Oil and Gas Outline

History, Accumulation, Ownership and Conservation

A. LAW OF CAPTURE AND PRIVATE OWNERSHIP

1. Law of Capture

(a) OWNERSHIP PRIOR TO AND AT EXTRACTION

-Del Monte Mining v. Last Chance – 

Heaven to Hell Doctrine – Owner of the Fee owns everything on the surface to the core of the earth and up to the heavens.  This doctrine applies to hardrock minerals, however it does not apply to oil and gas.  Two principle reasons why the doctrine does not apply:

(1) Oil and gas are produced for energy, they drive the economy.  Public policy controls, 

the goal is to get the stuff out of the ground.  This may now be offset by conservation interests.

(2)  Because of the migrating nature of oil and gas, it would be impossible to determine whose molecules were extracted from whose land and want not – so the Heaven to Hell Doctrine just would not work.


*Caveat – May have an action for trespass only if there is a violation of your 


usable airspace.

Private Ownership subject to Public Regulation – 

The U.S. is a private ownership country.  Policy considerations such as price regulation, national security, keeping the minerals in America, and conservation would be better served by governmental ownership.  However, when extraction began, there was very little government foresight and private ownership matches the ideals of the American economy.  The government still seeks toachieve certain economic and public concerns via regulation.

Rule of Capture – 

Because of their migratory nature, oil and gas are like wild animals – you


must take possession in order to have ownership.  A dude may own the oil and gas under


their property but if they fail to extract it and it migrates to anothers property, their 


neighbor is now free to extract it and it then becomes his property.  However, neighbors 


well must be bottomed on his property.  Oil and gas must migrate to your 


property naturally, can’t slant drill under your neighbors property to get at it – to do so 


amounts to conversion. – Limitation on the Rule of Capture


Policy behind this – (1) Naturally migrating; (2) Inefficient not to treat them as such; (3)


We want the oil and gas out.


Example: Common pool exists under Neil  and Bob’s adjacent property.  Neil drills a


well and starts sucking.  Neil pulls oil from under Bob’s land.  Neil gets to keep the oil 


b/c the Heaven to Hell Doctrine does not apply.  Absent administrative or regulatory 


help, Bob must hurry and get a well up and start sucking himself or his rights to the oil 


and gas will be lost.


Note – (1) Rule of Capture opposes and supercedes Heaven to Hell Doctrine 



(2) Rule of Capture discourages conservation and often results in economic and 



physical waste.


Note – Common regulatory methods: (1) Density – can regulate how many and the space



between wells and, (2) Allocation Limits – can only pull out a certain amount per



day/year or whatever.

2 Rule of Capture Theories Concerning Ownership of Oil and Gas: 

States are divided and defined by the two theories.  While they have important distinctions they have essentially the same result.

(1) Ownership in Place Theory – Landowner owns all substances, including oil and Gas which underlie his land.  However, you lose your ownership rights if it migrates to anothers land.  Ownership is subject to someone taking them from you.  Possession exists simply by title, thus you can lease the oil and gas.

(2)  Exclusive Right to Take – Landowner does not own the oil and gas beneath his property.  Landowner simply has the exclusive right to capture the substances below his land.  Once extracted and captured, it is then owned by the landowner.  You do not possess anything and therefore, there is nothing for you to lease.  Wyoming follows this theory.  There are really no oil and gas leases in Wyo.  An oil and gas “lease” in Wyo. is really profit, meaning an easement with a right to take.

  (b) OWNERSHIP OF EXTRACTED OIL AND GAS

     -This deals with extracted oil that is held in storage tanks

Rule Of Abandonment – Rule of Capture is limited by the Rule of Abandonment

Chaplin Exploration v. Western Bridge – 

Once oil and gas is extracted, ownership has occurred.  For example, if you extract oil and store it for conservation purposes.  Some of the oil escapes and migrates under your backstabbing neighbor’s property and he sucks it up and trys to sell it.  Leaking through a hole in a barrel is not abandonment.

CT HELD: You get your oil back.  The only way your neighbor can get it is if you abandon it.  

G/R – When oil and gas is extracted and held it becomes the personal property of the extractor and is no longer subject to the Rule of Capture.  It cannot be recaptured by your neighbor.

(1) Policy: Encourage conservation

(2) Note: this case treats oil and gas not like wild animals, with a wild animal your neighbor would take it.

(3) Neighbor whose land it leaked on to may have an action for trespass, nuisance, or negligence.  Can sue for damages, cleanup costs, injury to land.

(4) If the owner does not try to recover the leaked oil, then there may be an argument for abandonment.

Hammonds v. Central Kentucky (Minority Rule) – 

Held that extracted gas that is then put back into the ground for storage in depleted petroleum domes  was reinjected back into the ground and was no longer personal property and was subject to the Rule of Capture again.  Therefore neighbor could suck it back up.

Texas American v. Citizens Fidelity – 

Overrules Hammonds and is consistent with Chaplin.  Gas is your personal property once it is captured.  You can reinject it and still retain ownership, not subject to recapture.  Also just b/c the storage reservior goes under anothers property does not subject it to his ownership.  However the underground reservoir must be: (1) defined with certainty(size) and (2) integrity of reservior must be capable of being maintained.

Note: To perfect you’re a security interest in oil or gas that is your personal property, you file a security agreement under Art. 9 of the UCC.  You should also file under the land records.  Very important with respect to access issues.  You may not have any surface rights, thus you need to make sure you know where your interest is located and how your going to get access to it.

  (c)CONDUCT PERMITTED IN EXTRACTIVE PROCESS– Limitations to the Rule of Capture
Nuisance – Rule of Capture not unlimited, revolves around nuisance.  Can’t perform tasks to 


your land that will cause harm to other people or property.  Right to use your property 


can’t disregard others rights.

People’s Gas v. Tyner – 

There was a gas well 200ft from Tyner’s home.  People’s Gas wanted to shoot the well with nitroglycerin which fractures the porous rock   This is not a safe operation as you are blowing up things that are inherently explosive.  Tyner argues that People’s Gas having the nitroglycerin is a nuisance in itself.  People’s Gas argues that it has an inherent unlimited right to get the gas under the Rule of Capture.  CT HOLDS – for Tyner and states that the Rule of Capture is not so broad as to excuse a nuisance (or create a danger to your neighbor)

Note: (1)  Where a nuisance argument arises apply a “balancing test” – Balance the importance having this much more gas for the public against the harm that nay be caused to others.

(2) Rule of Capture also subject to limitations imposed by a cities police powers.  Example: City ordinance prohibiting the drilling of oil and gas wells within the cities watershed to prevent possible contamination to the water supply.

Fair Share Doctrine:  

This doctrine applies between owners of correlative rights.  Basically


it says that each operator should, within reasonable limits, have an opportunity equal to

to that afforded other operators to recover the equivalent of the amount of recoverable oil and gas underlying his property.  It protects current and/or potential innocent pumpers from negligent and/or wasteful operations that injure or destroy the common source or supply.  Based on production and conservation limits.  An owner is only allowed to produce a certain amount of his share of the oil and gas.  Neighbor also has a right to his fair share of the supply.

Wronski v. Sun Oil Co. – 

Case deals with maximum extraction regulations, or allocation limits.  Where a producer exceeds the allocation limits, a state may impose an injunction or other penalty.  Issue in this case was whether the neighboring producer has a right/cause of action.  CT HELD that the neighboring producer does have a cause of action under the Fair Share Doctrine.  Ct held that any violation of an allocation order will constitute conversion of oil from the pool, subjecting the violator to liability to all the owners of interests in the pool.

Determining the “fair share” is difficult and imperfect; however, there are various methods in place for such determinations:

(1) Regulatory Limits – Allocation(certain limits set per day/month,year, whatever), 

density, and spacing.

(2) Pooling Interests – Process whereby 2 people own the property w/in 1 drilling unit, So only 1 well allowed.  Each party gets a certain percentage of whatever is coming out.  These arrangements can be either forced or voluntary.

B.  CONSERVATION: MODIFYING AND LIMITING THE LAW OF CAPTURE
1. PREVENTING WASTE AND PROTECTING CORRELATIVE RIGHTS

The Rule of Capture essentially lead to everyone trying to pump out as much oil as they could as quickly as possible.  This lead to physical and economic waste and caused environmental harm.  There was a need for an independent regulator, and now each state has a conservation commission.

(1) Physical Waste – Pumping to much and it spills.  Or you take more out than you 

should at a given time and end up losing some of the total.  In order to maximize the amount extacted there must be a proper mixture of oil, gas, and water.  If you pump too much oil initially, you will lose the necessary pressure and end up not being able to extract the entire amount.

(2) Economic Waste – Occurs when sucking competition leads to inefficiency.  If you have one well that is sufficiently producing, adding more wells is expensive and will not increase, and may even decrease, production.

2. TYPES OF REGULATIONS

(a) Well Permitting – 



-must have a permit to drill a well

-well must be drilled in strict compliance with permit regulations

(b) Well Spacing – 

-density regulations, distance regulations (provides for minimum distances between wells and for minimum distances between wells and boundary lines

         (c) Bonds -



-Insures that the well will be plugged

         (d)  Allocation Limits –

-Places limits on the amount of oil or gas you can extract per day/month/year, whatever

Larsen v. Oil and Gas Conservation Commission (Well Spacing) – 

Larsen is getting jerry fucked because of a forced pooling agreement which makes him share with others, despite the fact that the well on his land produces the most by far.  Larsen argues that the commission regulations violate his correlative rights because they do not allow him to get his fair share; also argues that the regulations are resulting in waste.  CT HELD for Larsen and found that the Commission did not make sufficient findings as to where the oil and gas actually lied.  The Commission must consider correlative rights.

In determining the extent of the correlative rights the Commission must establish:

(1) The amount of recoverable oil in the pool

(2) Amount of oil under the various tracts

(3) Proportion that #1 bears to #2

(4) Amount that can be recovered without waste

*Generally the court will defer to the findings of the Commision because of their expertise.

Anschutz – Distinguished Larsen.  

CT HELD Commision can force an initial pooling agreement through its estimations of volume.  This is allowed because little may be known at the time, and you really don’t know what is actually there until you drill.  Can always be altered later.

Brooks – 

Only those who have an interest in oil-producing land have correlative rights.  Thus, adjacent landowner who are dry do not have rights.

3.  WELL SPACING EXCEPTIONS

Pattie v. Oil and Gas Commission – 

A well was dug for oil but instead gas was found.  This fucked the spacing situation up because the regulations for gas wells were wider than those for oil.  Commission granted an exception and held exception ok as long as the well was a true mistake and not intentional to hit gas.  Exception prevented economic waste that would have resulted from plugging the first well and drilling a second.


-Issue #1 – Would granting the exception location jeopardize correlative rights of a 



neighbor?  If so the options are:

(1) Exception granted to those with correlative rights as well – offset well

(2) Pooling

     -Holdings- Correlative rights must be considered; economic waste must be 


considered.  Commission cannot make orders w/o considering correlative


rights of property owners.

-Issue #2 – Constitutional issue, is there a taking?

     -Holding – When commission fails to consider correlative rights there is a due process 


argument.  An, when the state allows property to be taken w/o due process, there 


is a regulatory taking.

Note:  Physical waste will always trump correlative rights because you will never get back the lost oil.  Correlative rights generally trump economic waste.

Exxon v. Railroad Commission – 

Commission granted BTA Oil Producers a permit to utilize a well for oil where it had an existing well that had originally been dug and used for gas.  CT HELD the existence of an existing well is a factor that can be considered in permitting an exception location well on the basis that it will prevent waste.  However, as in Pattie, the existing well must have been drilled and completed legitimately and in good faith and not as a subterfuge to bolster a later exception request.  Drilling a new well in the proper spot instead of just using an existing well would cause economic waste.


Note: Legislation usually provides for exception locations to prevent physical or economic waste as well as underground waste.

