II.  Regulation of Drilling and Production

A. Rule of capture

1. What can and can’t you do under the rule of capture?

2. Ownership/nonownership thoery 

3. Problems with rule of capture 
4. Correlative rights doctrine 

B. Types of Regulations

1. Early forms of regulations

2. Effect of regulations on rule of capture

3. Effect of regulations on correlative rights doctrine 
a) Fair share doctrine
4. How spacing is performed, and what to tell a client

5. Challenging state agency’s action
6. Texas-twist on spacing

a) Field wide rules
b) Variations within field itself
c) Exception to prevent waste/confiscation/economic waste
7. Statewide well allowables 
a) Texas yardstick approach
b)  What does the owner of a small tract do

c) Possible exception for Preventing waste—

III.      The Oil and Gas Lease

A. Overview
1. Bargain for: 

a) Financial benefits - three basic financial benefits:  Note that in negotiating it is possible to increase one of the financial benefits by decreasing another.

b) Term or duration  - 
c) Surface use – may be concerned with protecting the surface for other uses, like farming, etc...  See the following detailed discussion of surface use.

B. Surface Rights Granted by the Lease
1. Common source of conflict

2. Lessee has implied rights to use as reasonably necessary
a. Use cannot be negligent. 

b. Reasonable amount of space So, in TX if client is owner of 1000 acres in Hill Country, best bet to help client is through contractual provisions in lease itself.

c. Exclude specific contractual obligations in the lease itself.  Our lease has one or two.  Assumptions that the land is rural and the land itself has little value in comparison to the mineral estate.  The only two clauses that really deal with surface are the end of paragraph 3.  Lessee shall have free use of gas and water from said land except from surface owners well.  Can’t tap into pond, pool, or surface water.  Then, last sentence of paragraph 7.  Shall bury all pipes below ordinary plow depth and shall not construct building within 200 feet from residence.  (That clause may be more detrimental than helpful.  In contract if have express term, you don’t imply any other rights.  If had left it blank, might have been able to imply terms.  Express provisions control over any implied rights and obligations).  In the hypo where you build oil derrick in front of your view, could invoke the accommodation doctrine.---the lessee has pretty strong argument that has long as I am drilling no less than 200 feet to your house, there is no other doctrine you can invoke (i.e. accommodation doctrine) because we have an express agreement.  From that standpoint, the lessor might strike out this 200 feet clause and rely on implied rights the accommodation gives.  We would never ever do that.  Instead would add our own contractual obligations

d. Specify where activities can take place or at least where cannot.

e. Provide for some sort of compensation for surface use.  Can take 2 forms: one is to call it damages – pay X amt per acre use.  Downside is sounds like liquidated damages and could be disputed as to whther proper.  Smith says makes more sense to call compensation for surfact use, don’t categorize as payment.

i. Most lessors follow:  make express compensation for surface use.  The preferable way to do this is to specify that the lessee will pay a certain amount of money for the number of acres utilized.  Alternatively you sometimes see provision for surface damages either left open or with a specified amount indicated as surface damages. I would be a little weary of that approach.   If leave amount open it may turn out that land is far more injured than you had thought.  The downside is that you are most surely going to have to litigate how much the surface damage is.  Secondly, if indicate the amount is for surface damages, your setting up liquidated damages (setting yourself up for all the doctrines with liquidated damages)   This why seems safer to put in payment plan to purchase surface rights instead of putting it in terms of damages.  The problem of course is that you may not be able to do that.  Not necessarily because the lessee is unwilling to do that but because the lessee doesn’t have to negotiate with you.  In our hypo. Lawyer buying 100% of surface and 100% of mineral rights.----------Getting this is very extraordinary.  Usually the two are split up.  People who own mineral rights have no interest in the surface estate.  Any extra payment for surface damages, will lower the royalty interest (he may not even know the person who owns the surface so would have no incentive to help them out)  So the surface owner has much as he or she would like to negotiate surface rights, may not have any legal recourse to do so.  If you are buying surface estate, may want to try to get percentage of mineral rights.

f. Surface restoration – oil co agrees to restore as nearly as possible to nearest conditions once ceased operations.  Farmers/ranchers may prefer this. Smith says probably better to allow someone other than lessor to restore – allow client to restore and reimburse or have 3rd party.  Oil co’s not specialists in surface restoration.

g. Consultation provision - provision which requires consulation with landowner to put in roads/structures etc.  say approval only withheld in good-faith.   

i. Problem – contractual protections may not be possible unless client owns some reasonable fraction of mineral estate (may have sold off some in past) client may not have legal right to do this, is reasonably possible that sometime in the past there has been a severance of surface rights from mineral rights.  Uncommon to find owner of large tract who owns all the mineral rights – may diminish bargaining ablity.

h. Legislative action (special statutes)- another way to change the cl rule is through legislative action.
i. Fair number of states (mostly Midwest) have surface damage acts

1. Regardless of what lease says/doesn’t say, oil company must compensate for use of service.

2. Oil co makes offer, negotation, if cant agree then procedure becomes roughly same as imminent domain procedure.  

a. TX only has one stat like this – subdivision statute.  

i. Applies to counties with certain minimum populations.  (look at census)

ii. The idea is that if a developer is planning a subdivision no greater than 640 acres, then he can limit all O&G production in the subdivision to 2 acres per each 80 acres.  The RR Commission determines the most reasonable sites.  

iii. Satute reflects the rising value of surface estates and the corresponding increase in real estate lobbying power.

iv. Houston, dallas, ft worth, SA, el paso and surrounding of all but EP.

i. Judicial Erosion of CL doctrine

i. Kerbaugh ???? – ND court said not deciding whether owner of mineral estate has to pay damages, can use for reasonable to production but may not mean don’t have to compensate

ii. TX – sup ct has said sale price represents value of use of surface for exploring and extracting oil and gas, but if use catch all phrase like other minerals, probably not taking into account impact on surface of extracting some unnamed substance.  Grantees successor would have to pay for injuries to surface. (molzer v. us steel).  Basically not compensated if on list of minerals.  Most deeds traditionally say oil, gas and other minerals. Real problem is defining what a mineral is (water/sand not!)

iii. A minority of states (e.g. Ark.) have nearly overturned the dominance of the mineral estate, and have held that the mineral owner has an implied duty to restrore the land.

1. Ark – taken position that in spite of dominant estate theory oil and gas lessee has implied obligation to restore surface b/c many states by stat require restoration and common practice for good comps is to restore anyway, owner anticipates will take place.  

j. Custom - Most companies do it anyway

i. Why if don’t have to? Concerned about potential long term liability and bad pr.  Good business sense to try to pacify someone who will be upset owner

k. Environmental acts

i. Clean water Act

ii. Far more restrictive at state level –Col has stringent laws about disposal of waste

iii. But, these are environmental regs—so they don't necessarily give the landowner a right of action.  These are regs that require action and are enforced primarily by a state regulatory agency.  

C.  Duration of Lease

1. The Primary Term: Delay Rental Payments (151-152; 157-166)

a. Habendum clause – The duration of an O&G lease is determined from the habendum  clause (clause 2 in the form lease).  There are two parts to the habendum clause: the primary term and the secondary term.

b. Primary term - a fixed term of years during which the lessee has the right, without any obligation, (under the unless lease, more later) to explore for or drill for O&G.  

i. Typical language to grant the primary term illustrated in our lease: "subject to the other provisions herein contained, this lease shall be for a term of      years from this date and so long thereafter as oil and gas or other hydrocarbons are being produced ..."  

1. This clause should be read in conjunction with the delay rental payments clause.

ii. Automatic termination: 

1. Time is of essence during primary term

a. Cts have almost uniformly said late payment , underpayment, or payment to wrong payee terminates even if only few days late or not inconvienced by lateness.

b. Hard to explain why minor delay in payment cancels the lease:

(1) says in contract that it is a FSD, a terminating event has occurred so there is not any room for saying that substantial performance will work, but seems more conclusory than reasoned.

(2) Back when doctrines set in stone, you were likely to have situations where one or two days time really was important.  Had I executed that lease back then you didn’t want to give lessee any lee way in deciding to hold off to see if that well comes in.  I think that was the context in which doctrine originated.  Sensible fair or not almost invariably position courts have taken.  If don’t drill or pay on time no matter how close to being on time you have lost it.  Same applies to timely payment in the wrong amount????

c. Problem – this doctrine assumes operate efficiently at all times.  No company does this.   Don’t want accidental term b/c have read terms strictly in most cases.

iii. Arguments against automatic terminations

1. Estoppel – unreliable for oil company to rely on these arguments b/c doesn’t seem like estoppel arg should work for fee simple det.  May not be any basis for them, last gasp argument
a. Classic estoppel case: the double fraction problem.  (problem when you sell the land and you are conveying fractions to people i.e. you convey ¼ to someone.  The problem is ¼ of what?  Has to pay delay rentals in proportion to the ownership of the mineral rights.

i. Misunderstanding: Smith owns ¾ of mineral estate, Morales owns ¼. Lease to X oil company which pays for $1000 delay rental.  Smith decides to sell part of his interest to Garza.  Smith conveys undivided ½ interest to Garza.  

1. Question is, ½ of what? 

2. If ½ of ¾ then each get 3/8.  (More logical)

a. Or, could mean ½ of entire mineral estate, leaving Smith ¼ and Garza ½. 

3. X Oil Co then makes wrong payment b/c misunderstood and sends wrong payments

4. Ct would use estoppel b/c P would have helped to create an ambiguous deed and knew co was trying to maintain lease.  Knew oil comp relying on reasonable but mistaken interpretation of instrument. 

2. Mistake – ex. Computer error makes payment too low.  

a. If know company trying to pay correct amount, and have opportunity to notify them.

b. 5th circuit case applies estoppel here

3. Late - take late payment and don’t refund for 3 months.

a. Some argue not estoppel situation but Smith says if co has drilled in reliance on acceptance of delayed rental.  

b. If done nothing, this may not be – recent Amarillo cases say doesn’t work.

4. SOLUTIONS – include language in lease doc that protects from these accidental scenarios

a. Does our lease contain such a clause?  Clause 9 initially looks like could just not pay and have 60 days.  Problem is that it applies if lessee breaches an obligation but almost nothing in this lease is an obligation.  Co not required to pay delay rental, but it is instead an option.  Clause does almost nothing b/c only express obligation is to make royalty payments.  Cant bring suit to collect delay rental b/c not obligated to make payment.  

b. Sample clauses on 165 but little help here b/c unlike Kincaid case, no attempt to pay here.

c. Change delay rental clause from a limitation (something that cause auto term) to a condition subs that requires lessor to give notice

i. Clause 2, 164 - problem with this clause is there has yet to be a court that will enforce it (this lease is really a fs determ and this is inconsistent with fsd.  Smith said of course.  Real reason is concern over fairness to lessor- allows lessee to gamble on what may happen in area.  Probably made more sense back in old days when dealing with uneducated/unrepped farmers whereas not case today.

ii. OR Lease – provide that in each year of primary term lessee is required to drill or pay a delay rental with no obligation to do either.  Treat each as an individual covenants (orig theory of all leases was that covs were independent),

1. Assures LESSOR that he will get delay rental

a. Remedy for failure to pay delay rentals here is lim to recovery for the amt of rental payment due, in absence of contrary provision.

2. Eliminates danger of accidental term to LESSEE oil company.  

3. Curiously, oil co’s have resisted the OR lease.

a. Found occasionally in CA and Appalachian region.  Sometimes in TX with hard minerals

b. Reason – was common about 100 years ago but co’s got burnt paying delay rentals on useless fields.

4. Smith says better lease from both party’s perspective

iii. Drill or Pay or Surrender- alt to OR rentals which says oil co drills/pays after some time (like 1 yr) or surrender.

1. LESSOR - better than unless lease.  Some shot of getting delay rental and get formal notice.

2. LESSEE oil company – administrative burden, if have to give notice must make advance preparation to send certified letter to lessor and deed record docs to county clerk.  Easier to just walk away with unless lease.

iv. Paid-up Lease (165) – allows to avoid the problems inherent in payment of delay rentals, does not require .  Helps eliminate admin probs.  

1. Probs 

a. More expensive upfront for oil company upfront, especially if oil co has many leases

b. Lessor might prefer regular ‘rent like’ payments to lump up front.  

c. Legally - if try to use different form and modify it must be careful about screwing up references to other clauses in the lease.  3 references delay rentals in 5, so if elim delay rental screw up 3.  

v. Proceeds leases – where rent fraction of proceeds.  Have implied obligation that lessee make reasonable opportunity to operate (Gap pays 2% of space – cant shut down store and use as wherehouse where incentive to enter lease is rev payments)

2. Extending the Lease by Commencing Drilling (167-180)

a. Alternative to payment of  delay rentals - lessee who seeks to avoid termination of lease by compliance with the drilling-delay rental clause is presented w/ choice of either drilling or paying delay rentals within the specified period. 
b. Commenicing drilling operations doesn’t mean having drill bit going into ground, means physical operations on land related to drilling.

i. How far back can you push process?  

1. AK SCt made baking analogy to process.

2. Usually must be something physical on land

3. Q for jury.

ii. Usually arises late in term of lease

1. Clause 6 is a savings clause - will maintain the clause past primary term even if no production

2. Sometimes arose where oil company started to drill but had problems

iii. Commencing drilling operations involves 4 criteria:  (from Wilds v. Universal Resources)

1. Some substantial physical work on premises (See Note (b) on p.19, pushing this a little further).

a. Mainly to provide notice

b. Courts fairly liberal – doesn’t have to be hole in grounf

c. Physical (and not financial) is the test – for judicial convenience (easier to prove), if doing physical work you are further along in the process, element of notice to the lessor (will not be as likely to solicit new lease as year end approaches).

d. If lessee keeps lessor informed of financial commitment (permits, title, contracts, etc.), this might arguably satisfy one of the a bove rationales.  Court may counter: might open to too much uncertainty, playing with facts (no easy way for lessor to verify); still further along if physical work commenced.

2. Good faith – lessee moving along with really drilling the well, not just dragging things out and holding off the expensive operations until find out if good potential.  Minor changes just to meet ‘commencement’ will not constitute good faith.

