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INTRODUCTION

Petroleum: generic name for certain combustible hydrocardmmpounds found in the
earth

A commercial oil deposit requires the presence pdraus, permeable rock formation
containing oil of a marketable A.P.1. gravity arfgpooducible viscosity.

Three fundamental properties of petroleum (foranill gas production):
1. state(gaseous, liquid or solid)

2. specific gravity or densitythe ratio between the weights of equal volumes
of water and another substance measured at a sidedaperature

The specific gravity of oil is expressed as A.Regres, oil with the least
specific gravity hasthe highest A.P.l. gravitynse relationship)

3. Viscosity= inverse measure of the ability of a liquid tovil(the less viscous
the fluid the greater its mobility)

Nearly all commercial oil and gas production isrireome form of sedimentary rock due
tothe porosity and permeability of such rocks.

There is no way of finding oil and gas short oflirg wells. Geologists look for
reservoir traps= underground formations favorable to the accubiuieof oil and gas.

Oil and gas exploration isthe search for resetraps. There are two types of reservoir
traps: Structural and stratigraphic

Geophysical survey an exploration method whereby devices, suchsassmograph is
used to develop a contour map of an area in ooddetermine which landto lease and
where to locate an exploratory well

There are two main methods of oil well drilling:

Cable tool drilling an older methodthat operates on a hammer piatap
pulverize the rock

Rotary drilling rig: the more widely used method, operates on thepiaof
boring a hole by the continuous turning of a bit

Three fluids may be found singly or in combinatiora reservoir trap: oil, gas and water
(usually salt water)

» water will be on bottom, oil next , then gas



» the lines separating these fluids are called oikwand gas-oil contact lines

Both natural and artificial means are used to predhil; pressure (or reservoir energy) is
needed to bringthe oilto the surface. Oil wetlsate areas of low pressure

There are three natural sources of reservoir enéogg is always present and often all
three are)

1. gas expansiormost common
2. water encroachment
3. gravity

Primary factors affecting recovery: rate of produet gas-oil and water-oil ratio and to
some extent well spacing.

Artificial reservoir repressuring operations:

1. pressure maintenanc@volvesthe injection of afluid into areseivjst
beginning to show production and pressure decline

2. secondary recoverused on worn ou fields, water flooding is a coonm
method used

3. tertiary/enhanced recovenncludes a number of processes such as chemical
flooding, steam injection, and steam flooding

Fundamental elements of petroleum exploration:

* leasing the land

o careful geological study of it

* making a location for atest well
» clearingthe legal titleto the land
e drilling the well

The basic legal instrument inthis area isthewd gas lease
There are two types of interests: mineral inteaast royalty interest

The unit of measurement for natural gas in the BBtitish thermal unit) which is its
capacityto heat

MMBtu : the abbreviation for one million BTU’s, one oftlstandard units of
measurement for natural gas

Distillate and crude oil are measured in barrels

Distillate: the wet element of natural gasthat may be remhasea liquid, used
interchangeably with “condensate” and “natural tjagd



Native gasgas originally in place (in contrastto injecigas)

Note: In a government survey; One section equdlsaddes

THENATUREAND PROTECTIONOF INTERESTS IN OIL AND G AS
Some Basic terms and concepts:

Conversion wrongful taking of personal property (if oil ages is personal property,
then the cause of action is conversion))

Trespassan invasion of an interest in real property (ifamd gas is part of the realty
then the cause of action for injury to real propésttrespass)

Real propertyland and any structures built on it
Lessor one who rents propertp another

Lesseeone who rents properfyom another

Easement(an interest in land) a right abeover the property of another
Nature of Ownershipin Oil and Gas

The Rule Of Capture:one who captures the resource has ownership arefdre
there is no liability for capturing oil and gasttligains from another's lands

Under the classic rule of capture, a landownerdmdysone option when someone is
draining oil and gas from beneath his propertyl kis own offset well to intercept the
flow.

The rule of capture encourages wasteful drillind #re dissipation of pressure (straws in
Ice Cream soda analoggveryone sticks their straws in andtriesto auyglka much as
possible; in oil production this leads to ineffitigpumping and limits the total amount
recoverable)

The Rule of Capture has been modified or limitechemy states. The following case
illustrates theloctrine of correlative rightss a limitation on the rule of capture

Elliff v. Texon Drilling Co.

Facts P owned surface and certain royalty interesthénoil and gas. P’s lands
overlaid 50% of huge reservoir. D's were drillingseof P’s land and caused the
well to blow out and crater, which drained largamjities of gas and distillate
from under P’s land. P argues that D was negligeling to use drilling mud of
sufficient weight) in permitting the well to blowut D argued that underthe law

of capture, P had lost all property rights in tlas,gvhich had migrated fromtheir
lands.



Holding In Texas, the landowner is regarded as havinglatestitle inthe
severalty to the oil and gas in place beneathamd.|However, this rule of
ownership must be considered in connection witHakeof capture and is
subject to police regulations. An owner of a ti@dand acquires title to the oil
and gas which migrates onto his property as thétreSreasonable production.
Thereis no liability for reasonable and legitimdtainage from the common
pool. However, the immunity does not extend torthgligent waste or
destruction of oil and gas. Here D's actions weseanlegitimate drainage of
minerals and therefore P did not lose their rigtithiem when they migratedto
the D’s property.

Correlative rights doctrineeach owner has a right to a fair and equitabiesbf
the oil and gas under his land as well as the t@lprotection from negligent
damage tothe producing formation (gives each owharinerals in a common
source the right to a fair chanceto produce theral gas)

Note: The trial court had awarded damages basdbewalue of the oil and gas as if this
were a case of conversion. The proper theory diuave been trespass, since the oil and
gas is real property. The measure of damagesdhane been dimunition in value.
Accordingly, the court of appeals reversed thd toairt’s measure of damages.

However, the Supreme Court held that the issuenetiproperly assigned by the
defendant and refused to rule on the correct meadulamages. On remand, the court
of appealsreadthe Supreme Court opinion to Hatkhe trial court’'s measure of
damages was proper.

So in Texas, the owner owns all the minerals stibthe rule of capture and subject to
the police power (i.e. state regulation). In cogittathe Louisiana approach, the Texas
approach facilitates the application of real propprinciples.

Note: Underthéouisiana Mineral Codeownership of land does not include ownership
of oil. The owner has a non-possesory right to pcedil.

There are two theories of ownershion-ownership(followed in Ok., La., Ca., and
Wy.) and theDwnership in placetheory (followed in Tx, NM., Co., and Kan.)

Non-ownership owner of oil and gas rights did not own oil osgantil it has
been captured. Until capture, the owner of oil gaslrights only has a right to
explore, develop, and produce oil and gas

Ownership in placeoil and gas rights are a fee simple absolutdesidahe land,
and the right to individual molecules of oil andgaa determinable interest that
terminates automatically upon capture by another

State regulation and the modification of the Rule bCapture
In Texas and other states, production may be cestiby state regulatory agencies.

In Ohio,the courts have rejected the rule of caphimd replaced it with a rule that
includes the correlative rights of the owners dhercommon source of supply.



Subsurface Storage of Gas

Because of the difficulty of storing natural gas\abground, many natural gas utilities
and industrial users use depleted underground toonsato store gas.

Many states have enacted statutes that regulaibagaspects of gas storage.

In the following case the court considered the qoesof whether the owner loses its
ownership of recovered gas when it injects theimasa natural reservoir andthe gas
migrates:

Pacific Gas & Electric Co. v. Zuckem &gA)

FactsPacific acquired rights to an exhausted reseraodt began to store gas
there. The injected gas migratedto the adjacamtepand P acific found itself
paying royalties on its own gas. Pacific broughtoscto quite title to the gas

which had migrated.

Holding California follows the non-ownership theory, wa¢he oil and gas is
not owned until it is captured. The court held thrace gas has been reduced to
personal possession, the owner is not thereaftestdid of ownership simply
because it storesthe gas underground and thatigaates. (The oil or gas
becomes personal property when produced, so thakership is not lost by mere
loss of possession.)

Note: In the above case the company soughtto oomtiee land through an eminent
domain action. Normally such power is reserved dolyhe state. However, the state has
given public utilties and oil companies the powéeminent domain. No one wants a
natural gas pipeline on their land, but such pipasliare necessary. Ifthe wilty company
had condemned all of the property overlying the wam reservoir the problem in
Zuckerman would not have occurred.

CLASSIFICATIONS AND CONSEQUENCES

In general, the types of interest that the landowmay create by grant or reservation in
oil, gas and other minerals are leasehold interesteeral interests, and royalty interests

Leaseholdinterest (oil and gas lease) the lessees under this msimuare

given the exclusive authorization to go upon tmellfor the purpose of
prospecting for oil and gas, hasthe right to womkhe leased property to search,
develop and produce oil and gas

Mineral Interest: the owner ofthe full mineral interest in a pawtar premises
hasthe right to go upon the premises for the e prospecting for, severing
and removing therefrom all minerals

Royalty interest: the owner isiotauthorized to go upon the premises to
prospect for or remove minerals. The owner islemtito share in such minerals
as are severed orthe proceeds thereof.

The surface ownership can be separate from owipeo$lthe minerals.



The Corporeal — Incorporeal Distinction

At common law, rightsto land are classified agpooeal or incorporeal, according to
whether they carry with themthe right of physipaksession.

Corporealrightan interest in land that includes the right o$gession of the land
(possessory estate)

Incorporeal right an interest in land that only includes the rightise the land (non-
possessory estate)

profit a prende a right to make somese of the soil of another, an incorporeal right is
subject to abandonment but a corporeal right islh@ considered a special type of
easement in that the owner can take somethingtiientend whereas an easement is only
a right of use

Gerhard v. Stephen€A)

FactsP was the successor in interestto two corparatibat had been dissolved
in 1915. The corp owned mineralsrights in a paoféand that (47 years later)
was producing oil. P brought suit to quiet titldle mineral interests. D's argued
that the mineral interest were inthe nature obriporeal rights and were
therefore subject to abandonment. P argued thataweed an estate in fee
which could not be abandoned.

Holding The corporations hadthe exclusive and perpgriralege of drilling
for oil and gas. Such an interest igrafit a prende(an incorporeal right) that,
like easements, can be abandoned. The court reiduatehe term “fee”, as
used in previous rulings, hastwo meanings: (Designate the duration of the
estates and (2)to describe fee ownership as &ateas inheritance. So an
incorporeal interest may be “in fee” (perpetuaturation) but may still be
abandonedthrough nonuse and intent. Intent canfdxeed from the “external
realities”. Here, afinding of abandonment wasaustd on the basis ofthe
rejection of stock and the long period of nonudewever, those shareholders
who had not rejected the stock had not abandorsditiierest. The court, in
consideringthe“economic realities” held that wlerany owners own a
fractionated share of the mineral estate, nonugseresalt because if any one
owner explored for the oil and discovered oil, tauld have to share that
discovery with his co-owners. However, if he dat niscover any oil or gas, he
would bear those expenses alone. Therefore, thaise cannot give rise to an
inference of intentto abandon where such econoeaiiies created a
disincentive to drill.

Note: TheGerhard abandonment doctrine is useful in clearing the feaysurface
development.

Note: A possessory estate cannot be abandonedeVerp gaps intitle, someone hasto
own it.

Severed mineral intereshe mineral estate is separate from the surfaiatee




The following case concernsthe constitutionalty édormant minerals act™:
Texaco, Inc. v. ShofU.S. Supreme Court)

Eacts Indiana, a non-ownership state, enacted a stidtatgrovided that a
severed mineral interest that is not used for aderf twenty years lapses and
revertsto the current surface owner. The minenaley could protect his interest
by engaging in actual production, collecting remtsoyalties, paystaxes, or files
a written statement of claim. Appellant argued thatAct was unconstitutional
in that in was (1) ataking w/o compensation, @rized him of his property
without procedural due process and (3) depriveddfimqual protection.

Holding The court held that the statute was constitulidbh&as not a taking as,
after abandonment, the former owner retains ngastdéor which he may claim
compensation. The actions required to avoid abandanhfurther legitimate state
goals (e.g. encourage ownersto develop mineraldats, collect property taxes,
and locate mineral owners.) The grace period amggrpromulgation of the
statute provided adequate and reasonable notioedMer, landowners are
presumed to know the law (as is everyone elsels, e landowner was not
deprived of due process because he was not ertiitfeersonal notice before his
interest was abandoned.

Note: After the S. Ct. approved the Indiana DormMirteral Statute, several other states
have adopted a variant of the statute.

Note: You can't abandon a corporeal right, butagestan exercise police power to take
it, SO you can have a dormant mineral act evamiownership in place state

Deed-Lease Distinction
Loomis v. Gulf Oil Corporation (TX)

Eacts An owner of land sought to remove from his télenineral conveyance
executed by the previous owner of the land. P artuat the conveyance was
not a conveyance of title but merely a grant td@epfor and produce minerals.
Moreover, he argued that since a reasonable tirbedio development (26
years) had long since expired and therefore tHégignder the conveyance have
been abandoned. D argued that the instrument cedhieglefeasible legal title to
the minerals and such an estate cannot be loBatodanment.

Holding The court reviewed the instrument and conclutetthe terms of the
instrument conveyed an indefeasible legal titleh®minerals. Factors identified
inthe instrumentthat led the courtto its coriclns (1) had all the necessary
elements, (2) it convey “all” minerals w/o qualdtoon, (3) valuable
consideration, (4) language manifest intentiondrovey fee simpletitle in the
minerals, (5) grantor retained only a royalty iet®r (6) intent of parties was to
sever all minerals from the surface.

Notice that the payment of royalties to the gramtould, by itself, seemto
evidence alease.



Elements of a proper deed conveyance:

e competent parties

* proper subject matter

» apt words of conveyance

e properwords of execution

» consideration is NOT a necessary element (couk dié)

Kansas requires the recordation of an instrumergrisgy mineral rights or a separate
return for tax purposes.

Surface and Subsurface Trespass

Owners of mineral interests and leasehold intexbstse rights are infringed may receive
compensation for:

1.

2.

3.

4.

damage tothe lease value of the interest @ss3p
slander oftitle
assumpsit: an equitable action brought to eefarcimplied contract

conversion and ejectment

The following case concerns tldamage tolease valuédrilling an oil and gas well is
the only sure way of “proving” a property and thédlidg of a dry well may “condemn” a
property’s lease value)

Humble Oil & Refining Co. v. Kishi

Facts Humble held a lease dated 23 Dec 1919, but sigpehle lessor on 29 Jan
1920. The lease term was forthree years but dmukektended by successful
drilling. Oil was discovered on an adjoining traactd Humble commenced
drilling on 23 Jan 1923. Humble failed to find dil.claims the lease had expired
on 23 Dec 1922 andtherefore Humble had no rigktnter upon the land, drill,
and thereby destroy the lease value. Humble clatimadt believed in good faith
that the lease had not expired.

Holding The lease had expiredthree years from its datéusnble’s entry upon
the land was unlawful. The wrongful act destroyjleeltvalue of P's property (the
market value of the leasehold interest) by provtirag the land had no oil or gas.
The court awarded P ¥ (his interest in the minestdte) of $1000/acre for a
total of $37,500. The measure of damages is meabyréhe loss in value ofthe
leasehold interest caused by the wrongful condootrehearing the court
concluded that there was no proof that the valubeleasehold interest was
$1000/acre) The problem in this case was that Hardéhied Kishi his right to
develop the land or lease the rights by assemiegekclusive right to drill.
Although Humble had permission from Kishi’'s co-tehdadumbile is still liable
on atrespasstheory because Kishi was deniedghis to develop.



Note: Normally, thistype of interference requires avahg of a lost opportunityto
lease. However, here the court did not requiré sushowing.

Note: If property is owned by co-tenant, each ctai#® has an independent right to
develop the land or let a third party develop it.

In a similar caséylartel v. Hall Oil Cq (WY), the court rejected a claim for damage to
the lease value from atrespasser who had drilldrg &ole, reasoning that there was no
real damage to the true owner because the propagyworthless for gas and oil in the
first place. This approach seemsto ignore econaogailiies.

Slander of title has three elements:

1. False claim(another recorded a lease covering the ownenesiter has
refused to release an expired lease)

2. Malicious intent(not evil intent, only have to show deliberate adoet w/o
reasonable cause)

3. Specific Damage@nust show an actual loss, a specific sale)

In Kidd v. HoggettD’s lease had expired but a “shut-in” clausevad#ld them to
pay royalties on a well producing gas to extend¢ase, even though they were
not sellingthe gas. P’s became suspicious wheradérfor gas went up, but D’s
did not sell. P’s entered into an agreement toelé@asinother provided D’s gave a
release. D'srefused to give the release and #oe how has no value. D’s
argued that the P’s failed to prove malice. Thetcloeld that an action for
damages caused by an unreleased lease in an fact&ander oftitle. The court
found all elements for slander of title (malical@iberate conduct w/o
reasonable cause) and affirmed. If this had beessa of trespass malice would
not have been a necessary element.

Note: A release is required in order to re-leassetithe interest. Since leases is
a recorded instrument you need a written releaseder to remove the cloud of
title.

Shut-in royalty clausea lease clause that permits the lessee to nratftailease while
there is no production from the premises becaudle e&pable of production are shut-in
by making a payment of “shut-in royalty” in lieu pfoduction.

Assumpsit an equitable action brought to enforce an impéatract, inthe context of a
trespass to oil and gas interests, the owner sugsf/ment forthe right of entrythat the
trespasser should have obtained (you waive thelaim of trespass and sue in assumpsit
since the measure of damages for trespass is the before the trespass minus the value
after the trespass and in the case below ther@avasduction in value so the only way to
recover damages isto sue in assumpsi for thewaithe lease)

The following case adopts the minority rule thatlantiff may waive a trespass action
and sue in assumpsit.



Phillips Petroleum Co. v. Cowden (TX)

EactsPhillips obtained permission from the surface emtro conduct a
geophysical survey ofthe land. Cowden, the owfitt@mineral estate claimed
the survey amountedto trespass andthat Philiggldhem damages. Phillips
argued that they were usingthe site to obtain rdata about their own property.
The issues were: (1) whether there was a causeiohand (2) what isthe
proper measure of damages.

Holding The right to explore for oil and gas is a valeabght and is ordinarily
an attribute of the mineral estate. If the surfestete is separate from the mineral
estate, then the right to conduct seismic survejanlgs to the mineral owners.
Here, Phillips had no right to conduct the survayd must pay damages. The
mineral owner may sue the “geophysical trespassaly’ in trespass and not for
conversion. However, the landowner may waive tesgass and sue in
assumpsit (as damages for trespass would onlyrb@iad) for the reasonable
value of the use and occupation. (Normally, oil pamies must pay to conduct
such surveys. Here, by means oftheirtrespasgaht@ined the info w/o making
any paymentto the mineral owners. The measuramfides is the reasonable
market value of the use Phillips made of the pryper

Note: Conversion may be applicable if the info al¢a was valuable, here info was not
valuable.

Note: If the defendant had conducted all of thepygsical surveys on adjacent property
with only the sound waves crossing the boundasslithere would have been no
trespass andthe plaintiff could not have recomfed quasi-contract theory.

If the courts find ‘good faith trespass$, equity will permit thetrespasser to recover
production costs or their reasonable value if hgrawes the land. Otherwise the owner
would be unjustly enriched.

In Champlin v. Aladdin(OK) it was decided that Champlin did not hatke tio
land in question, although it originally thoughdid. (Champlin drilled wells and
began producingthe land). The issues were wh#tbeowners were (1) entitled
tothe highest market value (as opposed to theehaddue on the date of
production) and whether Champlin was (2) impropddypied a credit for the
expense incurred in drilling a dry branch to a pmidlg well. The court held that
(1) the owners were not entitledto highest maviaétie. In order to receive
highest market value under Oklahoma statute theecsymust exercise
reasonable diligence (15 months) in prosecutidheifr action. Here, the owners
waited five years plus Champlin was a “good faitspasser”. The court further
held that (2) the cost of drillingthe unprofitaltleanch of a producing well is a
reasonable cost of development and must be dedudedwas Good Faith

In Texas, one who entersthe land and makes imprents with knowledge of an action
to enforce claim on the land, cannot be considargespasser in good faith.
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In Kentucky, the good faith trespasser is entitted lien on the property inthe amount
by which the improvements have enhanced the vdlteedand.

