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Oil and Gas Law

I.  The Formation and Production of Oil and Gas

A. Oil and gas are liquid and gaseous forms of petroleum, a chemically complex substance composed of hydrogen and carbon, with trace amounts of oxygen, nitrogen, and sulfur.

· Increased pressure upon petroleum found in sedimentary rock generates heat that transforms the organic material into crude oil and natural gas.

· Porosity and permeability.

· Rotary Rig v. Cable Tool Rig.

B. Oil is the preferred energy source because it is readily movable compared to natural gas.  Natural gas requires a pipeline and an initial large investment.  Large industrial countries use more natural gas.  Mexico is a net natural gas importer.  The natural gas is mixed with oil, so it is flared.  U.S. produces and consumes huge amounts of natural gas (22 Trillion Cubic Feet in 2000, mainly by industry) [8/28, Page 1, Frames 1-3].

II.  Ownership of Oil and Gas Rights

The norm throughout the world is that regardless of who owns the land, the mineral rights belong to the sovereign or the state.  This was once true in Texas as well.

A. Private ownership of mineral rights is a key characteristic of U.S. Mineral Development.

· Social Effects of Private Ownership of Mineral Rights

1. Fragmented Ownership: Many owners and small interests.

2. Many Transactions: Creative, but high transaction costs and lessees tend to control (oil companies tend to control because middle interest owners do not have enough of a stake).

· Economic Effects of Private Ownership of Mineral Rights

1. Good Competition: Creativity and Enterprise Efficiency

2. Bad Competition: Over-drilling because of competition among the mineral right owners to get the oil.  Over-production.  Economic and physical waste. 

· Legal Effects of Private Ownership of Mineral Rights

1. Lots of deals.

2. Complicated deals.

3. Many disputes (many lawyers, fine distinctions, gastronomic jurisprudence).

4. Litigation is part of the ordinary course of business.

· Oil prices fluctuate rapidly.  Gas prices are less volatile than oil prices.  Gas prices are higher during the winter and lower during the summer, generally (because of the economic boom).

B. The ad coelum Doctrine

The owner of the bundle of rights that we call “ownership” of property owned everything from the heavens above the surface of his land to the core of the earth beneath it.  Otherwise termed, the “heaven to hell” principle.

1. Del Monte Mining (U.S. S.C. – 1898)

Last Chance (D) followed the mineral vein (silver not oil and gas) it was mining beyond the boundaries of its claim and beneath the surface of Del Monte’s claim.

The owner of the fee of the soil owns all below the surface, limited by the extent of the surface rights.  This is a common law principle, and even though the surface owner may convey the mineral interests in the land, the general proposition that the owner of the surface owns all beneath remains valid.

C. The Rule of Capture

Although the as coelum doctrine worked well with hard minerals, it was not appropriate for fugacious and fungible minerals such as oil and gas.  The heaven to hell principle would have discouraged mineral owners from drilling for fear of liability for drainage from neighboring properties.  The principle also contradicted the laissez faire policy of rewarding the diligent to the ultimate benefit of society.

Why the R of C developed?

· The doctrine of ad coelum not applicable to oil and gas.

· “Handicapped Principle of Jurisprudence”: Judge’s desire to reduce handicap at golf.  The doctrine of ad coelum would require every dispute to come before the court.  R of C transfers the dispute to the oil fields.

· Wild Animal Analogy:  The analogy breaks down because although oil and gas are fugacious, the substances are not alive and the movement is constrained since migration occurs over 1000s of years.

· The R of C developed during the Industrial revolution under “Spencerian Economics” (let the devil take the hindmost), suggesting that the benefits would eventually trickle down to all.  Kuntz: Judge-made law for the purpose of providing an incentive to all to go out and drill during the Industrial Revolution when there was a great need for cheap and readily available energy.  The incentive also caused over-drilling problems. 

1. R of C: There is no liability for capturing oil and gas that drains from another’s lands.  The owner of the tract of land acquires title to the oil and gas that he produces from the wells thereon, though it ma be proved that part of such oil and gas migrated from adjoining lands.

a. No liability for draining oil from another’s tract.

b. Mineral right ownership includes the right to use land to capture minerals from under other lands.

c. Does not authorize trespass.

2. It is a “rule of convenience” and a “rule of nonliability” so long as the mineral owner does not trespass or interfere with the rights of the neighboring owner to drill the same lands.

3. Kelly v. Ohio Oil Co. (Ohio 1897)

Kelly (P) sought a temporary restraining order, a permanent injunction and damages for Ohio Oil Co.’s (D) drilling of oil along its property lines in an effort to extract the oil therefrom.

A landowner may permissibly extract oil and gas from beneath the land of another where all operations for the extraction are lawfully conducted on his property.  Alleged motives for the placement of wells are irrelevant, so long as Kelly’s rights are not infringed upon.  Kelly could have protected himself against such extraction by establishing his own wells along the property lines.

4. “Ownership in place” – The landowner owns all substances, including oil and gas, which underlie his land, as long as the exclusive right to search, develop, and produce from the land [FEE SIMPLE ABSOLUTE].  The ownership is qualified by the rule of capture.  TEXAS.

5. “Exclusive-right-to-take-theory”/”Non-Ownership” – The landowner does not own all substances that underlie his land.  He merely has the exclusive right to capture such substances by operation on his land.  Once captured, the substance is the object of absolute ownership.  Profit A Prendre.  Only mineral owners possess this right.  OKLAHOMA, LOUISIANA.

D. Limits to the Rule of Capture

The R of C makes energy readily and cheaply available, but it leads to physical and economic waste, damages correlative rights, and contributes to health, safety, and environmental risks.

1.  Ownership of Extracted Oil and Gas

     Champlin Exploration, Inc. (Okla. 1979)

Champlin sought to capture previously refined hydrocarbons that escaped from the refinery of another.

Gas in its natural state is subject to the rule of capture, but once captured, it remains the property of the one who captured it until abandoned.  Refined hydrocarbons that escape into the ground are not subject to the law of capture unless the refiner has abandoned them.  Champlin must still deal with the liability of escaped hydrocarbons and violation of environmental requirements.  The case is consistent with property law because refining oil is analogous to domesticating a wild animal.




Elements of Abandonment:

i. Incorporeal Hereditament

ii. Extended Period of Nonuse

iii. Intent to Abandon

Note also that holding that the rule transfers title to escaped hydrocarbons that are recaptured by another would add nothing to society’s energy supplies.

Texas American Energy Corp. (Kentucky 1987)

When Texas American pledged previously extracted natural gas, which it was storing in underground storage fields, as a security interest for a loan, a dispute arose as to whether the gas retained the personal property characteristic it acquired upon extraction or whether it reverted to real estate once it was injected into storage fields.

When previously extracted oil or gas is subsequently stored in underground reservoirs with confinement integrity, it remains personal property, rather than reverting to an interest in real estate.  The wild animal analogy applied in Hammonds does not apply here because there was no leak in the gas storage reservoir as in that case.

Texas rejects the wild animal analogy.  Gas does not run wild as animals, but is moved solely by pressure or mechanical means.  As a domesticated animal, movement over another’s land may constitute trespass, but not acquisition of title (William Jarrell Smith).  

Practical reasons for this decision include the public policy of protecting public utilities against themselves.  Banks could ask for a higher interest rate, but use of stored gas as collateral (since designated personal property) means that public utilities will not have to pay as much (do not have to pass the costs on to consumers).



2.  Drainage by Enhanced Recovery of Operations

Nonliability for displacement of oil and gas by injecting fluids to increase the pressure differential or water flooding techniques.

· Oklahoma and Arkansas: Mineral owner conducting secondary recovery operations is liable to adjoining mineral owners that are drained of oil and gas on a theory of nuisance or trespass.

· Nebraska and Texas: No nuisance or trespass action allowed against the draining party if the drained party has refused a “fair” proposal to participate in an enhanced recovery program and the state conservation agency has approved the project as necessary to prevent waste and maximize production. 

· The interest of society in maximizing production of resources the ultimate consideration.  Enhanced recovery techniques are not necessary to recover from an adjoining property when the adjoining property owner plans to recover by primary recovery techniques.  The public policy is not furthered in this instance.

      3.  Conduct Permitted in Extractive Process


People’s Gas Co. v. Tyner (Ind. 1892)

Tyner claims that the People’s Gas Co. was acting improperly in storing nitroglycerine nearby to “shoot” (Fracture or frac to increase permeability in the well) a well and in taking action on its own property to “draw” gas from his property.

An adjoining landowner may lawfully drill on his own land and draw natural gas from the land of another.  The heaven to hell principle applies, but since the storage of nitroglycerine is a crime (nuisance), the injunction is granted.

This case illustrates the limitations imposed by common law doctrines such as nuisance and negligence upon the rule of capture.

