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Ownership of Oil and Gas Rights

· Types of interest

· Fee interest – ownership of both the surface and mineral rights in fee simple absolute

· Mineral Interest

· Severed from the surface

· Includes the right to use the surface – implied easement

· Leasehold Interest

· Right to the mineral interest granted by an oil and gas lease

· Royalty Interest

· A share of production, or the value or proceeds of production, free of the costs of production, when and if there is oil and gas production on the property

· Rule of Capture

· No Liability for capturing oil and gas that drains from another’s lands.  The owner of a tract of land acquired title to the oil and gas that he produces from wells drilled thereon, though it may be proved that part of such oil and gas migrated from adjoining lands.

· Policy – promote production

· Limits on the Rule of Capture
· Correlative Rights
· Elliff V. Texon Drilling Co. – Tex. Supreme Court, 1948

· Blow out well on neighboring tract draining reserves on property – D claimed that based on rule of capture P didn’t yet own the oil therefore could not get damages from loss of

· Correlative Rights Rule: Each owner has right to a fair and equitable share of the oil and gas under his land as well as the right to protection from negligent damage to the producing formation.  Each owner has right to fair chance to produce from the reservoir in proportion to quantity under land.  

· Since D wasting the oil rather than selling it could not be protected by the rule of capture.

· State Regulation and the Modification of the Rule of Capture
· Conservation Laws

· Purpose – to avoid physical and economic waste of oil and gas resources

· Well Spacing Rules – prevent over drilling

· Well Spacing Exceptions – because reservoirs rarely homogenous – to protect correlative rights and prevent waste of oil and gas

· Production Regulation 

· Subsurface Storage of Gas
· Pacific Gas & Electric Co. v. Zuckerman
· Issue:  Does the owner of natural gas lose ownership when it injects that gas into a natural reservoir and the gas migrates?

· Holding:  Once gas reduced to personal possession the owner is not divested of ownership simply because it stores the gas underground and it migrates.

· Theories of Ownership

· Corporeal/Incorporeal Distinction
· Corporeal – interest in land includes the right of possession – Ownership in place – ad coelum – Majority (Texas, NM, Colorado, Kansas)

· Cannot be abandoned – unless statutory

· Incorporeal – interest only the right to use the land – non-ownership – profit – profit a prendre – Oklahoma, Louisiana, California, Wyoming

· Can be abandoned – Gerhard v. Stephens
· Under common law could not sue in trespass, ejectment and compulsory partition – only some states follow (in others have other ways to get remedy, ie quiet title)

· Protection of Oil and Gas Rights

· Surface and Subsurface Trespass

· Humble Oil v. Kishi
· Facts:  Drilled a dry hole after lease had expired

· Rule: There was a trespass which destroyed the value of the property, thus damages ordered for the bonus value of the right to lease, although there had been no offer from another purchaser.

· Martel v. Hall Oil Co.
· Similar facts to Kishi

· Court held no damages because property worthless for oil and gas in the first place – ignores economic reality (lease takes on potential risks and rewards)

· Phillips Petroleum v. Cowden
· Right to explore is valuable property right that can be legally protected

· Measure of damages
· Difference between peak value of property and its value after condemnation

· Slander of Title – malicious publication of false statements that are injurious to the plaintiff.

· Elements

· False claim of title

· Can be shown by demonstrating that the trespasser occupies the property

· Kidd v. Hoggett – lessee of expired lease has refuse to release it is a false claim of title

· Asserted with malicious intent

· Enough that slander is deliberate and without reasonable cause – Kidd v. Hoggett
· Good faith belief does not protect from recklessness

· Causes pecuniary damage

· Must show actual loss – proof of specific damage like contract or opportunity to sell or lease

· Assumpsit

· Used when specific damages cannot be shown – implied contract

· Phillips Petroleum v. Cowden
· Right to conduct geophysical searches can result in trespass action

· Damages = reasonable market value of the use made of their property

· Ejectments and Coversion

· Champlin Refining Co. v. Aladdin Petroleum Corp.
· Off shoot well case

· In determining damages to be paid the court takes the amount of conversion minus cost of development, even cost of drilling in unprofitable direction