If an oil and gas trespasser is foundto have dntkdd faith, the trespasser is permitted
no set off for expenses incurred or benefits coeter

Edwards v. Lachman (OK)

Facts:D’s well bottomed in and produced hydrocarbonmfiformations
underlying the adjacent property, which constitweslib-surface trespass. The
trial court ordered D to plug the well and pay ttadue ofthe production with no
credit forthe cost of drillingthe well (decisiavas premised on D's negligence
and that the drilling conferred no benefit uponiitesP already had a producing
well). D argues that he was entitledto a set-bfeat proof that he acted in bad
faith.

Holding Bad faith must be established by proof (evilmhter gross negligence
and burden is on the party claiming bad faith).¢4&’s were not guilty of bad
faith when they drilled the well (but ceased tabed faith trespasser once they
conducted a directional survey and found their ettomed out in P’s
property). An innocent trespasser who produce$ytueocarbons of a rightful
owner of the oil and gas rights, is not entitlethts drilling and completion costs
if by such drilling and completion, no benefits aomferred upon the owner. The
court holds that D’s are entitled to credit to &xeent that their drilling benefited
P’s. (the case was remanded to determine if D'peleeell producing from two
formations conferred a benefit upon the owneélrsit was Benefit

Adverse Possession of Minerals

Elements:

* open, notorious, and visible possession (to puerghlarties on notice)
* hostile

« continuous

« forthe statutory period

TACKING: the doctrine, which permits an adversegessor to add his period of
possession to that of a prior adverse possessydar to establish a continuous
possession forthe statutory period. Tacking reguprivity between the adverse
possessors.

As ageneral rule: possession of the surface gives no notice te¢kered mineral
interest owner because most surface use is navgistent with the rights ofthe mineral
owner

In Gerhard v. Stephenthe issue was whether the severed mineral intehesl
been lost through adverse possession. The D'sifipast of AP) argued that
they had fenced the land, paid all taxes, excltideghbassers, negotiated and
recorded oil and gas leases, and received roydtiescourt holds that mere
possession and ownership of the surface, in thenaksof activity sufficientto
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impart to the true owner of the mineral estateagotif an adverse claim, does not
give rise to adverse title to rights in the undergyminerals. Here D’s engaged in
no subsurface activities sufficient to acquire espriptive title to the mineral
rights (their drilling began only shortly beforédation commenced) and D’s
surface activities were not adverse to P’s enjoyroétheir interests. While
mineral estates in Cal. are types of easementsasegment cannot be lost
through adverse use unless there is interfereridet aé right to enter upon the
tract and explore for oil and gas.

An actual, public, notorious and uninterrupted wogkof the minerals for the statutory

period is generally required. The mere executiatiyery, or recording of oil and gas
leases or mineral deeds will not constitute advpossession.

Effe ct of Divided Ownership on Oil and Gas O peratios
Common-Law Concurrent Interests

TYPES

tenancy in commarhave separate but undivided interest’s in th@eny,
the interest of each is discernable and may beay@d/by deed or will,
no survivorship rights between tenants

joint tenancyone estate which is taken jointly , have righsofvivorship,
are regarded as a single owner, joint tenants ashiginterest ceases at
death

tenancy by the entiretgan be created only in a husband and wife and by
which togetherthey holdtitleto the right of siworship so that upon
death of either , other takes whole to the exctusibdeceased heirs

The most common problem with concurrent ownershiphiether one or more ofthe
owners have the right to develop minerals, or sséefor their development without the
consent ofthe other owners. The following case s&t the majority rule:

Prairie Oil and Gas Co. v. Allen

Facts Goodland, the 90% tenant in common of the minietatest, leased its
interest to an oil company. Allen, who owned thieentl 0%, sued the purchaser
of production (Prairie) andthe lessee (Skellye 8anted payment but they
were deducting 10% of costs and were operatindasaso she was not getting
any money. She then claimed that since she digbmothe lease (give her
permission), it was void asto her and thereforellgkvas a trespasser.

Holding A tenant in common, without the permission of tigenant, hasthe
right to develop and operate the common propertyiland gas. Tenants in
common may make reasonable use of the land, tirgtakminerals isthe
reasonable use of a mineral estate. Moreoverdatenant owning a small
interest inthe land hadto give his consent hédcatbitrarily destroy the value
of the land (since other adjacent landowners wiksup the oil). The proper
method of accounting her share is one-tenth the piafits (subtract
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development and operational expenses from valtieeo§ross production).
Where there is a lossthe other cotenants arespired to pay a share of the
expenses.

Each has lessee hasthe rightto possessiontésfare become cotenants with
other owners or their lessees (the lessors retpassibility of reverter)

Waste : permanent harmto real property, committed bytenor life or for years, not
justified as a reasonable exercise of ownershipeajmyment by the possessory tenant
and resulting in a reduction in value of the inseraf the reversioner or remainderman.

Prairie Oil also raisesthe issue of waste. Thérawcof waste prevents a holder
of a present interest from substantially reduchngalue of the land to the
detriment of future interests or other presentradts (for example by cutting
down all of the timber). However, co-tenants cad wg all of the oil because of
the fugitive nature of oil and gas.

Note: puiting up new oil wells is considered wastel therefore life tenants are
not entitled to drill new wellsee discussion below

The lease in the following case contained a dgHielay rental cause which release the
lessee from any obligation to drill provided he g#ye rental fee. T here are two types:

The “unless” clauseautomatically terminates the lease unless aisell
commenced or delay rentals are paid prior to the sjgecified

The “or” clause lessee must either commence drilloxgpay rental®or surrender
the lease prior tothe due date

The following case addresses whether the lessesr anseparate lease from another
cotenant is atenant in common prior to entry

Earp v. Mid-Continent Petroleum Corp.

FactsP (owner of 2/33) entered into a lease with Wagnhke lease was set to
expire Nov 25 unless Wagner drilled or paid rentédgner paid rental and
extended lease to“26, in the meantime Mid, theeleof 31/33, commenced
drilling a successful well. P now argues that téeesé had expired in Nov '26
because Wagner failedto drill or pay rentals. Weagrgues that the drilling of
Mid was in effect drilling by Wagner since they weam-tenants and therefore
the lease was extended.

Holding: Wagner and Mid were co-tenants: the lessee ofement under an oil
and gas lease becomes a cotenant with the cotesfdmislessor upon execution
and delivery ofthe lease, regardless of whetharhers the premise or drills.
The court reasonedthatthe right of possessienasigh to establish co-tenancy.
However, in order to claim the act of drilling ais bwn there must be something
morethan a mere passive acquiescence in thendrillf another lessee under a
separate lease. Here, however the contract wasvdoaih@mbiguous so the court
relied on the contemporary construction of theiparand held that the parties
treated the drilling by Mid as compliance with tleems of the lease.
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Note: When there is a non-consenting co-tenans leatitled to an accounting for his
share of the profits minus production costs. Howethe well never reaches pay-out he
will get nothing. But ifthe non-consenting co-tahgor any lessee obliged to pay
royalies) is obligated to pay royalties he wout/b to pay the royalties regardless of
whether the well achieves payout, plus there iedoction for production costs.

In the case above, if the well is producing but iatseached payout. Mid will owe
nothingto Wagner but Wagner must still accourEamp for his royalties

In Anderson v. Dyco Petroleum Commome of the working interest owners were
selling gas to Panhandle. The others working istaveners, who were not party
tothe purchase agreement, were not receiving esgepds and brought a
conversion action against the purchaser. The ¢tmidthat there isno tort action
for conversion in favor of one owner against a paser who buys from one or
more other owners of the same well. Each coteramitlhe right to develop the
property and market production. The disgruntled ensrshould have brought an
action for an accounting ofthe proceeds. (It wdaddh conversion if there was a
revocation of the power to sell and the purchaseeived notice of the
revocation but continued to buy).

There are two ways for a non-consenting cotenargdeive his share of the production:

1. Cash Balancing—the cotenant receives his podiohe proceeds

2. Balancing-in-kind—the cotenant may produce natseeon his own until
he “catches up”. (An agreement should addressamedy if the well
dries up before balancing is achieved.)

Partition : the dividing of lands held by joint tenants analts in common. If concurrent
owners cannot accomplish termination of a cotentttaough voluntary agreement the
equitable action of partition is necessary

Partition in kind physical partition of the property (this is theferred division
as it is considered fairer)

Partition by saleproperty is sold and proceeds divided accordintdpe parties
respective interests

Note: In order to have a partition the estates rbastf equal dignity (i.e.two fee
simples, but not if one is a fee simple owner d&redather a LE, because the partition
would affect future interests)

In Schnitt v. McKellerone of the parties sought a partition of the mahe
interests. The court heldthat minerals, as pathefeal estate, if held in
cotenancy, may be the subject of partition. Ea¢braant has the absolute and
unconditional right to partition. The only exceptics a limited defense to
prevent fraud or oppression, but this defense beigtlead and proved.
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Successiwe Interests

The most common successive interests are thdge tédnants and remaindermen

At common law, neither a life tenant nor a remarnsen can develop oil and gas or
grant a valid oil and gas lease without permissioine other because neither possesses

the full rightstothe property

The lifetenant has right to present use, but moleserve the estate for the remainderman
(doctrine of waste)

The remainderman lacks the right to present ugearhagrantee will require

In Welborn v. TidewaterSmith owned a LE and Garrett owned the remainder
interest. Smith, as guardian for Garret, leasedeBarinterest to Welborn for ten
years. Smith and Garret then entered into anodaselwith Tidewater. Welbom
demanded that tidewater release the lease asstitewad a cloud on its own
lease. The court statesthat it is well settled ahr@mainderman may not make an
oil and gas lease to permit immediate exploratinth @oduction without the
consent ofthe life tenant. Likewise, a life tenambnot drill new oil or gas wells,
or lease the land to others for that purpdie.tenant and the remainderman
may lease the land by a joint leaseHere, only Garret consentedto the
Welburn lease, so the most Welburn acquired waméingent right to go upon
the land after the death of the life tenant, if teath occurred prior tothe
expiration ofthe lease (which expired so Welbuas hothing)

If a life tenancy inthe mineral interest is crebby instrument, the life tenant can be
specifically given the rightto grant an oil and dease.

Note: Ifthere is no specific agreement betweerptirties, the default arrangement is that
the royalties are put in atrust for the futuresiestand the L tenant is entitled to the
interest on the royalties.

In RLM Petroleum Corp v. Emmericthe Mosiers sold their property tothe
Emmerich’s but reserved a 25 yearterm mineratd@gtewhich specifically gave
them the right to execute mineral leases. They@rda lease that extended past
the term and the term expired. T he lessee soudbtlaratory judgementthat the
lease continued. As a general rule, the ownertefra for years cannot create an
interest in landto endure beyond theterm. Howevgrantor of a temm mineral
interest who reserves a future interest may agreexpress language in the
conveyance to allow the future interest to be stitigean oil and gas lease
granted by the tetm mineral interest holder (graa)téuring the term of the
mineral interest(the caveat hasto be inthe original instrumedére, there is

no indication that the Emmerichs agreedto be stubjeany leases entered by
the term mineral interest holder. A party assertirlignitation upon an estate
conveyedhasthe burden of proving such limitatidhus, the lease expired
when the term for years expired.

As stated before, putting up new oil wells is codased waste andtherefore life tenants
are not entitled to drill new wells or enter intevnleases (unless there is a joint
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agreement with remaindermen, or instrument spedifigive such right to life tenant, or
open mine doctrine applies)

Rule: Life tenant is not entitled to deplete the corplghe estate (royalties are part of
the corpus of a mineral estate)

Open mine doctrine where there is an open mine on the propertyehartt is entitled to
work the mine or to the lease payments. Generatine is heldto be open when an oil
and gas lease exists atthe creation of the lif@rtey. This doctrine creates an exception
totherule that the Life tenant cannot depleteddmpus, it allows him to collect the
royalies or lease payments.

In Moore v. VinegT X), an oil and gas lease was in effect at thmeetihe life
tenancy was created but expired shortly theredftee. life tenant then entered
into another oil and gas lease. Some of the reneameh challenged this. The
court held held that ‘open mine' doctrine was ppliaable beyond lease in
existence attime life estate vested in husbansuaat to joint will under which
husband received life estate in wife's separategty at her death, thus,
husband had no authority to execute lease for mlirdevelopment following
wife's death and expiration of mineral lease exedduring wife's lifetime and
husband had no authority to enjoy proceeds fromsank lease.

Rule (T X) open mine doctrine is limited to theterntlog lease in existence
when the life tenancy was created, the life temaat not grant additional oil and
gas leases on the property or extend existingdease

IMPO RTANT CLAUSES

Habendum and Delay Rental Clauses

Habendum clausehe clause in the oil and gas lease that defiogslongthe interest
granted will extend. Modem leases contajprimary term (a fixed number of years
during which the lessee has no obligation to dgv#&i@ premises) andsacondary term
(for so longthereatfter as oil and gas is produoede development takes place)

Delay rental clausea payment from the lessee to the lessor to miitia lease from
periodto period during the primary term w/o dnitii

The following case involvesra-term le ase which is a lease that could be extended
indefinitely by payment of delay rentals. Many deuefused to enforcethese leases:

In Federal Oil Co. V. Western Oil Cahe landowner had entered into a no-term
lease with Federal. The landowner refused to ad¢heptielay rental and entered
into another lease. Federal brought suitto qiilettb the lease. The court
decided that the lease was unenforceable for tlegesons:

1. Consideration lessee paid only nominal consideration of $1 wasl
not bound by any enforceable covenant or promiks. the promise
was illusionary asthere was a promise to drill seeond well but
not the first.

16



2. At-will lease Federal had the right to cancelthe contract and
therefore so did the lessor. At-will contracts geaerally
unenforceable

3. A contract must beautually bindingand conclusive on both parties

Note: The primary reason for noterm disuse is tihey are not acceptable in the
marketplace, both mineral owners and lessees demanelcertainty than no-term lease
provide.

Primary Term

Delay Rentals- The Unless Lease

The “unless” clauseautomatically terminates the lease unless aiselbmmenced or
delay rentals are paid prior to the date specified

In Phillips Petroleum Co. v. Curiishe lease was an unless lease. The delay
rental clause required lessee to pay rental byt#44©Dc Due to an employee error
(thought the lease was “held” by production) thiageental was not paid on
time. The lessee argued that they were entitlegbtdtable remedies — be
relieved fromthe termination. The court holds tiha failure to pay delay rentals
by the specified date is not a forfeiture, but nyeagermination of the lease in
accordance with the agreement of the parties. Elgeitprinciples with respectto
relief from forfeitures have no application. Thade is automatically terminated.
The only time the lessee might be entitled to edpli relief is when an
independent agency (Post Office, Bank) not undestipervision or control of
the lessee made the mistake.

The lessor of an“unless” lease receives a feelgidgierminable which
terminates withou regard to equitable considenatio

NOTE: In this case the court applied a canon oftoction (a written instrument should
be construed against the drafter) even where nagaitybin the contract exists.

Small errors can be fatal — if lessee tenders $#&nvhe was required to tender $50,the
unless lease terminates.

Well Commencement Clause

The typical lease excuses payment of delay reritalsvell is “commenced’ on the land
before the anniversary date.

In Hall v. JFW, Inc, the lease provided that “if no well is commencadhe land
the lease shallterminate” and “if lessee shall mamce to drill a well within the
term of the lease he shall have the right to gritompletion.” Prior tothe
expiration date, the lessee signed a written contdh a driller and argued that
this was sufficient to constitute commencement. ddwat looks to the parties’
intent as evidenced by the instrument as a whalecancludes that the lease
required the lessee to actually commence to defibie the expiration of lease.
The court notedthat if the lease had requiredttiatessee “commence drilling
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operations” something less than actual drilling rhaysufficient to satisfy a
commencement clause. T he lessee should be reqoidmimonstrate what
amountsto an irrevocable commitment to conductaijmms — such as an
enforceable contract with a third party to drill.

Note: In the above case the court refused to appglnon of construction unlessthe
written instrument contains an ambiguity. The tal@fines an ambiguity as a “genuine
uncertainty.”

The following case concerns a modification of timéeas provision:

In Kincaid v. Gulf Oil Corpthe parties entered into an unless lease but iedlud

a provision that the lease would not terminate affdre lessee had not begun
production or paid a delay rental if the lesseemagde a bona fide attempt to
pay or deposit rentalto a Lessor.” The lesseedeaitled not to pay the delay
rental because drilling operations had already theddowever, the day before
the end of the primary term, the lessee was ndtihat the drilling had ceased.
In the rush to deliver payment by that afternobe, lessee mistakenly made the
check payable to the wrong lessor. The court thedtthe lease had not
terminated because the lessee had méade afide attemptto make payment.

Notice that this equitable consideration is incatresit with a fee simple
determinable estate which automatically terminatiesn a condition is broken.
Eventhough individuals cannot create new estatésnid (we are stuck with the
onesthat our law recognizes) the court allowegtirties inthis case to
contractually agree to a slightly different estthien a true fee simple
determinable. Or did the parties inthe casequesste a new limitation?

Notwithstanding legal theory, there are cases istjusisdictions that invoke equitable
principles to maintain leases with “unless” clausbgre there has been afailure to pay
delay rentals properly:

In Humble Oil & Refining Co. v. Harriso@tto, the lessor of athree-fourths
interest, conveyed one half of the possibility@ferter to Harrison. Harrison
delivered a copy ofthe deedtothe lessee. Da@tambiguity in the lease (the
lessee thought that Harrison was entitled to orifesh®tto’s interest rather than
one-half ofthe entire estate) the lessee delivieradficient payment to

Harrison. Harrison did not notify the lessee & thsufficiency until after the
lease hadterminated. When Harrison claimed tteatdase was terminated and
refused additional payment from the lessee, them&ebrought suitto quiet titleto
the mineral estate. The coagtoppe dHarrison from claimingthat the lease had
terminated because (1) Harrison had delivered angamus document and (2)
Harrison failed to notify the lessee of his mistak@erpretation. Thus, while a
lessor does not generally have a duty to notifyiéissee of insufficient payment,
such a duty may arise when the insufficiency caatbeast partially attributedto
the lessor.

Most leases containratice of assignment clause avoid disputes over the effect of an
assignment upon delay rental payments (otherwsda$see might be obliged to review
public property records each year to determine gttould be paid delay rentals)
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In Gulf Refining Co. v. Shatfottie lease providedthat the lessee must be
notified in writing, including certified copies alfll recorded instrument, of any
change in ownership before it will be obligatedsémd royalty paymentsto the
new lessor. The lessor assigned a portion of bssipility of reverter to a third
party, Shatford, who notified the lessee in atdttan he now owned a portion of
the royalty interest. The lessee requested Staittdosend copies of the recorded
instruments. Shatford did not respond for abauoath a half. Asthe rental
payment date approached, the lessee sent payntéré fyalties but did not
include payment to Shatford. The next day, thedeseceived the recorded
instruments from Shatford. The court held thattfsivd was bound under the
lease to sendthe certified copies ofthe recoilgduments before being entitled
to royalty payment. The court further held that téissee is not required to wait
until the last minute before payment is due forlgssors to provide proof of
their ownership (here Gulf made payment ten dajaréd was due and then
received proof of the assignment after they maledpayments but before the
payment due date)

In Atlantic Refining Co. v. Shell Oil Cthe lease contained a similar provision as
in theShatfordcase. In this case the lessor conveyed a onéberiést in the
mineralsto Shell subject to the lessee’s leadedidnot convey the royalty
interest. Thus, Shell was not entitled to royaltielowever, after noticing that
half the lessor's interest had been conveyed tdl, $he lessee paidto Shell half
of the royalties. The court heldthatthe lessas bound by the lease and could
not make payment to any party without receipt e &ppropriate recorded
instruments. Thus, the lease terminated becaogeppayment was not made to
the proper lessor.