4.  REGULATING PRODUCTION AND MARKETING

Allowables – Allowed only a certain amount of oil and gas per period of time.  Purpose is to:

(1) Prevent waste

(2) Protect correlative rights

(3) Correct market failure

-Most commonly assigned on an acreage basis.  In setting an allowable for an individual well, acreage must be assigned to the well.  The assigned acreage is commonly called a proration unit.

Pro-ration – 2 methods used to determine allocation:

(1) Surface Acreage – Your Surface Area over Total Surface Area of Well

(2) Acre Feet – Acre Feet of Oil Under Your Land over Total Acre Feet of Oil

-Allowables may also be assigned to prevent underground waste, or in other words, to increase the ultimate recovery – Explanation:  If you drain a field too quickly, you may take out too much gas and not be able to get to some oil.  Pumping Slowly tends to maintain the greatest recovery over the duration of the reservior.

-Assigned to Protect correlative rights by recognizing the right of every owner to a fair opportunity to produce a fair share of the oil and gas in a reservior.

-Assigned to correct market failure, conservation commission may restrict production to reasonable market demand.

Hypo pg 89 – 

Oil under all of it except SE ¼ of the SE ¼.  Question is should that person be granted an exception well?  Yes under Pattie and Larsen, but next question is should his allocation be adjusted?  Answer is Yes.  X’s allowable should be adjusted to be in proportion with the allowable of everyone elde.  X has less to get if everyone’s allocation is 100 barrels/day.  X should get 50 barrels/day to protect correlative rights.  Change allowable to adjust for everyone’s correlative rights throughout the field.

Pickens v. Railroad Commision – 

Guy has land on top of hill with oil underneath it.  Commissioner prorates the pool based on 50% surface acreage and 50% acre feet.  Sucks balls for Pickens because a much greater volume of the total oil is under his property.  CT HOLDS  that a prorartion order fixing the rate at which various owners of oil in an oil field can produce is valid where it is reasonably supported by substantial evidence.  The burden is on the challenging party.  However, Pickens could make a good arguementbased on an ownership in place theory, fair share doctrine, phisical and economic waste, as well as correlative rights principles.  This case protected the dude at the low point.

Denver Producing v. State - 


This was a gas drive reservoir.  Which basically means that as you pump out the gas too fast it may result in lost oil because the gas pushes up the oil.  The Commission set a gas/oil ratio to maintain adequate levels of gas.  The facts are a cresent shaped field with less gas per barrel at the ends.  The decision jeopardized the middle owner’s correlative rights because it will allow those at the edges to produce more oil.  CT HELD the commission may consider correlative rights as being secondary to conservation of natural resources.  This is an example of physical waste trumping correlative rights.

The Oil and Gas Lease

-An oil and gas lease is a business transaction.  It is both a conveyance and a contract.  It is a conveyance because it is the instrument by which the mineral owner conveys a right to an oil company to explore for and produce oil and gas, reserving a royalty interest in production.  It is a contract because the oil company accepts the right to explore and produce, burdened by certain express and implied promises. Leases are generally executed like deeds, by the lessors and not by lessees.  In many states consideration is not required to support the grant of a lease, however, lessors are generally paid a bonus for executing the lease.

Purpose of the Lease:  A lease lays out the bargain.  Both lessor and lessee intend to profit.  By an oil and gas lease a mineral owner, who generally lacks the capital or expertise to explore or develop, transfers those rights to an oil company, which generally has both the capital and the expertise.  Lessee has 2 principle goals:

1) the right to develop the leased land for an agreed term without any obligation to develop; and

2) If the production is maintained, the right to maintain the lease for as long as it is profitable.

Nature of the Leasehold Interest:  Depends on which theory the state follows.  2 theories:

1) Ownership in Place – Under this theory courts generally view the lessee’s interest as a fee simple determinable estate in the oil and gas.  The leasehold is a fee interest because the lease contains a clause that allows the interest to continue indefinitely, “as long as there is production…,” which merges with a term of years in the primary term.  It is determinable because it may be terminated by one of the special limitations in the lease (i.e., the failure to pay delay rentals, the failure to commence operations or obtain production by the end of the primary term, or the cessation of production during the secondary term.)

2) Exclusive Right to Take – Under this theory, courts generally characterize the lessee’s interest as an irrevocable license or a profit a prendre (a right or privilege to go another’s land and take away the minerals) determinable.  In other words, lessee gets the exclusive right to take the oil and gas.  Conditioned upon being lost through the rule of capture or by producing oil and gas.  Therefore fee simple determinable.

TYPES OF OIL AND GAS INTERESTS:

1) Fee Simple Absolute – Referred to as the owner of the fee.  In oil and gas law, this refers to the totality of all private rights in the land.  It is the entire bundle of sticks.  From it other kinds of interests are carved out.

2) Mineral Interest – Referred to as the mineral estate or mineral rights.  It is carved out of or severed from the fee interest.  A complete severance occurs when the owner of the fee conveys all mineral interests, or when the owner of the fee conveys the land reserving the mineral interest.  A partial severance occurs when the owner of the fee conveys or reserves only a portion of the mineral estate.  This can be a fraction of all minerals, an interest in certain minerals, or a fractional interest in certain minerals.  Owner of pure mineral interest acquires 4 incidents:  1) the right to use the surface; 2) the right to incur costs and retain profits; 3) right to alienate; and 4) right to retain lease benefits.

3) Leasehold Interest – Similar to the mineral interest in that the lessee holds the above 4 incidents during the period of the lease.  Accordingly the lessee owns the working interest.  The lessor retains a possibility of reverter.

4) Royalties – Generally, a royalty is a payment out of production from the well free of production costs.  Not free from post-production costs (i.e., the cost of refining the oil and sending it to market).  Production costs are those expenses made to pull the oil out of the ground.  If the payment does not come from production it is not a royalty, it is a bonus.  With respect to oil, royalty is generally a payment in kind, meaning in oil not money.  However, with respect to gas, the payment comes in from the money, no matter the type of royalty.  The royalty holder has no right to use the surface, no right to right nor obligation in incur costs, and no right to share in the profits.  The royalty is always paid out of production (free of costs).  Thus, it is called a non-cost bearing interest.  A person who owns only a royalty cannot execute a lease, thus it is also a non-executive interest.

5) Landowner or lessor’s royalty – Reserved by landowner whether he is the owner of the fee simple or simply the mineral estate.  Usually this is a 1/8 royalty.  Assuming the holder of this interest is the owner of the surface estate, he has a right to use the surface, but his right is servient to the owner of the mineral estate.

6) Non-participating Royalty – These arise when the owner of the fee or the mineral estate conveys a royalty interest to X, or conveys Blackacre to X and reserves a royalty interest in himself.  The holder of a non-participating royalty does not share in the lessor’s bonus or delay rental payments.  However, the royalty reserved in a lease may determine the amount of the non-participating royalty.  For example, A conveys Blackacre to B, reserving ½ of all royalties under any existing or future lease.  B then leases Blackacre, reserving a 1/8 royalty.  A’s reserved non-participating royalty would be 1/16.  In sum, non-participating royalties are subtracted out of the landowner’s (or lessor’s) royalty.  However, this is not always the case.  It depends on he language of the lease and whether there is a proportionate reduction clause.

7) Overriding Royalty – This usually happens when the lessee assigns the lease and reserves a royalty for himself.  This royalty is paid out of the assignee’s take.  It is a royalty because it comes out of production; however, it is not primary in any sense over the landowner’s royalty.  It is an additional amount carved out of the remaining fraction left over after the landowner’s royalty is gone (i.e., the lessee’s royalty)

8) Production Payment – It is just like an overriding royalty, however, you only get money until it equals the value of the services performed.  Basically, it is deferred compensation for your services – an overriding royalty with a limit.

1. GRANTING CLAUSE

-Defines the land that will be used, the ways in which this land can be used, and the mineral estate conveyed (i.e., what minerals are covered and under what conditions).  In other words, the granting clause must address at least 3 factors that interact to determine the breadth of the rights granted: (1) what rights are given to use the land; (2) what substances are covered; and (3) what and what interests are subject to the lease.

Granting Clause gives the lessee the right to use the land and get the oil and gas and the right(easement) on the surface to get to the oil and gas.

Surface Use Disputes: What kinds of surface use rights does the lessee have?

Hunt Oil. Co. v. Kerbaugh – 

The mineral estate is the dominant estate and the surface estate is the servient estate.  The mineral owner has an easement over the legitimate area of the surface to use as is reasonably necessary to explore, develop and transport the minerals.  However, the mineral owner must give due regard for the rights of the surface owner.  The mineral owner cannot negligently or wantonly use the surface owners estate. 

-Lessee must act in accordance with reasonably prudent industry standards.

Further caveat to Reasonably Necessary – 

Accommodation Doctrine:

1) pre-existing use of the surface, i.e., residential, agricultural, commercial

2) proposed use of the lease (production of oil and gas) would preclude or impair existing use 

3) lessee must have a reasonable alternative under industry standards; AND

4) If these requirements are met the mineral interest MUST ACCOMMODATE THE SURFACE OWNER.  However, where alternatives do exist a balancing of the mineral and surface owner’s interest does occur.

***Burden of Proof is on the surface owner (lessor) to show that the mineral interests owners activities are not reasonably necessary and that an alternative is available.  Must show that at least 51% of the evidence favors the alternative, then lessee must rebut.  

***In Hunt, the lessee was unable to prove a reasonable alternative and thus lost.

Note:  The lease can explicitly limit the use if the surface estate.  Such a limitation is controlling so lessors need to protect themselves in drafting.  Also state police power may limit surface use.  

-For example: Lease clauses may require a specific pipeline depth, location of roads and tanks, proximity to house, surface damages, return land to original condition, and duty to fence location.

Remember:  The lessee is off the hook for all surface damage that results from the reasonable use of his easement unless the lease says otherwise – therefore, it is very important for the lessor to protect himself in the lease.

-Also, lessee’s surface usage must pertain exclusively to developing minerals under the servient estate.  A lessee’s cannot store neighbor’s shit on your land.

Implied Rights of Lessee:  The surface usage must be related exclusively to obtaining the minerals under the servient estate.

1) The right to use and occupy the surface of the land for the purposes reasonably necessary to develop and operate the lease.

2) The right to use and occupy the surface of the land at locations reasonably necessary to develop and operate the lease.

Ex. – An oil rig should not be put 10 inches from the front door of the lessor.  

3) The right to use and consume the surface or its products in oil and gas operations, i.e., the right to use ground water

Remedies:

-Lessor:  When lessee is in violation of the accommodation doctrine or reasonably necessary use.  (1) Damages (normal, seek this first); (2) Injunction; (3) Lease termination (difficult and rare)

-Lessee: When landowner (lessor) won’t let you on property.  (1) Damages; (2) Injunction/specific performance

Substances Granted by the Lease:

What substances are covered by the lease.  Good idea to list all the possible substances that could be covered in the lease.  However, it is very difficult to cover everything.

Lands and Interests Granted:

The granting clause must identify the land and the interests covered by the lease.

1) Description of land covered by the lease.

-meats and bounds

-gov’t survey

Protective Terms in lease:

1) In gross provision – payments provided for in the lease are for the gross acreage described, rather than being calculated on a per acre basis.  An “in gross” provision protects the lessee against lease failure if it turns out that the lease inaccurately describes the number of acres in the property.

2) Mother Hubbard – clause is intended to include all the lands in which the lessor owns that are not actually described.  This usually includes land boundaries which are hard to describe and therefore left out of the land description.  However, the lands not described are contigous or adjacent to the said land.

3) After Acquired Title – The clause states that it is the intent of the lessor to lease to the lessee, all strips and parcels of land now owned by the lessor or those lands that are herinafter acquired which adjoin the described land.

4) Proportionate Reduction – Turns out the lessor does not own all of the land.  If so the royalty paid will be reduced proportionately to what the lessor really does own.

5) Subrogation Clause – If an existing lien exists on the property and the lessor does not pay it, the lessee can and then collect from the lessor.

