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NPDES GENERAL PERMIT SHIELDS OPERATOR FROM

LIABILITY UNDER THE CWA AND SMCRA FOR POLLUTANT

DISCHARGES

In Sierra Club v. ICG Hazard, LLC, No. 13-5086, 2015 WL
643382 (6th Cir. Jan. 27, 2015), the U.S. Court of Appeals for the
Sixth Circuit held that the Clean Water Act’s (CWA) permit
shield, 30 U.S.C. § 1342(k), encompasses general permits. The
court held that a surface coal mining company whose mining
operation was covered by a Kentucky general discharge permit
was protected from liability for selenium discharges into sur-
rounding waters, even though the general permit contained no
effluent limitations for selenium. The decision has potentially
significant ramifications not only for coal mining operations, but
also for all dischargers covered under a CWA general permit.

ICG Hazard, LLC (ICG) operates the Thunder Ridge surface
coal mine in Kentucky. Discharges from the mining operations are
subject to a National Pollutant Discharge Elimination System
(NPDES) general discharge permit issued by the Kentucky
Division of Water (KDOW). The general permit allows certain
coal mining operations, including ICG’s, to discharge certain
listed pollutants into the state’s water, subject to the conditions of
the general permit. Such conditions include effluent limitations for
several specific pollutants. Although KDOW was apparently
aware of the potential for selenium discharges from mines in the
area, the general permit did not contain any effluent limitations for
selenium. Sierra Club, 2015 WL 643382, at *1.

The Sierra Club sued ICG under the citizen suit provision of
the CWA, alleging that ICG discharged selenium in an amount
that exceeded Kentucky’s water quality standards established
under the CWA. The Sierra Club also claimed that the discharges
violated the Surface Mining Control and Reclamation Act of 1977
(SMCRA). Because the general permit did not contain an effluent
limitation for selenium, the district court held that ICG could
discharge selenium so long as it made required disclosures, and
that the CWA’s permit shield protected ICG from CWA liability.
Id. at *2. As for SMCRA, the district court held that enforcing
water quality standards using SMCRA would impermissibly
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FEDERAL DISTRICT COURT FOR NEW MEXICO INVALIDATES

MORA COUNTY ORDINANCE PROHIBITING OIL AND GAS

ACTIVITIES

In SWEPI, LP v. Mora County, N.M., No. CIV 14-0035
JB/SCY, 2015 WL 365923 (D.N.M. Jan. 19, 2015), the U.S.
District Court for the District of New Mexico struck down
the Mora County Community Water Rights and Local Self-
Government Ordinance, Ordinance 2013-01 (Ordinance) in a
mammoth 199-page opinion. SWEPI, LP (SWEPI) owned fee and
state-issued oil and gas leases within Mora County. SWEPI
brought suit seeking a declaration that the Ordinance, enacted in
2013, was unconstitutional under the Supremacy Clause, denied
substantive due process and equal protection, violated First
Amendment freedom of speech rights, and constituted an uncon-
stitutional taking under the Fifth Amendment. SWEPI, 2015 WL
365923, at *10. SWEPI also alleged that state law preempted the
ban on oil and gas activities and that the remaining provisions of
the Ordinance were not severable.

The Ordinance at issue was sweeping in scope, purporting to
ban and criminalize all oil and gas extraction and a number of
related activities, including the extraction of water for use in
oil and gas operations and the construction or maintenance of
pipelines and other oil and gas infrastructure. The Ordinance also
purported to strip corporations and other business entities that
sought to engage in activities prohibited by the Ordinance of
personhood rights under the Constitution, rights under the First
and Fifth Amendments to the Constitution, and rights under the 
Commerce and Contracts Clauses of the Constitution. Other
provisions of the Ordinance prohibited challenges to the Ordi-
nance and declared state drilling and other permits within the
county invalid. The Ordinance also contained provisions that
made it difficult if not impossible to repeal. See id. at *3–10.

After addressing certain procedural matters, the district court
began by finding that SWEPI had standing to bring its claims. Id.
at *63. To establish an injury for standing, SWEPI’s leases had
value even if no production had occurred in the county, and the
Ordinance destroyed that value. Id. at *61–62. The court also
found that SWEPI’s claims were ripe, except for its takings claim.
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supersede the CWA permit shield protection that ICG was entitled
to under the CWA. Id. On appeal, the Sierra Club argued that the
district court erred in holding that the permit shield applied
because the general permit did not expressly approve of selenium
discharges in violation of state standards and that selenium
discharges were not contemplated by the state permitting authority
when issuing the permit. Id. The Sierra Club further argued that
even if the CWA permit shield did apply, the discharges violated
SMCRA because such a determination would not conflict with the
CWA. Id.

Section 301(a) of the CWA, 33 U.S.C. § 1311(a), prohibits
point source discharges, with the exception of discharges autho-
rized by an NPDES permit. See Sierra Club, 2015 WL 643382,
at *2 (citing 33 U.S.C. § 1342). See also id. (“[T]he legislative
history makes clear that Congress intended the NPDES permit to
be the only means by which a discharger from a point source may
escape the total prohibition of [§] 301(a).” (alterations in original)
(quoting Natural Res. Def. Council v. Costle, 568 F.2d 1369,
1374 (D.C. Cir. 1977))). The U.S. Environmental Protection
Agency (EPA) or the delegated state permitting authority may
issue individual or general NPDES permits, with the former
applying to one specific discharger and the latter to a geographic
area. Id. at *3 (citing 40 C.F.R. §§ 122.21 (individual permits),
122.28 (general permits)). While a permit holder violates the
CWA by discharging pollutants in excess of the limits stated in
the permit, “the [CWA’s] ‘permit shield’ . . . insulates permit
holders from liability for certain discharges of pollutants that the
permit does not explicitly mention.” Id. at *4 (citing 33 U.S.C.
§ 1342(k)).

The question of the scope of the CWA’s permit shield as
applied to individual NPDES permits was previously addressed
by the U.S. Court of Appeals for the Fourth Circuit. Id. (citing
Piney Run Preservation Ass’n v. Cnty. Comm’rs of Carroll Cnty.,
268 F.3d 255 (4th Cir. 2001)). In Piney Run, the Fourth Circuit
held that the CWA’s permit shield exempted the holder from
liability if the discharges met two prongs: (1) the permit holder
complied with the CWA’s discharge reporting and disclosure
requirements; and (2) the discharges were within the “reasonable
contemplation” of the permitting authority. Id. (citing Piney Run,
268 F.3d at 268).

In Sierra Club, the Sixth Circuit considered “the applicability
and scope of the permit shield when the discharger’s operations
are governed by a general permit,” a question that “no other
circuit has yet had the opportunity to consider.” Id.

NPDES General Permit Shields Liability Under the CWA

Following the Fourth Circuit’s Piney Run decision, the Sixth
Circuit rejected the Sierra Club’s argument that the permit shield
applied only to pollutants explicitly listed in the general permit.
Id. In support of its argument, the Sierra Club referenced an
EPA policy statement that stated that “general permits authorize
the discharge of all pollutants within the specified scope of a
particular general permit.” Id. (quoting EPA, “Revised Policy
Statement on Scope of Discharge Authorization and Shield
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Associated with NPDES Permits,” at 3 (Apr. 11, 1995)). Apply-
ing Chevron deference, the court noted that “[t]he statute’s
permit-shield language is ambiguous because, while it states the
exception to the other provisions of the CWA that ‘compliance
with a permit issued pursuant to this section shall be deemed
compliance’ with the statutory scheme, it does not make the scope
of that exception clear.” Id. at *5 (citation omitted) (quoting 33
U.S.C. § 1342(k)). See Chevron U.S.A., Inc. v. Natural Res. Def.
Council, 467 U.S. 837, 842–43 (1984)).

The court, however, found EPA’s interpretation of the ambig-
uous statute—“allowing some pollutants to be discharged even
though not specifically listed in the general permit”—reasonable.
Sierra Club, 2015 WL 643382, at *5. In this regard, the court
noted “the practical impossibility of identifying and limiting every
potential compound or chemical in a given discharge.” Id. The
court held that EPA’s interpretation “suggests no desire on the
part of the EPA to eliminate the permit shield in the context
of a general permit.” Id. at *6. But see id. at *12 (Merritt, J.,
dissenting) (“neither a long-overcome dearth of validated stan-
dards nor an administrative prerogative to disregard the insignifi-
cant components of a polluter’s discharge justifies extending the
permit shield to cover the knowing and otherwise-illegal discharge
of one of the most clearly regulated toxic pollutants under the
[CWA]”).

To determine the scope of the permit shield, the court applied
the two-pronged Piney Run test. The court held that ICG satisfied
both conditions and the CWA permit shield applied to prevent
CWA liability for the selenium discharge. Id. at *9. In particular,
on the second prong of the Piney Run test, the court noted that the
discharge “was within [the permitting authority’s] reasonable
contemplation because [the permitting authority] knew at the time
it issued the general permit that the mines in the area could
produce selenium.” Id.

NPDES General Permit Shields Liability Under SMCRA

The Sixth Circuit also rejected the Sierra Club’s argument
that the selenium discharge violated the terms of ICG’s SMCRA
mining permit. Specifically, ICG operated under a SMCRA
mining permit that incorporated state water quality standards, and
the Sierra Club argued that the selenium discharge violated those 
standards. Id. The court noted, however, that SMCRA states that
“[n]othing in this Act shall be construed as ‘superseding, amend-
ing, modifying, or repealing’ the CWA or rules or regulations
promulgated thereunder.” Id. (alteration in original) (quoting 30
U.S.C. § 1292(a)).

The court relied on a decision by the U.S. Court of Appeals
for the D.C. Circuit that interpreted this language to mean
that “Congress intended regulation under the CWA and regulation
under [SMCRA] to be complementary,” and that “[w]here
regulation under the CWA is silent, regulation under [SMCRA]
is permissible, but where there is regulatory overlap, § 702(a)(3)
of [SMCRA] expressly directs that the CWA and its regulatory
framework control, so as to afford consistent standards nation-

wide.” Id. at *10 (citing In re Surface Mining Regulation Litig.,
627 F.2d 1346, 1367 (D.C. Cir. 1980)).

The court found that there was no “regulatory gap” in which
SMCRA would apply and that the CWA controlled because it
addressed the situation through the permit shield, and “[t]he
permit shield is not an absence of regulation but a substantive
element of regulation under the CWA that affords consistent
treatment to NPDES permit holders nationwide.” Id. Accordingly,
the court held there was no SMCRA violation because the Sierra
Club’s SMCRA claims were “effectively barred by operation of
the permit shield under the CWA.” Id.

Dissent: General Permit’s Silence Does Not Infer an
Authorization for Illegal Discharges

The dissent was based primarily on the grounds that ICG’s
discharges violated the water quality standards for the receiving
stream that had been established by the State and approved by the
EPA, arguing that “neither Kentucky nor the EPA [may] issue
permits approving discharges in excess of those regulations.” Id.
at *11 (Merritt, J., dissenting) (citing 40 C.F.R. § 122.44(d)(1)).
The referenced regulation provides that:

[E]ach NPDES permit shall include conditions meeting
the following requirements when applicable.

. . . .

(d) Water quality standards and State requirements: any
requirements in addition to or more stringent than
promulgated effluent limitations guidelines or standards
under sections 301, 304, 306, 307, 318 and 405 of CWA
necessary to:

(1) Achieve water quality standards established
under section 303 of the CWA . . . .

40 C.F.R. § 122.44. The dissent went on to lament that “[w]ith
this opinion in hand, coal mines in Kentucky are at liberty to
violate the [CWA].” Sierra Club, 2015 WL 643382, at *11
(Merritt, J., dissenting).

F E D E R A L  —  O I L  &  G A S
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To bring a takings claim in federal court, the plaintiff must first
comply with state law mechanisms for seeking compensation, in
this case New Mexico’s inverse condemnation statute, which
requires bringing such claims in state court. Id. at *68–69.

The court then turned to the substantive federal claims,
rejecting the novel notion advanced by Mora County and other
defendants that local governments can supersede state and federal
law. The court invalidated portions of the Ordinance that
purported to strip corporations of their constitutional rights based
on the Supremacy Clause of the U.S. Constitution, id. at *78–80,
which the court held allows a private right of action by virtue of
42 U.S.C. § 1983, providing a civil action for the deprivation of
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rights. SWEPI, 2015 WL 365923, at *77. The court also found the
Ordinance violated the First Amendment itself by chilling
protected First Amendment conduct, in this case by prohibiting
challenges to the Ordinance. Id. at *94. Interestingly, the court
found no violation of the Equal Protection Clause in part because
the court believed differences between corporations and
individuals in the hydrocarbon extraction arena are not arbitrary.
Id. at *88.

The court then addressed the state law preemption claims,
finding that state law preempts the ability of counties to ban oil
and gas extraction and related activities. First, the court held that
the County may not enforce its ordinance on state lands. Under
New Mexico law, county zoning ordinances cannot override the
State’s authority to regulate the use of its own land without
explicit statutory authority. Id. at *96. Second, the court held that
state law did not impliedly preempt the Ordinance. New Mexico
statutes do not expressly preempt local oil and gas regulation, and
it was clear to the court that New Mexico law does not preempt
the entire field of oil and gas regulation. There is room under New
Mexico conservation laws for concurrent jurisdiction of local
governments. Id. at *100. The court found, however, that the
complete ban on exploration and extraction activities in the entire
county conflicts with state law. A complete ban frustrates the
primary purposes of the New Mexico Oil and Gas Act, to prevent
waste and protect correlative rights, because it results in the
inefficient production of reservoirs that do not conform to county
boundaries and eviscerates the rights of mineral owners inside the
county of the opportunity to produce their just and equitable share
of the oil and gas in the reservoir. See id. at *103 (citing Alex
Ritchie, “On Local Fracking Bans: Policy and Preemption in New
Mexico,” 54 Nat. Res. J. 255, 310–11 (2014)). New Mexico law
provides that a local law is preempted when it prohibits an activity
that state law allows or vice versa. If a complete ban is not
antagonistic to state law in this context, then no county ordinance
would ever fail this standard. See id. at *102. Finding the
remaining provisions of the Ordinance not severable, the court
invalidated the entire Ordinance. Id. at *114.

C O N G R E S S  /
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CONGRESS PASSES OMNIBUS PUBLIC LANDS LEGISLATION

December saw the passage of a number of public lands bills
as part of the Carl Levin and Howard P. “Buck” McKeon
National Defense Authorization Act for Fiscal Year 2015
(NDAA), Pub. L. No. 113-291, 128 Stat. 3292 (Dec. 19, 2014).
Among the public lands provisions included in the NDAA was an
increase in fees paid by operators for applications for permits to
drill, discussed in further detail below, as well as the following:

Expedited Grazing Permits

Section 3023 of the NDAA amended section 402 of the
Federal Land Policy and Management Act of 1976, 43 U.S.C.
§ 1752, to make permanent what has up to now been an annually
renewed provision extending grazing permits until the Bureau of
Land Management (BLM) and U.S. Forest Service (Forest
Service) complete required environmental reviews. The provision
also gives the agencies authority to categorically exclude permit
renewals from future environmental reviews in certain situations.

Online Onshore Lease Sales

Section 3022 of the NDAA amended section 17(b)(1) of the
Mineral Leasing Act, 30 U.S.C. § 226(b)(1), to provide for an
online onshore oil and gas lease bidding system. The NDAA
provides few details as to the style of bidding but requires such
sales to conclude within seven days. After the tenth such sale, the
Secretary of the Interior must report to Congress the participation
in such sales and any monetary savings compared to the BLM’s
traditional oral auctions. Congress had previously provided BLM
the authority to experiment with an online oil and gas lease sale
bidding process following a pilot project in Colorado. See Vol.
XXIX, No. 1 (2012) of this Newsletter.

PILT Assistance

Section 3096 allocates $70 million to the payments in lieu of
taxes (PILT) program in addition to the $372 million allocated to
the program in the Consolidated and Further Continuing
Appropriations Act, 2015, Pub. L. No. 113-235, § 11, 128 Stat.
2130, 2135 (Dec. 16, 2014).