Note: Lessees should stick to their leases! Astse above illustrates, If the lease
contains notice of assignment provisions, the Eggaores their terms at its peril.

In Brannon v. Gulf States Energy Cotpe lessee missed the delay rental
payment date, but the lessor cashed the lesséesdament. The court
admitted parol evidence not to show the alterediingeof the written lease, but
to showthat the lease had been revived. The beldithat the lease was
revived by the lessor’s cashing ofthe late redhaick.

Here, the court ignoredthe rule we looked at eani Mecomwhere atrespasser
was per se bad faith if he drills after knowedd@ehe initiation of litigation over
the mineral rights. Here the court heldthat ssée was not atrespasser as a
matter of law, but remanded the issue as a faquestion.

Delay Rentals— The “Or” Lease

The “or” clause lessee must either commence drillorgpay rental®or surrenderthe
lease prior to the due date

Difference between “or” and “Unless”: In an "orake, the lesse®venants to do some
altemative act, usually to drill a well or to pay periodic reréalo maintain the lease
during its primary term. Simply put, the lessee tidsll or pay". Conversely, the lessee
in an "unless" leasdoes not covenanto drill a well or pay rentals. However, if the
lessee does neither within thetime intervals figeciherein, the lease automatically
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expires by its own terms. In typical form, "if' rveell is drilled, the lease terminates
"unless" rentals are paid

Warner v. Haught

FactsThe lessee agreedto pay an annual delay remizdviance until a well is
drilled. Lessee’s failed to make the delay rentginpent ontime. T hey then tried
to pay but lessors refused to accept and sougétlardtory judgement declaring
that lessees abandonedthe lease by not payingrted on time. The state had a
statute which voided the lease if after demangyment, the lessee failed to
make payment for sixty days. Lessors argue thastdteie doesnot apply as it is
an unless lease which terminates automatically.

Holding An "unless" type lease places no obligation upenlessee. However,
in the instant leases the terms clearly providettielessee covenants and agrees
to pay rental. Moreover, with the unless type @fusk the lessee does not need
the protection of a surrender clause in order tags liability for failure to drill.
Here, the subject leases contain a surrender cfauseitting the lessee to
voluntarily surrenderthe leases, which indicahes t is an “or” lease. The court
holds that an oil and gas lease binding the lessddll a well on the leased
premises within a certain period, or, in lieu thdrenake periodical payments of
delay rental, and containing no clause of speualdtion which would effect an
automatic termination of the lease for failurelodtiessee to perform one of the
specified obligations, is not terminable due topeyment of the rental without
the lessor's compliance with the notice and denpaodisions under the statute.
However, leases subject to automatic terminatioriditure to pay delay rentals
(i.e. “unless” leases) are unaffected by theseitsligt provisions.

Failure to pay delay rentals under an“or” leasegrise to a breach of contract
claim but does not act as a limitation on the estanveyed. However,the
breach may result in a forfeiture of the estatere;lequitable considerations are
relevant. Thus, a delay rental clause in an “east creates a fee simple on
condition subsequent.

Dry Hole Clause

A dry hole clause prevents implication of conderorebr abandonment of a lease from
the drilling of an unproductive well on the leagedmises. The clause affirmsthe
lessee’s right to maintain the lease for the redeirof the primary term by paying delay
rentals. (before such clauses, lessors successfiglyed that drilling operations resulting
in a dry hole constituted an irrevocable electibthe drilling option of the delay rental
clause.)

In Superior Oil Co. v. Stanolind Qtlhe parties disputed over the construction to
be given to the dry hole clause in an “unless”’dedse delay rental anniversary
date was 3 MAR. The dry hole was completed on 3.REBthe following 28

JAN, the lessee (Richfield) made a rental paymanthe period of 3 FEB '46 to

3 FEB '47, and interpreted the clause as requipiagment 12 months fromthe
completion of the dry hole. The lessee then asditine lease, and the next lessee
interpreted the dry hole clause asrequiring payragthe lease anniversary date
(3 MAR). The court concluded that the dry hole slawas ambiguous and
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thereforethe court must lookto the constructlmn parties of the lease gave to
the provision. Here, the original lessor and less@estrued the provisionsto date
from 3 Feb. Not having paid the delay rentals leydate they were due under the
'dry hole' provisions of the lease, as construeRiohfield and the lessors, the
determinable feetitle held by Superior, et alpendtically came to an end.

Note: While real property interests normally canbetabandoned, a T exas court has held
that a leasehold on a mineral interest is abandoned production and drilling ceases
after drilling a dry hole.

Extension of the Lease beyond the Primary Tem
Drilling O perations
Production and Discovery

Except in a few states, actual production (marlgtis required to extend an oil and gas
lease to the secondary term. (unless some otheisjo dictates otherwise)

In Baldwin v. Blue Stem Oil Corgghe primary term of the oil and gas lease was
for three years. However, the lease would end afie year if no well was
completedunlessthe lessee paid delay rentals. The leaskl e&tend beyond
the primary term “as long thereafter as oil or gasis produced.” No well had
been completed and no well was commenced until T D& (just before the end
of the primary term). The lessees argued that oot of excuses (inadequate
rainfall, flooding, blizzard, could not get coamployees were sick) given by
them, the leases should not be forfeited by reasbalure to completethe well.
The court statesthat this is not an action foremth of contract where excuses
for ts nonperformance might be pleaded. It is eioa to cancel leases that by
their own terms had expired on account of the ksseonperformance of the
condiions. Actual production (i.e. marketing/salissrequired to extend an oil
and gas lease to the secondary term.

The requirement of actual marketing is derived fiben lessee’s implied duty to
market.

If no sale thenthe lease terminates

Minority view: (OK, WVA) an oil and gas lease willot terminate if oil and gas is
discovered prior to the end of the primary termtualproduction is not necessary but
discovery requires completion and capability ofguetion

In McVicker the lessee of an“unless” lease completed a ghdut had not
marketed or sold any gas from the well. The lessgued that the lessee had
abandonedthe lease andthat the lease had expiiegiown terms. The lessors
claim thatthere is an implied duty to market tileaad gas. The lessees claimed
that “producing” does not include “marketing” T heutt applies common
notions of reasonableness and holds that wherxtieatef performance is not
fixed, the law implies that such act shall be perfed diligently. Here, the
lessees had a reasonable time after completidreoiell to start marketing its
product (C affirmstrial court ruling that lessaeade reasonable efforts to
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marketthe gas.) The court also holds that theafuleasonableness here applied
is not 'unlimited in the face of diligent efforficdithat such a lease may be
cancelled regardless of the intensity ofthe Iéssféorts, where thereis no
reasonable probability that same will be successiuit appears that others, with
less effort, would succeed where they have fatle (imitation is not as clear as
to when the lease ends or terminates).

Courts will look at each case and see whetherdessercised reasonable and
diligent efforts and whether such efforts haveaso@able probability of being

successful.

In Sum, the case above saysthat you don't hareatriet but have to exercise
diligence, but you can’t hold onto a lease foremer marketing.

Lessor Interference

In Greer v. Carter Oil Co the lessor deeded her premisesto Greer butadid
record it. She then leased the premises to Cartéhifee years. Two years prior
tothe expiration of the lease, the deed was rexbatid Greer brought suit to
declare the lease invalid. During suit, Carter edayperations as they did not
want to be held liable for damages as a bad faddpiasser. The lease was
considered valid by the trial court and Carter gigen a reasonable time to
perform theterms of the lease as it had expiredhduhe course of the Itigation.
The court holds that where it was within grantpesier to prevent fraud being
perpetrated on others by recording their deeds)eas® to oil company was
recorded more thantwo years before grantees' adegdsplaced of record, and
during all that time grantees had noticethat twer®an outstanding title created
by their grantor, and they did not bring suit uirtiufficient time was left to have
litigation terminated priorto expiration of thel and gas lease, they were
"estopped" to claimthat the term had expired,amédxtension ofthe time of the
lease was proper.

Kramer notes that the facts that give rise to sopgel should take place before
the lease expires. In other words, estoppel camaised to retroactively

validate an already-lapsed lease. Here the flaatgave rise tothe estoppel was
the failure to record.

Note: Normally if one deeds the property away drethtmakes a lease, they have nothing
totransfer so lease would be invalid. Here, howeQarter was a Bona fide purchaser
for value under the state’s recording statute, tisowhy lease was still valid.

Production in Paying Quantities

A literal construction of “production” in the habdum clause of an oil and gas lease
would mean that small amounts of production wouffice to extendthe lease
indefinitely. With a few exceptions, however, tleaids that have considered the issue
have concluded that production must be “in payisangities to the lessor.” The reason is
that if you don't have production in paying quaietst (though able to) you are holdingthe
lease for speculative purposes (hope price willigpand the lease is executed for
productive purposes.
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As the following two cases illustrate, courts use tests to determine whether the lease
terminated due to cessation of production:

(1) Mathematical testa well is profitable if operating revenues areajerthen operating
costs. If the well is profitable then there is adermination. Ifthe well is operating
at alossthen you go to the second test: (driliog s are not included as operating
costs asthe lessee should be allowed to recompuels of his original investment as
possible). Operating and marketing costs are deddcom revenue.

(2) Reasonable Prudent Operator T(&8 O): whether or not under all the relevant
circumstances a reasonably prudent operator wiithe purpose of making a
profit andnot merely for speculation, continueperate a well in the manner in
which the well in question was operated

In Clifton v. KoontAT X)the lessor seeks the cancellation of angas, and
mineral lease on the theory that after the expinabif its ten-year primary term,
the lease terminated due to cessation of producTioa lessors specifically
allege that for a period of time, the total expensiethe operation exceeded the
income, and thus there was a loss. The court dtetiethe standard by which
paying quantities is determined is whether or madeu all the relevant
circumstances a reasonably prudent operator winithe purpose of making a
profit and not merely for speculation, continueperate a well in the manner in
which the well in question was operated. In deterng paying guantiies, in
accordance with the above standard, the trial cragessarily must take into
consideration all matters which would influencesasonable and prudent
operator. Some of thfactors are: The depletion of the reservoir and the piace
which the lessee is able to sell his produce, étaive profitableness of other
wells in the area, the operating and marketingscofthe lease, his net profit, the
lease provisions, a reasonable period of time utd@ecircumstances, and
whether or not the lessee is holding the leaselynferespeculative purposes.
(Depreciation of drilling equipment is not consigdibecause the original
investment is not considered. But royalty payméntfe lessor are included as
costs.) Drilling costs are not included.

Note: The lease instrument involved in this suityides by itstermsthat it shall continue
in effect after commencement of production, ‘aglthrereafter as oil, gas, or other
mineral is produced from said land." While the éedses not expressly use theterm
'paying quantities', it is well settled that thens produced' and 'produced in paying
guantities' mean substantially the same thing

In Stewart v. Amerad@OK), the court applied a two-part test (as difit@h) to
determine if the lease terminated. A lease mayabeadled if (1) the well was

not producing in paying quantities and (2) theeeraw compelling equitable
considerations to justify continued production frme unprofitable well
operations. Here, if equipment depreciation isudetl as a production cost, then
well operations would have been unprofitable. Tonartcconcludes that
depreciation of lifting equipment must be considesa expense in determining
paying quantities. The court reasonsthat prodngeteted equipment has a
value that is being reduced through its continyeeration.

In OK, an unless is considered a fee simple onigondn condition subsequent
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As a generalrule a well is profitable if operatirgenues are greater then operating costs
(states are split over what to include as operatirsgs, but drilling costs are not
included)

Note: While many states have attempted to deal tvi¢tharsh consequences ofthe fee
simple determinable rule by overruling it by tregtit as a fee simply on condition
subsequent, as was done in Oklahoma, or by modifyia interpretation ofthe
habendum clause to only require discovery plusoealdle attempts at marketing, T exas
employs thaemporary cessation of productiorule. The TCOP doctrine was developed
to deal with the practical effects of applying tfactrine to an enterprise where
continuous production is not physically or econaaiycpossible.

Rule uponpermanentcessation of production afterthe primary termmieral lease
automatically terminates

In Cobb v. Natural Gas Pipeline Co of Amer{@aX), the lessor argued that
during either of three different periods there wasessation of production that
automatically terminated the lease. The court agile test that the TCOP
doctrine can only be triggered by "sudden stoppdigiee well or some
mechanical breakdown . . . or the like." In additithe court required the lessee
to remedy the problem within a "reasonable timeic& the lease was silent the
court statedthat a TCOP clause is necessarilyigdm the lease. In TCOP
cases, once the lessor shows a period of non-pioduthe lessee hasthe
burden of producing evidencethat the cessatigraduction was only
temporary. Here the lessee presented expert tegjithat sought to explain the
lack of production in the three periods as beingsed by a lack of sufficient
pressure in the pipeline from the well tothe nyaEpeline system. Since the
lessor offered no evidence in rebuttal, the coonnf that it satisfiedthe lessee's
burden of producing evidence. (eventhough suctleende was not a classic
mechanical breakdown)

Savings Clausegclauses that savethe lease from expiration)
Continuous Operations Clause

In the absence of a continuous operations clauseg inust be actual production within
the primary period of the lease, and w/o such petialn, the lease will expire by its own
terms.

In Sword v. Rainghe lessee commenced a well during the primarng snd
completed two weeks later (after primary term egibut this was allowed

under well completion clause). 8 months later fgaheproducing. Lessor argued
that the lease had expired. T he lease containedt&naous drilling provision
which provided that the lease shall continue ag lsi0perations are prosecuted.
The court holds that a continuous operations claxsends the lease for so long
as the lessee-operator exercises due diligencguippEng the well and getting in
into production, which includes marketingthe ddete, lessee acted within a
reasonable time and exercised due diligence (heuabered adverse weather and
chaotic and uncertain market conditions but siédid to findthe best deal).
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Courts will look at each case and consider thditgtaf the circumstances (time
is but one factor) Plus, you don’t have to acdeptfirst offer.

Continuous operations clauses sometimes provideealimit to avoid some of the
problems in Sword.

In Sunac Pertoleum Corp. v Park@&arkes granted lease to Sunac that allowed
lessee to pool other tracts of landto extend l@asehe secondary term for gas
purposesonly. The lease also provided that ie cha dry hole or production
should cease, lease would not terminagalditional drilling or reworking
operationscommenced within 60 days. If no production betrthwaddrilling

and reworkingoperations at the end of primary term, lease woaidain in force
so long as no cessation in operation for more B8adays. Lessee drilled on the
pooled land but well only produced oil. 13 daygtd essee drilled on originally
leased tract and produced oil (68 days after pyirrem ended). T he issue was
whether the original lease continued. The court bedt lease terminated. The
drilling and completion of the pooled land oil wafterthe primary term did not
end in production of gas so asto prolongthe leasker the 30-day provision
(30-day provision was a well completion clause eathan a continuous
operations clause, so only a completed gas welldextendthe lease) andthere
was no cessation of production or dry hole to atbi¥he 60-day sentence. (if the
well on the pooled land was a dry well it would kaaxtended the lease for 60
days).

Effect of express savings provisions ontemporassation of production doctrine: (if
there is an express savings provision the T CORrideawill not apply)

In Samano v. Sun Oil Cahe habendum clause provided that the lease

(1) shall remain in force for a term of ten yeamf this date, called primary
term,

(2) and as long THEREAFTER as oil, gas or othamaral is produced from
said land,

(3) oras long THEREAFTER as Lessee shall condrlting or re-working
operations thereon with no cessation of more Hiaty consecutive days
until production results, so long as any such nainisrproduced.

The lessor argued that lease had expired; becduseg the secondary term,
there was neither production nor any drilling omoeking operations for a
continuous period of seventy-three days. The leasgéed that the 60-day
limitation only appliedto operations in progresgha end of the primary term
(andtherefore TCOP doctrine, with its more vadaadard of “reasonable time”
should apply). The court held that second "theegafteferred not only to
extension of primary term but to both of prior emaents about duration of the
lease. Hence when production stopped, during tbenskary period, the lessee
had an express sixty daysto drill or rework thd.W&hen it failedto do so,the
lease by its expressterms automatically terminated
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Shut-in Gas Royalty Clause
The shut-in clause typically only appliesto gasdoiction.

The effect of the shut-in royalty clause isto pgdevfor a substitute for production under
the habendum clause.

A shut-in royalty clause provides for constructeduction, typically in the form of
shut-in royalty payments.

In Gard v. Kaise{OK), the lease was in its secondary term and faoayear
periodno gas was sold and no shut-in royalty paysweere made. Lessor
argued that the failure to pay the shut-in roytiyninated the lease. Lessee
argued that the lease remained in effect as lomtebsee diligently sought a
market for the gas. In OK production does not idelmarketing, so as long as
lessee is diligently pursuing a market the leasgicaes. Failure to pay a shut-in
royalty will only terminatethe lease if the leadearly indicates that was the
parties intention. (remember OK is a discoveryspigtion). Thus, the shut-in
royalty provision did not operate as a limitationtbe estate. Therefore, a shut-
in royalty clause is virtually meaningless in acdisery jurisdiction.

The shut-in royalty clause will not even give ttigea claim for breach of contract
unless the lease contains promissory language as ‘iar” lease.

In Texas, adelay in several months in tenderiegstiut-in royalty automatically
terminated the lease, is like a delay rental cl&useman v. Magnolia Petroleum Co.
(Remember TX is discovery plus marketing/salesgliction)

Theshut-in royalty clause’s major purpose isto stisstipayment of the shut-in royalty
for actual production when there is no market

In Tucker v. Hugoton Energy CorgKA) the wells involved encountered
mechanical problems and production from the wedlssed. Lessee elected not to
repair and produce those wells because of thedughof maintenance. The
wells remained off production for more than threass and the lessee tendered
"shut-in" royaly payments, which were acceptedh®ylessors. Lessee was
under a gas contract but the purchaser was bugasgdas. Lessors argued that
leases had automatically terminated because tlseHelds had failed to produce
gas in commercial quantities. The court statesgeatrally, under the habendum
clause of an oil and gas lease, oil or gas mugtrdeuced in "paying" or
commercial quantities in order to perpetuate agldmyond its primary term.
Paying quantities is synonymous with commerciahgis. The "shut-in"

royalty clause appliesto circumstances where 'Thoapable of producing a
profit is drilled but for thetime being no markestists." To obtain the maximum
profit from its use of gas, the lessee chose nptoauce gas from the wells that
required constant maintenance. Because, inthé eashetime of shut-in there
was a limited market available to defendants-lesgmethe gas producible from
the six wells at issue, the shut-in royalty claussgld not be invokedto
perpetuate the leases. Thus, the trial court émré&ddingthe shut-in royalty
clauses were properly invoked.
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Leasehold Savings Clauses in Discovery Jurisdicgon
Pack v. Santa Fe Minerals

Eacts Mineral right owners/lessors brought suit agagiband gas lessees to
quiet title, assertingthat leases terminated byr thwn terms when wells failed
to produce for 60-day period and lessees neitranmoenced drilling operations
nor paid shu-in royalty payments. Each of thedsa®ntained similar
provisions including a habendum clause, a shutaiose, and a 60-day cessation
of production clause. T he lessees chose to oveupeatdhe wells during the
winter months when the demand for gas is highettla@grice for gas increases.
Because the Oklahoma Corporation Commission impasedal allowable
limitations asto how much gas may be produced ttmrwells, the lessees
curtailedthe marketing of gas from the wells dgrihe summer months when
prices were lower so as not to exceedthe annigatatble limits. The issue was
whether a lease, held by a gas well which is capabproducing in paying
guantities but is shut-in for a period in excessixtfy (60) days but less than one
year due to a marketing decision made by the perdwxpires of its own terms
under the "cessation of production” clause unlbss-& royalty payments are
made.