2. HABENDUM CLAUSE

Describes how long the lease will last – primary term, delay rentals, and secondary term

Example – Lease shall be for a term of 10 years (primary term) and as long thereafter as oil and gas are produced (secondary term).

Maintaining the Lease During the Primary Term:

Primary Term: Sets the maximum period for which the lessee can maintain the lease rights without drilling on the property.

Delay Rental Clause: Most modern leases contain these.  Delay rentals allow the lessee to extend the lease from period to period (usually annually) during the primary term without drilling, by paying delay rentals which are usually based on acreage. 

-It is possible that you will have the lease for the 1st year or whatever, after which you must pay delay rentals to keep the lease alive during the primary term if you do not drill.  

Maintaining the Lease by Delay Rentals:

Schwartzberger v. Hunt – “Unless Clause”

This case illustrates what happens when the lessee fails to pay the delay rentals properly.  Furthermore, the case illustrates the harshness of the unless clause which basically states the unless the lessee pays delay rentals properly, the lease will terminate.

Remember – A fee simple determinable ends automatically upon a condition not being met – with a fee simple subject to a condition subsequent to condition subsequent, someone must actually assert that the condition has not been met.

In this case the lessee paid less than the proper amount of his delay rental.  Lessor seeks termination and lessee for time to correct the mistake and continue the lease.  Court looks to the words of the lease that call for automatic termination unless delay rentals are paid correctly.  Court distinguishes Humble Oil where lessee was allowed to correct because of a mutual mistake.  However, in this case their was not a mutual mistake.  Hunt could have checked the records himself to see if the amount he was paying was right.  In addition, lessor let the lessee know that this was the wrong amount and yet he continued to pay the improper amount.  Therefore court says tough shit.

Majority Rule:  Schwartzberger

Violation of the unless clause equates to automatic termination.  The minority view (Kansas and Louisiana) is that reformation is permitted.  Some states adhere to the majority view but will make exceptions as justice requires, and only apply the exceptions in the case of an unjust result.  Some possible equitable defenses are:

1) failure of an independent 3rd party beyond control of the lessee.

2) Lessor’s acceptance of a late or inadequate tender of delay rental or ratification

3) Confusion or ambiguity caused by the lessor

4) Lessors failure to notify the lessee of a mistake in payment

Generally, with an unless clause, the lessee must pay delay rentals :


1) in the proper amount

2) on or before the due date

3) to the proper persons, and

4) in the proper manner

-If lessee fails to do any of these, the lease terminates.

Note:  There is a thing called a “paid up” lease where the lessee actually pays the total amount of delay rentals in advance – basically in the form of a bigger bonus.  You may end up wasting money in the ling run, but you are safe in that you do not have to worry about paying delay rentals.

Maintaining the Lease by Commencing Drilling:

Breaux v. Apache Oil – What does “commencement” mean

In this case, the issue is what undertakings by the lessee satisfy the commencement of drilling.  Lease required Apache to commence operations for drilling by March 18th as that was the final day of the primary term.  On the 18th Apache had built a board road and a turnaround area.  However, there was no actual drilling until the 22nd.  However, Apache drilled continuously until they had production.  CT HELD for Apache and looked at the terms of the lease.  The lease did not say you must commence actual drilling but must commence operations for drilling.  

-G/R - Commencement does not mean actual drilling but substantial surface preparations to drill are sufficient. Court will look to the following elements:

1) the acts done on the premises

2) that they are continued in good faith by the lessee, and

3) that they are done with due diligence until the well is actually spudded in.

Note:  Unlike the unless clause and delay rentals, court will tend to be pretty liberal with respect to commencement.

Note:  Breaux is the majority view.  Very few jurisdictions follow the minority view that commencement means actually breaking the ground.

Extension and Maintenance of Lease in the Secondary Term:

-What is “production in paying quantities”

-Lease says – “10yrs after commencement of production, as long thereafter as oil is produced from said land”

Clifton v. Koontz – 

This well is operating at a loss for a couple of months.  Lessor wants to terminate the lease.  Issue is what amounts to production in paying quantities.

Two Part Test:

1) Must have a net profit.  Measure dollars expended v. dollars received.  Look at the value of oil pumped out of the well in comparison to the production costs.  If there is a marginal profit you are producing in paying quantities.

2) May be losing money , but there is a reason to believe that in the future through reworking, that the well will be able to make a profit.  Question is, what would a reasonably prudent operator do.  If they would continue to operate the well then the well will be seen to be producing in paying quantities.

Note:
-Normal royalties are not included in producer’s income.

-Overriding royalties are included in producer’s income – considered an expenditure – producer bargained to give up part of his share.

-Some administrative costs are considered lifting costs, such as a wharehouse.

-Depreciation of capital items is regarded as production expense in some states.

-There is no specific period of time to look to see if well will produce in paying quantities.  Generally courts will not consider a time period of less than 1 year in reaching a decision as to whether there is production in paying quantities.

-Finally, where a lease is terminated, most leases include a release of record provision which requires the lessee to provide the lessor with a recordable release instrument.  The policy is to avoids clouds on titles.  Also, most leases contain an equipment removal clause which says the lessee has the right to enter and remove equipment.

Actual Production or Capability of Production:

Stanolind v. Barnhill - 

Despite  the quantity of gas that was there, there was no market for it at the time.  So thaey had the capacity to produce in paying quantities, but they were waiting for market factors.

3 Views on this:

(1) Majority View (Texas, Stanolind) – Requires actual production in paying quantities. Youy must actually pull the gas out of the ground and market it in paying quantities.  No available market does not matter.  Same for oil and gas.

(2) Minority View (Oklahoma, Pack) – Requires capacity to produce in paying quantities.  You do not have to pull it out of the ground and market it.  Court will look at the surrounding circumstances as to why production stopped.  Same for both oil and gas.

(3) Intermediate View (Wyoming) – Requires actual production with respect to oil; yet, onl;y requires capacity with respect to gas.

Policy: Oil is easy to store.  Gas on the other hand, is very difficult to store and most producers lack the capability to do so.  Besides it is better to keep it underground anyway.  This allows gas producers to produce in the winter when it is demanded for and keep it in the ground in the warmer months when it is not needed as much.

Shut – in Royalty Clause:  Pack v. Santa Fe Minerals
This allows for a contractual way around this problem.  Lessee protects himself up front by agreeing to pay a monthly or yearly royalty for each well that is shut in, i.e., not currently producing.  As long as the royalty is paid, lease will continue – substitute for actual production.  In essence, this clause substitutes the minority view for the majority view.

Savings Clauses as Substitutes for Production:

By their nature, oil wells will temporarily stop producing for various reasons.  When such cessation of production occurs in the secondary term, will it terminate the lease?  Generally courts will apply a temporary cessation of production doctrine.  There is a temporary cessation of production where a lease is not producing, but it is one that a reasonably prudent operator would continue to hold.  A temporary cessation is a question of fact in each case.  Courts will look to 3 factors to determine whether there has been a cessation of production:

1) Length of period where nothing is coming out 

2) The cause of the cessation

3) Extent of the lessee’s efforts to restore production

-If lessee half asses it the court more likely to stick it to him.

3. Dry Hole, Cessation of Production, and Operations Clauses:

-These are clauses that can be put in the lease to give lessee more protection than the law does.

(1) Dry Hole Clause: If a hole is drilled during the primary term and it turns out to be a dry hole, allows the lessee to drill another hole within a certain amount of time and you can keep the lease alive or pay delay rentals to keep lease alive.  If dry hole occurs during the second term then lessee has a certain amount of days to drill another well to keep the lease alive..  Delay rentals are no longer available.

(2) Cessation of Production Clause: Works exactly the same way except cessation deals with a well that has produced oil but stopped.  Rather than one that has never produce at all. Again you can drill another well within a certain amount of time or pay delay rentals.  If cessation occurs in the secondary term, you can start drilling another well within a certain amount of days to keep the lease alive.   See previous page.

(3) Continuous Operations Clause: Applies where you have started, but not finished operations before the end of the primary term – allows you to continue your drilling on that same well that you have been continually operating on.  Does not require production.

Remember:  All of these clauses, if during the primary term, allows lessee to pat delay rental or drill another hole.  However, if during the secondary term, the delay rental clause is no longer available so your only option is to drill another hole within a certain amount of days.  

Rogers v. Osborn – Continuous Operations Clause

Well was drilled during the primary term but never produced.  A second well was drilled after the primary term had expired and lessee argues that this will continue the lease.  Lessee relies on the continuous operations clause to extend the lease.  He abandoned well #1 and drilled well #2 within the 30 day limit.  Three issues arise:

(1) When is well a dry hole?  Two views:

a. Duster, nothing down there or

b. Doesn’t produce in paying quantities
-Court in this case held that it must be a duster to be a dry hole
(2) When does a cessation of production clause apply?

-Court holds that because well #1 was not producing in paying quantities the well could never cease from producing something that it never produced to begin with.  Therefore, the clause does not apply.  The lessee is screwed her because there is too much oil to be dry, and not enough to produce in paying quantities.

(3) Does continuous operations clause apply to drilling a new well or simply reworking an old one?

-Majority view is that the clause only works on the same well not on a new one.

-Dissent argues that the lease says operations on the said land, thus well-to-well is continuous operations.

Note:  A dry well is completed when the well is drilled to and tested and nothing is found.  

-When are delay rentals due after a dry hole is found?  This is generally found in the  dry hole clause; either 1 yr anniversary of the dry hole or schedule of original payments.

4.  Force Majeure Clause:

Doctrine of Force Majeure (K law) 

(1) Unforeseen event

(2) Beyond control of Injured Party
(3) Renders performance impossible (within ordinary means)

-Arises from K law to protect the parties against the possibility that the K cannot be performed due to causes outside the control of the parties and that could not be avoided by due care.

Force Majeure Clause:

This clause provides lessee to protect himself against unforeseen interferences with the oil and gas operations.  Some lessees will bargain for a force majeure clause.  If there is in a in a lease, it will supercede the doctrine.

Elements:

(4) Unforeseen event

(5) Beyond control of Injured Party
(6) Renders performance impossible (within ordinary means)
Perlman v. Pioneer Limited Partnership – 

Perman had his own drilling process called the “Perman Process.”  He was attempting to apply it to a different piece of land not under this lease.  His process uses tons of water and the Conservation Commission ordered him to do a bunch of studies on his proposed operations. Perlman tries to invoke his force majeure clause in the Pioneer lease because this testing requires him to spend a huge amount of money and thus he cannot perform under the lease.  Perlman’s argument fails because there is no evidence that the Conservation Commission is hindering him.  He never tries here, the tests weren’t even begun, he did not make a reasonable effort.

G/R – Under a force majeure clause, an actual hindrance must occur before performance is excused, not just the mere possibility or unsupported conclusion of the existence of hindrance.

In this case Perman would have had to show that he was denied a permit or tried another method of production that did not work in order to comply with reasonable effort standard.  Court will use a strict constructionist approach – you won’t be able to get out of the lease simply because drilling is tougher than expected.

5. Shut-in Royalty Clause:

Clause that allows the lessee to maintain the lease without marketing.  Can shut in a well and instead of production you pay a shut-in royalty to the lessor.

Freeman v. Magnolia – 

Dispute concerns the late payment of shut in royalty clause.  In construing the clause, the court holds that it is a condition rather than a mere covenant, and thus terminates the lease.  Where a covenant is broken the remedy will be damages.  Where a condition is broken the remedy will be termination

Example:  You promise to pay $50 per well, and, if you fail to do so, the lease will terminate.


-The underlined portion is a covenant, the whole is a condition.

COVENANTS IMPLIED IN AN OIL AND GAS LEASE:

Covenants impose upon the lessee are:

(1) To protect against drainage

(2) To drill an exploratory well

(3) To drill additional wells

(4) To explore further
(5) To market the product
(6) To operate diligently and properly
Remedy for Breach:

-Majority holds remedy is damages, however if that does not work some courts will allow for termination of the lease.

