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OIL AND GAS
I. Introduction

A. Law of Capture
1. Rule of Capture – The owner of the mineral estate is entitled to extract all the oil and gas on his estate no matter where he comes from. Subject to correlative rights doctrine and conservation regulations.



a) Exceptions




1) Not committing waste 




2) Not negligent





3) He follows conservation laws.




b) Limitations
1) Common law limitations


A) Nuisance


B) Negligence

2) State Regulation - States wants to preserve natural resources and avoid waste

A) Spacing and density requirements (# of wells on a tract)






B) Production limits (# of barrels)



2. Theories of Ownership
a) Ownership in place – Landowner owns all substances, including O&G, which underlie his land. Such ownership is qualified, in the case of O&G, by the operation of the law of capture. If the O&G depart from beneath the owned land, ownership in such substances is lost. Texas has adopted this.

b) Exclusive right to take – Landowner does not own the O&G which underlie his land. He merely has the exclusive right to capture such substances by operations on his land. Once reduced to dominion and control, such substances becomes the object of absolute ownership, but until capture, the property tight is described as an exclusive right to capture.  Can drill on your land only if you have the exclusive right to take it.



3. Ownership Prior To and At Extraction




a) Del Monte Mining & Milling
1) Minerals are part of realty until they are extracted.  O&G. Once you take the oil out of the ground it is personal property. 
2) Identifiable lode of minerals that can be identified. 

3) Owners everything up and down. No limit. From the heavens to hell. Entitled to extract whatever is underneath the property as long as it does not extend to someone else’s property. Else liable for conversion.

b) Doctrine of exterlateral succession – For federal land, if you begin to mine, you can keep mining. The owner of a lode claim has the exclusive right to mine “all veins, lodes, and ledges throughout their entire depth, the top or apex of which lies inside the vertical side-line boundaries of the claim although such veins, lodes or ledges may so far depart from a perpendicular in their course downward as to extend outside the vertical side lines. 

1) Applies only if the other land is federal land as well.

c) Oil and gas – Movable and able to migrate from one person’s land to another. Treated as migratory. Has a tendency to flow. Concept for minerals was never adopted for O&G. 

1) Hypo: B and C drills. A brings lawsuit because B and C drill hole and drained his oil. A is lessee.

A) Lessee has the right to explore and develop the minerals. Has the exclusive right to extract the minerals from ground. What can he do to protect himself? Not entitled to injunction. 

B) If C has a slanted well extending to someone else’s land, he is trespassing. 

d) Benefits of lessee vs Owner in extracting minerals
1) Owner - Owns the surface and minerals. If he drills land he bears costs of drilling the land. He also gets profit. If dry hole, then out of costs. 
2) Lessee - Owns mineral estate subject to right he owes to surface owner. Typical he needs to subtract royalty fees. Landowner has no obligation to pay expenses. If L drills a dry hole (no oil or gas), O is not out anything. 


4. Ownership of Extracted O&G
a) Hypo - Oils leaks out of tank and permeates to the surface and ground. Owner tries to take back the oil. Owner of mineral estate sues. Argument was that once he flowed back to land it was realty not personalty. Oil owner entitled to get back oil. 
1) Once personal property, always personal property, unless it is abandoned. Owner may lose possession but he still retains title. 
b) Texas American Energy - Underground storage tanks. Banks wanted security interest in oil

1) Issue: Is stored natural gas personalty susceptible of encumbrance merely by a security interest agreement provided for in UCC Article 9 or is it realty you can only secure it as a mortgage?
A) Law says if gas escapes underground storage , it is treated as abandoned because you cannot identify it from any other gas. 
B) Mineral estate owner owns the storage

2) If one person owns the mineral estate and another owns the surface estate. Gas storage rights should be obtained from the mineral estate owner. Look at documents that created documents. May have reserved or subtracted rights from mineral estate owner. Best way is to get lease from both of them.
A) What surface owner would want you to store natural gas underneath his land?! Must carry sufficient insurance to cover damages.

3) What happens if it fails to record RE lease? BFP takes it free and clear of lease. Also gets O&G. 



5. Conduct Permitted in Extractive Process 



a) People’s Gas Co v. Tyner
1) Nuisance Limitation - You cannot use mineral estate in such a way that creates a nuisance/injury to adjoining land. 




b) Wronski v. Sun Oil Co
1) Correlative rights – Rights and duties of all landowners in the common source of supply. Only applies to a common source of supply. Existence of this that gives rise to correlative right. 
A) This is the basis for regulation. 

B) If no common source then RR commission regs don’t apply. 

C) Doctrine of negligence - Applies to operator or equipment. Correlative rights doctrine protects owners from negligent or wasteful operations that injure or destroy the common source of supply. 

2) Fair share principle – Within reasonable limits, each operator should have an opportunity equal to that afforded other operators to recover the equivalent of the amount of recoverable oil underlying his property. The aim should be to prevent reasonably avoidable drainage of O&G across property lines that is not offset by counter drainage. 

A) Owner is entitled to produce his just and equitable share of the O&G in the pool, being an amount, so far as can be practicably determined and obtained without waste.
B) Violation of proration order, subject the violator to liability for conversion. 

C) Damages – Willful trespasser is liable for the enhanced value of the oil at the time of conversion without deduction for expenses or for improvements by labor. 

1] An innocent trespasser is liable only for the value of the oil undisturbed, and is entitled to set off the reasonable cost of production

D) Policy – Emerged to mitigate the harshness of the rule of capture and to protect landowner’s property rights in O&G beneath his land. 

3) Constitutional issues of conservation legislation
A) All upheld as state police power. Now become driven by environmental policies. 

B. Types of O&G Interests

1. Fee interest – Totality of all private rights in the land. Surface and subsurface rights. 

2. Mineral interest – Carved or severed from a fee interest. 

a) Incidents - Consists of several incidents, which courts identify and describe in a variety of ways

1) The right to use the surface – Owner of a mineral interest owns the mineral rights described in the conveyance together with an easement to use the surface and subsurface as reasonably necessary to explore for, develop, and produce the minerals. 

A) Even if easement is not expressed in the severance instrument, it will be implied. 

B) Mineral estate owner has the dominant estate so it has an implied easement. 


2) The right to incur costs and to retain profits (the right to develop) 

A) Working/Operating interest – One who has the rights to use the surface to incur costs, and to retain profits. (Cost bearer, profit taker)
B) Net profits interest – An owner who has only a right to share in the profits of an operation. 

C) Carried (Nonparticipating working) interest – No sharing of costs.

3) The right to alienate – Mineral interest owner may transfer all or portions of the mineral interest to another. Right to enter into an O&G lease. 

A) Executive – Right to alienate. 

B) Nonexecutive – No right to enter an O&G lease 
4) The right to retain lease benefits – O&G lease typically reserves certain lease benefits in the lessor. 
A) Bonus – Initial cash payment from –ee to –or  for executing and conveying lease. 

B) Delay rental payments to –or -  Prior to development

C) Shut-in royalty – After development but when gas is not produced or where production is temporarily ceased. 

D) Royalty – Fixed fraction of production. Whatever comes out of the ground. After production, -or is entitled to share of the production free of production costs. 



b) Forms



1) Fractional 




2) Interest in certain minerals 




3) Fractional part of certain minerals

3. Royalty interest – Owner of interest entitled only to a share of production as expressed in the instrument that creates the royalty interest. Has no right to use the surface, no right nor obligation to incur costs, and no right to share profits. 


a) Nonparticipating royalties – ie. Conveying or reserving ¼ royalty interest.



b) Landowner’s royalty – Lessor’s reserved royalty. 

c) Overriding royalty – O&G lessee may assign the lease reserving royalty. 



4. Term interests – Mineral interests with determinable durations. 
Section has 640 acres

II. Regulating Drilling, Well Completion, and Plugging
A. Types of Waste – Regulation is concerned about fair share and waste.

1. Surface – Fewer wells will occupy the surface. Fewer wells reduce environmental impacts and the number of valvues, fittings, pipes, storage tanks, and other leakage prone equipment. 
2. Underground – 20-30% of the minerals can be extracted. Fewer wells result in more efficient use of natural reservoir energy, thereby allowing the field to be effectively drained of all O&G recoverable by conventional production methods.  

3. Economic Waste – Money spent drilling useless wells. Prevent the uncessary drilling of wells. 
B. Well Permitting – Have to get a permit to drill. State requires that you provide info on the precise location of the well, the max depth of the well, and the geological formations that may be tested for the presence of O&G.
1. Minimum Acreage – Minimum acreage to drill an oil well. 

C. Well Spacing – Limits the # of wells that an operator may drill by regulating distance and, in most states, density. Agencies regulate fistance between wells and for minimum distances between wells and boundary lines. 
1. Exception -  When state reg body issues spacing and density requirement it creates problems sometimes. When it makes mistake that causes drainage to existing property. RR can enter an exception. Do something contrary to what RR ordered as to spacing and density requirement. If correlative right not protection, person can apply for an exception.

2. Small tract exception - Person who only owns 1 acre but doesn’t have 40. Neighbor refuses to join tract. 

a) Pooling - In other states, both tracts would be forced to pool their interests and drill one well. 

3. Complaint that their correlative rights were impacted. People north had 640 acre requirement, south 160 acre requirement. RR Commission noted there was no evidence that this was a common source of supply. Burden of proof on person objecting to the decision of the RR Commission or the person who argues there is no common source (TX or OK). Presumption is there is a common source. 

a) Curved formation touching all quads, but barely touching SE quad. Lessee is the same but landowners different in each quad. Should SE owner get royalty. 
4. Modification - Conservation agency may modify its order whenever it is necessary to prevent waste or to protect correlative rights. 

D. Well Spacing Exceptions
1. Offset well – when you drill a well to protect your correlative rights. 



2. Types of exception locations
a) Where an exception location was permitted to prevent drainage to a neighboring well or to locate the well above the reservoir. 



b) Permitted on a tract of land that is too small to be a drilling unit or too small to meet minimum distance requirements from boundary lines or neighboring wells. 




3. Exxon Corp v. Railroad Commission- R37 Waste exception
a) Permit direct appeals from RR commission to TX supreme ct when decision deals with r37 exceptions




b) There can be a multitude of reservoirs in a location. There were 3 in the case:

Devonian, Montoya, Ellenberger

c) Must consider economic waste. Ie. Cost of potential dry hole

d) Test is whether the existing well was drilled and completed in the original formation legitimately and in good faith. 
III. Regulating Production and Marketing
A. Assigned allowable – Amount if O or G that a well, parcel, field, or all fields within a state is allowed to produce over a given period. Protects correlative rights
1. Proration unit – Acreage assigned to a unit. Most commonly assigned on an acreage basis. 
2. Allowable may be partially determined by the depth of the well, the net acre feet of reservoir beneath the proration unit, and the open flow capability of the well.

3. To prevent unfair drainage from adjacent tracts, conservation agencies may restrict production from wells drilled as “exception locations.” Historically the RR commission gave owners of small tracts disproportionately larger allowables than it gave owners of large tracts so that the small-trat owners could profitably drill and produce wells. TX permits any owner of a small tract of land to poke holes for minerals. We want them to recoup their costs. If he gets an exception we will generally restrict the allowable to other tracts and give the small tract a higher allowable. We want to make sure he recoups his costs. 
a) Fair share purely based on economic terms, not necessarily on the amt of oil. Ie. Getting investment back.

