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OIL & GAS LAW PRIMER
I. Introduction

A. Oil & Gas Law: Subspecialties:

1. Transactional:  Oil and gas transactions such as leases, joint operations, joint operating agreements, co-owner disputes, surface-mineral owner issues, royalty issues, lessor/lessee issues, royalty and mineral conveyancing, exploration/ participation and related venture type agreements, related environmental

2. ‘Oil and Gas Title:  Title Opinions for various oil and gas purposes (Drilling Opinion, Division Order, Shut-in Royalty-Rental, etc.).

3. Railroad Commission (RRC) – Administrative Practice:

RRC Jurisdiction:
Prevent Waste



Protect Correlative Rights




Environmental within ambit of Oil & Gas Operations.

Regulate oil and gas operations within above jurisdiction.  Administrative proceedings, with notice requirements, Exception procedures to general (statewide) and special rules.  Efforts focus on requirements for well spacing (“Rule 37” – minimum distance between property lines) and density (“Rule 38” – minimum distance between wells); establish well production allowables (maximum efficient production on per well (oil) or field (gas) basis.

4. Coal, Lignite, Hard Minerals.
5. Electric Power:  Electricity generation, transmission and distribution.

6. Public Utility:  Administrative.  Regulated aspects of gas and electric transmission and sale to industrial, commercial and residential customers.

7. Federal Administrative:  Federal Energy /Regulatory Commission (FERC) remaining federally regulated aspects of gas, primarily interstate transmission of gas; Gas and LNG Importation; Other Federal Agencies: DOI, MMS, FEA, etc.

8. International:  Concession agreements, participation agreements, offtake-marketing arrangements and related agreements with host government; various agreements between (oil company) co-owners; essentially same operational matters with domestic transactional.

9. Oil & Gas Litigation.
10. Oil & Gas ADR - Mediation/Arbitration.

B. Key  Oil & Gas Law Authorities:

1. Hornbook:  Hemingway, Law of Oil & Gas, West;

2. 3 Volume Texas Treatise, Smith & Weaver, Texas Law of Oil & Gas, Lexis;

3. 8 Volume Treatise, Williams & Meyer, Law of Oil & Gas,  Matthew Bender.

II.
Surface-Mineral Severance.

A. Means and Effect:

Owner of soil is entitled to sever the oil and gas estate, that is the minerals in place, by grant or reservation in a conveyance.  Two separate fee simple estates created:  surface and mineral fees.

These two estates are:  fee (potentially perpetual), corporeal (possessory) and real (not personalty).  Concepts are of more than academic importance:  pleading requisites, tax status, remedy entitlement, standing, abandonment, adverse possession, etc.  (See, e.g., T-Vesco Litt-vada v. LuCal One Oil Co., 651 S.W.2d 284, where court held that a net proceeds interest was similar to net profits or overriding royalty interest, and as such was non-possessory, not entitling owner to bring trespass to try title).  

Mineral estate following severance can be perpetual, term plus duration of production, i.e. 10 years from “x” date and “so long as oil and gas are produced” or less frequently, fixed term.

Authorities:  Humphreys-Mexia Co. v. Gammon, 254 S.W. 296 (Tex. 1923); Texas Co. v. Daugherty, 176 SW 717 (Tex. 1915); Acker v. Guinn, 464 S.W.2d 348 9Tex. 1971); Walker:  6 TexLRev 125.

B. Rights of a Mineral Owner: The Incidents of Mineral Ownership:

1.
The Executive Right: right to lease, to contract for the development, right to operate or develop the land directly for oil and gas; holder called executive.

2.
The right to bonus - consideration paid to induce execution of lease, usually in cash, can be noncash, creating potential for problems.

3.
The right to delay rentals - monetary sums payable by lessee to lessor for privilege of deferring drilling operations during the primary term of lease; under modern leases nonpayment of rentals on or before due anniversary date effects termination of the leasehold and a reversion of the estate to the lessor by virtue of the limitation feature of leasehold estate, unless the lease is held by other provisions.

4.
The right to royalty including the right to convey royalty (royalty interest),  Royalty is a share of production at the well, free of expenses of production, payable in kind or money, as, if and when production obtains:

· Landowner’s royalty (lease royalty):  reserved by lessor in O&G lease.