Brewster v. Lanyon – Nature and classification of covenants

This case deals with an implied covenant that the lessee will continue with reasonable diligence in exploring, producing, and marketing the oil and gas once the secondary term begins.  

-Reasonable diligence is required so long as oil and gas can be extracted with benefit or profit to both the lessor and lessee.  A court will imply this covenant in every lease.  However, it is a covenant that is both implied in fact – predicated upon the intent of the parties – and implied in law – presumed from the relation of the parties.  Thus it is subject to modification from lease to lease.  Factors to the court will look for are:

1) Consideration

2) Bargaining Capacity
3) Understanding/ Intent of both sides
Implied Covenant to Protect Against Drainage
Amoco Production v. Alexander – Implied Covenant to Protect Against Drainage

Amoco is the lessee on 2 of the 3 parcels of land in question – the highest piece and one of the lower pieces.  There is a common pool under the 3 pieces of land, and Exxon holds the lease on the other lower piece.  Amoco is pumping from the highest piece with intent to run Exxon out (It is a water drive reservior, so the water from the bottom pushes the oil upward).  The lessor of the lower piece, Alexander, sues Amoco for its failure to protect against drainage of the oil under his land.  With a common lease like this, you have to question the incentives.  The Texas court puts the burden on the lessor to show that:
1) Drainage exists, and

2) A reasonably prudent operator would have acted to prevent drainage under the same or similar facts and circumstances.
Alexander argues a reasonably prudent operator would drill on offset well to get more oil out.  The court held that a reasonably prudent operator would have done something to prevent drainage, like, 1) replacement wells, 2) re-working existing wells, 3) drill additional wells 4) seek spacing exceptions.

Note: Lessee does not have to drill an additional offset well if such drilling would not result in a reasonable expectation of profit – no profit is not reasonably prudent, therefore no duty if drilling would cause well to operate at a loss.

-Punitive damages only allowed for a willful, wonton or malicious tort, but no punitive damages for K.  But, it can be argued a breach of K is willful, wanton and malicious.  Could argue Amoco willfully deprived Alexander of royalties, and therefore give rise to punitive damages.

-All of this stuff about drainage is derived from the need to protect coorelative rights, i.e., you are entitled to a fair opportunity to retrieve oil from beneath your land.

-To prevent drainage, the reasonably prudent operator may have to seek administrative relief in the form of spacing exceptions, density exceptions, or unitization.

-Unitization involves pooling on a grand scale.  You pool the entire reservoior.  It is the best solution where you have multiple lessees and multiple drilling units on a common field.  It occurs through K or by statute.  It is best because it achieves both conservation and environmental concerns.

-A pooling agreement involves smaller portion from a large reservoir and is applicable where you have one lessee with 2 or more leases on a single drilling unit.  It is contractual.

Implied Covenant to Drill (Explore):

(1) Implied Covenant to Test. (Primary Term)  

-Usually not an issue because during primary term you have no duty, lessee can simply pay the delay rental

(2) Implied Covenant to Develop. (Secondary Term)  

-Applies to the secondary term and is not triggered until the well is drilled, you know there is oil and gas there, and therefore you have a duty to get it.  The lessee must continue to develop as would a reasonable prudent operator under the circumstances.

Superior Oil v. Devon – Implied Covenant to Develop

Lessee has 1 well in the corner of lessor’s property.  That well is producing but, it is in a unitized area.  There is oil under the remainder lessor’s property, but lessee does nothing for 15 years.  Issue is what is the standard for a lessee to meet the implied covenant to develop?  The general rule is that the lessee must operate as a reasonably prudent operator would.  The rational for the covenant is that the failure to develop deprives the lessor of royalties and the opportunity to make other arrangments.  At the same time, you have to balance whether extraction would be profitable to the lessee.

-In this case, the lessor because of the lack of production issued a new lease to a 3rd party without notifying Superior(lessee) of their intention to cancel to old lease for failure to further develop and explore.

G/R – An oil and gas lease cannot be cancelled for breach of covenant to produce without notice.  Notice is essential to a valid cancellation, especially where production was previously maintained.

In this case, Superior operated a commercially productive well for 12 years prior to ceasing production, therefore this was evidence of a good faith attempt to fulfill its duty to the lessors to fully develop the mineral and gas reserves on the land.

Implied Covenant to Explore Further:  (Secondary Term Covenant)

Triggered after testing and development in one area.  Lessee must explore undeveloped parts or formations of the land to determine whether there are deposits of oil and gas that might be profitably exploited to generate royalties.

3 Views:

1) Meyer View – regardless of the chance of profitability you have a duty to go out and explore further.

2) Must have a chance of profitability in order to invoke a duty to explore further.

3) Colorado – Do not look to profitability, but when you enter the lease you will have a duty to explore to see if other oil is out there.

Implied Covenant to Market:

Requires a lessee to market production:

(1) within a reasonable time after discovery and 

(2) at a reasonable price.

-the more diligence you demonstrate, the more time you will have.

-Covenant is derived from the reasonably prudent operator standard: the reasonably prudent operator, having taken the risks of drilling successfully, will seek to make a profit by marketing.

Bristol v. Colorado Gas – Sale within a reasonable time

In wildcat country, lessee found gas during the primary term, but it was a good 20 miles from the pipeline and the gas was not marketed for almost 10 years.  There was no shut in royalty clause in the lease, but lessee pays them anyway and lessor accepts.  91/2 yrs go by and lessor sues.  The issue is does shut in royalty clause give the lessee an unlimited time in which to market.  The answer is no.  You must still produce and market within a reasonable time, however, the shut in royalty clause will extend that period.  CT HELD no forfeiture of the lease in this case b/c lessor did not demand lessee to market and accepted the shut in royalty payments.  The court determined what is a reasonable time according to all the facts and circumstances, may demonstrate a difficulty in marketing.

Main Point of Case:  Lessee must use due diligence and act as a reasonably prudent operator would under similar circumstances.  Reasonable time and due diligence are connected – if you don’t try, the amount of time that will be seen as reasonable will be short.  However, reasonable time is not unlimited in the face of diligent effort.  The rule of reason will bring the term to an end some time, regardless of the intensity of effort.  Moreover, if you slack off and do nothing the court is going to fuck you over.

Amoco v. First Baptist Church – Sale at a Reasonable Price (good faith)

Amoco arranges a lower price with respect to First Baptist’s well in order that it will benefit elsewhere – uses lessor’s property to bargain for its own gain.

Rule of Case:  Standard for a sale at a reasonable price is a reasonably prudent operator and acting in good faith with regard to the interest of the lessor of the mineral interest.

-Usually the interest of lessee and lessor coincide, lessee will have everything to gain and nothing to lose by selling the gas.  But in this case their interests were divergent and lessee lacks the incentive to market the gas.  In a case such as this good faith is crucial, the lessee is held to a stricter standard, almost one of a fiduciary but not quite.  The court looked at what other producers on the same well had done, and discovered they were selling the gas at twice the price of Amoco. (I.e., the court uses the market value to set price)

-Dissent argues that a reasonably prudent operator will act in an economically intelligent manner – this does not necessarily mean bad faith.

How do we define good faith?  Is it a fiduciary duty or something else?

-Mineral owner will argue lessee has a duty to get the best price available and that his royalty should be paid with respect to this price.

-There is a thing called a royalty pool, whereby all the income form the different buyers is pooled thus making for an average price – royalties are then paid according to that price.

Implied Covenant to Operate Diligently and Properly:

This covenant overlaps the other covenants and basically covers the leftovers when one of the other covenants does not apply.  Some situations where it may apply:

1) lessee damaged the property

2) lessee prematurely abandons the well

3) lessee used poor techniques 

4) failure to seek administrative action

-Again this implied covenant requires the standard of a reasonably prudent operator.

Baldwin v. Kubetz – 

Kubetz was a bad lessee.  He drilled 1 well, and was then denied a permit for 2 more wells because of his own shabby work.  He then argues that he doesn’t need to do anymore.  He argues that the force majeure clause should apply but the court holds this will not apply because it was his own aformentioned shabby work that caused him not to get the permits.  CT HOLDS on the theory of an implied covenant of fair dealings and with reasonable and best efforts.  Kubetz did not operate diligently that caused him not to be able to get further permits and therefore he violated this implied covenant.

Note:  In this case the court terminated the lease.  However, generally lease forfeiture is frowned upon.  But in a case like this damages will not suffice and the lessor’s only protection was forfeiture.

Royalty Payments
Mineral owners grants leases for a landowner’s royalty, typically 1/8 and a cash bonus.  Lessee’s assign leases to others for an overriding royalty, typically 1/32 to 1/16.  Landowner’s often reserve a non-participating royalty when they transfer land.  In each situation the royalty owner hopes that oil and gas will be discovered and produced in the future so that the owner will receive royalty, measured as a percentage of production or its proceeds, free of costs of production.

Note:  A nonparticipating royalty owner has no right to participate in leasing or any other decisions, only entitled to a royalty.

-Royalty is hedge against uncertainty.  Do not come up with a specific number, but a fraction of what is produced.

-Oil different from gas.  Oil is paid in kind, i.e., in oil delivered to lessor at the storage tanks.  However, gas requires the lessee to dispose of production and then compensates the lessor with money.

Upon What is Royalty Due:

-What does the lease say?  Market value or amount realized?

-At what point is the product marketable?

The “Market Value” Royalty Problem:

2 Rules to Determine Market Value:

1) Majority View (Vela) – Market value is measured at the time of production, at he well head, when the oil is severed from the ground.

-Policy is that you can’t sell something that you do not own at a certain price, price is only determined after you produce it.  Therefore, price cannot be determined by a long term K.

-Work Back Method: Post production costs are not dealt with here, such as transportation or costs it takes to make the gas purchasable.  Best way to figure this out is to take the price you get from the buyer and work back and deduct the price it cost to make the gas purchasable.

2) Minority View (Tara) – Market value is measured at the time a good faith K is reached to sell the oil.  Therefore, a long term K can set the price of the gas while it is still in the ground.  

-Where a long term K is involved, this rule will favor one side or the other depending on the relationship between the market price and the K terms.

Royalties on Take-or-Pay Benefits:

-Problem arises over the basis upon which gas royalty will be calculated in the context of “amount realized” as well as “market value.”

The following case arises out of Pipeline Company contracting to take a certain amount of gas each month and if they don’t take it they will pay for it.  I.e., take or pay.

Harvey E Yates v. Powell – Settlements

The issue in this case is whether royalties must be paid on settlements. Yates had to pay state 1/8 royalty of the gas produced.  Yates had K’s with 2 pipeline company’s with take or pay clauses.  The companies were no longer able to take as mush as they were required to in their K’s because demand for gas decreased.  So they are not taking the amount they are supposed to and not paying for what they don’t take.  This is a breach of K and Yates is pissed.  Yates reaches settlements with both companies. Company 1 for $275,000 “buy down” payment.  This payment is nonrecoupable and is no way connected to production and therefore no royalty due.  Company 2 for $312,000 “buy out” payment.  This is guaranteed no production so never any chance of production and therefore no royalty due.

Rule of Case:  I think

1) If settlement is for gas produced but not paid for, then yes royalties are due because gas was produced.  Also is payment is for gas produced but leaves lessee with a chance of future price reductions, then royalty is due.

2) If settlement is simply to get out of take or pay clause (buy out) and gas is never actually produced, then no royalty is due.  

**Key to royalty payments is production**

Costs of Production and Costs Subsequent to Production:

By definition, royalty is free of the costs of production.  However, the terms of the definition suggest that royalty may be subject to costs subsequent to production.  

-The issue then is what costs associated with the production and marketing of oil and gas must the producer bear alone and what costs can the producer require the royalty owners to share proportionately to their interests in production.