4. Allowables may be assigned to prevent underground waste, or in other words, to increase ultimate recovery. To assure the max recovery of oil, well production may be restricted to a maximum efficient rate of recovery. MER is the designation for the maximum efficient rate of the most efficient rate at which a well can produce without impairing the efficiency of reservoir drive with consequent physical, underground waste. MER is the upper limit of production beyond whuch any increase will mean a decrease in the amt of oil ultimately recoverable. 
5. Payout – When the proceeds of production attributable to working interest owners are sufficient to cover drilling and completion costs, payout is reached. To allow for more rapid recovery of well drilling and completion costs, new wells may be assigned higher allowables until these costs are recovered. Assigning higher allowables prior to payout prevents economic waste because the cost of money is reduced. 

6. Correlative rights is a 2 way street. When states grant exceptions they want to make sure there’s no economic waste. Want to make sure he takes enough out of the ground to cover the costs. Want to make sure he does not adversely impact a neighbor with a common pool. 


7. Pickens v. RR Commission
a) 50-50 formula (2 elements)
1) Number of surface acres in the production unit on which there is a well
2) Number of acre-feet of productive sand or rock which are within, or below, the 160 surface acres. 
b) Pickens thinks the formula should have been based 100% on acre-feet pf productive sand. Believes it gives undue advantage to those having the same surface acreage over the oil but fewer acre feet of oil in place. Thinks he should get a large allowable because he has larger amount of oil underneath.

c) Substantial evidence review – ct looks to see if there is any evidence to support the conclusion of the court. If there is any evidence to support the RR commission’s conclusion then it is upheld. Overturned if the commission acted arbitrarily and without regard to the facts. 
8. Penalty – Of an owner of a well overproduces the allowable for a given period, civil penalties may either be assessed or the overage may be charged against guture allowables. Dependeing on individual circumstances and the policy of the conservation commission, underage may or my not be recouped from future production. Allowables may be transferred to other wells when transfer would help to conserve reservoir energy or to protect correlative rights. 

IV. The O&G Lease


A. Introduction.
1. Leases are both conveyances and contracts. File the O&G lease with the court
a) Conveyance – 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.  Lease creates a fee simple conveyance. An outright conveyance of minerals. Terminates automatically if certain conditions are not satisfied. Terminates on a limitation not on a condition. 

b) Contract – Oil company accepts the right to explore and produce, burdened by certain express and implied promises. 
c) Leases are executed like deeds, by lessor not by lessee. Lessor’s signature is either acknowledged before a notary public or subscrived by witnesses and recorded in the county real property records.

d) Lessors are generally paid a bonus for executing the lease. 

e) Disclosure of economic information- Reluctance to show too much of the lease since that would allow others to know how much the bonus was. Don’t want to file lease but they want other to know there is a conveyance. Instead a short document called a Memorandum is filed, indicating that –or –ee have an agreement.

2. Purpose of the Lease

a) Goal of the lessee
1) Primary Term - Seeks the right to develop the leased land for the agreed term without any obligation to develop; and (There are no certainties of success until the lessee takes the risk of drilling a well. Whether taking that risk will make sense for the lessee depends on economic factors)
2) Secondary Term - If production is obtained, the lessee wants the right to maintain the lease for as long as it is profitable. (lasts indefinitely because an oil company cannot predict how long a lease will produce profitably.)
3. Nature of the Leasehold Interest

a) In states that follow the ownership in place theory, the courts view the lessee’s interest as a fee simple determinable estate in the oil and gas in place.

b) In state that follow the exclusive right to tale theory, courts usually characterize the lessee’s interest as an irrevocable license or a profit a prendre determinable. 

B. Granting Clause: The Rights Granted - A Granting clause describes: (1) what rights are given to use the land; (2) what substances are covered; and (3) what land and what interests are subject to the lease.


1. Surface Uses Granted By the Lease
a) Dominant estate owner can do whatever they want as long as it is reasonably necessary to explore, develop, and transport the minerals. They are cannot be negligent. The dominant estate owner must have due regard for the rights of the surface owner and is required to exercise that degree of care and use which is a just consideration for the rights of the surface owner. 

1) Reason: Dominant estate has an implied easement. Without such rights, the mineral estate would be worthless and meaningless.
b) If you are the surface owner you would put surface protects provisions when severing the land.




c) Not required to fix the place after they are done. 

d) Accommodation doctrine (Getty Oil) – If there is only one manner of use of the surface whereby the minerals can be produced, the lessee has the right to pursue this use, regardless of surface damage. 
1) Where there is an existing use by the surface owner which would otherwise be precluded or impaired, and where under the established practices in the industry there are alternatives available to the lessee whereby the mineral can be recovered, the rules of reasonable usage of the surface may require the adoption of an alternative by the lessee

2) Requirements to invoke doctrine


A) There must be an existing use of the surface

B) The mineral lessee’s proposed use of the surface must preclude or impair the existing use of the surface; and

C) The mineral lessee must have a reasonable alternative available

3) Limitation – Under Whitaker, the doctrine is limited to situations in which there are reasonable alternative methods that may be employed by the lessee on the leased premises to accomplish the purposes of the lease. 

e) Implied rights – May generally exercise these rights without the lessor’s permission, with no obligation to compensate for surface damamge and no obligation to restore the premises. 
1) The right to use and occupy the surface of the land for purposes reasonably necessary to develop and operate the lease. Includes right to build storage tanks, power stations, and structions upon the leased land to produce, store, and take care of production. 

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

3) The right to use and consume the surface or its products in oil and gas operations. Allows lessee to take potable groundwater belonging to the surface owner for secondary recovery purposes.




f) Countervailing principles
1) The mineral interest owner or lessee may make only such use of the surface as is reasonable necessary to produce oil and gas. 

A) Remedies - You can get an injunction and damages.
2) The use of the land must not violate the accommodation doctrine 

3) The surface use must be related exclusively to obtaining the minerals under the servient surface. Lessee may not use the surface of the lased land to develop or haul production from the lands of others. 
4) Though the application of the state’s police power, state statutes, city ordinances, and governmental regulations may limit the easement rights of the mineral owner or lessee.

5) Lease clauses may curtail the rights of use of the mineral owner or mineral lessee. 



g) Remedies 




1) Lease cancellation





2) Damages




h) Remedies against the lessee who is denied the right to use the surface





1) Interfering lessor is liable for consequential damages to the lessee. 





2) State statutes might provide treble damages





3) In junction, damages
4) Obstruction doctrine – A lessor who obstructs the lessee either by denying access to the property or by attacking the lessee’s title is precluded from denying the continued validity of the lease. Ordinarily, obstruction tolls the running of the lease primary term. If it occurs at the end of the primary term, the court may extend it by for a reasonable period. 

2. Substances Granted By the Lease - Important to clearly identify the minerals. Granting clause also changes certain powers to alter the surface. Legislation has changed the rules where the term “other minerals” is used in the lease. 
3. Lands and Interests Granted By the Lease – When property is not described by reference to a government survey, lease drafters use the metes and bounds system which locates property by establishing its exterior boundary lines by referring to natural or artificial monuments and directs and distances.

a) Protective terms – Because land descriptions may be in accurate and titles uncertain leases often have protective terms.
1) In-gross warranty – Gross acres specified will be deemed correct whether it is more or less. Lease is for the gross acreage described rather than being calculated on a per acre basis. Protects the lessee against lease failure if it turns out that the lease inaccurately describes the # of acres in the property. 

2) Mother Hubbard – Used when prop description is likelt to inaccurately locate boundaries. Provides that the lease is intended to cover all of the land owned by the lessor in the area. Shouldn’t put it in. Might cover property not intended to be leased if you have contiguous property. 
3) After-acquired title – crazy idea. Covers land now owned by lessor or hereafter acquired which adjoins the land described.
4) Proportionate reduction clause – so the lessee doesn’t have to pay bonuses to 2 different people. Permits lessee to reduce lease benefits to the extent that the lessor owns less than the full mineral interest described. This proportionate reduction clause also applies to reduce lease benefits to the lessor by the amount of outstanding nonparticipating royalty interests.
5) Subrogation clause – Empowers the lessee to protect its interest by paying taxes or mortgages encumbering the property and then stepping into the shoes of the former creditor. 

6) Warranty clause – Not a general warranty. Creates oinly a covenant of warranty, a promise to defend the lessee against future lawful claims and demands. There is no breach until the lessee is physically or constructively ousted from the property. 

A) No warranty of title - Warranty of title gets you nothing until someone comes along and ejects you. Giving them the right to quiet possession
B) Remedy – If there is failure of title, lessee may recovery damages from the lessor. 


C. Habendum Clause: Maintaining the Lease During the Primary Term
1. Primary Term - Fixed number of years during which the lessee has the right, without any obligation, to explore for oil and gas or to drill for oil and gas on the premises.

a)  Implied covenant to develop and drill a test well - Implied covenant to drill a test hole in every lease. Subset of this covenant is to drill test hole. Implied by case law. This is why we have delayed rental provision. Absent a delayed rental provision to delay the breach of the covenant, the lease is terminated. 

1) If you breach covenant the remedy is damages not forfeiture. 

2. Maintaining the lease by paying delay rental - Delayed rental paid during the primary term on the anniversary of the effective date of the lease

a) Delay rentals – Allows the lessee to extend the lease from period to period during the primary term without drilling, by paying delay rentsals. 




b) Schwartzenberger v. Hunt Trust Estate

1) Net mineral acres your % of mineral ownership times surface ownership

2) Trial court found a finding of fact that there was a mutual mistake. Here they ordered a reformation (conclusion of law)
4) “Unless” term – The generally accepted construction of the provisions for the termination of an unless lease is that the unless clause does not state a condition subsequent upon which the lease may be forfeited but states a common-law or special limitation upon which the interest of the lessee terminates immediately. (Woodside v. Lee)

A) Unless is a limitation which cuts the lease short automatically if the lessee fails to pay rentals or to commence drilling operations. 

5) Humble case - Lease was signed.
¾ mineral interest. Ottos assigned away a portion of their minerals to someone else. 






A) ½ of the minerals has 2 different meanings
1] “in land conveyed” 50% of the minerals

2] “in land described” 3/8 of overall minerals






B) Key is that the ambiguity arose after the lease was signed. 

C) Holding: Where the lessee if good faith made a mistaken construction of the lessors’ partial conveyance of their interests and lessee has made a payment in accordance with such construction, of which the assignee has notice, the duty rests on the assignee to notify the lessee of its mistake so that the lessee will have an opportunity to make a property payment of the delay rentals. Where assignee instead of given lessee such notice, remains silent, who hold that the assignee is estopped from asserting that the lease has terminated as to his interest on the ground that the lessee has failed to pay him a sufficiently large share of the delay rentals. 
6) Trust estate was negligent in not checking with the office of the register of deeds




c) Failure to meet these requirements will result in loss of the lease. Payment:
1) In the proper amount 

2) On or before the due date
A) Tendering rental to the proper party but at an improper address, results in termination of the lease if the rental does not reach the lessor before the due date. Use of an incorrect address invalidates the payment. 

B) If you mail to the right place but post office misdelivers it then you are safe, assuming you have the proper address. 


C) If the lease does not have a mailing provision in it then the fact that the PO delivered it late is not ok.

3) To the proper persons
A) LA court held that payment to a joint account of the lessor and his wide was not in compliance with lease terms.





4) In the proper manner
d) Equity has been invoked to preserve leases with unless clauses. A jurisdiction that treats termination of the lease due to noncompliance as a forfeiture may apply equitable principles to prevent loss of the lease. On the other hand if it views it as a limitation, they would technically be precluded from using equitable principles to prevent loss of the lease.
1) Failure of an independent third party beyond the control of the lessee. Ie. PO misdelivers properly and timely mailed payment.