Holding: (1) the lease in the case at bar cannot termuraler theterms of the
habendum clause because the parties stipulatethehatibject wells were at all
times capable of producing in paying quantitiesT({2e cessation of production
clause only requires the well be capable of prodygas in paying quantities. A
gas lease does not terminate under the cessatfmodiction clause for failure
to market gas from the subject wells for a sixt§)(8ay period. (3) the failure to
pay shut-in royalties in and of itself does notrapeto cause a termination of the
lease. Rather, it isthe failure to comply with timplied covenant to market
which results in lease cancellation. (4)the lesse¢he cases at bar may
voluntarily cease removal and marketing of gas ftemsubject wells for a
reasonable time where there are equitable consmesavhich justify a
temporary cessation. Here the lease did not tetrmipecause the lessee’s
decision to not market the gas was reasonable.

THE RO YALTY CLAUSE
The royalty clause isthe main provision in anamitl gas lease for compensation for the lessor.

Except in Louisiana, the lessors royalty interestar a lease is classified as an interest in real
property.

Lessor may have a right to take production in Kleglsor get physical control of his share and
lessee has duty to deliver — oil) or a right tdvare of the price for which the production is sold

(gas).

Note: The royalty is an interest in real propenyl & subject tad voleremproperty taxation
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Market Value

In the following case the issue was whether markkie was the contract price or the
current market value:

In Henry v. Ballard & Cordell Corpthe lessors soughtto recover outstanding
royalty payments allegedly due under several gasele Defendants have paid
royalies based upon the price received from agrééte purchaser pursuant to a
longterm sales contract executed in 1961. In essdassees maintain that the
1961 contract price is equal to the market valudhefgas under the royalty
provisions of the gas leases. Lessors asserndyaties are to be calculated on
the basis of the current market value of the gaslue greatly in excess of the
1961 contract price. T he court determines thaldéhse is ambiguous and states
that ambiguity in royalty provisions such as thaséssue in this litigation cannot
be resolved without consideration ofthe necessealities of the oil and gas
industry. The court holds that considering theuwrmstances which surrounded
the parties at the time of contracting, the knowtigation of the lessee to market
discovered gas reserves, and the accepted, urlipeastice of marketing such
reserves under long-term gas sales contracts, anadtue” in the context of
these leases could only meanthe "market valueeofjas when it was marketed
under the 20 year gas sales contract.

Tara Rule fhinority rule): Market value is equivalent to the price assigmetdhe sales
contract, at least as long as that contract wadeptuand entered into in good faith. The
underlying rationale of this rule isthat it is airfto require the lessee to pay increasing
royalties out of a constant stream of revenueslsth perceives the relationship between
the lessor andthe lessee as a cooperative verBoth assume the risks of price
fluctuations.)

Themajority of jurisdictions construe any ambiguity in the adiy provisions against the
lesseeVela Rule(TX)market value refers to market value at the tif@roduction and
delivery rather than when the applicable salesraohis made. T he rule is based on the
notion that a gas sales contract is only execuwatif the gas is delivered.

Two ways to calculate royalty amount:

1. Amount realized (or proceedspyalty is based on actual sale price (costs
incurred after production are deducted)

2. Market valueroyaly is based on market value — what a willbuger pays a
willing seller

The following case deals with a number of issuesi fallows the Vela Rule):
Piney Woods Counrty Life School v. Shell Oil Co
FactsThe case concemsthe interpretation of a cemgialty clause inthe lease.
Since 1961, the gas in the lease had been commiittedle under longterm
contracts at pre-OPEC prices (actions of OPEC dagse pricesto rise and

many lessorsto litigate their royalty provisionshe royalty clauses prescribed
different formulas for the calculation of royaltidspending on whetherthe sale
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is “at the well” or“off the premises.” T he royalgn gas “sold at the well” is
based on the amount realized from sale, while ansgld “ off the premises” the
royalty is based on “market value at the welléssee arguesThe gas sale
contracts providedthat titleto the gas passéisariield (even though buyer does
not take control of the gas until it is processad eedelivered) andtherefore it is
sold at the wellsLesssor arguesthat the place where title formally passes is not
necessarily the place where gas is sold for thpgsars of the royalty provisions.

Holdings

“at the well: gas in its natural state, describes not onhatimn but quality as
well. Market value at the well means market valefte processing and
transportation, and gas is sold at the well ifphiee paid is consideration for the
gas as produced but not for processing and tratrasjoor.

Here, the gas sold by Shell was not “sold at th#"wee Shell processed it into
Sweet gas before detemining the sale price, gé&®ld at the well" only if its
value has not been increased before sale by traesjom or processing. The
lessee and gas buyer, based on UCC, can contrgade title at the well.
However, where title passes between lessee anthgsacis not necessarily
binding on the lessor. Otherwise lessee can deteanwhere gas is sold — “off
premises” or “at the well” and hence unilaterallyetermine the price. The lessee
is obligated to consider the interest of the lessor

“market valuerefers to market value at the time of productiod delivery
ratherthan when the applicable sales contractaidemThe court reasons that the
Tara Rule is unfair to lessors as it deprives &ssdr of their expected market
value royalies and chance to renegotiate the |ghsethe

The court holds that the gas was not sold untikis produced. Therefore the
basis of the royalty should be market value awvibl

Market value has to be placed at a location — hésenarket value atthe well

Proof of market valuglnumber of ways, is a fact question and methogro®f
will vary case by case)

» actual salessales at the wellhead at the time of productiane(— occurs
when there are the same well —two owners andhbeg split stream
sales)

» comparable saleslook at other similar sales that occurred inahea

* net- back/working backom amount actually realized from downstream
sale to the wellhead value, deducting costs albegvay

Processing cost®n royaltiesto be calculated “at the well” fleesors may not
be charged processing costs, because the pricelofss is based on its value
before processing (but in orderto determine howhmassor gets have to
subtract the value of processing and transportasosour gas is not worth as
much as sweet gas). Under “amount realized” claysesessing expenses are
deducted from the amount realized from the salékefas
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NOTE: Strict application of the Vela rule coulduksn a lessee who must pay
the lessor more in royaliesthan he is receivingeun the sales contract. Some
scholars suggest that the lessee should neverdedfto pay royalies over the
contract price.

In Wood v. TXO Production Corf®K), the issue was whether a lessee is entitled
to deduct the cost of gas compression from th@tessyalty interest. The court
holds that a lessee must bearthe cost of compreséiere compression is
required in order to marketthe gas. The courtarathat the lessee’s duty to
market includes the cost of preparingthe gas fanket. (the only exception is

for transportation costs where the point of salaffishe leased premises). The
court here looked more tothe implied covenant tlodine lease to allocate the
compression costs.

Other states (Tx, La) make a distinction betweerdpection and postproduction costs and
require the lessor to bear its proportionate sbhfpost production” costs.

Overriding royalty a share of production, free from costs of proidutcarved out of the

lessee’s interest under an oil and gas lease. [Giragroyalty interests are frequently
used to compensate those who have helpedto steugtdrilling venture. An overriding

royalty interest terminates when the underlyingést@rminates.

In Garman v. ConocdGarman owned an overriding royalty interest fratrich

the lessee was deducting the cost of certain posiuption operations. Garman
argued that the post-production costs incurredtwert raw gas into a
marketable product should not be deducted. Lesgeesathat all post-
production costs incurred after the gas is sevieoed the ground should be
deducted. The court holds that the implied covetmntarket obligatesthe
lessee to incur those post-production costs negeassalace gas in a condition
acceptable for market. Overriding royaly intemshers are not obliged to share
in these costsupon obtaining a marketable product, any additiooadts

incurred to enhance the value of the marketablegasbe deductell The court
ignores the written instrument and looks solelfhi® implied covenant to
allocate the costs. Inthis case the gas had twipressed and injected into the
purchaser's pipeline. The court held that thegeeses are necessary to render
the gas “marketable.” However,there is a markeilable for low-pressure gas.
Thus, the court creates a fuzzy line between wk@ereses are incurred in
preparingthe gas for market and what expensesaduie added costs. The court
here sets a high standard for“marketable” gas.

But seeXAE Com. v. SMROK), which holdsthat implied covenant of
marketability does not extendto overriding royatiierest owners and hence
lessee can deduct post-production costs.

The following case statesthe Texas View on catéugy royatties:

In Heritage Resources, Inc. v. NationsBaNltionsBank, lessor, sued Heritage,
lessee, contendingthat Heritage deducted traramortcosts fromthe value of
NationsBank royalty in violation of the leases. Eéxase statedthat the royalty
should based on the market value atthe well aatdttere should be no
deductions for transportation from the value oste's royaly. The lessee
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(Heritage) argued that the clauses simply meanHleatage cannot deduct an
amount from the sale price that would make theltpymid less thanthe
required fraction of market value at the well. Gaagrees and holds that the
commonly accepted meaning of the “royalty” and “kefirvalue at the well”
terms renders the post-production clause in eadeleurplusage as a matter of
law. The court looked moreto the trade meaninignefwords “market value”
than to the meaningthey may have hadto thesepart

Royalty:the landowners share of production, free of expen$production, but
is subject to post-production costs

Market valuethe price a willing seller obtains from a willitoglyer
The obligation to pay royalty upon the receipt of &ke or pay or settlement monies

A gas contract take-or-pay clause obligates a @sehto pay for a percentage of the gas
that the producer can produce, whether or not tihehmser actually takes i.

When gas prices went down in the early eightiestdke-or-pay liabilities of pipeline
companies soared as consumers turned to the spétriar cheaper gas. Litigation
followed:

In Kilam Oil Co. v. Brunjthe lessee’s gas purchase contract with the psech
contained a “take or pay” provision obligating fhechaser either to take a
specified annual quantity of gas or pay for therggigaken. In one year no gas
was taken, lessee sued to enforce the “take of peyvision and collected $6.8
million. The lessor sued to get aroyalty sharehefsettlement proceedings. The
court statesthe lease entitled the lessor to tppalyments on gas actually
produced. InTexasthe term ‘production’ as usedrimil and gas lease means
the actual physical extraction of the mineral fribra soil. Heresince the gas
was not actually produced the lessor, as a matte f taw, is not entitted to
royalties on the settlement proceeds arising fromhe take-or-pay provisions

TranAmerican Natural Gas Co. v. Finkelstein (TX)

Factsthe lessee executed atake or pay agreement \giis purchaser (El

Paso). The purchaser did not take or pay, so Lesdddhe gas on the spot
market and sued El Paso for the difference (repiodialamages). El Paso settled
with lessee. Finkelstein, who owned an overridigalty interest, argued that
he was entitled to royalies from the settlemerd htdd already received royalties
from the sales on the spot market. Fink argudshthias entitledto such payment
(attempts to distinguish his case from Bruni) o Basis of the royalty clause (he
is entitled to net revenue interest) and product@as was actually produced and
sold so he should get best price like lessee gegsor argues that overriding
royalty interest owner is not entitledto shar@ioceeds from atake or pay
settlement.

Holding A royalty owner, absent specific language, isertitled to take or pay
settlement proceeds, whether or not the gas igedldrd parties on the spot

market. Take or pay is not a benefit which flowanfirthe marketing covenant of
a lease. The pay option under atake or pay cdnigaayment for the exclusive
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dedication of reserves for a fixed period of tifiake-or-pay payments represent

compensation for producing and storing the gasaftpywner does not shoulder
any burden for producing and storing and therefarenot share in the payment).

Moreover, the language of the lease istied to pect@n and makes no mention
of settlement proceeds.(Fink should have includsetdement royalty clause)

The above case involvedamout agreementwhich is similar to an
assignment: farmee agreesto drill and only ifindd gas/oil isthere an actual
assignment of a portion of the leasehold interest

Tx view (majority view): Looks at the language bftwritten instrument, which says
royalty is due on gas/oil that is produced. Unlgssis produced there is no royalty
payment,therefore take-or-pay settlement paynamtsot have to be shared with royalty
owners.

In the next case (which represents the minoritywysi¢ghe court looks beyond the words
of the royalty clause and assumesthat the legsdiygrovisions are ambiguous so that
the royalty clause must be given meaning by lookialgind the language of the lease to
its underlying intent orto implied covenants:

In Frey v. AmocpThe lease providedthat the royalty on gas weertain
fraction of "the amount realized at the well frootls sales.” Thkesseeargued
that the clear language of the lease requiredla™bafore the royalty obligation
was triggered, and that the take-or-pay proceeds payments for gas not
produced. Thkessormaintained that the take-or- pay payments wereqbahe
price or total revenues received by the lesseetimr for the purchase of gas
under the contract, and were also economic berfiefitgrg fromthe lease and
carrying a royatty obligation .

The court looks at the general intent of the palfiiecause parties did not
contemplate that the price of gas would fall arad gfroducers would receive
take-or-pay payments in settlement of suits) inceikagthe lease fortheir
mutual benefitThe court describes the lease as a “cooperativetuesi in
which economic benefits accrued from the land shdlle shared between the
lessors and lease inthe fractional division confglaited by the lease.

La view (minority view) Court looks at the underig motive: The lessee and lessor
enter into in a lease agreement fortheir mutuaklig therefore any benefits that “flow
from” the lease should go to both parties.

Remedies for Nonpayment

In general, courts will not terminate leases fan4p@yment of royalties. A lessor’s
remedy against alessee isto sue for the royalgyipterest.

In Cannon v. Cassidyhe lessee’s were required to pay quarterly tagsabut

did not pay royatties for eleven months (even thoggs was produced and sold).
The lessor argued that nonpayment was a breattedirplied covenant to
market and therefore sought to cancel the leasecbhbrt holds that lessee’s
failure to pay royalty as provided by the leasé mdlt give lessors sufficient
grounds to declare a forfeiture unless by the esgpirerms of that lease they are
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given that right and power. The court reasonedttiealessors had a remedy at
law (damages plus interest) that would fully comgata them.

Division and Transfer Orders

Division order provide a procedure for distributing the proceedsstatement executed
by all parties who claim an interest stipulatingihmroceeds of production are to be
distributed (purpose is protectthe distributosath funds against liability for improper
payment)

Transfer ordera direction and authorization to change the itlistion provided for in a
division order

In Exxon v. Middletorthree groups of lessors filed suits alleging fcdmcy in
the amount of royalties paid by the lessees. Theekewas paying amount
realized. Lessor argued that leases call for makiee for “gas sold or used off
the premises.” Exxon first argues that a sale éngdme field, but off the
premises, is a sale at the wells. The court digsgaad holds that “gas sold at the
wells” means within the lease, not within the fieM/hen was gas saldvhen it
was delivered, not when Exxon’s gas contracts beasffective How is market
value deteminedhe court rejected Exxon's “field price” methaas(it included
interstate gas which was not comparable to thastéte nature of the gas in
guestion) and held that market value is determifir@d sales comparable in
time, quality, quantity, and availabilty of markdthere was some evidence to
support upholding lessors determination of marledtie). Based on the language
of the lease, the lessors should have receivedenasiue. However, the lessors
or their successors executed division orders, whadtulated payments of
royalies onthe amount realized. The court hdids the division order modified
the gas royalty clause until revoked, Here, theyewet revoked until
commencement ofthe suit, so prior to commencetessbr are entitled to
amount realized, after commencement they are edtibl market value.

The general rule in Texas, isthat division andsfer orders bind underpaid royaly
owners until revoked. However, division and transirders do not convey royalty
interests; they do not rewrite or supplant leaseteeds. Division and transfer orders are
not supported by consideration, but are enforcetthenheory of promissory estoppel.

In Gavenda v. Strata Energy, Inthe Gavendas reserved a fiteen-year one-half
non-participating royalty interest. Strata hiredattorney to perform atitle
examination, and he erroneously informed StratettteaGavendas were
collectively entitledto a 1/16th royaly. The Ganas signed division and
transfer ordersthat reflected the error. On discing this error, the Gavendas
revokedthe division andtransfer orders. Theyeudhat the rule that division
orders are binding until revoked does not applywitinere is unjust enrichment.
The court holds that the division and transfer osdi not bind any of the
Gavendas. Because of its error, Strata underpaiGevenda family by 7/16 th
royaly, retaining part ofthe 7/16th royalty foself. It profited, unlikethe
operators in Exxon v. Middleton, at the royalty @nis expense. It retained for
itself part of the proceeds owed tothe royalty exsn Therefore, Strata is liable
tothe Gavendas for whatever portion of their rogalit retained, athough t is
not liable tothe Gavendas for any of their rowsiit paid out to various
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overriding or other royalty owners.

In Judice v. Mewboume QOil Cahe royalty owners claimed that Mewbourne
had improperly paid royalties on gas by deducting fproduction compression
costs from the proceeds from the sale of the dgaslelasesprovided that royalty
shall be based on “market value at the wallWO of the division orders stated
that settlement shall be based on“the gross pdstee the3™ division order
stated that “settlement shall be based on net pdscesalized at the well.” The
court holds that (1) in calculating royalty paymelae to owners, holder was
entitled to allocate to owners their proportionsihare of reasonable cost of post-
production compression, under leases which prouidaidroyalty was to be
determined based on "market value at the well'lldfas produced; (2) evidence
supported finding that ambiguous division ordensecmgtwo gas wells

provided for royalties to ownersto be based upacegeceived by holder from
purchasing pipeline, without deduction for compi@ssharges; and (3) division
order coveringhird gas well allowed holder, in calculating royalty pagnt, to
deduct post-production compression costs from mdseeceived for sale of gas,
despite handwritten deletions of language respgdéuuction of costs incurred
in compressing, treating, transporting, or dehyidpagias for delivery.

Force majeure clauseakes defined eventsthat cause a lessee to faiform specific
actions a substitute for production (historicallgls clauses only covered acts of God but
now the clause is utterly dependent uponthe terfrttee contract in which it appears)

In Sun Operating Limited Partnership v. Halie lease had a explicit cessation
of production clause that allowed 60 days for rdweg or drilling, it also
contained a force majure cluase which providedWéten drilling or other
operations are delayed or interrupted by ... faibirearriers to transport (among
otherthings) ... the time of such delay or interfaptshall not be counted
against Lessee, anything in this lease to the apntiotwithstanding.” Because
of major repairs made onthe pipeline by the puseharoduction ceased for
morethan 60 days. The lessor argued that the team#ated due to cessation of
production. Lessee claimed it was excused by trectomajure clause. Court
holds that the FM clause has the effect of extantie habendum clause. So
there were three options for lessee, he couldg)shut in royalies, (2) use FM
clause if applicable or (3) restart production befthe 60 day period ended. If
the FM clause applied lessee was not required teralaut-in payments.
However, the particular event causing the cessahiogt be outside the
reasonable control of the lessee based on languabe lease(here, lessee had
advance notice ofthe repairs and could have hexd thcrementally
implemented).

COVENANATS IMPLIED IN GAS AND OIL LEASES
A lease is a relation contract: the typical relasibcontract involves a situation in which an asset
(or something of value) is managed by the perfogwiarty, with the income (or return on

capital) of the passive party solely dependenthengerforming party’s action.

Relational promisees (lessors) are often victimizgdpportunistic behavior: when lessee actsto
manipulate the contract so asto maximize its \Wweatlthe expense of the lessor.
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The judicial implication of covenants into oil agds lease is a response tothe problem of lessees
acting opportunistically.

The implied covenant andthe prudent operator stahseek to eliminate lessee opportunism by
requiring the lessee to act for the common advantddpoth lessor and lessee.

The main implied covenants:

(1) to protect from drainage
(2) reasonable development and further exploration
(3) market

Underlying all implied covenants is tieasonable prudent operator standardwhich requires

the lessee to conduct itself as would a reasormablgent operator under the circumstances (For
example, to determine if lessee has breached thleeicovenant to protect from drainage by not
drilling an offset well, the inquiry is whether aasonable prudent operator would have done so —
similar to Tort law reasonable man standard).