Garman v. Conoco – 

The issue in this case is whether the owner of an overriding royalty interest in gas production required to bear a proportionate share of post-production costs, such as processing, transportation, and compression when the assignment creating the overriding royalty interest is silent.  It is clear that at some point the holder of an overriding royalty interest will have to pay certain costs.  CT HOLDS that gathering, cleaning, drying are part of production costs.  But upon obtaining a marketable product, any additional costs incurred to enhance the value of the marketable gas, such as transporting and jazzing the gas up, are post production costs and may be charged against the non-working interest, i.e., the overriding royalty owner.  

Real issue is when does Post – Production start:

-Majority View: This case. Post production starts at marketability.  Producer must bring the gas to the point of marketability and they bear the cost of bringing the gas to this point.  However, costs incurred after the gas has been brought to the point of being marketable are post production costs and can be deducted from the overriding royalty owners royalty payment.

-Minority View: Post production starts at severance – at the well.  Everything after that is shared proportionately. 

Division Orders:

Division orders are a “contract” between the lessee and the purchaser of production upon how the proceeds are to be divided.  They are designed to protect the purchasers and lessees who distribute the proceeds of production from claims of improper distribution.  Usually division orders certify the signatories’ ownership of production sold; identify the owners, their interests, and the producing party; transfer title to the purchaser; and provide for measurement of production, corrections and the mode and time of payment.

-Example:  Lessee contracts with the purchaser informing him who to make the checks out to.  Lessee gets 7/8, and the lessor gets 1/8.  Purchaser then knows who to make the payments to.  

Gavenda v. Strata Energy –  

Gavenda sold some land reserving a ½ non-participating royalty.  The land was then leased to Strata.  And when Strata entered into a division order with the purchaser, it screwed up and said Gavenda owned a 1/16 royalty (i.e., ½ of the lessor’s 1/8).  This was wrong.  

Rule of Case:  Normally the division order is effective until it is revoked unless there is unjust enrichment, and as soon as it is revoked it is not retroactive.  Therefore underpaid royalty owners are bound until revocation unless the lessee retained the benefits that were supposed to go to them..  Policy is that the person to whom it was issued relied on it and if it were retroactive the operators would have to pay double liability – once under the division order and again to the underpaid royalty owner through the law suit.  Rule is that when an operator screws up a division order, the royalty holder is not bound.  Unjust enrichment is important here.  Strata in this case was found to be unjustly enriched because they retained the $ Gavenda was supposed to get.  Therefore Strata is liable to the Gavendas for whatever portion of their royalties it retained.

-A division order simply allows the purchaser to make proper payments in reliance upon what the order says.

Note:  Division orders cannot generally amend or alter the terms of the lease, they simply say who pays who what.  If you want to amend the lease don’t call it a division order, but actually put it in the lease.

Remedies for Failure to Pay Royalties:

-Generally improperly paid royalty owners want their leases cancelled.  This case demonstrates the royalty owners rights.

Cannon v. Cassidy - 

Lessee’s failed to pay royalties for 11 months.  Lessors want to cancel the lease and quite title.  In cases such as these the lessor will try to terminate the lease.  This case demonstrates that termination is difficult.

Rule of Case:  A royalty owner, absent fraud and such, should not get more than damages UNLESS the lease explicitly provides for another remedy.  If damages cannot be calculated then another remedy may be available.  However, unless the lease provides for forfeiture, damages should be sought first – remedies at law (damages) must be exhausted first before cancellation is warranted.

Titles and Conveyances: Interests in Oil and Gas

-Duty of the lawyer id to make sure the deed clearly and accurately reflects the intent of the parties.

Court Interpretation: Three-Step Construction Process - 

1) Look at document itself and try to interpret from within, 4 corners.  If language in dispute is clear and unambiguous, it controls

2) Infer intent by applying canons of construction

-construe to convey largest estate possible

-construe against drafting party

-handwritten or typed language prevails over inconsistent printed language

-where there is specific and general language, specific language rules

3) Consideration of extrinsic and parol evidence.  Can bring in outside evidence of parties     intent as long as terms are not contradictory

Distinction Between Mineral Interests and Royalty Interests:

General Rules:

1) Mineral interest is an interest in the oil and gas down there in the ground

2) Royalty interest is an interest in the oil and gas that is produced

3) A mineral interest will always be smaller than a royalty interest of the same fraction.  A 1/8 mineral interest is smaller than a 1/8 royalty interest.  This is so because royalty will be taken out of the % of  the mineral interest whereas you get the whole fraction of the royalty interest.

Example:  

Royalty – X has 1/16 royalty interest.  So 1/16 of total production.  If production is $1600, her interest is 1/16 x 1600 = $100

Mineral – X has 1/16 mineral interest.  This is 1/16 of the whole estate so royalty is 1/8 of 1/16.  1/16 x 1/8 x1600 = $12.50

Nature of the Interests:

Bodcaw v. Goode – 

Bodcaw reserved the mineral interest, Goode has all surface rights.  11 yrs later Bobcaw has done nothingto develop his mineral interest.  Because of this Goode wants the mineral quited to him.  2 issues.

Issue #1 – Can mineral rights be severed from the surface?

Holding – Yes, courts follow general rule that mineral estate can be severed from the land.  In all jurisdictions, courts hold you cannot abandon real property like you can with personal property.  Bocaws inaction of his mineral interest does not add up to abandonment.  Mineral interest is an interest in real property, regardless of whether it is seen as a fee simple or an interest in oil and gas.

Issue #2 – Is a mineral interest subject to adverse possession?

Holding – Court says no.  Goode argues that by possessiong the surface and paying property taxes for 11 yrs, he established adverse possession.  In order to be in adverse possession of the mineral interest, you have to adversely possess the mineral rights by drilling a well etc.  Merely being in possession of the surface does not bring about adverse possession in the mineral interests.

McSweyn v. Musselshell County –

Issue is whether reservation created a mineral interest or a royalty interest.  County land sold Sheilds the mineral interest but reserved itself a 2 ½ mineral interest for itself.  The county then deeds to Sheild the land, but now reserves a 2 ½ royalty interest in all minerals.  Sheilds then executes lease to Executer.  County leases to McSweyn.  Has county reserved a mineral interest or a royalty interest?

1) If mineral interest is what county has then they have a 2 ½ % interest which they could lease out, so lease to McSweyn would be valid and county would get 1/8 of their 2 ½ of production.

2) If county has royalty interest then Sheilds got 100% of minerals and therefore would have no interest to lease to McSweyn and it would therefore be invalid.  In this case county reserved 2 ½ royalty of 100% so 2 ½ %.

County would get more under the royalty interest than the mineral interest and naturally wants that.  CT HOLDS the deed was valid and county reserved a 2 ½ % royalty interest.

Rule of Case:  I think the only thing to get from this case is that a mineral interest is always smaller than a royalty interest of the same fraction.

Creation of Mineral and Royalty Interests:

Example:

X and Y both have reserved a ½ royalty interest.  Royalty is 1/8 so therefore X has 1/16 and Y has 1/16.  Production is $1600.  Therefore, 1/16 x $1600 = 100.  So $200 total.

X has a 1/16 mineral interest, therefore 1/16 interest in the whole estate so her royalty is 1/8 of 1/16.  So 1/16 x 1/8 x $1600 = $12.50.

Y has 15/16 mineral interest.  So 15/16 x 1/8 x $1600 = $187.50

Total = $200

This demonstrates that a royalty interest pays more than a mineral interest of the same fraction.

Creation of Mineral and Royalty Interests:

What language gives rise to a royalty interest and to a mineral interest.

Barker v. Levy – Magic Words

This involves a dispute as to whether the language of a lease creates a 1/160 royalty interest, or a 1/160 mineral interest.  The lease uses the words “produced and saved” and is therefore construed as creating a royalty.

Rule of Case:  Magic Words

(1) Produced and Saved = Royalty Interest

-royalty is a payment on production

-free of production costs

(2) In and Under = Mineral Interest

-creates a right to explore, which indicates a mineral interest

-must share production costs

Equations:

(1) Determining Royalty if non-producing royalty interest

-royalty fraction (usually 1/8) X monthly production $100

(2) Determining Royalty Amount if a mineral interest

-mineral fraction X royalty fraction X monthly production

**Look above for specific examples.

Note:  Where there is a proportionate reduction clause, which is generally the case, and the conveyance or reservation is construed as being a royalty, the lessor will have his royalty reduced proportionately by the amount paid to the non-participating royalty holder.

French v. Chevron – Example of non-participating mineral estate
Again, the issue is whether this is a mineral estate or a royalty interest.  There are 2 conflicting clauses in the lease.  The first clause looks like a mineral estate (in and under).  The second clause says it is a royalty interest.  The court looks to the document as a whole and holds that a mineral interest has been created.  A normal mineral interest includes:

1) The right to develop and drill

2) Bonus

3) Delay rentals

4) Right to execute a lease

5) Royalty

In this case, the second clause, the royalty interest, pulls back the first 4 rights.  Thus, when everything is held back but the royalties, it is a non-participating mineral interest.  The royalty that is left operates the same as a royalty; however, it is a lot smaller.  In other words, declaring the grant a mineral interest rather than a royalty interest, determines how you calculate the royalty that is left.  In this case suppose the clause gave a 1/16 mineral interest – reserving every other right except the royalty.  The land is then leased for 1/8 royalty.  The grantee would take 1/128 of monthly production.  This is so because a mineral interest is calculated as: the mineral fraction (1/16) x the royalty fraction (1/8) x whatever the monthly production is so 1/128 x monthly production.  This amount would be free of production costs because when you take all the other rights away besides royalty, especially the right to develop, you drop the obligation to share in the production costs.  You simply have a proportionately reduced royalty interest.

Anderson v. Mayberry – 

Follows the same analysis as above.  Mayberry had a ½ mineral interest that was non-participating.  CT HELD that this is a mineral estate that is non-participating and therefore Mayberry has a proportionately reduced royalty interest – so ½ x 1/8 x production.  Because it is non-participating everything but the royalties are excluded.

Shared Ownership of Mineral Estate:

Mineral estate is owned by 2 or more persons.  Ownership can be concurrent, like co-tenants and tenants in common or may be successive, like a life estate followed by a remainder or reversion.

CONCURRENT OWNERSHIP

(a) Development by Co-tenants

-Concerned here with the rights of one of the co-tenants to produce the oil and gas without the consent of the other or over the objection of the other.  If he dos produce them what are his obligations to account.  What if the lessee rather than one of the co-tenants develops.

Majority Rule – Any co-tenant can execute a lease and/or can pump out %100 of the oil and gas   so long as he shares the proceeds with the other co-tenant(s).  However, co-tenants do not have to share in the loss caused by the other – that would be a partnership.


Policy –(1) Prevents Waste


(2) Protects Rights of Majority



(3) Don’t let Fugitive Get Away

Law v. Heck Oil – Minority View

This case goes against the majority rule that any co-tenant can execute a lease.  Law has a 1/768 mineral interest.  He is the last co-tenant holding out and he wants a separate big bonus for himself.  

Rule of Case:  Minority Rule – Ct holds that in order to have a valid lease you must have the consent of all the co-tenants in common, therefore any one of them, Law here, basically has veto power.  This result is fucking stupid and is only followed by W. Virginia.  It’s policy is to protect individual rights.

Prairie Oil v. Allen – Majority Rule

Case illustrates what happens when one of the co-tenants does not sign on to a lease entered into by the other co-tenant.  Allen does not sign the lease that her co-tenant enters into with Prairie Oil.  Prairie starts drilling and Allen claims Prairie is trespassing.  She argues the lease is invalid but court invokes the majority view and hods that it is valid.  She also claims she should get 10% free of production costs.  Ct holds against her again because she does not have a royalty, but rather a 10% mineral interest.  She will get 10% of net profits, but she must also pay 10% of production costs.

Carried Interest – Allens Interest is called a carried interest.  Her expenses are accumulated, but she does not have to pay it until oil comes out of the ground.