Wronski v. Sun Oil Co. (Mich. 1979)

Supervisor of Wells for the State of Michigan limited the number of wells per 20-acre tract and the number of barrels produced per day (proration order).  Wronski (P) filed suit alleging that Sun Oil exceeded the permitted amounts of wells and thereby drained oil from beneath his tracts of land.  

Any violation of a proration order constitutes conversion of oil from the pool, subjecting the violator to liability to all the owners of interests in the pool.  The “fair share” principle serves as a limit on the rule of capture in this case.

4. The Doctrine of Correlative Rights

The doctrine refers to the rights and duties of all landowners in the common source of supply.  If the right to capture exists for each mineral owner, the duty to conduct oneself in a non-negligent, non-wasteful manner also arises.

The doctrine protects owners from negligent or wasteful operations that injure or destroy the common source of supply.  In Elliff, the Texas Supreme Court stated that since Texon wasted rather than used or marketed the gas and distillate, the law of capture did not protect Texon from liability for drainage.

The doctrine is consistent with the policy behind the R of C because waste does not encourage development of oil and gas resources.

Violation of conservation law or rules may be per se violation of the correlative rights doctrine [8/28, Page 4, Frame 3, Text: Page 38].

5. Petroleum Conservation Laws

· Require permits.

· Restrict drilling by spacing rules.

· Restrict operations by prorationing, oil/gas and oil/water ratios.

· Define correlative rights: pooling and unitization.

III.  Conservation: Modifying and Limiting the Law of Capture

If the applicable rules are the R of C and the doctrine of correlative rights, drillers will drill several wells at the boundaries of their property.  The problem is that this leads to physical and economic waste.

1.  Preventing Waste and Protecting Correlative Rights [Text: Pages 46-59]

The correlative rights doctrine does not prevent physical and economic waste because it protects individual rights.  From the viewpoint of the individual, over-drilling is not negligent or wasteful, but in fact advantageous in light of the rule of capture.

2. Regulating Drilling, Well Completion, and Plugging

States develop conservation laws limiting the R of C and transforming it into a “fair share” doctrine.

· Well Permitting [Text: Pages 59-62]

A drilling permit generally specifies the precise location of the well, the maximum depth of the well, and the geological formations that may be tested for the presence of oil and gas.  In most states, to assure that the well will be properly plugged and abandoned, a bond must be posted at the time the permit is granted.  A well completion report must be filed with the regulatory agency.

· Well Spacing [Text: Pages 62-77; Nutshell: Pages 19-20]

· Limits the number of wells by regulating the distance and, in most states, the density.  The goal is for wells to be located far enough from boundary lines and from one another to prevent excessive drainage.

· Unless there is an exception, only one well may be drilled in a drilling unit to produce from a common source of supply.

· Minority Rule: For owners of tracts that are too small to qualify for permit under the spacing rules, the owners may drill one well on their tract as an exception to the spacing rule.

· Majority Rule: Different owners would have to pool their interests and drill one well in accordance with the drilling pattern of the spacing rule.  Forced Pooling [Nutshell: Pages 26-28].

· An engineer determines the number of possible wells per acre and establishes the rules for the conservation agency.  In Texas, it is one well per 40 acres if there is no other rule.  The rule provides a limitation on the R of C.  There is no uniform national spacing rule because the states have the right to legislate property rights.

· Considerations in Determining the Size and Location of Spacing Units

* Larsen v. Oil and Gas Conservation Commission (Wyoming 1977)

Larsen contended that the field-wide spacing order of the Commission was improper due to lack of requisite findings of fact (correlative rights were not properly considered).  Stand-up unit v. laid-down unit case.

A field-wide spacing order must be based on findings of fact supporting the promulgating body’s conclusion that the order properly takes into consideration correlative rights.  By statute, the Commission can establish a drilling unit only after finding it is necessary to protect correlative rights or prevent waste.  The following findings must be established:

1. the amount of recoverable oil in the pool

2. the amount of recoverable oil under various tracts

3. the proportion that #1 bears to #2, AND

4. the amount of oil that can be recovered without waste.

The standard is high for administrative agencies because the agencies are essentially given judicial, legislative and executive powers.  There must be a connection between the actions of the administrative agency and the authorizing statute.

* Location considerations: location of the pool of oil or gas being drilled.  Courts generally do not allow spacing units to extend beyond the limits of the pool because owners of the nonproductive portions of the unit confiscate the fair share of the owners of the productive portions of the unit.  Location is often determined where oil and gas are thought to be located and before drilling commences.

· Well Spacing Exceptions

Exceptions to Well Spacing Rules Are Provided When:

1. The exception is necessary to protect correlative rights.

2. The exception is necessary to prevent waste.

Pattie v. Oil & Gas Conservation Commission (Montana 1965)

Sumatra was the lessee of a certain portion of a field that encompassed the Pattie lease.  When the well Sumatra drilled produced natural gas instead of oil, Sumatra applied to have it declared an exception to gas spacing rules.  A fault on Pattie’s land prevented it from being able to produce the oil and gas on their tract, thus allowing Sumatra to drain it.  Pattie sought an exception to the well spacing rules so that offset the drainage.

A well may be drilled to offset drainage on the theory that the spacing rules would be an unconstitutional taking of property otherwise.  The exception here protects correlative rights (deprivation of property without due process of the law – constitutional taking problem).  If Sumatra were not draining Pattie’s tract, the exception would be made to prevent waste (to uphold the public policy of efficient production – only a potential taking problem) [9/11, Page 3, Frame 6; 9/11, Page 4, Frame 1].

The court said the agency acted improperly in not considering correlative rights and denying Pattie the exception.

Exxon Corp. v. Railroad Commission (Texas 1978)

Exxon sought to set aside an order of the Commission granting BTA Oil Producers a permit to drill a well under a waste exception provision to its statewide spacing rules.  Exxon and BTA had existing wells that originally had been dug and used for recovery of gas [9/11, Page 4, Frame 2].  Exxon contended that the Rule 37 exception provision to the Statewide Spacing Rules requires a showing of unusual reservoir conditions.  

The Texas Supreme Court upheld the order permitting BTA to recomplete the producing well to a shallower formation though drilling a new well in that location to the shallower formation would not have been permitted.  BTA must show that drilling at the legal location would not be economically feasible.  Economic waste is a consideration is permitting well spacing rule exceptions.

· Economical to drill one well at different levels because only have to produce one well.  The counterargument is that producing separate formations/levels prevents the mixture of minerals and pollutants.  Also, if problem in the higher formation, the hold is lost in the lower ones.  There are also private ownership issues.
· To combat the problem of wells being spaced too closely together, adjust the production allowables (legislation for limits to curtail production from wells – usually an amount per day) to prevent drainage from one tract to another.
3. Regulating Production and Marketing [Text: Pages 85-118]

· Production Allowables

Such prorationing rules put daily, weekly, or monthly limits on production of oil and gas to prevent overproduction.

Chevron Oil Co. (Montana 1967): The conservation agency may give a well drilled on a spacing exception a reduced production allowable to prevent drainage.  “Correlative rights are not a one way street.”

Ratable Taking Rules require purchasers to take in patterns that minimize drainage from one tract to another.  The U.S. Supreme Court barred the rules for an intrastate pipeline because federal statutes that regulate natural gas have preempted the field.

Maximum Efficient Rate Prorationing

Market Demand Prorationing

If in the Pattie case the facts had shown that Pattie’s off-pattern well would have substantially drained Sumatra, the conservation agency should adjust the production allowables to curtail the drainage.

· Pickens v. Railroad Commission (Texas 1965)

Pickens and other owners of land in an oil field contend that prorationing the amount of oil that can be produced by each owner was unreasonable because it failed to protect their correlative rights and would permit uncompensated drainage.  They also contend that the prorationing was not supported by substantial evidence and discriminated against those with the most oil under their land.  The Commission contends that the drainage was actually towards the Pickens’ tract and that the formula actually gave all the owners an equal opportunity to produce their in-place reserves

The arguments of the Commission make its formula reasonably supported by substantial evidence and the Court will not substitute its judgment for that of the Commission’s in such instances.

One of the reasons for limiting the amount of production is that when oil is removed too rapidly, the water which takes its place prevents recovery of some of the oil, and proration is usually set at an amount determined to provide for the most efficient recovery of oil in the field.

Do the requirements of the correlative rights doctrine depend upon the ownership theory embraced by the jurisdiction?

· Denver Producing & Refining Co. V. State (Oklahoma 1947)

Denver believed that the production limits set by the State effectively penalized high gas-oil ratio wells and thus harmed correlative rights.

As long as the State is acting REASONABLY, it acts properly in considering the protection of correlative rights secondary to conservation of natural resources when it attempts to strike a balance between the two in setting oil and gas production orders.  It is not the Court’s duty to substitute its own notion of expediency and fairness for that which guided the Commission.

The preservation of a pressure differential to prevent waste can come before the protection of correlative rights.

· Compulsory or Voluntary Unitization

The joint operation of some or all of the wells over a producing formation maximizes the production from the unit rather than from the individual well, increasing the percentage of oil and gas recovered in the long run.