· Nonparticipating royalty:  carved out of mineral estate often apart from other incidents of mineral estate (bonus/rentals/leasing rights) in which it does not participate; can be made prior to or after lease.  Like a mineral interest, it may be fixed term, defeasible term (i.e. 10 years and as long as production continues) or perpetual.
· Overriding royalty:  Not true royalty interest in that it is carved out of leasehold interest and duration generally limited to duration of lease out of which it is created; is a fractional interest in gross production if, as, and when produced, free of costs of production; is in addition to landowner’s royalty.

· Other interests.
Authorities:  Altman v. Blake, 717 SW2d.117 (Tex. ’86); Stephens v. Stephens, 292 S.W. 290 (CCA 1927) (royalties); McGarraugh v. McGarraugh, 177 S.W.2d 296 (CCA 1944) (delay rentals); Lessing v. Russek, 234 S.W.2d 891 (CCA 1950) (bonus and rentals); see also Commissioner v. Wilson, 76 F.2d 766 (5 Cir. 1935).
C. Conflicts Between Surface Owners and Mineral Owners:  The Wherein of the (so-called) “Dominance” of the Mineral Estate.
General:
1. Upon severance, mineral estate is regarded in law as the dominant estate. 

General rule: The right to use and enjoyment of the mineral estate carries by implication the right of the non-negligent use of so much of the surface as is necessary for the use and enjoyment of the mineral estate (i.e., development and production). This would include water (part of surface estate) and other surface interests as are necessary for operations.

2. Historical limitations:

(a)
Non-negligent use.

(b)
Amounts of surface reasonably necessary. Damages provide an adequate remedy at law for excessive use; injunction generally will not lie for excessive surface use.

Otherwise discretion in lessee rather broad. Parties by contract may limit rights in surface. Surface owner may be liable for damages and injunction for denial of access to mineral developer.

Authorities: Stradley v. Magnolia Pet. Co., 155 S.W.2d 649 (CCA n.r..e.); Warren Petroleum v. Monzingo, 304 S.W.2d 362 (Tex) (oil and gas operator not liable for surface restoration in absence of agreement; no implied obligation to restore ); 65 ALR2d 1356; P. G. Lake, Inc. v. Sheffield, 438 S.W.2d 95 (CCA n.r.e.) (contractual restoration obligation); compare: Humble Oil & Refg. Co. v. Williams, 413 S.W.2d 413 (CCA), rev'd  420 S.W.2d 133 (Tex) (excess surface use = fact question); Gulf v. Walton, 317 S.W.2d 260 (CCA) (damage remedy for excessive surface use) ; Ball v. Dillard, 602 S.W.2d 521 (damages and injunction available in surface owner lock out situation); Walker: 34 SWLFn 123; Hultin: 28 Rky. Mtn. Inst. 1021; Lopez: 26 Rky. Mtn. Inst. 995; Broder: 25 SWLFn 85; 53 ALR3d 17; Cassin: 37 TexLRev 889; Keeton & Jones:  35 TexLRev 1.

3.
Recent limitations on dominance of mineral estate in view of competing and increasing surface needs:

(a)
Getty v. Jones, 470 S.W.2d 618 (Tex) announced Accommodation Doctrine/Doctrine of Alternative Means. Dispute involved conflict between irrigation farmer needing large traveling sprinklers. This surface use conflicted with Getty Oil's decision to use high
pumps which would have made boom sprinklers inoperative. Jones argued high pumps rendered surface valueless and put on evi​dence that he had no alternative to sprinkling system but that Getty had existing alternative of shorter pumps.  Getty argued the high pumps were reasonably necessary to produce minerals. Decision in favor of surface use.  

In a nutshell:  the Accommodation Doctrine holds that where mineral owner proposes or asserts a use that will prevent or substan​tially restrict existing surface uses, the mineral owner must accommodate the surface owner by employing alternative means, if reasonably available.  Subsequent litigation announced that alternative must be available on leased premises.





(b)
Elements of Doctrine:

1) 
existing surface use;

2)
asserted mineral use must substan​tially restrict existing surface use;

3)
mineral owner must have reasonable alternatives available on leased premises.

Authorities:
Vest v. Exxon Corp., 752 F2d 959 (5 Cir. 1985); Getty, supra; Sun v. Whitaker, 483 S.W.2d 808 (Tex) (on premises alternatives only required: lessee entitled to ground water for water flood if reasonably necessary for mineral operations and need not seek off premises water even if available at reasonable cost); Robinson v. Robbins Petroleum Corp., 501 S.W.2d 865 (Tex) (salt water part of surface; may be used for secondary recovery, but only for benefit of mineral estate burdening the surface); see also, Fleming Foundation v. Texaco, 337 S.W.2d 846 (CCA n.r.e.) . For a case accommodating the needs of a surface owner for gas storage vs. nonparticipating royalty owner vis a vis public policy considerations, see, Humble Oil & Refining Co. v. West, 508 S.W.2d 812 (Tex). For case involving right to use surface to inject salt water as to lands covered by lease, see TDC Engineering v.Dunlap, 686 S.W.2d 346 (CCA n.r.e.).