A)  Unless there is a provision that mailing is sufficient this will not bail you out

2) Lessor’s acceptance of a late or inadequate tender of delay rental. If the lessor accepts a late or inadequate payment, some courts may hold that estoppel or waiver prevents the lessor from asserting termination of the lease. Other cases hold that a lessor’s acceptance of an inadequate delay rental payment continues the lease as to the number of acres for which payment was adequate.

A) Knowledge - only time late payment of delayed rental and cashing of it by –or is if they know the lease is terminated and they cash it. If –or does not know it, then lease did not terminate.

3) Confusion or ambiguity caused by the lessor after the lease was executed. 

4) Lessor’s failure to notify lessee of mistake in payment – Where –or knows that the lessee has made a mistake in paying payments, some cts have held that the lease continues in effect unless the lessor notifies the lessee of his mistake. 
e) Revivor – Where lessee makes later or inadequate payments, sn interest that has terminated may be revived if the parties to the lease act as if it were still valid. 
f) Separate ownership clause – Designed to protect lessee after a partial assignment. Where a lessee assigns an interest covering a separate portion of the tract leased. The failure of either the assignee or the assignor to pay delay rentals on that portion of the lease will ordinarily cause termination of the entire lease. 
g) Surrender clause – Permits the lessee to surrender the lease to the extent that it covers land thought to be unproductive. Allows someone to takes a large tract of land. Gives them the right to release some acres and not pay the delayed rental. Rental payment will be reduced in  the proportion that the acreage covered is reduced by. Effect is that you can find someone else to pay you bonus on the land

h) Alternative “or” – Use “or” instead of “unless” so lease does not automatically terminate upon a failure to pay rental or commence drilling. This clause would impose a duty to commence drilling, pay rentals, or surrender the lease before the anniversary date. 

3. Meaning of “Commencement”

a) Majority Rule – Does not require actual drilling. Commencing an include actual preparation. Taking a surveyor out is sufficient. After that you have to, in good faith, complete the process by drilling. A lessee has commenced a well if operations have been conducted on the land in good faith preparation for the drilling of a well for oil or gas and has continued the operations in good faith and with due diligence. 

1) Factors which have been considered in determining whether or not a well has been commenced include the factors of :



A) Acts on the premises



B) Good faith of the lessee



C) Diligence in continuing drilling operations.
D. Habendum Clause: Extension and Maintenance of the Lease in the Secondary Term
1. Production “In Paying Quantities” – If a well pays a profit, even small, over operating expenses, it produces in paying quantities, though it may never repay its costs, and the enterprise as a whole may prove unprofitable. 
a) Clifton v. Koontz - Must have production in paying quantities. IF no to step 1 and 2, then lease terminates




1) Step 1: Is there an operating profit?
A) Time frame for determining production is usually at least one year. We are interested in the daily operating costs for a year.
B) Marginal analysis - Whether the marginal revenue minus marginal cost.

1] Operating cost – day to day expenditures. Office expenses, severance tax, electrical bill, administrative expenses

2] After subtracting operating costs and it is still + then … profit




3] Do not factor in depreciation

4] If operating at a profit, then we have production in paying quantities. This concept is meant to encourage marginal wells. Almost 40% of oils produced in state comes from marginal wells. 

5] The share of production attributable to overriding royalty interests is taken into account in calculating operating income. All the income attributable to the working interest as it was originally created is counted, only income attributable to the landowner’s royalty is excluded. 

C) Overriding Royalty – Typically created when the person who takes the lease (lessee) assigns the lease to someone else and he will retain or reserve an overriding royalty. As long as the original contractual interest (to lessor) is sufficient we do not subtract other royalty interest. 
2) Step 2: If there is no profit then we have a subjective test. Standard: Would a reasonably prudent operator, for the purpose of making profit and not merely for speculation, continue to operate a well at a loss?
A) The lessor has the burden of proof. How would he do this if he does not have access to the information?

B) Lessor accepting royalty payment is not estopped because they do no have sufficient info to determine if there is production





C) Factors:

1] The depletion of the reservoir and the price for which the lessee is able to sell his produce






2] The relative profitableness of other wells in the area







3] The operating and marketing costs of the lease







4] His net profit







5] The lease provisions

6] A reasonable period of time under the circumstances, and whether or not the lessee is holding the lease merely for speculative purposes

D) “Paying quantities” involves not only the amount of production, but also the ability to market the product at a profit. Whether there is a reasonable basis for the expectation of profitable returns from the well is the test.

b) Equipment removal clause – Permits the lessee to remove equipment and fixtures.

1) Purpose is to give the lessee the broadest possible discretion to determine when to plug and abandon the wells and to protect the lessee against a finding that equipment left on a lease after termination has been abandoned or has become affixed to the land.

c) Release of record provision – Inserted by lessors. “lessee shall provide lessor with a written recordable release instrument covering all of the land as to which this lease has so expired. Purpose is to avoid clouds on title; the lease is potentially perpetual. Most states have statutes requiring lessees provide lessors with releases of record when leases terminate. 

2. Actual Production or Capability of Production?




a) Stanolind Oil & Gas Co v. Barnhill





1) Paid no delayed rentals and had no income from the wells
2) In TX must be discovered, extracted, and marketed for the lease to continue. Must make money out of it. 

3) For gas you cannot store it. in order to market it you must get it to a pipeline. 
4) Shut-in Royalty - Applies to gas only. If a lease terminates at the end of the primary term and there is no production, you need a “shut-in royalty” clause. Is a savings clause that keeps the lease alive while the gas is being marketed. Constructive production. If you do not have this clause then you are out of luck if the lease is expiring soon. 

5) We do have traders who will buy spot market gas even if there is no pipeline. Instead of paying 1.35 they will pay 40 cents. 

b) Pack v. Santa Fe - Turning on gas depending on market demand




1) Quiet title claim assumes the O&G lease is not possessory. 

2) Since they never shut off the gas for more than 6 months they did not have to pay shut-in royalties.

3) In OK all you need to capability of production. Does not include marketing
4) Result in each case must depend on circumstances that surround cessation. Fact finder must look at “duration and cause of the cessation, as well as the diligence or lack of diligence exercised in the resumption of production.” 

A) Lease continues in existence so long as the interruption of production in paying quantities does not extend for a period longer than reasonable or justifiable in light if the circumstances involved.




c) 3 different interpretations of “production”





1) Discovery of O or G will satisfy habendum clause (OK, WV)

2) Discovery of gas is sufficient, but if oil is discovered the oil must be actually extracted in order to satisfy the habendum clause. (MT, WY, KY)





3) Discovery, extraction and for gas marketing (LA, TX, NM, KS)
3. Savings Clauses as Substitutes for “Production” – Savings clauses address the circumstances that commonly prevent a lessee from, obtaining or maintaining production. All of these clauses may be though of as providing substitutes for production or constructive production. 
a) Temp cessation of production doctrine, dry hole and operations clauses 

1) Temp cessation of production doctrine – There has been a temp cessation of production when a lease, though not producing, is one that a reasonable prudent operator would continue to hold. Thus, “temporary” is a question of fact. have a reasonable time to start producing again


A) Factors

1] The period over which the cessation extends – Duration is important but not controlling. 

2] The cause of the termination – Courts are lenient where cessation results from circumstances that may work to the benefit of the lessor as well as the lessee, such as efforts to improve or reinstate production or where the cessation is the result of accidents, application of government regulations, or other circumstances beyond the lessee’s control.

3] Lessee’s efforts to restore production - Lessee’s diligence in working to regain production is an important factor in determining where cessation is temporary or permanent. 

B) Problems - Problem was that it was not applied equally, evenly. Didn’t know what was “temporary”

C) Samano v. Sun Oil – Courts interpret the clause as a derogation of the temporary cessation of production doctrine, so that the terms of the clause replace the doctrine.

1] Argument was that 73 days was a reasonable period of time based on the doctrine. SC TX held that if you have a clause in your lease related to temporary cessation of production then that doctrine is eliminated and parties are bound to their agreement.

D) Hypo: Commencement of operation in the primary term but no production. Lease terminates. Lease only kept alive by production. 

2) Dry hole provision acts as constructive production assuming you comply with the rest of the provision. You still need to fulfuill obligations of making delay rentals and commencing operations somewhere else.  207

A) Rogers v. Osborn- No actual production

1] Drilling of and production from a second well commenced after the expiration of the primary term will not support the lease. 

2] Clause mentioning drilling and reworking refers to the first well not the 2nd 






B) Courts face these questions

1] What is a dry hole? Well that is unsuccessful in that it does not satisfy the requirements of other provisions of the lease the require the drilling of a producing well. 

2] When is a dry hole complete? Not completed until the targeted formations are dilled to and tested. 

3] When are rental payments due after a dry hole is drilled? Will permit a lessee that has drilled a dry hole to maintain the lease for the remainder of the primary term by payment of rentals.


3) Operations clause – Clause which makes clear the lessee’s right to complete what he has begun. The effect of this is to make operations for drilling constructive production for purposes of the lease. Assuming you comply with provision, lease will not terminate since there is constructive operations 210
A) “Operations” – Any substantial activity on the surface of the land that is directly related to securing production, begun in good faith, and diligently pursued.


4) Well completion clause – Gives lessee the right to complete a well begun before the end of the primary term, but not to commence additional drilling operations. Lease will continue into the secondary term as long as you are completing a well that you were drilling on at the time the primary term ceases. 

A) Continuous operation clause – Allows you to work on another well.

b) Pooling Clause – Gives lessee the right to combine small tracts or fractional mineral interests for drilling on a spacing unit. Production or operations anywhere on a pooled unite is deemed constructive production for purposes of the lease. 
1) If there is a pooled tract there is no implied covenant to prevent drainage. 

c) Force Majeure Clause – Lessee tries to protect itself against unforeseen interference with operations. Applies to clauses designed 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. 





1) Perlman v. Pioneer Limited Partnership
A) An actual, material hindrance must occur before performance is excused. The mere possibility or unsupported conclusions of the existence of hindrance is insufficient. 

B) There is a duty to make a reasonable effort to remove the force majeure should one occur. 




2) Courts usually construe such clauses strictly

3) Tracker Exploration- Intentional overproduction resulting in RRC action
A) Occurrence or circumstance not within the reasonable control of lessee or when non-performance is caused by an event which is unforeseeable at the time the parties entered the contract. 
d) Shut-in Royalty Clause – Common for a lessee to drill and complete a well capable of producing gas and then encounter difficulty or delay in marketing production from time to time. Permits the lessee to maintain the lease without marketing and provides for payments of shut-in royalty to the lessor. 
1) Freeman v. Magnolia Petroleum


2) If payment of the shut-in royalty is made a condition for continuance of the 

lease or failure to pay is made a special limitation, improper payment 

terminates the lease.




3) If the language creates a mere promise to pay, then the lease should not 

generally terminate if payment is not made, but the lessor should be able to recover the payments. 
4) If the constructive production defined by the clause is the existence of a well on the premises capable of production in paying quantities, then the lease should not terminate at the end of the primary term even if the shut-in royalties are never paid.

5) If the language makes proper payment the constructive production, however, then if the payment is not made correctly the lease terminates because failure to have either actual or constructive production triggers the special limitation to the term of the lease. 

6) For a well to be maintained by the payment of shut-in royalties, it must be capable of producing gas in paying quantities.