4. Regulating End Use [Text: Pages 118-119]

5. Economics of Conservation Regulation [Text: Pages 119-123]

· Theories of Ownership [Nutshell: Pages 28-35]

· Kinds of Oil and Gas Interests 

[9/11, Page 2, Frames 1-6; Page 3, Frame 1; Text: Pages 42-46; Nutshell: Pages 36-48]

· Fee (Simple) Interest: Surface and Mineral rights.

· Mineral Interest: The right to use property to search for, develop and produce minerals.

1. In ownership-in-place states, includes ownership of the oil and gas in place, subject to the rule of capture.

2. Characteristics: Right to work property, to lease, and to lease benefits.

3. The “exclusive right” is the right to lease the mineral rights of another (power of appointment or one of the “sticks” of the mineral interest).

· Leasehold Interest: The mineral interest as it is transferred by the lease.  Often, the lease transfers only a part of the bundle of sticks of the mineral interest.  The oil and gas lease is not just a K, but an actual property interest.  Since it is issued for a specified term of years, the lessee’s interest is often a fee simple determinable (Texas).

· Surface Interest: All that remains after the mineral interest is severed.  It includes non-mineral portions of the sub-surface.  It excludes minerals that make up part of the surface.

· Royalty Interest:: Share of production or production revenues, free of production costs.  NO right to work the property, NO right to lease, NO right to lease the benefits.

4. Lessor’s Royalty: Reserved from the grant of the lease by the mineral owner.

5. Overriding Royalty: Granted or reserved from the lease by the lessee.  It terminates with the lease.

6. Non-Participating Royalty: Created by a mineral owner to burden the mineral interest.  It is independent of any lease, but may be measured by lease royalty, e.g. “1/2 of any present or future lease royalty” or “1/16 of all production from Blackacre.”

IV.  Purpose of the Oil and Gas Lease and the Nature of the Rights Created


A.  Purpose

Both the mineral owner and the oil company are seeking profits.  The lessee generally seeks the right to develop the leased land for an agreed term without any obligation to develop.  If production is obtained, the lessee wants the right to maintain the lease for as long as it is profitable.

MINERAL INTEREST

The right to use property to search for, develop and produce minerals.

a. Right to “work” property.

b. Right to lease.

c. Right to lease benefits.

LEASEHOLD INTEREST

The mineral interest as it is transferred by the lease.  Often, leases transfer only a part of the bundle of sticks of the mineral interest.


B.  Nature of the Leasehold Interest

Different courts characterize the leasehold interest in different ways.  Generally, it depends on whether the state follows an ownership in place (OIP) or exclusive-right-to-take theory (ERT) of oil and gas rights.

1. Generally considered a property right created by a deed of real property rather than an ordinary real property lease.

2. Lessee’s interest is a fee simple determinable estate in the oil and gas in place, subject to the rule of capture (OIP jurisdictions - Texas).

3. Irrevocable license or profit a prendre – incorporeal and nonpossessory; may be abandoned and is not subject to possessory remedies such as trespass and ejectment - (ERT jurisdictions - Oklahoma).

4. Granting Clause is controlling.

C. Significance of the Classification of Lease Interests

1. Corporeal v. Incorporeal Distinction

2. Courts often construe lease language in favor of lessors, either because the lessee has drafted the lease or because the lease is an option agreement.

V.  The Granting Clause

To be valid, the granting clause must identify the size of the interest granted, the substances covered by the lease, the land covered by the lease, and the permitted uses.

GRANTING CLAUSE ANALYSIS:

· Surface use.

· What land is covered?

· What substances are covered?  E.g., “oil, gas and other minerals”, “oil, gas, and other hydrocarbons”, “oil and gas”, etc.

· What interests are covered?  The “100% Rule”.  Estoppel by deed.

TEXAS AAPL GRANTING CLAUSE [9/13, Page 2, Frame 4]

Leases are often taken by lessees as though the mineral interest owners possess 100% of the mineral interest.  There is a risk to the lessor that this practice will breach the warranty clause of the lease. 


A.  Surface Uses Granted By The Lease [Nutshell: Pages 172-184]

1. Hunt Oil Co. v. Kerbaugh (N.D. 1979)

Kerbaugh owned land in which Hunt was the mineral lessee.  Kerbaugh challenged Hunt’s right to conduct unrestricted seismic explorations over the land, and Hunt sued for injunctive relief to preclude the interference.

Mineral right lessees have a right of reasonable access to the land to explore, develop and transport minerals.  Without testing, Hunt would be frustrated in its ability to fully exploit the mineral rights on the land.  The testing was a reasonable intrusion.

The court followed a balancing test in determining whether the testing was a reasonable entry upon the land.  Other rights implied in mineral leases include building structures and other facilities to facilitate production.

[Text: Pages 135-140 – NOTES!]

2. Easements

* Non-Possessory “Interests” in Land

· Easement: Right to use the land of another.  Affirmative or negative.  In gross or appurtenant.

· Profit a Prendre: Right to the fruits of another’s land.

· License: Permissive use of another’s land.  May be irrevocable.

· Covenants: Contracts that affect land.

       * Implied Easements

· Quasi-easement: Right to use implied when a tract (may be several lots) is used for a purpose and then divided.

· Easement by Necessity: Right to use that is (1) necessary to enjoy the land and (2) arises when the land is severed from other land [example: conveyance of mineral interests severs mineral interests from surface interests…the mineral interest owner has an e by n to enjoy the land].   The e by n is based on public policy and intent and ends when the necessity ends.

· Implied Easement for Surface Use: The mineral interest owner or lessee has an implied right to use the surface interest in such ways and locations as are reasonably necessary to obtain minerals.  The mineral interest is dominant and the surface interest is servient.

· There is no need to pay damages to the surface owner because the mineral interest owner or the lessee is acting reasonably or out of necessity.  The mineral interest owner should put a “no damages” clause in the lease to protect the lessee OR put a “must pay damages” clause to make the surface owner happy.  Texas has no “surface damages statute” to protect small oil companies that may not make it.  Almost all states north of Texas have them though.  This gives oil companies leverage against surface owners when negotiating.
· To drill, build a road, electrical lines, or pipelines are all allowed if reasonable.
· Twist: A owns the mineral rights on both Blackacre and Brownacre which are adjacent tracts of land, and provide leases to two lessors.  BL wants to put in an access road through BR.  AAPL granting clause refers only to the right to build roads on the “following described land”.  BL can build on BL but not on BR unless the road is to get minerals out of BR, which it is not.  If the lease provided for “…employees, on leased land or adjacent land”, the BL could build the road so long as A has a fee simple absolute (surface owner as well).  If A were only a mineral interest owner, A can only grant the right to work the land to get BR minerals out, not BL minerals.  Solution:  Oil company takes out its checkbook and negotiates with the surface owner.  Lessee may also combine BL and BR into a pooled drilling property.

Limitations Upon the Implied Easement for Surface Use
Reasonable Use, Accommodation Doctrine, Benefit of the Mineral Estate, Terms of the Lease, Laws/Regulations/Ordinances.  

Note: Reasonableness is defined in relation to the purpose of the easement.  At common law, the scope of the easement is determined at the time the easement is granted.  The surface use must be related exclusively to obtaining the minerals under the servient surface.  The servient surface owner has the burden to show that the mineral owner or the lessee is acting for some other purpose than to get the minerals out of the ground.

· The lessor or the grantor cannot give better or more rights than it has.  The severed surface owner is never a party to the oil and gas lease.  Therefore, the courts look to whether there is an implied easement rather than the terms of the lease to determine whether the lessee has harmed the surface owner.

· Should the severed mineral interest owner put terms in the lease to protect the severe surface owner?  Should the surface owner approach the mineral interest owner and request this? 

1. Clear notice of burden to severed surface owner.

2. Notice to severed mineral interest owner that expects rights.

3.  Accommodation Doctrine

A mineral owner whose proposed use of land will (1) substantially interfere (2) with a surface owner’s existing use must accommodate the surface owner’s use if (3) the mineral interest owner has reasonable alternatives available.

· The Burden of Proof is on the surface owner to show that reasonable alternatives exist.

· In Texas, there is no obligation to consider reasonable alternatives outside of the lease itself.  The scope of the Accommodation Doctrine is defined by the 4 corners of the lease.  In other states, other alternatives are most likely considered.

· Costs imposed on surface owner may be in an interference, but the burden is on the surface owner and the analysis focuses on reasonableness.

· The AD is a specific application of reasonable use.  If a gate is installed in the fence and the surface owner puts a lock on the gate.  One key is not enough for the oil company.  Can swipe cards be required or is this a substantial interference?

4.  Obstruction Doctrine [Text: Page 142-143]

If a lessor (or a surface owner) obstructs the lessee’s enjoyment of the lease, equity may toll the running of time under the lease.  This may be seen either as an application of the implied covenant of quiet enjoyment or a discreet equitable rule.  The doctrine may be triggered by denying title as well as denying access. 