· Subsurface Trespass

· Bad Faith Trespass – if found cannot set out expenses incurred or benefits conferred

· Some courts presume bad faith – Alaska
· Some courts put burden upon the owner to show bad faith
· Edward v. Lachman
· Negligence cause well to go sideways thus produced neighboring oil

· Owner of land must prove bad faith, didn’t here

· Good Faith Trespass – can recover actual costs or reasonable value, whichever is less

· Court looks at if the expenditures benefited the true owner

· Ownership

· Adverse Possession of Minerals

· Elements

· Actual

· Open

· Notorious

· Exclusive

· Hostile

· Continuous

· NM Statutory Elements – 10 years, color of title

· Taking – adverse possessors time can be tacked together

· 4 issues to look at in adverse possession

· When no severence of surface and mineral estate

· Adverse possessor acquires entire title – adverse possession of any portion of title gives title to all.

· Severance after adverse possession begins

· Severance doesn’t effect outcome – nothing in this conveyance interrupts the adverse possession already occuring

· Prior severance before adverse possession starts

· Have to interfere with the mineral estate - Gerhard

· Adverse possession against mineral estate, not just surface.

· If meet elements then fine – hard to continuosly do for 10 years

· Gerhard v. Stephens
· Issue:  Did surface owner reaquire mineral interest through adverse possession?

· Holding:  No because no actual interference with the mineral estate (just raised cattle on the surface) – thus no notice to mineral  owner

· Issues that come from case:  What if surface owner did exclude?

· Permanent improvements on the land

· How much of MI does adverse possessor get?

· Area claimed by mineral possession – area drained by well, not entire area 

· area given each well by statute

· all mineral interest

· Things to look out for

· Adverse possessor still must pay royalty interest – it is a non-possessory interest that cannot be adversely possessed

· Ownership in theory state – Merger – if estates severed, adversely possessed then merge both are still separate estates – Most places ignore this

· Easements cannot be acquired by AP unless owner has actual or implied knowledge of the AP

· Concurrent Ownership

· Major Issue:  Can one owner lease or develop without the permission of the other owners?

· Majority Rule:  Prairie Oil & Gas v. Allen
· Rule:  Cotenant has the right to develop common property without the permission of all cotenants, as long as cotenant doesn’t exclue the others from exercising the same right.

· Proper basis for accounting in such situations – issue: one party pays for all development but has to share with all cotenants

· Market value of oil less the reasonable and necessary expense of developing, extracting and marketing (Net Profit)?

· Look at before payout and after payout – nondeveloper gets nothings before payout (look at notes)

· Roylaty – get amount always, don’t take away expenses

· Minority Rule

· Can’t develop without permission of all cotenants – waste doctrine – UNLESS the MI is being drained and must be developed to save any interest

· Other ways to get right to develop if in a cotenancy – Partition

· Can be done voluntarily – partition based on proportion of ownership

· Forced Pooling – state police power forces joinder of ownership rights in property within proposed well spacing  unit

· Texas - Judicial Partition – court divides up property into equal separate interests – used in both possessory and non-possessory states

· Two types

· In Kind – actual division allocating specific portions

· By Sale – sell off interests and divide money

· 3 elements

· Joint ownerhsip

· Interest must be possesory

· Equal dignity throughout the tract involved

· Equity doesn’t play a role in judicial partition usually – a few states say if fraud or oppression shown then no partition (court’s discretion)

· Look at examples in notes

· Successive Interests – Life tenant/Remainderman

· Issues to look at

· Power to grant

· Neither party can develop or lease without permission of the other because neither possesses the full interests in the property – Wellborn v. Tidewater Associated Oil
· Exceptions

· Grant creating two interests specifically says life tenant can develop “without impeachment for waste”

· Deed impliedly indicates life tenant can develop

· Open Mine Doctrine

· Life tenant has right of present use but must conserve the estate for the remainderman

· Remainderman will have full rights eventually but lacks right to present use

· Division of proceeds

· Income – to life tenant

· Corpus – returned to remianderman but can be used by life tenant (has interest)

· Moore v. Vines
· Delayed rental goes to life tenant

· Rental – Interest goes to life tenant, rest goes to remainderman

· Bonus Payment 

· Majority – advanced payment for interest so interest goes to LT and rest goes to R