A) Capable of Production in Paying Quantities – Means a well that will produce in paying quantities if the well is turned “on” and it begins flowing, without additional equipment or repair.
E. Covenants Implied in the Oil and Gas Lease - There are 3 major areas: Implied covenant to develop, to protect the leasehold estate (to prevent drainage), administration and management 



1. Nature and Classification of Covenants 




a) Brewster v. Lanyon Zinc Co. – Covenant is contractual.
1) Wanted to terminate the lease because lessee had failed to reasonably develop the property.  
2) Reasonably prudent operator – look to see what other people in the industry would do to see if there is a breach of an implied covernant. 
A) Fiduciary standard – Some states use this and hold lessee to standard of fiduciary. A lower standard than RPO. To exercise the utmost good faith toward the lessor. 
3) Covenant implied by fact - Covenant is implied because of the intention of the parties. Means you can draft around it in the lease. Texas considers all implied by fact.

A) Can’t negate them all with a provision saying there are no implied covenants. Held by TX SC to be unconscionable.

4) Covenant implied by the law – Covenant implied because of the relationship between the parties. Makes it fair and equitable to have a certain covenant. You cannot draft around this because it is a legal obligation. TX does not adopt this view.

5) Remedy – Sue for damages. Lease will not terminate. Lessor should have a provision that terminates the lease under certain circumstances.
2. Implied Covenant to Protect Against Drainage – The lessor grants a lease to the leassee to transfer the right to search for, develop, and produce oil and gas from the property, but neither the lessor nor the lessee contemplate that operations on other property may cause the oil and gas under the property to be drained away. 


a) Amoco Production Co v. Alexander
1) The standard of care in testing the performance of implied covenants by lessees is that of a reasonably prudent operator under the same or similar facts and circumstances. 
A) Duties of a reasonably prudent operator may include: (No duty unless such an amt of oil can be recovered to equal cost of administrative expenses, drilling, or reworking and equipping a protection well, producing and marketing the oil, and yield to the lessee a reasonable expectation of profit.)


1] Drilling replacement wells



2] Re-working existing wells



3] Drilling additional wells,



4] Seeking field-wide regulatory action,



5] Seeking R37 exceptions from the RR Commission



6] Seeking voluntary unionization,



7] Seeking other available administrative relief.

2) A lessor is entitled to recover damages from a lessee for field-wide drainage upon proof :



A) of substantial drainage of the lessor’s land, and

B) that a reasonably prudent operator would have acted to prevent substantial drainage from the lessor’s land.

3) Implied covenant to protect against drainage is an action sounding in K and will not support recovery of exemplary damages absent proof of an independent tort. 

4) In TX drainage cases, burden is on the lessor to prove that substantial damages had occurred and that an offset well would produce oil or gas in paying quantities.

5) Should have entered into an operating agreement with Exxon sharing costs and production.

6) Covenants are implied when an O&G lease fails to express the lessee’s obligation to develop and to protect the lease. 


b) Must be able to make profit after drilling the offset well.  
c) Remedies – Damages from lost income. Lost royalties on the amount of oil 
had offset been drilled.
d) Unitization is being in a bunch of leases under one major controlling rule under the Commission. TX has not rules for forced unitization. Unitization would have mean proration.

e) Field-wide drainage rather than local drainage. Local drainage depends on specific location of the well. Field-wide drainage depends on # of well. Any well would have resulted in drainage. 



3. Implied Covenant to Drill
a) The Implied Covenant to Test – Unimportant unless there is no delayed rental clause




b) The Implied Covenant to Develop – Not triggered until the lease is propelled into the secondary term by production or some substitute. Once the lessee has drilled a well and the lease is held by “production” or some substitute, the lessee must continue to develop as would a reasonable prudent operator under the circumstances.




1) Superior Oil Co. v. Devon Corp
A) Court must look to the lessee’s expectation of  reasonable profit in applying the reasonable and prudent operator standard.

B) Because of the law’s abhorrence of forfeiture, an oil and gas lease will not be cancelled for breach of an implied covenant without the lessor having first given the lessee notice of the breach and demanding that the terms of the implied covenant be complied with within a reasonable time. 

1] Lessee should be given an opportunity to commence further development within a reasonable time.
2] Not required if lessee states he has no present intention of drilling at any time in the near or remote future, or claims the right to hold the property without development, or declares that he would not drill even if adequate demands were made.






C) Toplease goes into effect after the previous lease terminates.

D) Duty does not arise unless subsequently drilled well will be profitable.  Lessor would have the burden of proof. 

E) Farm-out agreement – Assignment of all or a portion of the lease to 3rd party on the condition that party drills a well. 
1] Benefits - Person with the original lease retains overriding royalty and does not worry about costs.





2) Elements of a breach of the implied covenant to develop






A) Proof that additional development will probably be profitable

B) Proof that the lessee has acted imprudently in failing to develop





3) Remedies
A) Lost Royalty Rule – Awards the lessor the royalty that the lessor would have received had the lessee drilled development wells as a reasonable prudent operator. 

B) Lost Interest Rule – Calculates the lessor’s damages as the interest that the lessor would have received had the lessor been paid royalty on the wells that the lessee should have drilled.

C) Future Credit Rule – Awards lessor the lost royalty, but then permits the lessee to claim a dollar for dollar credit, without interest, when (and if) the lessee produces the oil or gas.

D) Lessors usually ask for a cancellation or forfeiture. This is permitted on the theory that the lessee has shown an intent to abandon the lease by its activity or on general equitable principles. 

4) Note 5




c) The Implied Covenant to Explore Further
1) Whether or not there is an obligation upon the lessee to explore (we want to know if he should poke a hole with no geological info)
2) Some states have held that you have the obligation to explore after the end of the primary term. 

3) Meyer is there is an obligation. 

4) Williams says no because it makes no business sense. 

5) OK and TX rejected this obligation

6) Retained acreage provision – If you drill a well you can keep the lease alive for the number of unit the regulatory body permits. Important to protect the rights of a landowner. 
4. The Implied Covenant to Market – Requires a lessee to market production within a reasonable time after discovery and at a reasonable price. The reasonable prudent operator, having taken the risk of drilling successfully, will seek to make a profit by marketing. 



a) Sale Within a Reasonable Time





1) Bristol v. Colorado Oil & Gas Corp
A) The covenant to operate necessarily embraces a duty to market the production to the mutual advantage of both parties. 

B) Reasonable time is measured, in some degree at least, by the diligence with which the lessee attempts to secure a market. 

C) In determining whether the lease has been forfeited for breach of the covenant to market, equity will “impose a rigid standard of good faith on the part of the lessee,” measured in each case not only by the lapse of time, but the diligence of the operator as well. 




b) Sale at a Reasonable Price




1) Amoco Production Co v. First Baptist Church of Pyote

A) There is an implied covenant to exercise good faith in the marketing of gas, and particularly so where the interests of the lessor and lessee are not identical. 
1] There is a duty owed by the lessee to obtain the best price possible for the gas, a duty which can arise either under a “market value” or a “proceeds” royalty clause.

2] Good faith must be explored by consideration of the circumstances then existing to see if more favorable terms could be obtained for the gas produced.

B) What others pay for the same gas from the same well under an annual price redetermination clause is strong evidence of market value.

C) Royalty for gas based on the amount realized (price sold at wellhead) or market value.

D) Dissent – They got what they contracted for.

E) TX SC. Holding of this case should not be interpreted as an absolute duty to sell at a market value. Failure to sell at mkt value might be evidence of a breach of good faith. Parties can draft a royalty provision any way they want absent unusual circumstances.
53 SW 3rd 368 (2001) 

The implied covenant to reasonable mkt O&G serves only to protect the lessor from the lessee’s self dealing. Does not override the express terms. Only way implied covenant will come into play is when there is self-dealing.


5. Implied Covenant to Operate Diligently and Properly




a) Baldwin v. Kubetz
1) Implied covenant of diligent exploration and diligent operation of any producing well includes the promise of doing such incidental or subsidiary acts as may be reasonably necessary to accomplish the major purpose, in this instance the procuring of the drilling permit through an easily obtained zoning exception.



b) Common complaints by lessor





1) lessee damages property





2) lessee prematurely abandoned a well capable of producing profitably





3) lessee has failed to use advanced production techniques

4) lessee has failed to protect the lessor by seeking favorable administrative action.

c) Catch-all - Since it is the broadest of the implied covenants, might be used if something does not fit in the other categories. 

V. Royalty Payments – Fraction of production extracted from the ground. Royalty is one of the incidents of mineral ownership.

A. Upon What is Royalty Due?
1. The “Market Value” Royalty Problem – Arises from the language of lease royalty clauses that appear to distinguish between mkt value and amount realized (proceeds) as the basis for royalty calculations.

a) Piney Woods County Life School v. Shell Oil
1) Gas sale contract is executory and that the sale is executed only upon production and delivery. Therefore the basis of royalty should be “market value at well” at the time of production and delivery. 
2) If gas is not sold at the well, then royalty will be based on market value.

3) Vela says “market value” means market value. 


b) What is mkt value?


1) Sales at the wellhead at the time of production. 


If sold off premises it will be market value at the well

If gas it had to be gathered and sent down a pipeline. If oil, then it was moved so there will be enhanced value.



If sold at well, it will be the amount realized.

“at well” related to quality. Not processed. 

c) Minority view is that “market value” is either ambiguous or is a term of art in the gas industry. Courts must therefore look beyond the 4 corners of the lease to the parties, intent, to implied covenants, or to fundamental fairness. Cases following this approach have concluded that the mkt value of gas is the long-term K price set in a fair, arms-length K, even though that price might be less than the current mkt price


1) Tara was OK’s response to the spike in oil prices.
d) If something is not ambiguous we do not look to extrinsic evidence.


B. Costs of Production and Costs Subsequent to Production Distinction

1. Royalty is free of cost of production – Lessee is cost-bearer.  His job to discover, extract, produce, and market. 

2. Garman v. Conoco Inc – Royalty owner responsible for his pro-rata share of the marketing costs.
a) Minority - TX and LA adopt the rule that nonoperating interests must bear their proportionate share of costs incurred after gas is severed at the wellhead. Production ends when it comes out of the ground.


b) Majority - The implied covenant to market obligates the lessee to incur those post-production costs necessary to place gas in a condition acceptable for market. Overriding royalty interest owners are not obligated to share in these costs. 


1) No check on costs incurred

2) Rule limited to post-production costs required to transform raw gas into a marketable product. 

3) Upon obtaining a marketable product, any additional costs incurred to enhance the value of the gas, may be charged against nonworking interest owners.  Burden on lessee to show that costs are reasonable. 



3. Heritage Resources v. Nationsbank 
a) Two methods of determining market value: 


1) The most desirable method is to use comparable sales.

A) Since gas is not sold at the well there is no comparable sales

B) Subtract from the price you sold it, the post production cost to get the market value at the well.

2) A comparable sale is one that is comparable in time, quality, quantity, and availability of marketing outlets.  

b) In calculating royalties to be paid to gas interest royalty owners under oil and gas leases, lessee properly deducted costs of transporting gas to point of sale, despite clauses in leases limiting deduction from royalty for postproduction costs;  postproduction clauses stated that there shall be no deduction from value of royalty, leases clearly set royalty as fraction of market value at the well, lessee determined market value at the well by subtracting postproduction transportation costs from amount received at point of sale, and commonly-accepted meaning of "royalty" and "market value at the well" terms rendered postproduction clauses surplusage.