Resolution Copper Mine Land Exchange

Section 3003 authorizes a land exchange of 2,422 acres of
federal land to Resolution Copper Mining, LLC (Resolution
Copper) in exchange for other acreage owned by Resolution
Copper in order to allow the company to expand its existing mine.
The 2,422 acres to be transferred to Resolution Copper are part of
the Tonto National Forest in Arizona. The expansion has caused
controversy because the area contains one of the largest copper
deposits in the nation as well as a number of sites considered
sacred by the San Carlos Apache Tribe. Resolution Copper says
that the mine expansion would lead to $61 billion in economic
activity as well as 3,700 new jobs over the next 40 years, but
tribal members believe the mine expansion would destroy the
sacred sites.

Wilderness and Other Protected Areas

The NDAA added several new wilderness areas to the
National Wilderness Preservation System (NWPS) and a
conservation management area (CMA). Section 3065 establishes
the Rocky Mountain Front CMA in the Lewis and Clark National
Forest in Montana, comprising 195,073 acres of land managed by
the Forest Service and 13,087 acres of land managed by the BLM.
Section 3065 also added new areas to the NWPS, including a
50,401-acre addition to the Bob Marshall Wilderness and a
16,711-acre addition to the Scapegoat Wilderness, in Montana
within the new Rocky Mountain Front CMA and managed by the
Forest Service as part of the Bob Marshall Wilderness Complex.
Section 3066 added the 49,000-acre Wovoka Wilderness in Lyon
County, Nevada (managed by the Forest Service). Section 3062
added the 70,650-acre Hermosa Creek Special Management Area
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and the 37,236-acre Hermosa Creek Wilderness in the San Juan
National Forest in Colorado. Section 3064 added the 26,000-acre
Pine Forest Range Wilderness in northwest Nevada. Section 3061
added the 45,000-acre Columbine-Hondo Wilderness north of
Taos, New Mexico. Section 3060 added 22,173 acres to the
Alpine Lakes Wilderness in Washington state.

CONGRESS RAISES APD FEES, DIVERTS MORE MONEY TO

BLM PERMIT PROCESSING IMPROVEMENT FUND

Section 3021 of the NDAA permanently reauthorized and
expanded the Federal Permit Streamlining Pilot Project, which
was originally established under section 365 of the Energy Policy
Act of 2005 (EPAct), 42 U.S.C. § 15924. The project has allowed
the BLM to process and reduce a backlog of applications for
permit to drill (APD) in various multi-agency offices in five
states. The NDAA provision allows the Secretary of the Interior
to designate new project offices, and removes the restriction on
increasing fees during the pilot period in order to recover
additional APD and use authorization processing costs.

Section 3021 of the NDAA also amends section 35 of the
Mineral Leasing Act, 30 U.S.C. § 191, regarding fees paid by
operators for processing APDs. This provision will raise APD
fees from $6,500 to $9,500 for 2016 through 2026, and
specifically precludes the Department of the Interior (DOI) from
raising this fee through 2026. From 2016 through 2019, 15% of
the fees will go to the BLM field office that processed the permit,
with the remaining funds diverted to the BLM Permit Processing
Improvement Fund (Fund); from 2020 through 2026, all of the
fees collected will go to the Fund.

Section 3021 also amends the Fund by dividing it into a
“Rental Account” and a “Fee Account,” with a requirement that
75% of the funds in the Fee Account be allocated to the BLM
State Office in which the fees originated. Section 3021 continues
to allocate half of the rental payments received to the Fund,
specifically to the project offices established by the EPAct and
any other multi-agency offices the Secretary establishes.

CONGRESS INSTRUCTS DEPARTMENT OF THE INTERIOR NOT TO

LIST SAGE-GROUSE IN 2015

Also in December, Congress included in the Consolidated
and Further Continuing Appropriations Act, 2015, Pub. L. No.
113-235, 128 Stat. 2130, a rider limiting the DOI’s ability to take
listing action under the Endangered Species Act of 1973, 16
U.S.C. §§ 1531–1544, with respect to several sage-grouse species
through September 30, 2015. The rider prohibits the DOI from
using any of the funds granted for fiscal year 2015 to “write or
issue” a proposed rule for the greater sage-grouse, a proposed rule
for the Columbia Basin distinct population segment of the greater
sage-grouse, a final rule for the bi-state distinct population
segment of the greater sage-grouse, or a final rule for the
Gunnison sage-grouse. Pub. L. No. 113-235, § 122. A final rule
listing the Gunnison sage-grouse as threatened was published on
Nov. 20, 2014, prior to the Act’s passage. See 79 Fed. Reg.
69,192 (Nov. 20, 2014).

In response to the rider, the U.S. Fish and Wildlife Service
(FWS) filed a notice in multi-district litigation stating its intent to
contact WildEarth Guardians and the Center for Biological
Diversity as soon as practicable to discuss the implications of this

provision to the remaining sage-grouse related deadlines required
by settlements with those organizations. The FWS will submit a
status report when these discussions have concluded. See Notice
of Appropriations Rider, In re Endangered Species Act Section 4
Deadline Litigation, No. 1:10-MC-00377 (EGS), MDL Docket
No. 2165 (D.D.C. Dec. 30, 2014).

In addition, the DOI released a statement the day after the bill
was signed in which Secretary of the Interior Sally Jewell
promised to “move full steam ahead” with the department’s
development of state and federal plans and conservation
partnerships to conserve sage-grouse species. Press Release, DOI,
“Statement by Interior Secretary Sally Jewell on the Sage-Grouse
Rider in the FY15 Omnibus Bill” (Dec. 17, 2014). Secretary
Jewell’s statement also indicated that the FWS will continue
preliminary work on a potential listing for the greater sage-grouse,
including data collection and analysis, but will not begin writing
a proposed listing rule.

NEW CONGRESS—NEW RESOURCE COMMITTEE LEADERSHIP

As the 114th Congress begins its first session, the Republican
and Democratic Parties have begun to fill committee positions and
leadership roles within key natural resource committees. For the
Senate, Lisa Murkowski (R-AK) will chair the Energy and Natural
Resources Committee, and Maria Cantwell (D-WA) will serve as
ranking member. John Barrasso (R-WY) will chair the Committee
on Indian Affairs, with Jon Tester (D-MT) serving as ranking
member. Jim Inhofe (R-OK) will chair the Environment and
Public Works Committee, and Barbara Boxer (D-CA) will serve
as ranking member.

In the House, Rob Bishop (R-UT) will take over as chairman
of the Natural Resources Committee, replacing outgoing chair
Doc Hastings (R-WA), who retired in January. Cynthia Lummis
(R-WY) will serve as vice chairman, and Raúl Grivalja (D-AZ)
will serve as ranking member. The committee has added a
Subcommittee on Oversight and Investigations, chaired by Louie
Gohmert (R-TX), with Debbie Dingell (D-MI) serving as ranking
member, and has reconfigured the jurisdiction of the other
subcommittees. Additionally, issues related to the National
Environmental Policy Act and the Endangered Species Act will
now fall exclusively within the jurisdiction of the full Natural
Resources Committee. Doug Lamborn (R-CO) will continue to
chair the Subcommittee on Energy and Mineral Resources, with
Alan Lowenthal (D-CA) serving as ranking member. Tom
McClintock (R-CA) will chair the Subcommittee on Federal
Lands, with Niki Tsongas (D-MA) serving as ranking member.
Don Young (R-AK) will chair the Subcommittee on Indian,
Insular and Alaska Native Affairs, with Raul Ruiz (D-CA) serving
as ranking member. John Fleming (R-LA) will take over as chair
of the Subcommittee on Water, Power and Oceans, with Jared
Huffman (D-CA) serving as ranking member.

Finally, Fred Upton (R-MI) will chair the Energy and
Commerce Committee and Frank Pallone, Jr. (D-NJ) will serve as
ranking member. Ed Whitfield (R-KY) will chair the
Subcommittee on Energy and Power, with Bobby Rush (D-IL)
serving as ranking member, and John Shimkus (R-IL) will chair
the Subcommittee on Environment and the Economy, with Paul
Tonko (D-NY) serving as ranking member.
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BRISTOL BAY WATERSHED CASES LANGUISH IN THE COURTS

The Bristol Bay watershed is a large, sparsely populated area
in southwest Alaska that is drained by at least seven rivers. The
largest single public landholder in the watershed is the State of
Alaska, which, pursuant to the Alaska Statehood Act, selected
lands in the region for their resource potential. The largest private
landowner is Bristol Bay Native Corporation, created under the
Alaska Native Claims Settlement Act. The area is among the
poorest in the state. According to the U.S. Environmental
Protection Agency (EPA):

There are 31 Alaska Native villages in the wider
Bristol Bay region, 25 of which are located in the Bristol
Bay watershed. Fourteen of these communities are
within the Nushagak and Kvichak River watersheds,
with a total population of 4,337 in 2010. Thirteen of
these 14 communities have federally recognized tribal
governments and a majority Alaska Native population.

EPA, “An Assessment of Potential Mining Impacts on Salmon
Ecosystems of Bristol Bay, Alaska,” at ES-9 (Jan. 2014) (Bristol
Bay Assessment).

The watershed hosts several mineral deposits including the
Pebble deposit, thought to be one of the largest known
undeveloped copper deposits in the world. The Bristol Bay
Assessment, however,

is not an in-depth assessment of a specific mine, but
rather an examination of potential impacts of reasonably
foreseeable mining activities in the Bristol Bay region,
given the nature of the watershed’s mineral deposits and
the requirements for successful mine development. The
assessment analyzes mine scenarios that reflect the
expected characteristics of mine operation at the Pebble
deposit. It is intended to provide a baseline for
understanding potential impacts of mine development,
not just at the Pebble deposit but throughout the
Nushagak and Kvichak River watersheds.

Id. at ES-4.

The Pebble Limited Partnership (Pebble Partnership) has
criticized the Bristol Bay Assessment extensively, alleging bias
against its Pebble Project and arguing that, among other things,
the assessment is premised upon a mine that could never be
permitted under existing law.

In 2009, a non-governmental organization initiated litigation
against the Pebble Project, which was resolved against the
plaintiffs in a lengthy and detailed decision in September 2011.
See Nunamta Aulukestai v. Alaska, No. 3AN-09-09173CI (Alaska
Super. Ct. Sept. 26, 2011). See also Vol. XXVIII, No. 4 (2011)
of this Newsletter. That case is still pending on appeal before the
Alaska Supreme Court.

Thereafter, the Bristol Bay Assessment was prepared and
ultimately released. The Pebble Partnership, out of a concern that

the assessment would be used to support a veto by the EPA under
section 404(c) of the Clean Water Act, 33 U.S.C. § 1344(c),
sought an injunction before the U.S. District Court for the District
of Alaska. See Pebble Ltd. P’ship v. EPA, No. 3:14-cv-00171 (D.
Alaska filed Sept. 3, 2014). In the federal case, the plaintiff
moved

pursuant to Rule 65, Federal Rules of Civil Procedure,
for a preliminary injunction enjoining defendants from
proceeding further with EPA’s ongoing proceedings
which might lead to a veto of mining activities in the
Bristol Bay watershed or, in the alternative, using the
Bristol Bay Watershed Assessment, or any part of it, to
support or justify EPA’s ongoing Section 404(c)
proceedings.

Order Granting Motion for Preliminary Injunction at 1, Pebble
Ltd. P’ship, No. 3:14-cv-00171 (D. Alaska Nov. 25, 2014).

On November 25, 2014, after a hearing on the defendant’s
motion to dismiss the request for a preliminary injunction, the
court ruled that it was

persuaded that plaintiff has demonstrated a fair chance
of success on the merits—at least raising a question
serious enough to justify litigation—with respect to the
“anti-mine assessment team,” which is composed
primarily of the “Bristol Bay Assessment Team,” a
subgroup of which is the “Inter-Governmental Technical
Team.”

Based upon extant case law, the court concludes that
plaintiff will have no remedy for claimed Federal
Advisory Committee Act (FACA) violations and will
therefore suffer irreparable harm if it is not permitted to
litigate its FACA claims prior to final agency action on
the pending Section 404(c) proceedings.

Id. at 2.

As of the date of this writing, there is no indication as to
when the Alaska Supreme Court will hand down its decision in the
Nunamta case, and the Pebble Ltd. Partnership v. EPA case has
not been scheduled for a hearing on the merits.

C A L I F O R N I A —  M I N I N G

C H R I S  P O W E L L

—  R E P O R T E R  —

CALIFORNIA’S NEW GROUNDWATER MANAGEMENT LAW

Until very recently, California was the only western state
without statewide regulation and management of groundwater
resources. Although numerous local agencies were authorized to
assume a groundwater management role within their respective
jurisdictions, regulation of groundwater varied widely throughout
the state. That changed on January 1, 2015, when California’s new
Sustainable Groundwater Management Act (SGMA), Cal. Water
Code §§ 10720–10736.6, became effective. The SGMA repre-
sents the first step in the lengthy process of creating a comprehen-
sive system of monitoring, controlling, and curtailing groundwater
extractions in California. For many mining companies operating
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in California’s Central Valley and other areas subject to chronic
groundwater overdraft, the new legislation can result in imposition
of new operating restrictions and associated increases in the cost
of doing business.

While the SGMA establishes no quantitative or qualitative
standards for groundwater extractions and imposes no substantive
requirements on groundwater users, it establishes a state policy
requiring all groundwater resources to be managed “sustainably.”
Cal. Water Code § 113. “Sustainable groundwater management”
is generally defined as the management and use of groundwater
that can be maintained without causing an “undesirable result”
during the 50-year planning and implementation horizon. Id.
§ 10721. “Undesirable result” is defined to include a significant
and unreasonable (1) depletion of supply, (2) reduction in
groundwater storage, (3) seawater intrusion, (4) water quality
degradation, (5) land subsidence, and/or (6) depletion of intercon-
nected surface water. Id.

The centerpiece of the SGMA is the creation of local
groundwater sustainability agencies (GSA) and the requirement
that GSAs develop and implement a “groundwater sustainability
plan” for each of California’s high- and medium-priority ground-
water basins by the deadlines set forth in the SGMA. Id.
§ 10720.7. To that end, the SGMA places initial responsibilities
on the California Department of Water Resources (DWR) to
create the regulatory framework that GSAs would subsequently
rely on in developing and implementing local groundwater
management programs. Id. § 10733.2(a). In particular, the SGMA
requires the DWR, among other things, to (1) adopt regulations
for evaluating local groundwater sustainability plans and their
implementation (by June 1, 2016); (2) analyze how much water is
available for groundwater replenishment in the state (by Decem-
ber 31, 2016); and (3) publish best management practices (BMP)
for the sustainable management of groundwater that can be
included in local groundwater sustainability plans (by January 1,
2017). Id. §§ 10733.2(a)(1), 10729(c), (d)(1). The SGMA also
provides for oversight by the DWR and allows for intervention by
the State Water Resources Control Board (SWRCB) when
necessary to ensure that local authorities manage groundwater
basins in a sustainable manner. See id. §§ 10733–10736.6.

Once the DWR adopts the necessary rules and regulations,
local agencies within high- and medium-priority basins must
choose or establish a GSA by June 30, 2017. Id. §§ 10724,
10735.2(a)(1). GSAs then will have until 2020 (for basins subject
to critical conditions of overdraft) or 2022 (for other high- and
medium-priority basins) to develop groundwater sustainability
plans, and until at least 2040 to “achieve the sustainability goal”
within their respective basins or subbasins. Id. §§ 10720.7,
10727.2. The SMGA grants GSAs a broad array of authorities,
including adoption of rules and regulations on groundwater
extraction and use; investigatory and inspection powers; the
authority to require registration of wells and use of water-
measuring devices; imposition of operating restrictions on
groundwater extractions; imposition of fees and penalties; and
enforcement powers. Id. §§ 10725.2, 10725.4, 10725.6, 10725.8,
10726.4, 10730, 10730.2, 10732.

Although groundwater sustainability plans do not supersede
local land use authority, the new legislation requires cities and
counties to consider groundwater sustainability plans when

adopting or substantially amending their general plans. Cal. Gov’t
Code § 65350.5(a). Also, all relevant state agencies, including the
SWRCB, regional water quality control boards, the DWR, and the
California Department of Fish and Wildlife, must consider
groundwater sustainability plans when revising or adopting their
policies, regulations, and criteria, and when issuing orders or
determinations. Cal. Water Code § 10720.9.

The legislature explicitly stated that the SGMA would not
modify rights or priorities to use or store groundwater. Id.
§ 10720.5. However, it is not at all clear how local agencies
would be able to ensure that groundwater usage is sustainable
without altering the current groundwater rights that landowners
have to reasonable use, especially in overdrafted basins. Further,
although the words “sustainable” and “sustainability” are defined
in the SGMA, there is no case law testing these definitions or 
applying them to specific factual situations involving groundwa-
ter. Accordingly, the SGMA’s implementation will likely be
subject to litigation, which may delay and possibly halt the
formation of GSAs and implementation of groundwater sustain-
ability plans.