· Minority – only right to explore thus goes to LT

· Shut in Royalty/Guaranteed Minimum Royalty

· If recoverable later then is a future depletion of corpus – LT gets interest, R gets corpus

· If cant’ be recovered look at if mandatory or optional

· Optional – like delay rental goes to LT

· Mandatory – like bonus so goes to both

· Open-mine doctrine – When there is an open mine on the property when the LT is created, LT is entitled to all payments

· Can drill new wells as long as in existing mined resevoir, can’t explore for new wells – production must be continuos

· Moore v. Vines
· Open mine doesn’t apply – LT lease terminated before new one came into being, once terminated open mine goes away

The Oil and Gas Lease

Granting Clause

· Consideration

· Words of the grant

· Property interest – amount of interest conveyed

· Can also include the mother-hubbard clause – grants entire property and land that is lessors that is adjacent to the land leased

· Purpose – to pick up forgotten property

· Activities covered – Executive Rights

Substances covered 

Habendum Clause 

· General Definition – sets up the primary term length that the lease exists unless production occurs

· Primary Term – fixed term of years during which the lessee has the right without any obligation, to operate on the premises

· Issue: What is the meaning of production in paying quantities to move into secondary term?

· Majority – actual production required  - also includes marketing because that is the economic basis for the lease 

· Most states (including NM) require that the Oil and Gas be flowing, not just produced.

· Strict rule – lessee knows of difficulties and risks when going in, can’t use as an excuse for not meeting primary term – Baldwin v. Blue stem Oil Co.
· Minority (Oklahoma and W.Va.) – lease will not terminate if discovery is made but no production – discovery still requires completion and capability of production and lessee must make diligent efforts to market – McVicker v. Horn – Implied covenant to Market comes into play

· Side note – some states use this rule only for gas because of the difficulty in moving gas

· “In paying quantities” standard – have to meet to move into secondary term – issues below between primary term and moving into secondary term
· Clifton v. Koontz – whether or not under all the relevant circumstances a reasonably prudent operator would, for the purpose of making a profit and not merely for speculation, continue to operate a well – REASONABLE AND PRUDENT OPERATOR
· When determining production look at two questions
· Was well producing in paying quantities
· Court will pick a reasonable accounting period to determine if there was sufficient production or if it stopped – almost always over 6 months

· IF NOT – then what would a reasonable and prudent operator do
· Would have to have a continued interest, have to be able to make a profit eventually

· Amount of net profit – can depritiate equipment used and put overhead in

· Level of depletion

· Current prices and costs

· Other wells in the area

· If meet then move into the secondary term
· Alternative to Koontz
· Cobb v. Natural Gas Pipeline – Doctrine of temporary cessation – keep lease alive without going into the accounting of Koontz

· When well was producing

· Common law – mechanical problems

· Implied

· Can’t have if never produced – Gulf Oil v. Reed
· Lessor interference
· If lessor interferes court will often add time on to primary term and not terminate the lease – Greer v. Carter Oil, Easter Oil v. Coulehan, Fossil Fuels v. Roach ( NM)

· If there is no way a producing well would be completed lessor interference may be ignored – Gisinger v. Hart
· Secondary term – the extended period of time for which rights are granted to the lessee once production is obtained 

Drilling Clause 

· Part of drilling clause is the delay rental

· Purpose – to ensure that the lessee has no obligation to drill during the primary term by negating any implied obligation to test the premises

· Previous to delay rental just had to drill within reasonable time – varied court to court

· When paid – whatever is put in the lease – usually a year
· Can be paid by any person with an economic interest in the lease

· Problematic if the interest is split

· Paid to the lessor or specified entity

· Unless Clause - Majority

· Lease is automatically terminated unless a well is commenced or delay rentals are paid prior to date specified in the lease
· If miss D/R payment in good faith doesn’t matter, still terminates lease (possibly if error made by an independent agent) – Phillips Petroleum v. Curtis
· Kincaid v. Gulf Oil – possible exception to this harsh rule – did not terminate lease – based on “bonified attempt to make payment language”
· If delay rental late but still cash it then revive the lease when cash payment and it is thus not terminated – Brannon v. Gulf States
· Limits the primary term of the lease
· Or Clause – minority (California)
· Will drill or pay or terminate the lease – affirmatively obligates the lessee to do one of the alternatives

· Lessors remedy in or clause leases is amount of rental payment due, not termination of lease, UNLESS there is a special provision in the lease

· Repeated failure to pay rentals on time, forcing lessor to seek relief repeatedly MAY justify forfeiture – Warner v. Haught, W.Va.