B.  Substances Granted By the Lease [Text: Page 143; Nutshell: Page 169]

Valuable substances that may be encountered are specifically names in the lease.  A problem arises when there is an inherent ambiguity as to what substances belong to the owner of severed minerals, since a lease can only give rights the lessor owns.

Another problem arises when the lease covers only oil or only gas.

C.  Lands and Interests Granted By the Lease [Text: Pages 143-146; Nutshell: Pages         170-172]          

Because land descriptions may be inaccurate and titles uncertain, oil and gas leases often include protective terms, including:

· “in gross” provisions: gross acreage, not per acre basis…

· “Mother Hubbard” provisions [9/13, Page 2, Frame 5]: “includes adjacent or contiguous” lands…

· “after-acquired title” provisions: includes land later acquired…

· warranty: to recover damages from lessor if there is a failure of title.

· proportionate reduction

· subrogation clause

VI.  Habendum Clause [Nutshell: Pages 184-195]


The habendum or term clause of an oil and gas lease sets the lease’s duration.


A.  Maintaining the Lease During the Primary Term
The primary term of an oil and gas lease is a fixed term of years during which the lessee has the right, without any obligation, to explore for oil and gas or to drill for oil and gas on the premises.  The secondary term is the extended period for which rights are granted to the lessee, subject to production being obtained. 

This lease shall be for a term of _____ years from this date, called “primary term,” and as long thereafter as oil or gas is produced.

Primary term is the maximum period the lessee can maintain the primary term without drilling.  The period can be any length the parties agree to, except in La. and Tenn., where it cannot exceed 10 years.

1. Maintaining the Lease By Paying Delay Rentals [Nutshell: Pages 125-225]

Allows the lease to extend during the primary term without drilling by paying delay rentals.  Delay rentals disclaim the implied covenant to test.

Schwartenberger v. Hunt Trust Estate (N.D. 1976)

S firmly held to the position that the oil and gas lease (“Unless” lease: terminates unless drilling began within a certain period, or delay rentals, set on a fixed amount per acre basis, were paid by a certain time) given to the Estate had terminated when the E paid an insufficient amount as delay rental despite notification that the mineral had more acreage than previously thought and that the total sum due as delay rental was this larger because it was figured on a per acre basis.

Although an “unless” oil and gas lease terminates automatically if the lessee fails to drill within the specified period or pay the delay rentals as called for in the lease, where a mutual mistake has occurred, the lessor has a duty to notify the lessee of its mistake to give him the opportunity to make the proper payments.  Here, notice was given but ignored by the Estate.  For S.

It is important to note that the lease terminates…it is not a forfeiture or a cancellation.  Jurisdictions that consider it a forfeiture will apply equitable principles to save the lease.  The majority of jurisdictions hold that unless clauses create a limitation on the estate of a lessee, and therefore, noncompliance with the terms results in termination of the lease.  [Text: Pages 160-161]

Is notice required before or after the lease terminates?  Perhaps the obligation arises if the incorrect payment is received before the due date.

· Proper payment of delay rentals requires: [Text: Pages 157-159]

1. on or before the due date

2. in at least the amount provided for

3. to the proper parties

4. in a permitted manner 

· Equitable principles that may save a lease: waiver, estoppel, laches, revivor [9/18, Page 1, Frame 3; Text: Pages 160-162].  At common law, these equitable principles did not apply to “special limitations” which cut a lease short.  A triggering event was all that was needed for the interest to terminate.

REVIVOR: If Estate tenders the late payment after the due date and S accepts it, the lease is still alive.  The lease has already terminated, so accepting a late payment does not really convey any new interest.  Form 13 requires the formal and conclusive language “grants” for a common law property conveyance [Forms: Page 67].  Words of conveyance are necessary.  The modern trend is to show clearly that a conveyance is occurring.

Brannon: [Text: Pages 161-162]: Asking for late payment makes a difference.  Someone who asks for equity must act equitably…they must come to the court with clean hands.  Equity should not apply if one sends late payment and a bottle of scotch.

The solution to the problem is to simply negotiate a new lease.  Perhaps a ratification of the oil and gas lease is possible [Forms, Page 79], but in actuality, the original lease was terminated, so a “grant” is required.  With the new lease, is a new bonus required?  Maybe not if the lessor likes doing business with lessee or mistakes the lease for a ratification.

· Use a delay-rental clause

· “OR” rental clause, which is an obligation to either drill or pay.  It is a covenant, not a condition or special limitation. [9/18, Page 1, Frames 4 and 5; Forms 13 and 14, Pages 67-77].

Do not see “OR” clauses in Texas or Oklahoma as much because surrender clauses [Form 3, Page 13] and “OR” clauses create tenancy-at-wills (not binding).

“unless” is a special limitation; “OR” is a condition subsequent [9/18, Page 1, Frame 4].

To uphold the termination of lease: [Text: Pages 164-165; 9/18, Page 2, Frames1-5!]

1. Put savings language in same clause as “unless”.  Problem: contradictory language.

2. Be reasonable; do not be too broad.

3. Kincaid: Tie the rental clause back to the habendum clause itself.

It may be malpractice for an attorney to recommend an “unless” oil and gas lease because oil companies have a lot of leases and it is too easy to miss a payment.



2.  Maintaining the Lease By Commencing Drilling

a.  Drilling a Well [Text: Pages 167-176]

b.  Meaning of “Commencement”

Breaux v. Apache Oil Corporation (La. 1970)

B brought suit seeking to cancel the oil and gas lease and to recover delay rental payments for A’s failure to commence drilling within the time indicated in the agreement.  Exactly one year from the date of the lease, A built a turn-around and board road.  Drilling began 4 days later.  The question is whether substantial preparations for drilling constitute “commencing drilling”?

As long as the measures have been commenced in good faith and with due diligence, substantial preparations do constitute “commencing drilling”.

· The majority of courts do not require actual penetration of the land with a drill for “commencement”.  Courts have, however, distinguished between provisions calling for the “commencement of drilling operations” and opposed to the “commencement of operations for the drilling of a well”.

· Acting in good faith is met so long as the actions are consistent with the business purpose of the lease. [9/20 Notes].  Must the operations be “continuous”?

· “Commencement” is a question of fact for the jury (show pictures of site at different dates).  Defining “commencement” in the lease is also a good idea.  

B.  Extension and Maintenance of the Lease in the Secondary Term [Nutshell: Pages 186-195]


1.  Production in “Paying Quantities”


     Clifton v. Koontz (Texas 1959)

Clifton sought to cancel an oil and gas lease on the grounds that production in paying quantities had ceased.

In the case of a marginal well, the standard for determining if it is “producing”, which means production in paying quantities, is whether or not under all the relevant circumstances a reasonably prudent operator would, for profit-making purposes alone, continue to operate a well in the manner in which the well is question is operated.

Factors to be considered to determine if producing in paying quantities:

1. net profit

2. the depletion of the reservoir and the price for which the lessee is able to sell his product

3. the relative profitableness of other wells in the area

4. operating and marketing costs of the lease

A clause permitted reworking within 60 days after cessation of production.  Losses during certain periods prior to the 60 days start does not mean that production in paying quantities ceased.  Paying production means production in quantities sufficient to yield a return in excess of operating costs and marketing costs, even though drilling and equipment costs may never be repaid and the undertaking as a whole may ultimately result in a loss.
· Production at a well is generally on a decline curve.  While production may go down, costs do not go down.

· The habendum clause does not say “paying quantities”, but it is implied in a lot of states because the lease is a business deal.  It fulfills the business purpose of the lease.

· What does “paying quantities” mean?  The majority view is that it is marginal profitability (revenues exceed operating costs) to a reasonably prudent operator.  Extra cash from an additional barrel of oil = profits.

· Start from where you are…will production of an additional barrel of oil generate more revenue than it costs = paying quantities.

· See [9/20, Pages 1-2, Frames 1-6, 1-5]

· Lease Termination “Litmus Test”: Have operating revenues been greater than operating costs over a reasonable period of time?  If so, then the lease is producing in paying quantities.  If not then apply the legal test.  

· Lease Termination “Legal Test” [Forward looking; Jury Q]: If a lease fails the litmus test, would a reasonably prudent operator, motivated by profit and not by speculation, nonetheless continue to operate the lease in the manner in which it is being operated?  (C v. K)
Not “speculation”: Speculation is not directed towards the purpose of the oil and gas lease.  An example of speculation is waiting to see if the adjacent land is producing.  Prudent risk-taking is directed towards the purpose of the oil and gas lease.  Another way to distinguish the two is to look to an industry standard.

· What about overhead and depreciation?

2.  Actual Production or Capability of Production?

     Stanolind Oil & Gas v. Barnhill (Texas 1937) [9/20, Page 3, Frames 1-3]

SO entered into an oil and gas lease with B for 5 years or as long as       economically viable production was continued on the property.  The well had the potential to produce sour gas, but there was no market for sour gas at the time.  Is the lease terminated by failure to produce past the termination date?