3. Diligence – lessee having started operations then continues with them; no excessive breaks after such.

4. Means – lessee must also have the physical and financial means to follow through with drilling.

3. The Secondary Term 
a. Purpose of secondary term is to give the lessee the right to hold a producing lease as long as economically viable.
b. Is an indefinite period of time b/c impossible to determine how long will be profitable at time lease granted.

c. Extending and Mainting the Lease by Production - does ½ barrel of oil a day constitute production as called for in clause 2?

i. Paying quantities standard- must be extraction and production in ‘paying quantities’ to extend the lease into the secondary term (value of production exceeds costs of operation)

1. Once value of production is less than operating costs hard to see any business reason why wants to continue operating other than pure speculation – which is not what agreement is about.  

2. Most states take this view

a. Texas: Clifton v. Koontz (Tx SCt. 1959) – “The standard by which paying quantities is determined is whether or not under all the relevant circumstances a reasonably prudent operator would, for the purpose of making a profit and not merely for speculation, continue to operate a well…The trial court must take into consideration all matters which would influence a reasonable and prudent operator. 

i. BUT: std does not mean well has to make a profit over initial cap expend etc. Roughly means has positive cash flow b/c once production begins it make sense to continue to operate as long as marginally profitable (operating revs > operating costs)

3. Rationale: prevents lessees from speculating with lessor’s interests

ii. Counterintuitive: Lessor almost always arguing terminated – seems counterintuitive b/c lessor has guaranteed income stream and it is lessee who is losing money.  

1. Why would oil company want to stay in?

a. Fluctuation - enormous fluctuation in oil prices

b. Overhead - From accounting standpoint may be losing money, but losses may be fixed as various overhead costs.  Some of fixed costs allocated to each well.

c. Balance sheet reduction - Well holds lease, and lease has certain proved reserves which are an asset on your balance sheet

d. Speculation – wait to see if others find oil.

e. Rework later– may plan to rework by fracking (where inject liquids to break up underground and increase production) etc to increase production

f. Recoup spending - Corporations spend more and more trying to recoup

2. Why would lessor care when getting payments?

a. Money - Not getting very much money

b. Quality of maintainence of well and surface declined (maybe A sells to B who is less diligent).  Income doesn’t offset problems.  As production quality decreases, so does maintainence.

c. New opportunity - Wants to speculate themselves or resell to someone else if new prospects.

i. Ex. Producing well, but you aren’t getting much money from.  Find out that an exploratory company is going to drill ½ mile away.  If this is so your land is going to be worth a lot of money.  If your lease has terminated you get the benefit of that opportunity.  If not terminated it is your lessee that gets the benefit and you miss out on your bonus and the negotiation of a higher royalty.

d. Underutilization - say there is only one well on the 1000 acre.  The structure on the oil and gas lease is that production on any part of the land covers the entire acre tract.  So if only have one well on 40 acres, you have 960 acres that the oil company has not explored.  This pisses you off so you want the lease terminated.  The argument is that it is terminated because operating costs exceed income.

iii. What the landowner must prove to terminate (lessor has burden of proof to show not producing in paying quantities).
1. Two step process – lessor loses most of these, needs these and long period of time (ES says well over a year)

a. Show income from production is less than the operating costs.  

i. Income: usually not much debate over income

ii. Operating costs: big debate here

1. These are costs attributable to particular well/lease (elec bill, costs maint, property taxes etc)

2. Fixed costs are subject to dispute b/c of difficulty of allocation and variations in accounting methods (allocating overhead, deprectiation, equiptment etc) 

3. Allocation of some of these expenses to the well in question could be the key to profitability.  The lessor wants all overhead allocated.  The lessee wants to allocate only the overhead that would be saved if the well stopped operating.  This is likely to be zero.   Lessee argues that if your overhead costs will not be reduced by the closing of the well then you don’t have to allocate those costs (one court has bought the argument) or don’t count depreciation

4. These two approaches represent extremes.  Courts generally do allocate some of the overhead, but by some formula more in between these.

5. Perhaps, the best solution is to consider what costs would disappear if the well was abandoned.

b. Even if satisfies step one, must show reasonable operator would not continue operating this well EXCEPT for speculative purposes, is no expectation of profit from this well.

i. show reason prud would not have continued operating for this period of time

ii. may be able to prove if can find internal memo saying we are in this to speculate

iii. hard to show a lawyer knows more about business than oil company 

iv. need crappy low quality operator

iv. Depends on definition of production
1. Texas – have good shot at terminating lease.  Production means actually extracting substance and doing something with it (storing/selling/transporting)

2. Oklahoma  (minority view)– lessor usually uses,  states like Texas confuse production with steps after production, all production means is that have gotten substance to top of the ground.   These states still use the paying quantities definition.  

3. Subset of this view – say that this rule only applies to natural gas and not to oil.  Some states adopt min for oil and maj for nat gas.  

4. Relying on Common law doctrines as Substitutes for Production

a. Older cases didn’t have savings clauses to save lease

i. 3 Recent Texas cases involving oil and gas leases executed in 30’s.  

1. Pool cases – extraordinary result b/c ct said these leases terminated b/c of something that happened 30 years ago.  Shows that old leases without savings clauses exist,  

2. Krabb case found for Lessee b/c kept records and could est below.

b. Arguments againt termination – common law doctrines lessee may rely upon without savings clauses
i. Estoppel – you have been receiving payments for all this time, cant argue terminated b/c of something that happened that long ago.  Court said lessee must prove relied by incurring additional expenses in reliance on lessor.

ii. Obstruction – lessor does something that physically obstructs lessor from operations that would maintain lease.

1. Ex.  Lessor puts locks on gates to keep out

2. As long as obstruction is there, and a reasonable time thereafter, the lease is in effect suspended

iii. Repudiation – as opposed to physically barring entry, lessor wrongfully repudiates the lease (letter saying term, suit saying term)

1. Courts say lessee should not be forced to expend money on what may be expired lease.

2. Lease suspended until legal determination of whether expired or not.

iv. Temporary Cessation of Production – where lease won’t terminate if just temporary.  

1. Acting on the premise that the parties must have contemplated temporary interruptions from time to time, the courts have held that the oil and gas lease does not terminate where there is a temporary cessation of production.

2. If such cessation occurs during the primary term, the lessee may have to resume delay rentals; if the cessation occurs during the secondary term, the lease will be preserved as long as the cessation meets the requirements of the Temporary Cessation of Production doctrine.

3. Lessee must establish that:

a. Cessation must be beyond control of lessee (mechanical breakdown or some weather related event)

b. Cessation was temporary (but temporary is like what is reasonable, some courts have allowed up to 2 years but usually ½ year)

4. Lessee acted with reasonable diligence to get production going again

v. Revivor – an instrument has terminate but one of the parties (the lessor here) has executed a second instrument that has effectuated to revive the terminated instrument.

1. Pool case argued this. 

2. Could show that sent divisior order to make sure making payment to right person etc.

3. Texas says for revivor to work there has to be an express corporation of the dead instrument and some expression of intent to revive the instrument, should revive accidentally
5. Savings Clauses as Substitutes for Production

a. Background

i. Relying on the above common law doctrines not satisfactory from oil comp perspective.  Definition of "production" adopted by the courts puts a heavy burden on the lessee.  A lessee, for many reasons, may find it impossible to obtain actual production and market production (as required by the majority of states) before the end of the primary term.  

ii. To remedy this, most leases gradually moved towards include savings clauses that address the circumstances that give lessees an alternative to production.

iii. Savings clauses may be thought of as providing substitutes for production or "constructive production", because they state that specified occurrences or actions will be considered as production for purposes of the lease.
iv. Best idea is for attorney to build something into lease itself.    
b. Standard Forms of savings clauses (most found in clause 6 of our lease)

i. Express cessation of production clause – if production stops we have x number of days to recommence.  All leases over last 40-50 years have these

1. Does express clause mean that parties to lease thought if extraction stopped only had 60 days to start extracting again?  (Santa Fe case)

a. Oklahoma – no, takes the position that in order to take lease into secondary term all you need is a well capable of production in paying quantities (that maintains the lease throughout the secondary term).  

i. Question that arose in Santa Fee is whether a lease of cessation of production clause modified that Oklahoma law.  Does it kick in so that the lease will terminate in 60 days?  Oklahoma court said no.  Said production of keeping  in secondary term means the same thing throughout the lease.  

ii. When lease speaks of cessation of more than 60 days the lease is terminated Oklahoma means that the lease is incapable of producing for more than 60 days.  Otherwise if you simply close in the well, the well is capable of producing even though you have cessation clause.

b. Majority (and Texas)– meaning of cessation is more intuitive, that if the well is out of production in sense of oil and gas coming out of the surface then the lease will terminate unless can it producing within 60 days.

i. Usually 60 days to commece operation to restore production, if engaged in operation to restore/maintain then ok.

c. This clause supercedes cl doctrine of temporary cessation of production.  

i. If takes 75 days to have part fixed, which is reasonable, cts have said express 60 day clause dealing with cessation overrides any cl argument.

ii. Theory: since you have said here how long production can terminate and it be reasonably short time that is the time period (i.e. 60 days)  

iii. Clause not only keeps you from applying the two step paying quantities analysis, it also keeps you from using the temporary cessation doctrine.

2. Force majeure (clause 11) - where event beyond control of lessee

a. Typical problem is taking this clause from another type of k and it excuses from obligations, but once again drilling is not an obligation.  

b. Better drafted clause would apply to drilling or producing or whatever lessee needs to do to maintain lease

c. What is problem with clause for lessee?  

i. Could be too specific because if something happens that is not concluded then may lose the lease, it may be foreseeable that you would be shut down in order to allow neighboring company’s to catch up if you produce too much (regulatory action that you could foresee)  

ii. Another problem is that it applies to only express or implied obligations.  

1. What is the obligation?  To pay royalty, virtually everything else is optional (i.e. to drill, to keep on producing, it doesn’t help the lessee in the situation where lessee most needs help i.e. commencing drilling operations)  

2. These are not obligations, but instead are optional activities.

iii. Ex on 219 – but not very good

3. Dry hole clause (clause 

a. Most leases contain provision that if drills dry hole at certain time before end of primary term, or at end, and result is a dry hole, then has 60 days again to begin drilling.

b. Sometimes gives lessee free rental period after drilling dry

c. Potential problem: what exactly is a dry hole?

4. Drilling 
a. If drilling going on at end of primary term, it is in effect a substitute for production

c. Savings Clauses where disputes arise - The above clause are not where dispute is likely to occur, these are:

i. Pooling (clause 5)  

1. although not supposed to be a savings clause per se, where production on neighbors land keeps your lease in existence even though no production from your lease.  

2. Litigation comes from whether or not pooling unit is properly formed, whether or not pooling done just to preserve lease (if so, not valid reason to pool)

3. May be most common way of saving lease, although not its essential function

ii. Payment of Shut-in Royalty (clause 3, next to last sentence) typically reserved for gas and not oil.

1. If you have a gas well, and gas not being produced from the lease or used by lessee in some way related to lease, lessee can still maintain lease if pays amount of money equal to delay rental.  As long as paid in time frame set out in lease, then this is the equivalent to production.

a. Make it clear in lease when time begins by tightening up annual period or tying in with anniversary of lease

b. Majority rule: you lose the lease if don’t have one of these and have it shut-in

c. Minority rule: stance that production means capable of producing to avoid this problem (Ok). 

i. To avoid majority rule, lessees started include this.

2. Basis: what happens in maj jurix where drill gas well at end or near 

end of primary term.

a. Ex. Company has exploratory well began to drill plenty early, but takes longer.  Needs time after primary term to get pipeline.

b. Ex. 1000 acre ranch in hill country.  Lease the ranch, doesn’t drill until end of primary term, drills and discovers very significant gas reservoir.  Now there is a problem with a gas reservoir (unlike oil)  because gas unlike oil is difficult to store above ground.

i. The lessee has to do two things:  (1) has to find purchases for natural gas, and it really can’t negotiate a contract cuz you don’t know how much gas your going to get (can’t spell out deal of contract) (2) even if you find a purchaser you have to find a way to get it to a purchaser (i.e. pipeline)  What if pipeline is 50 miles away?  So the only option available to lessee is to shut in the well until negotiates contract with purchaser and negotiates getting to the pipeline.

ii. If we read clause 2 literally, the lessee doesn’t have that option because the lease is over.  Exactly what Texas court said that lease was over because production means extraction.

iii. Shut in royalty clause gets around this problem:  if capable of production, the lease will not terminate as long as lessee pays a certain amount of money.

3. Application of this clause: 

a. Typical lease sets the shut in royalty in the same amount as the 

delay rental.  As long as the payments are being made it is producing for purposes of clause 2 and maintains the lease.

b. First type of shut in royalty clause did not make provisions of when the payments had to be made.  Since the payment equals production you had to pay it before the end of the primary term.  Quick and easy way to deal with that is to include a grace period.

c. From lessee’s standpoint, I as a lessee would not be terribly happy with clause I have in lease because it only applies to gas lease.  Why would it make me unhappy as a lawyer for a lessee?  Are you ever likely to have a well that produces nothing but oil?  No, usually produce some gas and oil.  Oil wells produce natural gas.  May not be very much of it or may be gas cap gas.  If well over gas cap then it is technically an oil well, but it is producing a whole bunch of gas.  Yeah you can store and market the oil, but what do you do with the natural gas.  If gas produced from oil well, may be a lot of it from your perspective, but not so much that someone would build a pipeline out to get it.  So faced with dilemma of oil company of do you produce the oil and simply waste the gas or do you shut in the well?  At some point Railroad Commission will say that you cannot waste this gas like that.  From the lessee’s standpoint a preferential solution would be that a shut-in royalty clause apply to all minerals.

d. Another objection is that the clause really does not make clear of circumstances in which it is permissible to shut-in a well.  Let’s say producing gas for 5 or 6 years and then the market falls out and they decide to shut in the well.  A lot of litigation for wells who were shut in for that reason during the 1980’s.  Make argument that the lessor benefits from this as well as the lessee.

d. What other clauses should we add?

i. Lessee’s perspective

1. Try and define terms as clearly as possible 

2. Lessee may want define what a gas well is.  Easy way to do this is to tie the definition into the regulatory commission’s classification.  They classify wells as either oil or gas wells depending on relative volumes of production of each.  Helps avoid arg whether oil or gas.