· Forfeiture of Or clause leases
· Lessor has the alternative of following procedures to declare the lease forfeited if delay rentals are not timely paid

· Usually require notice and opportunity for corrective action 

· Dry hole clause – 

· Bars end of lease from drilling unproductive well – usually gives free rental period after drilling dry hole
· If a dry hole is drilled delay rental should be paid on original date, not when the dry hole drilled – Superior Oil v. Stanolind – make sure this clause is unambiguous

· Notice of change of ownership clause – if sell lease must give notice to lessee via certified copy Gulf Refining v. Shatford – so lessee knows where to send D/R
· Thus the burden is on the assignee to provide
· No burden on the lessee to check ownership
· Put time period in lease of when new ownership will take effect, then don’t have issue – i.e. 45 days after signing – no issue of who should pay D/R

· Actual Drilling
· Main issue: is the drilling done in a timely manner – leases usually say that well must be commenced within 1 year

· 3 factors used to determine

· the precise language of the lease

· The good faith of the lessee

· The lessees due diligence

· When is a well commenced

· Majority Rule – Commencement does not require actual spudding – requires unequivocal conduct on the premises in preparation for drilling undertaken in good faith and pursued diligently toward completion

· Must look at activites at well cite – not offices elsewhere

· Doesn’t have to be uninterrupted activity

· Exemption for acts of God

· Minority rule – To have commencement must have well spudded – drill in the ground – Hall v. JFW, Inc. 

· Went out night before to try to drill

Savings Clauses – drilling operations clause

· Shut-in royalty clause

· If have a well that is producing in paying quality but can’t find a market, the lessee can pay a shut-in royalty payment in substitute of actual production for purposes of habendum clause
· Created to alleviate problems with marketing natural gas

· Only applies under certain conditions

· Gas well
· Well is capable of producing in paying quantities – Majority Rule

· Clause cannot be invoked where there is a market, even though it is for a low price – Tucker v. Hugoton Energy Corp. – based on implied covenant to market
· Well must be shut-in – can’t be flowing anything
· Reason for shut-in must be authorized by the terms of the clause
· Well must produce only the substance addressed by the clause
· USUALLY only applies to dry natural gas wells
· Issue: In a state like Oklahoma where don’t need marketing, only producing in paying quantites, is a shut-in royalty necessary?  Thus if one is included in the lease does it change anything? Minority Rule

· Can have an effect but don’t really need– covenant to pay shut in royalty payments, thus lessor can due but can only get shut-in royalty payments, can’t terminate the lease (not worth it – small amount of money) – Pack v. Santa Fe Minerals
· May be indication of what reasonable time to market is under the habendum clause 
· Force Majeure Clause

· “Superior Force” – enables lessee to preserve the lease when circumstances beyond its control prevent it from operating
· Lessee extended time that was lost
· Acts of God or the Government – inability to obtain or use equipment or material
· Normal weather conditions don’t count – ordinary risk
· Royalty Clause

· Where is royalty due?

· Oil – just 1/8 of all oil produced in kind

· Gas – money royalty

· Sold at well – 1/8 of amount realized

· Off premises – 1/8 of market value at well

· GAS ISSUES

· AT THE WELL – although often sold off the premises
· Issue: How is this amount determined?
· Gas 
· if sold at well = amount realized
· Off Premises = Market value at the well
· Issue: What is meant by at the well and off premises?
· Off premises = beyond the lease boundaries
· At the well – any sale within the lease, sold on the lease property
· Issue: What is Market Value, what time frame do you look at?
· Texas/Vela Rule – limited to particular contract in question – market value at date of sale (look at spot market/intrastate sales) 
· Method – comparable sales or work back (take off post production prices)