Given the SGMA’s lengthy implementation schedule and 
likely litigation, its practical implications for California’s ground-
water users will not be known for at least several years. However,
mining operations in high- and medium-priority basins that rely on
groundwater for their operations (or whose operations may impact
groundwater levels in the vicinity) should evaluate and document
their groundwater management practices now and also should start
developing alternatives if current extraction practices are im-
pacted. When GSAs are established and the process of developing
groundwater sustainability plans begins, mine operators will need
to work with a local GSA to ensure that mines’ current groundwa-
ter usage and practices are incorporated into the local sustain-
ability plan and not negatively impacted.

Editor’s Note: For additional coverage of the SGMA, see
Vol. XLVII, No. 3 (2014) of the Water Law Newsletter.

C A L I F O R N I A —  O I L  &  G A S

K E V I N  L .  S H A W

—  R E P O R T E R  —

REGULATION OF FRACKING—PERMANENT REGULATIONS

ADOPTED

Signed into law on September 20, 2013, Senate Bill 4 (SB 4),
2013 Cal. Legis. Serv. ch. 313, amended California’s statutes to
comprehensively regulate well stimulation treatments. See Cal.
Pub. Res. Code §§ 3150–3161, 3213, 3215, 3236.5, 3401; Cal.
Water Code § 10783. In 2014, the State adopted interim regula-
tions developed by the California Division of Oil, Gas & Geother-
mal Resources (DOGGR) pursuant to SB 4, and later adopted
revised interim regulations. See Vol. XXXI, No. 1 (2014); Vol.
XXXI, No. 3 (2014) of this Newsletter. The interim regulations
govern until permanent regulations are adopted and become
effective. Draft permanent regulations were published and
circulated for public comment in late 2013, and were required to
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be finalized and implemented by January 1, 2015. See Vol. XXX,
No. 4 (2013) of this Newsletter.

On December 30, 2014, the State adopted permanent
regulations, to become effective on July 1, 2015. See DOGGR,
“SB 4 Well Stimulation Treatment Regulations—Final Text of
Regulations” (Dec. 30, 2014). Prior to the adoption of the
permanent regulations, the DOGGR published revised draft
permanent regulations, which were released on June 13, 2014. See
DOGGR, “SB 4 Well Stimulation Treatment Regulations—First
Revised Text of Proposed Regulations” (June 13, 2014). The
DOGGR also published a second revision to the proposed
regulations on October 9, 2014. See DOGGR, “SB 4 Well
Stimulation Treatment Regulations—Second Revised Text of
Proposed Regulations” (Oct. 9, 2014). These regulations reflect
a further refinement in the details of the actions required of
operators.

The DOGGR’s permanent regulations, which were submitted
to the Office of Administrative Law on November 14, 2014, are
very similar to the second revised draft published in October. For
an explanation of certain changes in the drafts, see DOGGR,
“SB 4 Well Stimulation Treatment Regulation—Final Statement
of Reasons” (Dec. 30, 2014).

It seems likely that the permanent regulations, as well as the
SB 4 mandated environmental impact report and independent
science study, both to be finalized by July 2015, will generate
commentary and litigation. The overall effect of the regulations
and these reports, however, should be to provide a better basis for
the public and governmental agencies to understand the issues and
narrow the focus of discussion to factual issues and sensible
options for handling them.

DRAFT ENVIRONMENTAL IMPACT REPORT FOR WELL

STIMULATION

SB 4 mandated the DOGGR to conduct an environmental
impact report (EIR) relating to hydraulic fracturing and other well
stimulation. An EIR is conducted pursuant to the California
Environmental Quality Act (CEQA), the state’s mini-National
Environmental Policy Act (NEPA). On January 14, 2015, the
DOGGR published a draft EIR. See DOGGR, “Draft Environmen-
tal Impact Report—Analysis of Oil and Gas Well Stimulation
Treatments in California” (Jan. 14, 2015).

The draft EIR evaluates data from three Southern California
oilfields with the highest frequency of fracking. (It does not
include any fields in Kern County, where 95% of fracking occurs,
because Kern County is conducting its own EIR that would be
used by the DOGGR and other agencies for wells in Kern
County.) It concludes that hydraulic fracturing does create certain
risks to public health and safety, but that these risks can be
mitigated using existing tools available to regulators, including the
DOGGR’s recently adopted permanent regulations on well
stimulation. The DOGGR’s comment period on the draft EIR ends
on March 16, 2015, and the final EIR is expected by July 2015.

INDEPENDENT SCIENCE STUDY ON WELL STIMULATION

SB 4 required a study of hydraulic fracturing and other well
stimulation practices by independent experts. The California
Council on Science and Technology (CCST) conducted the study.

The first part of its report was released on January 14, 2015, and
the remaining parts of the report are expected in July 2015. See
CCST, “An Independent Scientific Assessment of Well Stimula-
tion in California—Volume 1” (Jan. 2015). The report includes a
snapshot of the extent and frequency of fracking in the state. Most
of the state’s oil production comes from wells that are not fracked,
and most of the fracked wells were located in the San Joaquin
Basin. In contrast to other basins around the country, water use in
California fracking is relatively modest—approximately 140,000
gallons per completion, in contrast to the millions of gallons used
elsewhere. Id. at 12. Acid stimulation of wells is relatively rare.
Id. at 14. The report also notes that most of the gas wells in the
state are not fracked. Id. at 10–11.

SB 1281 REQUIRES ADDITIONAL REPORTING AS TO FLUIDS

PRODUCED AND INJECTED

Senate Bill 1281, which Governor Jerry Brown approved
on September 25, 2014, became effective on January 1, 2015, and
amends section 3227 and adds a new section 3226.3 to the
California Public Resources Code. Section 3227 requires owners 
of wells to report to the DOGGR monthly in some detail on
the sources and volumes of produced water and the methods
used to dispose of that water. Cal. Pub. Res. Code § 3227(a).
Section 3227 continues to require that “[a]ny operator that
produces oil by the application of mining or other unconven-
tional techniques” make annual reports of volumes of oil pro-
duced through those methods. Id. § 3227(b). The DOGGR
implemented an interim reporting form and process while it
develops the detailed arrangements required by the statute. See id.
§ 3227(d)–(e). See also http://www.conservation.ca.gov/dog/
SB%201281/Pages/OperatorRequirements.aspx.

SOME CITIES AND COUNTIES STILL CONSIDERING STEPS TO

LIMIT DRILLING AND HYDRAULIC FRACTURING OPERATIONS

More California city and county governing bodies moved
toward limiting hydraulic fracturing or drilling operations within
their geographic limits, passing or “considering” a variety of
resolutions and ordinances. See Vol. XXXI, No. 3 (2014) of this
Newsletter for a summary of measures in San Francisco County,
Los Angeles, Beverly Hills, Butte County, and Carson.

Recently, the Butte County Supervisors have declined to
enact an ordinance banning fracking. See Butte Cnty. Dep’t
of Dev. Servs., “Hydraulic Fracturing in Butte County,” http://
www.buttecounty.net /dds/Planning/NotableProjects/
Fracking.aspx.

The city of La Habra Heights will vote on Measure A, a
ballot measure relating to fracking, in March 2015. See Mike
Sprague, “Residents Debate La Habra Heights Anti-Oil Measure
During City Council Meeting,” Whittier Daily News (Feb. 11,
2015).

Fracking bans passed in Mendocino and San Benito Counties,
and failed in Santa Barbara County. See Molly Peterson, “Frack-
ing Bans Pass in 2 Counties, Fail in Santa Barbara,” S. Cal. Pub.
Radio (Nov. 5, 2014).

City planning officials recommended against adopting a
fracking ban in Los Angeles. See Molly Peterson, “LA Planning
Officials Recommend No Moratorium on Fracking ‘At This
Time,’” S. Cal. Pub. Radio (Nov. 12, 2014).
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RAILROAD RIGHT-OF-WAY CASE

In a landlord-tenant dispute about the amount of rent due
under a pipeline easement, the California Court of Appeals held
that the railroad-landlord could not collect rent from the pipeline
company-tenant until it demonstrated that it owned sufficient
rights in the lands. See Union Pac. R.R. Co. v. Santa Fe Pac.
Pipelines, Inc., 180 Cal. Rptr. 3d 173 (Ct. App. 2014). This case
joins a large body of law interpreting and construing title to lands
granted to the railroad companies for the construction of
transcontinental railroads and the settlement of the American
West in the 1800s. Approximately three-fourths of the lengthy
decision of the court of appeals is devoted to analyzing the nature
of the congressional railroad grants before 1871 (called “pre-1871
Acts” by the court) and those granted in 1875 and later (called the
“1875 Act”). The court noted that although the rights granted in
the pre-1871 Acts were more extensive than those granted
pursuant to the 1875 Act, in neither case is the congressional grant
alone sufficient to permit the railroad to grant pipeline easements
and collect rental for the use of the right-of-way by the pipeline
company. Accordingly, the court reversed and remanded the case
for a determination as to which lands were “the property of the
railroad” during the period covered in the litigation. Id. at 233.
The court noted that there was some evidence that the railroad
subsequently acquired fee title to approximately 30% of its right-
of-way and that it acquired some form of additional or
supplemental rights to as much as 50% of the right-of-way. Id. at
218.

The court of appeals reviewed a number of cases dealing with
the reservation by the federal government of the oil, gas, and other
minerals, or “mineral lands” in some cases, and also reviewed
some of the cases dealing with fiber optics lines.

There were also various valuation issues considered by the
court, and the question of whether the railroad could continue
collecting rent from the pipeline company even after the railroad
sold the right-of-way. See id. at 208–23. This rental litigation,
now at least 11 years old, seems likely to continue.

Editor’s Note: The reporter’s firm represented the pipeline
company litigant in the Union Pacific case.

UNITED STATES V. CALIFORNIA—BOUNDARY ESTABLISHED

In the latest installment of a long-running original jurisdiction
case, the U.S. Supreme Court established the precise boundary
between state and federal waters offshore California. See Fifth
Supplemental Decree, United States v. California, 135 S. Ct. 563
(Dec. 15, 2014) (No. 5 Orig.). This is the fifth supplemental
decree following the final decree on October 27, 1947. As a
general matter, state waters include the first three miles from the
coast. However, because the coastline moves over time, the
parties have now fixed the dividing line by reference to a number
of x/y map coordinates, irrespective of how the actual coastline
may move in the future. The court’s order describes the dividing
line as now being “immobilized” and no longer “ambulatory.” Id.
at 672. The consequence of the order is that federal and state oil
and gas leases will remain on their respective sides of the line and
not move as the coastline shifts.

CHEVRON TAX CASE

The Kern County tax assessor did not act unreasonably by
using a cost-based valuation method to value “replacement wells”
drilled by Chevron USA, Inc. (Chevron). In Chevron USA, Inc. v.
County of Kern, 179 Cal. Rptr. 3d 372 (Ct. App. 2014), Chevron
argued that under California’s property tax scheme, the assessor
should have used an income approach to valuation. At issue were
approximately 1,800 wells that Chevron drilled in 2006 to 2009
in the McKittrick, North Midway, Kern River, Midway Sunset,
Lost Hills, and Cymric oilfields. Id. at 375. Starting in 2006, Kern
County changed the way it calculated supplemental assessments.
The new wells were classified as “new construction” subject to
supplemental assessments. Chevron sought a refund of approxi-
mately $3.5 million based on what it argued was the proper
method of valuation. Id. at 376. Given the standard of review and
some practical difficulties with other approaches, the court did not
find the County’s method to be unreasonable or a violation of law.
Id. at 386. The court also rejected Chevron’s argument that the
replacement wells (as distinguished from in-fill or acceleration
wells) should be exempted from the new construction classifica-
tion because they were “normal repair and maintenance,” id. at
396, and also rejected Chevron’s claim of a different exemption
that the old wells were damaged or destroyed by misfortune or
calamity because of subsurface movement or “maintenance
activity that went awry,” id. at 397.

ENVIRONMENTAL DEFENSE CENTER V. BUREAU OF SAFETY &
ENVIRONMENTAL ENFORCEMENT

The Environmental Defense Center (EDC) brought an action
against the Bureau of Safety and Environmental Enforcement and
the Bureau of Ocean Energy Management for approving 51
permits to acidize and hydraulically fracture from six offshore
platforms in federal waters offshore Santa Barbara. See Envtl.
Def. Ctr. v. Bureau of Safety & Envtl. Enforcement, No. 2:14-cv-
09281 (C.D. Cal. filed Dec. 3, 2014). The EDC makes NEPA-
based claims that the agencies should not have approved drilling
permits and modifications to drilling permits without additional
review procedures.

C O L O R A D O  —  O I L  &  G A S

S H E R Y L  L .  H O W E

—  R E P O R T E R  —

COGCC REVISES RULES ON ENFORCEMENT AND PENALTIES

On January 5, 2015, the Colorado Oil and Gas Conservation
Commission (COGCC) approved revisions to its rules regarding
penalties and enforcement. The new rules are expected to be
effective March 2, 2015. The COGCC also published an Enforce-
ment Guidance and Penalty Policy (Policy) in January.

COGCC Rule 523, “Procedures for Assessing Penalties,”
revises how penalties are calculated if an operator violates the Oil
and Gas Conservation Act, Colo. Rev. Stat. §§ 34-60-101 to -130,
or a COGCC rule, order, or permit. The new rule states that the
Policy “also provides non-binding guidance to the [COGCC] and



page 10 MINERAL LAW NEWSLETTER

interested persons evaluating a penalty for an alleged violation.”
Rule 523.a.

Rule 523.c sets out a penalty schedule matrix that “establishes
a daily penalty based on the classification of the rule violation
(Class 1, 2, or 3) and the degree of actual or threatened adverse
impact resulting from the violation (minor, moderate, or major).”
Rule 523.c.(1). Class 1 rules are “[p]aperwork or other ministerial
rules, a violation of which presents no direct risk or threat of harm
to public health, safety, and welfare, including the environment
and wildlife resources.” Id. Class 2 rules are “[r]ules related at
least indirectly to protecting public health, safety, and welfare,
including the environment and wildlife resources, a violation of
which presents a possibility of distinct, identifiable actual or
threatened adverse impacts to those interests.” Id. Class 3 rules
are “[r]ules directly related to protecting public health, safety, and
welfare, including the environment and wildlife resources, a
violation of which presents a significant probability of actual or
threatened adverse impacts to those interests.” Id. The degree of
threatened or actual impact to public health, safety, welfare, the
environment, or wildlife is classified as follows: major, defined as
“[a]ctual significant adverse impacts”; moderate, defined as
“[t]hreat of significant adverse impacts, or moderate actual
adverse impacts”; or minor, defined as “[n]o actual adverse
impact and little or no threat of adverse impacts.” Id. The factors
the COGCC may consider in determining the degree of actual or
threatened adverse impact are described in a non-exclusive list in
Rule 523.c.(2). An example of the factors listed is “[w]hether and
to what degree drinking water was adversely affected or
threatened by the violation.” Rule 523.c.(2)D. The amount of the
daily penalty, based on the classification of the rule violation and
the degree of actual or threatened adverse impact resulting from
the violation, ranges from $200 (Class 1, minor) to $15,000 (Class
3, major) with varying amounts for other combinations of rule
classification and degree of threatened or actual impact. The
Policy includes an Appendix A showing the rule class for each
COGCC rule.

Under Rule 523.c, the maximum daily penalty is limited to
$15,000 per day per violation. The COGCC may increase a
penalty up to the statutory daily maximum or may decrease a
penalty, based on findings of aggravating and mitigating factors,
which are listed in Rule 523.c.(3). The Policy states that “[t]he
penalty amounts shown in the schedule are guidelines” and that
“[t]he final amount of a penalty proposed by the Director or
approved by the [COGCC] will be determined on an individual
case-by-case basis for each violation and may vary from the
amounts shown in the schedule.” Policy § B.III.

The duration of a violation is calculated based on Rule 523.b.
That section provides:

The duration of a violation presumptively will be
calculated in days as follows:

(1) A reporting or other minor violation not involv-
ing actual or threatened significant adverse
impacts begins on the day that the report
should have been made or other required action
should have been taken, and continues until the
report is filed or the required action is com-
menced to the Director’s satisfaction.