3. Better yet, may want to give self right as lessee to shut in any well.  May run into problem with an oil well that also produces gas, ex. No pipeline connection for gas and have to do something with gas comes up while producing oil, cant vent it forever.

ii. Lessor landowner’s perspective

1. Increase delay rental – typically is only $1 or so an acre.  Could say double the delay rental.  Or, occasionally say initial year is delay rental and doubles every year after that.   Also double delay royalty too

2. Cap on number of years that shut in royalty will maintain lease – most common, one way is to have total 5 year period with provision that no single shut in incident can last more than 2 years.  

iii. There is a lot of overlap – many situations where 2, 3 or 4 of these will apply.

1. Lightning strikes – force, shut in, 60 day cessation etc

2. But, if only one clause protects you as lessee, better make sure in compliance with that one clause.   As practical matter, lessees assume almost anything is saved by shut in royalty clause.

D.   Covenants Implied in the Lease

1) Nature and Classification - only covenant that is normally express is to pay royalties, so most other covenants implied.  

a) Raises three basis questions.

i) Why do we have these?  

1. Walker’s Theory/Implied-in-fact - covenants are based upon presumed intent of parties, lease does not state entire agreement

(a) Walker’s theory and Brewster argue that in most instances it is impossible to set out express obligations of lessee.  Not at all sure what oil co will find, so express obligations of development don’t make sense – much more of a reasonableness standard (like Gap ex – have duty to sell clothes at mall and not use as storage place).  

(i) Logic -  anticipates will operate at both party’s benefit.  It requirements expressly set out then this negates implied obligations related to same subject b/c have set forth intent.  

(b) Under Walker’s theory, if you spell out a covenant, then that negates any equivalent implied obligation.  An express provision negates an equivalent implied provision. 

(c) Predominant theory (Texas)

2. Merrill’s Theory/ Implied in law (OU Law) – covenants implied in lease to address an inequality of bargaining position for oil co.  This is theory from implied cov of habitability in residential leases.

(a) In his era, typical lessor was subsistence agriculturalist with little education so ct will protect gross inequality of bargaining position.

(b) Don’t enforce clearly inequitable

(c) Under Merrills theory, an express lease provision may not negate an implied covenant.  In Texas, Mr. Walker’s theory is the pre-dominant.  

(d) Some cts have adopted/occasionally referred to

3. Charles Meyer’s- oil and gas lease is a “relation contract”  (an agreement that is intended to last for long period of time) and because parties cant anticipate what will happen over that time they set it out in very general terms (called framework agreement in intntl trans).  As events occur, will negotiate then what will do.   American lawyers not comfortable with this theory, no ct has considered it to be like this. 

(a) Current Trend - trend is in opposite direction, but to try and spell out everything supposed to do.

ii) What are the implied obligations?
1. In theory, is only one, to operate as reasonably prudent operator

2. So, every court and commentator has worked out own list of what is implied:

(a) Most disagreement b/w cts and commentators is how describe obligations

(i) Texas SCt – recognizes 3 implied obligations:

1. To protect lease by whatever way reasonably necessary (to protect from drainage/damage etc.)   [A on 235]

2. To develop lease   [B,C,D on 235]

3. To manage and administer the lease reasonable and diligently [D]

(ii) Kuntz, Hemingway, and Meyers have said are 6 implied obligations (235)

1. Prevent Drainage  (all seems to be with TX as well of protection)

2. Drill initial well----develop

3. Develop----develop

4. Explore---develop

5. Market—administer

6. Operate—administer

(iii) Only disagreement b/w cts and commentators is implied duty of further exploration (c), whether it is separate from reasonable development or whether that is an obligation at all.

iii) Remedy for breach of implied covenant?
1. Three basic remedies

(a) Treating breach as a limitation - lease terminates automatically– effect of breaching cov same as failing to pay delay rentals during primary term in unless lease, 60 days with no production etc.  

(i) Cts don’t like auto ending (don’t like fs determinable anyway)– rare

(b) Treating breach as a condition - gives grantor or lessor a right to assert that a condition has been breached, and as result of breach, estate should be terminated.  Gives reasonable time to meet obligation

(i) Like fs with condition subsequent

(ii) Less draconian than treating it as a limitation, more cts accept 

(iii) Problem with this and limitation position, lessor asking ct to imply grounds for terminating

(iv) More likely to find these remedies in OK, AK, LA – but even here remedy is damages which is more likely to compensate lessor

(c) Sue for damages – conceptually this is the remedy b/c talking about a covenant (like would find in every subdivision/condo deed- if breach covenant in deed outside of rent, don’t lose property if violate).

(i) Texas courts have taken this position.

1. In a really egregious case, may treat as breach of condition. Otherwise remedy is damages.

2) Types of Implied Covenants

a) Protecting against drainage – Oil co drills well on my neighbor’s land and I am convinced that the well on neighbor’s land is draining my land, but A is not doing anything about it so I sue for implied covenant of protection against drainage.

i) Can always avoid problem by pooling, either compulsory or by voluntary pooling agreement.  Is much cheaper than drilling own well.  
ii) Must prove in suit for breach of implied covenant
1. Prove was drainage.  Substantail drainage from my tract to neighbors.  Courts have said a little bit is not enough.  (Some cases suggest paying quanties but should not be so large).
2. Profitiability.  – prove the probability that had the lessee drilled an offset well, then must show well could reasonably have been expected to be a profitable well
(a) What is profitable here?  Show more than producing in paying quanities (value production > operating costs) but likely would recoup fixed cost in well.  b/c reasonable oil company wouldn’t drill unless could recoup its capital investment.  Don’t show will go beyond recouping fixed costs and making reasonable profit. 
(i) If court wants to show reasonable profit too, fallback arguments
1. Pay me a compensatory royalty, equivalent of what I would have received had you drilled offset well.  Cts reluctant to grant this as a remendy unless lessor has established has been breach of covenant and covenant isn’t in breach if hasn’t operated as reasonably prudent operator.  
a. More common situation when you and neigbor have both leased to same co.  Now isn’t in Exxon’s interest to drill an offset well b/c getting all of it anyway.  Some courts have said that this changes what lessor has to prove is what would constitute profitable offset well.  Some states say only have to show drainage, strict liab (Miss/CA).  
2. Burden of proof shifts to oil company when both leased to same co.
a. Some say still have burden to show offset would have produced profitably.  Burden is easier if arguing Exxon failing to protect your land.  Much easier than saying Exxon not acting reasonably if neighbor leased by Texaco (arguing you know their bus better than them).
3. Notice – most courts would say don’t need notice if what seeking is damages.   If trying to cancel, then probably do have to give notice, opp to cure (unless Exxon draining Exxon)
iii) Amoco v. Alexander (TX SCt 1981)– Lessors complains that Amoco permitted drainage from their lease in the lower area of a tilted reservoir, while producig from higher areas of same reservoir.  Further contended accelerated drainage by plugging wells on Alexander’s leases and increasing production on higher areas.  
1. Amoco makes 3 arguments

(a) Field wide drainage not breach of implied covenant   (Ct said makes no difference on whether local or field-wide)

(b) What else can we do? We have drilled all wells and no guarantee RR Commission will allow to drill more (Seeking admin remedy not unreasonable, should ask for pooling too)

(c) Neighbors would complain not operating tract prudently compared to theirs and sue us (Most controversial aspect – must treat each lease as if only lease have in field).  

2. TX Supreme Ct held: Amoco had an obligation to protect the properties against both local and fieldwide drainage. 

(a) Obligation might require to drill additional or replacement wells, or to seek voluntary or compulsory unitization (is this pooling?) or other administrative relief to protects lessor’s interests

(b) Also held Amoco’s obligation to other lessors in field did not shield from liability to Alexanders.  

(i) Ct said conflict of interest were its own creation.

b) Implied covenants to Drill: Testing, Developing and Exploration 

i) Implied covenant of reasonable development

1. Purpose: 

All courts agree that such a duty exists, but they do not agree on a rationale.  Some claim that the covenant exists to protect lessor's by ensuring they are paid royalties now (while they are alive).  Others claim its purpose is to encourage development of proven oil reserves.

What is really at issue here is the timing of the development.  The oil company will drill at some point if reserves are known.  But, the lessor perceives a reasonable time differently from the lessee.  The lessor wants drilling now, so he can collect royalties himself.  The lessee can afford to wait.  It is looking at a world-wide plan of development.  By and large, courts tend to look at this timing issue from the viewpoint of the lessor and long delays are viewed as unreasonble.

2. Example with arguments:  Client owns 1000 acres, has executed oil and gas lease.  Neighbor has too.  Oil company has exercised standard 40 acre unit and pooled 20 from each.

(a) If 5 years go by and no further development on her land, may argue that implied covenant of further development.  Must show:

(i) Unreasonable delay – but from whose perspective? 5 years may seem long to individual but not to a corporation

(ii) Profit – additional wells could be drilled w/ reasonable expectation of profit.  Doesn’t mean production in paying quantities.  It means that the lessee is going to get a return on its investment plus a reasonable profit.  In practice, the way lessors typically prove both of these things is to show what other companies are doing in the vicinity.  Look at how many wells they have drilled and what their profit margins are.  In addition to showing what other companies in vicinity has done, the lessor needs expert witnesses to make sure it is profitable to drill on the lessor’s property.

1. Some commentators suggest that perhaps the lessor should have to take this further and show that a reasonably prudent operator would make this investment--i.e., that the well will not only pay out, but will do so quickly enough for a reasonably prudent operator to take the risk.

2. Sufficient evidence - Texas courts generally hold that showing another prospective lessee would drill is not enough.  That particular lessee may be an idiot.

3. The lessor has the greatest likelihood of success if he can show that a proven reservoir extends further than the drilling site and there are potential drill sites over the reservoir that have not been drilled on

(iii) Notice – must give if seeking any sort of remedy regarding cancellation.  In Texas, most likely to give conditional decree of cancellation which says can retain if continue drilling every x years or else lose the undrilled acreage.

3. Damages
ii) Implied covenant of exploration

1. Example with arguments: Client has 10000 acres, but geology indicates only part is on edge of reservoir and lesee has done pretty much all can do on land.  
(a) Arguing breach of expired exploration covenant
(i) Prof Meyers argued that was implied covenant to explore which is conceptually distinct from covenant of reason develop.  
1. Ct should recognize division of lesees implied obligation is for convenience, what is at issue is whether acted as reasonably prudent operator.  
2. At some point, if have fairly large amount of land, the parties anticipated that something would be done with respect to the unexplored portions of the lease, that a reasonable operator having 1000 acres on the lease at some point would surely want to determine what else is there (might there be another reservoir) and the lessor almost certainly anticipated that there would be exploration on unexplored land.

3. His argument was really can’t set out precise criteria like you can drainage or development.  Instead it is a general factual question of whether or not your lessee is acting unreasonably in not doing further exploration  

(ii) Lessor must show at some pt a reasonably prudrudent oil co would start to explore.  
1. Can’t show profit b/c part of problem is don’t know exactly what is down there until you explore
2. Could show long delay w/out any exploration whatsoever
3. Show a lot of acreage under lease but only small part developed (Masterson ranch case 2k on 40k land, Peppertree case in Col, Jackson v. Sun Oil)
4. Show geology under area that has proved to be production.  Ex Show Frio strata proven productive elsewhere in area/state.  
5. Show other co’s in area had been doing exploratory work
6. Show request for farm outs (agreement to lessee and other oil co that if oil co tests formation by drilling will give some to 2nd oil co).  Helps by showing other co’s have asked for farm outs and your co has turned down
(b) Sharp split among commentators/states whether this covenant Meyers argues for exits
(i) Co – accepted as implied oblig
(ii) Kansas and La by stat have said presumptive breach of cov if haven’t explored in certain amount of time.  
(iii) TX and OK have rejected.  Part of reason is that in both of initial attempts to get SupCts of both states to adopt, facts not attractive against lessors
1. TX – Kuntz case – lessor only had 320 acres tract w/ gas well and spacing is 1 well for 320 acres.  So completely developed.  Lessor argued should have to developed deeper into ground.  
2. OK – Hess case was similar
a. Both cts said what P’s trying to do is to force lessee to spend $ with no showing lessee can make profit.  
b. In both Texas and Oklahoma, the courts have said that profitability should be an element of proof under this covenant.  However, this is really no different than what other states have said.  Other states have said that the lessee must only act reasonably.  But a reasonable operator would only drill if there was a better than 50% chance of making a profit
i. Sun Oil v. Jackson ct said must be better than 50% chance of drilling well which produces reasonable profit.
ii. Some suggested are alt ways of showing profit
iii. If have large acreage, could show statistically that odds are would be X # of productive sites.
iv. Take into account that oil is high risk, and risk is depenednet on potential payout.  If expert show chance of payout less than 50% but prospect of great well makes worthwile.
(c) Better alt is to build something into your lease.  
1. Most common – continous developlment clause - requires development on lose part.  If have producing well/capable of paying qtys at end of primary term, must continue drilling at rate bargained for (1 well every yr etc)(most common)
a. Must have provision for how much acreage each well holds.  
b. Many are badly drafted
i. Not specific enough
ii. Need to make clear when periods starts
2. Retained acreage clause – at the end of the primary term a producing well will maintain the lease only as to a specified amount of acreage and lease will terminate the other acreage, but the lessee gets to choose which acreage is maintained by each producing well.  

a. Hypo of 1000 acre ranch.  The remaining acres are released and landowner can negotiate new lease as to 640 acres.  

b. This type of clause has to be carefully drafted especially from landowner.  Needs specification of when land has to be designated as being maintained the well.  Also want to make sure that the designated land is all contiguous.    

c. Doesn’t try to lock lessee into set drilling program which may not make sense at some point (costs drilling skyrocket, oil price drop).  

i. Much more flexibility to lesee

3. Could hire someone to figure out seismic areas of lease and limit the lease acreage
2. Damages

c) Implied covenant to market production

i) Clause #3 on the form lease states that the royalties to be paid by the lessee are based on the market price for gas sold off the premises and on the contract price for gas sold on the premises.  The lessor, however, is basically without say as to how the gas is marketed.  For sales on premises and for off premises sales in states which calculate market price based on the off premise contract price, the lessor is totally at the mercy of the lessee.

ii) Accordingly, the lessee is regulated by the implied covenant to market gas in good faith and with due diligence.  Litigation arises where the lessor alleges that the lessee could have obtained a higher price for the gas.

iii) Background on gas regulation and deregulation

1. Regulation

(a) In 1954, under the Natural Gas Act, the Federal Power Commission began regulating the sale price for gas sold interstate.  Intrastate sales were not subject to regulation, and the prices were much higher.  Thus, there evolved a dual market for gas.  A big price disparity erupted.