ImpliedCowenant to Protect From Drainage (the O ffSetWell Cowenant)
Elements: (there must be)

(1) substantial drainage from the leased premisds a
(2) probability of profit

The duty (to protect from drainage) only arises itasonable prudent operator would
protect from such drainage by drilling a well anceasonably prudent operator would
have a reasonable expectation of producing gasying quantities .

Note: under the habendum clause “production inmguantities” mean production
sufficientto exceed lifting costs. Under the ingglicovenant, “production in paying
guantities” means in such quantities as would tiinseoperator a reasonable profit after
deducting all costs.

In Sundheim v. Reef Oil Carfhe lessee’s did nothing for a period of 4 years.
The lessors argue that duringthat period, 145k206els of oil was drained from
their leasehold andthat the lessee breached jitigeichcovenant to protect from
such drainage (saysthey should have drilled afissdls to capture the oil).
Lessee argued that they were entitled to writtéitea@r demand to drill as a
preconditionto the duty to drill. Court agrees, tolds that the notice
requirement is satisfied if the lessees had knaydddctual or constrictive) of
the drainage (if the lessor is seeking money das)a@dere there was some
evidence that lessee had knowledge, court remardadtual determination).
The court notesthatthe burden ison the lessdnoav the lessee knew ofthe
drainage. An operator is deemed to have consteigtiowledge when he is in
possession of all the relevant facts and circuntstsn

Note: RPO standard is not a separate cause ofhattis applied in conjunction with and
servesto define the otherimplied covenants.
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In Amoco Production Co. v. Alexand#re lessors argued that the lessee
breached its duty to protect the lease from dra&iiagincreasing production on
up-dip leases (where royalty was1/8) and decregsinduction on down-dip
lease (where royalty was 1/6) andthat they shbalce sought a permit to drill
an off-set well. The lessees argued that it hadbligation to protect from field-
wide drainage (only local drainage), it had obligato look after all of its
lessors (which included up-dip lessors), and then®t duty to seek admin relief

(obtaining permit). Court holds that the lesseedrmaebligation to protect against
both local and field wide drainage. Moreover, thesée’s status as a common
lessee does not affect its liability to Alexandémpco created its own conflicts
of interest). The lessee’s duty is do whateveraaaeably prudent operator
would do (which in this case included a duty toksegorable admin action).

Amoco was not a classic case of a common lesseri$ethere was an
intermediary between the leaseholds. Some colats po significance on
common-lessee status, while other courts will iaseeliability when a common
lessee causes the drainage.

In Amoco, the court refused to award exemplary dmador breach ofthe
implied covenant because the court characterizedhplied covenant as
implied-in-fact. The court would have been mokely to award punitive
damages if it had heldthat the implied covenantevimplied-in-law.

The RPO standard is less than that of a fiduciuymore than an obligationto act in
good faith.

In Finley v. Marathon lessors brought suit asserting breach of contragt
breach of fiduciary duty, arising from lessee's@dld failure to prevent drainage
of oil from lease property by failingto drill addinal well on property between
lessee's injection well and adjoining property kiany. The Finleys owned two
adjacent parcels of land entered into a "commuatitin" agreement with
Marathon, which consolidating the two leases ime.d hey now claimed that
the "communitization" agreement was the equivaiemt unitization agreement.
In Illionois, Unitization makes the owners of thghts in the unitized field joint
venturers, and joint venturers owe fiduciary dut@ene another. The court
holds that this is not a case of unitization. Tive teases were owned by the
same people and operated by the same producertidardhe communitization
agreement merely formalized the ownership and ¢ipgrarrangements. The
court reaffirms that that lllinois (like most judistions) has expressly declinedto
make the oil and gas lessee a fiduciary of thetessstead, the RPO standard
will apply. (court notesthat royalty owners andifferent to costs which could
be a source for much of the implied covenant liajg.

ImpliedCowenants of Reasonable Development and Riner Exploration

Upon securing production of oil and gas from ttes&hold, the lessee is bound thereatfter
to drill such additional wells to develop the pregs as a reasonable and prudent
operator, bearing in mind the interests of botkdesnd lessee, would drill under similar
circumstances.
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Elements: Lessor must prove

(1) Probability of profit additional development probably would have been
economically viable

(2) Imprudent operatothe lessee has acted imprudently in failing teedtep

In Davis v. Ross Prodcution GaOil and gas lessee (Ross) petitioned to remove
cloud on its leasehold and quiet title under lesasgto cancel top lessee's top
leases on drilling unit. Top lessee (Davis) courtegmed, seeking cancellation

of portion of lessee's lease on unit, and requesiied title in him through his

top leases for unit. Davis contends Ross Produttimha continuing duty to
develop the B-1 unit for the benefit of the royaltyners. Here, Ross held the B-
1 untt for eleven years w/o further production ettemugh there was evidence
that the proposed well would produce oil. Rosswotal to be waiting for the

price of oilto increase. The court statesthatléissee hasthe duty to develop the
entire leasehold and must do so with reasonabedite. The oil and gas lease
is not executed for speculative purposes, but fesgnt benefits or for benefits to
be obtained within a reasonable time. Despite¢latively stable oil prices over
the years, Ross Production did not become intatéstiirther developingthe B-
1 unit until it discovered Davis had filed his tgases. The court holds that
Ross’s action were actions not those of a prudeatator who exercised
reasonable diligence in exploring and developiregdhtire leasehold.

Note: Normally, production from one well will hotte entire leasehold as it is
indivisible.

In Gulf Production Co. v. Kishthe leases stipulated the number of wells to be
drilled following a successful well (12 onthe fiteact and four on the other,
Gulf drilled 15 and 6). Kishi argued that Gulf &dlto develop with reasonable
diligence by not drilling more wells. The court tslthat the implied covenant
arises only out of necessity and in the absene@ axpress stipulation to the
development of the leased premises. Since thedgaseided for development,
no implied covenant arose.

Note: If lessee does not want to develop a pomidine lease, he can always surrender
that portion of the lease and relive himself of thiy to develop that portion.

The courts have recognizedthree separate renfedibseach of the covenant of
reasonable development:

» Cancellationcancel the lease, save for a small area surrognbe existing
producing wells

» Conditional decree of cancellatidme lease is cancelled unless a specified
number of wells are drilled within a fixed periofitone

+ DamagesT he normal, or logical, measure of damages udeeelopment
covenant is interest on royalties (since oil isspreably still in the ground
and can be recovered). However, most courts giyaties as damages (but
then royalty owner hasto give a set-off if oilaser produced)
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There has been considerable debate whetherthetagnizes an implied covenant for
further exploration separate fromthe covenanrdasonable developmerGi{lette
recognizes one&undoes not)

When the lessor complains of an alleged breacheirhplied covenant for further
exploration, the lessor argues that the lesseadiasxplored undeveloped patrts of the
land or formations under the land, rather thantihetlease has failed to develop known
deposits. Some cases have recognized a separéiedicpyenant to explore:

In Gillette v. Pepper Tank Cahe lessee’s efforts, over 20 or so years, sbatbi
of one marginally producing well, one plugged watd an unsuccessful water-
flood operation. (some portions ofthe lease wereered by a unitization
agreement) The lessors argued that lessee bredehadplied covenants. The
trial court granted conditional cancellation anseéessee 60 days to file a plan
of development. Lessee appealed and argued thatwas not sufficient
evidence (since breach of the implied covenanta$onable development
requires a finding that additional development widhé profitable). The court
draws a distinction between the covenant to devatmpcovenant to explore and
notedthatthe covenant to explore only requiresde to show unreasonableness
by the lessee in not exploring furthBactors to considemeriod of timethat is
lapsed since last well was drilled, size of traal aumber and location of
existing wells; favorable geological inferencesitatle of lessee toward further
testing of land; and feasibility of further explargy drilling as well as
willingness of another operator to drill. Trial etsifinding of breach of implied
covenant in oil and gas lease to further explore supported by evidence,
including evidence that a well was drilled and admred in 1972, that a water-
flood project was abandoned, that there was aatelib failure to clear title, and
that third parties had some interest in drilling developing lease.

Note: Unitization relieves the lessee of the obliga of the implied covenant for
reasonable development for each tract separately.

In Sun Exploration and Production Co. v. Jack$bX),the lessors argued that
Sun breached its duties to develop and explorerhiee lease. Specifically they
complainedthat only the Oyster Bay field had beewveloped by Sun and that
Sun had neglectedto explore and develop the fésedease. The jury found
that Sun had not failed to reasonably develop #tksbn lease, but that Sun had
failed to reasonably explore the portions of tleséethat were outside the Oyster
Bayou Field. Court say that the jury’s finding tiSain did not failto develop the
lease is dispositive of the case. The law of T @lces not impose a separate
implied duty upon a lessee to further explore tresséhold premises; the law
recognizesonly an implied obligation to reasonatdyelop the leasehold. The
covenant of reasonable development encompassesiliingy of all additional
wells after production on the lease is achievestdditional wells" includes both
additional wells in an already producing format@mstratum, or additional wells
in "that strata different fromthat from which pumtlion is being obtained." The
critical question was whetherthe lessor could praveasonable expectation of
profit to lessor and lessee.
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Other ImpliedCowenants

Implied covenant to market

The implied covenant to market imposes upon thekeshe duty to use due diligence to
market oil and gas produced within a reasonable &imd at a reasonable price

In Robbins v. Chevro(KS), the lessee extended its gas contract withthe
purchaser. Prices went down and a dispute devebgtegen lessee/purchaser
and the lessee shut-in the well for two years. [Ebsors argued that lessee
(Chevron) breached its implied obligation to matketir gas by extendingthe
gas purchase contract through 1990 and by theolasiles during the shut-in
period. The trial court granted summary judgemenidssors and cancelled the
lease.

Holding There is an implied obligation to market oil ages under a lease
agreement. In determining whether Chevron acteduagntly (in entering into
the 1978 amendments, in refusingto renegotiatétwer prices in 1984-85, in
shutting in the wells in 1985, in seeking atemaeatinarkets thereafter, and inthe
other complained-of acts,) Chevron's conduct meigudiged upon what an
experienced operator of reasonable prudence wad done under the facts
existing atthe time. The wisdom of hindsight canpb® utilized in making such
determinations. The individuals claiming imprudemawe the burden of proving
same. Here, the claimthat Chevron acted imprugestiotly contested, and
such claim, by itsvery nature, must be supporiedxpert testimony.

Court also noted that as a general ridefeiture of oil and gas leases for breach
of implied covenant is disfavored. Forfeiture dfaid gas leases should only be
granted where prevailing party's damages canndetamined with reasonable
certainty.

Note: The standard set out in the above case istbimg less than RP O (which would
allow trier of factto use hindsight) and is closea business judgement rule. That is, the
lessee will not be punished for “bad” marketingisiens as long as he exercised
business judgment.

Most favored nations clausprovides for adjustment ofthe contract price apif any
other producer in the area receive a higher pdcgds of similar quantity and quality

In McDowell v. PG & E Resource@d.A) the well produced “wet gas” which was
combined w “dry gas” andthen sold. The dry gasaan so the purchaser
would not take it, sothe lessee shut-in the wedl ied to find another buyer.
Eventually lessee built another pipeline and camtthproduction. The lessor
brought suit and claimedthat the lease expireildywn terms (as production
ceased for 90 days). The court held that the |diaseot expire on its own terms.
In a shut-in situation production continues cordively (although lessee must
still diligently seek a market). Moreover, the dostiates that the breach of
implied covenant to market must be shown to betauntb&l The most that can
be required of lessee is an effort to market threevgehin a reasonable time.
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In HECI v. Neel(T X), the adjacent lessee illegally overproducexbamon
reservoir. This resulted in a permanent loss ofiwdl damaged the reservoir.
HECI (the lessee) sued the other lessee and rembdamages. The lessor was
not involved inthe suit. The lessor found out éars later) and claimed that the
lessee should have told them so they could sueeMpecifically, the lessor
alleged that the lessee breached its implied coxépnarotect against drainage,
which includes an obligation ofthe lessee to uséehalf ofthe lessor. The
court disagrees and holds that there is no dugie notice of lessee’s intent to
sue. The lessor has an obligationto protect his ioterests. The court stresses
that a covenant will not be implied unless theyjastdfied on the grounds of
legal necessity. (“it must be necessary to infehsaicovenant in order to
effectuate the full purpose of the contract”)

Remedies for Breach of Express Drilling Agreements

Canon of construction: if lease is ambiguous offlaaimg it should be construed against the
drafter

In Joyce v. Wyanthe provisions ofthe lease obligatedthe letsekill initial

well within sixty days andthree subsequent weithiw sixty day intervals
following completion of each preceding well but pided that term of lease
should be sixty days from date and as long theseat oil, gas or other minerals
were produced in paying quantities. The lessee drilled one well. The lessor
sought to recover damages. Lessee said additiaksl would not be profitable
and claimsthatthe lease expired once they didriibtadditional wells and so
they owe no damages. The court agrees and holddhthkease, when considered
in its entirety, did not indicate an intention toldithe lessee liable for damages
upon failure to drill. Court determinedthat thiasaan “unless” lease. (Under an
"or lease", which obligates lessee eitherto drillell or pay rental, lessee is
obliged either to drill or pay; but under an "urslésase", which merely provides
for termination in absence of stipulated perfornegrine is not obligated to do
either.)

In Fisher v. Tomlinson Oil CpTomlinson, assignee, agreedto drillthe leases
before a certain date. He did not commence dribmghat date. Fisher, assignor,
sued for damages and was awarded the cost ohdriliisher claimsthat cost of
drilling was an improper measure of damages. T lug apates that damages for
breach of a contract to drill oil well are measubgdhe same standards as are
damages for breach of other contracts; the measuwamages is that which
arises naturally from the breach itself. (In som&ances this might entailthe
value of lost royalty interest) Here, the best enick available to measure
damages was the stipulated cost of drilling amell.

The damages really should have been based on lile ofaFisher's estate that
was lost due to Tomlinson’s failure to drill. Senthis is difficult to measure, the
courttakesthe easy way out and awards the cafsillidig a well.

TITLEAND CONVEYANCING PROBLEMS ARISING FROM TRANSF ERS BY FEE
OWNERS AND LESSORS

The owner of land may sever minerals from the sarfaterest and create a mineral estate.
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An interest can be conveyed by either grant (irstegees to someone other than grantor) or by
reservation (interest goesto grantor)

The owner of the mineral estate has the same rggld privileges as the surface owner had, the
rights are the right to sell, the right to leased the right to explore and develop.

The rightto lease is called the executive right.

A usual oil and gas lease creates a number ofesti®r
Bonus cash or royalty bonus
Rentals:consideration paid for the privilege of delayirrdlichg operations
Royalty a share of the product orthe proceeds
Reversionary interest$ he reversion held by a lessor after executinuatess” lease is
a possibility of reverter. The insertion of a getantal clause creates a possibility of
reverter in an“unless” lease and aright of eimrgn “or” lease.

Benefits of covenants

Often partiesto an oil and gas conveyance pragthe executive right be lodged in the hands
of one person. So they may create a non-execuitieeeist.

The following interests are commonly created bydéamners in sales or trades:

Mineral Interestcreated by deed or reservation. Owner has saghtsras landowner
before severance, Rights include:

right to develop

right to lease

right to receive bonus payments
right to receive delay rentals
right to receive royalty payments

RrOdDPE

Royalty interestowner has right to receive a certain part ofdii@nd gas. No rightsto
develop or lease

Non-execuive mineral intere€Created by grant or by reservation in a deed sftécific

language that governsthe sharing of bonus, rentdloyaly and excluding one party
from participation in the execution of lease. Owhas rights as spelled out in the

creating instrument, has no rightto develop orcete lease.

In Altman v. Blakgthe issue was whether a mineral interest convieyadleed
by Jr to Sris a 1/16 royalty interest or a 1/lieriest in the mineral fee. If it is a
mineral interest would get 1/16 of the 1/8 royaifyt, a royalty interest Sr would
get ¥ of the 1/8 royalty interest. The dispute abscause deed conveyingthe
interest to Sr (grantee) did not convey the righparticipate in any rental or
lease (right 2 and4). So Sr’s heirs argue thatlimiting language conveyed a
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royaly interest. The court holds that the deedregedto Sr a 1/16 interest in
the mineral fee (so he gets 1/16 of the 1/8 royaltlie court follows the rule that
a mineral interest shorn of the executive right @redright to receive delay
rentals remains an interest in the mineral Tée developmental right is the key
right to identifying a mineral estate.

Interpretation of the word “Minerals”

Most conveyances containthe language “oil, gasatimer minerals”. There has been
considerable litigation over what “minerals” is

The traditional approach isto look for the spexiftent of the parties by objective tests

Prior to '83 T exas employed the Surface destrudtiésh when production of a substance
requires destruction of the surface, the subst&@wtet a mineral because the original
parties would not have intended that the minetar@st owner be given the right to
destroy the beneficial use of the property by tiréage owner. The purpose of the test is
to prevent mineral owner from the destroying tiréesie estate. T he problem with this
test isthat it is uncertain: ownership of mineialmagically transferred if a new method
of extraction does not destroy the surface.

In “84 the court gave uptryingto makethe surfdestruction test work and adopted
another rule: Ordinary and Natural Meaning Test

In Moser v. US Stedhe issue was whether uranium is included insamation
or conveyance of“oil, gas, and other minerals.eTourt abandonsthe surface
destruction test and holds that uranium isa mireesa matter of law. The court
reasonsthat severance of minerals includes all substances witttie ordinary
and natural meaning of that word, whether or notefr presence or value is
known. The court also holds that a mineral owner hasight to take minerals
even if removal causes destruction of the surfaderag as the surface
destruction is not negligent. However, if the sabste was not specifically
mentioned in the grant or reservation,the minevaler must compensate the
surface owner for any surface destruction.

Court sets out two exceptionsto newtest (ordirsagy natural meaning test):

(1) substance that the court had previously helitoon-minerals
(water, limestone, caliche, surface shale, sandyemkl, near
surface lignite, iron, and coal, and building stpame still property
of the surface owner

(2) new rule only applies prospectively to deedoexed after June 8,
1983

The rationale behindthe ordinary and natural nregtest is that you should be able to
look at the title and determine who owns what.

Note: Moser really only affects Uranium, since ithe only other valuable minerals are
coal, lignite, iron and uranium and they still edto surface owners.
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The court above referstothe“accommodation dogtrivhere a severed mineral
interest owner or lessee asserts rights to udeeofurface that will substantially impair
existing surface uses, the mineral owner or lessest accommodate the surface uses if
he hasreasonable altermatives available.

In Noffsinger v. Browrthe landowners conveyedthe coals rights, theg th
conveyedthe surface rights with the following reation “the coal and mineral
rights are reserved, they having been conveyedfoyreer deed.” Landowners
heir argues that the oil and gas rights were nesveyed and are therefore his.
Court agrees and says there is no ambiguity; the Wainerals” includes oil and
gas.

In US Steel v. Hogehe issue was whether the surface owner or takcaaner
owned the"coal bed” gas. (the court notes that loedgas is always present in
coal). The court statesthat gas is a mineral ahahigs to the owner in fee. That
is, a general rule, subterranean gas is owned lewdr has titleto the property
in which the gas is resting. Here, when such gasdsent in coal it belongs to
the coal owner so long as it remains within higerty. The landowner has title
tothe property surroundingthe coal, and owns stfithe coalbed gas as
migrates into the surrounding property. T he cauattes that although the deed
conveying the coal reserved all gas rights, tighty unlikely that the grantor
intended to reservedthe right to extract a vakseleaste product (since at the
time of the deed coalbed gas was considered vah)ele

Note: the above case represents the minority viéw, majority view is that if there is
gas, it does not mater where it is, the gas is dvayeahe owner of the gas estate.
However, the gas owner would not be able to gmohdestroy the coal estate, the court
would have to balancethe interests.