Where a lessee holds a determinable fee under an oil and gas lease for as long as economically viable production is continued on the property, such lease is terminated by the lessee’s failure to continue production past the termination date, regardless of his inability to locate an existing market for the product.

Here, no gas was taken out of the ground, so there was no production.  “Production” means actually produced and marketed because this is obvious from the language of the lease.  Have to pick the cotton to sell it!



    Pack v. Sante Fe Minerals (Oklahoma 1994)

Lessee appealed cancellation of leases after they temporarily ceased production in order to achieve the highest prices for gas while complying with state production restraints.  Lessee overproduced during the winter months when demand was high and produced less during the summer, and therefore, ceased production for more than 60 days without drilling a well.  The question is whether a lease expires when a lessee stops production and opts to pay shut-in royalties due to a marketing decision.

A lease does not expire when a lessee stops production and opts to pay shut-in royalties due to a marketing decision.  Neither the habendum nor the cessation of production clauses require the marketing of gas.  To hold otherwise would emasculate the shut-in clause since the lessee would not be able to shut-in a well if mandated to market gas continuously.  While the subject leases contained an implied covenant to market oil and gas, lessee may cease removal and marketing for a reasonable time when justified to do so.

· The decision is based upon the minority rule requiring only the capability of production [9/20, Page 1, Frame 5].  The rule is akin to the “substantial performance” doctrine – substantial performance of the purpose of the lease which is to find oil and gas to be sold.

· The case protects the prudent businessman.

· What is maintaining the lease? --- Delay rentals, Actual Production, Equitable Doctrine, and Constructive Production. [9/20, Page 3, Frame 6; Page 4, Frames 1-5].

3.  Savings Clauses as Substitutes for “Production” [Nutshell: Pages 226-267]

Most modern oil and gas leases include savings clauses that address the circumstances that commonly prevent a lessee from obtaining or maintaining “production”.

· Temporary Cessation of Production Doctrine [9/27, Page 1, frames 2-6]
A lease will not terminate because production ceases if the cessation is temporary, not permanent.

Factors [text: Pages 201-202]:

· duration of cessation

· effort of the lessee to restore production

· cause of the cessation (what about lack of funds or a depleted formation?)

Rogers v. Osborn (Texas 1953)

Rogers took action to terminate an oil and gas lease that Osborn claimed had been kept alive by drilling and reworking of a well dug before the primary term ended and then further extended by drilling of a production from a second well commenced after expiration of the primary term.

If a lease term is extended under a reworking clause, the drilling of a second well after the primary term, but during the reworking period, cannot be used to further extend the term.

Concurrence: A lease can be extended by a reworking clause and then further extended by drilling of a second producing well, as long as there is no gap.

Dissent: The lessor is only interested in the prosecution of work with diligence and it is of no consequence whether that end is accomplished by reworking an old well or drilling a new one.

Dry Hole Clause (OPERATION CLAUSE) [Text: Pages 207-208; 9/27#2, Page 1, Frames 2-4]: The clause may in some instances preserve the lease because of uncertainty over the effect of drilling a dry hole.

Cessation of Production Clause (OPERATION CLAUSE): “or if after the discovery of oil and gas the production should cease from any cause.”  

Well Completion v. Continuous Operations Clauses: [Nutshell: Pages 228-231; 9/27#2, Page 1, Frame 5].

· The court did not allow “tacking on” of wells one and two.

· Meaning of “operations” and “drilling or reworking operations” [Text: Pages 210-211; 9/27#2, Page 1, Frame 6]:  Look to the language of the lease as Texas court do.

· Pooling Clause [9/27#2, Page 2, Frame 1]

Gives a lessee the right to combine small tracts or fractional mineral interests for drilling on a spacing unit.

Provides for royalties on a pro rata basis.

Operations on any part of the pooled unit will be considered operations on land covered by the lease.

“…production, drilling, or reworking operations anywhere on a unit that includes all or part of this lease shall be treated as if it were production, drilling, or operations under this lease…” – deemed constructive production for purposes of the lease.

· Force Majeure Clause [9/27#2, Page 2, Frames 2-5]

Superior or irresistible force.  Causes outside of the control of the parties that could not be avoided by due care.  It is a contract provision.  Events that constitute this are enumerated in the lease.

Perlman v. Pioneer Limited Partnership (Texas 1990)

Perlman invoked the force majeure clause in his oil and gas lease with Pioneer, unilaterally concluding that regulations hindered his performance under the contract state.  Perlman invoked the fm clause, stating that the Wyoming regulators’ request for information as to the water injection technique hindered performance under the contract.

Under a fm clause, an actual, material hindrance must occur before performance is excused, not just the mere possibility or unsupported conclusion of the existence of hindrance.

· Language in the fm clause was unambiguous and bargained for by both parties.

· Perlman failed to meet his duty to make a reasonable effort to remove the fm condition under the contract terms.

· Elements: def of fm?, notice required?, causation?, what performance is excused?, what remedy does the clause provide?.  The question here is one of causation

· Problem: Page 219: [Notes 10/2]: Language of fm clause determines the doctrine of fm.

· Shut-in Royalty Clause

Well must be capable of production in paying quantities for the shut-in clause to operate.  If the oil or gas is not being used or sold, the lessee may pay the lessor a royalty so that the lease will be held “producing” and will not terminate.

Freeman v. Magnolia Petroleum Co. (Texas 1943)

M was late in tendering a stipulated royalty payment to declare a potential well a producing well to F.

A lease provision for a royalty payment to declare a potential well a producing well is an absolute and unconditional agreement which must be timely exercised under the provisions of the lease.  The express terms of the lease govern the issue.  Late performance is unacceptable because the lease has already terminated.

For an overview of the effects of improper shut-in payments, see [9/27#2, Page 3, Frame 4!].  In Texas, the analysis is based upon what the clause makes the constructive production…is it the existence of a shut-in well or the proper payment of shut-in royalties?

· Problem: Page 226: [Notes 10/2].  Old Exam Question.

VII.  Covenants Implied In The Oil and Gas Lease [Nutshell: Pages 302-337]


A.  Nature and Classification of Covenants

1. Since royalties depend on the lessee’s actions on the property, the courts have concluded that the lessee has impliedly promised that it will perform certain unstated obligations.  Whatever is necessary to the accomplishment of that which is expressly contracted to be done is part and parcel of the contract, though not specified.

2. Brewster v. Lanyon Zinc Co. (Kansas 1905)

Due to a dispute over L’s obligations under the oil and gas lease, B filed suit for a breach of an implied covenant to drill a reasonable number of wells (The royalty owner does not pay for the cost of drilling, so wants the maximum drilling completed).  The oil and gas lease was silent as to the number of wells to be drilled.

Under an oil and gas lease which is silent as to the number of wells to be drilled, there is an implied covenant that the lease shall reasonably develop the lands and reasonably protect the lines.  It must be held that the present oil and gas lease contains an implied covenant by L to continue, with reasonable diligence, the work of exploration, development, and production at the end of the five years if during that time oil and gas are found in paying quantities.

· Both parties are to act reasonably, but there is no obligation on L to carry the operations beyond the point where they will be profitable to him, even if there is some benefit to B.

· Reasonably prudent operator is the standard…What a reasonably prudent business person would do under the same or similar circumstances.  ELEMENTS: Competence, Good Faith, Due Regard.

· Is $1 adequate consideration for the grant of an oil and gas lease?  A lot of case law says it is, because consideration is not needed at common law to support a deed, only a K.  B v. L says it is enough because the consideration comes from the royalties.  To the extent that the bonus is large, royalties become less important.

· IMPLIED COVENANT: A promise in a lease (or other instrument) that is not written, but implied.  It may bind the lessee as well as the lessor (covenant of quiet enjoyment).  But usually (in oil and gas law) imposes duties on lessees and gives lessors rights.

· SOURCES OF IMPLIED OCVENANTS:

· AT LAW: To level the playing field so that sophisticated lessees do not take advantage. [Equitable Doctrine]

· IN FACT: The lease is not a complete agreement, so implied promises fill the gaps to further the purposes of the parties.  To the extent that an express covenant is contradicting an implied covenant, the implied covenant would be disclaimed.
· COMMON IMPLIED COVENANTS: To test, to protect against drainage, to reasonably develop, to further explore, to market, to operate diligently and prudently. [Text: Page 235]  Can de defined broadly as in Amoco [Text: Page 239] (Develop, protect, manage lease).

· IMPLED COVENANT ISSUES: [10/2, Page 1, Frame 6].

· THEORETICAL BASIS FOR IMPLIED COVENANTS: [Text: Page 233, Note 3]: “Relational Contract”.  Example: Marriage or Employment.  The K establishes the relationship, but implies terms fill in the gaps and details over time.