HYPO: 


Assume A and B own undivided ½ interest.  A leases to Exxon.  The lease is for 1/8 royalty interest.  B does not join in the lease.  A will get 1/8 of ½ of all the oil at the well head free of production costs.  B is entitled to ½ of the oil produced, provided that he pay ½ of the production costs.

Who profits more will depend on how good a producer the well is.  A and B are not partners.  B has a carried interest which means before she gets her money A will take her interest out.  B does not have does not have to put money down up front, but she won’t get profits until the cost of production attributable to B is paid off.

Example 2 Wells Drilled:  1 dry and 1 producing 

(1) If the producing well comes first then the carried interest responsible for 1/10 of each well

(2) If the dry hole comes first, certainly 1/10 of the costs will be attributed for the 2nd well but probably not for the 1st well.

Earp v. Mid-Continent Petroleum – Leases with different producers
This case deals with the situation where 2 co-tenants each execute a lease with different producers.  One of the lessee’s is producing, the other is not.  Wagner(no production) stopped paying delay rentals because the other lessee, Mid-Continental, was producing.  Therefore Wagner argued because Mid-Continental was producing that kept his lease alive.  As a Matter of Law, the production by one lessee does not keep the non-producing lessee’s lease alive.

If Wagner wants to keep the lease alive, he must pay delay rentals to Claude.  If he wants Mid-Continentals production to be treated as his own, he must form an agreement with Mid-Continental and share 2/33 of production costs – he would receive 2/33 of profits.  Assuming such an agreement is reached, Wagner would have to pay Claude 1/8 of 2/33 of gross production.  

Rule of Case: The lessee of a co-tenant under an oil and gas lease becomes a co-tenant with the co-tenants of the lessor upon the delivery of the lease, regardless of whether drilling commences or not.  In order to claim drilling as your own, you must do something more than merely passively acquiesce in the drilling of another lessee under a separate lease.  Different lessees for different co-tenants are co-tenants with each other and are liable to account to each other for oil and gas produced.  The failure of a co-tenant to enter and drill can operate to terminate his lease, in which case he ceases to be a co-tenant.  Wagner’s lease required drilling and production in order to continue the terms of the lease.  The act of a 3rd party, Mid-Continent, does not suffice as an act of compliance within the terms of the lease.

   (b) Partition of Mineral Interests: Divides 1 interest into 2 separate interests

Moseley v. Hearrell – This is a 1 acre tract of land.  Wood and Hearell each own a ½ undivided interest in the mineral estate.  There is a covenant that says there can only be 1 well on the land.  Wood and Hearell have an oral agreement that Hearell was allowed to operate the well during their joint oenership.  Wood sold his interest to Mosely.  Mosely seeks a partition by sale.  Hearell says this partition would be unfair because she does not have the assets to buy the rights and thus Mosely would get it at below market price.  Court says tough shit.  This decision goes against the norm as courts will generally grant a partition in kind, if plausible.  Here, with only 1 acre, a partition in kind is not feasible.

Rule of Case: Equitable grounds need not be shown for a co-owner of a mineral interest to enforce his right of partition.  


-To avoid this, parties can agree to an anti-partition covenant.

2.  SUCCESSIVE OWNERSHIP AND NONPOSSESSORY INTERESTS

   (a) Life Estates and Remainders


Welborn v. Tidewater – 
This case deals with the future interest holder (Remainderman) entering into a lease agreement before his interest vests.  

Court Held – The primary term starts when the lease is signed and thus expired before the lessee even had a right to go on and get the minerals.

General Rules: 
(1) If you have a lease from the remainderman you can’t get on the property because there is no possessory interest.  Therefore, if your going to get a lease from either the life estate holder or the remainderman, you must get a joint lease from both of them.

(2) Neither the life tenant or remainderman can act alone in a lease, i.e., cannot alone develop the minerals.  

(3) Absent authority in the instrument creating the life estate, consent from the remainderman, or special circumstances – a life tenant who produces oil and gas from a life estate commits waste.

(4) The remainderman who produces oil and gas without the consent of the life tenant commits trespass.

Hynson v. Jeffries – Trust Case

The trust says, income from trust to wife, remainder to kids.  The issue is whether the owner of a life estate in a trust that contains producing oil and gas properties will receive the entire royalties from those minerals, or whether the royalty must be invested and the life estate receive only the interest.  Common Law Rule was that royalties become part of the corpus.  Many states passed the Uniform Principle and Income Act which set out what percentage is paid to the life tenant and what percentage goes to the corpus.  Originally the statute said 27.5% remains in the corpus.  This has been changed to 90% to remain in the corpus.

Open Mines Doctrine:  (Established Common Law Exception) – If the well is in existence when the trust is created, or conveyance is made, then life tenant gets royalties from mine in their entirety.  Upon the life tenant’s death, remainderman begins taking royalties.

Note: In deciding this case the court looked to the language of the will, the common law, the Uniform Principle and Income Act, and the Open Mines Doctrine.  Court Here found the Uniform Principle and Income Act to control.  However, best thing to do is to expressly provide for the division of royalties in the will itself.

Note: A life tenant who is subject to a lease upon taking possession cannot execute a new lease (once the other lease expires) without the consent of the remainderman. (Welborn).

Remember: The expressed intent of the testator, grantor, or settlor controls over the common law.

   (b) Tenants for Years and Holders of Defeasible Fees:
(1) Most disputes between tenants for years are between surface lessee’s and mineral owners.  For example, a farmer has a 10yr lease to use the surface.  During these 10yrs what access does the mineral owner (or his lessee) have?  Courts have gone different ways on this problem.  Some look to the priority in time.  Others will analogize the surface lessee to the owner of the severed surface estate (servient interest).

(2) Owners of Defeasible Fees (subject to condition subsequent, possibly a reverter, executory limitation) are generally allowed to execute mineral leases and keep all royalties paid unless it is certain that the defeasible interest will terminate.

   (c) Creditors:

This stuff is usually governed by agreement.  Debtor can execute leases.  However, if land is foreclosed, absent and agreement, the lease will be extinguished.

   (d) Owners of Easements, Covenants, and Servitudes:

These people have no right to lease or develop minerals.  However, they can prohibit the grantor from interfering with the use and enjoyment of their interests.  If the grantor leases the oil and gas, the lessee cannot conduct operations within the corridor of the easement owners right of way.  Covenants and servitudes may bar development completely.

3.  TERMINABLE INTERESTS

Example:
(1) Typical Lease – for 5 years and so long thereafter as oil and gas are produced in paying quantities.

(2) Terminable Interest – 2 steps:

a) O → A, 1/16 interest in all oil and gas produced from the property.  Can be a royalty or a mineral interest.

b) A → X, for 10 yrs and so long thereafter as oil and gas are produced in paying quantities.

-A has merely conveyed the interest that he had, X has no right to drill.

*Interest will be terminated in 10yrs or when oil and gas is longer produced.

*In the typical lease A would be the producer, i.e., the right to explore, produce and develop, terminable lease only conveys the right to the proceeds.  The language between the 2 is same but what is transferred is different.



**What the fuck is this shit**



Archer County v. Webb – Shut – In Royalty



This case addresses whether a shut-in can keep a royalty deed alive.  The owner of the fee conveyed an undivided ½ royalty interest to the other party.  The deed was to last for a period of 15yrs and as long thereafter as oil and gas were being produced in quantities.  At the end of the 15yrs no oil and gas was being produced, but a shut in royalty was being paid.

Rule of Case: A grant of a royalty interest for so long as paying quantities are maintained requires actual production rather than completion of a well capable of production.

-Court finds that  shut-in royalty will not extend the life of the deed.  However, remember, it does extend the primary term of the lease.

4.  EXECUTIVE RIGHT IN MINERAL INTERESTS

   General Mineral Interest Rights:

1) power to execute lease

2) power to explore

3) right to receive bonus

4) right to receive delay rentals 

5) right to receive royalties

 
The Executive Right is the right to execute oil and gas leases.  It must be analyzed as a separate interest in land because it is frequently severed from the other incidents of mineral ownership, mentioned above.  The owner of a royalty normally has no executive right – he is dependent upon the owner of the mineral estate.  Also, the executive right may be severed from an interest in the mineral estate itself.  For instance:

A → O an undivided ½ interest in the minerals in and under Blackacre, retaining the other ½ interest plus the executive right.  Here O has what is called a non-participating mineral fee.  It differs from a mere royalty because O is entitled to ½ of all the benefits of an oil and gas lease, including bonus and delay rentals.  However, the right to execute a lease is retained solely by A.


**Reasons for maintaining the executory interest are protection of the surface estate, bargaining power, and keeping with one person is more efficient, and maybe a certain person is more qualified to negotiate.

Mims v. Beall – Duty owed by Executive Rights Owner

In this case the bad guys are trying to use their executory interest to fuck over a holder of a non-participating royalty via an overriding royalty.  What develops is the duty upon the owner of the executory interest not to screw over anybody else.

There are 3 basis standards:

(1) Ordinary Good Faith (Minority Rule)– 

-Normally applies to a regular K, arms length deal, some level of communication, good faith and fair dealings.  Lowest level of obligation but rarely applies to holder of an executive interest.

(2) Utmost Good Faith (Majority Rule)– 

-Standard of a prudent landowner.  You do not have to subordinate your interests, but you must execute a lease for another as you would lease for yourself as if the other interest was not there.

(3) Fiduciary Duty – 
-Absolute highest duty of loyalty.  You have to subordinate your interest.  This is a prohibition against self dealing, you must execute solely for the benefit of the other.

Note:  Key is to look at the facts and analyze which if any of these standards have been breached.  Also, someone other than the holder of the executory interest may be liable if they knowingly aid in the breach.

5.  MEANING OF “MINERALS” AND NAMED SUBSTANCES


This section deals with the problem posed by oil, gas, and “other minerals.”  What the fuck does “other minerals” include?  The key is to understand and apply various methods of interpretation.


Moser v. U.S. Steel – Natural Meaning Test



Issue in this case was whether uranium was included in the reservation of gas, oil, and other minerals.  This court utilizes the natural meaning test, arriving at 3 holdings.

(1) Natural Meaning Test – This is a case by case, mineral by mineral analysis.  It states that “other minerals” include all those substances that fall within the natural meaning of the word “minerals” whether or not there presence or absence is known at the time of severance.  

*Court concludes that uranium falls within the natural meaning of “minerals.”  Minerals that clearly do not fall within this natural meaning are those things like building stone, limestone, gravel and sand.  They are not considered to be mineral s as a matter of law.  However if a mineral is not specifically mentioned, as here, then if you do produce damage to the surface you must compensate the surface owner for the surface destruction.

(2) Restriction on Minerals obtained via “other minerals clause” – Courts hold that where mineral owner gets one of these minerals via such a clause, the mineral owner is liable for and must compensate the surface owner for any destruction that takes place.

(3) Surface Destruction Test (Abandoned) – This is the least accepted of these 3 tests.  Tests asks whether a reasonable use of the surface by the mineral owner to get to the “other minerals” would substantially harm the surface.  Generally 3 to 4 feet belong to the surface owner as a matter of law, but perhaps up to 200ft belong to the surface owner if mining would destroy the surface.

Oklahoma Commisioners v. Butler – Ejusdem Generis Test


Same issue as previous case, but this time the “other mineral” is coal.  Oklahoma follows the Ejusdem Generis Test to hold that coal is not included within the meaning of “other minerals” in this case.

Ejusdem Generis Test – Under this test, a court contrues the language to read: When specific language (oil and gas) is followed by general language (other minerals) those specific words restrict the meaning of the general words.  So, in this case, when “other minerals” follow the specific words of oil and gas, other mineral s will be applied only to minerals of the same kind or class as those specifically named.  This test sets out the Black Letter Law.  It encourages and protects future mineral owners.


-What about the distinction that oil and coal are both carbon based?