4.
Statutory Limitations
92.001‑007 Natural Resources Code: The “Qualified Subdivision” – Under this statute, surface use is restricted to designated operations for specified (“Qualified”) subdivisions of no more than 160 acres, located in county of more than 400,000 population, or in county of more than 140,000 adjacent to county with population in excess of 400,000; plat requirements; minimum number of sites (per mineral tract) of prescribed size (i.e. 2 acres minimum per 80 acres) each approved by RR Commission.

5. Other:  Contractual surface use agreements and waivers, used to facilitate surface development in active mineral areas; consider also local ordinances.

III.
The Texas Oil & Gas Lease
A. Creation:

1. Recall:  Executed by mineral owner, the “executive” to a lessee, i.e. Shell Oil Company;

2. “Unless” form is most common (although there are “fixed term”, drill or pay” and other forms).  

This form provides for a multi-year initial exploratory term, called the primary term and this is followed by a secondary term sometimes called the development term,  for “… as long as oil and/or gas is produced.”  By virtue of the “unless” clause, the lease terminates as of each anniversary date of primary term unless a well is commenced or rentals are paid. 
“Paid Up” leases increasingly are replacing annual rental payment provisions in leases; i.e. primary term is fully “paid up”; no annual rental payments during primary term. The “unless” and the “so long thereafter as oil is produced” language creates special limitation on estate granted, resulting in ipso facto termination of leasehold upon nonpayment of rentals or failure to commence a well in the primary term (for non-paid-up leases) or establishment and commencement of production in secondary term.  
3. Nature of Estate Granted -  consider an habendum providing …“for a term of 5 years and as long thereafter as oil and gas is producing”...  The typical oil and gas lease in Texas severs oil and gas from surface and creates a fee simple determinable in the oil and gas in place (even if surface has not previously been severed from minerals).  A Texas oil and gas lease does NOT create the typical, common law leasehold, landlord-tenant relationship, although the interest is called a leasehold and the parties are referred to as lessor/lessee.  Grant is a fee because it is possible to last forever by production, and is determinable because of the special limitation on the estate (cessation of production/nonpayment of rentals/noncommencement of well).

The limitation on title is automatic, self-effecting, irrespective of desires of parties or equity of the situation.  Grantor, i.e. the lessor, retains a possibility of reverter.  This is contrasted with fee on a condition subsequent, where Grantor has right of entry for condition broken, and must take affirmative steps to end the estate granted.  Limitation is not a forfeiture for which equity otherwise might allow relief in some situations.

Authorities:  Stephens County v. Mid-Kansas Oil & Gas Co., 254 S.W. 290, 19 ALR 566 (Tex. 1923); 

Fagg v. Texas Co., 57 S.W.2d 87 (Com. Ap. A '33).

B.
Duration of Oil and Gas Lease:  Consider:  Oil and gas lease for “ . . .primary term of 5 years and so long thereafter as oil and gas is produced”

1.
Maintenance during primary term.  General rule for non-paid-up leases:

Annual rental payment excuses drilling each year of  term. If there is no drilling and no payment:  automatic termination of leasehold; this is a special limitation on estate and must be strictly complied with.  Non “de minimum” standard.  Rule for payment of delay rentals: correct amount, timely paid.  Otherwise lease terminates ipso facto.


2.
Maintenance After Primary Term.

(a)
Generally
· Actual production required to propel lease beyond primary term unless lease maintained by other specific lease provisions.  

· Absence of production terminates lease ipso facto because of determinable limitation on estate.  Equitable principles generally are not available in hardship situations.

Authorities:  Young v. Jones, 222 SW 691, CCA (rental was $2.96 short; lease terminated); Stanolind Oil and Gas v. Barnhill, 107 S.W.2d 746 (CCA); Cox v. Miller, 184 S.W.2d 343 (CCA); Holchak v. Clark, 284 S.W.2d 399 (CCA); Baldwin v. Bluestem Oil Co., 189 P. 920 (Kansas); Irwin:  11 SWLJ 340; Compare, Williams 135 SWLJ 134.