1) Mkt value at the well presumes we subtract the post-production cost
c) To get around the problem is not to use the word “market value” in your clause.

C. Division Orders – In a division order, all parties who may have a claim to the proceeds of sale agree upon how the proceeds are to be divided. Lessees use the division order as a device to protect themselves against claims that royalties have been improperly paid. 

1. Gavenda v. Strata Energy Inc
a) In TX, division and transfer orders do not convey royalty interests; they do not rewrite or supplant leases or deeds. 
b) In TX, division and transfer orders bind underpaid royalty owners until revoked. Underlying principle of detrimental reliance. 

c) Underpaid royalty owners can recover from the overpaid royalty owner under unjust enrichment.

1) If they underpay one and overpay another, the division order protects the lessee. We do not want to the lessee to pay twice.

d) When the operator prepared erroneous orders and retained the benefits, the division orders are not binding. The interest owner is not estopped. 
e) Doctrine of unjust enrichment would not apply if the people doing title work are independent contractors. Here they are the lessee’s agent so their negligence is imputed to the lessee.

2. Form - You must sign the division form. If you add terms to the statutory form you cannot make it a precondition for payment.

3. Exxon v. Middleton


a) Computed royalty on 1/8 of contract price not the MV at well. 
b) Ct found no unjust enrichment. Held the Middletons were bound by division order notwithstanding the fact they should be able to get the MV at well. Found that Exxon was not unjustly enriched.

1) Division order cannot modify the terms of the lease. SC says it is not changing it. Just creating an estoppel from asserting the rights.

2) Unless lessee retains something he should have paid out, he is liable.


D. Remedies For Failure To Pay Royalties


1. Cannon v. Cassidy
a) Failure to pay royalty or for injury to the land as provided by the lease will not give the lessors sufficient grounds to declare a forfeiture, unless by the express terms of the lease they are given that right and power.
b) In absence of a provision for forfeiture, the lessor, as a general rule, is not entitled to enforce a forfeiture of an oil and gas lease for the nonpayment of rent or royalties. 
c) Implied covenant to market 

1) In TX if you breach the covenant, then damages unless damages are inadequate. Cancellation is an equitable remedy. 
2) In OK you can terminate the lease on breach of covenant

3) Ct says the requirement to pay royalty is not encompassed by the implied covenant to market.
2. Some statutes require interest on unpaid royalties. Also, payment of reasonable attorney’s fees and court costs.

3. Even an intentional non-payment does not terminate an O&G lease. It is a deed. 
VI. Titles and Conveyances: Interest in Oil and Gas - Conveyances must normally be by a writing that contains words of grant, identifies the parties to the transaction, adequately describes the property, and is properly executed.


A. Distinction Between Mineral Interests and Royalty Interests


1. Nature of the Interests



a) Bodcaw Lumber Co v. Goode
1] There may be a severance of the surface and mineral rights in land so as to uphold a sale or reservation of the latter. 
2] Separate title to the minerals is retained in perpetuity and the SoL does not run against these rights unless there is actual adverse holding which constitutes an invasion of these particular rights. 
b) A severance may be accomplished by an oil and gas lease as well as by a mineral conveyance.
c) Note7 - LA Prescription statute. Terminates mineral rights after 10 years of no use. Still hold that minerals are incorporeal. If you not exercise your right to use them then the right reverts back to surface owner. 



d) McSweyn v. Musselshell County, MT
1] K for deed – Situation where you agree to buy a piece of property and pay over several years. If you miss payment you lose all your prior payments. You do not get title until everything is paid off.
A] Compare – Title subject to mortgage – Here notice must be provided.





2] County reserves 2 ½ % of all O&G mineral in and under.





A] In & Under = Mineral Interest. Have exec power and 4 incidents.





B] Compare - Produced & Saved = Royalty Interest. Only 1 incident
3] County reserved a royalty interest so they do not have the right to enter O&G leases. 
4] Depends on circumstances
A] Royalty better – A mineral interest is not inherently more valuable than a royalty interest. Mineral int. owner may have the right to go onto the property to explore, but on the other hand, a royalty owner is not obligated to share in drilling costs. 

1/ If there is production, a Royalty interest is usually preferable 

to an equal mineral interest because it is free of cost.

B] Mineral interest more valuable than royalty interest because there are more rights. Mineral interest owner gets a pro rata share of the benefits.

1/ If there is never production, the mineral interest may have substantial value because its owner has the right to lease and to receive bonus and delay rentals.

f) Bonus is separate and distinct. If all you have is a royalty interest you are not entitled to a bonus or delayed rental. 



g) Note 6
When receiving or conveying an overriding royalty interest. 

Interest comes from the lessee. Carved out of the lessee’s interest. 

1/8 7/8 Lessee’s working interest


2.5% overriding royalty interest to geologist. 


Issue: is it 2.5% of overall or lessee’s 7/8 interest?

When preparing an overriding royalty deed if you say 1% of overriding royalty, ct will say you get part of the 7/8.



2. Creation of Mineral and Royalty Interests



a) Barker v. Levy




1] Court held that there is a royalty if: (Miller)





A] Reservation clause used the word “all” and the words “produced, 

saved”






B] Absence of the words “in and under”





2] A grant of rights in and under the land creates a mineral interest. 
3] If ambiguous then you can introduce extrinsic evidence to find the intent of the parties. If unambiguous then 4 corners.




b) When “produced and saved” is used without additional language indicative of an 

interest in the mineral estate, a grant or reservation of a fractional royalty or a fraction of royalty normally creates an expense free interest in production.

1] Exception – Exceptionally large royalties have on occasion been construed as grants or reservations of an interest in the mineral estate.

A] Rationale: The construction of the reservation would utterly prevent any effective leasing of the land. No sane man would lease and develop it if the grantor is to receive an undivided ½ of all oil and gas which the industry of the lessee may produce from the land.
2] Exception - “produced and saved” and “royalty” will not necessarily create an expense-free interest if the instrument contains additional qualifying language that is more consistent with an interest in the mineral estate. Thus an interest in the mineral estate may result if royalty language is coupled with grants of ingress and occupancy for the purpose of drilling, storing, and marketing oil and gas. Also, a right to share in all lease benefits. 




c) French v. Chevron
1] When a deed conveys a royalty interest by the mechanism of granting a fractional mineral estate followed by reservations, what is conveyed is a fraction of royalty, not a fixed fraction of total production royalty.
2] By using the words “in and under” is a mineral interest even if you use “produced”
3] If the deed had conveyed a royalty interest there would have been no reason to reserve the incidences. 

4] Note 1




5] Note 2 – If it says Royalty enough times then that is what it is. 
6] Henderson 

Grant, sell, convey15/16 of all oil & gas

Reserve 1/16 interest in oil, gas, minerals in and under the property

No right to lease, no right to receive bonuses and delay rentals

Paragraph 2 

incorporeal.Mentions Royalty 8 times

Court said it was a royalty because party mentioned royalty (free of production cost) several times.

Under French would have been a mineral interest stripped of 3 of its incidences.



d) Anderson v. Mayberry




1] A nonparticipating mineral interest contains no right to execute OG leases. 

They conveyance of a mineral right, with the retention of a nonparticipating mineral interest, impliedly conveys the right to execute mineral leases to the grantee. 
2] Nonparticipating mineral interest = Royalty. Cannot develop or enter into lease, receive bonus and rental


B. Shared Ownership of Mineral Estate


1. Concurrent Ownership



a) Development by Co-Tenants




1] Law v. Heck Oil Co (Minority position)





A] One cotenant may be liable to another cotenant for waste

B] You must get consent of the co-tenant or else you will be found guilty of waste.





C] An unqualified owner of an interest in O and G cannot, absent 

irreparable injury, be compelled to consent to the development of the O and G interest.




2] Prairie Oil & Gas Co v. Allen (Majority position)





A] A TIC, without consent of his cotenant, has the right to develop and 

operate the common property for oil and gas and for that purpose may drill wells and erect necessary plants. He must not exclude is cotenant from exercising the same rights and privileges. However he is liable in an accounting to his co-tenants for their respective shares of the net proceeds from such production.


B] 100k expenses

200k in production  1/8 X 9/10 to landowner
Allen is entitled to 1/10 of the net profits. (Total rev -Total expenses)

C) If a dry hole is drilled, lessee bears all the costs

D) Only time Allen owns anything is you draw something from the ground and recover costs. 

E) If you have multiple cotentants you want them all on the lease or else they get a free-ride. They would have “carried interest.”

F) If grantor was cotentant, the lessee steps in his shoe.
G) Right is non-exclusive

H) Co-Tenant gets net profits interest





3] Earp v. Mid-Continent Petroleum Corp

A) The lessee of a cotenant becomes a cotenant with the cotenants of his lessor upon execution and delivery of the lease and remains such during the term of the lease, regardless of whether drilling commences or not.
B) Nonconsenting TIC is not required to offset overriding royalties and 
contractual obligations incurred by the other cotenant. 




b) Partition of Mineral Interests




1) Mosley v. Hearell





A) Facts

1/ A suit by Moseley against Hearrell for partition of mineral interest

2/ Trial ct held that the min. interest was incapable of partition in kind and order it to be sold and the proceeds divided.

3/ Court of Appeals reversed. Said Mosley cannot compel partition of property without showing equitable grounds. 
B) It is not material whether the relationship between the parties created a mining partnership, nor whether the P showed equitable grounds for partition. 
C) No requirement for showing of equitable grounds as a prerequisite to the exercise of the right to partition.

D) No requirement that the right may be defeated by the showing on inequities. 

E) If not provided against by K, cotenant should expect the other cotenant to exercise his statutory right to partition at will.





F) Exceptions








1/ In some jurisdictions, fraud and oppression may be pleaded 

and proved as an affirmative defense to partition.

2/ When co-tenants agree not to partition (usually expressly)






G) Statutory cause of action for partition







1/ Joint ownership – Partition is uniformily avail to TIC. 







2/ Possessory Interest – Owners of non-possessory interest in 

the minerals, by themselves have no right to partition.

3/ Estates of equal dignity – P must have an estate of equal dignity to that of the D. Equal quantity not required, but equal quality is. 

4/ Through the land 
H) If you want to partition and there is no development around you then easy to partition. If there is production and you know where it is, then probably partition in kind. 

Note 3b

I) Because of the risks involved in investing and developing in oil and gas leases, lessees are reluctant to develop property without having all cotenants under lease. TX has statutes providing for the ct appnt’ of a receiver to execute a lease on behalf of person unknown or unlocatable


2. Successive Ownership and Nonpossessory Interests



a) Life Estates and Remainders




1) Welborn v. Tidewater Associated Oil Co
A) Facts

1] Smith held a life estate and Garrett a remainder


2] Smith issued a lease to Welborn of the remainder interest. 

3] Garret and Welborn issue OG lease to McDaniel which was transferred to Tidewater

4] Welborn sues Tidewater for slander of title.
A] Slander of Title - $ and the deed






B) Life tenant or a remainderman, cannot act alone to develop mines. 
1] Absent consent, a life tenant who produces O&G commits waste.
2]  A remainderman who produced O&G without consent of the life tenant commits trespass.
C) A life tenant and remainderman may execute a joint lease which will confer immediate development rights on the lessee. May agree as to division of the rents and royalties. 
1] In the absence of such agreement, the life tenant is not entitled to any part of the royalties, but is entitled only to the income from such royalties.

D) Life estate owner has the right to drill offset well to prevent drainage. Proceeds go to the remainder minus expenses.