Easements

The rightto the minerals carries with it the rightenter and extract them, and all other
such incidentsthereto as are necessary to b&arsgetting and enjoyingthem. This
common law right was created "because a grantservation of minerals would be
wholly worthless if the grantee or reserver couttl enter upon the land in order to
explore for and extract the minerals granted oerresl.” Athough the mineral estate is
the dominant estate, the rights implied in favothe mineral estate are to be exercised
with due regard forthe rights ofthe surface owner

In Tx, the mineral lessee possesses the domintaateesd the lessor, or surface owner,
hasthe servient estate. As such the lessor cammesaisonably interfere with lessees
rightful use. However, the lessee’s use of the laudt also comply with the
accommodation doctrine

where a severed mineral interest owner or lessasatagights to use of the
surface that will substantially impair existingfaure uses, the mineral owner or
lessee must accommodate the surface uses if reasmable aternatives
available
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Under the doctrine there must be (1) an existimtase use, (2) the proposed use must
substantially interfere with the existing surfase,uand (3)the lessee must have
reasonable aternatives available.

However, ifthere is but one means of surface ysettich to produce minerals, mineral
owner hasright to pursue that use, regardlesgrtdce damage.

The followingtwo cases concem the scope on thdiéu easement.

In Sun Oil Co. v. WhitakdT X), the lease said “Lessee shall have free use of
water from said land.” The lessee wanted to usewter for a secondary water
recovery project. As such operations would deple¢eground water reserves
which were used for irrigation, the surface owroarghit to enjoin Sun. Surface
owner argued that it was not reasonably necessaiSun to use the water
because water could be purchased from a nearhyatheemoderate cost. Sun
argued that the water-flood project was a reasenaidl proper operation for the
production of oil andthat it had the implied rigbtuse such part of the surface
as may be necessary to effectuate the purposhe ¢téase.. The court agrees and
statesthat Sun has the implied right to free dis® onuch of the water in
guestion as may be reasonably necessary to prodeads! from its oil wells.

The court holds that atemates available to tissde, in order to be reasonable,
must be available on the leased premises.

Scope of easemerds long as lessee is not negligent and useakeckto O/G
productionthe scope is almost unlimited

Note: Gates put up by surface owner are not anasoreable interference

The next case somewhat narrows the scope of thieethgmsement (at least in relation to
Sun Oil case)

In Tarrant County v. Haupthe county constructed a reservoir and condemned
all the surface estates. However, the mineralestsere not condemned. P’'s
brought suit and argued that since surface drilliag the only reasonable
manner of production, there was an inverse condeamand they are entitled to
damages (since underwater surface wells were inateal because the reservoir
was used for drinking water). The county arguedtiacourt must first consider
the accommodation doctrine before it can detenttiaean inverse
condemnation occurred. (that is, P’s must showtthey had no reasonable
alternate drilling methods available). The courtdsahat the "Accommodation”
doctrine applies and must be considered in det@ngiwhether inverse
condemnation of mineral estate has occurred wheargmental entity that owns
surface estate restricts use of surface by mioewaér and lessee. The court
remands the case for a determination of whetheasonable afternative drilling
method exists that protects the reservoir (e.gctdonal drilling).

Implied covenants extend to geophysical surveys.
Mother Hubbard Clause: a lease clause to protect the lessee againssémro

description of property by providing that the leasger all the land owned by the lessor
inthe area
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Such clauses were especially necessary in T exses &samany deficiencies
existed in many early surveys.

Grants and Reservations of Fractional Interests

A mineral acre isthe full mineral interest undeeacre of land. Sometimes conveyances
are made by reference to “mineral acres” or “rgyatres.” This can create problems of
interpretation. The following case refersto “rayadcres” which are generally defined as
the full lease royalty (whatever percentage maggeified in present or future leases)
under one acre of land.

The court below holdsthat a royalty acre is tHelfi8 royalty on each acre of land.

In Dudley v. FridgeP owned %2 mineral estate in 100 acres of larsdléPto D a
“one-tenth royalty interest” which atthe time bétsale would have constituted
1/10 of 1/8 or five royalty acres. The old leaspieed and P executed a new
lease that gave P a ¥ royalty interest. D nowlsay &re entitledto 1/10 of ¥%. P
argues that they only sold (or intended to seli foyalty acres and therefore D
is only entitledto 1/10 of 1/8. Plaintiffs' conttihat the phrase "andto be
subject to any and all further leases at Grantqt®n " means that plaintiffs
could choose whether or notto extend the benefissmore favorable leaseto
defendants. P’s also argued that subsequent refssém deed to "the said
royalies' and "the royalty rights herein conveyeeferredto existing lease and
permanently fixed the royalty at 1/10 of 1/8. Codigagrees and holds that (1)
Language in mineral royalty interest deed thatnthireeral interest conveyed was
"to be subject to any and all further leases antérss option” meant that grantor
could choose whether to execute leases in theduhat that grantor could
choose whether to extend benefits of more favoralalse to grantee and (2)
subsequent references in deedto "the said rogakied "the royalty rights
herein conveyed" referredto existing lease arfdtire leases. Thus, the
instrument conveyed a “1/10 royalty interest” wiraatbr not it continues to equal
5 royalty acres.

The following case deals with over-conveyance—aatiens in which the total of the
fractions reserved and conveyed is greater thafol 00

In Body v. McDonaldEdwards conveyedthe property to McDonald, résgrv
an undivided ¥ mineral interest. McDonald then @yed the property, by
warranty deed, to Body reserving an undivided Ysanghinterest. Body now
claims that he owns % interest, Edwards owns ¥Midonald owns nothing.
The court agrees and holds that the McDonalds siopged from claiming that
the grantees (Body) have lessthan % s of the mdinights in the land. A
warrantor oftitle may not question the validitytbétitle warranted, nor may he
assert an outstanding hostile title. (court citefip case)

Note: The court placed no significance on Bodysiakknowledge of Edward's
outstanding interest. Most courts have not disigtged those cases where the
grantee had actual or constructive knowledge obtlistanding title. However,
see theGilbertsoncase below.
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Duhig Rule where full effect cannot be given both tothengea interest andto a
reserved interest, the courts will give priorityth@ granted interest (ratherthan tothe
reserved interest) until the granted interest lly fatisfied. InDuhig, the court applied
the doctrines of estoppel by deed and after-acdjtirie.

There are three classes of deeds:

1. warranty deed promise that you own the interest you are tremisfg

2. quit claim deed no warranties; grantor says if | own its yodinsdt then
you get nothing

3. limited warranty deed has some warranties

In a warranty deed you are presumed to be trarrsfdire whole interest, so if your
reserve Yathen you warrant %, if you reserve 3/8warrant 5/8.

Duhig says that if you describe an interest asckaare” (i.e. 100% of the estate) and
reserve %,then you purportto transfer ¥. Soeifé¢hare other reservations (in addition to
your ¥2 and %2 you warrant) the Duhig rule applies.

The rule is significant in O/G conveyancing becanfde element of certainty that it
brings to titles

There are two ways to avoid Duhig problems:

(1) describe the granted estate as less than 1'00%éréby grant ¥z of
Blackacre”)

(2) reserve all previous reservations plus younsr(she case above if
McDonald would have reserved a ¥ interest he woalck received a %
interest and Body would have got a ¥z interesthéreby grant Blackacre
subject to 1/2 reservation”)

The following case rejects the Duhig rule wherentga had notice of the outstanding
interests:

In Gibertson v. Charlsosthe state owned a 5% interest and three sibhgsed
the remaining 95%. Two of the siblings (D’s) congdyheir interest inthe
surface to the third sibling (P) but expressly resd 50% ofthe mineral estate. P
argued that D’s impliedly warranted a conveyancg&d® of the minerals and so
P owns 81 2/3 % (31 2/3 % plus the 50%). The cstates that the party
claiming estoppel must have no knowledge of the &tate of the title. Here, the
grantee (P) had actual notice of her own intemedtcanstructive notice of the
states interest (is a matter of public record)c&ithe grantee knew or ought to
have known of the outstanding interests, she wasmsbed by the improper
warranty.

In Black v. Shell Oil Cgthe deed statedthat it conveys an “ undividesHoalf
interest”out ofthe interest owned by grantors. Grantors claim thivveyed ¥z of
grantors Y¥%; a¥ mineral interest. Court disagreessays that the granting clause
is unambiguous and conveys a Y2 mineral interg#teidand. The“ou of”
language merely refers to the source of paymernh®iconveyed interest.
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Therefore, grantor conveyed a %2 mineral interesettpaid” out of her ¥
interest, which leaves grantor with nothing.

The grantor should have just used “of’ insteadoaftof” (i.e. we grant ¥z of %)
Does Duhig apply to leases?

In McMahon v. Christmanrthe lessor owned a 1/6 mineral interest and gdaat
lease, which contained a proportionate reductiansd, that provided for a 1/8
landowners royalty and an overriding royatlty of2.¢3 the O/G produced
“without reduction.” The lessee contended thatlélssor was barred by the
Duhig rule from enforcing the overriding royalty itlwout reduction” since the
lessor had warranted full title but had possessdyl V6. The court declinesto
extend Duhigto oil and gas leases. Leases comngpaiy the whole mineral
interest, which isthen reduced by the proportiemeeducation clause.
Moreover, the court reasonedthat OG lease arapdby the lessee (unlike
deeds which are prepared by grantor) so estopgesl ot really apply. Here, the
parties only intended the covenant of warrantyxtered only tothe 11/d6
interest inthe mineral title, which passedtodessunder the lease.

Note: Granting clauses in leases almost alwaygitesthe interest as “Blackacre” rather
than afractional share.

Proportionate reduction clausée effect of the clause is to permit the lessereduce
benefits to the extent that the lessor owns less the full mineral interest described

In Gresham v. Turnethe lessor (who owned 1/80) executed a lease that
provided for a 1/8 royalty. The proportionate redut clause was deleted. The
lessors argue that they are entitled to a roydlty®the total production (1/8 of
8/8). Lessees claimthey are only entitled to alyyof 1/8 of 1/80. Court agrees
and holds that the royalty can only be reserveabtiiat which was granted; out
of the 1/80, lessor reserved a 1/8 royalty. Thetcsiates that it does not think it

is reasonable that one would make a business dgszdiag to give up 10/80 in
exchange for 1/80 of the oil. It is impossible éserve 10/80 out of 1/80.

Note: you can reserve up to the amount you owrn(ill case the grantor owned 9/40
and reserved a 1/8 (5/40ths) royalty and the ptipaate reduction clause was crossed
out. Court said parties are free to contract fghbr royalties)

Characteristics of Mineral and Royalty Intere sts

The following case addresses how to determine wngglty vs. mineral interests are
transferred

In Thornhill v. Systems Fuels, Inibe deed purportedto convey 20 mineral acres
but reservedthe right to lease rentals or bontdesissue was whether it was a
mineral conveyance or a nonparticipating royaltyeTourt outlines a number of
principles: (1) particular words in a mineral tréansshould not control, but the
entire instrument should be examined, (2) the dghtdelay rental and bonuses
can be separated without changing the characteeahstrument from a mineral
estate to aroyalty interest only, (3) under ordirales of construction, all that
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was not unequivocally and specifically reserved e@sveyed by the granting
clause. The court heldthat this is a mineral deedinot a royalty conveyance.

NOTE: The court considered the “surrounding cirstances” ofthe transaction in
ascertaining the intent of the parties inthe entinstrument. There is a scholarly debate
on whether such evidence is parol evidence aneftbreronly admissible if the written
instrument is ambiguous. Some argue that it ipaodl evidence because the
“surrounding circumstances” only include those ésetcurring before the instrument is
executed.

In French v. Chevron U.S.A., Inihie Grantor conveyed an undivided interest in
the mineral estateto the Grantee. However, tied tiather stated that “[1]t is
understood and agreed that this conveyance isadtyapterest only” and
expressly reserved in the grantorthe rights taydedntals and bonuses and the
executive right. The court heldthat the deed eyad a mineral estate stripping
it of all rights except the rightsto royaltiean& the deed did convey a mineral
interest, the Grantee had a right to a fractiohates of the minerals (for which he
may receive royalties) rather than a fractionatslofithe royatties.

NOTE: This illustrates the T exas approach. Thetcowill tend to find that a mineral
interest is conveyed if attributes of mineral ovsidp are reserved under thetheory that
reserving these attributes from a royalty intewestid be redundant (since the attributes
of mineral ownership do not attachto a royaltyeiast).

EXECUTIVE/NON EXECUTIVE OWNERS

The executive right isthe power to lease minef@lequently, the executive right is
severed from the other incidents of ownership.

A frequent dispute isthe duty owed by the exeeutdvthe non-executive.

In Gardnerv. Boagni, Whithall Oil Co. v. Eckdadur children who had each
received an undivided one-fourth interest in a mahestate entered into a
partition agreement whereby they agreedthat daitthweould receive the
exclusive right to lease the land partitioned tenihbut that any royalties
received from any leases on any of the four panseldd be shared among all
four children. However, any bonus payments wetdmbe shared. One of the
children executed an oil and gas lease on his pnppeserving a 1/8 royalty
interest. Then the lessee executed an overridipalty assignment in which he
transferred a stated percentage of the 7/8 wotikiregest back to the lessor. The
lessor argued that the overriding royalty interesss executed in lieu of a bonus
payment andtherefore does not have to be shatedhe other children. The
other children argued that the royalty interesttasshared whether or not it is
paid in lieu of a bonus. The court heldthat thierading royalty interest should
be treated as a bonus in applying the parttioeergent. Thus, the other
children were not entitled to share in the ovengdioyalty. The court rejected
any fiduciary duty or agency relationship betweaniaeral owner and an owner
of aroyalty interest.

NOTE: As aresult of this case the Louisiana Mih@ade was amendedto provide that
“the owner of an exectutive interest is not oblight®grant a mineral lease, but in doing
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so, he must act in good faith and in the same nraama reasonably prudent landowner
or mineral servitude owner whose interest is notidnied by a nonexecutive interest.”

In Allison v. SmithClark had granted a %z interest in the mineratestaNeely
reserving the executive right. Neely then conveyéd interest in the mineral
estate to Allison. Clark then conveyed all of Imgereststo Key (including the
executive right). Key leased the mineralsto Smimith paid the delay rentals
to Neely but did not pay Allison his share. Allisbrought suitto cancel the
leases. He argued that Key’'s power to execut@daasas not coupled with an
interest thus makingthe power revocable. Allifather argues that the power
was actually revoked by a letter sent to Key. #@Asunleased lessor Allison
could claim his % interest in all of the producti@her than merely a % royalty.)
The court heldthat Key’s executive right was cedphith an interest because he
retained a possihility of reverter in the mineldalssed. To render a power
irrevocable the interest must be onethat if redokeuld deprive the holder of
the power of a substantial right. Here, a % irgteirethe possibility of reverter in
the minerals was sufficient to render the poweexecute leases irrevocable.

In Federal Land Bank of Houston v. UBX) the Federal Land Bank (“FLB")
conveyed property reserving a 1/16 nonparticipatdyagly interest for a term of
20 years. Grayson Co. obtainedthe land thramgbneonveyances and
conveyedthe landto the United States for thebbshament of Perrin Air Force
Base. The U.S. noticedthat oil had been discal’eneadjoining lands. The
U.S. transferred jurisdiction over the mineral tsta the Department ofthe
Interior sothat the minerals could be leased. Ui# then offered to lease the
minerals, but withdrew the offer sothat it coutthtbine with this mineral
interests other minerals interests and lease thldogather. As a result of the
withdrawal of the offer, production was not achidwmtil just after FLB'sterms
interest expired. The court heldthat the minfealowner owes an implied duty
of “utmost fair dealing and diligence” toward ragabwners. The court further
held that the U.S. had breached its duty to FLBvitkdrawing the offer to lease
at FLB’s detriment. Thus, the court suggeststtnaimineral fee owner may
have to sacrifice his interests in order to protleetinterests of the royalty
owners. This standard resembles a fiduciary ottitiga

In TX, the holder of the executive right has anigdtlion to lease (whereas in LA
the executive can decline to lease)

Another issue of executive rights is what obligat@oes executive owe non-execttive to
negotiate a “good” lease?

In Manges v. GuerrdManges and Guerra were mineral co-tenants and &&ang
held the executive right. Under the deed Mangetdawmat lease the Guerra’s
interest for lessthan a 1/8 royalty, and Guerra tggparticipate “in all bonuses,
rentals, royatlties, overriding royalties and paytsert of production.” Manges
later put up his executive right as security fgreasonal loan. Guerra brought
suit arguing that encumberingthe executive rightilel preclude Manges from
leasing the Guerra’s minerals, effectively remov@igerra’s mineral interest
from the market. After suit was filed Exxon drdleroducing wells on an
adjoining tract of land, draining the oil from umdee Manges-Guerra tract.
Because of thiss pendensiotices (i.e. arecording in the real estate mscor
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indicating that the property is subject to penditigation) no one was willing to
lease the property from Manges, so he leasedimaselff, drilledthree
producing offset wells, and then entered into anfait agreement with Schero.
Under the farm-out agreement Manges received ¥@ty and %2 of the
working interest. The trial court heldthat Mantesl breached its duty to
Guerra and (1) canceled the lease Manges madmseh, (2) awarded Guerra
actual damages for Manges'’s failure to lease tbpesty to a third party, (3)
awarded Guerra punitive damages, and (4) tookxbeugve right from Manges.

The Supreme Court of Texas held that Manges hatbesl his duty owed to
Guerra by (1) burdening Guerra’s mineral intergssubjectingthe executive
right to a security interest for a personal lo&) téking 100% of 7/8 of the three
producing wells, and (3) taking ¥z ofthe workingemest by his farm-out to
Schero. In sum, he had dealt with entire minatarest so that he received
benefits that the non-executives did not receiMee court upheld the trial
court’s decision except the decision removing Mangthe executive. The
court heldthat Guerra had electedto retain Maagdabe executive by
requesting damages for Manges breach of duty. r(@emuld have sought to
have Manges removed as executive, but could notratever damages for
Manges’ breach.)

The court found a fiduciary duty of umost goodHahat requires the executive
to acquire for the non-executive every benefit thatexecutive rights owner
exacts for himself.

NOTE: This court refersto the executive owner’'sydo the non-executive as a
fiduciary duty. However, this is not really therstlard that the court applied.

In Day & Company v. Texland&eaton conveyed 80 acres and all executive
rightsto Day but reserved a ¥2 mineral interesy than conveyed 10 acresto
Shoaf and reserved a ¥2mineral interest. Day nguearthat he owns a %
executive right in the 10 acres (Day saysthe ¢iexinterest is a power and
should transfer only by express assignment). Te(&hoafs lessee) argues that
the executive right is an interest in property &ngoverned by property law
principles. The court holds that the executivetriglan interest in property and
part of the mineral estate. A warranty deed paatbésterests owned by the
grantor unless there are exceptions or restrictiblese, the 3 executive right in
the 10 acres passedto Shoaf as it was not resientteel grant.

Normally if you reserve a ¥amineral interest, yeaarve the whole bundle of
rights. In the case above, however, the execught was severed fromthe
mineral interest and therefore had to be expreassigrved.

TERM INTERESTS
Term interestan interest in oil and gas created by a landovwrea less than perpetual
duration. Can be fixedterm (for 20 years) or deiféla term interest (for 20 years and so
longthereatfter as oil and gas is produced).

In Clark v. Holchakthe deed conveying aterm interest stated “if¢h®no
production on 10 Dec, and for six months thereather grant is null and void ...
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but if there is production the grant shall remairfoirce until such production
ceases.” There was paying production before thensimths expired. The issue
was how to interpret the deed provision. The cbeft that the provision did not
effect areversion if there was no production orcédeber 10, 1945, but
provision was the same as if it had read that se tlere was no paying
production on the land on December 10, 1945, anphying production thereon
for six months thereatfter, then grant should becomikand void. Essentially,
the court rewrites the provision to read “if thex@o production on 10 Dear

for six months thereafter .. ."

Does TCOP doctrine apply to temm interests ?