(b)
“Paying Quantities”: - Commercial Production

· A continuation of production is required for continuation of leasehold; production in “paying” or “commercial” quantities is required even if lease merely requires “production”.

· “Production in paying quantities” means sufficient production to yield a profit, however small, over the cost of producing and lifting oil and gas without regard to payout of the investment; measured from standpoint of lessee; Garcia v. King, 164 S.W.2d 509 (Tex); Clifton v. Koontz, 325 S.W.2d 684 (Tex).

(c)
Exception to automatic termination:  
(1)
“The Temporary Cessation Doctrine”: Generally:  Where production ceases temporarily due to mechanical break down or operational difficulty, lease will not determine and lessee will have a reasonable time to diligently restore production, by reworking, redrilling, sidetracking and such operations.  Lessee cannot wait unreasonably long time to commence operations.  Conceptually, the doctrine is inconsistent with determinable fee nature of Texas habendum, and may signal some relaxation of Texas rule in this area.

· Caveat:  “Reasonable time” will not extend beyond the period specifically stated in cessation of production clause or elsewhere in lease.  Samano v. Sun Oil Co., 621 S.W.2d 580 (Tex); see also Woodson Oil Co. v. Pruett, 281 S.W.2d 159 (CCA); Hall v. McWilliams, 404 S.W.2d 606 (CCA).

(2)
Lessor Interference/Obstruction/Repudiation of Lease

· Lessor action unequivocally indicating repudiation of lease will suspend necessity of continuing drilling/production operations until dispute is settled.  Lessee otherwise would be in a dilemma in that he may be found to be bad faith trespasser if operations continue, liable for destruction of lease value in the case of a dry hole, or having drilled a free well for the landowner.  Supreme Court stated rule in Kothmann v. Boley, 308 S.W.2d 1 (Tex. '57):

“Lessors who. . .wrongfully repudiate the lessee’s title by unqualified notice that the leases are forfeited or have terminated cannot complain if the [lessee] suspends operations under the contract pending a determination of the controversy and will not be allowed to profit by their own wrong”.  308 S.W.2d 1 at 4.

· Interference can take various forms:  physical ejectment, written rejection of lease, filing of lease cancellation suit or suit to enjoin operations, execution of immediately effective lease or top lease.  Lessor’s repudiation must be definite and unequivocal, however.

(3)
Shut-in Royalty Payments: “Substitute”, “Contractual” or “Constructive” Production:  The Wherein of Shut-in Royalty Lease Maintenance.

· Generally – Shut-in payment timely and correctly made under lease provision allowing monetary substitute for actual production, where actual production is not possible or delayed, (i.e., generally lack of gas market due to no pipeline connection) will constitute “constructive production” and allow lease to be maintained.

· Well must be mechanically capable of commercial production.

· Clause must be strictly complied with, generally each part of clause interpreted quite literally.  There is no “reasonable” period after shut in implied in which to make payment.  Unless specifically, expressly and clearly allowed, there should be no “gap” between completion and shut in of the well (or maintenance by other lease provisions) and payment of the shut in royalty, Gulf Oil v. Reid, 337 S.W.2d 267 (Tex).

Authorities:  Freeman v. Magnolia Petroleum Company, 171 S.W.2d 339 (Tex); Reid, supra; Shell Oil v. Goodroe, 197 S.W.2d 395 (CCA); Steeple Oil and Gas v. Amend, 337 S.W.2d 809 (CCA); Phillips Petroleum Co. v. Harnly, 348 S.W.2d 856 (CCA), Kidd v. Hoggett, 331 S.W.2d 515 (CCA).

(4)
Lease Savings Clauses: Special clauses allowing maintenance of lease by reworking operations or new drilling where production ceases.  Must be strictly complied with (See, Rogers v. Osborn, 261 SW2d. 311 (Tex. 1953).  


C.
Special Leases:

1. Paid-Up Lease.  Lease where entire primary term is paid in advance.  Eliminates possibility of accidental loss of lease for incorrect payment of delay rental.  Trend is to more paid-up leases.

2. Top Leases.  

(a)
Definition: A lease covering acreage which is also subject to existing oil and gas lease.  A top lease “tops” an existing lease.  It purports to effect a transfer of the possibility of reverter of the mineral estate.   Two forms:   “Two party”/“same party” - executed by same parties (or successors) to original lease.  “Three party” or “Stranger” - lease in favor of stranger to title to original lessee.