(b) The 1978 Natural Gas Policy Act responded to the price crisis and subjected all gas to price regulations, with 26 different categories of prices.  Finally, in 1985, most of these categories were de-regulated.

2. Post 1990

(a) Price regulation of natural gas is pretty much gone.  What has replaced it is referred to as FERC Order 636.  Pipelines regulated by Federal Energy Regulatory Commission.  Required pipelines to start acting like common carriers (i.e. railroads, UPS)

(b) Now have contracts with varied terms (i.e. lengths of contracts) during times of cheap natural gas, a purchaser may want to tie into that price some sort of time for how long they have to pay for that gas at the price.  Result of private negotiation.

(c) You also have spot sales.  I am a producer I have unused capacity, a California utility desperately needs 50,000ncf of natural gas, I will sell tomorrow and probably selling at premium.  Now, under the pre 1990 system there was hardly ever a question over what natural gas in a well was being sold for.  So if Garcia is my lessor and I am the natural gas company he knows who I am selling the natural gas to.  His basic question is did I do a reasonable job to market that natural gas?  Among all the prices, did I do the best I could.

(d) Today post 1990’s: all of this gas is commingled in a pipeline, frequently aggregated.  IN entering into this contract I am not committing Garcia’s gas specifically just that I will come up with natural gas to satisfy the purchasers.  In that context see the litigation that you violated marketing obligation to get a good deal to what (I don’t know what deal I got—have obligation to sell my gas at the highest price)  If your implied marketing is to sell gas at best price, when do you determine covenant has been breached when your selling gas for different amounts under different contracts.  Unlike pre 1990’s can’t tell where your gas is going.

iv) Minority rule states like Ok, WV use rules to make sure don’t sit on wells with paying qtys and not produce
v) More important: obligation to market at best price reasonably attainable
1. virtually all lit involves nat gas.
2. background 
(a) KS class action decided recently, first decision in 50 years that discusses in detail whether covenants implied in law or implied in fact (Walker argument).  
.
vi) Amoco v. First Baptist Church
1. Stands for proposition that a lessee has an implied covenant to market production, especially nat gas production in good-faith and at best price attainable.
(a) Price 
(b) GF – suspicion most likely to arise when sells it to itself/affiliate/sub then reselling gas.  Most courts, and TX,  have said burden of proof shifts to producer to justify price received is reasonable market price.  (unlike drainage)
(c) In TX, look at one lease by lease basis.
vii) Final point – problem that is increasingly present is that it is often not clear what your gas is being sold for because of fungibility.  
d) Implied covenant to manage and administer the lease

i) Heci Exploration case – presents 2 dfferent ways should have notified lessors.

1. Implied covenant issue -

(a) HECI EXPLORATION realizes well starting to produce alot of water, maybe b/c AOP is overproducing and ruining reservoir by overproducing gas cap.  Starts complaining to RR Commission.   Gives up on RR, and sues AOP who is in bad financial trouble.    Measure of damages is for entire reservoir.  Neal’s don’t find out about this for a long time.  Statute has run agains AOP

(b) Said should told us you were going to sue them, HECI EXPLORATION says is no implied covenenats, no implied obligation to tell lessors what is going on, and you are barred by sol.

(c) Issues: 

(i) Is there implied obligation on behalf of lessee to tell lessor what is going on if relevant to their issues.  

(ii) And, when does cause of action arise for breach of covenant for situations where not real obvious from looking around that anything is wrong.  (not like getting in accident where know immediately have tort claim, or where pipeline bursts).  

1. Implied covenant – 3 basic, protect leasehold, develop leasehold, and administer and manage.  Arguing not protecting by failing to notify.  Smith says really falls under administer though.  

a. Ct says one of those implied duties doesn’t exist: implied obligation that HECI EXPLORATION tell lessors that going to sue AOP.  We don’t imply covevant in a lease unless really necessary to effectuate intent of parties, purpose of lease, or obligation so obvious never occurred to put in.  P’s argued, and Austin Ct of App, said has to tell going to file suit or otherwise collateral estoppel applies.  Ct said P’s don’t have to worry about this b/c has distinct cause of action.   Less clear if have to tell them what is going on, but we don’t have to reach that question.

b. Texaco case – lessors have been asserting claim that lessee has implied duty to tell us what is going on, at least if info beneficial to us as lessors for filing own suit, tax claims etc.  Lessor argues that if look at origin of theory of implied covs, it is clear don’t have to set out every duty have in oil and gas lease.  Also, effect of oil and gas lease is to transfer entire mgmt rt and power to lessee.  Argument against this is that (1) lessors asking for too much b/c covenants traditionally only implied when necessary to effectuate purpose of lease, notification covenant not necessary to effectuate those purposes.  (2) Lessor has some duty to look out for his own interests – this is not a trust, but a business deal.  

2. Statute of limitations controversy

(a) Issue is discovery rule.  (Snyder v. O’Keefe – issue was when Georgia discovered her paintings years later whether sol had run, ct said sol doesn’t start until discovers or through exercise of reasonable diligence should have discovered where it is, must at least try to find it).  

(i) Common arg in o&g cases b/c nature of injury frequently isn’t obvious b/c often happens far underground.  

(ii) Most states: if sub-surface injury such as drainage, improper method of production injuring reservoir, undergroung pollution, then statute doesn’t run until knows or should have known.

(iii) Texas: much more restricted view.  To invoke, must show 

1. Injury was inherently undiscoverable.  Comes close to meaning there is no way could have found out about this.

a. Applied to Heci Exploration – court says wasn’t undiscoverable b/c could have seen was well on adjacent tract, and this should put you on notice that operator was operating  Also, said were public records which as owner of land have some obligation to check them to see what is going on.   In fairness to Tex SupCt – P is asking us to create an amend to 4 sol, and it is legisl job if want more liberal discovery rule 

E.   The Royalty Obligation under the Oil and Gas Lease

1) Background – for most, it is the anticipation of royalties that encourages signing the oil and gas lease.  From late 20’s till 80, 1/8 was standard.  Since 80’s, 1/6 more typical beginning bargaining point and 1/8 is unusual.  Most of lit over royalties (and oil & gas leases) came during 1/8 period.  We will talk about in terms of 1/8.   

a) Our lease: clause 3 – makes distinction b/w royalty on oil and royalty on gas, 1/8 of oil and 1/8 of sale price or market value.  

b) 80% of litigation over calculation of gas (about what the royalty should be based on - the long term contract price or the current market price. 

i) Not like oil, where lessor can put oil tank out there himself to collect his oil if doesn’t like how much getting for oil.  Difference goes back to 20’s 

c) Three main issues 

i) Market value

ii) Deductibility of Post-Production expenses

iii) Effect of Division Orders

2) The “Market Value” Issue  (287-299)

a) Market value problem arises from the language of lease royalty clauses that appear to distinguish between market value and amount realized as the basis for royalty calculation.  “The royalties to be paid by Lessee are as follows:…on gas produced and sold or used off the premises…the market value at the well of 1/8 of the gas so sold or used, provided that on gas sold at the wells the royalty shall be 1/8 of the amount realized from such sale.”

b) Literal construction - construing this language literally, if gas is sold off premises, the market value is to be used; otherwise, the amount realized from the sale is to be used.

c) Rationale for split language - the idea behind this language was that if gas was sold off the premises, then it usually meant that the gas had to be treated at some additional cost to the lessee.  The sale price would reflect this treatment and be somewhat inflated.  Using the market value prevented the lessor from benefiting from any work the lessee did to make the gas marketable.

i) Lessee’s position: Smith as lessor entitled to 1/8 of value of production at well, then gets 1/8 of sale price, but may not be able to sell it at that point b/c may have to deliver it further or process gas in some way (if high sulphur content for ex, or if low pressure field into high pressure pipeline).  So, start with sale price minus his share of costs to get it saleable.      

1. Called ‘netback method’ of calculating royalty = sales price – expenses

2. Smith said is a lot to read into what they meant.  

3. Oklahoma:  In Tera, took lessee’s position, have to look at way gas being market at time executed, and if only way to market was through lt contracts.  As long as sales price represents market price lt lease entered into, then take sales price and subtract costs,  

ii) Lessor’s position – concede have to bear some of costs, but this doesn’t mean market value and sales price are same.  Lease recognizes gas not sold until it is produced.  If market value exceeds sale price, royalty is not sale price, but current market price minus the costs.  This is b/c market value often way higher than sale price.  

1. Lessee argues that market price not good indicator b/c only way to sell gas at times was to enter into lt contracts, which do not change with fluctutation of market.  Should look at whether sale price represented market value at time entered into k.  (no self dealing, good-faith, reas price etc).

2. Texas: In Vela adopted lessors position, the court held that market value referred to market value at the time of production rather than when the applicable sale contract was made.  Because of wild fluctuations in gas prices, this could make a very big difference.  If you meant sale price minus costs should have said that.  Should have spelled it out, you wanted the lease.  

(a) Vela rule gives you odd results:

(b) Lessors much happier with market value than proceeds lease

d) Piney Woods case points out jurix split

i) When is gas sold "off the premises"?

1. Texas courts generally construe this language literally.  Off the premises means off the lease.  Thus, in Texas, the lessee can avoid having market value be the measure if title passes at the wellhead.

2. However, in Piney Woods Country Life School v. Shell Oil Co., the court here did not allow lessee's actions to automatically determine how to calculate royalties by specifying where title passed.  The court held that if the sale price takes into account the fact that the gas is treated, then the gas is effectively sold off the premises, and the royalty is to be computed on market value and not on the sale price.

e) Recently, have some long-term contracts still in existence that were negotiated in 80s that established price as highest price which reg system permitted.  Itzagerra upholds that if lease based on market value, doesn’t mean can get sale price b/c it is higher.  

f) Final points

i) Dereg has caused change in price of most nat gas, so max permissible price not locked in like was.

ii) FERC compelled pipelines to act as transporters and not just wholesalers. 

iii) FERC strongly encouraged parties to renegotiate lt contracts.

iv) As result of gas shortages in 80s, frequently have gas fields served by several pipelines and more competitive system for nat gas. 

v) Marketing yourself

1. Over past decade or so, fewer and fewer sales direct to pipelinev and much more swapping/spot trading. Companies argue that their marketing affiliates add value to the gas which lessor should not get.  Smith says should be based on first arms length sale but hard to tell where that gas goes.  Solution is to tie to index.  

2. Very hard to market yourself now even if can take payment in kind (knowledge, enviro regulations to meet, marginal production - small amount each individual receives so hard to market small qtys).  

3. Plus our lease, lessee has option to purchase before sell anyway.

vi) Posted price litigation 

1. where co posts price willing to pay for oil from a field.  Used to be posted on tres etc, now on internet.  

2. side: decision of std oil to drop posted price paid to countries caused creation of opec.

3. 1990s – increasing suspicion that posted price didn’t represent market value.  Exxon was offering small percentage

4. Not too big issue anymore

3) Deductibility of Post-Production Expenses (315-328) 

a) Current major controversy in natural gas

b) Deductibility jurisdictions

i) Texas: If sold downstream, get market value at well minus cost of production.  (netback method)

c) Nondeductibility jurisdictions

i) Ok, KS, Co – said lessor should not have to bear costs, get value at sales point w/out any deductions

1. Merrel (OU) argues that regardless of express language in lease, lessee has implied covenant to gas, which implies have product that is marketable so lessee is obligated to put gas in viable condition where someone will buy it.  (if have to do something to gas to sell it).  Lessee must bear these costs. Does have to bear proportionate costs if goes beyond making it competitive (soups up)

2. Kuntz (OU) – lessor entitled to royalty on gas produced and sold. Production does not just mean getting to wellhead, means getting to point where could be sold.  (Ex. Car not produced until ready to go to dealer).  

3. Policy/Equity – problem if require lessor to pay for something he has no control of.  If cost is expense free to lessor then their interests identical in that both will try to keep their costs down.  Worried about costs cant control b/c lessor may have brother-in-law affiliates where allocate costs can force lessee to share. 

4. Rogers case in Co from this summer has cause consternation.  Found sales did not represent competitive market and paying too low price ,  must make saleable.  Gas not marketable until near consumers.  Other states say arms length sale good enough.  

4) The Effect of Division Orders on the Royalty Obligation Model (329-334) 
Form Division Order Handout

i) Ex.  Client leases 1000k acres to X Oil, who drills and gets oil production.  X sells oil to Koch.  

1. Purpose:

(i) Koch wants to know who to pay b/c knows someone entitled to royalty.  Don’t want to have to do a title search every time pick-up oil.  Use this instrument to protect selves as much as can in event that is mistake in representations made in division order.

(ii) Is this really necessary? Why cant it just rely on X Oil’s records (b/c they did title search before took lease and before started drilling)?  Rights to royalty often change and lessee not required to check and see if changes, but payments may be different.  (Ex. Client makes gifts to children).  

2. Steps

(a) Sends out division order with info that it has as to lessors interest.   

(b) May also list lessees interest as well.  

(c) Client’s signature certifies that is fraction of interest owns, or must notify right away

(d) Authorizes Koch in event of dispute to withhold payment until dispute settled.

(e) Provides that recipient of royalty/payments will reimburse payor if mistake is made.  

(i) Similar to directions give to bank – may have make automatic payments, and if change in circumstances can have stop.  If pay off mortgage, and keeps paying, bank probably protected b/c have to tell to stop. Texas theory behind this.  