2) Hynson v. Jefferies





A) Facts
1] Will gave to trustees all O&G interest. During the lifetime of widow, all income after expenses would be dispersed to her. 





B) Issue – Whether the widow is entitled to the entire royalty or only to 

the interest of the invested royalty.
C) General Rule – Life tenant may not open new mines
1] Exception – Open Mine Doctrine – If a mine has been open before the creation of the life estate and a future interest in land, the life tenant may be entitled to continue and operate the opened mine and retain the proceeds of such operation. 

A] Rationale: A life tenant given the beneficial enjoyment of land is entitles to enjoy the land in the same manner as it was enjoyed before the creation of the life estate
B] Includes additional drilling but bonus and royalty all goes to life estate holder. 






D) Statute prevails over common law






Note 5 You can change anything if you put it in writing.




C. Executive Right in Mineral Interests - Executive right is the right to execute O&G leases and 

alienate.


1. Mims v. Beall
a) Standard - TX courts have held that the accepted standard required of one exercising executive rights to lease or develop minerals is that of utmost good faith or the ordinary prudent landowner test.

1) If fixed % then no duty owed since they have already protected themselves

b) Manges – Equated standard of utmost good faith with standard. This means they have a fiduciary duty to the nonparticipating royalty owner.
1) No self-dealing - Executive rights holder has a duty to manage the interest by obtaining the most royalty possible and is prohibited from self-dealing.

2) Fiduciary duty should apply when the executive controls only the amount of the royalty interest just as it does when the executive controls both the amount of the royalty and the bonus and delay rentals.
3) Executive interest owner must exact for his beneficiaries, the nonparticipating royalty owners every benefit that he exacts for himself. 



c) Lessee - A lessee who agrees with the executive to an agreement made for the 

purpose of excluding or minimizing the benefits of an outstanding or non participating interest owner, the lessee can be held liable to the injured party.

d) Exemplary damages – Exemplary damages is proper against a fiduciary who has been guilty of unfair self-dealing.

e) Note 1+2 


Always a question of notice. 

Constructive notice of the deed because it was filed with the county. 


D. Meaning of “minerals” and Named Substances


1. Moser v. United States Steel Corp. –  Mineral owner has title to uranium



a) The severance of minerals in an oil, gas, and other minerals clause includes all 
substances within the ordinary and natural meaning of that word, whether their presences or value is known at the time of severance. 



b) Mineral owner has right to make any use of the surface which is necessarily and 

reasonably incident to the removal of the minerals. Mineral owner is held liable to the surface owner only for negligently inflicted damage to the surface estate. 




c) When dealing with the rights of a mineral owner who has taken title by a grant or 

reservation of an unnamed substance, liability of the mineral owner must include compensation to the surface owner for surface destruction. 

d) Meaning could have serious implications on the surface. 

e) Reference


1) General reference – “other minerals”


2) Specific reference – Oil and gas, sulfur 

note 3 uranium was held to belong to the surface owner.

Nonparticipating royalty interest has no control over whether there is any mining


E. Conveyances of Fractional Interests
Since title company will not insure mineral, only way to protect yourself if you buy a tract of land is to do a title search yourself.



1. Size of Interest Reserved or Conveyed



a) Averyt v. Grande, Inc




1) Specific rules of construction apply to cases in which a grantor owns an 

undivided mineral interest and reserves a fraction of the minerals under the land in the deed. If the deed reserves a fraction of the minerals under the land conveyed, then the deed reserves a fraction of the part of the mineral estate actually owned by the grantor and conveyed in the deed.

2) If the deed reserves a fraction of the minerals under the land described, the 

deed reserves a fraction of the minerals under the entire physical tract, regardless of the part of the mineral estate actually conveyed.
3) “Subject to” clause affects “the ownership of the undivided shares” of the minerals, not the description of the land containing them. 

4) Default is mineral interest. 

5) Reservation of ¼ of royalty 

6) A deed that grants “1/6 of the usual 1/8 royalty” transfers a 1/128 royalty. A deed that grants a fraction “out of” the grantor’s fractional interest merely specifies the source from which the grant is taken and does not affect the size of the interest transferred.  “out of” has nothing to do with size of interest; just where it comes from.



2. Overconveyance



a) Duhig v. Peavy-Moore Lumber Co




1) Facts






A) G ( D surface and minerals (reserves 50 %)






B) D ( Peavy (reserves 50%)

C) P has 50% of minerals. If he reserves 50% then he conveys nothing to Peavy. 

1) Deed does not convey what the grantor does not own. 
2) It is a general rule that a deed purporting to convey a fee simple or a lessor definite estate in land and containing covenants of general warranty of title or of ownership will operate to estop the grantor from asserting an after-acquired title or interest in the land, or the estate which the deed purports to convey, as against the grantee and those claiming under him.


A) After-acquired title doctrine/Estoppel by deed – A conveys to B 
whiteacre. A doesn’t own whiteacre. When A does acquire

whiteacre it automatically goes to B. Doesn’t have to be a special, general warranty. No warranty is ok. Just a representation is sufficient.
3) Modified the after-acquire title. D didn’t acquire the property. He has conveyed the identical interest he retained, to avoid breach he is etopped from claiming the reservation. Therefore P gets 50% of the minerals.
4) Cannot retain and convey the same interest. Can’t reserve what you gave away.
5) Duhig doctrine does not apply to quitclaim deed because no representation is made.

6) Prohibits the assertion of title in contradiction or breach of the warranty. 
7) Warranting you are the owner of the property, there are no encumbrances, and the 





8) The warranty said owned 100% of the land and was reserving 50%

presupposed that the amt retained is sufficient to satisfy the grant. 

Standard lease is insufficient. If I own 25% of the land and convey 100% and retain 1/8 royalty.  Here Duhig does not apply. Can sue for breach of warranty. 





9) note 1

Duhig has applied the principle in situations where there was no general warranty. 





10) Note 2 para 3 – TX has limited rule’s application in OG leases.
11) Lease (50%) . Lease purports to lease 100% of minerals. Lessor reserves royalty 20%. Conveyed 80% ( really 40%) No way duhig solves this problem because –or does not have enough to compensate –ee

12) Duhig rule takes from the grantors part of what the deed purported to reserve to them, but that rule should not be extended to change the express agreement as to what interests the grantor shall receive in bonuses, rentals, and royalties under leases to be executed by the grantee.
13) A conveys to B reserving an interest in his wife. (party not in the transaction)

Stranger to the deed, remote grantor. 

In most states this creates nothing. No reservation. 

Then who gets it?  If deed purports to convey 100% of interest subject to reservation then B gets what was reserved to the people



b) Acoma Oil Corp v. Wilson




1) Moen ( 6.5 royalty
moen ( Wilson 100%

Wilson ( leach  1/8 mineral Mineral Interest

1/8 x 6.5% = .008125   12.5%

2) there was a retention of an interest and grantor has sufficient interest to 
satisfied 6.5% from the retained interest.

3) In a situation where grantor conveys some mineral interest while keeping some mineral interests in the same tract of land without an explicit reservation, the focus is on whether or not the grantor has enough mineral interests in that tract of land to satisfy the conveyance. The mineral interest conveyed will noit be burdened by an outstanding royalty so long as the grantor has retained sufficient mineral interests to satisfy the outstanding royalty.


3. Proportionate Reduction Clause



a) Texas Co v. Parks




1) A lessee may not rely upon a proportionate reduction clause to reduce lease 

payments where the parties clearly intended for a set lease payment based on the clearly described land grant.
2) Grant not on a per-acre basis and clearly defined the land affected. 



4. Mother Hubbard Clause

a) Lessor may own more land than that specifically described in the lease. To assure that the lease covers all such small pieces of adjacent acreage, the lessee will almost always include a Mother Hubbard or cover-all clause after the description of the land. 
b) TX court held that it is ineffective to transfer title to large tracts of land. Limits it to small tracts of land that may exist without the knowledge of the parties of the deed.

F. Conveyances of Interests in Leased Land
1. No increase of burden clause – Provision makes clear that transfers by lessor will not increase the lessee’s duties.

2. Conveyances “Subject to” an Existing Lease – To protect the grantor against a claim of breach of warranty, the conveyance is normally made subject to the outstanding lease; to assure the grantee of receiving his share of lease benefits, the clause may then go on to state that the deed “covers and includes” lease rentals and royalties. 

a) Hoffman v. Magnolia Petroleum


1)Multiclause Deeds

Granting 

Subject to

Future lease





2) When subsequent to his executing an oil and gas lease on his land, a 

landowner conveys part of the land by a deed also granting a right to a portion of the royalties due under the lease, the deed is construed as granting a portion of the royalties as to the entire leasehold and not just on the portion of the land conveyed. 

3) To get around it – To avoid its strained interpretation of the clause maying a conveyance “subject to said lease,” an additional phrase is added. The so called Hoffman clause provides that the conveyance is “subject to said lease insofar as it covers the above-described land”



3. Today, absent any language in the mineral deed, if you take a fraction interest in the minerals 
you are entitled to pro-rata share. 




b) Luckel v. White
granting 1/32 royalty

subject to 1/4 (x1/8) of any royalty

future lease ¼ (x 1/8) of any royalty

Language in future lease is similar to a granting clause

1) When construing an unambiguous deed, the primary duty is to ascertain the intent of the parties from all the language contained in the deed.
Note1




c) Concord Oil v. Pennzoil
1) Granting clause 1/96 mineral interest. In the same paragraph he indicated there was an existing lease. Covers and includes 1/12 royalty and rental . 
*2 days prior he had transferred 1/12

*decades later he issues a new mineral interest deed where he conveys what he thinks is the remaining interest of 7/96





*ct says it conveys a 1/12 mineral interest so lease to Pennzoil was void

*granting clause is granting the present interest. At the time the mineral estate was subject to a 1/8 lease. If you wanted to convey away 1/12 of the minerals then your granting clause should say 1/96. 





*“leases” must have referred to future leases

must assume that 1/12 is the estate that is conveyed. Royalty or mineral interest? 

1. Identify present economic interest. 1/96.

Work background

Since I own 1/8,must have been conveying 1/12

2. Look at rest of deed to see if mineral estate, mineral estate with incidents removed, or royalty





3. Dissent argues overconveyance
If 2 grant theory

Granted 1/96

Then gave 1/12

Total is 9/96

He only had 8/96.

Look to fraction states the most times

Ct has rejected 2 grant theory unless it is clear and unambiguous



d) Japhet v. McRae
1) Royalties from oil production belong to the owner of the particular tract producing such oil.

2) Nonapportionment doctrine - Apportionment does not apply merely because the entire tract was under one lease. 



e) Thomas Gilcrease Foundation v. Standolind Oil  & Gas

1) Ownership of different interests in segregated portions of a leased tract is an interest in separate tracts. This type of interest has been described as an estate in severalty, which by its name implies separateness. This being the case, the “entirety clause”  in the lease to Standolind serves to make the lease treated as an entirety.

2) An entirety clause is provided for the benefit of the lessee. If the original lessor sells its interests in piecemeal fashion, a confusing array of royalty obligations can arise. The entirety clause guarantees that the sum total of the lessee’s obligation will not change.
3) Had there been no entirety clause in the lease, Gilcrease would have gotten only 25%. 


3. Top Leasing – Where a landowner, while his property is still subject to an oil and gas lease, 

may execute a second lease that gives the new lessee possessory rights in the property upon the expiration of the existing lease. 



a) Hamman v. Bright





1) Under RAP no interest is valid unless it must vest, if at all, within 21 yrs 

after the death of some life or lives in being at the time of the creation of the interest. 