(b)
Not generally recommended in view of problems created:

· Perpetuities - If top lease is to be effective upon termination of bottom lease the “rule against perpetuities” is likely breached; top lease will not necessarily vest within twenty-one years after the death of some life or lives in being at the time of the conveyances because bottom lease conceptually could last forever. Peveto v. Starkey,  645 S.W.2d 770 (Tex).
· Title Obstruction/Breach of Lessor’s Warranty.


· Standing of Top Lease – Before administrative agencies, courts.  Note, holder of top lease does not have present possessory interest.  There is little Texas precedent on problems of top leases and their status is unclear.
IV.
Implied Covenants
A. General.  

Covenants are routinely implied when a lease does not specifically address the lessee’s obligations of development, protection (from drainage from adjacent wells), and management of the leased acreage.

B. Summary of Implied Covenants:

1. Implied Covenants to Develop the Lease:  
(a) To drill and exploratory well:  This covenant is rarely encountered because lease expressly negates the covenant; lease terminates after a period if no well is drilled.

(b) To reasonably develop the lease after production is established.  (Covenant of Further Development).

· based on “Prudent Operator” test which requires development or additional well if it would be profitable to lessee, i.e. what a prudent operator would do.  Thus the profitability standard.  Burden is on lessor/landowner to show that costs of drilling and completing well can be done at a profit to the lessee; that is, that amount of production will exceed costs of drilling, completing, equipping and operating well.

Texas Pacific Coal Oil v. Barker, 6 SW2d.1031 (Tex.); Clifton v. Koontz, 325 SW2d.684 (Tex.); Gruy v. Reiter Foster Oil Co., 150 SW2d. 842 (CCA, 1941).




2. Implied Covenants to Protect Against Drainage (the “Protection” or “Offset Well” Covenant)
(a) Implied obligation to drill “protection” well where another well is draining oil/gas off lease premises.

(b) Prudent operator test requires well be drilled at a profit; burden on lessor; lessee is not an insurer against all drainage, only amount which can be produced in excess of drilling, operating costs. 

(c) Applies to each producing formation.

Texas Pacific Coal & Oil, supra; Hutchins v. Humble Oil & Refining, (CCA) 161 SW2d.571;  Vega Pet. Co. v. Hovey (CCA) 604 SW2d. 388; Bolton v. Coats, 533 SW2d.914 (Tex.); Amoco v. Alexander, 622 SW2d.563 (Tex, 1980).

3. Implied Covenant to Market: Requires lessee to market production with diligence. As a general rule covenant requires lessee to commence sales/production timely and at the best price under the circumstances.
Amoco v. First Baptist Church of Pyote, 579 SW2d.280 (CCA); writ ref n.r.e. w/statement 611 SW2d.610; Cabet v. Brown, 754 SW2d.104 (Tex. 1987); Shelton v. Exxon Corp., 719 F.Supp. 537, USDC Tex. (1989).

See, Cockrell, The Implied Marketing Covenant: Its Development and Current Implications, 14th Ann. OGM Law Institute (T.U. Law School and SBOT, 1988).
4. Miscellaneous Implied Covenants.

(a) Duty to Seek Favorable Administrative Action.  See, Amoco v. Alexander, IV. B. 2 supra.

(b) Covenant to Use Reasonable Care in Operations.  Must act as a “Prudent Operator”.  Empire Oil & Gas v. Hoyt, 112 Fwd. 356, 6 Cir. (well flooded out by improper acidization job; insufficient calcium chloride blanket); Rhoads Drilling v. Allied, 70 SW 576 (Tex.), (failure to install pump to increase oil flow).  Consider application of rule as a requirement to use progressive industry practices.  Scope of this covenant is potentially broad.  Note that this is a contract not tort obligation.  Consider application where situation appears to be a tort, i.e. destruction of well, negligent flow-out.

C. General Considerations.

1. Assume generally application of “Profitability” requirement.

2. Generally an express covenant will negate implication of covenant.

3. Exception to C.1. and C.2. above: where lessee is causing the drainage; lessee can’t defend on basis of negation by express covenant or lack of profitability.

Amoco v. Alexander, supra; see Shell Oil v. Stansbury, 401 SW 623 ref.n.r.e. 410 SW2d. 623).

4. Umbrella “Prudent Operator” Covenant.  Movement is more to what a “Prudent Operator” would do in a variety of circumstances vs. discreet, separate applications of covenant or separate implied covenants.  See, Amoco v. Alexander, supra.

D. Remedies.

1. Damages is typical remedy, generally measured in royalty value lessor would have received if lessee had acted as a prudent operator.