3. Almost all disputes b/w lessor/lessee and not 3rd party purchaser.

(i) State of division order statutes – where lease said will pay royalty based on market value but division order said sale price and lessors refused to sign division orders (b/c lease didn’t require to get paid but oil co didn’t want to send proceeds unless entitled)

1. Oklahoma statute – if client still owns her same share and still has good marktable title, then doesn’t have to sign order. If lessee refuses to pay can bring suit for back royalty/statutory interest and prob atty fees

2. Texas statute – recognize oil co’s need some assurance, so payor can condition payment upon receiving a division order, but the order can only contain certain provisions (like in our sample).  If contains more provisions, cant condition payment on it.  Must include provision that doesn’t change or amend terms of lease.  Also says division order binding as long as acted upon and not revoked (but what if contains terms diff from lease? Does mean if accepts payments it is binding?).  

a. Smith says he thinks statutes designed to codify case law that is not very consistent.  

(ii) Where dollar amount is misstated

(b) Coastal Oil Company v. Rogers – current case

(i) Provision where if lessee wrongfully withhold royalties for 30 days can make demand for payment and if doesn’t pay can declare lease terminated.  Nonpayment of royalty acts as condition subsequent.  

(ii) Lessor argues plain meaning rule 

What is a division order and why do you use it? Koch buys the oil and the question is who do we pay.  Who gets the money?  What probably is going to happen is Koch contacts Marathon, who do we pay this money do?  Well we get 5/6 and Houston lawyer gets 1/6 so based on that information Koch sends out that information (division order).  Primary function is to tell someone how to distribute proceeds for the sale of oil and gas.

Now, in addition to telling Koch how you distribute the money, the division order does a few other things.  The Houston lawyer and Marathon get one of these and each are certifying that that is the percentage of the purchase price and they agree that if I actually own less, I will idemnify them.

If a payor fails to pay you within a certain period of time, then you are entitled to payment plus interest.  If refuses to sign division order you don’t have to pay interest.  If don’t send division order or send one that tries to amend the lease, then you still have to pay interest.

Look at this from standpoint of Houston lawyer.  Why should I have to sign the division order?  I have executed an oil and gas lease.  Marathon wouldn’t have taken the lease unless it thought I had good title.  Why should I have to fool with something like this?  In this instance remember that Koch is a purchaser of a commodity.  Koch doesn’t want to have to do a title search every time.  It wants to make sure that someone is representing this is what I own, and if representation is incorrect it can get indemnification.  Can’t rely on original title search because ownership changes over time.  I.e. gets split up in wills or conveyances.  This is the reason Koch wants a division order.

If houston lawyer decides she doesn’t want to sign division order, no legal doctrine that says she has to sign division order, but statute in Texas that says the company that owes you money can hold your royalty without interest.  Real incentive on part of royalty owners in Texas to sign divison orders.  Oklahoma goes the other way.  OK says as long as have marketable title, then you dn’t have to sign and if the lessee won’t pay you you can sue you can get what you are owed plus interest.

If haven’t signed division order, have argument that Koch is secondarily liable for not pyaing the two sons, and paying the Houston lawyer too much.  Say shouldn’t be bound by the Houston lawyer messing up.  Seems to me given what appears the estoppel theory, it is difficult to see how someone hasn’t signed order that is misrepesented should be estopped.

Houston lawyer gets sued by two sons (can’t pay) and Koch is secondary liable and Koch to recover withholds money from Houston lawyer until they have recouped their losses.

Look at division order from this prospective.

Let’s say Houston lawyer signed order that she is entitled to 1/6.  In fact, she is only entitled to ½ of that.  The other people have never signed division orders.  The theory seems to be first unjust enrichment (in this instance is the Houston lawyer should bear the loss).  On the other hand, Koch or maybe Marathon did owe these people money so if the Houston lawyer can’t pay back then Koch would be secondarily liable and ends up having to pay them and it recoups what paid them from future payments it would have to pay them until it recovers.

If the division orders reversed between and S1 signs that he is only owed 1/48 when actually owed 1/24 and Koch paid everybody out then cannot sue Koch, but can sue the person who got too much money for unjust enrichment.

If haven’t signed division order should still have some sort of remedy against person who owes you money.

If Koch is underpaying, not paying out 100% if sign division order where interest is underpaid then you have a cause of action against Koch even though you signed division order (estoppel only works when Koch pays out everything it is suppose to pay)

Idea is producer owns all of natural gas, it is up to the producer to divide the proceeds with the royalty owners so with natural gas you almost always have the operator mailing out these division orders. Let’s go back to the time when market value frequently succeeded sale price they were getting.

Producers would send out division orders telling them what they were entitled to.  It misstated the basis on which the lease says it will pay out.  Can revoke the divison order and say want to get what the lease says, but for the period you have not yet revoke the order you are bound by it.

IV.  Pooling and Unitization

A.  Pooling

1) Background

a) Can act as savings clause – if production from anywhere on pooled unit is deemed to come from entire tract, even if they aren’t producing.  

b) Reasons to pool

i) Regulatory reasons – if own small tract resulting from voluntary subdivision cant get drilling license b/c not std 40 acre unit.  

1. Therefore, don’t have to apply for Rule 37 exception.  

2. Allows for full allowable on std unit. 

ii) Allows to conform acreage assigned to probable drainage pattern of well

1. Ex. If fault line or if drilling plan calls to pool oil from 1 lease with its other

iii) To carry out plan to develop all of leases fully (even if lease has more than enough acreage to support 1 or more wells.

c) Problems from client’s perspective:

i) Royalty receives – allocated based on acreage contributed, even though production is tying up entire lease.  So, might want to challenge pooling as invalid.  

1. Effect of showing invailid (in bf or not in authority w/ lease): depends upon where well is.  

(a) If well on neighbor’s land, then oil co cant treat any of production as coming from clients land and doesn’t maintain clients land lease past prior term.  Puts our client in good shape to re-lease b/c proven production next door.

(b) If well on client’s land, then allocation of production is wrong b/c our client only getting 25% and neighbor 75%, should reallocate so gets 100%.

d) Reasons why pooling may be invalid

i) Exceeds (or doesn’t comply with) authority granted in lease, lesee has no implied right to pool no matter how small tract is.   

1. This is Jones v. Killingsworth (see Carla/97)

2. Common clause if going to pool must include X # of my acres 

3. Browning Oil – recent TX case – had clause for 60% useage.  But lessee used horizontal drilling and said we cant use 60% so change pooling clause.  Lessor said no.  did it anyway, sued.  Interesting aspect is remedy:  P argued should get 

ii) Bad faith

1. Burden on P to establish, assumption acting in good-faith.

2. Factors:

(a) Gerrymandered unit

(b) Inclusion of acreage not being drained, exclude those aren’t

(c) Amoco smoking gun letter

(d) Near end term

3. Problem: rarely is it that obvious.  

4. Allows lessor to void pooled unit but hard to establish

2) Voluntary (TX) 

a) Pooling by separate oil companies (2 or more different lessees)

i) Need 2nd layer of agreement b/w 2 oil companies, called joint operating agreement (joa)

1. joa: 

(a) designates one of parties as operator

(b) sets out how decisions made (what a can do on its own, what needs approval for, how income allocated – usually surface acre basis, how costs allocated and paid

ii) Why would they do this?

1. Regulatory – to help increase well allowable

2. Risk sharing – if in high risk/cost area (such as deep water or mountains) serves as hedge.  

3. To avoid forced pooling

3) Forced pooling

a) How it works:  (like Larson case)

1. New field discovered.

2. In area, A: 40 acres, B: 20 acres, C: 20 acres.

3. Will be initial negotiations about joa b/c rather do this than have regulatory agency do it.

4. A will probably take lead b/c largest tract.

5. No deal, try to get forced.

b) If can’t work out deal for voluntary pooling:

1. A initiates proposal for forced pooling (Ex. Apply to Oklahoma Corporation Commission for drilling permit)

2. Reg commission would indicate, after hearing, how production and costs are allocated.

(a) production and costs almost always allocated on surface acreage basis, so A 50% and B,C 25% each.  

(b) BUT, what if B wouldn’t voluntarily pool b/c think A will overcharge and C has no money?  

(i) Reg agency gives three basic options, every statute allows these:

1. Pay as you go: as A incur expenses, bills and you pay

2. Be carried: have your share of costs deducted from your share of production.  

a. Sounds too good to be true, and probably is:

i. Don’t get time value of money.  A keeps B’s share of production until recoups costs of production plus interest which is higher than the prime rate.

ii. B must bear charge for risk of venture.  TX statute says RR Commission may charge up to 100 percent.  Means higher costs relative to your share of production.

3. Assignment: transfer your lease to A in exchange for specified consideration.  

a. Common option in Oklahoma (along with pay), TX normally allows pay as go and be carried, but rarely assignment.  

b. At hearing, A says I am willing to pay $x per acres to cover their leases.  I will also grant B an overriding royalty where he gets 1/16 of royalty but no say in decision-making.  

4. Reg agency rarely gives more than 2 options, one of which is always ‘pay as you go’ b/c once realize will be producing may be willing to pay, reg agency may say how much A can charge.

(ii) Hopefully, after reg involved can end up with voluntary

(iii) Texas does not have forced unitization!  No procedure where any operator or reg agency can say whole field must identify to unified operations, but does have forced pooling

1. Pooling vs. Unitization

a. Unitization – entire field operated as if under control of one company

b. Forced pooling – where have pooled together enough acreage to drill a single well on a std sized unit.

c. Pooling much simpler.

(iv) Texas forced pooling statute – not too common in Texas, because TX reg system differs from other states

1. no reg agency tells what drilling units are, lessees determined what they are.

2. TX has rule 37 exception to prevent confiscation

3. statute drafted with situation in mind where have bunch of very small tracts leased to different lessees (like town lot situation where have lots of ¼ acre in size)

The Rule 37 Exception to prevent confiscation.  A has 80 acres, B has 80 acres designates that has a unit.  Maybe C only has only 20 acres on your lease, but C’s tract is entitled to a Rule 37 Exception to Confiscation so B gets a well, A gets a well, C applies for Rule 37 exception and gets a well on 20 acres (another reason you don’t have forced pooling)

Why do you ever have forced pooling in Texas?  Well first, C’s 20 acre tract may not be entitled to a Rule 37 exception to prevent confiscation.  Remember can’t get Rule 37 exception if result of voluntary subdivision.  Getting a descent well allowable---intended normally permit any well on a small tract to be drilled with a reasonable chance for a profit.

Even if C good get Rule 37 exception, if C has 20 acres and standard acreage is 80 acres and you have field wide rules, C may not want to drill and just assign 20 acres to the well.  C will only get a ¼ of the well allowable and spending a bunch of money on the well probably isn’t going to be worth the effort.  What C needs to do is get together with other lessee’s to form a standarized unit.  Now at this point, let me make 2 important points about mineral interest pooling act:  described in terms of C needing a remedy because seems to me what Texas mineral interest pooling act does—gives landowner remedy either for economic reasons he can’t get economic benefit for drilling.

Other states pooling is primary waste prevention method---in Texas it effectively is a device for protecting correlative rights, making sure someone like C has a remedy.

Secondly, mineral interest pooling act was written primarily in context of the small tract problem.  The small tract problem is one described second or third week of class.  Small because ¼ of acre of size.  A little easier to see why there was a push to finally get forced pooling.  If the Smith drilling company has leased a ¼ of an acre and now the Texas SC tells railroad commission you can no longer have well allowable that give Smith opportunity to make reasonable profit, I am faced with prospect of putting together enough ¼ acre plots to come close to putting together a drilling unit.

If only two or three companies have taken up leases it is probably doable with voluntary pooling, but if have 20 companies getting a voluntary agreement gets tougher with each additional lessee you have to deal with.  Greatly increased transactions costs and increasingly awarding the hold out, the guy that finally says I think you have got to have me in order to have this work and if want me I need a better deal than anyone else.  The other problem is just the jerk.

Second Texas provision (hold off on this)

Mineral Interest Pooling Act:  contains a type of provision that I think.  You can’t invoke it unless you make a good faith effort at voluntary pooling.  The idea was we don’t want A in that situation just to go in and say B and C pool with me, if not going to regulatory commision and they will make you do it.  To invoke forced pooling the applicant must have made a fair and reasonable offer at voluntary pooling.

With the small tracts, you have to do the same thing.  If going to pool all of those leases into single unit, I have to have offered each lessor a fair and reasonable way to come in and join with me and there are some limitations of what is not fair and reasonable.    On the railroad commission’s desire to effectuate forced pooling and willingness to find fair and reasonable by industry standard find out that they are not.

The fair and reasonable offer requirement is jurisdictional.  Railroad commission cannot force pooling unless finds that the offer was fair and reasonable.  If not fair and reasonable railroad commission does not have jurisdiction.  If railroad commission finds made fair and reasonable offer.

In Texas either participate or you can be carried (lost of production and risk assessment fee)

What if you have smaller tracts like this, but all of those have been leased by company A and Smith just has that one tract there.  Company A is going to form its own unit.  Smith is going to be left out in the cold or again you occasionally get the odd ball lot stuck off by itself so Smith has an acre lot there, not a voluntary subdivision but is surrounded by standarized units.  What is Smith suppose to do?  Any allowable that Smith gets for well on one acre must be big enough to allow him to drill, but he doesn’t have any small tracts to pool with, and if there are small tracts they have already been leased up and formed a tract.  So that may happen occasionally.

Muscle-in Pooling:  the idea is I can muscle into a larger unit.  Even if unit is standard sized I can muscle into it and make it a little larger.  If I am going to execute I have to show first that no one made to me a fair and reasonable offer for voluntary pooling.  Now I am making a fair and reasonable offer to join the unit and it has been rejected.  If I have done that the Railroad Commission has authority to let me into the unit.

With small tract operator, it is the small operator that is proposing pooling.  With muscle-in pooling, I am contributing ½ acre to 40 acre unit.  I don’t and probably can’t be operator so I want to join unit where someone else is going to be operating.  Naturally changes terms of my offer.  Small tract applicant saying we are going to let you come into my unit and here are the terms you will come in on.