(2) All other violations begin on the date the viola-
tion was discovered or should have been dis-
covered through the exercise of reasonable care
and continues until the appropriate corrective
action is commenced to the Director’s satisfac-
tion.

Rule 523.b. This section goes on to address the minimum actions
that need to be taken to constitute commencing appropriate
corrective action “[w]ith respect to violations that result in actual
or threatened adverse impacts to public health, safety, and
welfare, including the environment and wildlife resources.” Rule
523.b.(2). Rule 523.b.(3) provides “[t]he COGCC will assess a
penalty for each day the evidence shows a violation continued.”
Rule 523.b.(4) provides that “[t]he number of days of violation
does not include any period necessary to allow the operator to
engage in good faith negotiation with the [COGCC] regarding an
alleged violation if the operator demonstrates a prompt, effective,
and prudent response to the violation.” Rule 523.c.(4) states that
“[i]n its discretion, the [COGCC] may decrease the daily penalty
amounts for violations of long duration to ensure the total penalty
is appropriate to the nature of the violation.” The Policy includes
another matrix that the COGCC may (within its discretion) use to
determine appropriate penalties for long-duration violations.
Policy § B.III.C.

Rule 523.d provides:

(1) The Director will apply for an Order Finding
Violation hearing before the [COGCC] when the
Director determines an operator has:

A. Engaged in a pattern of violations; or

B. Acted with gross negligence or knowing and
willful misconduct that resulted in an egregious
violation.

(2) If the [COGCC] finds after hearing that an operator
is responsible for [such] conduct . . . , the [COGCC]
may suspend an operator’s Certification of Clear-
ance, withhold new drilling or oil and gas location
permits, or both.

Rule 523.d. Rule 523.e allows an operator who maintains a
regulatory compliance program and voluntarily discloses a
violation to have the benefit of a rebuttable presumption of a
penalty reduction of at least 35%, under certain circumstances.
Rule 523.e.(1).

Rule 522, “Procedures for Alleged Violations,” provides:

If . . . the Director has reasonable cause to believe that a
violation . . . has occurred, the Director will require the
operator to remedy the violation and may commence an
enforcement action seeking penalties by issuing a Notice
of Alleged Violation (NOAV). Reasonable cause
requires, at least, physical evidence of the alleged
violation, as verified by the Director.

Rule 522.a.

Rule 522.c provides a procedure for resolution of alleged
violations without penalties. This resolution is only available if:
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A. The rule allegedly violated is not a Class 3 rule and
the degree of actual or threatened impact is minor or
moderate . . . ;

B. The operator has not received a previous Warning
Letter or Corrective Action Required Inspection
Report regarding the same violation;

C. The Director determines the alleged violation can
be corrected without undue delay; and

D. The operator timely performs all corrective actions
required by the Director and takes any other actions
necessary to promptly return to compliance.

Rule 522.c.(1). Even if all of these factors are present, the
Director retains discretion to seek penalties for any violation. Rule
522.c.(2).

Rule 522.d sets out the procedure for enforcement actions
seeking penalties for alleged violations. Enforcement actions may
be resolved by an administrative order by consent, as detailed in
Rule 522.e.(1). Rule 522.e.(2) provides:

A. An enforcement action may not be resolved by the
Director and must be heard by the [COGCC] when:

i. The Director alleges the operator is responsible
for gross negligence or knowing and willful
misconduct that resulted in an egregious
violation;

ii. The Director alleges the operator has engaged
in a pattern of violations; or

iii. A Complainant files a timely application for an
[order finding violation] hearing pursuant to
Rule 522.b.(4).

Rule 522.b defines who can be a complainant and sets out a
complainant’s rights and responsibilities.

A Complainant who has filed a written complaint [as
specified in the rule], may apply for an Order Finding
Violation (OFV) hearing before the [COGCC] . . . to
hear the Complainant’s objections to:

A. The Director’s decision not to issue an NOAV
for an alleged violation specifically identified
in the written complaint; or

B. The settlement terms in a final proposed Ad-
ministrative Order by Consent (AOC) settling
an alleged violation arising directly from the
written complaint.

Rule 522.b.(4).

The new rules raise the maximum penalties and revise the
procedures for enforcement actions. The Policy is a very useful
guide to the new rules regarding these matters and includes
several examples that are helpful in understanding the possible
impacts of these new rules.

I D A H O  —  O I L  &  G A S  /
M I N I N G

P E T E R  G .  B A R T O N

—  R E P O R T E R  —

CLEANUP OF NINEMILE CREEK WATERSHED UNDERWAY

In June 2013, the U.S. Environmental Protection Agency
(EPA) announced environmental cleanup work for mine sites in
the Ninemile Creek watershed. See EPA, “Cleanup Milestone
Reached: Big Source Control Efforts Begin—Environmental
Work to Start in Ninemile Creek Watershed” (June 2013). The
work is now underway and is expected to continue for seven more
years. See EPA, “Cleaning Up Ninemile Creek Watershed:
Answering Your Questions” (July 2014). See also Becky Kramer,
“Idaho Mine Cleanup Aims to Create New Land,” The
Spokesman-Review (Aug. 14, 2014).

Ninemile Creek watershed is east of Coeur d’Alene, near the
Montana border, and its waters flow into the Coeur d’Alene River,
then into Lake Coeur d’Alene, and then into Washington. The
watershed was the site of silver, lead, and zinc mining more than
a century ago, with enough tailings left over to fill 150,000
standard dump trucks. The cleanup cost, $84 million, will be paid
from the Asarco Successor Coeur d’Alene Custodial and Work
Trust, set up in response to the 2009 Asarco, Inc. bankruptcy
settlement. See Kramer, supra.

IDAHO PROPOSES LEGISLATION ON HAND TOOLS SALES TAX

The Idaho House of Representatives has introduced a bill
to amend Idaho’s production exemption statute, Idaho Code
Ann. § 63-3622D. See H.R. 39, 63d Leg., Reg. Sess. (2015). The
statute currently provides that certain tangible personal property
used in the production process, such as mining equipment,
is exempt from Idaho sales and use tax. Idaho Code Ann.
§ 63-3622D(a)(2). However, the exemption does not apply to
hand tools that cost $100 or less, such as some mining hand
tools, so these hand tools are subject to Idaho sales or use tax. Id.
§ 63-3622D(g)(1). The Idaho State Tax Commission has come to
realize that this exception to the exemption led to much taxpayer
confusion and is proposing to delete the exception. The result
would be to exempt from the sales and use tax all tangible
personal property used in the production process, including low-
cost hand tools. The decrease in sales tax collections is estimated
at $1.5 million. See Statement of Purpose/Fiscal Note, H.R. 39,
63d Leg., Reg. Sess. (2015).

IDEQ PROPOSES CHANGE TO AIR QUALITY RULE

On December 3, 2014, the Idaho Department of Environ-
mental Quality (IDEQ) adopted a rule to change an air quality
rule to address feedback from the EPA. Among other things,
the proposed changes clarify that for nonmetallic mineral process-
ing the permit-by-rule option is only available to non-major
sources. IDEQ believes the change is consistent with the original
intent of the rule. The change, which modifies Idaho Admin. Code
r. 58.01.01.794, will be reviewed by the 2015 Idaho legislature
and will become final upon approval or adjournment of the
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legislature without acting on it. See IDEQ, “Air Quality: Docket
No. 58-0101-1402—Pending Rule,” https://www.deq.idaho.gov/
58-0101-1402.

K A N S A S  —  O I L  &  G A S

D A V I D  E .  P I E R C E

—  R E P O R T E R  —

FEDERAL CIRCUIT DETERMINES WHETHER KANSAS

LANDOWNERS GRANTED THE “FEE” OR AN “EASEMENT” IN

CONVEYANCES TO RAILROAD

Among the basic tasks a mineral lawyer undertakes is
determining who has the right to lease or develop minerals. The
holder of an “easement” has the right to use the land for the
purposes stated in the easement. Absent express language in the
easement document, the owner of the land burdened by the
easement retains the balance of rights, including title to the oil and
gas beneath the easement. See generally Great Northern Ry. Co.
v. United States, 315 U.S. 262, 271–72 (1942) (under the General
Railroad Right-of-Way Act of 1875, 43 U.S.C. §§ 934–939,
railroad received an easement and the federal government retained
the oil and gas, and all other rights). This issue was recently
revisited by the U.S. Supreme Court in Marvin M. Brandt
Revocable Trust v. United States, 134 S. Ct. 1257, 1268 (2014)
(reaffirming the Great Northern holding regarding rights-of-way
issued under the 1875 Act).

The U.S. Court of Appeals for the Federal Circuit in Biery v.
United States, 753 F.3d 1279 (Fed. Cir. 2014), purporting to
apply Kansas law, examined a number of conveyances to a
railroad and held that some conveyed a fee interest to the railroad
and others conveyed merely an easement. This Kansas real
property issue arrived at the Federal Circuit after the landowners
filed inverse condemnation actions against the federal government
in the U.S. Court of Federal Claims under the Tucker Act. The
landowners objected to having the land, where the railroad’s
abandoned tracks ran through their property, placed in the “Rails-
to-Trails” program under the National Trails System Act. See 16
U.S.C. § 1247(d). While the federal government can “take” the
land for the program, the issue is whether a compensable taking
has occurred. That issue must be decided under the Tucker Act in
the Court of Federal Claims. See Preseault v. Interstate
Commerce Comm’n, 494 U.S. 1, 11–12 (1990).

No conveyance in Biery involved a government grant or
reservation; all were between private parties. Therefore, Kansas
property law determines whether the landowners have an interest
in the land taken that entitles them to compensation. If the railroad
received a fee interest, the landowners have no compensable
interest. If the railroad received an easement, following its
abandonment the landowners own the unencumbered fee and will
be entitled to compensation. See Preseault v. United States, 100
F.3d 1525, 1552 (Fed. Cir. 1996) (under Vermont law, railroad
received an easement and when it was abandoned, the placement
of the land in the Rails-to-Trails program constituted a
compensable taking by the federal government).

In Biery, the Federal Circuit’s task was to ascertain and apply
Kansas law regarding conveyances to railroads. The Court of

Federal Claims focused on the conveyance documents, noted they
purported to convey a fee, and held a fee was conveyed. Biery,
753 F.3d at 1286. The Federal Circuit held that was not, in some
cases, a proper analysis under Kansas law.

The Kansas Supreme Court has developed special rules that
must be applied to conveyances to a railroad. In Kansas a
conveyance that clearly states a fee interest is being conveyed to
a railroad will nevertheless convey only an easement when the
conveyance, either by express language or implied from the
circumstances, indicates the land is being conveyed for right-of-
way purposes. Id. at 1286–87 (citing Stone v. U.S.D. No. 222, 91
P.3d 1194, 1203–04 (Kan. 2004)). Kansas public policy in effect
prohibits granting strips of land in fee to railroads for right-of-way
purposes. This policy is reflected in the basic rule that “in Kansas,
railroads take only an easement in strips taken for railroad right-
of-ways regardless of whether taken by condemnation or deed.”
Stone, 91 P.3d at 1198.

The Federal Circuit stated the Kansas rule that “when an
unambiguous deed to a railroad contains no use restrictions,
reversionary clause, or anything else indicating the land is for a
right-of-way, the title to the land is granted in fee simple.” Biery,
753 F.3d at 1287. The court then proceeded to apply its rule to a
conveyance, the “Julia Fair Deed,” that quitclaimed to the railroad
“all the estate, title and interest” therein. Id. The court then
searched the deed for language indicating it was being conveyed
for right-of-way purposes, and found none. Id. at 1288. Therefore,
the deed conveyed a fee to the railroad, not an easement.

What the court failed to focus on was express language in the
deed that clearly implied it was going to be used for right-of-way
purposes. Under the rule stated by the court, this would be
“anything else” in the deed “indicating the land is for a right-of-
way.” Id. at 1287. The deed stated that the land granted was “[a]
strip of land [100] feet wide” across the length of the property. Id.
at 1284. Railroad rights-of-way were typically 50 feet either side
of a line: a 100-foot strip. The court ignored the foundational
Kansas case that held the words “right-of-way” do not have to be
in the document for it to indicate the land being conveyed is for
right-of-way purposes. See Abercrombie v. Simmons, 81 P. 208,
211 (Kan. 1905) (look for language that right-of-way use was
“within the contemplation of the parties”). For example, in
Abercrombie the deed conveyed “lands . . . lying within fifty feet
of the center line of the main track of said railroad . . . .” Id. at
209. In Harvest Queen Mill & Elevator Co. v. Sanders, 370 P.2d
419 (Kan. 1962), the right-of-way nature of the conveyance was
establish by the grant of a 100- to 150-foot strip of land “for the
purpose of . . . building constructing or maintaining its roadbed or
of maintaining its railroad.” Id. at 421 (emphasis omitted). In
Abercrombie and Harvest Queen language in each deed showing
a strip of land was being conveyed for the railroad route was
sufficient to deduce it was for right-of-way purposes, and
therefore the railroad received an easement, not the fee.

The holding in Biery is significant because any takings claim
related to the Rails-to-Trails program must pass through the Court
of Federal Claims and ultimately the Federal Circuit. It appears
the dynamics in those courts may be attuned to promoting the
Rails-to-Trails program by seeking to interpret state law narrowly
to avoid a compensable taking.
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FURTHER DEVELOPMENT AND THE PRUDENT OPERATOR

When a 160-acre oil and gas lease has been held by
production from a single gas well on a 320-acre gas unit for over
30 years, can the lessee keep all the acreage and oil rights without
conducting further development of the leased land? The court in
Novy v. Woolsey Energy Corp., 339 P.3d 392 (Kan. Ct. App.
2014), held that so long as the lessee is acting as a prudent
operator, the single well will maintain all its lease rights.

The lessor sought to cancel the lessee’s oil rights in the lease
for failing to drill for oil. At the bench trial the lessor’s evidence
included: (1) the lessee is holding all its lease rights with
production from a single well; (2) it has been over 30 years since
any further drilling on the leased land; (3) the lessor made a
demand for further development; (4) there is oil production on
adjacent land; (5) wells have been drilled about two miles from
the land; (6) the price of oil has increased since the lease was
made; (7) completion technology has improved; and (8) the
lessor’s company “would look very strongly” at developing the
leased land if the lease were cancelled. Id. at 396, 398. The trial
court found, as a matter of law, that the lessor failed to present
sufficient evidence to establish a breach of the implied covenant
to prudently develop the leased land. Id. at 396.

Affirming the trial court, the court of appeals held the lessor
must prove its lessee has not acted prudently to develop the lease
for the mutual benefit of the parties. Because the lessee assumes
all the risk of development, the lessee is not required to pursue
development that is likely to be unprofitable. Id. at 398. The court
cites a number of factors the lessor must address to make its case.
Four general categories of information must be addressed by
providing substantial evidence on the (1) geology and geophysics
of the formations at issue; (2) prices that can be obtained for oil
and gas in the area; (3) development costs; and (4) lessee’s
business judgment that weighs whether the geology, prices, and
costs justify the risks while providing an acceptable rate of return
for the risks. Id. (citing Sanders v. Birmingham, 522 P.2d 959,
966 (Kan. 1974)).

The court also held that the lease was not automatically
cancelled when the lessee refused the lessor’s demand for further
development; the lessee was indicating that based on available
information it would not be prudent to conduct further develop-
ment on the leased land. The lessor was still required to “show, by
substantial evidence, that [the lessee] breached the implied
covenant to prudently develop the leased land.” Id. at 399.

PLUGGING LIABILITY CAN BE JOINT AND SEVERAL

The Kansas Corporation Commission (KCC) ordered John
M. Denman Oil Company (Denman), Gary and Kayla Bridwell,
and TSCH, LLC (TSCH) to plug 44 abandoned oil wells located
on a 160-acre lease. Denman had operated the lease from 1939
until production ended in 1989. Denman did not plug the wells. In
2008 Denman assigned the oil and gas lease to the Bridwells. It is
not disclosed in the opinion how the Denman lease was
perpetuated from 1989 through 2008. When the Bridwells
obtained the assignment from Denman, they entered into a
compliance agreement with the KCC to either plug or begin
producing from the wells. The Bridwells began producing from
three wells temporarily, but did not make any sales and did not
plug any wells. The Bridwells obtained new leases from the

mineral owners in 2009, and in 2010 they assigned the new
leases to TSCH. See John M. Denman Oil Co. v. State Corp.
Comm’n, No. 110,861, 2015 WL 122188, at *1–2 (Kan. Ct. App.
Jan. 9, 2015).