· Piney Woods v. Shell Oil

· Best way – look at comparable sales and adjust based on what coming out of the well
· Time

· Quantity of gas
· Availability of outlets
· Quality of gas
· Second way – take sales price of gas out of well and deduct costs that improved the gas.
· Compression – if used for delivery, not production
· Transportation
· Treatment
· Dehydration
· Processing
· Oklahoma/Tara – As long as contract in good faith, price in contract determines market value
· Implied covenant to market – must market within reasonable time
· Issue:  If sold at the well can cost of improvement be deducted?
· Texas/Majority – Yes, based on definition of royalty – royalty is free of production costs not marketing
· NM - Creson
· Oklahoma/Minority - Wood – No, lessee is in charge of getting ready to market based on implied covenant to market – compression like that 
· Extreme Posistion – Colorado – Garman v. Conoco
· In favor of lessor – lessee must pay all costs to derive marketable product – until improved to a point it can be marketed costs born by the lessee
· Take or pay provisions

· Definition – obligates purchaser to pay for a percentage of the gas that producer can produce, whether or not the purchaser actually takes it.
· Purpose – Used by pipelines to compete in regulated markets – protects lessee
· Issue: Is there an obligation to pay royalty on the receipt of take or pay settlement monies?
· Majority/Texas Rule: No, royalty is part of production, take or pay not part of production so royalty not due on them.  Except to the extent that they relate to the gas actually produced.  Killiam Oil Co. v. Bruni
· Double payment issue – if got royalty on take and pay from gas still in the ground could then extract the gas and get royalty again.
· NM – Yates v. Powell – if buying out as part of take or pay is not part of production so NO royalty is due.  If just lowering the contract price is part of production so royalty is due.
· Minority/Louisiana Rule: Yes, royalty should be paid on take or pay.
· Lease is cooperative agreement – parties must share all the economic benefits that come out of the contract.  Look at the general expectations of the parties. Frey v. Amoco Production
· Remedies Available for Breach of Royalty Clause
· Usually to sue for the royalty plus interest – courts hesitant to terminate lease for 2 reasons

· Is like a breach of promise – remedy usually suit for damages

· For forfeiture have to show no equitable remedy available – Cannon v. Cassidy
· Royalty plus interest adequate to make the lessor whole

· Court still has power to terminate the lease

· Bad faith for not paying royalties

· Contract includes clause that allows termination – Hitzelberger v. Samedan Oil Corp.
· State statute allows

· NMSA 70-10-1 – 6

· Miscellaneous Clauses
· Free use of gas – expanded to include water and oil as well

· Free gas – for household uses – some charge a fee

· Warranty Clause
· Proportionate reduction clause – royalty reduced to what interest is owned

· Release of Record – help quiet title

· Removal of fixtures
· Surrender clause – lessee can surrender any portion of the lease

· Drilling/operation restrictions
· Division order – divide oil and royalty
Implied Covenants

· Purpose: To deal with the when, where and how in original lease – impossible to do expressly – usually protects lessors and impose burdens on lessee

· Most deal with the “reasonable and prudent operator” – 

· Implied in Fact or Law
· Implied in Fact – the lease does not state the entire agreement of the parties but the implied covenants are implied in the contract as main purpose of lease is for the lessee to hold the lease until production and maintain the lease after production.  

· Implied covenants are the concious intent of the parties.
· Implied in Law – come out of the relationship the contract created, not the contract itself to correct and imbalance of bargaining power

· Relational contract – one party totally dependant on the other to derive benefit – like master/servant, bailor/bailee, etc.

· Impose duties on lessee because they are necessary to achieve fair, equitable and just result

· Reasonably Prudent Operator Standard – underlies all implied covenants

· General Rule: lessee has ongoing duty to explore, develop and produce with reasonable diligence for common benefit of the lessor and lessee (as would a reasonable and prudent operator under the circumstances).

