(S.Ct. – this is like adverse possession ( taking)

· Louisiana – Views rights to minerals as a servitude.  Automatically terminate at end of 10 yrs.

5. The Executive Right

a) Power to execute O&G lease; viewed as an attribute of the mineral estate

b) Problem areas -- executing the lease will adversely affect the interest owner
(i) S has a terminable interest
· S sells land to G, reserves a 1/16 NPRI for 5 yrs and as long thereafter as O&G is produced.

· Later, oil co wants to lease land.  Willing to pay 3/16 royalty & no more.  If any outstanding NPRI, it comes out of this & G gets what’s left.

· M has an incentive not to lease for a few yrs or to build a provision into the lease that discourages drilling/production until S’s terminable interest expires.

· To what extent is G obligated to protect S’s interest?

(ii) S’s royalty tied to royalty G bargains for in lease

· When S conveys land to G, reserves right to ½ of royalty.

· If oil co is willing to pay 3/16 royalty, is G supposed to take that?  Push for bigger royalty?  Can he say, “Let’s not do 3/16 royalty.  Give me 1/8 royalty and a higher bonus.” 

(iii) Non-participating mineral right

· More complicated situation

· S conveys land to G: wants a share in the mineral estate, all lease benefits (bonus, delay rental, royalty).  G thinks this will cause problems down the road

· G says:  You give me the exclusive executive right.  You keep ½ of the mineral estate, but it will be non-participating.

· Leasing authority centralized in 1 person.

· S has undivided ½ non-participating interest in mineral estate; G has exclusive executive authority to bind all of their interests.

· G could manipulate the lease to favor himself & not S.  

· Manges v. Guerra -- leased the ranch to himself for a minimal bonus ($5) & minimal royalty (1/16).  Then turn around & assign the lease to a real oil co for large bonus & royalty.

c) Standards to hold the Executive to (weakest to strongest)

(i) No Fraud (2 states)

· In practice, this standard would have solved most of the cases where executive was held liable

(ii) Utmost Fair Dealing (most states)

· Smith – Probably means you are making the same sort of deal you would have made if the outstanding non-executive interest didn’t exist

(iii) Fiduciary (Texas)

· In acting w/respect to land, you have to do what is in the best interest of the non-executive.

· Significant difference – this std will get you punitive dmgs.

6. Texas Relinquishment Act

a) Provides type of ownership somewhat analogous to executive right situation

b) Background

(i) Spanish & Mexican Civil Law -- Sovereign owned the minerals

(ii) 1836 -- TX became a republic & succeeded to all the minerals

(iii) 1st Constitution relinquished title of minerals to current owner of soil.

· Land patented by any sovereign prior to 1895 – fee owner also owned minerals

· Public lands ( PUF; State retained minerals even if this land was later sold.

(iv) Spindletop – Tex gov’t started executing O&G leases on its mineral estate beneath surface land now in private ownership.  Led to problems:

(1) Oil cos in early part of 20th C were mean

(2) Mineral estate is dominant.  Surface owner had to deal w/lots of problems

(3) O&G drilling uses lots of water.  More problems w/surface owners

c) Texas Relinquishment Act of 1919

(i) Applies to all land patented since 1895

(ii) Says soil owner gets 15/16 of mineral estate, leaving state with 1/16.

(iii) Owner of soil acts as state’s agent & can bind the state’s 1/16 mineral fee interest

d) Problem – Act attacked as unconstitutional.  Can’t transfer school lands w/o good & adequate consideration

e) Texas Supreme Court

(i) That’s not what the Act really does.

(ii) State keeps 100% of mineral rights; doesn’t give anything to soil owner.

(iii) Soil owner is appointed as leasing agent.  To compensate him, he gets to share in ½ the benefits of the O&G lease 

(iv) S has fiduciary duty to look out for state’s interests

f) Surface owner’s benefits

(i) ½ the lease benefits (bonus/royalty/delay rentals).

(ii) Can’t reserve or convey any right in minerals unless there’s production.  If there’s production, S will get ½ of lease royalty.  He can convey part of this, but the conveyance terminates when production terminates.

g) Two reasons why courts have said surface owner of R Act lands can’t retain mineral rights

(i) He doesn’t own them

(ii) The whole point was to give an incentive to S owners to allow O&G leases which would benefit state but not cause them duty.

B. Conveyancing Issues

1. The Meaning of “Other Minerals”

a) No definable subsurface point where one person’s ownership in the surface stops & another person’s ownership in O&G begins

b) Mineral owner has right to any minerals, where-ever they are located, and right to access what he owns.

c) What is a “mineral”?

(i) Anything inorganic – about the only rule that hasn’t been adopted

(ii) Ejusdemen generis Rule 

· “of the like kind”

· If you have a list of specific things followed by a general phrase, construe the general phrase to be of the same sort as the specific things.

· BUT how do you classify oil & gas?  Hydrocarbons?  Fluids?

(iii) “Parties’ Intent” Rule

· Leases may have been in existence for many years.  By the time the problem comes up, parties may be dead.  How do you determine intent?

· With this rule, you have litigation over every deed.

(iv) Oklahoma Rule

· Lease conveying “oil, gas, & other minerals” says parties were just thinking specifically abt oil & gas.

· Mineral owner only gets those minerals that are necessarily extracted w/O&G

(v) Surface Destruction Test (Old Texas Rule)

· Surface & mineral estates are of equal dignity.

· Can’t destroy 1 to get to another.

· ( any mineral obtained by strip mining ( “other minerals”

· Title examiners hated rule – can’t read deed & figure out who owns what surface b/c you don’t know where it is.

(vi) Ordinary and Natural Meaning Test (New Texas Test)

· If most people think it’s a mineral, it’s a mineral

· Applies prospectively to leases entered into after June 8, 1983.

2. Fractional Interests:  The Duhig Rule (p.457)

a) Basic Facts

(i) O owns all Blackacre – surface & mineral

(ii) In conveyance of entire estate to A, O reserves an undivided ½ interest in O&G and other minerals

(iii) A then conveys to B all rights, but reserves an undivided ½ interest in minerals

b) Alternative Constructions:  Who gets what mineral rights?

(i) O = ½; A = ½; B = 0

· O keeps his half interest in minerals b/c his interest can’t be reduced by something A does.  Also, O’s conveyance to A was recorded, so B can know what O has.

· Reading the deed as written, A intended to keep ½ the minerals.

· B just gets the surface

(ii) O = ½; A = ¼; B = ¼

· All A had to convey was ½.

· A keeps ½ of his ½, or ¼ of the total mineral rights.  B gets the other ¼.

(iii) O = ½; A = 0; B = ½

· O kept his ½ in original conveyance to A.

· A purports to keep ½ and convey ½ to B.  But if A keeps the ½, then B gets less than what the deed purports to give since A can’t convey what O owns.

· B gets the ½.

· Texas Supreme Court came out this way.  Most people think its one of the others. 
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