Denman objected to being ordered to plug the wells because
of its 2008 assignment to the Bridwells. TSCH did not respond to
the KCC’s order and, on appeal to the district court, the Bridwells
were held responsible for plugging only the three wells they had
operated and Denman was ordered to plug the remaining 41 wells.
Id. at *2. Denman appealed, asserting only one party can be liable
to plug a well under the applicable statute. Id. at *3 (citing Kan.
Stat. Ann. § 55-179). Affirming the KCC’s order, the court of
appeals held that section 55-179(b) names several categories of
persons that are, in effect, jointly and severally responsible for
unplugged wells. Id. at *4–5. Because Denman is covered by at
least one of the categories of responsible parties, it was properly
ordered to plug the wells.

NO “LEASE” OF “ROYALTY” REMAINED FOR AD VALOREM

TAXATION ONCE LESSEE ACQUIRED MINERAL INTEREST

AND THE LEASE WAS “MERGED” OUT OF EXISTENCE

Robert Barker obtained an oil and gas lease from his parents.
Following the death of his father, and later his mother, Robert and
his wife Gay became joint owners of the land that was subject to
Robert’s oil and gas lease. After Robert’s parents died, the County
continued to assess a tax on the oil and gas lease (working
interest) and on the royalty interest. In re Barker, 327 P.3d 1036
(Kan. Ct. App. 2014), was an appeal of the Barkers’ tax protest.
The court of appeals agreed that the oil and gas lease, and the
royalty interest created by the lease, were merged out of existence
when the Barkers became joint tenants in the property after
Robert’s mother’s death.

There is a problem, however, with the court’s merger
analysis: only Robert owned the oil and gas lease; his wife Gay
had no interest in the lease. Upon the death of Robert’s mother
Robert and Gay owned the fee interest in the land as joint tenants,
but their interest was burdened by the oil and gas lease held by
Robert. Merger would seem inappropriate when the lease actually
gave Robert control over the oil and gas in Gay’s undivided one
half of the property.

How about abandonment as a theory? Robert can easily
satisfy the most difficult element required for abandonment by
asking himself: “Did I intend to abandon my oil and gas lease
when my mother died?” The facts support an abandonment.
Although filing a release would have helped, in this situation it
would not be necessary so long as there are facts that tend to
establish Robert’s intent to abandon.

The real value of this case is the court’s use of the
Restatement (Third) of Property: Servitudes to properly classify
the Kansas oil and gas lease as a profit à prendre and to analyze
the issues. A profit is an easement that includes the right to
produce and remove things from the land. Easements, and profits,
can be unilaterally abandoned by their owner.
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L O U I S I A N A  —  O I L  &  G A S

A D A M  B .  Z U C K E R M A N

S T E P H A N I E  N .  M U R P H Y

—  R E P O R T E R S  —

LOUISIANA COASTAL ZONE LAWSUITS REMANDED TO

STATE COURT

In Parish of Plaquemines v. Total Petrochemical & Refining
USA, Inc., No. 13-6693, 2014 WL 6750649 (E.D. La. Dec. 1,
2014), a federal district court held that it lacked diversity and
federal question jurisdiction over the plaintiff’s claims against oil
and gas companies. Here, the Parish of Plaquemines (Parish) filed
suit on its own behalf and purportedly on behalf of the State of
Louisiana against 19 oil and gas companies claiming that their oil
and gas exploration, production, and transportation operations
caused substantial damage to the Parish’s land and waterbodies.
Id. at *1. The claims center on alleged violations of Louisiana’s
State and Local Coastal Resources Management Act of 1978, La.
Rev. Stat. Ann. §§ 49214.21–.42. The defendants removed the
suit asserting that the federal court has original jurisdiction for
several reasons, including: (1) the defendants were egregiously
misjoined such that diversity jurisdiction existed; (2) the State of
Louisiana was not a real party in interest; (3) the Outer
Continental Shelf Lands Act (OCSLA) provided federal question
jurisdiction; (4) the action was removable pursuant to federal
maritime law; and (5) a wildlife refuge, included in the production
area, was a federal enclave for purposes of federal question
jurisdiction. 2014 WL 6750649, at *2. The court disagreed with
all arguments and remanded the case.

First, the court determined that the defendants were not
egregiously misjoined. Applying state joinder standards, the court
recognized that “[t]wo or more parties may be joined in the same
suit, either as plaintiffs or as defendants if—[t]here is a
community of interest between the parties joined.” Id. at *5
(alterations in original) (emphasis omitted) (quoting La. Code Civ.
Proc. Ann. art. 463). The court opined that “the thread that ties
these claims together is the injury being sued upon and the remedy
sought” because the plaintiff seeks remediation and restoration
attributable to the “cumulative and collective impact” of the
defendant’s actions. Id. at *7. Accordingly, the court held that it
“is not persuaded that the record at this juncture demonstrates that
the claims asserted are so lacking in a community of interest as to
be misjoined under Code of Civil Procedure article 463.” Id. The
court did recognize, however, that:

Proof of causation under the Parish’s approach will
surely be difficult. But whether the Parish can actually
prove sufficient causation vis à vis any given defendant,
and whether the restoration remedy that the Parish seeks
will be “feasible and practical,” as required by [the
statute], are merits-based questions that the Court cannot
properly resolve as a part of the jurisdictional analysis.

Id. at *8. Because the parties were not egregiously misjoined, the
court recognized that the State’s involvement as it pertained to
diversity was moot. Id. at *9.

Next, the court used a two-pronged inquiry to determine
whether the OCSLA applied: “(1) whether the activities that

caused the injury constituted an ‘operation’ ‘conducted on the
outer continental shelf’ that involved the exploration and
production of minerals, and (2) whether the case ‘arises out of or
in connection with’ that operation.” Id. at *14 (quoting In re
Deepwater Horizon, 745 F.3d 157, 163 (5th Cir. 2014)). The
court never reached the second inquiry because it concluded that
no operation was conducted on the Outer Continental Shelf (OCS)
and the resulting injury was sustained in the Parish, not on the
OCS. Id. at *15. The court held that “[n]one of the activities,
including those that involved pipelines that ultimately stretch to
the OCS, took place on the OCS,” finding that “[i]t remains that
§ 1349 expressly tethers OCSLA jurisdiction to an operation on
the OCS, and no Fifth Circuit case that involved damage resulting
from injurious physical acts has eliminated that requirement.” Id.
at *16 (emphasis omitted). Ultimately, the court found that while
“[i]t does not strain credulity to suggest that the dismantling of
certain of Defendants’ Plaquemines Parish facilities could affect
OCS operations,” to “hinge federal jurisdiction on uncertain,
speculative, and completely hypothetical future events” is not
allowed. Id. at *18.

Next, the court held that federal maritime law did not provide
for removal, finding that “even if every claim asserted in the
Petition arises under maritime law, the action is not removable.”
Id. at *20. The court held that it “does not agree that the 2011
amendments to § 1441 eliminated the long-held requirement of
diversity jurisdiction in ‘saving to suitors’ cases filed in state
court” and noted that “[w]hile other district courts have been
persuaded to recognize a change in the law, every other judge in
[the Eastern District of Louisiana] to consider the issue has
rejected it.” Id.

Lastly, the court found that it did not obtain federal question
jurisdiction on the basis that several fields were located in federal
enclaves. Here, three of the defendants operated in an area located
within the Delta National Wildlife Refuge (DNWR). Defendants
argued the DNWR was a federal enclave such that federal
question jurisdiction exists. Id. The court held that, in order to
obtain jurisdiction,

the Removing Defendants must establish (1) that the
United States acquired the land for the purpose of
erecting forts, magazines, arsenals, dock-yards, or other
needful buildings; (2) the state legislature consented to
the jurisdiction of the federal government; and (3) that
the United States affirmatively accepted exclusive
jurisdiction in accordance with § 3112 if the property
was acquired after 1940.

Id. at *24. More specifically, the court opined that

the propriety of exercising federal enclave jurisdiction in
this case turns on whether the United States acquired the
land for the purpose of erecting forts, magazines,
arsenals, dock-yards, or other needful buildings, i.e.,
whether Clause 17 applies, and whether Defendants can
establish that the land was acquired before § 3112
became effective in 1940.

Id. The court held that “[c]learly, the United States did not acquire
the land located in the DNWR for the purpose of erecting a fort,
magazine, arsenal or dockyard, or any other type of ‘building.’”
Id. Moreover, “[n]othing in [the jurisprudence] suggests that
Clause 17 is to be so broadly construed so as to ignore the textual
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‘building’ or jurisprudential ‘structures’ requirement.” Id. at *25.
Thus, “while the Supreme Court has been willing to construe
Clause 17 broadly at times, all of the Court’s decisions are
remarkably consistent in the level of solicitousness that they show
for a state’s sovereign jurisdiction.” Id. See also id. (further noting
that “the ‘intensely local’ nature of this litigation counsels against
creating new jurisdictional exceptions in order to retain
jurisdiction over this matter and ultimately deprive the sovereign
state of the right to adjudicate its own controversies”).

Approximately 26 other cases are pending in the Eastern
District of Louisiana currently before several of the district court
judges. Motions to remand remain pending, save for two other
cases that have likewise been remanded to Louisiana state court.
See Parish v. Rozel Operating Co., No. 13-6722, 2015 WL
403791 (E.D. La. Jan. 29, 2015); Plaquemines Parish v. Apache
Oil Corp., No. 13-6711 (E.D. La. Jan. 29, 2015) (unpublished).

LOUISIANA THIRD CIRCUIT FINDS DEFENDANTS OPERATED

IMPRUDENTLY, REVERSING TRIAL COURT

In Hayes Fund for the First United Methodist Church of
Welsh, LLC v. Kerr-McGee Rocky Mountain, LLC, 2013-1374
(La. App. 3 Cir. 10/1/14); 149 So. 3d 280, the Louisiana Third
Circuit Court of Appeal held that the trial court was manifestly
erroneous, resulting in a reversal of the trial court’s finding in
favor of the defendants, and awarded damages to plaintiffs in the
amount of $13,437,895. Here, oil and gas lessors brought suit
against oil well operators for failure to follow “the proper,
customary, and industry-wide accepted protocol for drilling” two
oil and gas wells located in the Hackberry and Nodosaria
formations. Id. at 283. In doing so, the plaintiffs aver that the
defendants left valuable hydrocarbons unrecoverable resulting in
substantial damages. Id. Specifically, one well operated for five
years, ultimately ceasing production “when water zones from the
original wellbore mixed with oil and gas zones produced by the
sidehole.” Id. The other well produced from the lower zone from
the Nodosaria formation for seven years until it was allegedly
abandoned due to sanding problems. Id. After a workover, the
second well again produced for eight months, which ultimately
“ceased as a result of extraneous water entering the well through
casing leaks caused by prior sanding problems.” Id.

First, the Third Circuit found that the trial court was
manifestly erroneous when it made the following findings and
conclusions: (1) the adequate zonal isolation was attained when
cement was pumped into the first well; (2) chloride levels in the
water produced from the first well supported a finding that the
water was not extraneous in nature; (3) the simultaneous use of
multiple permanent packers in the second well was planned with
certain production advantages in mind and was reasonable under
the circumstances; (4) there was a lack of evidence showing that
defendants should have known that the second well would sand up
and that the plaintiffs’ expert offered no authority to support his
testimony to that effect; and (5) the plaintiffs were required to
prove the location of leaks in the second well, while finding that
a defense expert provided the element of proof for the plaintiffs.
See id. at 285–92.

Next, the court found that the collateral attack doctrine was
applicable. In this respect, the court held that La. Rev. Stat. Ann.
§ 30:12 “prohibits collateral attacks on the Commissioner’s order

and factual findings by providing that the exclusive remedy for
any review of the Commissioner’s order is ‘a suit for injunction
or judicial review against the assistant secretary’ of the Office of
Conservation.” Hayes Fund, 149 So. 3d at 293 (quoting La. Rev.
Stat. Ann. § 30:12(A)(1)). The court rejected the defendants’
argument that this rule was inapplicable because “geographic”
rather than “geologic” boundaries were established by the unit
orders applicable to the wells. Id. at 294. Thus, where the
Commissioner’s orders are clear and unambiguous with respect to
the reservoir boundaries, filing a lawsuit pursuant to section 30:12
is the only applicable remedy. Id. at 295. Hence, the court held
that the defendants’ attempt “to change the size of the reservoir
via the currently litigation. . . . is unequivocally a prohibited
collateral attack upon the Commissioner’s orders,” and that “[t]he
trial court erred as a matter of law by finding that such a collateral
attack was permissible.” Id.

Lastly, the appellate court held that “the trial court legally
erred in ruling that [the plaintiffs] [were] required to prove that
[the defendants’] operations were imprudent when the leases
provided that the landowners only had to provide causation and
damages.” Id. at 300–01. The court highlighted the lease
provisions that stated that “the Lessee is responsible for all
damages caused by Lessee’s operations ‘including, but not limited
to damages to the surface of the land, timber, crops, pastures, . . .
water wells and improvements.’” Id. at 300 (emphasis omitted).
Thus, the court held that “[b]ased on our review of the
jurisprudence, lease, and trial record, we find that [the defendants]
[were] absolutely liable when [they] knowingly agreed that
‘Lessee shall be responsible for all damages caused by Lessee’s
operations.’” Id. Accordingly, the court found that the plaintiff
landowners “only had to prove causation and damages.” Id. at
301. In this respect, the appellate court accepted the calculations
of the plaintiffs’ experts and found that damages should be
awarded in the amount of $13,437,895. Id. at 299 (concluding that
“losses attributable to the diminished overriding royalties are an
appropriate measure of damages”).

LAWSUIT NOT PREMATURE EVEN WHERE OIL AND GAS

OPERATIONS ARE ONGOING

In Crooks v. Louisiana Pacific Corp., 2014-724 (La. App. 3
Cir. 12/10/14); 2014 WL 6967567, the Louisiana Third Circuit
Court of Appeal held that a landowner’s suit against a mineral
servitude owner for damages caused by drilling operations is not
premature even when oil and gas operations are ongoing. In
reaching this conclusion, the court examined the Louisiana
Mineral Code, which states that a mineral servitude owner “is
obligated, insofar as practicable, to restore the surface to its
original condition at the earliest reasonable time.” Id. at *2
(quoting La. Rev. Stat. Ann. § 31:22). Further, “a mineral
servitude owner is liable to the surface owner for damages caused
by its lessee’s oil and gas operations on the leased property.” Id.
(citation omitted). The court noted that “we find nothing in the
mineral code that requires a landowner to wait until completion of
all mineral production before he can bring a suit to enforce the
mineral servitude’s restoration obligations. The only time
limitation found in the mineral code is ‘at the earliest reasonable
time.’” Id. (quoting La. Rev. Stat. Ann. § 31:22). Accordingly,
“[t]here is no reason that a landowner should have to wait to sue
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for damages to his land prior to the termination of a lease,” and
suit was not premature here even when operations are ongoing. Id.

M I S S I S S I P P I  —  O I L  &  G A S

W .  E R I C  W E S T

—  R E P O R T E R  —

IN ORDER TO AVOID FORCE POOLING AND RISK

COMPENSATION CHARGES, A NONCONSENTING OWNER

MUST MUTUALLY AGREE WITH THE OPERATOR ON TERMS

DOCUMENTED IN WRITING

An operator in Mississippi is authorized to force pool tracts
or individual interests to form a drilling and production unit for
the drilling and production of oil and gas. See Miss. Code Ann.
§ 53-3-7. The statute provides for two options. One option,
commonly referred to as “regular” integration, allows the operator
to recover, in the event of production, from the force pooled
interest’s share of production its proportionate share of the cost of
drilling, completing, and operating the well. Id. § 53-3-7(1)(b).
The second option, which requires more operator time, effort, and
expense, allows the operator to recover “alternate charges,” which
include up to 300% of the force pooled interest’s share of the cost
of operations. Id. § 53-3-7(2)(g).