· Has been developed differently for all the different implied covenants – but main parts underlie all

· 3 elements imposed on the lessee
· Act in good faith

· Presumed – burden on lessor to show bad faith

· Question of fact – courts know it when they see it

· Act competently

· Expertise in the area

· Must conduct itself as would other members of the industry in similar circumstances – regional/national standard, not local

· Act with due regard for the lessor’s interests

· Not a fiduciary duty

· Make decisions with due regard to the interests of the lessor and the nature of the long term business relationship between the parties and lessee’s own interest

· Forms of Implied Covenants
· Implied Covenant to Protect Against Drainage
· Even if haven’t developed yet must protect the property from drainage by neighboring wells 

· Elements:

· Substantial Drainage
· Paying quantities

· Large enough to be of concern to the lessor

· Prudent Operator – Probability of Profit
· Well would have produced in paying quantities

· Sufficient production to provide a profit (no matter how small) over production costs

· Amoco Production v. Alexander – tilted resevoir – Amoco had lease to Alexanders land – draining higher on the resevoir

· Sundheim v. Reef Oil Corp. – even if paying delay rentals must drill protection wells.

· There is a clear distinction between the covenant to protect and covenant to develop

· Notice
· If termination need to give notice if damages don’t – Louisiana have to give notice for both
· Lessee should discover on own that there is drainage – no notice required – Sundheim
· Remedies
· Usually damages

· Termination only wen there is bad faith by lessee toward lessor or damages impossible to calculate

· Implied Covenant to explore – covenant to test
· Lessee must drill exploratory well within a reasonable period of time after the lease grant

· Avoided today by inserting drilling clauses – pay delay rentals during primary term – to have both is inconsistent

· Implied Covenant to develop (drill development wells)
· Once oil or gas discovered must continue to develop reasonably

· Implied Covenant to Drill development wells
· Elements – Davis v. Ross Production Co.
· Established production on the property

· Have to first drill exploratory wells to find a producing formation – once found all future wells are development wells and the I/C to drill development wells kicks in

· Prudent Operator

· Would a P/O drill the development wells – profit?

· If no excuse not to drill the wells then covenant is breached

· Remedy for Breach
· Termination or Damages

· Damages – lost royalty on wells that should have been drilled – don’t include interest on the royalty

· Termination – on tract of land the development wells should have been on

· Notice Requirement
· Advanced notice required if seeking termination not if seeking damages

· Implied Covenant to develop
· Elements to prove breach – determining P/O standard in relation to this covenant

· Additional development would have been economically viable

· Likelihood of profit

· Revenues minus:

· Drilling costs

· Completion costs

· Operating costs

· Taxes

· Royalties but not overriding royalties

· Lessee has acted imprudently in failing to develop

· Hard to show bad business decision – turns on facts

· Look at development on nearby properties, time between developments, other operators willing to drill, lessee’s attitude toward further development

· Does express development clause (amount of development wells) negate the I/C to develop?
· No, the I/C arises out of necessity, if development express there is no need for it

· Gulf Production v. Kishi 

· Not always the rule – 5th Cir. Sinclair – if parties didn’t truly intend minimum amount then I/C can override the express (6 wells on 40,000 acres)

· Remedy for Breach
· Lease cancellation

· Conditional Lease cancellation

· Damages – favored

· Royalties or interest on if no drainage

· Implied covenant of Further exploration
· Imposes obligation on lessee only after initial development – doesn’t apply before development because of drilling/delay rental clause.

· Different from I/C to develop in that it argues undeveloped parts of lease not explored, rather than that the lessee has failed to develop known deposits

· When issue comes up

· When shallow formation begins to deplete

· When development of shallow formation complete

· Areas around start showing interest in deeper formations

· Very large leases

· Major issue: Is the I/C to further explore the same as I/C to develop?