Texas Pacific Coal & Oil, supra; Christy, Mitchell & Mitchell v. Howell,  359 SW2d. 658 (CCA).

2. Equitable Degree of Conditional Cancellation.  In egregious situations or where damages are clearly shown to be inadequate, a court may enter decree canceling lease in whole or in part.  Decree is conditional based on lessee’s failure to perform the specified act.  Remedy is oft’ stated in legal literature; rarely granted in practice.

Waggoner Estate v. Sigler Oil Co., 195 SW2d.27 (Tex.); Rendleman v. Bartlett, 21 SW2d.; General Crude v. Harris, SW2d.1098 (CCA); Slaughter v. Cities Service Oil Co., 660 SW2d.860 (CCA, 1983).

VIII. Royalty Payments under the Oil and Gas Lease.
A. General Rule.  Although royalty gas can be taken “in kind” by the royalty owner, lessee typically sells 100% of gas and pays royalty owner his share of gas in money.  Royalty on gas is typically paid in money on one of two bases – or a combination of the two:

1. “Market Value” Lease Clause:  “On gas, the royalty shall be one-eighth of the market value of all gas sold at the well or sold or used off premises, valued at the well.”  Comparable sales in area of like kind gas are determinative.  Exxon Corp. v. Middleton et al, 613 SW2d. 240 (Tex. ’81), on remand 619 SW 2d. 477.

2. “Amount Realized” or “Proceeds” Lease Clause:  “On gas, the royalty shall be one-eighth of the amount realized by lessee from the sale of gas; [or one-eighth of the proceeds of the sale of gas].  




Amounts received by lessee from sale is royalty base.

3. Combination of above (payment depending on where gas is sold):

“…on gas sold or used off premises, the market value at the well of one-eighth of the gas so sold or used; provided that on gas sold at the well, royalty shall be one-eighth of the amount realized from such sale…”


4. Index-Based Royalty.  The trend may be developing for the payment of royalty based on various published indices as contractually constituting “market value”.  This injects physical, geographical and other comparability issues.  Problematic.  Too early to tell.

B. Problems:
1. Where is gas sold in fact, at well or off lease premises?  Aggregated with other gas and transferred to distant market?

2. Meaning of “at the well”:  (allows deduction from royalty for costs of transporting, treating gas sold off lease to arrive at an “at the well” valuation.  Heritage Resources v. NationsBank, 939 SW2d. 118 (1996); LeCuno Oil v. Smith, 306 SW2d.190 (CCA, 1957, n.r.e.); Martin v. Glass, 571 F.Supp. 1406 (N.D.Tx. 1983).  Recall royalty is cost free typically to mouth of well; i.e. free of production costs; post-production costs, i.e. to get production to market or make it marketable (pipeline, compression, treating costs, etc.) are not free to royalty owner.  Exception:  where lease specifically provides to contrary.
3. Processed Gas: a particular clause is the ideal where gas is processed; otherwise processing costs are generally chargeable on basis of cases in B.2. above (i.e. various costs are “netted back” to get a value “at the well”).


4. The Market Value Dilemma:  The problem arises in the determination of value for gas under a market value type royalty clause where gas has been committed to a gas contract with a fixed price, or to a price mechanism that does not reflect (or immediately reflect) current, day to day, market values.  Market value can change daily, it is subject to long term pricing trends, either escalating (as in the current situation) or declining.  The lessee only gets the contract price provided in the gas sales contract. This was generally a good price at the time the contract was signed, but the situation is now different.  

The problem arises because in Texas (unlike Oklahoma and some other states) gas is considered  sold when the gas is produced and delivered to a pipeline, NOT when the gas sales contract was signed.  Texas Oil & Gas v. Vela, 429 SW2d. 866 (Tex. 1968).

In rising markets:  Lessee is squeezed:  has a fixed low price, but has to pay royalty on ever increasing price (receives 7/8 x $0.50/mcf gas under the gas sales contract; but owes lessor royalty of 1/8 of $8.00). Texas Oil & Gas v. Vela, supra.

In declining markets:  Lessor is squeezed (assuming compliance by gas purchaser):  Lessee’s obligation is to pay royalty on a declining market value, i.e. $2.00, but price under gas contract for current sale is $7.00.  Yzaguirre v. KCS Resources, Inc., 47 SW3rd. 368 (Tex. 2001).  

The sword cuts both ways.  Under a market value royalty clause, the actual price received by the lessee, particularly under a long term gas sales contract is irrelevant.