In Beatty v. Baxte(OK), P owned 80 acres (of which was held by a 180
leasehold) and conveyed term mineral interestédi!s (20 years and so long
thereafter asthere is production). The 20 yeadsixpired and there was a
temporary cessation of production (well rehabiliimtwas delayed by war
condiions). P now argues thatthe term minerargdts terminated and expired.
The court heldthat defendants' estates were muirtated by a temporary
cessation of production. The court reasoned thiéwdil and gas leases are
construed againstthe lessee, grantees of royaéyeist are in a different position
from that of lessees. They have no right or dutgftect production, thereforethe
court will look at the surrounding facts in eaclseaCourt says TCOP applies
(even though it is a discovery jurisdiction)

In Amoco Production Company v. Brasl@iX), Amoco owned the term
royalies (15 years and as long as ...). Amoco drileoroducing well during the
primary term. The well went through a number ofdsarAmoco ceased
producing from Zone and then tried to shift to sanblt the well was lost.
Amoco then drilled another well and began produd¢iogn Sand C. The owners
of the term royalties (Amoco) contend, asthe @lrt held, that there was but a
temporary cessation of production from known sard=ones. The owners of the
reversionary interests contend that there had eeh lany production from Zones
A and C; andthat it is impermissible to call teenporary cessation of
production if it isnecessaryto drill a secondlwelproduce from a separate
zone. The court heldthat where temporary cessafipnoduction was due to
operator's attempt to move up in well to anotherezand well was lost after
which operator promptly obtained production fromvneell drilled with due
diligence on said lands, term royalties did notiexpCourt says TCOP doctrine
is implied and applies.

In Fransen v. EckhardiOK), the grantors reserved a Yaterm interesB@year
and as longthereafter as there is production yingaguantities. At the end of
the 30 year period a well was capable of produdbigindid not begin actual
production until 5 months after the expiration. TWveners of the reversionary
interest claimed the term interest had expiredyTdrgued that even though OK
is a discovery state, more is required than disgosed completion of a well to
extendtheterm mineral interest. The court agesatiheld that the rules
regarding production in paying quantities applieabl oil and gas leases do not
apply to the reservation contained in the warralatgd). The apparent general
intention of parties as discerned from examinabibwarranty deed, which stated
that reservation would continue and be in full ®band effect as long as

51



production continued, was that if speculation rteliin production of oil and
gas, interest would continue, and if lease wermproved, grantors would be
divested of ownership sothat future developmentldvaot be prejudiced,
Moreover, production means actual enjoyment ofitda@gconomic benefits
which result from marketing. The court reasoned leses contemplate
development while term interests are held for gag¢ioun, therefore a stricter
definition should apply to defeasible term intesdhtan for leases.

Summary of Treatment of Temrm Intere$tse interpretative tools used in construing oil
and gas leases may not apply with the same affedentical provisions in mineral
deeds. The above cases illustrate, for example:

(a) In Oklahoma the discovery rule will not appdyrhinerals deeds even
though it appliesto mineral leas€sgnser). Also,the temporary
cessation of production doctrine will apply to nrimledeeds Beatty).

(b) In Texas, however, the temporary cessatiomaflyction doctrine
appliesto mineral deeds as it doesto minerakke@saslau).

The Rule Against Perpetuities and Top Leases

The Rule: “no interest is good unless it must viést, all, not laterthan 21 years after
some life in being at the creation of the interest”

An interest is invalid unless it can be said, vatisolute certainty, that it will either vest
or failto vest, before the end ofthe period edoal1) a life in existence at the time the
interest is created plus (2) an additional 21 years

If, at the time the interest is created, it is ttegically possible thatthe interest will vest
laterthan 21 years after the expiration of livebeing, the interest is invalid

In Peveto v. Starkeyones conveyed a ¥ term royalty interest to Befoetl 5
years and as longthereafter as oil is producefbrBeéhe 15 year period expired,
Jones conveyed a % “topterm royalty interest” €gdto with a stipulationthat it
only became effective upon the expiration of thet tierm royalty interest.
Peveto argued that the royalty deedto Starkeytedithe RAP. The court held
that the deed to Starkey created springing executterest in plaintiff which
might not vest within period of rule against peuités, and thus, deed was void.

If aterm royalty deed does not contain a shutlduse, shut-in royalty payments

will not equal production for purposes of extendihgterm interest past the
primary term.

In Hamman v. Bright & Cq Grantors (Hamman) brought action pursuant to oil
and gas top leases for unpaid royatties, excefses fraud, and conversion.
Grantees or their assignees (Bright) counterclaiafieging that top leases and
deed were void. The Grantors argued that thedagels conveyed vested
possibilities of reverter. The words ofthe grahtap lease said “aterm for 10
years upon expiration of previous lease.” The cheitl that: (1) oil and gas top
leases, which were to become effective if and wiasting oil and gas leases
expired or were terminated, violated rule agairespptuities, but (2) perpetual
nonparticipating free royalty interest reservedyjbgntors in subsequent deed did
not violate rule against perpetuities. The couasomed, asto thetop leases, that
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the conveyed interest would only vest when botteasé expired and the bottom
lease could continue for an indeterminate amoutinoé.

The RAP doesnot apply to present interests oreddsture interests. A
possibility of reverter is a freely assignable eeistight and is not subject tothe
RAP.

In Earle v. Intemational Paper CpEarle sold some land and “Excepted and
reserved” a ¥2term mineral interest in the landsfgeriod of 15 year“or so long
as ...” The 15 year period expired without productibater oil was found and
the Trustees of atestamentary trust (establishdtbbe) sought declaration that
claim to mineral estate originally reserved bydest was a springing executory
interedt, subject to and voided by rule againgpgeities. The court notedthat a
severance under a deed can either be an “exceptiomreservation”. An
Exceptionwithholds an interest for the grantor and creatresxecutory interest
in the grantee. Reservationcreates an implied regrant from the grantee¢o th
grantor and leaves grantee with a possibility @ereer. The court must
determine which concept describes the nature daftimsaction as a whole. The
Court held that deed clauses "EXCEPTING AND RESHRYI an undivided
one- halff interest in minerals for 15 years, subjeextension if minerals were
being produced in paying quantities, operated @searvation ratherthan an
exception and grantee's future interest in thelmlemineral interest reserved
was vested in interest at time of its creationaas not subject to the rule.

Court appliestwo rules of construction: (1) deeflbargain and sale for valuable
consideration are to be construed against thegrantd in favor of the grantee,
when ambiguous and (2) when a deed is ambiguousatfigruction most
favorable to its validity will be adopted (spedgialthere doing so would avoid
any perpetuities problem)

NOTE: The court noted that the morethe deed résgand excepting an
interest describes the interest, the more it |diksa reservation rather than an
exception because an exception is an already reyistierest in the property that
has already been defined.

Williams v. Watt

Facts Land Bank sold some landto Williams and reseédmineral interest
(for 20 years and as longthereatter). Williamsitbeld the surface estateto
Watts, but reserved all the minerals. The twenggryeriod expired without
production. Watts now argues that Williams heldegacutory interest in ¥ of
the minerals (from Land Bank) and since that vieddthe RAP the ¥ interest
went to Watts.

Holding The court first lookstothe intent ofthe pastighich was to give all
mineral interest to Williams and then determinesitherests. The court states
that land bank held a fee simple determinable nifireeral interest may endure
for an indefinite period it is a fee estate. Williaheld a vested remainder. The
court heldthat heldthat: (1) conveyance by laankb excepting undivided one-
half interest in oil, gas and mineral rights foriadefinite term, namely, 20 years
and as longthereafter as oil, gas, or other misemmtinued to be produced
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therefrom, created in the land bank a fee simpleadible estate in the excepted
interest and not merely aterm for years; (2) imseheld by land bank's grantee
in that excepted estate was a remainder, ratheramaxecutory interest, in light
of unigue attributes of mineral estate; and (3¥l lbank grantee's remainder
interest was vested and, therefore, not subjeleirty rendered void by rule
against perpetuities.

Kramer saysthatthe court “wiped out over 1,50arg®f Anglo-American law”
in holding that a vested remainder follows a fegde estate. The court ignores

the basic estates in property law and the Wyomamgti utional and statutory
directive to apply the RAP in orderto give effemthe intent of parties.

TRANSFERS SUBSEQUENT TO A LEASE

What are the consequences of transfers by ther lestessee?
Conveyances of property subject to oil and gazléave ledto a number of disputes;

Three common problems are (1) the“subject to” jgnml(2) apportionment of royalties and (3)
top leasing.

Transfers by the Lessor: The "Subject-To” Clause ad the “Two-Grants” Theory

The “subject to” clause in a mineral deed statastthe deed is subject to existing oil and
gas leases.

Its purpose isto avoid Duhig problems and makeardhat grantee is intended to receive
an interest in rentals and royalies under theeleas

In Hoffman v. Magnolia Petroleum @ X), the lessors who owned Y2the
mineral interest in 320 acres subject to an oilgasllease, conveyed to Hoffman
their mineral interest in 90 acres. The grantiregisé was followed by a subject
to clause that stated “the sale is made subjesaitblease, but covers and
includes ¥z of allthe oil royatltiesto be paid undesterms of the lease.”
Hoffman argued that he isto receive % ofthe tagsfromthe whole 320 acres
and not just the 90. Lessor argued that the larggurafjsubject to” clause

referred only to the smaller tract. The court loakshe instrument as a whole in
order to determine the intent of the parties. Tdwatcholds that the instrument
contained two grants (1) the deed conveyed an igudiV2 interest in the
possibility of reverter in the oil in place undbet90 acres and (2) conveyed a %
interest inthe royalty to accrue under theterftfie lease as an entirety (the
whole 320 acres). The court reasoned that by tki@egord “all’the

conveyance can only refer to the lease as awhole.

“Subject to” Clauses now normally include the wotidsso far as the lease coversthe
above described land” to take care of Hoffman ol

Note: Now, even if you don't have a“subject todase, when youtransfer ¥z of the

mineral interest, you give grantee all of the pnedeasehold interest. The modem view
is that everything not specifically reserved isistrred.
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In Garrett v. Dils C(T X), there was a granting clause that gave geant®/64
mineral interest and a 1/8 of the 1/8 royalty. Thems also a future lease clause
that stated that:

“in event that the above described lease for arsorebecomes cancelled or
forfeited, then and in that event an undivided eigith of the lease interest and
all future rentals on said land for oil, gas ankdeotmineral privileges shall be
owned by said Grantee, he owning one-eighth ofegkth of all oil, gas, and
other minerals in and under said lands, togethtr ame-eighth interest in all
future rents.”

The court that heldthat where owner of fee sinyalé executed mineral deed
which stated it conveyed 1/64 interest in oil, gad other minerals produced but
which provided that in event existing lease shoefthinate an undivided 1/8 of
lease interest and all future rentals on land flpgas and minerals should be
owned by grantee, the deed conveyed an undivideihiigrest in royalty and
future rentals. The court said that the intentibthe parties, as ascertained from
the instrument as a whole, prevails. Here, adiffeand greater estate was
conveyed upon the reversion ofthe outstandingeleas

The following case rejects the “two grants” reasgn

In Alford v. Krum(TX), the granting clause provided “one-half of re-eighth
interest in andto all of the oil, gas and othemenals” while the future lease
clause provided “one-half interest in all oil, gasl other minerals in and upon
said land.” The grantees argued that they werteshtb an undivided ¥2 mineral
interest after the lease expired. The court sthiasa court must attempt to
harmonize all parts of a deed. However, if theranigireconcilable conflict
between clause in a deed, the granting clause ilg@ver all other clauses. The
court reasons that the “controlling language” idead is found in the granting
clause. Here since an irreconcilable conflict etigitween the granting clause
and the future lease clause; the former shouldabiMoreover,the future lease
clause, as a whole, is unclear, and it is impropejive effectto it, especially at
the expense ofthe granting clause. We must retbé/eonflict and lack of
clarity in favor of the clear and unambiguous laaggl of the granting clause and
holdthat the deed conveyed only a perpetual drteesnth mineral interest to
grantee.

More recently, the Texas Supreme Court overrulddrdland went back to the two-
grantstheory in the following case:

In Luckel v. Whitethe granting clause provided for a conveyancl/3® royalty
interest, while the future lease clause providedI¢d of any and all royalies.”
At the time of the conveyance, 1/8 was the standaydity and ¥4 of 1/8 is 1/32.
So the successorsto the grantors argued tharaheegs were only entitled to
1/32 of the royalties under a new lease that pexi/fdr a 1/6 royaly. Grantees
argued that they were entitled to 1/24 (1/4 of ITé)e court agreed and stated
that courts must harmonize all of a deed'’s promsidiere, the deed
unambiguously conveyed a Vi interest of the royatierived from future leases.
The court overrules the Alford decision. Court syes1/32 language sets forth
the minimum royalty.
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In Jupiter Oil Co. v. Snowa deed conveyed “1/16 interest in all the oil gag’
and if the present lease was cancelled “1/2 dahalloil.” The new lessee argued
that the (under rule of Alford) the grantee onlgaiged a 1/16 mineral interest.
The court saysthat whenever alessor entersa leasetains a possibility of
reverter. That possibility of reverter is freelgigaable. The court then applied
the two-grants theory and heldthat the deed imatelji gavethe grantee a 1/16
interest inthe mineral estate, and upon terminatidhe lease the other 7/16 (so
grantee received a %2 possibility of reverter).

In Concord Oil Co. v. Pennzgibction was brought to determine size of mineral
interest conveyed by deed executed while grantitesest was subject to
producing lease. The granting clause of the mirggatl in controversy describes
the interest conveyed as a 1/96 interest in migebak a subsequent clause states
that the conveyance covers and includes 1/12 oéaihls and royalty of every
kind and character. The granteee (Concord) arduatdhe deed conveyed a 1/12
mineral interest. The grantor (Pennzioil) arguead the deed conveyed a 1/96
mineral interest and a 1/12 interest in the rentsrayalties under the existing
lease (but not future leases).

Court of Appeatlsapplied two-grant theory and held that the deeglestion
unambiguously conveyed two estates of differemssend duration: a 1/96
perpetual interest in the minerals, and a 1/12asten rentals and royalties
which ended with the existing lease.

Holding (Plurality asto reasoning, majority in judgmenty) court heldthat the
deed created a single estate of 1/12 of all remtadsroyalties, covering existing
lease and any future leases. Apparent inconsigenrcinstrument conveying
mineral interests must be harmonized, if possiiyelooking at document as
whole. Considering document as whole, mineral dedugranting clause
describing interest conveyed in oil and gas prgpast1/96 interest in minerals,
but with subsequent clause statingthat conveyencered and included 1/12 of
all rentals and royalties of every kind and chamaatreated single estate of 1/12
of all rentals and royalies, covering existingseand any future leases, rather
than two separate estates with differing durations.

Transfers by the Lessor: Herein of the Assignment [2use and Related Lease Provision
Assignments by lessors can have a number of coesegs:

The following case concerns whether term royalyens were necessary parties in a suit
toterminate the lease.

In Royal Petroleum Corp. v. Dennt$e lessor brought an action in trespass to
declare that the mineral lease terminated on gréhuatdease had expired by its
own terms upon cessation of production of oil aasl §he lessee argued that
(andtrial court agreed) that term royalty owneesewnecessary parties. The term
royalies were in the secondary term and expiresupck of paying production.
The court statesthiecessary partie® a suit are those who have or claim a
direct interest in the object and subject mattehefsuit and whose interest will
necessarily be affected by any judgment rendereit. The court held that
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where interests of part owners of royalty intexgste to terminate if oil and gas

production ceased, such part owners of royaltyéstevere necessary parties.
The court reasonedthat if the lease was termirtbiegudgement would not be
binding on them, but would terminate their righisall practical purposes (as
point would be moot). Therefore, in the intere$tequity, trial court has broad
discretion to join such necessary parties. Howaherroyalties owners were not
indispensable parties.

Apportionment of Royalties

What happens if lessor transfers a subdivided gfdrte leased land? Ifthere is
production form the subdivided plot, how should twealties be paid?

There is a split of authority:

Non-apportionment rulgmajority rule — followed in T X and most othegtss)
lease royalties are not apportioned among the anofesubdivided property.
Instead the owner of the tract where the well tiraiduces the oil and gas is
located is entitled to all royalties due under keese.

Apportionment rule(Pa., Ca)treats royalies like rents (rentsamyalies are
apportioned)

In Central Pipline Co. v. Hutsgra 114 acre tract was covered by a lease. The
lease agreement contained no proration clausetratiewas then subdivided
into a 74 and 40 acre tract. Oil was produced fratis on the 74 acre tract. The
issue was whether the royalty belongs only to thmear of the particular portion
upon whichthe well is located, or does the royakjongto all the owners of all
the portions upon a prorata basis? The court ifbetrent analogy and adopts
the non-apportionment rule. The court reasonedthailties are different from
rent. Royalties are not payments that issue froaemyepart of the land; they are
rightsto production if and when it occurs.

Note: The lessee still maintains the whole leasg @sult of the one producing well (is a
harsh rule to owner of the non-producing tract)

Insertion of a proration (@ntirety) clause into the lease can contractually provige f
the apportionment of royalties. For example:

“in the event the leased 114 acres shall therebfi@wned in severalty or in
separate tracts, that the entire 114 acres shdéhbeloped and operated asone
lease, andthat all royalties accruingthereunidaH e treated as an entirety, to
be divided among and paidto the separate ownehg iproportionthe acreage
of each separate owner bearsto the entire leasedge.”

In Ruthven & Co. v. Pan AmericaMermis (and successive interests) owned a
guarter section of land (160 acres) and convey®&itbvens predecessors an
undivided % mineral interest in the west half o tuarter section (20 mineral

acres). Mermisthen executed a lease for the wineeter. The lease contained
an entirety clause which stated:
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'If the leased premisesre now or hereafter owned in severalty or in stpa
tracts, the premises, nevertheless, may be devkknmt operated as an entirety,
and the royalties shall be paid to each separateepim the proportion that the
acreage owned by him bears to the entire leased are

Production was obtained onthe east ¥ and for lgughyears all royalty
payments were made to the owners of the east AvRutow argues that they
are entitledto an apportionment of royalties. Thert states that the purpose of
an entirety clause is to overcome the nonapportantmule. If the lease is
executed before the division of the land, thenegdecontaining an entirety clause

would defeat the non-apportionment rule. Here, ha@ng he lease was execued
after the conveyance of the % interest. The tegaséd premise” included only
the interest owned by Mermis (east ¥2 and ¥ of tést We). The court holds that
the term “leased premises” means the lessors’'sest&hich is the subject of the
lease.

Note: The mineral interest owner (unlike royaltyrmas) has more options asthey can go
and execute a lease.

Transfers by Lessee: Relationship of Transferor andransferee

As noted previously, when parties enter into arand gas lease, there are implied
covenants that benefitthe lessor.

Is a lessee who assigns the working interest Ibainisean overriding royalty or other
non-operating interest entitled to protection opirad covenants?

As a general rule, contract rights were not geeeaksignable or enforceable
against persons who are not a party to the contlreste is exception to the rule of
nonassignability. Where there is privity of estat @rivity of contractthe contract is
enforceable against subsequent parties. Forthamgiof the burden of covenantsyou
must have:

1. must be in writing

2. parties intended covenantsto run to successors

the burden must touch and concemn the land

w

4. there must be privity; two types

Horizontal privity = meaning privity between the original
covenanting parties

Vertical privity = meaning privity between one of the
covenanting parties and a successor in interest

The conceptual difficulty is that the original les&ssignor cannot claim the protection
of the covenants implied in the oil and gas leasase implied covenants benefitthe
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lessor and burden the lessee. Thus, if countgestect the original lessee/assignor
they must imply covenants inthssignment of the lease

One viewOriginal lessee (lessee assignor) who reservesiding royalty interest is
entitled to implied covenants (TX, NM)

In Cook v. El Paso Natural GgdIM), the plaintiff (who was the original lessee)
owned an overriding royalty interest and sued lubrlessee for causing
drainage. Lessor of both tracts was the US. Lessé&kleases for both tracts.
Cook claimedthat lessee was in breach of its uprotect from drainage.
Lessee argued that an overriding royalty interastey does not have standingto
enforce the obligation of the lease. The court tedtl plaintiff had standingto
bring suit claiming violation of the implied coventdo protect against drainage.
The court reasonedthat in view of the relationgtiifhe parties, defendants
being the assignees of plaintiff's oil and gasdessd also being the owners of a
gas well located on an adjoining lease, there ediah implied covenant running
tothe plaintiff, who hadretained a 5% overridinogalty interest in her lease, to
refrain from any action which would deplete hergeny in the lease.