In Tellus Operating Group, LLC v. Maxwell Energy, Inc.,
No. 2012-CT-00357-SCT, 2015 WL 270033 (Miss. Jan. 22,
2015), Tellus Operating Group, LLC (Tellus) intended to force
pool a unit with the right to collect risk compensation charges
from all force pooled interests. In accordance with the general
procedures leading up to a filing for risk compensation force
pooling, Tellus sent a letter to Maxwell Energy, Inc. (Maxwell),
which held a .00971714 interest in the proposed unit, inviting it
to (1) lease; (2) farmout; or (3) agree to participate as a working
interest owner by executing an authorization for expenditure
(AFE) and an operating agreement (JOA). Id. ¶ 2. Maxwell
replied that it would participate but struck out that part of the
invitation letter having to do with the execution of an AFE and a
JOA, stating instead that it would participate in accordance with
the provisions of its enclosed letter. Id. ¶ 3. This was not accept-
able to Tellus and it filed to pool the interest of Maxwell. The
court noted that 21 other owners had executed the documents
tendered by Tellus. Id. ¶ 4. A few days before the hearing,
Maxwell submitted an alternative JOA to Tellus and requested a
continuance so a compromise could be negotiated. The Missis-
sippi State Oil and Gas Board (MSOGB) rejected Maxwell’s
request and force pooled its interest with risk compensation
charges. Id. ¶¶ 5–8.

Section 53-3-7 gives an owner whose interest has been force
pooled with risk compensation charges the right to nevertheless
escape force pooling, provided such party and the operator enter
into a written agreement for the owner’s participation according
to their mutually agreed upon terms. Maxwell sought to take
advantage of this provision by sending a letter to Tellus advising
that Maxwell elected to participate on the same basis as other
owners and included a check for $18,277.94, estimated to be
Maxwell’s share of dry hole costs. Tellus rejected Maxwell’s
counteroffer and returned the check. Id. ¶ 8.

The Mississippi Supreme Court held that Tellus met all of
its statutory requirements for offering good-faith options for
voluntary integration on reasonable terms and affirmed the
decision of the court of appeal, which reversed the judgment of
the chancery court, thus making clear that under section 53-3-7
the terms for participation in the drilling and operation of a well
must be mutually agreed to by the operator and the nonconsenting
owner and that such agreement must be documented in writing. Id.
¶¶ 13, 14. Of interest is the statement by the supreme court that
the court “[does] not find . . . that the terms necessarily must be
uniform among the owners in order to be reasonable. . . . [and
does] not intend to discourage owners from engaging in
negotiations or operators from being flexible within reason to
obtain the goal of voluntary integration.” Id. ¶ 14 n.5.

For the proceedings leading up to the decision of the
Mississippi Supreme Court, see Vol. XXXI, No. 4 (2014);
Vol. XXXI, No. 2 (2014); and Vol. XXX, No. 4 (2013) of this
Newsletter.

N E B R A S K A  —  O I L  &  G A S

A N N E T T E  M .  K O V A R

—  R E P O R T E R  —

NEBRASKA SUPREME COURT RULES ON KEYSTONE XL
PIPELINE CASE

On January 9, 2015, the Nebraska Supreme Court issued its
long-awaited decision on the appeal of a lower court decision that
declared unconstitutional the state statute that authorized
gubernatorial approval of the controversial Keystone XL pipeline
route through Nebraska. Thompson v. Heineman, 857 N.W.2d
731 (Neb. 2015). See Neb. Rev. Stat. § 57-1101.

The lower court judge had found that: (1) the plaintiff
landowners had established taxpayer standing to challenge
the statute; and (2) the legislature by enacting the statute
had unconstitutionally divested the Nebraska Public Service
Commission (PSC) of its authority to regulate pipeline common
carriers by unlawfully delegating that decision to the Governor.
857 N.W.2d at 745–46. The appeal to the Nebraska Supreme
Court was filed in February 2014. See Vol. XXXI, No. 2 (2014)
of this Newsletter.

The Nebraska Supreme Court’s 4-3 ruling turned on jurisdic-
tional and procedural aspects of the case but left unresolved the
ultimate question of the constitutionality of the challenged statute.
Four members of the court agreed with the lower court decision
that the plaintiffs had standing and the statute was unconstitu-
tional. The other three justices disagreed with the standing
decision and refused to further consider the merits of the constitu-
tional challenge in the appeal. 857 N.W.2d at 739. The result
triggered a rarely invoked provision of the Nebraska constitution
that requires the concurrence of five judges on the supreme court
to hold a legislative act unconstitutional. See id. at 754 (citing
Neb. Const. art. V, § 2).

The rationale of the three-justice minority for refusing to
consider the merits is that the supermajority rule noted above also
applies to jurisdictional questions as well as to substantive
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questions in cases involving the constitutionality of a statute.
While the majority disagreed, they lacked any possibility of
gaining a fifth vote to proceed to the merits of the case. This
“impasse” resulted in the statute remaining in effect by default. Id.
at 766–67. All seven justices agreed the lower court decision was
vacated, leaving the challenged statute in place and any
substantive constitutionality determination to another day.

For an appeal that technically never reached the merits, the
court ruling was a lengthy one. The standing question received
considerable attention. Four justices agreed with the lower court
finding that while the landowner plaintiffs had failed to prove they
had traditional common law standing, the landowners nevertheless
had standing under the taxpayer exception to traditional common
law standing for “matters of great public concern” that extend
beyond the self-interest of an individual litigant. Id. at 754. The
three dissenting justices disagreed that the exception applied in
this case because they believed there were other potential
plaintiffs with sufficient interest to establish traditional standing,
such as any landowner facing a condemnation by TransCanada
Keystone Pipeline, LP (TransCanada). Id. at 772–73 (dissenting
opinion).

The majority justices on the standing issue believed that the
Nebraska constitution’s supermajority provision requiring five
affirmative votes to strike down legislation as unconstitutional
only applied to the merits of a constitutional challenge after
jurisdictional prerequisites like standing had been satisfied. Id. at
754. The majority was clearly vexed that the dissenting justices
refused to consider the merits of the appeal because of their belief
that the supermajority provision applied to both jurisdiction to
hear the case and to any determination on the merits that the
statute was unconstitutional.

The four-justice majority on standing also devoted
considerable discussion in their opinion as to why they believed
the statute in question was unconstitutional. They gave a detailed
analysis of the powers of the constitutionally created PSC, the
limited authority of the Nebraska legislature to restrict the PSC’s
powers, and what oil pipelines are considered a common carrier
for purposes of PSC regulation. The three-justice minority
remained silent on the constitutionality question, but anticipated
a better-placed plaintiff could set the case before the court again.

One final note of caution—the subject statute’s grant of
authority to the Governor to approve a pipeline implicitly granted
authority to decide whether the pipeline carrier, TransCanada,
could exercise the right of eminent domain. The statute
specifically provided that if the Governor approved a pipeline
route, the pipeline carrier’s authority to commence condemnation
proceedings would expire two years after the date of the
Governor’s approval. Neb. Rev. Stat. § 57-1101. Governor Dave
Heineman approved a route for the pipeline on January 22, 2013.
See Vol. XXX, No. 1 (2013) of this Newsletter. This two-year
period ended January 22, 2015, and TransCanada has filed almost
90 lawsuits to commence eminent domain for pipeline easements
in several counties in Nebraska along the pipeline route.

It is likely that at least one of these condemnation cases will
find its way to the Nebraska Supreme Court, and traditional
common law standing should not be an issue. The dissent may
have accurately forecast the future when they stated: “There must
be dozens, if not hundreds, of potential plaintiffs who own

property along the proposed pipeline route who would have
traditional, common-law standing to bring a declaratory judgment
action to challenge the constitutionality of [the pipeline statute],
or to assert the constitutional issue in condemnation proceedings.”
857 N.W.2d at 772.

In Nebraska, at least for the time being, TransCanada and the
Keystone XL pipeline still live to fight another day.

On February 18, 2015, the Nebraska Supreme Court denied
a motion for rehearing of its controversial ruling.  Meanwhile, the
first district court to hear one of the pending condemnation
actions has entered a temporary injunction. The parties to the
condemnation action, TransCanada and local plaintiffs, reportedly
agreed to ask for stays and an accelerated trial schedule to
expedite a final decision on the legality of the constitutional
question. Another trip to the Nebraska Supreme Court is now on
the horizon.

Editor’s Note: The reporter serves as legal counsel to the
Nebraska Department of Environmental Quality.

N E V A D A  —  O I L  &  G A S  /
M I N I N G
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FRACKING REGULATIONS BECAME EFFECTIVE OCTOBER 2014

The Nevada Commission on Mineral Resources has adopted
regulations for hydraulic fracturing. See Adopted Regulation
R011-14, 2014 Nev. Reg. Text 349466 (NS) (effective Oct. 24,
2014).

The regulations address allowable chemicals, casing and
cementing of wells, equipment specifications, and the capture and
discharge of liquids. The regulations require an operator to take
initial baseline samples and subsequent monitoring samples from
each available water source within a one-mile radius of the
proposed wellbore or surface projection of any lateral component
of the wellbore that is proposed for fracking. Id. §§ 6, 9. An
operator may request an exception from these requirements if it
can demonstrate that there are no available water sources located
within the sampling area or that the available water is unsuitable
for sampling as provided in the regulations. Id. § 9.

The regulations prescribe minimum setbacks of wells and
drill pads from known perennial water sources, existing water
wells, and existing permitted structures. Id. § 11. An operator
must notify the county commissioners of the county where the
wells are located and all owners of land and operators of existing
oil, gas, and geothermal wells within the area of review of
the operator’s intent to conduct fracking not less than 14 days
before commencement of operations. Id. § 12(1)(a). Prior to the
commencement of fracking, all chemicals to be used in the
fracking process must be on the list approved by the Division of
Minerals, and all additives to the fracking fluid must be disclosed
to the Division, including additives protected as a trade secret. Id.
§ 12(1)(c). The operator must comply with safety procedures
stated in the regulations. Id. § 15.
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Within 60 days after completion of the fracking operation,
the operator must file information about the operation on the
FracFocus Chemical Disclosure Registry. Id. § 12(4).

PROPERTY TAX EXEMPTION FOR MINES AND MINING

CLAIMS REMAINS IN PLACE

Senate Joint Resolution 15 (SJR 15), which would have
amended section 1 of article 10 of the Nevada Constitution by
removing the provision that exempts mines and mining claims
from Nevada’s real property tax laws, was defeated in the election
held on November 4, 2014. See SJR 15, 2013 Sess., 77th Leg.
(Nev. 2013). See also Vol. XXX, No. 2 (2013) of this Newsletter.
SJR 15 would have also repealed section 5 of article 10 of the
Nevada Constitution, which requires “a tax upon the net proceeds
of all minerals, including oil, gas and other hydrocarbons,
extracted in this state, at a rate not to exceed 5 percent of the net
proceeds.” Nev. Const. art. X, § 5(1). See Nev. Rev. Stat.
§ 362.100(2) (definition of net proceeds). The constitutional
limitation remains effective.

USE TAX EXEMPTION FAVORING DOMESTIC COAL STRUCK

DOWN BUT TAXES STILL OWED

In Sierra Pacific Power Co. v. State Department of Taxation,
338 P.3d 1244 (Nev. 2014), the Nevada Supreme Court upheld a
district court decision holding that the use tax exemption in Nev.
Rev. Stat. § 372.270 for the sale, storage, or use of the proceeds
of Nevada mines violated the dormant Commerce Clause of the
U.S. Constitution. The appellants, operators of coal-fired power
plants in Nevada, appealed the decision of the Nevada
Department of Taxation denying the appellants’ application for a
refund of use taxes in the amount of $25,932,735. Sierra Pac.,
338 P.3d at 1246. The appellants asserted that because the use tax
exemption for locally produced mine and mineral proceeds was
unconstitutional, the unconstitutional language should be severed
and the exemption should “apply broadly to all such proceeds,
regardless of the location of their extraction.” Id. After examining
the legislative history of the exemption statute and finding that the
legislature intended to avoid double taxation of the proceeds of
Nevada mines already subject to a net proceeds tax, and “not to
exempt entire categories from taxation,” the supreme court
concluded that the exemption was not severable. Id. at 1248.

Rejecting appellants’ argument that they were entitled to a
refund because the taxes were paid pursuant to an unconstitutional
scheme, the supreme court held that the appellants were not
entitled to a refund because no interstate discrimination actually
occurred and the appellants could not demonstrate economic
deprivation as a result of the statute’s enforcement. Id. at
1248–49.The supreme court so reasoned based on the fact that no
competitor of the appellants received the unconstitutional tax
exemption, so there was no actual discrimination against interstate
commerce. Id. at 1249.

N E W  M E X I C O  —  O I L  &  G A S

E L I Z A B E T H  A .  R Y A N

—  R E P O R T E R  —

BLM POSTPONES OIL AND GAS LEASE SALE

The Bureau of Land Management (BLM) has postponed an
oil and gas lease sale in northwestern New Mexico that was
scheduled to occur on January 21, 2015, in order to have more
time to review public comments regarding potential drainage,
tribal consultation, and environmental justice. See News Release,
BLM, “BLM Postpones January 21, 2015 Oil and Gas Lease
Sale” (Dec. 30, 2014). The BLM is in the process of updating the
area management plan due to an expected shale oil boom. See
Notice of Intent to Prepare a Resource Management Plan
Amendment and an Associated Environmental Impact Statement
for the Farmington Field Office, New Mexico, 79 Fed. Reg.
10,548 (Feb. 25, 2014).

A coalition of environmental groups pushed for the federal
agency to stop approving new drilling permits in the area
altogether until the plan is complete. See Letter from WildEarth
Guardians et al., to BLM (Oct. 27, 2014). The coalition is
concerned about more development and hydraulic fracturing
harming the environment and local historical sites. Id. The BLM
has rescheduled three of the postponed parcels for the October 21,
2015, lease sale, and has deferred the remaining two postponed
parcels until the update to the area management plan is complete.
See News Release, supra.

OLD QUIET TITLE DECREES: LACK OF GOOD FAITH AND

REASONABLE DILIGENCE IN SERVING NOTICE SUBJECTS

QUIET TITLE ACTION TO COLLATERAL ATTACK

In T.H. McElvain Oil & Gas Limited Partnership v. Benson-
Montin-Greer Drilling Corp., 2015-NMCA-004, 340 P.3d 1277,
cert. granted, No. 34,993 (N.M. Dec. 19, 2014), the New Mexico
Court of Appeals addressed the issue of the effectiveness of
constructive notice in an action to quiet title.

In 1928, by warranty deed, Judson Wilson, Eva C. Wilson,
and Mabel G. Wilson conveyed certain property to David Miller.
The warranty deed contained an express exception and reservation
of the oil and gas interests. Id. ¶ 6. The deed was immediately
recorded in San Juan County. Id. Later, in 1931, Miller conveyed
his interest in the property by quitclaim deed to his brother,
Thomas Miller. Id. ¶ 7. The deed was not recorded until 1937,
four days after David Miller’s death. Id. In 1948, Thomas Miller
filed a quiet title action in the district court in San Juan County
alleging he was the owner of fee simple title to both the surface
and minerals. Id. ¶ 10. In the complaint, Miller included various
defendants along with other individuals “if living, or if deceased,
by their unknown heirs.” Id. Miller served the defendants through
constructive notice by publishing notice in a local newspaper,
stating the whereabouts and addresses of defendants could not be
located. Id. ¶¶ 10–11. The Wilsons did not respond to the notice.
Id. ¶ 11. Therefore, in 1948, fee simple title to the surface and the
minerals was quieted in Thomas Miller alone. Id.
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In 2010, the Wilsons’ heirs, along with others, filed a lawsuit
“seeking a declaration that, [due] to the Wilsons’ 1928 oil and gas
reservation, Defendants were barred and enjoined from asserting
any claim to the mineral interests in the property, and seeking a
decree quieting title in Plaintiffs’ favor to all of the mineral
interests in the property.” Id. ¶ 15. The district court granted
summary judgment in favor of the defendants, leaving title to the
property in their favor. Id. ¶ 17. The plaintiffs claimed that the
1948 judgment was void by violating due process because
Thomas Miller knew or should have known the Wilsons were
located in San Diego, California. Id. ¶ 20. The defendants’
position was that the 1948 judgment was valid and as a result their
interests were valid. Id. ¶ 17. The district court held that there was
no violation of due process and that the plaintiffs’ claim was
precluded by collateral attack as well as barred by laches, waiver,
and judicial estoppel, and therefore, the judgment in the 1948
action was valid. Id. The plaintiffs appealed the judgment. Id.