1. methods of extraction are very different

2. liquid v. Solid

3. Coal is pure carbon, oil and gas are hydrocarbons

Notes: 

(1) Some jurisdictions will allow extrinsic evidence to get the parties’ intent

(2) Others say fuck the extrinsic evidence.  They construe the deed or reservation most strongly against the drafter, and since the grantee or reserver generally writes the conveyance or reservation- they hold if they wanted something in there, they should have said so.

(3) Remember other canons of construction.  Conveyances broadly, reservations narrow, construe in favor of the government.

**Not much use for these 3 views since they all contradict each other.

Coal Bed Methane Cases:

(1)  Hoge -  

X grants the coal.  Court holds coal bed methane gas belongs to the owner of the coal – considered to be a dangerous by product, waste, and no reason to believe grantor would want to reserve a waste product.


(2) Vines - 

X grants the coal and other minerals.  Court holds coal estate gets coal bed methane gas unless the deed language does not allow.  In other words, the CBM can be included in “other minerals” unless the grant prevents that construction, and in this case the reservation clause only reserved the surface right and therefore CBM not included.


(3)  NCNB Texas v. West – 
X conveys all coal but reserves all gas.  Issue was who has the rights to the coal bed methane gas, the coal owners or the gas owners. Court says that while gas is in the coal seem it belongs to the coal estate.  Thus, the surface owner or gas lessee cannot drill into the coal seem and remove gas.  However, once gas seeps out of the coal seem it is free game.  In sum, coal estate owner may mine the gas so long as it is in the seem.  If coal owner collects gas without allowing it to escape, it is his to keep.


(4) Amoco v. Southern Ute Indian Tribe -

Supreme Court case.  Deed says U.S. reserves “coal.”  Even though the deed is less favorable than in NCMB, the Supreme Court finds in favor of the surface owner or gas lessee.  Court looked to the intent of the Coal Lands Act of 1909 and say that in 1909, when the reservation was made, coal bed methane was considered a waste product, while coal was essential to the economy.  Thus, Congress had no intent to reserve the coal bed methane.  Holding is that CBM belongs to the surface owner or gas lessee.  The coal owner can vent the CBM as is reasonably necessary for safety reasons, however coal owner may not capture and sell it because it does not belong to them.  The result is that it is in the best interest of both producers to work together.  Gas first, then coal.

6. CONVEYANCES OF FRACTIONAL INTERESTS

This section deals with the question: Is the conveyance a fraction of the entire estate, or only a fraction of the fractional estate actually owned by the grantor?

A. SIZE OF THE IINTEREST RESERVED OR CONVEYED

Averyt v. Grande, Inc. – 


Averyt  was surface owner and Grande was the mineral owner.  Grande retained a ¼ interest in the mineral rights in “the lands above described.”  At the time of conveyance, the deed covered only Grande’s existing ½ mineral interest.  Averyt says Grande owned only ¼ its ½ interest.  Grande claims it owned ¼ royalty on the entire described land.  Court applies canons and give the Grande some thing the grantor did not even own.  The canons are:

(1) If you are reserving or conveying an interest in “the above described lands,” ot means the entire parcel.

(2) If you are reserving or conveying an interest in “the above conveyed land,” it means only the portion of the parcel that is being conveyed.

       -Therefore because the deed said “in the lands above described” Grande was held to have a ¼ royalty to the entire parcel not just the ½ mineral estate.  Easiest way around this is to simply use the word “conveyed” rather than “described.”

**Guadio dug the dissent on that ass, who argue how do you reserve ¼ in a ½ that you do not own.  Read the entire fucking deed to get the true meaning.  Holding is fucking bunk if you ask my ass.


B. OVERCONVEYANCE: DUHIG AND ITS PROGENY

Duhig v. Peavy-Moore Lunber – 

Duhig owns the land in fee minus a ½ mineral interest.  He then conveys the land in fee, reserving a ½ mineral interest.  The deed makes no mention of the outstanding ½ mineral interest.  Thus, Duhig has either conveyed everything thing he owns, or he has simply conveyed the surface estate.  Duhig claims that he reserved the remaining ½ mineral interest in himself and only conveyed the surface estate.  The court rules against Duhig’s claim by applying Estoppel by Deed.

Estoppel by Deed – The doctrine is generally rejected but may be useful on the test.  It states that you cannot grant and reserve the same mineral interest and if the grantor dos not have a large enough interest to support both the grant and the reservation, the grant comes first.  You cannot reserve what you purport to convey.  The key is the order of the clauses in the document.  Words at the beginning of the document will bind you from reaping the benefits of words at the end of the document.

Rule of Case: The grantor, Duhig, is estopped from asserting a fractional interest in land which contradicts that purportedly conveyed.  Therefore, the interest held and retained by Duhig was his full ½ mineral interest, and thus he conveyed only the surface right.  So Duhig merely has a ½ mineral interest.  Avoid this problem by listing predecessor’s mineral interest in the deed.  

Notes:  

(1) The Duhig Rule applies only to reservations of mineral estates, it does not apply to reservations  of royalty interests.

(2) Will Duhig apply where deed is not under warranty?  Courts vary.  Texas applies equitable estoppel, so yes.  Arkansas will not apply Duhig where ther is no warranty.

(3) Simple way to avoid problem is for the grantor/reservor to state…”In addition to all other prior recorded outstanding reservations, interests and so forth, I hereby reserve an undivided 1/8 mineral interest.

(4) If the grantee is on notice, this might be construed as the equivalent of specifically excepting the outstanding royalty in deed.

Acoma Oil v. Wilson – Court applies Duhig analysis

Original fee owner of 160 acres made 3 separate royalty conveyances to 3rd parties for 6.5% of all oil and gas produced from the land.  Then conveyed 160 acres by warranty deed (to Wilson)  which did not reserve any mineral interests or mention the prior royalty assignments.  Wilson then conveyed 2 mineral deeds to Leach for 35 and 5 mineral acres.  Neither mineral deed mentioned the outstanding 6.5% royalty.  Leach discovered the 6.5% outstanding royalty, but conveyed fractions of the mineral estate to Acoma with no mention of the outstanding 6.5% royalty but did contain language granting a warranty of title.  Acoma sues Wilson for breach of warranty, arguing that its mineral interests on the 160 acres were not burdened by the 6.5% royalty.  

Rule of Case: Court applies Duhig and holds where a grantor conveys some mineral interests while retaining some mineral interests in the same tract of land without an explicit reservation, the mineral interests conveyed will not be burdened by an outstanding royalty so long as the grantor has retained sufficient mineral interests to satisfy the outstanding royalty.  Wilson’s owned enough royalty interest in the tract to satisfy the previous 6.5% royalty.

Note:  The effect of Duhig is that a grantor cannot grant and reserve the same mineral interest, and if the grantor does not own a large enough mineral interest to satisfy both the grant and the reservation, the grant must be satisfied first because the obligation conferred by the grant is superior to the reservation.


C.  PROPORTIONATE REDUCTION CLAUSE

This is where the lessee says that if I end up paying someone else a royalty, I will reduce what you get by that amount.

Texas Co. v. Parks –  Proportionate Reduction does not apply



Texas leased the mineral rights to land owned by Parks.  The agreed lease price was $160.  Texas paid $80, contending that Parks owned only ½ of the mineral rights and was therefore only entitled to receive ½ of the lease payment under the proportionate reduction clause in the lease.  Texas knew Parks only owned ½ interest and therefore the $160 was payment for that ½, thus the proportionate reduction clause does not apply.

D. MOTHER HUBBARD CLAUSE

Clause is a cover all description in the land.  Comes into play when lessor owns more land than that is specifically described in the lease.  Usually occurs because of inaccurate surveys or other factors.  Generally a MH clause will say something like, “in all other land contigious thereto.”  However, problems can arise when you say something like, “I convey parcel X and other lands owned by the grantor in Albany County,” or something stupid like that, don’t do it.

-These situations raise: (1) problems with intent; (2) usually construed to apply to only those parcels incident to X;  (3) problems with notice 3rd parties; and (4) problems arise in connection with the recording acts.

7. CONVEYANCES OF INTERESTS IN LEASED LAND


This section deals with stuff that comes up when the lessor subdivides his land while it is under lease.  Or, where a lessor conveys a fractional interest of his royalties to a 3rd party.


A. CONVEYANCES “SUBJECT TO” AN EXISTING LEASE

Hoffman v. Magnolia – 2 Grant Theory


Here the grantor owns land that is subject to an outstanding lease for the entire 320 acres.  His deed to the grantee contains 2 distinct clauses.  

1) Granting Clause – conveys ½ mineral interest in 90acres to Hoffman

2) “Subject to” Clause – granting ½ royalties to be paid under the terms of the said lease (320).
Issue in this case is where do ½ of the royalties come from?  Do they come from only the 90 acres or from the entire 320 acres, which is “under the lease?”  The granting clause and the “subject to” clause contradict each other.  

2 Grant Principle – Where 2 grants are used they are read separately and both given meaning.  The subject to clause adds something to the granting clause and therefore the court holds these are 2 grants.  ½ mineral interest in 90 acres and ½ royalty in 320 acres, thus the grantee has both interests, and thus, gets royalties from all 320 acres.

Luckel v. White – 
Deed says, “I hereby convey 1/32 royalty interest subject to an existing lease (1/8)…Grantee will get ¼ of all future leases.”  Problem is, next lease is for 1/6, rather than 1/8.  There is a problem because the royalty interest would now be 1/24 because ¼ of 1/6 = 1/24 rather than 1/32 (1/4 x 1/8).  Court construes the document as a whole, looking at expressed intent, rather than to the parties actual intent.  Court must decide whether the 1/32 was a fixed interest, so ¼ really meant 1/32, or is the lease unamibiguous and ¼ is clear to mean ¼ of whatever the royalty is.  Looking at the document as a whole, the expressed intent, they decide it means grantee gets ¼ of all lease royalties so long as his take never takes a dip below 1/32.  

Remember:  Subject to clause generally does not convey anything else but is used to protect grantor from breach of warranty by making clear that the grantee recieves the land subject to the existing rights of 3rd parties.


B.  NON-APPORTIONMENT DOCTRINE

Japhet v. McRae - 

McRae owned 3 acres of the 15, Keeble owned 2 of 15,  with Japhet as the owner of the remaining 10.  The mineral rights to the entire 15 acre tract were leased to a 3rd party with surface owners entitled to 1/8 royalty.  Well was drilled on 10 Japhet 10 acres and all the royalties were go to Japhet.  Therefore Keebel and McRae argue they should get 5/15 of the 1/8 royalty from the lease that pre-existed the subdivision.  Court applies the non-apportionment doctrine and says no fucking way and hold oil and gas royalties stay with the owner of the parcel that the well is on.  

Rule of Case:  When a single lease covers the whole premises all you get is the royalties from production on the parcel in which you own.


*Arguments that might work (Correlative Rights)

(1) Producer could argue for mandatory pooling

(2) Producer is obligated to protect against drainage on Keeble and McRae’a land.

Note:  If there is no oil under Keeble and McRae’s land, those two douche bags have no argument. But, if there is oil and the lease has an entirety clause, then the result would be apportionment of the shares.  A entirety clause simply calls for apportionment and is generally drafted in anticipation of vertical transfers (subdivision). An entirety clause could have avoided this litigation.

Thomas Gilcrease v. Stanolind Oil – Entirety Clause



This case deals with an entirety clause.  Most of the oil is coming out of the west side.  Gilcrease argues that because of the entirety clause, lessors should be getting one royalty equal to their proportional interests in the 2 tracts.  Court says entirety clause controls so long as interests of the parties are held in severalty – opposite of joint of co-ownership (i.e. undivided interests) – but here court uses severalty to refer to the different percentages of ownership, and concludes the Gilcrease is entitled to ½ of total royalties that come from the 2 parcels.  This sucks for Stanolind because they will have to pay 450 barrels in royalty rather than 400.  The proportionate reduction clause doe not apply because neither X nor the Bank asserted that they owned more.