B.  Implied Covenant To Protect Against Drainage


1.  Problem: Page 236


2.  Amoco Production Co. v. Alexander (Texas 1981)

Amoco owned oil and gas leases in a “water-drive field” in which the lessors were   different people.  Alexander owned rights in an area where the reserves were deeper than in other areas, making extraction more difficult and rendering reserves under his land subject to drainage.  Alexander sued Amoco contending they owed him a duty to protect against field-wide drainage.

An oil and gas lessee owes a lessor a duty to protect against field-wide drainage.  There is a duty not to prefer one lessor over another.  The existence in the lease of an express offset provision did not abrogate the duty.  Notice to Amoco was not required since this was an action for damages and not a forfeiture.  This was a K action and not subject to exemplary/punitive damages.

· Unitization is not a prudent alternative in Texas.

· This is a “common lessee” problem [10/2, Page 2, Frame 1].  Two tracts side by side with different owners grant to the same lessee.  The problem is with royalty differences and the fact that interests of the lessee and the lessor are conflicting in a common lessee situation. [Text: pages 244-247, Note 4].

· Amoco could not drill more because it would violate spacing rules and disrupt others.  Therefore, no obligation.  Amoco should provide expert testimony to support this contention.  Court Response: Although it may not be prudent in every case, Amoco has a duty to apply for administrative relief because a reasonably prudent operator would do so.  Amoco argues that obtaining relief subjects them to further liability from other leases where they will have to also drill additional wells.  The court rejects this argument, claiming that Amoco’s obligations to Alexander are measured by the 4 corners of the lease.  Other leases are irrelevant.  But isn’t Amoco being a reasonably prudent operator in considering the effect on its other leases?…CONFLICT OF PRINCIPLES.

· A lessee must act as a reasonably prudent operator to protect the lease premises against drainage.  The lessor must show (1) substantial drainage and (2) prudent operator would protect and (3) damages.

· Remedies for Breach of Implied Covenants: Damages, Punitive Damages, Cancellation (Courts generally avoid this for public policy reasons – equitable remedy), Conditional Cancellation (Liable for damages now and will get 6 months to drill well that you should have drilled and if you don’t satisfy the provision then that provision will be cancelled). 
· Contort: A breach of contract so malicious that it is tortuous.  Punitive damages may be awarded.  The minority rule (and in Texas): Punitive damages only if (1) there is a “special relationship” that creates a fiduciary duty OR (2) the breach is an independent tort that results in actual damages.
SW Bell v. DeLaney: Leaving out ad in yellow pages and business fails does not demonstrate a nexus or causation between the omission and the failed business.

Alexander should get the difference between what he would have received had the wells been drilled and what he actually got.  Theoretically, the damages should have been for the amount that was drained away that Amoco could have kept from being drained away.
C.  Implied Covenants To Drill

The covenant is not to protect against the loss of oil and gas in place under the leased land, but to prevent the loss of the use of money that would have been paid as royalty had testing, developing, or exploring taken place.

· The Implied Covenant To Test
The lessee has an obligation to test the leased premises within a reasonable time.  The covenant is disclaimed by the delay rental clause.

· The Implied Covenant To Develop
Once a lease is held by production, the lessee must reasonably develop it.

* Lessor must show (1) Additional wells could be drilled profitably (2) Lessee has acted imprudently in failing to drill AND (3) Damages.  Show what others are doing in the area and that lessee has done something out of the ordinary.*

Superior Oil Co. v. Devon Corp.  (8th Circ. 1979)

The Schuler-Olsens contended that Superior abandoned its oil and gas lease by breaching the implied covenant of further development.

Notice and a reasonable time to act must be given a lessee of oil and gas rights prior to cancellation of such rights for a failure to develop them.

· The Implied Covenant To Explore Further
[Text: Pages 260-265]

Lessor has same burden of proof and elements as for the implied covenant to develop.  It is a difficult burden of proof.

D. Implied Covenant To Market

Marketing must be done within a reasonable time and at the best price and terms reasonably available.

1.  Sale Within A Reasonable Time

Bristol v. Colorado Oil & Gas Corp. (Oklahoma 1955)

Unable to pipe oil and gas it had drilled, Colorado Oil and Gas did not market it for over nine years.

Discovery plus marketing is required, and the marketing must be within a time which, in light of all the circumstances, is reasonable.  Diligence is a primary factor.  Here, COG was unable to market because of lack of pipeline.  Bristol accepted shut-in royalties, and therefore, delay in marketing was reasonable.

Problem: Page 270

2.  Sale at a Reasonable Price

Amoco Production Co. v. First Baptist Church of Pyote (Texas 1979)

Amoco entered into a sales contract in which it obtained certain benefits in exchange for selling oil from First Baptist Church’s land at less than market value.

Although it is not a fiduciary duty, there is a duty of good faith to diligently market and to get the best price obtainable.

· Gas Purchase Contract [Form 29, Green Tab]

· Texaco sued because they did not enter Ks such as the ones Amoco did.

· The standard ought to be at the best available price and with reasonable terms.

· A market value clause ought to bar the implied covenant to get the best available price because it provides a sufficient check on lessees.  Courts rarely bar the covenant though and opt to protect lessors further.  Lowe suggest that “market value” ought to be a range.

· Problem, Page 280 [10/11 Notes]

E. Implied Covenant To Operate Diligently and Properly

Baldwin v. Kubetz (Cal. 1957)

K failed to obtain drilling permits, which would have been difficult under proper application.

Failure to obtain government approval will not discharge the covenant of diligent operation if the failure was due to the neglect of the applicant.

VIII.  Royalty Payments [Nutshell: Pages 269-295]


A.  General Principles

· Typically 1/8 to 1/3.  1/6 in California.  Today, the standard gives way to whatever the market would bear.

· Royalty is a share of production or production revenues, free of the costs of production.

· Royalty is a hedge against uncertainty.

· Difference between oil royalty clause and a gas royalty clause [10/11, Page 1, Frames 3-4!].  Oil royalty clauses will be paid in kind, whereas gas royalty clauses are paid in cash.

· Note that because operating costs do not differ substantially based on production levels, a 1/8 royalty on a marginally producing well is a bigger burden than a 1/8 royalty on a prolifically producing well.

· Royalties are not calculated based on net profits because of high transaction costs.  There are a lot of royalty owners and it is a complicated calculation process.  Also, it has just not been done that way historically.

B.  Upon What Is Royalty Due?



1.  The “Market Value” Royalty Problem

· Market value v. Amount realized.  [Text: Page 289]

· Piney Woods Country Life School v. Shell Oil Co. (5th Circ. 1984)

Shell based royalty payments under certain oil and gas leases on the actual revenues realized from the gas sold since title to the gas passed from Shell to the purchaser at the wells.  In addition, Shell deducted from such royalties a substantial portion of the costs of processing the gas.  The issue is whether an oil and gas lease that calls for royalties based on “market value at the well” requires payment based on market value at the time of production and delivery rather than when the contract for sale of the gas produced was made.

The traditional rule is that “market value” means market value at the time of production and delivery rather than when the applicable sale contract was made.  Simple passage of title does not control whether gas is “sold at the well”; it is sold at the well only if its value has not been increased before sale by transportation or processing.  This is not the case here.  The gas was subject to royalties based on its market value at the well.  Thus, royalties are based in the value or price of the gas before it is processed or transported.

a. Oklahoma holds that market value is equivalent to the price assigned in the sale contract as long as said contract was made prudently and in good faith.

b. Lessors want 1/8 market value because can be higher than sale price before transportation costs/processing costs are added.

c. Shell argues that royalty should be 1/8 of the amount realized (K price at the well at time of the sale) because of the implied covenant to market.  [10/11, Page 1, Frame 5].  In light of the existence of this duty, lessees should be protected and market value should = K price.

d. The court said that market value is market value at the time of production and delivery.  This is beneficial for the lessor.  The argument is that the lessee assumes the risk as a business venturer.  Market value has a plain meaning and those words were chosen by Shell in the contract. (MAJORITY RULE).  K terms (MINORITY RULE) [10/11, Page 1, Frame 6!!!].

e. Vela: If the contract price is lower than market value, the lessor is entitled to the higher market value because of the lessee’s A of R.

f. Reverse-Vela: If the K rpice is higher than the market value.  De Los Santos says that the lessor is not entitled to the higher price because “market value” is a term that the parties understand puts them at risk.

g. The lessor argues an implied covenant to market even though there is a market value royalty clause.  Lowe is against Vela because it is unfair to have an implied covenant to market and then be liable for marketing too low under the royalty clause as well.  The counter to this argument is that the royalty clause is a bargained for provision.

h. Tara Rule: The lessor receives a royalty based on the amount realized no matter where and in what form the gas is sold.

i. TEXAS: For pipelines, the market is at the well because of the obligation to provide gas to the public.

j. [Text: Page 297, Note 5]: Proof of “VALUE”: Actual sales, Comparable sales, Net-back (Work-back).