4. Steps to get:

a. Make fair and reasonable effort at voluntary pooling

i. But B and C could argue at hearing A didn’t make fair and reasonable offers (too much overhead, expenses etc)

ii. Finding that offer fair and reasonable is jurisdictional pre-req to forcing pooling.

iii. Show why don’t get too much forced pooling b/c statute pushes so far towards.  So, mispercetpion to say it is irrelevant b/c pushes strongly

iv. Some litigation over what is fair and reasonable offer.  Smith says several wrongly decided ct app cases b/c fair and reasonable offer should require something at least similar to industry standard.  Others have said cts distinguishing b/w industry participants and lessors.   TX S Ct takes opposite position in Carson where oil co trying to force pool its own lessor where is no pooling clause,  found offer not fair and reasonable.   

c) The Effect of pooling

i) What client should do:

1. Express development clause 

(a) Problem: client may not have clue as to what appropriate drilling obligation might be, and if you as L don’t have seismic data may not know either (how many wells/type).  Like in 20s where if trying to put in express covenant you are guessing.  

(b) Also, lessee may say no.  Hesitant b/c requires regular drilling over time and variations in price may make not want to do this. 

2. Anti-dilution clause (like Browning v. Lewiki Austin ct appeals case) – new term in industry, if form a pooled unit, a certain percentage of pooled unit would have to be of your land.  In Browning v. Lewiki, had 60% provision

(a) May not be possible if neighbor has one of these before you

(b) More significantly – parties might be thinking of traditional vertical drilling where horizontal drilling was appropriate.  Was impossible to get 60%

3. Pugh clause - If you pool part of my land into a pooled unit, then production from the unit maintains the lease only on that part of the land that is end the unit.  (Severs pooled portion of tract from rest of tract).

(a) Oldest and most common device: client may fall back on this

(b) Not as much protection as express development clause but easier to negotiate b/c lesser knowledge requirement

(c) Major problem with this clause is drafting (Bibler Bros case illustrates several ways fucked up)

(i) Concerns

1. Should recognize possible pooling will take place during primary term.  

a. If that happens want to make it clear that although production from pooled until relieves obligation to pay delay rentals on that 10 acres, must continue to pay delay rentals on remaining acres.  

b. Client doesn’t want situation where pooling early on in lease if have large tract if have big land.  At minimum, wants delay rental on remainder,

2. Clause has to make clear that production within pooled unit only maintains pooled acreage past primary term.  

a. Heart of Pugh clause.  

b. Bibler really fucked this up.  

3. Should address forced pooling (another problem in Bibler)

a. In Bibler had forced pooling, and wording of pugh clause indicated kicked in only if pooling authorize by lease, and didn’t apply if forced pooling.   

ii) Effect on Property Interests
1. Community lease – single lease which covers 2 or more tracts of land

(a) Most likely to find executed by family members

(b) Describes several pieces of land as if single tract although owner by several people

(c) Theory: is like pooling in a sense because have combined ownership, 2/3 from Smith’s land and 1/3 for sister’s.  

(d) Cross-conveyance theory – implied effect of you and sister signing same lease is that she was conveying right of 2/3 royalty in her land and 1/3 in mine.  

(i) Not used intentionally much anymore

(ii) Bill v. Thomason – where got all landowners over 6k reservoir to sign same lease.  
1. Allows oil company to develop as if owned by 1 person (don’t have to worry about drainage, developing 1 tract to maintain etc).  
a. But, hard to talk everyone into signing same lease
2. Problem: 
3. Ct says must join all – which is very costly.  Lose on procedural grounds. 
(iii) Most states say not conveyance, but contractual agreement saying this is how we will split the royalties.  
iii) Effect of nonoperating interests
1. Non-participating royalty interest
(a) NPRIs created when: Smith convey tract to Morales.  Negotiated as to what mineral rights S would retain.  Agreed to each retain 1/16 royalty.  
(i) If have pooling where well drilled on your side of line, and deed doesn’t give M authority to pool, S get entire royalty
(ii) But, if well drilled on neighbors land, not entitled to any share of royalty unless ratify pooled unit.   Shows as NPRI owner you are in a win-win situation where have pooling.  
(iii) So, to avoid this should include pooling authorization in NPRI
(iv) If cousel for lessee, be careful when creating pooled unit which includes NPRI interest b/c danger when 
(b) Same doctrine has been applied to a community lease 
(i) London v Merriman – 
1. Impt b/c:
a. extends concept of ratifying pooled units to ratifiying your interest in a community lease.  
b. Illustrates cts reluctance to disallow ratification
i. TX Cts bent over bkwds to protect NPRI, even where language of lease strongly suggests otherwise.   Allow to ratify in almost all instances
A. Unitization (787-807)

a) Pooling vs. unitization 

i) Pooling – where put together enough tracts to drill on single std sized tract.  Once drill you are competing for oil with other wells in field.  

ii) Unitization – presupposes cooperative development of entire field.  Are no longer competing with other co’s from field, trying to maximize told production from field.  

1. Forced unitization

(a) Every major state except Texas has provision for forced unitization (have forced pooling).  Texas only has voluntary unitization.  Do have power of RR Commission to encourage unitization (have adjustment allowables at time to encourage it).  Fears will hurt small operator. 

(b) These states virtually limit forced unitization to enhanced recovery operations
(i) Types of enhanced recovery operations – competitive development of reservoir is not longer feasible once move to this option, must be cooperative development.  
1. Pressure maintanence – typically used in gas cap expansion reservoir 

2. Water flood – where have reservoir where pressure declined to where barely moves things around, pushes oil towards central production well area to get it out.  Most common method

a. Beware of suit in tort – once start injecting water it is eventually likely to cause a subsurface trespass.  Will probably seek and injunction which shuts down whole operation.  

3. Miscible displacement – inject chemical (commonly carbon dioxide)which reacts with oil to make it more fluid and flow more easily

4. Thermal – used when have heavy oil (extremely think and viscous).  Heating it makes it flow better.   Effective but expensive.

5. Chemical – like putting detergent in that it washes/separates oil particles from sand to which it is adhearing.

(c) How do you do this?

1. Voluntary agreement – very difficult to get enough agreement for voluntary unitization.  This is all we have in Texas. 

a. Problems:

i. Not everyone benefits at same time from the enhanced recov operations b/c reservoirs heterogeneous.  Neighbor may not have any immediate incentive to spend money on a water flooding program b.c their well may still be producing and the allocation program may give less oil than producing now or neighbor may not want to delay getting income b/c producing at least some now and waiting to recoup costs bad.

ii. Inevitable negotiation problem – where some hold out for best deal possible b/c in better situation than others in field

iii. Transaction costs – not just from dealing with lessees, but also from getting consent of lessors.  History throughout SW/MW/W is continuing subdivision of mineral estate through smaller and smaller fractions.

iv. No set formula for dividing production in unitized field.  In pooling, use surface acreage and this roughly gives you what you are entitled to.  Once have entire reservoirs are numerous factors such as importance of my property in terms of injective energy source (must have property down in this area to complete water flood), my land will be especially burdened by equipt etc.  

v. Must get lessee and lessors to agree. Since taking place late in history of field, there is strong likelihood that have had exponential increase in lessors.  

2. Forced unitization - almost everyone agrees that to have significant number of fields unitized, must have some system of forced unitization, just as have forced pooling.

a. First, must have application for forced unitization.  Applicants must show that certain % of all mineral interest owners in field have agreed to this proposal.  This is a fairly significant barrier b/c must start out jockeying and negotiating what goes into production/cost allocation etc.

i. Typically 75%.  Lowest is 60% and most unitization in Oklahoma.  Includes working and royalty interest owners as well.

ii. Ex. 12 lessees in field.  If each lease same amt of acreage, get 9 to agree.  Then get all of lessors to agree.

b. Then, must have unitization plan.  

i. Who operates? Who is in charge of unit operations?  Almost is always co with most acreage leased under field.  This is why small independents have been historically unenthusiastic about unitization.  Essentially, all the independents end up getting is income and their reason for existence has almost disappeared.  

ii. Must decide what discretion goes to operator and what percntage of other participants must agree for operators to do extra things.  Raises possibility need mgmt committee composed of reps of non-operators who have some level of decision-making authority.  Raises issue of who is on the committee, how is voting determined (acreage/1 vote per person?)

iii. How do you allocate production and expenses?  Expenses usually allocated same as production but issue of how compensate the operator.  Flat fee? Cost-plus basis?  If cost-plus, how control expenses if Texaco using own staff/operators etc. 

iv. Parties often fail to include provision in unitization plan for how this is terminated.  Like prenump. If operator is on cost-plus basis operator has no incentive to end it.

c. Take plan to regulatory commission

i. Have a hearing.  Those who did not agree show up and argue why not fair (plan favors them too heavily)

ii. Commission can reject plan as unfair, suggest modifications (which require same % agreement) or accept it.  If accepts it, then forces 25% who didn’t agree (or couldn’t be found) into plan.  Needs to make provision for parties who can’t or don’t want pay-as-you-go.  Typically, they are carried.  

V.  Leases on Federal and Public Lands

C. President’s National Energy Policy

1. Background

a) Govt biggest landowner in US.  Owns around 31% of onshore land.  About 90% of Alaska is owned by the federal gov't.  

b) All of offshore.  Sovereignty extends 12 miles out.  Past this limit is continental shelf which can extend out another 188 miles, lim sov there. US has exclusive rt to explore and drill on shelf, but has ceded part of right to some adjacent states.  

c) However, compared to private land has been far less expl/prod because

i. Technical difficulty – weather/deep sea etc. also true in Rockies somewhat too

ii. Good amount of public land legally inaccessible to drilling, esp 2 areas with largest areas of untapped oil reserves: 

(1) ANWR – artic national wildlife range (size of scar), which Congress forbade drilling on when created

(2) Eastern Gulf of Mexico – Fla has resisted development off its shores, most in TX/LA been exploited.

(3) Both problems come from envir concerns. Spill/kill animals/hurt tourism from spill

2. President’s National Energy Policy Plan

a) Problem—energy consumption rise steadily and production is on the decline.  Private lands are running law and public lands are not taking advantage of possibilities of production.  

i. New discoveries of oil don’t prevent blackouts/brownouts like in CA (only 3% produced through oil).  New gas reserves would help according to pie chart on p5.  Problem with oil stems from dependence on oil for transportation, and heating and factories to lesser extent.  With oil, there as an even sharper demand rise in demand for production than with energy generally—see figure 2.  

b) So, we must import b/c use more than produce.  Bulk of imported nat gas from Alberta, secondarily from Mexico.  Nat gas issue not as sig as oil issue b/c sig increase in diff b/w production and consumption.  Increasingly comes from Middle east region.  

c) To counter the reliance on oil in unstable regions, what are options outside of development ?

i. Energy efficiency – SUV issue.  Mandate effic cars, require construction to be more energy effic etc.  All are measures to dec consumption.  

ii. Go back to private reservoirs and push enhanced recovery operations.  Need special tax incentives b/c of costs.  $ to develop research for more effic.  Fed push toward making easier to unitize reservoirs.  OK has only forced unit sys which makes it relatively easy to unitize reservoir.  States typically require 75% agree b4 can try to get to force other 25%.  

(1) Political problem of tax rates – poilitcally difficult for Bush to do this

(2) Forced unitization problem is run head on to why don’t have in TX, concern over private prop rights – don’t tell me what to do with my land.

iii. Open public lands to more exploration
(1) Focus of 80% of Bush’s plan 

(2) There is very little focus on what can be done with existing private land and reservoirs.  Political issues—environmental and political problems b/c Pres and VP are "oil men".  Note that legal regime applicable to public land is different than private land—ex.  Rule of capture is different on public as compared to private.  Most public land is in pretty big chunks—so leasing of public lands tends to be done in such a way as to elminate the unitization problem.  

1) Federal Leases
a) Background – increased emphasis on federal land, especially in republican plan.  Likelihodd of discovery of federal land is greatest.  US is biggest landowner in country, owns 30 percent which is unevenl distributed.  Disproportionately in west like Alaska.  Also is big chunk in west and and Midwest where surface owned by individuals but govt owns minerals.  Homestad laws gave land but not mineral.  

b) How is this land leased and who makes decision? Deptarment of interior, bureau of land mgmt, mms.  Like ut sys, uta, tx law. 

i) Bureau of Land Mgmt (BLM) 

1. Agency in Dept of Interior.  

2. Roughly 41% (270m acres) of all fed land directly under BLM’s mgmt.  BLM subject to directive that it initiate plans for all this land.  

3. Required to focus on Multiple Use/Sustained Yield (best combo of uses – use part for oil and gas, recreation grazing - , and if use is going to be consumptive it should be such that maintains sustained yield over time, this mainly directed at grazing rights – which is what most land governed by BLM is for)

4. Traditionally has been very open to oil and gas leasing

ii) Other fed agencies that govern govt land – some of it by its very nature is going to be off limits to oil and gas drilling.  

1. National Parks Agency (almost always off limits)

2. Department of Defense (also almost always off limits)

3. Fish and Wildlife Service – (maybe) refuges tend to be concentrated in Alaska but most states have at lease one. (wildlife refuges not necessarily exempt from development, some drilling occurs, one of most controversial aspects of Bush’s National Energy plan is to open Artic wildlife development to production). 

4. US Forest Service – (probably best chance) 2nd largest chunk of land under mgmt (subject to multiple use/sustained yield planning requirement).  Can agree to open nat’l forest to oil and gas development. 

5. Process to open to production:
(a) Decision to open made by agency 

(i) Make sure consistent with multiple use mandate

(ii) Consistent with other uses on land

(iii) Doesn’t significantly interefere with preservation of wildlife

(b) Once decision made as to where leasing will take place, and what protections for surface, BLM carries out leasing (acting thtough MMS).  

(i) CAVEAT: is some land that has been withdrawn by Congress/President.  May have declared national monument/recreation area. Other than this, can authorize on land.