2) An agreement entered into in violation of a state statute is illegal and void ab 
initio, and therefore is not capable of approval. 




3) Where vesting of the interest is contingent upon the happening of some 

event, the future interest may be void. 
4) We do not care if the interest did in fact vest; just whether or not it had the possibility of not vesting.
5) Even though an interest does vest (they drilled on the well), the interest may be void ab initio. Since it is void ab initio it never existed.
b) How to create a top lease that does not violate RAP - 
1) By simply conveying possibility of reverter. 
2) Also, On the top lease, says this top lease expires in a certain numer of years. Ie. 1 yr after the end of the term of the bottom lease.
VII. Interference with Interests in Oil and Gas

A. Trespass and Related Action


1. Acquisition of Information



a) Enron v. Worth
1) Where the surface and mineral estates in a parcel of land have been severed, the mineral interest owners have the exclusive right of entry upon the surface property for the purposes of exploration, development, and production of the minerals. 

2) Where a mineral owner enters into a lease transferring such rights to a 3rd party, unless there is an express statement granting the lessee exploration rights as well, the right to perform such operations are reserved in the lessor. Where the mineral interest is not subject to a lease agreement, the mineral interest owner possess all rights to the mineral estate.

3) Where there are several owners of a mineral estate, they hold the interest as TIC, each having the equal right t explore and develop the prop for purposes of O&G production, as long as they do not exclude the other cotenants. 

A) A cotenant may sever the exploration right and assign it to a 3rd party without the ratification of the other co-tenants. 

4) Permit is a K between the mineral owner and an individual that gives the ind the rt to come onto the prop an conduct tests. Generally contracted with an option to lease.




b) Grynberg v. City of NorthGlenn
1) Where the surface estate has been severed from the mineral estate, the mineral owner, rather than the surface owner, is the one who has the right to consent to geological and geophysical operations.




2) A geophysical trespasser is one who conducts geophysical operations upon 

the lands of another without permission or consent.




c) Humble Oil & Refining Co v. Kishi
1) The exclusive right to enter upon land and to drill is a protective property right, and damages may be recovered for its encroachment. 
2) A lessee of mineral interests who enters the land after termination of the lease and termination of the right to enter is liable to his nonconsenting lessor for injury resulting from such unlawful entry.

3) Damages may be recovered for the unauthorized entry. Here, entitled to the full value of such injury. The definition of value of the property both before and after the drilling constitutes the correct measure of damages.





4) Owner does not have to show that a specific loss of a lease was present in 

order to recover damages.
5) Had they been successful drilling, Humble would have had ¾ of net profits.

6) Had the legal right to be there but because the fact he drilled a dry hole, he violated his rights. Pretty ridiculous. 
7) Even if there is an oral agreement to explore the problem of that oral agreement can lead to all sorts of trouble.

8) If land had given them a written agreement, then Humble would not be 

liable. 

9) 3 Types of damages that can arise from trespass


A) Standard measure of damages if someone goes on your property or 

acquires info from seismic tests, is value of the permit. What they should have paid you. 


B) Value of the information that was obtained. If they get info that there’s nothing there, there is still value. 
C) Damages on the implied K for use of the premises – A measure on the claim of assumpsit. How much they would have paid you to use the property.




d) Kennedy v. General Geophysical

1) No action for damages exists merely because geophysical researchers obtain information about the oil content of the P’s land unless such is gained through trespass. 

2) No physical damage was inflicted upon the land by the vibrations so trespass did not occur. 





3) Therefore any info gained did not give rise to a cause of action.

4) No action for damages exists merely because geological researchers have obtained information about the oil content of land, unless it was gained through trespass.

5) If there was a recording of info but they destroyed it then

A) Even if you record but did not interpret then you might be in violation of privacy. 

6) Note 5 

A) Treats geophysical info in the same manner we treat O&G. says geophysical info should be subject to the rule of capture. This has developed because of heat sensing, aerial photographs have been used. 



2. Production of Minerals



a) Theories of trespass and conversion are available. 



b) Only question is whether or not you did it in good or bad faith





1) Good faith. Then you can offset your costs. Good faith is an honest belief in 

the superiority of his right or title, and such belief must be a reasonable one in the light of the circumstances.




2) Bad faith. Lost everything. Well and expenses.




c) SoL is around 2 years.





1) Note 4

In the case of concealment, such as in cases of trespass by directional drilling, the SOL may not commence until the time the rightful owner acquires info that causes him to make a reasonable inquiry concerning the trespass or conversion.

3. Slander of Title –

a) Elements 



1) Publication by the D



2) falsity of publication



3) malice – actual malice or want of good faith



4) financial damage



5) an estate or interest in the property slandered



6) Loss of specific sale (TX)\

b) Policy: Right of landowner to fully assert his claim to the property. Right to freely 

]
joy property


a) Kidd v. Hoggett


1) In TX, in order to recover for slander of title you must show that you lost a 

prospective lease. 
2) Malice – Similar to bad faith. Holding back production for speculation and 
paying shut in is bad faith. Deliberate and without reasonable cause. 
b) Note 1 - If you do not have a provision in your top lease that indicated that it is subject to an existing lease and does not take effect until it terminates then you might find yourself sued for slander of title because it might cloud the title.


B. Loss of Title


1. Adverse Possession – Very few cases. In order to get it you must be exploring and extracting 

and anyone can see what you are doing. This is if there is a severance. If there has been no 

severance then AP is significant because if you have AP of surface you acquire title to the minerals as well.


a) 2 Types of statutes


1) Color of Title - Taking AP under a deed



2) Cultivation - Just wander out there and squat


b) Elements – actual, open, notorious, continuous, hostile, exclusive


b) Diederich v. Ware
1) Where the mineral rights have been severed from the estate, the surface owner or another 3rd party may gain title to such rights through AP by penetrating the mineral estate.




2) If it is a hard mineral then you have to get it out of the ground to have AP. 
For O&G, as long as you are extracting it then you have AP over more than what you just extract. 
3) Every mineral deed in the world is defined by a surface description. Same ideas of AP for surface apply to minerals. 





4) Can’t get AP thru slant-oil drilling


2. Abandonment of Minerals




a) Gen rule is that you cannot abandon minerals because they are real property corporal 

interests. Tx recognizes a present possessory interest in O&G so it cannot be 

abandoned.
b) Dormant mineral legislation – If you don’t use mineral estate for a certain amt of 

time then you lose it. Reverts to the surface owner. Ie. IN
c) In LA they have a liberty prescription statute that permits the termination of any 

mineral interest at the end of 10 years if it is not used. Then reverts back to grantor. 

VIII. Contracts and Transfers By the Lessee


A. Lease Assignments


1. Legal Requirements and Drafting Considerations



a) Look to property code. In writing, by assignor, and conveyance is deliberate.

b) No warranty. Assignor is not warranting since he likely did not get one in the lease 

with the landowner. 




c) note5

B. Rights and Obligations of the Assignor and Assignee


1. Brannan v. Sohio Petroleum



a) Assignment of a lease with an overriding royalty interest does not restrict the right of 

the assignee to obtain a lease from the owner effective upon the present lease. 



b) Absent an express promise by the assignee to exploit the lease, the assignee is free to 

exploit or not exploit it as it desires. No fiduciary duty to maximize the assignor’s profit exists. 

c) No fiduciary duty in an assignment by operation of law. 

d) note 4 (580)
not an extension, modification, or renewal. 

2. If a grantor conveys the mineral fee and reserves in himself a nonparticipating interest, such as a terminable royalty, the grantee owes a duty to the grantor, which has been variously described as the utmost fair dealing or a fiduciary duty. 


3. Cook v. El Paso Natural Gas



a) An individual who owns an overriding royalty interest in an O&G lease may recover 

from a party owning an adjoining well which extracts gas from his lease. A successor in interest to the original lessor may enforce the original covenant in the lease, express or implied. The covenants run with the land. In situations such as this, an implied covenant to protect against drainage exists. Since this covenant does run with the land, Cook may invoke it.
All Cook is a lessee

Implied covenant to prevent drainage applies to lessor only


C. Lessor Rights Against Assignee


1. Under traditional landlord-tenant law, if a lessee assigns his or her interest, the assignee is 

primarily liable for performing the lease covenants that run with the estate, but the original lessee remains secondarily liable under the concept of privity of contract. Where the lessee assigns away his total interest in the property, then the assignee usually is liable for the satisdaction of any covenants stated in the lease.
2. Can restrict who can be assigned the lease. 

3. Separate ownership clause – Some lessees will insert sentence “if this lease is assigned, then lessee will be relieved of all obligations under the lease.” You will find this under major oil company’s lease.  



4. Oag v. Desert Gas Exploration



a) A habendum clause in an O&G lease, and its modifying clauses, are considered 
indivisible. If the assignor assigns away a portion of the rights and the habendum clause is fulfilled as to the portion of the land retained, then it is not necessary that the assigned portion also satisfy the conditions imposed by the clause. 
b) Indivisibility doctrine can be changed by express language to the contrary. 
page 12 of lease-as long as you continue to explore this lease stays in effect. Effect is to divide the lease. 
IX. Support Agreements

A.  (594-596)

B. Dry Hole Agreement – Agreement that if A were to drill a hole and hit a dry hole, B would give A 
some money. 

X. Farmout Agreements – An agreement under which one who owns an og lease assigns an interest in it to another person in exchange for testing and drilling operations. Farmee usually has an obligation to drill. 
Farmee receives assignment of production and farmor reserves an overriding royalty. Can covert to working interest after costs have been recovered.


A. Structure and Tax Implications


1.  


B. Drilling Obligations

If covenant, failure to drill can result in suit for damages.  



1. Martin v. Darcy



a)  For a party to recover for lost profits the transaction generating the profits must have 

been contemplated by the parties.


C. Retained Interest - 


D. Earned Interest
X. Operating Agreements and Related Documents


A. Operator Authority and Responsibility – Stine v. Marathon Oil


1. Absent a demonstration of gross negligence or willful misconduct an exculpatory clause 

insures an operator against liability for any actions taken in fulfillment of its obligations pursuant to the agreement in regards to both its administrative and operational functions. 

2. Such clauses are generally interpreted as excusing the operator from liability for actions resulting in negligent injury to the property or 3rd parties.

3. Moreover, protection against liability extends to actions taken which may be in breach of the express provisions of the contract. These include actions taken not only in the physical working of the property, but also to actions performed in the operator’s administrative capacity. 



4. Joint Operating Agreements – Usually executed where the parties enter into multiple 

ownership of the development interests in the property. The operating agreement establishes the rights and duties with respect to the parties. The agreement establishes one of the parties as the operator and the others as nonoperators. The operated is granted broad authority to conduct the operational decisions in respect to the development of the drilling location.
5. If you want to be released from ur own acts of neg, must pass the express negligence test. Must be clear and conspicuous. 

6. Note 2 To get around exculpatory language… some argue that as joint venturers so there is a fiduciary duty. 

Note 4 tries to negate this by saying it was not their intention to create a joint venture. 1989 killed argument there was a JV after agreement. 1997 killed argument that there was a JV agreement before signing and it merged into the document.

B. Nonoperator Liability for Costs – M&T v. Fuel Resources


1. Signing an oil drilling authority for expenditure obligates a party to pay its agreed-upon share 

of legitimate expenses. An Authority for Expenditure in no way provides a ceiling on how much a party may be obligated to pay, unless the parties so provide by contract. 