· Both have to show profit – thus the same – Oklahoma and Texas

· Sun Exploration v. Jackson – Texas

· Since must show profit no difference

· Clifton exception – on huge tracts of land – if on huge tract of land don’t have to show profitability

· Colorado – Gillette v. Pepper Tank
· There is an I/C of further exploration

· Keep the POS but don’t include profit in

· Feasibility of exploratory drilling

· Other operators interested

· Lessee sitting on lease

· Modern test – likelihood of profit
· Elements
· Additional Exploration reasonably can be expected to be successful

· Lessee not acting reasonably and prudent by failing to explore further

· Hard for lessor to show because of profit issue

· Notice
· If termination must give notice if damages don’t need

· Remedies
· Favor partial cancellation of lease on area not explored – uncertainty of damages

· Implied Covenant to Market
· Generally: Duty on lessee to use due diligence to market oil and gas produced within a reasonable time and at a reasonable price – Involve gas not oil

· Time
· Texas – by end of primary term

· OK – doesn’t have to be flowing so the I/C to market is critical

· Used with Royalty clause
· If want to determine market value sue on Royalty clause – if issue is the proceeds then sue on I/C to market to determine what price should have been

· Reasonable time
· Depends on facts and circumstances

· 8 years can be reasonable if gas impure and no pipeline – Bristol
· If can’t combine wet and dry gas anymore and thus must shut in that is reasonable as well – McDowell v. PG&E Resources
· Give greatest amount of leeway in determining reasonable time when interest of lessor and lessee the same

· Reasonable Price
· Prevailing market price

· Remedies
· Reasonable time – usually damages

· Reasonable Price – damages

· Implied Covenant of Diligent and Proper Operation
· Catch all

· Requires reasonableness on part of operator in all areas

· Starting the performance of operations

· How operations should be performed

· Same standard of prudent operator found in other I/C

· Examples

· Must use current processes

· Must use correct drilling mud

· Must use blowout preventers

· Must use surface casing to prevent surface water contamination

Uses permitted by the grant

· Surface Easement

· General Rule: The Mineral Owner has the right to use as much of the surface as is reasonably necessary to develop the minerals
· Only applies to the leasehold tract itself
· No easement to run pipeline across property owned by same lessor if not part of the lease
· Only pertains to benefits on that particular lease
· 2 issues

· Is surface necessary
· Has it been exercised in a reasonable way
· Accomodation doctrine – Getty Oil v. Jones
· If have preexisting surface use and any proposed mining operation would preclude or impair that use then lessee must use reasonable alternative if one is available.
· As long as the alternative is found on the land involved in the lease, don’t have do go off lease to find the alternative - Whitaker
· Sub issue = water utilization

· General Rule: Water belongs to the surface owner but mineral owner gets to use surface substances that are reasonable via its surface easement
· Can use all the water reasonably necessary – don’t worry about public policy
· Sun Oil v. Whitaker – Ogallala case
· Interferance with Ranching

· Cow licking case – as long as reasonable to production of oil fine that cow dies
· Sheep case – not reasonably necessary to leave bucket of toxic materials out
· NO OBLIGATION TO FENCE

· Oklahoma Rule

· Give notice and time to reject and work out – then goes to county assesors to work out
· Protection Clauses

· Can be put in the lease to help deal with – distance from curtelage clause, damage to growing crops, restoration of surface clause
· Rights Associated with the Mineral Estate

· Enter to explore and develop

· Executive Rights – Right to execute lease

· Bonus Payments

· Delay rentals

· Right to production – More than one party my have this right

· Working Interest

· Royalty interest

· ISSUE: What if unclear which of these rights was conveyed – leads to fractional interests

· Fractional Interests

· Different Examples of conveyances

· All minerals in, on and under (and that may be produced) = entire mineral interest
· All minerals produced and severed from blackacre = royalty interest only (only production mentioned)
· All minerals that may be produced = court unclear
· Major issue: Overconveyances, how to deal with

· Sourcing – fractions of interest conveyance

· Source of the fraction usually:

· The land described
· Grantors interest
· How to approach problems:

· Ignore what the grantor owned – look at what gave away
· If only own ½ MI and convey undivided ½ MI then give away all that own
· If gives away more than owns then grantee gets all there is then goes to court
· Always convey ½ undivided interest in the grantors ½ interest
· Royalty Acres