Note:  This case illustrates the wrong application of an entirety clause in this situtation

Entirety Clause – When landowner (lessor) subsequently subdivides, royalties will be apportioned.


C. TOP LEASING

This is where the lessor under an existing lease enters into another lease with different lessee.  This lease gives the new lessee possessory rights in the property upon the expiration of the existing lease.  This is done for several reasons – it usually occurs near the end of the primary term of the existing lease if that lessee has made little attempt at development – it is a gamble.  And there are several legal issues involved, the biggest of which is the rule against perpetuities.  Remember, with RAP we look top the time the interest is created and decide whether it will or will not vest within a life in being plus 21yrs.  

Mamman v. Bright – Top Lease fails RAP

Lease was from Hamman to Junior, to become effective if and when the bottom lease expires.  This is a springing executory interest.  There is no measuring life and no way to know if the bottom lease will ever expire.

Cure Leases Through Drafting:

(1) State that the top lease commences immediately, but possession does not begin for x number of years.  You can do this with oil and gas leases but no other kinds of leases.

(2) Put a clause in the lease that voids the lease if it vests beyond 21yrs.  Or state that if the bottom lease expires w/n 20yrs, the top lease shall take effect.

(3) Wait and See Doctrine – Some states follow this, if the lease does vest within 21yrs then no problem, but if it does not then it is void.  You don’t know whether it’s going to vest until 21yrs later.  This makes it hard to buy the interest from someone.  

Contracts and Transfers by the Lessee

   A.  LEASE ASSIGNMENTS

A lessee may assign his interest in full or in part.  He may carve out portions of his interest or assign the entire thing.  Can assign a physical area, i.e., a certain acreage, or may even assign the rights in certain minerals.

1. LEASE REQUIREMENTS AND DRAFTING CONSIDERATIONS:

Drafters need to be careful of statutory requirements.  The most important of these being Securities Exchange Act.

2. RIGHTS AND OBLIGATIONS OF ASSIGNOR AND ASSIGNEE

Where a specific geographic area or depth is assigned, the assignor usually retains an interest, like an overriding royalty, in the acreage or the strata conferred.  This can create some problems if the assignment is poorly drafted.

Brannan v. Sohio Petroleum – 

The lessee had a lease that said the usual, “must drill within primary period.”  The lessee (Plaintiff) assigned the lease to the assignee (Defendant), reserving an overriding royalty.  The assignee then went and executed a top lease with the landowner, let the assigned lease expire, and thus avoided paying the overriding royalty interest.  Ct held no fiduciary duty between the assignor and assignee – case says only ordinary standard of good faith applies.  

Rule of Case: Assignment of a lease with an overriding royalty interest does not impinge on the right of the assignee to obtain a lease from the owner effective upon the termination of the present lease.

Note: When the parties are “in the business” courts will be less protective (remember Mims) 

-Also courts will look to see if there is other consideration involved, like a bonus, between assignor and assignee.

Cook v. El Paso – 

Cook sues under implied covenant to protect against drainage.  G/R – Covenants run with the owner of the land.  This case covenant runs with the land.  So in the assignment of a lease, just as in the creation of a lease, there is a covenant to protect against drainage.

3. LESSOR’S RIGHTS AGAINST THE ASSIGNEE

The leasehold interest in an oil and gas estate is like a fee simple (could go on forever).  Thus, the assignor cannot prohibit all assignments as this would be a restraint on alienation.  But, if the prohibition is limited in its scope and duration, then it might holdup.  For example, the prohibition could be restricted to a number of years or subject to the right of first refusal (i.e., you have to offer back to original lessor first).  However, most cases say no restraint on alienation. 

OAG v. Desert Gas Exploration – Indivisibility Doctrine

Shut in royalty clause says as long as lessee is producing generally from the land, he can shut in the rest.  In this case the lease is divided geographically among several assignees, which were originally part of a larger lease.  And we have production as a big picture, but NO PRODUCTION of the D’s assigned portion.  Court applies the Indivisibility Doctrine.

Indivisibility Doctrine - Absent a lease provision to the contrary, if the assignor obtains production on the part retained, such production will not only satisfy the habendum clause of the lease as to the part retained but also to the part or parts assigned.  In other words, unless there is a provision to the contrary, if production occurs anywhere on the leased property, the lease is maintained as to all the segregated parts.

**Habendum clause and modifying clauses such as the well completion, continuous drilling, shut in royalty, and dry hole clauses are treated as being indivisible.

-So even though a lease has been divided into separate geographic parts held by different assignees, if production, drilling operations, or other action sufficient to maintain the lease takes place anywhere on the original lease premises, the lease is maintained as to all segregated portions.

Kothe v. Jefferson – Implied covenants

Same basic situation as OAG.  But the issue is not the habendum clause, but whether the implied covenants, here to reasonably develop, are indivisible.  Court holds YES.

Rule of Case: The implied covenant of reasonable development is indivisible.  So compliance therewith on one tract of the leased premises serves as compliance with the covenant on all other tracts.

Note: This is not as absolute as it sounds.  Reasonableness may provide a limit – reasonably prudent operator standard – eg., if a very small tract is developed and 99.9% (or a significant portion) of the original premises is not developed, this may not be seen as reasonable.  Remember the reasonably prudent operator standard with regard to implied covenants.

B. FARMOUT AGREEMENTS:

This is a risk-shifting device.  Farmor assigns some or all of lease to farmee.  He may do this for a few reasons.

(1) Farmor wants to keep the lease alive, but does want to do it himself;

(2) Farmor wants farmee to do a perticular job.  The common situation – Farmor assigns a small area around well, reserving an overriding royalty and option (i.e., we’ll bargain more later).  If the farmee gets thejob done (i.e., produces). He will get something like an interest ijn adjacent property or bonus.  Usually these agreements are phrased in 1 of 2 ways:

a) Produce to Earn – (bonus or other consideration) – farmee will only get his additional right in the property if the well he drills is actually producing - less of a risk to farmor

b) Drill to Earn – (bonus or other consideration) – farmee will receive his additional interest only when he drills the well, no need for production - less risk to farmee

Note:  There is consideration running both ways

Example: I am farmor, you are farmee, if you produce I will convey to you a 75% interest in the lease  OR   You have a 100% working interest until payout (i.e., your costs are met), after payout, 50% reverts back to me.

a. DRILLING OBLIGATIONS:

Martin v. Darcy – 

This is basically a K.  Martin (farmee) refuses to drill after a certain day unless it has permission from fermor/first assignee (Darcy), who has to get permission from Sun Oil (original lessee).  Farmor gets permission a little late, but wants farmee to go ahead.  Farmee says no.  Court holds for farmor, saying farmee could nave got drilling done in time for farmor’s assignment from Sun Oil to remain alive.


Westland Oil v. Gulf Oil – 

Mutual interest in another piece of land.  Farmout with respect to parcel one, under the condition that if farmee ever acquires an interest in parcel 2, farmor will have share in that interest.  Point of this case is that because Farmouts are generally informal and not recorded, therefore notice problems can arise.

C.  JOINT OPERATION ARGREEMENTS (JOA)

-Operator says, “You invest in me and my operations, and I will make you same money.” It is another risk shifting device.

-Securities Issues – Most JOA’s do not involve a securities issue because non-operating party has some authority or control.  Also, these are generally made between people in the business.  But if neither of these factors are present, then there may be securities problems.

-These agreements always contain an authorization for expenditure – this is an estimate of the costs to reach production that is signed before drilling begins – a budget.  The clause also lists how many wells are to be drilled, to what depth and there location.

**Big issue is when things costs more than estimated, and one party wants to back out – wants to go “non consent.”

Stine v. Marathon Oil – 

This case illustrates the power that an operator can have in a JOA.  Guy sues for breach of K, and for willful tort, saying that once operator got his money, he should have stopped off-setting the non-operators take.  Case shows that one of the powers of the operator is to enforce the agreement between the parties, i.e., enforce the partied to pay their share – and one simple way to enforce the JOA is to take money from the production.

G/R – The relationship between the operator and the non-operator is usually contractual and must meet the standard of good faith and fair dealings.


-However, if both parties are not in the business, may be more of a fiduciary duty.

G/R – JOA’s are entered into by people who have to share production costs – so lessee and some other mineral interest owner, not royalty owner.

G/R – JOA is not a partnership, it puts a limit on how much loss a non-operator has to incur.  

1. NONOPERATOR LIABILITY FOR COSTS

M & T v. Fuel Resources – 

M & T, another party , and Fuel Res. entered into a drilling agreement.  The parties signed an authorization for expenditure agreement, wherein Fuel Res. agreed to pay 25% of the costs.  When the estimated costs had been reached without result Fuel Res. backed out.  M & T kept drilling but eventually abandoned the well.  M & T sues Fuel Res. for 25% of the costs incurred after they pulled out.

Rule of Case: Signing an oil drilling authority for expenditure obligates a party to pay its agreed upon share of legitimate expenses.

-Courts says in the authorization for expenditure, you agreed to share a % of the costs, not just a % of the estimate.

(1) The AFE is just an estimate of the costs, and Fuel Res. had no authority to back out because they were a sophisticated and experienced non-operator.  Thus, so long as the operator is doing what his authority is under the JOA, the nonoperator is liable.

(2) Court then says that if Fuel Res. was not a sophisticated, experienced non-operator, then it may be held to a lower obligation.

How non-operator can protect against this:

a) Can put into agreement that if the cost goes above a certain amount the non-operator can back out, OR

b) If cost reaches that certain amount the parties can vote whether to continue or not.

What if nonoperator backs out, the others continue, and they hit a gusher – 

-First the contributors get to take out the amount they had to cover for the backed out non-operator, before he gets his first penny.  Second, they get to take out a bonus for taking the risk, before he gets a penny.  Then, after both of these are taken out the backed out party will get a profit.


Blocker v. Frontier – 

P argues that there was a mining partnership.  Court says 3 elements must be met: (1) Joint ownership; (2) joint operation; (3) agreement to share profits and losses.  Court says 1 and 3 are met, just by the nature of the agreement.  So (2) is the issue.  Court says first look to see if there was ACTIVE participation in operation.  Then, looks to JOA to see if there was AUTHORITY to actively participate.  Court says this is not met, so P is an investor, not a partner.  The Fuck?


2. ADDITIONAL DEVELOPMENT

G/R – The operator does have to get authority from the others for physical type changes – like drilling more wells or deeper wells, but NOT  if what the JOA authorizes ends up costing more than was estimated.


3.  OWNERSHIP AND MARKETING PRODUCTION

-Except in limited situations, such as where one party goes non-consent (i.e., backs out), each party to the JOA owns a share of production in accordance with its proportional initerest in the contract area and shall take in kind or separately dispose of its proportional share.  Most controversies arise where one party has failed to dispose of its share of oil and gas.  JOA’a typically have a provision dealing with this by authorizing the operator to purchase the nonoperator’s share or sell it for the nonoperator at the best price obtainable in the area for such production.

Atlantic Richfield v. The Long Trusts – 

Case deals with the idea that if the operator has a deal with its subsidiary for a good price, this is ok.  But there may be aa need to account for the good price.

-An operator may be able to back out of a JOA, but the other parties probably have a first right to buy.

D. DRILLING CONTRACTS

Drilling contracts arise when the lessee does not have the ability or it would otherwise be cheaper to contract out the drilling.  There are 3 kinds of drilling contracts:

(1) Turnkey K – says you as driller will do all drilling, and when your done, you will “turn the key” over to me – parties agree on a fixed sum,  Risky for driller, since he doesn’t get paid until done, risk hitting hard rock.

(2) Footage K – say driller will get a specific amount of money for the number of feet he drills.  Less risk on driller, more on lessee.  Still some risk on driller to hit hard rock, but now lessee must still pay even if no production.

(3) Day Work K – Lessee argees to pay a sum per day for all services and equipment .  Less risk on driller, more on lessee.  This may even act as a disincentive to get done fast.
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