(c) Virtually all leasing done under Federal Onshore Oil and Gas Leasing Reform Act (FOOGLRA)

(i) 1970s – major reform was competitive bidding as alternative to lottery or first come/first serve.  
(ii) Have minimum qualifications must meet
(iii) Have minimum bid (min per acreage) then secret bidding
(iv) Have fixed delay rental and fixed royalty.  (But, occassionally bidding is based on royalty)
(v) Always bid on one area.  Comparing apples and oranges if allow both.
1. Basis for bid: almost invariably bidding is based on bonus.  Usually have fixed royalty and delay rental.
2. May have royalty bidding with bonus/delay rental when have offshore lands.  Occassionally onshore.  
(d) How does federal lease differ from private lease?
(i) Likely to have far more surface limitiations than in private.  May not be as much the case as it was in the past.  Could have a No-Surface Occpancy (NSO) restriction (must drill on other land – maybe Burns slant). Have for parks/prisons etc.  
(ii) Terms of federal leases far longer than private leases today. 10 years – like would find in private lease in 30s-50s.  Is mild incentive towards early exploration and development b/c delay rental increases thoroughout term,
(iii) Rarely terminate automatically – requirement of notice to lessee with opportunity to cure.  Don’t automatically lose fed lease if fail to pay delay rental on time.  MMS gives notice and usually around 30 days.  Are frequently lease provisions that permit reinstatement even if fail to pay as long as pay late rental plus interest.
(iv) Far more detailed – first 3 favored oil co, this may hurt it.  
1. Virtually no reliance on implied covenants.  Are express, detailed  provisions as to what co must do.  If drainage, must ….
2. Most detailed probably with respect to royalty
a. Most federal leases still stuck at 1/8  (which gave away along time ago)
b. But, frequently contain sliding scale royalties.  These could adjust the royalty up for really good wells and less royalty if low production or hard to produce wells.  
c. In assessing royalty, fed govt has adopted non-deductibility rule.
i. Very important for natural gas.  
ii. Cts in states like TX say entitled to product at well head.  Not entiled to share benefit of processing/extra effort 
iii. Other states like OK, KS, CO and GOVT have adopted non-deductibilty rule where royalty based on marketable product.  Entitled to royalty on first marketable condition it is in.  When factor in federal govt, not really minority rule anymore b/c number of wells subject to this enormously greater lthough more jurix follow deductibility.  
iv. These are express provisions here, not like CL development in states like OK etc.
v. MMS tried to expand items which could not be deducted including transportation away from field.  
(v) Subject to National Environmental Policy Act – major issue is when requirement of enviro impact statement kicks in.  Created to make sure agencies realize impact of its actions.  
a. When agency decides to take action, must make environmental assessment and decide if will have significiant enviro impact.
i. If not, issue finding of no impace
ii. If will, must go through process which will result in enviro impact statement.  Requires hearing and notice to public.  Takes a long time (usually about 2 years)
b. Issue is when does this kick in?  Do you have to do for every single lease granting in area?
i. Michael Gold Decision says don’t need to do anything more than EA and FONSI until have proposal for entire field.  From business decision, once have drilled successful exploratory well don’t want to have to wait to drill secondary well.
ii. Other circuits – taken position must go through process at almost every stage.
c) Proposal is to expand oil and gas leasing throughout public lands in us both onshore and offshore.  Best division to make is on/offshore b/c subject to several different types of leasing regimes.

2) Offshore Leases

a) Historically: countries facing ocean always contend sovereign rights extend past coastline.  As matter of customary law, most countries concede this. Reasonable to protect against smugglers etc.

i) Called “Territorial Sea” 

ii) Debate as to how far extended

iii) 12 miles is standard over last 30-40 years.  

b) Continental shelf
i) Concept of continental shelf emerged in 1949, a country has exclusive right to develop oil and gas and mineral reserves even belong territorial sea, extends to country’s continental shelf

1. Was originally a geological concept

2. Problem with continental shelf as legal doctrine is that different countries have different continental shelf.  

3. Now, is legal definition at Public Internation Law that essentially is 200 miles (are some exceptions).  Country has exclusive right to mine/extract gas, but not part of sovereign territory. 

4. Area after first 3-9 miles comes is subject to Outer Continental Shore Leasing Act, which is controlled by federal government.  First 3-9 miles (9 in TX) subject to leases by states.  

(a) But, some states like Texas litigated the territorial sea issue – Smith said had good argument, unlike other states, because kept its public land and should be able to keep its territorial sea.  Lost.).  

(b) Supreme Court held states don’t own land in territorial sea.  But Congress, 

c) Onshore leasing vs. offshore
i) Only one leasing agency offshore: Outer Continental Shelf is entirely through BLM and MMS.  

1. Idea is BLM develops 5 years plans for leasing certain areas in outer continental shelf, which is based on nominations by oil and gas companies which say we sure would like to lease this particular area.  No point to open area for leasing if nobody wants to lease it.

ii) Bidding: primary goal of onshore leasing is environmental protection and production of income,  whereas offshore it is environmental protection plus production of income, plus giving smaller companies a chance at getting offshore leases.  It is expensive to drill as get further out b/c may require specializied technology.  

1. Concern of Congress is that leasing will be completely dominated by big comps. If done solely on bonus basis, this is likely to happen b/c must come up with money up front, which smaller comps less likely to have

2. Have other bidding schemes: 

(a) Royalty bidding (fixed delay/bonus and bid on basis of royalty)(requires no upfront money).  

(b) Work commitment bidding  - where delay/bonus/royalty fixed and goes to who commits to most drilling over period of time. 

(c) Joint bidding: far more likely offshore 

(d) Other forms listed 262-3

iii) Terms that are different offshore

1. Larger blocks offshore (2500 vs. about 6000 acres)

2. Shorter primary term, (5 yr vs 10 yr) – still longer than typical private lease but takes longer to develop

3. Express work commitments offshore – diff than development program (which says drill 1 well every six months) this says agree to drill certain number of feet in certain time or spend certain amount of money.  Can be far more detailed than

4. More likely to be express provisions as to where production goes offshore.  Not uncommon to have provision that some production must be offered to independent refineries.  

5. Like onshore, offshore don’t terminate automatically.  But offshore, once reach seconday term lease can only be terminated by judicial decision.  Probably relates to due process. See onshore termination above b/c has same type of notice etc.

3) Proposal to open lands withdrawn from leasing: today’s controversy:

i) Techncally, all federal land is open for oil and gas leasing.  But, obviously it all isn’t offered for leasing because

1. Planning function agencies go through which determines whether should be open for leasing based upon muliple use mandates.

2. Not all land geologically appropriate for leasing

3. Otherwise open, unless Congress or President has withdrawn.  When creates national park almost invariably says no leasing.  President has power to declare area a national monument.  Clinton declared Grand Staircase Escalante Area in Utah a National Monument where said leases already granted can contrinue but no new leases.

(a) Reversing these decisions:  current president could probably reverse his or old presidents decision by allowing new uses.  If Congress has withdrawn land, only they can reverse this decision

(b) The Artic National Wildlife Refuge falls within the land Congress has withdrawn

(c) Why is there such a controversy?

1. Size of SC

2. May be largest animal refuge

3. Only remaining upland area in US where likely to be huge reservoir of petroleum.

4. In May, National Energy policy plan said should put greater emphasis domestically on oil and gas resources.  Said witdrawal should be reseversed and should be open to exploration and drilling. 

5. Proponent’s position – this is huge area that is off limits, there is probably also a huge reservoir between one small part so all we propose to do is open this small part to development, not entire area.  Opponents argue this is most important ecologically sensitive part of refuge (where most of wildlife ends up brerding/nesting). Both sides have been more than disengenous – playing games with statistics.  Opponents say ridiculous to destroy this area for oil that can only last for 6 months.  But this is huge amount b.c would mean could keep going for 6 months on this withough relying on outside imports or US production.

6. If do allow to develop, how can do it without significant environmental harm?  Argument in NEP is that technology has changed. 

a. Rigs smaller

b. We can engage in horizontal drilling which is very common

c. Less drilling: Seismic 3-d technology guarantees almost always successful.  Opponents argue not as effective as allege.

d. Drilling take place in times of year less ecologically sensitive like Winter (Ice roads used)

e. Opponents argue this technology is very expensive (especially b/c of time of year want to drill) and they wont use it unless Congress mandates.

f. Even if technology works, concern will not be maintained (like at Prudo Bay)

ii) Texas Public Lands and the Texas Relinquishment Act
1. Background - operated independently until entered union.  Had enormous public debt and also public lands.  Wanted to trade lands for debt but govt rejected this offer and said keep both.  State has sold some but still owns a lot of land.  

2. 3 basic categories of Public Lands
(a) Permanent school fund – est. by TX constit for purpose of funding public schools.  Most important type of state owned land.  13m acres

(b) Permanent university fund – 2.2m acres.  Set aside for creation and maintenance of ut system and atm system.  All of income from puf goes to these 2 systems.  Earlier this mo, over $7m received in bonuses in new lease

(c) Agencies – hodgepodge of various state agencies which manage own land.  Texas parks and wildlife has biggest chunk.  Texas highway/dept of corrections

(i) Unfortunate thing about these divisions is unlike fed land, where all leasing is through blm through mms, in TX are several diff bds that lease land.  Most impt is school land bd that leases school land and also most of agency land too.

(ii) Regardless of what agency does it, leasing basically same

1. Bidding on bonus basis

2. Bidder meets qualifications

3. High bidder wins

4. Each board usually has 2 rds leasing year

3. Texas Relinquishment Act – (see book) what is unique about TX public land, initial TX constitution retroactively relinquished minerals below land (until 1895).  Legal assumption was that as republic was conveying land, it was only conveying surface.  Post 1895, continued granting significant amts of publicly owned land.  Once spindletop occurred, state realized they may have other mineral rights throughout state and started leasing their mineral rts.  

(a) Ex.  1910, general land office leases 10k acres to std oil.  They develop minerals out in Panhandle. End up going on to rancher’s land and using land/water to explore.  Rancher pissed, comes out with his shotgun.  Far more than theoretical conflict came about.  

(b) Legislature decided in 1919 to pass the Relinquishment Act.  If read act, seems to be way of compromising out of situation situation b/c relinquish minerals to owner of soil if got land from 1895 on, or if get land in future, the state will relinquish the minerals but retain right to a 1/16th royalty (NPRI).  Gives surface owners paramount interest in minerals and state retains interest for school fund.

(i) Almost immed challenged, as unconstit donation of property b/c can’t give away land from Permanent School Fund, at least to pre-1919 b/c they only bought soil and not minerals. 

(ii) TX SCt unanimously upheld Act but said doesn’t really mean what it says.  Maybe it appears to relinquish mineral fee, but legislature really intended to keep the minerals, but for admin convenience was designating owner of soil as states agent for execution of leases, and as compensation owner of soil got to keep ½ benefits.  Great solution but not what legislature enacted.  

(iii) Theory – if buy Relinquishment Act land, get surface plus statutory power of agency attached to land.  As agent, have rt to lease land and split benefits as compensation.  This way won’t be hostile to oil co and have signif incentive to negotiate.  Over last decade or so have had to use lease form provided by general land office but probably no objection if could get better deal.

(c) Controversy – centered around attempts by owners of soil to treat their rights to execute oil and gas leases as if undivided interest in mineral.  Ordinary person and most lawyers would probably think does own ½ of minerals

(i) Had situations where Smith who owns school land subject to Act and wants to sell to Garcia.  Wants to keep some interest in minerals so smith reserves 1/32 NPRI .  

(ii) But TX Sct has said don’t own interest so cant retain interest but as soon as convey to Garcia, your power over minerals transferred.  

1. Only had exclusive agency power to execute leases.  

2. Can’t reserve any part of mineral estate or royalty inetrest, regardless of what lease says.  

3. If Garcia leases to Exxon, he gets 1/16, state gets 1/16, smith gets nothing. 

4. Many attempts to get around this: 

a. Real covenant in which Garcia assigns to Smith undivided 1/32 interest in oil and gas.  Ct says still doesn’t work b/c although covenant effect is still same.  Reducing benefits G receives so reduce incentive to act as state agents.  

b. Also, could covenant Garcia pays all royalty to you and this puts back to where were in 1919.  

c. Only thing ct said works is: Smith leases to Exxon, 1/8 royalty so 1/16 Smith and State 1/16.  Then, sell surface to Garcia, but Smith says retaining 1/32 royalty anf Garcia gets 1/32.  allowable b/c land already subject to leae and not reducting Garcias incentive to execute lease. 

d. So, sytem is unique to tx, typical lowner doesn’t understand, nor do most L’s.  

(iii) Other issue: What sort of duty does owner of soil own the state?

1. Ex. S owns RA land.  $100k bonus.  Smith 50, State 50.  1/8 royalty also split.  Smith leases land to Jones Oil.  Have secret deal with Jones that they will reconvey some interest in lease to Smith so that Jones and Smith have JOA or carves some other form of royalty interest out of lease. 

a. Duty to share with state? By statute, owner of soil in executing leases owes fiduciary duty to state, must share ½ of all benefits from lease.  

b. Hot cases involved many deals like this in 1930s where land office sued – what really pissed people off was state not subject to sol. 

VI.  Titles and Conveyances: Interests in Oil and Gas

A.  Common Types of Interests

1) Mineral Fees Interests

a) In ownership in place states, like Texas, the owner of land typically owns two estates in fee simple: the surface estate and the mineral estates.  These can be split apart via a severance.  The instrument for a severance is a deed or, in Texas, a lease.

i) Relinquishment Act -This is an example of what would call severance of surface estate from mineral estate.  Total severance is becoming more common but most cases are partial.

b) Notice that you can sever a portion of the mineral fee but retain the executive right.  When this is done, you have created a non-participating mineral fee.

c) Application of general property principles

i) Bodcaw Lumber v. Goode - The simplified fact pattern here involved a Seller who conveyed the surface estate to O, and retained the minerals.  Seller then did nothing with the minerals.  The question was whether O could obtain the rights to the minerals because of Seller's inaction.

(1) Is there any theory where can argue mineral owners interest have terminated and back with surface owner?

(a) Abandonment - S’s father makes coveyance in 1940 to G.   Nobody heard from G since and no activity on land whatsoever.  60 years gone by, so G has abandoned inetrest in minerals.  When easement is abandoned, abandoned in fair of serviant estate.  

(i) Non-ownership jurix like OK – can make this argument b/c can abandon non-possessor interet.  Must show long period of non use and some hint of attempt to abandon.  Hopefully find someone who can say G said that land sucks.  Handful have taken this theory

(ii) TX and other ownership in place – no chance. help, has fee simple absolute, is a possessory interest and can’t be abandoned.  

(iii) Lousiana has doctrine of libretative prescription - if don’t use minerals for 10 years you have lost them.