Comparable sales: Look at sales from nearby wells similar in time (season), quality (clean, dry, not wet and polluted), quantity, availability to market (supply and demand).

Net-back: If cannot find comparable sales, look downstream at the hub.  If selling for $2/heating measure, figure out how much to take gas to the hub.  If 15 cents, work back to a price of $1.85 at the well.  This method is not as trustworthy as comparable sales.

[10/11, Page 2, Frames 2-3].

PROBLEM, Page 280.



2.  Royalty on Take-Or-Pay Benefits

Harvey E. Yates Co. v. Powell (New Mexico 1996)

HEYCO and the NM Oil and Gas Association sought a declaratory judgment against the New Mexico Commissioner of Public Lands to invalidate a revised state regulation providing for the payment of royalties in oil and gas leases.  

Where a lessee reaches a settlement regarding future price reductions, the duty to pay royalties on such reductions is not triggered until the gas or oil is physically severed from the property.  “Production” requires physical severance from the premises.  Royalties are a “share of production or production revenues”.  The money paid here is not for production, but to compensate for not using the production.

Take-Or-Pay Clause:

· [10/11, Page 2, Frames 4-6; Page 3, Frames 1-3].

· Is a lessor under a lease entitled to share in take-or-pay benefits paid to a producer by a purchaser under a gas contract?  The question is whether the benefits are part of the “amount realized” from the sale of gas.  Look to the Plain Terms Rule and the Cooperative Venture Rule.

· The clause compensates a producer for “committing production”.  It is a deficiency-based demand charge (ex. Telephone bill comes even if you do not use the phone).

· [10/11, Page 1, Frames 5-6]: Oil companies screamed that they would go out of business with the majority rule.  [10/11, Page 2, Frame 3]: “Field Market” – 15-40% of sales take place in the filed, not at the market hub.

· Settlement, Buy-down, Buy-out.  Free Market Benefits.  Deductions in Calculating Royalty. [10/11, Page 3, Frames 4-6].  There is an implicit assumption that royalty is due at the well and of there are costs downstream, the royalty owner shares in them. 

C.  Costs of Production and Costs Subsequent to Production Distinction


1.  Are royalty owners subject to costs subsequent to production?

2.  Garman v. Conoco, Inc. (Colo. 1994)

The Garmans were owners of an “overriding royalty interest, which is a royalty interest created by an oil company to compensate someone who has helped them out.  It is carved out of the lessee’s lease.  The lease is assigned to another while the overriding royalty interest is retained.  Although the overriding royalty interest agreement is silent on the allocation of postproduction costs, lessee deducted certain postproduction costs against the Garmans.

When an agreement is silent, the owner of an overriding royalty interest need not pay a share of postproduction costs.  Lessees must bear the cost of complying with the implied covenant to market.  This arrangement is fair because:

1. nonoperating interest owners are unable to negotiate procedures and expenses selected by the operator.

2. lessee must show that the costs are reasonable and that actual royalties are increased by the processing that is deducted.

Lowe: What about the fact that the Garmans were 3rd parties not a part of the oil and gas lease under which the implied covenant to market arisese?

· Royalty Deductions Split: Production occurs when gas is captured v. when it is captured and made “marketable”.  [10/11, Page 4, Frame 1].

· The Marketable Product Rule is not clearly explained.  Is it marketable when it is “pipeline quality”?  If gas is processed at the hub and in the field, there are multiple places for sale.  If pipeline quality is the standard, then it is not produced until it is downstream.

· The Garman court could be saying that if pipeline quality is the standard, then if it is sold before pipeline quality is achieved, there is an obligation to pay royalties as though pipeline quality was achieved.  The Texas “captured” rule is much simpler.  It would have been easier if Garman had adopted a brightline rule that it is marketable in form if it is of pipeline quality.  The court means market value at the well where you have marketable form.

· [10/11, Page 4, Frames 2-3]: Cost Deduction Issues.  “At the well” is in the lease, so why is there a need to change?  Implied covenant cannot negate express language in a lease.  Nationsbank: The restrictive clause is redundant.

D.  Division Orders

1. An authorization to one who has a fund for distribution from persons entitled to the fund as to how it is to be distributed.

2. In the oil and gas industry, division orders are entered into by royalty owners and working interest owners to sell oil and to give instructions for payments under the lease.

3. Forms 10, 11, 29.

4. Gavenda v. Strata Energy, Inc. (Texas 1986)

Strata erroneously underpaid royalties on an oil and gas lease to the Gavendas (Gs).

Division and transfer orders are not binding when an operator prepares erroneous orders and retains part of the proceeds for itself.  Although normally division orders are binding despite error, when the order is prepared by the operator who retains the proceeds, protection of operators is not necessary.

· The case turned on unjust enrichment.

· There is no consideration, so division orders are not binding (Lowe).  They could be binding with a check.  Form 10, “Miscellaneous”.  Division orders are subject to the UCC.

· Although not binding, the division orders are binding until they are revoked because of estoppel/reliance, accord & satisfaction, etc.  Exxon v. Middleton: Bound by the division order until revoked because he signed it. This should have been overruled by Garman.

· Attorney sued for malpractice because even though 50% seemed high, in Texas, “what you say is what you mean”.

· POSTED PRICE DISPUTE: Are lessees subject to the best available price standard when the price is based upon newspaper or website prices? [10/11. Page 5, Frame 1].  UCC.

· Interest on royalties [10/11, Page 5, Frame 3].

E. Remedies for Failure to Pay Royalties

1.  Cannon v. Cassidy (Oklahoma 1975)

Cassidy sought to cancel an oil and gas lease because Cannon did not pay the royalties due thereunder for 11 months.

An oil and gas lease may not be cancelled for the lessee’s failure to pay royalties without an express provision in the lease which authorizes cancellation.

· The lease is a conveyance of real property and cannot be cancelled unless express language.

· Usually the royalties are not paid because of some title question or because some paper has not been signed.

F. Royalty Problems [Text: Pages 340-342]

IX.  Distinction Between Mineral Interests and Royalty Interests [Nutshell: Pages 125-130]


A.  Interpretive Steps

Courts want real property rights to be clear from the record because they are a source of great wealth and governed by special rules.

1. Look at the plain meaning from the 4 corners of the document.

If the provision is susceptible to more than one meaning, it is ambiguous and…

2. Apply Rules of Construction.  Against drafter; and/or.

3. Consider Extrinsic Evidence.

The problem with extrinsic evidence is that in the context of conveyances, by the time the issues surface, the papers or the context is lost.

In Texas, the mere fact that the instrument is susceptible to more than one meaning does not mean it is ambiguous.  It is ambiguous if it is still unclear after the rules of construction are applied.  If still ambiguous, look to the extrinsic evidence.

[10/23, Page 1, Frames 2-3]


B.  Bodcaw Lumber Co. v. Goode (Ark. 1923)

B owned a 40-acre tract of land in fee simple.  B conveyed the land by warranty deed to G, the granting clause of the deed containing a reservation of mineral rights to the tract of land.  Since B did not develop the minerals or pay taxes or met the statute of limitations or laches, G sought to cancel the reservation of mineral rights and quiet title.

Mineral rights can be separated from the fee to the surface of land, creating or reserving a right in perpetuity to such mineral rights.  

· Ownership-in-place states ought to tax mineral rights, but since the value is low if not producing, there is no sense in taxing.

· Mineral rights are severable because they are one of the bundle of sticks of property rights.  They are not K rights, but real property rights.

· La. has different law than Texas and Oklahoma.  Mineral rights are received as a servitude that may terminate if there is no use and the rights in the minerals are returned to the successor if interest in the grantor.

· In Texas, an oil and gas lease creates a determinable fee.  It vests the lessee with title to oil and gas in place.

C.  Securing Mineral Interests Through Adverse Possession

1. Title is obtained by using the property like the owner.

2. The use must be exclusive, open & notorious, and continuous for a statutory period of time.

3. When the AP gets title, it “relates back” as though the AP had title from the first instance of possession.

4. AP gets what the record owner had.

5. To get mineral rights, the AP must drill and produce for a statutory period of time.  To interrupt, tell to stop, throw off of land, file suit, etc.  Cannot sell rights to interrupt, but a lessee may validly interrupt.

D.  Abandonment

In Texas, it is not possible to abandon mineral rights because one cannot abandon a stake in land, only easements.


[10/23, page 1, Frame 6]

· Nonuse easy to show, intent difficult because could just be waiting to develop.

E.  McSweyn v. Musselshell County, Montana (Montana 1981)

MC contracted to deed all but a mineral interest in land, but in fact, deeded all but a royalty interest, a lesser interest (according to the trial court).

A mineral interest is not inherently more valuable than a royalty interest.  The grant was valid and MC retained a royalty interest.  Which is more beneficial to the county?