C. The Division Order (“DO”):
1. Purpose of DO:  Divides the production of an oil or gas well (or monetary proceeds) among the various royalty and leasehold (working interest) owners according to their ownership interest.  

Oil and gas purchasers (as well as operators) use DO’s as a basis to pay for the oil or gas from the well.  The DO acts as a bill of sale for the production, as well as a warranty of title in favor of the purchaser to the oil or gas purchased, among other purposes.  DO’s often have royalty and other provisions which are different from the lease royalty provision (or other provisions) favorable to a royalty owner.

2. Effect of a DO:  DO’s are effective to amend a lease until revoked.  Exxon Corp. v. Middleton, supra; Judice v. Newborne Oil Co., 939 SW2d. 133 (Tex. 1996).  However, they are typically revocable at will.  The benefits of a well-drafted lease can be forfeited under a DO that has not been revoked.  The problem has been attenuated somewhat by legislation.  See, Tex. Nat. Res. Code Ann. § 91.403.  This statute provides a basic statutory DO with basic terms (name, interest, title warranty, tax ID, property description, etc.) that can be required as a condition to payment for production.  The statutory form does not cover gas unfortunately.  See, Coastal Oil & Gas v. Roberts, 28 SW3d. 759 (Tex.App. 2000).

VI.
Concurrent Mineral Ownership – Mineral Co‑Tenancy: Consider that most severed mineral estates in Texas are owned by multiple owners on undivided, percentage ownership basis.

A. Leasing, Drilling  & Production:  General Rule.   Each co‑tenant has nonexclusive right to enter, explore, develop, produce entire mineral estate, or lease same for those purposes, correlative and co‑extensive with rights of other co‑tenants. Agreement of all co-owners is not necessary. Production/enjoyment of mineral estate is not waste to non-producing co‑tenants.  One co-tenant cannot prevent drilling or development by another co-tenant.

Authorities: Prairie O&G v. Allen, 2 F2d 566 (8 Cir) ; Texas & Pacific v. Kirtley, 288 SW 619 (CCA) ; Burnham v. Hardy, 147 S.W. 330 (CCA), aff'd 195 S.W. 1139 (Tex); Hughes v. Cantwell, 540 S.W.2d 742 (CCA); Medina Oil Dev. Co. v. Murphy, 233 S.W. 333 (CCA); Williams: 34 TexLRev.
B. Co‑Tenant Accounting.  The “drilling” or  “producing” co‑tenant (or its lessee) may not convert nondrilling co‑tenants’ production, but must account to other co‑tenants for share of production less, reasonable and necessary costs of development, production, marketing. Development costs to be recouped from 100% of production until total recovery/ payout. At such time nondrilling co‑tenant gets proportionate share of production less proportionate share of costs.  Nondrilling co‑tenants have no liability if venture is dry hole or does not pay out. Risk of venture is with drilling co‑tenant. The nondrilling co-tenant can ratify a lease executed by other co‑tenant, particularly where lease purports to cover 100% interest.

Authorities:
Cox v. Davidson, 397 S.W.2d 200 (Tex); Bullard v, Broadwell, 588 S.W.2d 398 (CCA n.r.e.).

VII. Successive Mineral Ownership:  Life and Remainder Estates.

A. Generally:  Neither life tenant nor remainderman may individually develop, produce, remove, etc., minerals from, or grant an effective lease on, lands which are subject to life and remainder interests, unless expressly provided in the instrument creating life estate. Rationale: Life tenant may not commit waste and may be enjoined; and remainderman has no possessory interest.

No difference between conventional, common law life estate or legal (homestead, etc.) life estate other than fact that homestead life estate is obligatory. Life tenant will be entitled to production benefits where creating instrument so provides.

Authorities:
Swayne v. Lone Acre Oil, 86 SW 740 (Tex); Davis v. Bond, 158 S.W.2d 297 (Tex); Mitchell v. Mitchell, 298 S.W.2d 236, rev'd other grounds, 303 S.W.2d 352 (Tex); Youngman v. Shular, 288 S.W.2d 495 (Tex); Amarillo Oil Co. v. McBride, 67 S.W.2d 1098 (CCA); Guest v. Bizzell, 271 S.W.2d 472 (CCA) ; Hemingway, supra, § 5.2; Huie, Woodward, Smith, supra, 406‑418; Olds: 8 SWLFn 163.

B. Leases by Both Life Tenant and Remainderman:

1. By joint or separate leases, creates presently valid lease.

2. Division of lease benefits, unless creating instrument provides to contrary:

(a) Royalties, bonus, and likely shut in payments: treated as corpus held for remainderman and invested; income to life tenant.