(b) Dormant Mineral Interest Acts – some states have adopted these, which are similar to liberative prescription.  If no mineral activity with respect to the estate then interests terminate unless re-record in that 20 year period. Indiana uses these.
(c) Adverse Possession
(i) This is rare

(ii) S coveys to M.  S cannot adversely possess the mineral estate simply by occupying the surface.  S must actually adversely possess the mineral estate itself--i.e., drill, etc.  Means must drill and produce for 10 years which means S would be taking a huge risk by spending money in event M shows up.  

(iii) About the only time this argument is seen anymore is in pooling cases, but even there it has not worked.

2) Royalty Interests - typically, "royalty" is defined as any payment from production that will continue for the life of the lease.  There are exceptions to this general definition.  There are three different types of royalties.

a) Landowner's royalty – we have spent most of our time discussing these.  This is the royalty provided for the lessor in the O&G lease.  It gives the lessor a fraction (typically 1/8) of gross production.

b) Overriding royalty – royalty that is ‘carved out’ of the oil and gas lease.
i) Example:  Smith leases to Jones and retains 1/8 royalty.  Jones assigns to Union Pac.  Jones may get some cash up front and will reserve a royalty that is carved out of the working interest.  Jones had a right to 7/8, but now retains 1/16 royalty carved out of the 7/8 interest.  The 1/16 retained is the overriding royalty. 

(a) Sometimes it is unclear whether the 1/16 is carved out of full interest or the 7/8.  Smith says carved from 7/8, can be huge when have millions in production

ii) Terminates when the lease expires.

iii) Likely to be far more detailed description of J’s rights his lease to Union Pac than in original lease from Smith.  

(1) May make special provisions as to some types of protective covenants.  Cts say needs to protect self because is usually a sophisticated party with knowledge of industry.   

(2) This could happen in  have 2 neighboring tracts, S leases to UPR on 1st and 2nd  to J who then assignes to UPR.  UPR drills on tract one so J gets nothing.  Need express covenants.  

c) Nonparticipating royalty (NPRI)  (see above notes)
i) Created from deed independent of oil and gas lease

ii) An expense-free interest in oil and gas if and when produced.  The prefix "nonparticipating" indicates the interest does not share in bonus or delay rentals, nor in the executive right.  Such royalty owners typically do not share in shut-in royalties (viewed as a delay rental, however, the lease deems them to be production) or production payments (received in leiu of a bonus).  However, they probably would share minimum royalties which by definition are not production.

iii) Two different ways of determining the amount of such a royalty.

(1) Set fraction – regardless of procuction, get set amount like 1/16.

(2) Fraction of royalty in oil and gas lease – ½ of lesee’s royalty.  The advantage of this method is that the grantor can can benefit from the grantee's subsequent negotiations.  If the lessor is able to bargain for a 1/6 royalty, and the grantor reserved 1/2 of royalty, then he will get 1/12 of gross, instead of 1/16 of gross.  May want to include minimum royalty provision (in no event do I get less than 1/16).  

(a) Make sure understand effect of preposition ‘of’: 1/16 of royalty means get 1/16 of whatever royalty is in o&g lease.  Whereas 1/16 royalty means legally entitled to 1/16 of gross production.   Gavenda case – brought suit to get ½ of gross production based on language in lease b/c left out “of”

iv) Terminable NPRI - Ex.  Sell land to Morales.  Want to reserve NPRI.  Morales wants land free of this type of outstanding mineral interest at least at some time in future.  May structure like oil and gas lease where retain 1/16 royalty for 10 years and so long thereafter as oil and gas produced.  So, if no production the interest terminates after 10 years, if production continues.  Allows owner of NPRI to protect self in event that is discovery and assures owner of mineral fee that at some point in future NPRI ends.  

a. Sometimes, are just flat term NPRIs as well

v) Client comes to you, said estate has 1/16 interest in minerals but language is ambiguous. .  Is this 1/16 mineral fee or 1/16 royalty?  From client’s standpoint, want it to be royalty over mineral fee interest.  

1. If 1/16 royalty, entitled to 1/16 of gross production.  Always better when will be production unless production so small that less than his bonus portion.

2. If 1/16 mineral fee interest, entitled to 1/16 of production if develops land himself less costs of getting production.  This gives client 1/16 of net production which is less.   But, we know client won’t develop self.  Oil co wants to develop.  This interest gets client 1/16 of lease benefits. 

a. Only time better: If never any production, turns out to be better interest b/c get slice of bonus.   

b. Unquestionably better to have royalty if production at all.  

vi) Royalty vs. mineral fee, how tell difference

(1) Mineral fee language: “in and under” ,  “produced and saved”
(a) I am reserving 1/16 of oil, gas and other minerals in and under the described tract of land

(b) Combining language:  What if say 1/16 of oil, has in and under and produced and saved.  Most courts say mineral fee.

(2) Royalty:  vast majority of jurisdicitons that say when reserving royalty saying reserving 1/16 of gross production.  

(a) Minority of states like OK, WV where doesn’t work.  May give you mineral fee interest based upon large variety of factors.  If client from OK, get OK counsel b/c few understand

(3) Problem

(a) Few understand the drafting rules

(b) Sometimes want mixed interest, part mineral fee and part royalty.

(i) Common type: TX cts, need to think about incidents of ownership of a mineral fee.  

1. These are 5 basic rights of powers found by TX courts

a. right to ingress/egress/develop

b. executive right: right to execute leases and transfer rights to someone else

c. right to bonus

d. right to delay rentals

e. right to royalty

2. Ex.  Sell 5000 acres to Morales.  Want ½ undivided interest in mineral fee.  Morales wants to avoid co-tenancy.  Morales says transfer first two incidents of ownership to me and you get ½ of lease benefits.  

a. Avoids co-tenancy issues when negotiate o&g lease.  Don’t have to get approval from co-tenant

b. Avoids concerns about provisions to protect surface.  Wants to be only person oil co has to deal with.

c. Doesn’t like, or has better knowledge than Smith. 

d. Results in nonexecutive mineral fee interest.  Have undivided ½ interest in mineral fee

3. Ex.  Convey land to Morales.  Retain 1/16 in and under, producd and saved in described land.  Give Morales exclusive right to develop, execute lease, and delay rentals.  Ct would say is same transaction as previous one, but only difference is keeping smaller fraction and cutting off third incident of mineral fee.

4. Ex.  Only retaining royalty : Retain 1/16 in and under, producd and saved in described land.  Give Morales exclusive right to develop, execute lease, and delay rentals and bonus.  Smith says:

a. Use 4 corners document and figure out what parties trying to do.  Looks different than earlier transactions where kept a couple of incidents of mineral fee. Kept fraction that makes more sense as royalty interest than mineral fee.  Smith argues trying to retain 1/16 royalty.  Morales says lets read his reservation in order.  1/16 in and under, so no question has 1/16 interest in mineral fee.  Then he starts cutting off his interests, slices off rt to develop/execute leases/bonus/delay rentals. So what he is left with is royalty that is attached to 1/16 of mineral fee, no gross production.    TX cts have taken this position.  If starts off mineral fee will always be mineral fee no matter how many incidents slice off.  Prof Maxwell uses analogy of ripping legs off bug – still have bug left even if no legs.  

(4) Co-ownership

(a) Smith and Sister inherit 1000 acre ranch where own interest in surface and mineral estate.  Are tenants in common.  Approached for lease.  If both agree, no problem.  If Smith wants to take lease and Sister says no, not good time, what happens?  Smith can sign and bind ½ interest.  

(b) Depends on where land located

(i) Minority of jurisdicitons taken position that o&g production constitutes waste, and 1 co-owner cannot authorize waste. LA and 4 or 5 other states view.

1. Problem – approach makes sense if have 2 owners with similar interests but have problem where very minority owner can prevent from being leased.  (Tech Oil Co. – pay me greater proportion or I will enjoin you)
2. Most states have modified this view by legislation.  In LA, if owners of 80% agree, can not stop

(ii) Majority view – oil and gas development is appropriate use of land and not waste.  Any co-owner can authorize development.

1. Smith has power to authorize to produce w.out consent of sister and even over objection.  Then what?

2. Lease can specify leasing undivided ½ interest in mineral estate and modify other provisions accordingly (1/12 royalty instead of 1/6, ½ delay rental etc);

a. Smith does not get 100% of benefits.  Clause 10 of our lease contains two clauses.  First is warrant clause where warrant that own 100% of minerals.  Second is proportionate reduction clause which says if own less than entire fee simple estate than royalties and rentals shall be reduced proportionately. Gets ½ of royalty and ½ of delay rental

b. Bonus – oil co gets back ½ of bonus if paid it all b/c breached warranty clause.  If each know only own 50%, want to strike warranty clause. 

3. Alternative: more common way (surprisingly), Smith purports to lease 100 percent of mineral estate even though Smith and oil co know doesn’t own it all.  Why do this?

a. More possibility sister will sign on after all once she says have decided to execute lease

b. Often it is extremely difficult to determine what fraction of mineral estate owns, or if someone owns mineral state or NPRI.  Mineral estates in TX, OK really messed up through double and triple conveyances.  

4. What can sister do?

a. Can’t enjoin oil company from producing.  Since production is not waste, it is analogous to agricultural lease, she gets ½ of net profits.  The ½ of net profits she gets is ½ produced by oil company and not the lease benefits Smith got.  Similar to crop sharing lease where lessor gets 1/3 value of cotton grown on land – sister would get 1/6 of value of cotton.  Lessee oil co must pay sister ½ of net profits from operation

i. Smith gets ½ of lease benefits: ½ bonus, ½ royalty, ½ delay rentals

ii. Sister gets: ½ net profits from production.  Value of production – ½ capital costs – ½ operating costs.  Problem comes when argue about depreciation of assets etc

iii. Says no company wants to enter into agreement where ½ interest doesn’t want to lease.  Will only do this when don’t know about other interest – unless 1/8 outstanding interst.  

5. Comment on co-tenancy – big problem for oil industry b/c not usual to have situation where co-tenant is Smith and sister, but Smith and 30 of his cousins.  Most cases allow to execute receiver to execute interest for dormant owner after reasonable effort to find them.  Benefits held in trust for person in event ever shows up.

3) Executive Right

a) Tx Sct has said owner of mineral fee has 5 basic rights:

i) Ingress/egress/develop

ii) Execute leases

iii) Bonus

iv) Delay rental

v) Royalty

b) Execute leases – called the Executive right.  

(1) Can lead to significant controversy, b/c has power to affect mineral interest owners who have NPRI.  Issue is what duty he owes to these owners

(a) Flat fractional royalty - least likely to effect flat fractional royalty.  No matter how er owner devises lease, will get his royalty.  Only way to effect him is to say I will never lease this land.  No case like this has happened.

(b) Terminable royalty – where Jones has right to 1/16 of production for 5 years and so long thereafter as o&g is produced.  Common type of NPRI.  If Smith delays executing a lease in order to maximize his own royalty.  Could have situation like Kinsey v. Ford where have built in incentive in lease to delay royalty.

(c) Fraction of royalty - More common type of controversy, where Jones has right to ½ of any royalty in o&g lease.  Smith has financial incentive to push for bonus at expense of royalty.  Or, could be more creative and act for a production payment, which is a right to a fraction of production until a specified sum of money is received.  

(i) Common device used by oil companies for financing, especially in non-recourse financing.  

(ii) Courts have said this is not a royalty – since it terminates and does not continue throughout the lease, more analogous to a bonus.

(iii) If really imaginative – negotiate down to 1/8 royalty and then say your development will really effect my surface, so why don’t you pay me 1/16 of gross production as damages.  Gives extra royalty while calling damages to surface.  This reduces what Jones gets in favor of what I get.  This did not work in the Buffalo? Case.

(d) Where Jones has nonparticipating mineral interest- This is situation where think no way for Smith to get more than Jones does.  Jones sells Smith the land, but in negotiations tell Jones want right to execute all of leases, but he retains slightly mutilated undivided ½ interest in mineral fee.   Fairly common that doesn’t want to fool with other people when executing leases.  

(i) Would think no way to benefit at expense of Jones, but can:

1. Mangus (TX Sct) – owned 25k acre ranch that leased to himself for a 1/8 royalty and $5 bonus (total not per acre). So P got ½ of $5 and ½ of 1/8 royalty.  Then, D assigned for chunk of money

(e) Is there any liability for screwing NPRI owner?
(i) Depends on standard imposes on executor, have considered 3 standards

1. Fraud – (lowest standard), some obligation to carryout purpose of transaction but only liable if engage in fraudulent transaction

a. Louisiana took this approach

2. Utmost fair dealing – (intermediate standard) very hard to get meaning for when this applies.  Higher than fraud, lower than fiduciary.  One way to give some meaning.  Owner of executive right required to enter into same transaction that would have had NPRI not been outstanding.  If would have opted for higher bonus regardless of whether Jones there, it is ok.

a. Vast majority of states adopted this standard

3. Fiduciary standard – (highest standard) as holder of executive right, have to take deal that is best for non executive

a. If offered 2 reasonable deals, can’t look at own self-interest, but what is in best interest of Jones.   Analogous to trustee’s duty to beneficiary of trust

b. Texas SCt said adopts this standard.  This means if Smith gets two offers must take deal with highest royalty.  Could take higher bonus in virually any other state!

4. Support exists for all three standards

c) Meaning of word ‘minerals’

i) Smith to Jones, reserving all of mineral fee (oil, gas and other minerals)

ii) What does other minerals mean?

(1) Ordinary and natural meaning test – most prevalent, a lot of western states adopt this rule, many think of salt as mineral

(2) Eusdam generis – 

(a) Grandma executes will leaving all china, silver, furniture and other items of personal property to my favorite grandson.  And all of rest to other grandchildren.  You want stock, but rule says only get other similar items.

(3) Intent – other minerals is ambiguous, lets look at intent.  Nevada and recent Colorado case did this.  On its face, sounds reasonable.  

(a) Problem is (1) probably dead (2) will probably litigate almost every deed in state.

(4) Oklahoma has most restrictive view – when say o, g and other minerals it is clear thinking of oil and gas.  Means other substances necessarily produced incident to o&g production.  Ex.  Where such high sulfur content it profitable to separate and sell.  Smith likes best  

(5) Texas has most complicated view -
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