· [10/23, Page 2, Frame 4]

· Problem, Page 355 [Text: Pages 355-359; 10/23, Pages 2-4, Frames 5-2; Notes 10/30]

Griffith v. Taylor (Tex. 1956): “If it looks like a duck and quacks like a duck” rule.  A percentage of production that continues throughout the life of the lease is a royalty.  A sum certain, even if paid in kind, is a bonus.

Net Profit Interest and Carried Interest [10/23, Page4, Frames 3-4!]

Mineral Interest and Royalty Interest Language [10/23, Page 4, Frames 5-6]

X.  Creation of Mineral and Royalty Interests


A.  Barker v. Levy (Texas 1974)

A deed granting rights to all minerals produced and saved on a particular piece of land and omitting the words “in and under the land” creates a royalty interest.

· Language concerning production and saving relates to royalties.  If has both “in and under” and “produced and saved” language, there is an ambiguity and extrinsic evidence is needed.

· The mineral interest grant was in exchange for legal services.  Mrs. Sweet was a feme sole.

B.  French v. Chevron (Texas 1995)

Pursuant to a deed that conveys both a mineral interest and “royalty interest only”, a grantee claimed rights to a fraction of all production.

When a grant deed contains apparently conflicting language, a court must harmonize and give effect to the whole.  Here, the grantor reserved rights to receive delay rentals and other rents from the leases.  Such reservation serves no purpose if the grantor conveyed a mineral estate or a fraction of all production.  The parties must have intended to convey a mineral interest with the reservations described, thus conveying only the royalty portion of the mineral estate.

XI.  Shared Ownership of Mineral Estate [Nutshell: Pages 84-107]


A.  Concurrent Ownership

1. Development by Co-Tenants

Law v. Heck Oil Co. (W. Va. 1928)

An unqualified owner of an interest in oil and gas cannot, absent irreparable harm, be compelled to consent to the development of the oil and gas interest.

· The owner is entitled to have his interest remain as he sees fit, subject only to the rights of other cotenants to protect their interests against dissipation or drainage from other operations.

· This is the minority law.  The danger is that if drainage occurs, the owner refusing to consent may be liable to the other cotenants for waste.  Conditions that relieve the consent requirement read “…until it shall affirmatively appear that development is necessary to protect the oil and gas from drainage through wells on adjoining lands.”

Prairie Oil and Gas Co. v. Allen (Okla. 1924)

A tenant in common has the right, without the consent of his co-tenants, to develop and operate the common property for oil and gas, although he is liable in an accounting to his co-tenants for their respective shares of the net proceeds from such production.

· Between PO and LH, PO is more consistent with the basic property principles: cotenants can use the land, but if words or actions prevent others from enjoying the land, the law of waste applies.

· LH stands for the principle that anything that changes the nature of the land is waste.  PO has a more modern approach suggesting that a change is waste only if it is not economically beneficial.  Oil and gas development is not waste because it is financially beneficial.

· A non-participating party has the right to participate when the driller recovers the costs spent on drilling.  But the actions of drillers have an effect on cotenants because a dry hole lowers the value of the mineral interest.

· Commentators recommend looking to the beneficial analysis (drilling first well was beneficial to determining whether or not to drill further, etc.) to see whether a driller who drills one dry hole and one good well can recover costs of drilling both wells before sharing.  Lowe suggest that the “historical trend” approach is better because the non-participating party is not allowed to second-guess the participating party.  The bottom line is that one usually has to allow any costs the producing cotenant has advanced.

· LH allows a 1/768 interest to hold up a deal.  PO permits one cotenant to take risks that drastically affect another cotenant (all risks are shifted to the drilling party).  It is possible to contract around the risks through operating agreements.

· [10/30 – How to Live With PO]!

2. Partition of Mineral Interests

Mosley v. Hearrell (Texas 1943)

Equitable grounds need not be shown in order for a co-owner of a mineral interest to enforce the right of partition.

· “Partition” is the division by judicial decree of undivided interests.

· No statute can preclude partition based on equity rules.

· Any cotenant has a right to demand division of undivided interests.  “In kind” is preferred unless minerals are known to be present (versus by sale which is the norm).

· Note 3 Page 396: Statutory cause of action for partition requires: joint ownership of a possessory interest in an estate of equal dignity that extends throughout the land.

· All Notes following case!

B.  Successive Ownership and Nonpossessory Interests

1. Life Estates and Remainders

Welborn v. Tidewater Associated Oil Co. (Oklahoma 1954)

A remainderman may not make an oil and gas lease to permit exploration and production during the existence of the life estate without the consent of the life tenant, but he may lease for exploration and production to commence thereafter.

· If leases are obtained from both the life tenant and the remainderman, it has been held that the leases merge, and the one party may develop.

· The problem with both signing a lease is who gets the royalties and the delay rentals.  This must be addressed in the lease.

· An alternative is for the life tenant to sign the lease and for the remainderman to ratify the lease.  FORM Page 16: Grants the remainder interest subject to the lease.

· [10/30, page 1, Frame 3]!!!!

        Hynson v. Jeffries (Miss. 1997)

Under the “Open Mines Doctrine”, the owner of a life estate in a trust holding oil and gas interests is entitled to the entire royalty payments received from the production of those minerals, and not merely the interest earned thereon.

· [10/30, Page 1, Frames 3-4]!!!!

XII.  Terminable Interests [Nutshell: Pages 107-110]

The interests may not be perpetual in time.  It may be fixed or defeasible (for 15 years and so long thereafter as oil or gas is produced)


A.  Archer County v. Webb (Texas 1960)


      [10/30, Page 1, Frame 6]

A grant of a royalty interest for so long as a commercially paying quantity of production is maintained requires actual production rather than completion of a well capable of production through shut-in royalty payments.

· Dissent: Shut-in that extends the lease also extends the royalty interest.

· 2 instruments:

· Non-participating royalty interest: carved out of the mineral interest and independent of any oil and gas lease.

· Lease: Covers the same tract of land subject to the non-participating royalty interest.

· NP Royalty Interest is not a party to the lease, and therefore, cannot claim that shut-in is constructive production.  There is no language in the deed as to constructive production.

· If the constructive language were incorporated into the royalty deed, there would be no problem.  The Texas Court of Appeals has said, however, that shut-ins do not keep assigned leases alive.

XIII.  Executive Rights in Mineral Interests

A. Executive right is the right to grant leases.  The term is typically used when the        right to grant leases has been separated from the other rights that make up the mineral interest.

· fee simple owner – owns the executive right, and it is only called this if it is severed out of the fee simple interest.

· severed mineral interest owner

· “naked” executive rights owner

B.  Nonexecutive Interests

· Mineral interest that has the right to drill and some other benefits, but no right to grant oil and gas leases.

· [11/6, Page 1, Frame 2] – Other interests that do not have the right to grant leases.

C.  Why sever executive rights from mineral rights?

· To protect the slow or unwary mineral owner.  To maximize the benefits to all the mineral owners.

· To protect a surface interest retained for ranching or farming.

· Part of the bargain.  The nonexecutive mineral owner did not pay enough.

D.  Executive Rights Issues

· Nature of the Right: Power of appointment or incident of mineral ownership?  Power is a vested power of property and the RAP does not apply.

· Note 4, Page 428: Not personal to the original holder and survives her death.  [11/6, Page 2, Frame 2]!  No mention of executive right means that the greatest possible estate is conveyed…conveys everything the grantor has.

· Scope of the right: It is not clearing Texas whether the executive rights owner has the right to drill.  Is there an implicit right to drill?

· Duty Attendant: Does the executive have a duty to lease?  What standard must the executive meet in leasing?

F. Mims v. Beall (Texas 1991)

After the Mims leased the mineral rights in 200 acres of land to their son, Angus, without a cash bonus, and Angus subsequently assigned the lease in return for a 1/16 overriding royalty, the Bealls, the nonparticipating royalty owners who originally conveyed the land to Mims, filed suit alleging breach of duty because 1/8 royalty was unreasonably low.

An owner of executive rights owes a duty of utmost good faith and , thus, a fiduciary duty to the nonparticipating royalty owner.

· Self-dealing is not allowed.  The lessee must maintain an arms’ length position to not owe a fiduciary duty.

· [11/6, Page 2, Frame 3]

· Apply to Problem, Page 355.

· Son has the same duty of good faith and fair dealings as parents do to Bealls.  Mims to Mims Jr. = breach because of self-dealing.

· Manages (TX SC 1984): Executive owner leased to himself for no bonus and 1/16 royalty.  Breached fiduciary obligation of utmost good faith and fair dealings.  Lowe says this is nonsense because fiduciary obligation is the highest standard the law imposes.  Utmost gf is an intermediary standard.  The significance of this distinction is in the damages (FD = compensatory, punitive and exemplary damages).

· Executive rights owner must exact every benefit for beneficiary that he gets for himself (exemplary and compensatory damages).  Lowe thinks the son never owed a duty.

· PROBLEM, Page 421: See end of 11/6 Notes.

· [11/6, Page 3, Frame 1]!!!