2.Oil drilling is an inherently uncertain enterprise, and to hold that an authority for expenditure 

places a limit on the amount for which a party may be obligated would seriously undermine investor confidence.  

3. You can challenge the reasonableness of the expense

XI. Drilling Contracts


A. 3 types of drilling Ks



1. Turnkey – Drilling Ker agrees to drill well to a certain depth. Risk on Ker



2. Footage – paid for each foot actually drilled



3. Daywork – Paid per day


B. Amoco Production v. Action Well Service


1.  Operator wants indemnity agreement from drilling Kor for the Kor ‘s negligence and 

operator’s negligence. Kor won’t be sued because of worker’s comp. As a consequence injured 

would try to go after operator. Key to this is the operator would not have to buy insurance.


2. States pass laws prohibiting indemnity agreements in OG agreements. Then they backed off a 

little bit. Question is how far did it go? 
3. You can include an indemnity. Make it clear, concise, and conspicuous. 


4. Note 2,3
XII. Pooling

A. Compulsory Pooling Statutes – Generally provide that any person seeking a drilling permit may 

force the inclusion of the necessary adjacent tracts to meet the minimum requirements for a drilling permit. 



1. Texas – R37 Exceptions



a) It is a spacing rule. There are exceptions that may be granted to prevent waste or to 

prevent confiscation of property. Come up with a size that is the most efficient size. 
b) To make the rule of capture more effective, everyone is entitled to drill a well.

c) Vol subdivision rule – To stop what was viewed as inefficiency and waste. Limits a 

small tract from getting an exception if it was created after the discovery of oil and gas 

in the vicinity. If you made a conveyance in fee for the purpose of exploring, after the 

discovery of oil then it is not permitted. Limits a persons right to prevent confiscation. 
d) Century Doctrine – Allows reconstitution of the divided tract into the original tract. 

Question is if the original owner could have a permit. Helps people where there was a 

vol. subdivision  Only one tract owner can get it. 
e) Exception to Prevent Confiscation – Predicated upon the proposition that every mineral interest owner, no matter how small or irregular in shape the tract may be, is entitled, as a matter of law. to drill at least one well to produce the oil and gas beneath the tract.

f) Exceptions for Waste – Whether or not operator operating in a negligent manner.

g) R37 exception is based on the premise ur property is being drained, confiscated. To use a law to prevent confiscation to confiscation is unconst. in tx. Presumption you are being drained. 

h) Ryan Consolidated Petro v. Pickens

1) The fact that state authorities have prevented extraction of oil from part of a 
tract does not give an owner a right to share in profits from exploited portions of the tract. State law gives the RR commission the right to deny a party the right to drill if doing so would leave to inefficient production. However, the statutory scheme permitting this does not entitle the prohibited applicant to share in profits from other wells on the tract in question. 

2) The fact that oil from under its leasehold is being drained is of no import. In 

TX, the rule is that one in such a situation is not entitled to reimbursement for such losses, under the rule of capture.  



2. Well Allowables 




a) RR Commission v. Humble Oil & Refining Co

1) A spacing rule for an oil field may result in a producer being unable to fully
exploit its reserves in that field. Recoverable reserves is not the only factor to be considered in determining the validity of a proration order. The purpose behind such an order is conservation, and that must be the first consideration. Also to be taken into account are any advantages accruing to the large producer from the proration order. 



b) Halbouty v. RR Commission




1) A resource extraction proration order must afford all parties an opportunity 

to produce and save their fair share of the minerals. The goal of a proration order should be to conserve and to allocate to each owner an amount roughly equal to that lying under his land. To infer that the rule of capture gives a landowner a legal right to take the resources of his neighbor is inconsistent with ownership theory. 





2) Proration orders must attempt to approximate the acreage of the owners. 

Small tract owners can protect themselves by pooling.

3) Killed the small tract exception

4) To permit ST owner to make a profit leads to confiscation of other owners. 

The purpose of the exception is to prevent confiscation. 

B. How Pooling is Accomplished and Related Problems


1. Pooling can occur in a variety of ways including execution of a community lease; the lessee’s 

exercise of the pooling power under the lease pooling clause; judicial or equitable pooling of well drilling or proration units; and the pooling of well drilling or proration unites pursuant to compulsory pooling acts.


2. Community Lease



a) French v. George




1) Where several owners of adjacent tracts unite in an OG lease, it is presumed 

that their interests have been pooled.


3. Lease Pooling Clause



a) Pooling clause authorizes the lessee to pool the leased premises with other lands on 

both the lessor’s and lessee’s behalf.

b) Pooling provides that if there is production on either land, then it will be deemed constructive production on the other land. It is a type of savings clause.




c) Pooling eliminates the covenant to prevent drainage. The pt of having an offset well 

is to get your fair share. When you pool you get your portion.

d) Dry hole provisions provides that the lease will terminate at the end of the primary terms unless you commence operation by a certain date. You cannot pool in this situation. (699)

d) Jones v. Killingsworth
1) A clause in a lease permitting pooling acreage to comply with governmental proration orders shall only be operative to the extent the government mandates such units. 




2) The fact that governmental auth may permit a larger unit may not be read 

into a lease where authority for larger units is only given when authorities prescribe such units. To hold otherwise violates the clear intention of the lease. Absent authority, a lessee has no right to pool. The lessee’s power to pool must come from the lease and may not go beyond the authority in the lease.
3) Standard of good faith. Lessor has burden of proof. 




d) Amoco Production v. Underwood
1) Pooling arrangements must be made in good faith by the lessee. A pooling designation may not be made to undercut the interests of the royalty owners. 




2) Duty of good faith here means that the lessee is not to purposefully include 

in a unit any interest contrary to that of the lessor. What constitutes a breach of the duty of good faith is to be a matter for the trier of fact.

3) Pooling on the last day of the term might be evidence of lack of good faith but it is not conclusive.

4) A reasonable prudent operator would have no desire to keep a lease when he does not plan to drill on it. 

5) No bad faith if you actually plan to drill on it.




e) Easier way to find bad faith is to find that someone puts unproductive land in the 

pool.

f) 715 Note 5. What happens to someone who wants to challenge the good faith of 

lessee in pooling tracts of land. Situation depends on where the well is. If well is on your land then you are not estopped when you take royalty payment. If the well is on the other person’s tract and you accept royalty you would not have received absent pooling, cannot contest the bad faith of the pooling.

4. Judicial Pooling – Doctrine that when a well is drilled on an established drilling unit, the land within the unit is automatically pooled as a matter of law. Need rejected in TX. 


5. Compulsory Pooling – At the request of an interest part, an oil and gas conservation 

commission may, or under many acts must, issue an order pooling all separately owned small tracts within a well drilling unit.  Goal is to prevent inefficiency, for fair share. 

a) Types of Statutes
1) tx la nm - If we have a vol agreement then they receive % based on amt of sur. Ownership. If invol then they get a free ride (carried interest) if it is a dry hole. If not a dry hole then they have to pay prorate share of expenses and a risk factor. 

A) Risk factor determined by the legis. A factor that a non consenting 

owner needs to pay if he wants his production. Otherwise he’ll just get 

his royalty.
2) OK - You either agree to participate in pooling or you have to assign and receive working interest. You become overriding royalty interest owner. 


b) Bennion  v. ANR Production
1) In absence of a voluntary agreement as to the treatment of additional wells within a pool, a state agency has the implied authority to modify a pooling order under terms consistent with the state’s oil and gas conservation act.
2) Forced pooling prevents waste, provides for a greater ultimate recovery of O+G, and protects the correlative rights of all owners. 



3) A nonconsent penalty is not unconstitutional




A) Penalty is consistent with goals of the Conservation Act.




B) Consenting parties will recoup a fair and reasonable amount by 

means of the penalty.
C) Nonconsent penalty is to be determined by the risks associated with 

each particular well.





4) Note 4





5) Note 7

Nonapportionment – Can undo nonapportionment thru pooling




c) Youngblood v. Seewald
1) Those who hold excessive or overriding royalty interests in oil and gas leases must look for payment to the party who acquired the working interest therein by virtue of a pooling order, not to the person who owned the leases prior to the pooling order.
2) If lessee is required to pay burden it 
3) Note 2. If you overburden property you will kill compulsory pooling. Commission can only deal with the rights of the owner..(working interest owner) and those who have the right to drill. No authority over royalty interests owner. 
e) Advantages of Compulsory Pooling
1) Allocating costs among working interest owners.

2) To insure that nonworking interest owners get their fair share of proceeds from production

f) TX - In order for RR Commission to have sub matter jurisdiction over a request for compulsory pooling

1) Field involved must have been discovered after Normanna decision in 1961

2) There has to have been voluntary effort to pool. Both parties must have had good faith efforts to reach an agreement.

3) The person pushing agreement must make an offer that is fair and reasonable.


A) Muscle in – A small tract owner or interest holder who wants to 

join an existing unit. Presumption that oil is being confiscated from small tract owner. 

Note 1 


Not limited to small tract owners.

N2

B) Depends on time the offer was made and the extension nature of the 

negotiations. 
C) Carson v. RR Commission
1] An offer by an operator who has drilled or proposes to drill, allowing a royalty owner to share on an acreage basis, is not per se a “fair and reasonable” offer. 

2] Take it or leave it not negotiation.
3] Note 4





4) Substantial evidence standard when finding facts. Court look at what was 

presented to Commission. Look to see if it is sufficient for the decision. Will not look into new evidence. 




5) If factors are not present then dismissed of want of jurisdiction. 

C) Effect of Pooling on O+G Interests


1. Effect on Lessee’s Operations



a) Absent a provision in the lease, production will keep both leases alive. 



b) Bibler Brothers Timber Corp v. Tojac Minerals





1) A clause in a lease purporting to allow the vertical severance of a producing 

unit does not apply where the producing unit was created by a compulsory pooling order.
2) Pugh clause is a type of pooling clause which provides that drilling operations on or production from a pooled unit or units shall maintain the lease in force only as to lands included within such unit or units.


A) A valid Pugh clause will be in the pooling clause. Will apply in 

situations when the property is pooled with another tract of land and the producing well is on the other tract of land. 

B) Designed to terminate the lease as to the unpooled tract of land.
C) Can apply to compulsory pooling.

D) Makes lease divisible





3) N5 Retained acreage clause – Only applies to lease itself (1 tract of land). 

Once you drill a well you get to keep 40 acres around that well (production unit). That will only keep that portion of the lease alive.



d) Wells v. Continental Oil Co




1) Says there is an implied covenant to develop. 
Railroad Commission – Regulates oil and gas industry








Limitation - Failure to comply automatically terminates the lease.


*Claim default of the lessor when arguing against a limitation





“Forfeiture” is a condition subsequent. Forfeiture is not automatically. Someone must take action to forfeiture. The other party has the right to come up with equitable defenses.








Savings clause turns a limitation to a condition. Ie. After giving written notice, there is a period of time for you to cure it. 








½ of royalty = ½ times the amount reserved





½ royalty = 50% of minerals











Gen warranty – You have bound yourself to yourself and heir to defend title against everyone. 


Special warranty – only claiming you will warrant title from actions by you. “by, through, or under the grantor” 








1. 2 Grant Theory


2. Repugnant to Granting Clause Theory


3. Future Lease provision controlled


4. 4 corners approach








Note 1;


Note 4


2nd para.


Ratification 


If marginal well then royalty might be better since net profits might result in nothing.


When do you have to make the decision? Assume you have to do so in a reasonable period of time. If you get your first statement.
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