· If grantor owns ½ MI to 100 acres owns 50 royalty acres – if convey 5 royalty acres of the 50 then grantee gets a 1/10 royalty – Dudley v. Fridge
· Duhig Rule – Where you can’t five full effect to the grant (overconveyance) with reservation because of 3rd party interest ensure that grantee gets priority, doesn’t matter what grantor thought. Adopted in NM.
· Example: x owns S and ½ MI then conveys to y all S reserving ½ MI = y gets all S and ½ MI leaving x with nothing (can only reserve what own)
· Example: Body v. McDonald
· X owns all S and ¾ MI then conveys to y & z all S reserving ¼ MI = y & z get all S plus ¾ MI leaving x with nothing
· Issue: What effect does knowledge have on the Duhig rule? If grantee knew grantor didn’t have enough to cover the grant.
· Knowledge is generally immaterial to application of Duhig – actual/constructive/notice
· Gilbertson – knowledge did override Duhig but later limited to its facts
· Go over examples in notes

· Grant Language dealing with Fractional Interests

· X ½ MI conveys ½ MI “out of grantors lease” to y
· Conveyed all ½ because included “out of grantors lease – just say ½ grantors interest – Black v. Shell Oil
· Proportionate Reduction – does duhig apply to leases as well as deeds

· McMahon v. Christmann – No, because the lessee is granting the OGL not the owner
· Proportionate reduction does not apply to overriding royalty
· Example: 

· Lessor owns 1/6 MI
· Grants OGL to Lessee reserving a 1/8 royalty
· Lessor gets 1/8 or 1/6 because that is all that owned 
· Executive Rights in the Mineral Estate

· What are the Executive Rights

· Right of ingress and egress
· Right to explore and produce
· Right to lease
· Right to bonus and delay rentals
· Right to production through royalty interests
· Issues with the executive rights

· What if right to bonus, lease, and delay rentals not included in the grant?
· Only a royalty interest is conveyed – bad for grantee because royalty can be proportionately reduced while MI can’t
· What if exclude all the executive rights from the lease?
· Louisiana = include the delay rental and bonus so just becomes a RI
· Mississippi – non-participating as to D/R and Bonus = still have executive rights
· Also if exclude bonus and delay rental from lease also exclude executive rights so just becomes a RI
· In Texas would convey MI without bonus or delay rental
· No majority rule – case by case basis

· Koontz = makes it into a MI without executive right – to protect lessors land
· Right to execute oil and gas lease as part of the executive rights

· Nature of the right

· Agency Power
· Power coupled with an interest
· Allison v. Smith – can’t revoke executive rights belonging to another party (not agency power)
· Alienable incident of ownership
· Texas rule
· Executive Duties

· Duty of utmost fair dealing arising out of relationship with royalty owner – same degree of diligence and discretion expected from average landowner willing to cooperate with prospective lessee – like prudent operator standard – Fed. land bank of Houston v. U.S.
· Here US started to lease then withdrew on what could be made from additional land – should have just focused on the one tract
· Not a fiduciary duty
· Utmost fair dealing can apply to:
· Time
· Terms in lease
· Performance of terms
· Release of OGL when expire
· Breach of Executive Duties – terms of lease

· Lessee should show the same degree of diligence of a landowner protecting his interests (utmost fair dealing) – benefits landowner would get operating out of own interests
· Remedies for Breach

· Damages
· Termination
· Injunction – appointment of receiver
· Subject to clause

· Two grant theory
· Rule:  Look at the document as a whole – get benefits of both if there are 2 grants
· Apportionment

· Applies when the tract is subdivided and convey MI in one section (like SW ¼)
· Majority Rule – Nonapportionment – Look at where the well is drilled, whoever owns that land and produces gets entire royalty
· Based on Rule of capture – puts pressure on the lessee to drill development wells
· Minority Rule: Apportionment – take production and apportion on subdivided lands based on acreage
· Entireties Clause – overrides nonapportionment clause – says will apportion
· Clause only applies to division made before, not divisions made before the entireties clause included – Ruthven
· Overriding Royalties Clauses

· Issues with:

· Washout of ORRI

· If involves a new lease then the ORRI are washed out – applies to extensions and renewals but not new leases – Sunac Petroleum v. Parkes
· If there is a confidential relationship between the parties then ORRI may not be washed out with new lease – Sasser (washout fine here though because no such relationship)
· Do same rules and relationship apply to original lessor and working relationship, particularly implied covenants?
· No – because includes no provision to develop so won’t imply such covenants – XAE
· Assignment
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