The court in Cook treats the overriding royalty @wvas an assignee of the lessor

Under traditional covenant law, the only ones wian sue for the benefit of the
lessor are successors in interest to the lessoro\Buriding royalty owners get
their interest from the lessee.

Cook essentially creates a new implied covenannwhere is a creation of an
overriding royaly (in orderto protect the royatiyners interest, otherwise he is
at the mercy of the lessee) and says that imptigdrants that run with the land
extendto overriding royalty owners.

Another viewOverriding royalty owner is not entitled to impdi covenants

In McNeil v. Peake(ARK), the original lessee assigned the lease to Pelalter,
retained an overriding royalty. P alleged that Redkeachedthe implied
covenant to reasonably develop andto prevent a@gainlhe court holds that the
law in Arkansas does not recognize implied covenarthe part of an assignee
of an interest in an oil and gas lease to an it owner or overriding
royaly owner who is hot alessor. Court saystihatoverriding royalty does not
create areal covenantthat runs with the land.

In XAE Com. v. SMROK), Overriding royalty interest owners in gagrfr wells
sued lessee to recover post-wellhead expensesaideetability, which lessee
had deducted from royalty payments. The Plaingftgied that they were
entitled to gas without any deductions fortreatimas lessees are required to
bear the costs of makingthe gas marketable. T¢sedeargued that the implied
covenants of the oil and gas lease do not applyg@verriding royalty owners,
who are not partiesto the oil and gas lease. ©hg beld that the duty placed
upon the lessee to deliver gas in marketable faisesfrom the lessee's implied
duty, arising out of the oil and gas lease, to raatke product. No such duty
exists toward the overriding royalty interest ownatess such obligation is
created by the assignment. Here, the obligatiomeiely to deliver the gas in-
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kind when production is obtained. Absent express@gents, implied covenants
do not goto the overriding royalty interest.

Protection of non-operating interests against “wastut’

A frequent problem after a lessee has transfempethbing rights in a lease and retained a
non-operating interest isthe “wash out” A wash can occur ifthe transferee permits
the lease to terminate and then re-leases the pyofpée question is whether the original
lessee’s non-operating interest should be recogniméer the new lease.

Some jurisdictions have extended the transferdeptimn on the grounds that either (a) a
constructive trust is created by a special or aenfiial relationship between the parties
as shown by the particular facts or (b) the fante gse to an inference of bad faith by
the transferee.

Most cases have held that one who transfers opgraghts but retains a non-operating
interest is not protected by implied covenantsraggaiash out.

In Sunac v. Parkeshe plaintiff Parkes was granted an oil and gasé in 1948.
Subse quently, Parkes assigned the lease to Suitaetdined for himself an
overriding royalty interest. Significantly, thissignment expressly provided that
" the overriding royalty [would] apply to any eri®ons or renewals of the lease
assigned.' " In 1959, the lessor "asserted thaeeatmpn existed asto whether or
not said lease had been maintained in force ardtefApparently in an effort to
resolve all doubts, the lessor and Sunac entetediinew lease on substantially
different terms. Sometime thereafter, Sunac cepagithg Parkes his overriding
royaly. Parkes sued for a judicial declaratiort tha 1959 Lease was burdened
by his overriding royalty interest and for the rivies allegedly due. The court
first determined that the 1948 Lease terminateiisoywn terms, andthe 1959
Lease was not arenewal or extension of the 1948d.eThe court next
considered whether the 1959 Lease should be traatadenewal or extension of
the 1948 Lease under a constructivetrust theary guat Parkes' overriding
royatlty interest continued. The court recognizead fharkes' assignment to Sunac
contained the magic "phraseology” applying his oderg royalty to any
extensions or renewals of the 1948 Lease. Howdivercourt declinedto employ
this ground to justify a constructive trust theary arkes' situation because his
assignment expressly provided that Sunac was Umdeduty to developthe land
or continue the lease in force; to the contrarg,dssignment expressly gave it
the right to surrenderthe lease at any time witl@aukes' consent."

Normally, when the first lease expires, the ovamgdoyalty is cut off. Often, however,
the assignments contain extension/renewal clafsesxtension is a continuation ofthe
old lease, whereas a renewal is a different leaséds essentially the sameterms asthe
first lease.

In Sasser v. Dantex Oil and GaSasser had an overriding royalty interest in the
74 lease. The lessor and lessee said the leasexp@dd because the production
was not in paying quantities. The lessor and leitemeentered into another lease
(the '90 lease). Sasser interest was cut off anargned that (1) the 1990 Lease

was ineffective to release the 1974 Lease andefbiey, to extinguish his
overriding royaly interest underthe 1974 Leaseabee Dantex failed to strictly

60



comply with the 1974 Lease's surrender clause 2nlgy( enteringthe 1990
Lease, Dantex wrongly attemptedto eliminate orshaat" Sasser's overriding
royalty interest, thereby breaching its duty of gdaith and fair dealing or other
fiduciary- type duty. The court held that: (1) inltlease, along with overriding
royatlty interest under that lease, terminated wiessee and lessor signed
subsequent lease with intent and understandinglthatoing so, they would
effect release of initial lease, and (2) lesseervatsn special or confidential
relationship with owners and, thus, lessee didavat owners duty of good faith
and fair dealing or any other fiduciary type duty.

Transfers by Lessee: Relationship of Lessor and Tresferee

General rulethe rights and duties of the lessor andthe ¢ease set when the lease is
originally granted; lease obligations are not dblés

In Berry v. Tidewater Associated (ihe original lessee had assigned a portion
of the lease. The original lessee drilled a pratyeiell on the land he retained.
The lessor argued that upon assignment the pdsdoame a separate lease and
assignee was required to drill (and since he didimolease terminated). The
court heldthat held that where portion of landestioto an 'unless' oil, gas and
mineral lease was assigned to defendants, andhatigissee brought in a
producing well within primary term of lease on pafitleased land retained by
original lessee and original lessee paid the gngfas royalty, the lease asto the
defendants did not end under Mississippi law mebelyause no well was drilled
during primary term on portion of leased land asstjto defendants.

Berry states the majority rule: the habendum clasermally indivisible so that
production or drilling operations anywhere on tbaded premises keeps the entire lease
alive inthe secondary term (the rationale for sachle isthatthe only obligation the
lessee originally assumes with reference to devedmp is to develop the leased premises
as a whole)

Some courts make an exception to the general oulihé implied covenantsto
reasonably develop and to explore further. An isswehetherthe obligation of the
lessee and his assignee isto be judged by refeteribe lease as a whole or whether
each must stand on its own.

In Cosden Oil Co. v. Scarborougtne lessee assigned Cosden 400 acres of the
10,000 acre lease. The lessor argued that thenasslreached the implied duty
to reasonably developthe 400 acres. The assiggeedathat its portion of the
lease must be looked at as part of the whole. Blg bolds that the lease is
indivisible as tothe fixing of the term, but dilite as to the implied covenant to
develop. T he court reasoned that the purpose ofland gas lease is to develop
for oil. Whilethe lease is entire astothe vagtiot only in the original lessee,
but in all of his assigns, of a determinable feeash asto the part of the land he
owns, that determinable fee asto each owner stanfddls, is abandoned or
ceases, according to hisown acts, subjectingairhe obligation for damages
not at all for what is being done or not done uffemtract in general, but only for
what he does. Any other construction would lea@hterminable confusion.
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Where you have a geographic/area subdivision ntipdied covenant to develop is
divisible.

What about delay rentals, arethey divisible? Ydghere is a geographic subdivision
(but if lease is fractionally divided — delay relstare not divisible and if you underpay
the lease will terminate).

In Hartman Ranch v. Associated Oil.CAssociated was the lessee/sub-lessee of
two adjoining tracts: the Hartman lease and thgd lzase. The contention of
plaintiff is that the defendant by active and irdige drilling operations on this
southern tract, referredto as the Lloyd leasdraming oil from the Hartman
property. Plaintiff contends that the failure okttlefendant to drill additional
wells on the Hartman property congtitutes a bredicn implied covenant in the
Hartman lease to protect the lands from drainddee defendant argued that : (1)
That the parent lease upon which this action isdito makes express provision
for the number of wells to be drilled, with whiclopision defendant has fully
complied, andthis express provision negative®tisience of an implied
covenant to drill additional wells to protect frafrainage; (2) that defendant is a
sublessee and as such is not subject to an agtidreloriginal lessor for breach
of covenants of the parent lease. The court held(tl) compliance with an
express well drilling provision on one lease doasauthorizethe lessee to drain
the oil from an adjacent tract andthat (2) Lesgs not precluded from suing
suble ssee who had assumed obligations of the places#, as athird party
beneficiary, because lessee retained an interegninuance of parent lease by
reason ofthe royalty received by lessee.

In the above cases, the defendant argued that seissthe sub-lessee there isno vertical
privity between him andthe lessor so therefordéissor could not use him. (normally a
landlord cannot directly sue the sub-lessee, tésolewould have to sue the original
lessee who could in turn sue the sub-lessee). Heralefendant is a sublessee because
he did not take his assignor’s entire estate. @ds@nor retained a right of re-entry,
amountingto a contingent reversionary intered, @moverriding royalty interest.)
Therefore, there isno privity of estate. But ¢dware saysthey can sue directly because
(1) there was an assumption of liability claus¢hie sub-lease (makingthe plaintiff a
third-party beneficiary, thereby establishing pgyivaf contract) and (2) in the case of an
oil and gas lease, the court will not apply comnaws which would allow the lessee to
avoid its obligation. Thus, even if there had lbeen privity of contract between the
lessor andthe sublessee, the lessor could susubtesssee for royalties where they are
calculated as a percentage of production becaedeskor has a property right in the
royaly.

Transfers by Lessee: Relationship of Lessor (or hsuccessors in interests) with
Lessee-Transferor

In Kimble v. Wetzelthe lessor leased a tract of land. The leaseagwed a clause
that provided for free gas for the lessor’s dwellifhe lessee assigned the lease.
The lessor sought an injunction to require defentafurnish plaintiffs natural
gas for heating and lighting purposes free of aharyder gas lease. Assignee of
the lease argued that the covenant runs with tHfacsuestate and not with the
mineral estate when there has been a severanceotlieheld that covenant to
furnish free gas ran with mineral estate (i.e pbssibility of reverter) and was
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transmissible by descent or assignment, and tiasitnot prerequisite to
validity of covenant that there be production of §@m leased premises.

In order for a benefit (free gas) to run you havéaentify the benefited estate. In the

above case,the court said that the owner of theilitity of reverter was the benefited
estate

POOLING AND UNITIZATION

Well Spacing and Allowables

Proration/allowable ordethe formula that sets out how much you can predusually
based 50/50 onthe number of wells/acreage)

Spacing orderhave to have so much landto drill or have dritlertain footage away
from property lines (but can get exception or hiaveed pooling)

Pooling orderpools the land for the purpose of efficiently eleping common formation

States regulate the rate and volume of productiotwio reasons: (1) prevention of waste
and (2) protection of correlative rights.

Well spacing is concemed with the location of s@hd the density of drilling into a
reservoir.

Spacing regulations havethe effects of protectorgelative rights in areas of diverse
ownership and of limiting the number of wells thaty be drilled into a reservoir in a
given area. This avoids the drilling of unnecessaeils. Well spacing is done both by
statewide order and by individual field or reservales.

Two types of well-spacing: (1) minimal acreage rexments (e.g. one well per 40 acres)
or (2) operator must stay a certain distance away the property line

Oil and gas conservation laws also regulate proolutd prevent waste and protect
correlative rights. Production allowables are omellof production regulation.
Allowable rules put daily, weekly or monthly limibsi production of oil and gas to
prevent overproduction.

In Stack v. Harristhe operator got a permit to drill an exceptiagiwState rule
provided that intentional deviations must havemniteand inthe case of
directionally drilled wells the board may imposenpties. The operator made
some intentional deviations andthe well driftddhe Oil and Gas Board
approved the well as completed, but, provided theatause of the intentional
deviations and the location of the bottom of thdl,wikee exception well should
have an allowable of only 150 barrels per day (mspared to the normal
allowance of 400 barrels) The court held that Csetetion providing for full
allowables for an exception well does not rendehsuwell absolutely immune
from any penalty in the reduction of allowablesametiess of what happens;
rather, such section contemplates that the well Bhalrilled in accordance with
Board rules and regulations, andthe section applidy in cases where the
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driller or operator does drill his well in accoradawith such rules and
regulations. If it is drilled in accordance withchuules and regulations, and
there isno question about it,then the allowablenot be reduced because it is
an exception, but where it isnot so drilled, th&l section does not apply.

Court tries to minimize the damage caused by degtiaell (in that it is now
close to other wells and will be draining from thdoy limiting the amount of
production allowed.

Spacing rules modify the rule of capture (and fyoddluntary agreements).

Spacing does not combine interests; it regulateseiiou can put a well. If landowners
do not have enough landto meet spacing requiresleay can: sign an operating
agreement (voluntary pooling), get an exceptiorbeoforcedto pool.

If a spacing rule requires a landowner to own ottrad 640 acres in order to drill then if
X and Y each own 320 acres of the 640, neitherdrdinunless they enter into an
operating agreement or the Commission forces pgolin

In OK, a spacing order will automatically pool tinterests.

Texas and the Problem of the Small (unpooled) Tract

The problem arises when a mineral owner owns miimegfats in a tract too small or the
wrong shape to conform to applicable spacing rllé® correlative rights of the small
tract owner will be destroyed unless the ownetlisvad to drill or share in the
production from the well drilled on the spacingtufif he is not allowed to drill, there is
a taking)

Since there was no forced pooling, the Railroad @@sion hadto grant well-spacing
exceptionsto these sub-standard tracts.

The Railroad Commission granted exception tradsveeproduction allowable sufficient
to permit them to recover their costs plus a reabtenprofit.

The problemthat arose was the inequity that reduthen the small tract was given an
allowable making it possible for itto produce apaioportionate amount of oil and gas in
relationto the amount of land owned. (The typaidwable is Y2 well and ¥z acreage.) If
allowable is only based on acreage then small tnaner gets only his “fair share”
regardless of whether he can make a profit.

In Halbouty v. Railroad Commissipthe Texas Supreme Court recognized that
the costs plus profit allowable was a license foaktract owners to drain other
properties andthat it seriously conflicted withlivepacing rules. Now,
production allowables for exception tract welloallpermit ownersto only
recover their “fair share” based on acreage.

In V-F Petroleum v. A.K. Guthrjé/-F sought and received a permit to drill a

well on a sub-standard tract within the Sara-Maglf{(which had a 50/50
allocation formula) T he adjacent operator soughdrend the formulato a 100%
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acreage and argued that the 50/50 formula wasiilleerause it used a per-well
factor. The application for an amendment was debhémduse (1) V-F could not
voluntarily pool (Guthrie would not) or compulsgogol (Mineral Interest
Pooling Act did not apply retrospectively). Applitdiled petition seeking
judicial review of Railroad Commission's denialagiplication for amendment to
allocation formula for prorating oil production angpwells in field. The Court of
Appeals, held that substantial evidence supportedrission's findings of fact
and conclusions of law when denying applicant'sieegto amend field rules to
change allocation formula based 50% upon surfamsage and 50% upon the
number of wells producing to an allocation formbéesed 100% upon acreage.

Exception wells are grantedto prevent waste ovgreconfiscation of property (oil in
place is property and if landowner cannot drill pisperty will be drained by adjacent
landowners). Prior to Mineral Interest Pooling Atte commission did not have the right

to force pooling so it hadto give exceptions idesrto prevent confiscation.

The Texas legislature enacted the Mineral Intéesting Act to allow forced pooling.
This does not mean that Rule 37 exceptions arenmgel of any consequences because
the act only appliesto new formations.

The next case involves an exception well that vatsarsmall tract exception well
application:

In Texaco v. Railroad Commission of Textag lessor owned two tracts (9 and
10). TXO,the lessee of section 10, sought a ralee8mit to drill a well at an
exception location. Tract 10 is not a substandaebidract, but the remaining oil
is the far southern part of the tract so TXO waouded to drillthere in order to
recover its fair share. Texaco, the lessee of faatgued that the permit was not
necessary to prevent confiscation sincethe lessbe same for both tracts. The

court heldthat heldthat: (1) mineral lessee hap@ty interest which is entitled
to protection against confiscation, and (2) Radr@»mmission correctly granted

exception permit to oil and gas lessee to protengainst confiscation by oil and
gas lessee of adjoining tract.

Creation of Pooled Units
Exercise of pooling power by Lessee

The courts have implied a requirement that theipgair unitization power be exercised
in good faith. The purpose of pooling clauses igit@ the lessee flexibility to operate
efficiently, andthe power to poolis limited byattpurpose. A lessee should not be able
to pool a portion of one leased property with arotleased property forthe purpose of
maintaining two leases by the drilling of one welless the action is pursuant to a plan
of development.

In Amoco Production Co. v. Underwodtie lessors contendthatthe lessee had
“gerrymandered” a drilling unit of 688 acres whiamderthe terms of the leases,
would extend eight lease covering a total of 2,26i@s. T he lessee formedthe
unit approximately two days priorto the end of phiinary terms of several of
the leases. The lessors alleged that some cleawmfyroductive land was included
in the unit and some clearly productive propertg w&cluded. A jury foundthat
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the unit was established in bad faith, and thé ¢mairt cancelled the unit and
declared that some of the leases had terminatedpPeal, the appellate court
held that good faith is a n issue of facts, antitthe jury had properly decided
that the lessee had acted in bad faith on the ba#ii configuration of the unit
and the timing of the designation.

Canons of Construction

Canons of construction are merely statements afigdgpreference for the resolution of a
particular problem. They are based on common hugrperience and are designed to achieve
what the court believes to be the "normal" resuttlfie problem under consideration. Thus, their
purpose isnot to ascertain the intent of the patb thetransaction. Rather, it isto resolve a
dispute when it is otherwise impossible to asceita¢ parties' intent.

However, the courts primary function isto intetgitee document asthe parties have expressed in
the written instrument.

General Intent Canarintent of the Party Must Be Sought and Ascertdine

"Intent as Expressed Controls" Candrhe intention isto be ascertained as expresged b
the language used, and not the intention which haae existed in the [maker's] minds . .
., but is not expressed by their language

Intent Prevails Over Canons/Rules" Canditie intention ofthe parties, when
ascertained, prevails over arbitrary rules of quesibn

Four Comers Canoncourt must look at the entire instrument to asaethe intent of
the parties

Harmonizing Canonthat every part of the instrument should be harimed and given
effect to, if it can be done. Ifthat cannot bea@asnd it is found that the deed contains
inherent conflict of intentions, then the main imtien, the object of the grant being
considered, shall prevail

“Non-Printed Prevails Over Printed” Canon

Party Canons
“Construe Against the Scrivener" Candmo the extent the court can identify a party who
has either drated an instrument or has providedp#tticular form used, the canon
requires that the uncertainty be resolved ag alredt garty

“Construe Against the Lesse€anon oil and gas lessee was usually the providée
lease form, or the scrivener ofthe lease

“Construe Against the Grantor" Candrometimes referred to as "construe in favor of
the grantee" canon) grantor normally writes thaldee

Greatest Estate Canothe largest estate, both in terms of durationamed, will be
conveyed when the language is in doubt.
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