The court of appeals reversed the district court’s order based
on due process violations in the notice to the Wilsons. The court
stated that in order to comply with due process, Miller needed to
have made a diligent and good faith effort to locate and personally
serve them. Id. ¶ 23. The court further stated that in 1948 notice
by publication would only be allowed out of necessity. Id. The
court found that Miller failed to exercise diligence and good faith
in notifying the Wilsons and their heirs of the 1948 quiet title
action against them. Id. ¶ 33. Constructive notice published in a
San Juan County, New Mexico newspaper was not enough
because, among other things, a prior deed in the chain of title
referenced the Wilsons being located in San Diego, and “[n]o
evidence in the record show[ed] that the Wilsons ever resided in
San Juan County.” Id. ¶ 24.

Constructive notice is commonly used in quiet title actions to
cut off rights to unknown heirs and unknown claimants of interest.
If the Supreme Court upholds the Court of Appeals’ decision in
this case, the current status of title may be in question for
numerous properties within the state.

Editor’s Note: The reporter acknowledges the assistance of
her associate, Elizabeth A. Shields, in the preparation of this
report.

N O R T H  D A K O T A  —  O I L  &
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“REASONABLE INQUIRY” TO LOCATE HEIRS NOT REQUIRED;
NOTICE PROVISIONS OF DORMANT MINERAL ACT DO NOT

VIOLATE DUE PROCESS RIGHTS

In Capps v. Weflen, 2014 ND 201, 855 N.W.2d 637, the
North Dakota Supreme Court held that a surface owner was not
required to conduct a “reasonable inquiry” to locate the heirs of
the record title mineral owner when the mineral owner’s address
is shown of record, even if the surface owner knows that the
mineral owner whose address appears of record is deceased. Id.
¶ 13. It further found that the notice provisions of the dormant

mineral statutes did not violate the mineral owner’s due process
rights and were not unconstitutional on their face or as applied to
the mineral owner. Id. ¶ 23.

In Capps, Ruth Nelson conveyed certain property in 1975
to Olaf and Rose Weflen, reserving one-half of the minerals.
Subsequently, in 1979, Nelson conveyed to Patricia Capps and
Terrel Anderson (collectively, Capps) “an undivided 1/2 mineral
interest” in the property, but that mineral deed was not recorded
until 2009. Id. ¶ 2. The deed further stated that its intent was “to
transfer a 1/2 interest in and to the remaining minerals,” thereby
rendering the deed ambiguous as to whether the grantor intended
to convey all of her reserved minerals or only one-half of those
minerals. Id. This presented an issue that was not required to
be resolved by the North Dakota Supreme Court, given its
eventual holding that the dormant minerals vested in the surface
owner. See id. ¶ 24. Colleen Weflen and others (collectively,
Weflens) succeeded to the property, and, beginning on December
28, 2005, published a notice of lapse for three successive weeks
in the county newspaper, claiming that the dormant minerals had
lapsed. Id. ¶ 3. Within the statutory time for doing so, “the
Weflens sent copies of the notice of lapse by certified mail, return
receipt requested, with restricted delivery to the two last known
addresses of Nelson,” as indicated in the 1975 deed and a prior
1973 oil and gas lease, both of which were returned undeliverable.
Id. On March 6, 2006, the Weflens recorded a termination
of mineral interest, an affidavit of publication, an affidavit of
mailing, and a notice of lapse. Id. Thereafter, Capps recorded a
statement of claim, in 2008, after family members discovered
oil activity during a hunting trip in the area. Id. ¶ 4. The 1979
mineral deed was recorded in 2009, and Capps initiated a quiet
title action against the Weflens to resolve ownership of the
dormant minerals. Id.

The district court found three reasons why the Weflens failed
to comply with the statutory requirements for succeeding to
dormant minerals: (1) the Weflens had knowledge that Nelson
was dead at the time they mailed the notice of lapse to her record
title addresses, and any such notice was “absurd” and, essentially,
ineffectual; (2) mailing notice to a deceased person by certified
mail, restricted delivery guarantees that notice will not be received
by the mineral owner; and (3) Nelson was no longer the actual
owner because property devolves to a deceased owner’s heirs
upon death, and, therefore, the actual owner’s address did not
appear of record, necessitating a reasonable inquiry to locate the
actual mineral owners. Id. ¶ 9. The North Dakota Supreme Court
quickly dispensed with the trial court’s reasoning on all three
counts.

The court first found that its prior decisions have consistently
held that a surface owner is only required to conduct a reasonable
inquiry to locate the mineral owner if the mineral owner’s address
does not appear of record. Id. ¶ 10 (citing Johnson v. Taliaferro,
2011 ND 34, ¶ 11, 793 N.W.2d 804; Sorenson v. Felton, 2011
ND 33, ¶ 14, 793 N.W.2d 799; Sorenson v. Alinder, 2011 ND 36,
¶ 6, 793 N.W.2d 797). See also Vol. XXVIII, No. 2 (2011) of this
Newsletter. The statutory requirement in effect during the relevant
time period provided that, in addition to providing notice of the
lapse by publication for three weeks in the official county
newspaper, “if the address of the mineral interest owner is shown
of record or can be determined upon reasonable inquiry, notice
must also be made by mailing a copy of the notice to the owner of
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the mineral interest within ten days after the last publication is
made.” Capps, 2014 ND 201, ¶ 8 (quoting N.D. Cent. Code § 38-
18.1-06(2) (2008)). However, the court noted that a record title
address does not have to be the correct address in order for the
surface owner to avoid having to conduct a reasonable inquiry of
the mineral owner’s location, and, once again, the court focused
responsibility for preserving a mineral interest on the mineral
owner or its heirs. Id. ¶ 10.

Second, the court noted that the statute does not specify the
type of mailing that is required and does not prohibit any certain
type of mailing. Id. ¶ 11. Thus, the court found that the use of
certified mail was not prohibited, and, while noting that “restricted
delivery may or may not be problematic,” the court did not decide
the issue, because the record contained no evidence that “the
omission of this phrase would have made any difference.” Id.

Finally, the court noted that “the obvious purpose of statutory
schemes like [North Dakota’s dormant mineral statutes] . . . is ‘to
encourage the exploitation of mineral resources and clear title of
old, unused mineral claims.’” Id. ¶ 12 (quoting Vitauts M. Gulbis,
Annotation, “Validity and Construction of Statutes Providing for
Reversion of Mineral Estates for Abandonment or Nonuse,” 16
A.L.R.4th 1029, 1034 (1982)). The supreme court found that the
district court’s final basis for its decision “strips the abandoned
minerals statutes of their utility,” and “would place an impossible
burden on surface owners and essentially relieve mineral interest
owners and their heirs of any obligation to make minimal uses of
their interests under [the dormant mineral statutes] to prevent
lapse.” Id. Thus, the court pointed out that the possibility of death
is not limited to elderly mineral owners, but extends to all mineral
owners, and a surface owner would, thus, have to make a
reasonable inquiry in every case, thereby limiting the functionality
of allowing a surface owner to mail notice to the most recent
record title address. Id.

The supreme court also rejected Capps’ argument that “the
notice provisions of the [dormant] mineral statutes violate due
process and are unconstitutional as applied in this case.” Id. ¶ 14.
Noting that statutes carry a strong presumption of constitutionality
and that a party challenging a statute must clearly demonstrate that
it violates the state or federal constitution, the court found
persuasive a U.S. Supreme Court’s decision that upheld a similar
dormant minerals act in Indiana. Id. ¶ 17 (citing Texaco, Inc. v.
Short, 454 U.S. 516 (1982)). Indiana’s act provided that a severed
mineral interest automatically lapses and reverts to the surface
owner if not used for a period of 20 years, unless the mineral
owner files a statement of claim. Id. (citing Short, 454 U.S. at
518). That act did not require any specific notice be given to the
mineral owner prior to the lapse but did provide a method by
which a surface owner who had succeeded to dormant minerals
had the option of giving notice. Id. (citing Short, 454 U.S. at 520).
If the surface owner elected not to provide notice by publication,
however, “the mineral interest owner had 60 days after receiving
actual knowledge to file a statement of claim.” Id. (citing Short,
454 U.S. at 520 n.8).

In deciding whether the mineral owner had a constitutional
right to be advised that the 20-year period of nonuse was about to
expire, the U.S. Supreme Court found it “essential to recognize
the difference between the self-executing feature of the statute and
a subsequent judicial determination that a particular lapse did in

fact occur.” Id. ¶ 18. (quoting Short, 454 U.S. at 533). In that
regard, no notice of an impending lapse must be given—the
minerals either were used, in which case there would be no lapse,
or they would not be used for 20 years, in which case the minerals
would automatically lapse and revert to the mineral owner. Id. In
contrast,

before judgment could be entered in a quiet title action
that would determine conclusively that a mineral interest
has reverted to the surface owner, the full procedural
protections of the Due Process Clause—including notice
reasonably calculated to reach all interested parties and
a prior opportunity to be heard—must be provided.

Id. (quoting Short, 454 U.S. at 534).

The North Dakota Supreme Court discredited Capps’
argument that, unlike Indiana, “[i]n North Dakota, the severed
mineral interest never lapses without publication and notice to the
[mineral] owner and filing with the County Recorder.” Id. ¶ 20
(alterations in original). It found that “[section] 38-18.1-06(1)
requires ‘notice of the lapse’ after it has already occurred to allow
the mineral interest owner 60 days to reclaim the mineral interest
under [section] 38-18.1-05(3).” Id. The statutory procedure is
self-executing, id. ¶ 21 (citing Peterson v. Jasmanka ex rel. Clark,
2014 ND 40, ¶ 12, 842 N.W.2d 920), and “[t]he abandoned
mineral statutes do not require any judicial action before a mineral
interest is deemed to have lapsed. Compliance with the statutory
procedure is all that is required.” Id. ¶ 22. Based on the guidance
from the U.S. Supreme Court, the North Dakota Supreme Court
found that Capps did not meet its burden of showing the notice
provisions of the dormant mineral statutes are unconstitutional on
their face or as applied in the present case. Id. ¶ 23.

It should be noted that the North Dakota Supreme Court
interpreted the abandoned mineral statutes as they existed during
the abandonment procedures in 2005 and 2006. See id. ¶ 6 (citing
Larson v. Norheim, 2013 ND 60, ¶ 10, 830 N.W.2d 85). At the
time of those procedures, the North Dakota legislature had not yet
adopted N.D. Cent. Code § 38-18.1-06.1, which deals with the
methods a surface owner can use to perfect title following
completion of the abandonment procedures. Under that statutory
addition, which took effect on August 1, 2009, upon completion
of the abandonment procedures, the surface owner “may maintain
an action in district court in the county in which the minerals are
located and obtain a judgment in quiet title in the owner or owners
of the surface estate.” N.D. Cent. Code § 38-18.1-06.1(1)
(emphasis added). It further provides:

In an action brought under this section, the owner or
owners of the surface estate shall submit evidence to the
district court establishing that all procedures required by
this chapter were properly completed and that a
reasonable inquiry as defined by subsection 6 of section
38-18.1-06 was conducted. If the district court finds that
the surface owner has complied with all procedures of
the chapter and has conducted a reasonable inquiry, the
district court shall issue its findings of fact, conclusions
of law, and enter judgment perfecting title to the mineral
interest in the owner or owners of the surface estate.

Id. § 38-18.1-06.1(2) (emphasis added).
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The Capps court did not discuss whether that section applied
and did not determine its potential impact. See Felton, 2011 ND
33, ¶ 9 (amendments were not made retroactive). On its face,
section 38-18.1-06.1(2) states that whenever a surface owner
elects to bring a quiet title action to perfect its new title, a
reasonable inquiry is required to be conducted. However, section
38-18.1-06 has not been amended in any pertinent manner to
effectively override the supreme court’s holdings that a reasonable
inquiry is not required if the mineral owner’s address is of record.
The statutes are not clear as to whether the reasonable inquiry
duty applies to both the reclamation procedures and the quiet title
action, or only to the quiet title action. Further guidance by the
North Dakota Supreme Court will be necessary to clarify some of
the issues stemming from the addition of section 38-18.1-06.1.
The future applicability of decisions like Capps may be of limited
value, depending on how section 38-18.1-06.1(2) is interpreted.

Editor’s Note: The reporters’ law firm represented one of the
parties whose interests were aligned with the Weflens.
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DORMANT MINERAL ACT LITIGATION

Litigation over Ohio’s Dormant Mineral Act (DMA), Ohio
Rev. Code Ann. § 5301.56, continues to plague Ohio mineral
owners and operators. There have been several Ohio Court of
Appeals decisions on the DMA since the last Newsletter (most of
them only confirming that court’s position on certain issues
relating to the DMA), but everyone continues to await guidance
from the Ohio Supreme Court on the myriad of questions
regarding the DMA’s validity and application. To date, the Ohio
Supreme Court has accepted five DMA cases for review.

OHIO LAW RECOGNIZES OPERATOR’S DUTY OF GOOD FAITH

AND FAIR DEALING

On November 13, 2014, Ohio’s Fifth District Court of
Appeals determined that oil and gas leases are subject to the
implied covenant of good faith and fair dealing. See Yoder v.
Artex Oil Co., 5th Dist. Guernsey No. 14CA4, 2014-Ohio-5130,
2014 WL 6467477. In that case, in 2008 the landowners signed an
oil and gas lease with Artex Oil Company covering 95.809 acres.
Id. ¶ 6. The lease had a three-year primary term that could be
extended “as long thereafter as such drilling operations are
conducted and as long as oil and gas, or either of them, is
produced or is capable of being produced from said land or from
a communitized unit as hereinafter provided.” Id. The lease
granted the lessee the right to “unitize the leased premises or any
portion thereof, as to any or all strata or stratum, with any other
lands for the production of oil and/or gas. No such unit shall
embrace more than 160 acres . . . .” Id. In 2008, the lessee drilled
a well on an adjacent property and included 10.03 acres of the

landowners’ property in the drilling unit. Id. ¶ 7. In 2009, the
lessee included 2.76 acres of the landowners’ property in a second
drilling unit. Id. ¶ 13. The landowners received and accepted
royalty checks from the production.

In 2012, the landowners filed a complaint seeking declaratory
judgment that the lease was null and void, that the lessee had
forfeited its rights and abandoned its interests under the lease, and
that the lease was invalid. They also alleged “breach of implied
covenants, express duties, and implied duties of good faith and
fair dealing,” seeking forfeiture or cancellation of the lease as to
undeveloped areas or a damage award. Finally, the landowners
requested that their mineral rights in the property be quieted
against the lessee. Id. ¶ 16.

As to the landowners’ breach of implied covenants argument,
the court reviewed the language of the lease and upheld the
disclaimer of implied covenants. Id. ¶ 47. The court stated:
“Parties to an oil and gas lease may disclaim implied covenants in
the terms of the lease, so that only the provisions contained in the
lease govern the obligations of the parties. Ohio courts
consistently enforce express provisions in leases that disclaim
implied covenants.” Id. ¶ 46 (citing Bilbaran Farm, Inc. v.
Bakerwell, Inc., 2013-Ohio-2487, 993 N.E.2d 795, ¶ 18 (5th
Dist.)). The lease in Yoder stated: “This lease contains all of the
agreements and understandings of the lessor and the lessee
respecting the subject matter hereof and no implied covenants or
obligations are contained herein . . . .” Id. ¶ 6. Accordingly, the
court held that “[t]he [landowners’] claim that [the lessee]
breached the terms of the [lease] by violating certain implied
covenants cannot be sustained pursuant to the express disclaimer
of implied covenants contained in the [lease].” Id. ¶ 47.

However, in what appears to be contradictory language, as to
the landowners’ breach of good faith and fair dealing argument,
the court held that oil and gas leases are subject to the implied
covenant of good faith and fair dealing. Id. ¶ 52. The court noted
that “there is no Ohio case law on the issue of an implied covenant
of good faith and fair dealing as to oil and gas leases.” Id. ¶ 50.
The court looked at secondary sources and contract law principles
under Ohio case law, and determined that “under Ohio case law,
it is well-established that every contract has an implied covenant
of good faith and fair dealing that requires not only honesty but
also reasonableness in the enforcement of the contract.” Id. ¶ 52
(citing PHH Mortg. Corp. v. Ramsey, 2014-Ohio-3519, 17 N.E.3d
629, ¶ 33 (10th Dist.)). Accordingly, the court held that “it can be
logically concluded that an oil and gas lease is a contract, and
because it is a contract, an oil and gas lease is subject to the
implied covenant of good faith and fair dealing.” Id.