(b) Delay rentals ‑ regarded as income and payable to life tenant.

Authorities: Swayne, supra; Davis, supra; Clyde v. Hamilton, 414 S.W.2d 434 (Tex). See, Ramirez v. Flag Oil, 266 S.W.2d (CCA) (where life tenant was allowed to withdraw funds upon posting surety bond for refunding).

3. Exception ‑ The Open Mine Doctrine.

(a) Generally: Rule borrowed from hard mineral jurisdictions. Where "mine" is “opened” prior to creation of life estate, life tenant is held entitled to entire production from mine.

(b) In Texas, an effective lease existing at time of creation of life estate will "open the mine"; actual production not required.

(c) Termination of the Existing Lease - "Closing the Mine":  

Where original lease in existence at time of creation of life estate ceases, the mine closes and life tenant is not entitled to all lease benefits under a subsequent lease.

Authorities: Moore v. Vines, 474 S.W.2d 437 (Tex); Youngman, supra; Clyde, supra; Mitchell, supra; Olds, supra; Woodward: 35 TexLRev; Butler: 8 HousLRev 153.

VIII. Pooling.
A. General. Two or more separately leased tracts are often combined or “pooled” for purpose of drilling a single well.  Tracts are pooled for operating economies, to eliminate multiple wells, to combine small tracts which would not be entitled to a well under Railroad Commission well spacing and density requirements (and other commission provisions) as well as other reasons.  
The main effect of pooling is that production or operations from any one of multiple- pooled tracts will constitute production or operations on all tracts in the pooled “unit”.  Royalty on production from one tract will be apportioned pro-rata among royalty owners in all tracts in the unit.  Thus, all leases validly pooled into a unit will continue in force as if production/operations were on each separate lease tract.  
The power of a lessee to pool a leased tract is absolutely dependent on and limited to the express authority granted in the lease.  There is no implied authority to pool.  See, e. g,. Jones v. Killingsworth, 403 SW 2d. 325 (Tex. ’65).  If leases are improperly pooled, non-well leases will not be maintained in force.  Southwestern Pipeline v. Tichacek, 999 SW 2d. 166, (Tex. ’99).  The lessee is not a fiduciary in exercise of pooling power.  Vela v. Pennzoil Prod. Co., 723 SW 2d. 199 (Tex.App. San Ant. ’86, n.r.e.)
B. The Good Faith Requirement.  The courts have established the requirement of Good Faith in the lessee’s exercise of the pooling power.  This is essentially a fact question under the attendant circumstances.  Bright line tests for bad faith pooling generally are not existent.  Authorities.  Elliot v. Davis, 553 SW 2d. 223 (Tex.Civ.App. – Amarillo ’77); ref’d. n.r.e., Circle Dot Ranch, Inc. v. Sidwell O&G Inc., 891 SW2d 342, (Tex. App. Amarillo, ’94 rit. d.m.)
C. Circumstances that MAY Indicate Bad Faith Pooling:  

1.) Lease Preservation of Multiple Leases.  Where unit boundaries appear to have been drawn to perpetuate as many as possible constituent leases,  (See, Elliot v. Davis, supra; Amoco Prod. Co. v. Underwood, 558 SW 2d. 509 (Tex.Civ.App. – Eastland ’77, n.r.e.).

2.) Gerrymandered Units.  (Similar to above) particularly where not supported by valid geological considerations;  See Elliot v. Davis, Circle Dot v. Sidwell, supra.  Consider a lessee’s financial motivation to include more of low-royalty leases and less of high royalty leases.
3.) Last Minute Pooling.  Pooling acreage shortly before expiration of primary term (or otherwise in circumstances indicating an effort to avoid drilling multiple wells.)  Elliot v. Davis, Circle Dot v. Sidwell, supra.
4.) Goat Pasture.  Including non-productive acreage not reasonably within well’s drainage pattern.  Amoco v. Underwood, Circle Dot v. Sidwell, supra.
5.) Excluding Productive Acreage.  The reverse of 4) above, to the hurt of royalty owners of production acreage.  Amoco v. Underwood, Circle Dot v. Sidwell, supra.
6.) Watering Down Productive Acreage.  Similar to Goat Pasture above, but consider situations where a good well would support existing lease acreage without pooling. Consider also including leases in unit with lower royalty burden than higher burden lease lands.  (See Circle Dot v. Sidwell, supra, concurring opinion.)
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