The court did not answer the corollary question as to whether
the parties can disclaim the implied covenant of good faith and
fair dealing through an express waiver of all implied covenants in
the oil and gas lease. The court stated that it “could find no Ohio
case law in the realm of contract law or oil and gas law addressing
this issue,” but that it “need not reach the question at this juncture
because even if it is assumed the implied covenant of good faith
and fair dealing cannot be waived, the result of the within appeal
is not changed based on the application of the plain and
unambiguous contractual language of the [lease].” Id. ¶ 53.

The landowners’ complaint argued that the lessee breached
the implied covenant of good faith and fair dealing by unitizing
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their lease acreage in the drilling unit for the purpose of extending
the lease, rather than for the purpose of producing oil and/or gas.
Id. ¶¶ 54, 56. The court held that because the lease expressly
allowed unitization of some or all of the property, the lessee did
not act in bad faith in unitizing only some of the property. Id.
¶ 55. The court noted that the distance from the landowners’
property to the well required the lessee to include the landowners’
property in the unit “in order to comply with Ohio state law.” Id.
¶ 64 (citing Ohio Admin. Code 1501:9-1-04(C)(4)(c)). Moreover,
the court also indicated that since the well was drilled rather close
to the boundary line of the landowners’ property (498 feet), a
prudent operator would have included some of the landowners’
property in the drilling unit. Id. ¶ 70.

The court also held that acceptance of royalty payments did
not waive the landowners’ claims of breach of the lease. Id. ¶ 72.
The lessee argued that the landowners “waived their breach of
contract claims because they accepted royalty payments from
production of oil and/or gas from the [well].” Id. ¶ 71. The court
noted that pursuant to Ohio case law, “the acceptance of royalty
payments pursuant to an oil and gas lease does not result in a
lessor from being estopped from asserting a breach under a lease
because the lessor is entitled to the benefit.” Id. (citing Price v.
K.A. Brown Oil & Gas, L.L.C., 7th Dist. Monroe No. 13MO13,
2014-Ohio-2298, ¶ 25).

While the majority of this opinion is consistent with existing
Ohio law, this case does arm oil and gas lessors and mineral
owners with an additional argument for breach of the implied
covenant of good faith and fair dealing, even when an oil and gas
lease disclaims the implied covenants. It also provides further
support for the position that acceptance of royalties does not estop
landowners from claiming that a lease has been breached.

LEASE TERMINATION—NOTICE OF DEFAULT PROVISION AND

WELL INACTIVITY

On October 27, 2014, Ohio’s Fourth District Court of
Appeals upheld a trial court decision that an oil and gas lease was
forfeited after more than two years of well inactivity despite the
fact that the lessor failed to provide written notice of default to the
lessees as required under the lease. See Lauer v. Positron Energy
Res., Inc., 4th Dist. Washington No. 13CA39, 2014-Ohio-4850,
2014 WL 5501675. The lessor brought an action against the oil
and gas lessees, alleging that the lease had terminated and that
there was a breach of the implied covenants of reasonable
development and marketing of oil and gas, and asking for
forfeiture of the lease. The trial court granted default judgment in
favor of the lessor, and the lessees appealed.

In 1978, an oil and gas lease was entered into covering 36
acres in Washington County, Ohio. Id. ¶ 2. The lease provided
that it “shall remain in force for a primary term of two years . . .
and as long thereafter as oil or gas or either of them is produced
from said lands, or from lands with which said land is pooled
therewith, by Lessee.” Id. ¶ 3. The lessees drilled one exploratory
well on the property. Id. ¶ 2. The lease also provided that

no default shall be declared against the Lessee by the
Lessor for failure of the Lessee to make any payment or
perform any conditions provided for herein unless the
Lessee shall refuse or neglect to pay or perform the same
for ten days after having received written notice by

registered mail from the Lessor of his intention to
declare such default.

Id. ¶ 4 (alteration omitted).

In July 2013, the lessor filed a complaint seeking forfeiture
of the lease, alleging that “the lease had terminated because no oil
or gas had been produced or marketed from the well for ‘more
than two years,’” that “the implied covenants of ‘reasonable
development’ and ‘marketing of oil and gas’” had been breached
because the lessees “failed to explore and develop oil and gas
formations,” and that “no drilling operations were presently being
conducted on the leased premises.” Id. ¶ 5.

The lessees argued that the lessor failed to provide written
notice of default prior to filing a lawsuit, which was a condition
precedent to filing the lawsuit. Id. ¶ 11. The court stated that even
if it were to assume that the notice provision constitutes a
condition precedent, the lessees “waived such argument by failing
to raise the issue in a responsive pleading.” Id. Accordingly, the
court held that the lessees waived the condition precedent issue by
not timely filing an answer, and did not permit the lessees to make
the argument on appeal. Id.

Next, the lessees argued that “the trial court ‘established an
extra-contractual’ lease term by declaring the lease forfeited after
two years of inactivity.” Id. ¶ 12. The court stated:

Courts universally recognize the proposition that a
mere temporary cessation in the production of a gas or
oil well will not terminate the lease under a habendum
clause of an oil and gas lease where the owner of the
lease exercises reasonable diligence and good faith
in attempting to resume production of the well. A
critical factor in determining the reasonableness of the
operator’s conduct is the length of time the well is out of
production.

Id. (quoting Wagner v. Smith, 456 N.E.2d 523, 525 (Ohio Ct.
App. 1982)). The court held that “given the controlling precedent
of this appellate district, we cannot say that the trial court acted
unreasonably, arbitrarily, or unconscionably in declaring the lease
forfeited after two years of well inactivity.” Id.

Lastly, the lessees argued that the court should not forfeit the
lease, but rather grant damages. Id. ¶ 13. The court stated:

[T]he remedy of forfeiture or cancellation of an oil
and gas lease . . . is an equitable remedy that rests within
the discretion of the trial court. Ohio courts have
recognized that forfeiture is an appropriate remedy when
legal damages resulting from a contractual breach are
inadequate; upon a breach of implied covenants; upon a
claim of abandonment; or when necessary to do justice.

Id. ¶ 14 (alteration in original) (citations omitted) (quoting Moore
v. Adams, 5th Dist. Tuscarawas No. 2007AP090066, 2008-Ohio-
5953, 2008 WL 4907590, ¶ 23). The court held that

by failing to answer the complaint or otherwise
responding, [the lessees] admitted the allegations that
they failed to mine or drill the leased property for a
period of two years, failed to fulfill the implied
covenants under the agreement, and that legal damages
were not adequate to remedy the breach and inactivity.

Id. ¶ 16.
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DELAY RENTAL PROVISION DOES NOT EXTEND INTO

SECONDARY TERM

In 2006, landowners leased 500 acres for oil and gas
exploration and production

for a term of One (1) years and so much longer thereafter
as oil or gas or their constituents are produced or are
capable of being produced on the premises in paying
quantities, in the sole judgment of the Lessee, or as the
premises shall be operated by the Lessee in the search
for oil or gas and as provided in Paragraph 7 following.

Bohlen v. Anadarko E & P Onshore, LLC, 4th Dist. Washington
No. 14CA13, 2014-Ohio-5819, 2014 WL 7466100, ¶ 3. The lease
contained an “unless” delay rental provision—the lease would
terminate unless the lessee paid $5,500 each year. Id. ¶ 4. The
lease also contained disclaimers of implied covenants and a notice
of default provision as a condition precedent for a party to file an
action. Id. In an addendum to the lease, the parties included “[i]n
the event that during any calendar year the total royalties paid
from production of the leased premises, shall be less than the
annual rental of $5,500.00, Lessee shall tender to Lessor such sum
that will equal to the $5,500.00 annual rental payment.” Id.

The lessee drilled two wells on the property. One well
produced only a small amount of gas (76 thousand cubic feet
(MCF) of gas) and the second well “produced over 4,000 MCF of
gas from 2007 through 2012, with the total production declining
to 582 MCF by 2011.” Id. ¶ 5. The lessee paid the landowners
annual royalties as follows: “$5,500 (March 2007); $4,284.83
(January 2008); $4,172.47 (January 2009); $4,757.22 (January
2010); $5,448.51 (January 2011); $5,141.84 (January 2012);
$5,245.90 (January 2013); and $5,500 (December 2013). The
[landowners] cashed all of the royalty payment checks, except for
the last two payments.” Id. ¶ 6.

In May 2013, the landowners filed suit against the lessee
seeking “a declaratory judgment that the oil and gas lease had
expired under its own terms, and requested an order for the
forfeiture of the lease.” Id. ¶ 7. In a subsequent motion for
summary judgment the landowners claimed:

(1) the lease is void as a matter of public policy; (2) the
lease had terminated because [the lessee] had failed to
pay the annual delay rental payment; and (3) the lease
was forfeited for the entire property due to the lack of oil
and gas production, or, in the alternative, forfeited for
the portion of the property that did not produce oil
or gas.

Id. ¶ 8.

The trial court ordered forfeiture of the lease after concluding
that “the oil and gas lease was void ab initio because it constituted
a no-term, perpetual lease that is against public policy” and that
“the lease had terminated by its own terms because . . . [the
lessee] had failed to pay the annual rental of $5,500 when its
royalty payments did not completely offset that amount,” and the
lessee “had violated the express and implied terms of the lease by
failing to produce sufficient oil or gas from the wells.” Id. ¶ 9.

On appeal the Fourth District Court of Appeals held that the
lease was not a no-term, perpetual lease that offends public policy.
Id. ¶ 21. The court based this holding on the following: (1) other
courts have not found perpetual leases to be per se illegal or void

ab initio; (2) the habendum clause of the lease contains a primary
term of one year and a secondary term of indefinite duration,
unlike other cases where a lease did not contain a primary term;
(3) the lease “did not permit [the lessee] to extend the lease in
perpetuity by paying a delay rental fee”; and (4) the lessee must
act in good faith when making a judgment as to whether the well
was capable of producing in paying quantities in order to extend
the secondary term indefinitely. Id. ¶¶ 18–21.

Next, the court held that the lessee’s failure to pay the
minimum annual amount did not result in termination of the lease.
As stated above, the lessee failed to pay the minimum annual
payment every year except 2007 and 2012. The court held that
“the lease’s plain language does not make the addendum part of
the delay rental provision.” Id. ¶ 23. The court stated that

the addendum requires that if, during any year, the
amount of total royalties paid from production of the
leased premises is less than the annual rental amount of
$5,500, [lessee] would pay to the [landowners] the sum
that would make up the deficit. The addendum does not
provide that a failure to comply with the payment
provision would result in the lease being void or
terminated.

Id. ¶ 24. Accordingly, the court held that the lessee’s failure to
pay a minimum payment did not result in the lease terminating
under its own terms. Id. ¶ 26.

Finally, the court concluded that the lease did not terminate
because the lessee was producing enough gas from the well to
make a profit. The court stated:

The term paying quantities, when used in the habendum
clause of an oil and gas lease, has been construed by the
weight of authority to mean quantities of oil or gas
sufficient to yield a profit, even small, to the lessee over
operating expenses, even though the drilling costs, or
equipping costs, are not recovered, and even though the
undertaking as a whole may thus result in a loss.

Id. ¶ 28 (internal quotation marks omitted) (quoting Blausey v.
Stein, 400 N.E.2d 408, 410 (Ohio 1980)). The court found that the
evidence “established that [the well] has continued, during the
secondary term of the lease, to produce gas in paying quantities
that have yielded profits to [the lessee] and resulted in royalty
payments to the [landowners].” Id. ¶ 29. Further, the court stated
it found “nothing to indicate that appellants’ determination that
the lease premises continues to produce gas in paying quantities
was not made in good faith.” Id.

O K L A H O M A  —  O I L  &  G A S
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LETTER AGREEMENT HELD NOT TO ALLOW REPEATED SALE

OF WORKING INTEREST

In Wytex Production Corp. v. XTO Energy, Inc., No. CIV-12-
339-JHP, 2014 WL 3729147 (E.D. Okla. July 25, 2014), the court
held that a letter agreement did not allow an assignor to sell its
retained interest to an assignee for the full price per acre each time
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a well was drilled. Pursuant to a letter agreement, Wytex
Production Corporation (Wytex) sold its interest in several leases
to XTO Energy, Inc. (XTO), but retained a working interest in the
net acres sold (among other interests). The letter agreement
provided that, for any wells drilled in a section subsequent to the
section’s initial well, Wytex could elect not to participate, to
participate with a lesser interest, to go non-consent, or to extend
the agreement “on a well by well basis on said properties” (i.e.,
sell its retained interest to XTO for the same price per acre as the
letter agreement). Id. at *1.

XTO proposed drilling five additional wells over two sections
and Wytex elected to participate with half of its interest and to sell
half of its interest. Wytex argued that the agreement required
XTO to pay for the working interest for each well at the letter
agreement’s per-acre price, while XTO argued that it was required
to pay for the working interest only once per section, no matter
how many additional wells were drilled in a section. Id. at *2. The
court agreed with XTO and held that while Wytex could sell its
retained interest, it could not repeatedly sell the same retained
interest. Id. at *3. The well-by-well basis language simply meant
that Wytex could choose to exercise its right any time a new well
was proposed.

COURT DECLINES TO FIND EXCEPTION TO CAFA
JURISDICTION

In Jeter v. Wild West Gas, LLC, No. 12-CV-411-TCK-PJC,
2014 WL 3890308 (N.D. Okla. Aug. 7, 2014), the court
determined that no applicable exception to Class Action Fairness
Act (CAFA) jurisdiction existed. The plaintiffs filed a putative
class action pursuant to CAFA on behalf of those who owned
mineral interests in the Northern District of Oklahoma. The
defendants moved to dismiss the action on the basis of the “home
state” and “interest of justice” exceptions to CAFA jurisdiction.
Id. at *3 (citing 28 U.S.C. § 1332(d)(3), (4)(B)).

The home state exception requires a court to decline
jurisdiction if “two-thirds or more of the members of all proposed
plaintiffs classes in the aggregate, and the primary defendants, are
citizens of the State in which the action was originally filed.” Id.
at *4 (quoting 28 U.S.C. § 1332(d)(4)(B)). The interest of justice
exception grants the judge discretion to decline jurisdiction if a
controversy “uniquely affects a particular locality to the exclusion
of all others.” Id. (quoting Preston v. Tenet Healthsystem Mem’l
Med. Ctr., 485 F.3d 804, 812 (5th Cir. 2007)).

In support of their motion the defendants prepared a schedule
of information on each interest owner, including name, address,
and social security number or tax ID. Id. at *7. The plaintiffs
responded that the defendants had failed to establish that enough
of the putative class members were Oklahoma citizens to invoke
either exception. Id. at *8. The motion was ultimately denied. The
court first held that CAFA exceptions are not jurisdictional, but
rather allow or require the court to decline jurisdiction, and that
the defendants bore the burden of proving the exceptions by a
preponderance of the evidence. Id. at *3, 5. The court then held
that the schedule was insufficient to demonstrate the citizenship
of the class members. The court criticized its lack of a title, of
footnotes with citations, and of evidence regarding the source of
the information used. Id. at *8. The court also noted that the
plaintiffs’ evidentiary materials suggested that some of the

persons listed on the schedule were deceased and that, as a result,
double counting may have occurred. Id. The court concluded that
the schedule was simply too unreliable to form the basis for
invoking a CAFA exception. Id. at *9. Additionally, the court
expressed some skepticism that Oklahoma mailing addresses were
sufficient to establish Oklahoma citizenship for the purposes of
CAFA. Id. at *10.

ATTORNEY FEE AND TREBLE DAMAGES AWARDS LIMITED IN

SURFACE DAMAGES ACT CASES

In Calyx Energy, LLC v. Hall, 2015 OK CIV APP 1, the
Oklahoma Court of Civil Appeals affirmed a district court’s denial
of treble damages and granting of attorney fees in a Surface
Damages Act case. See Okla. Stat. tit. 52, §§ 318.2–.9. Calyx
Energy, LLC (Calyx) initiated this action to determine the amount
owed to the defendants for conducting drilling operations on their
property. 2015 OK CIV APP 1, ¶ 2. The defendants sought treble
damages and attorney fees. The defendants received a more
favorable verdict than the assessment award of the appraisers and
were granted a reduced award of attorney fees for that portion of
their claim. Id. ¶ 5.  However, the district court denied the
defendants’ request for treble damages and their request for
attorney fees. Id. Calyx appealed the attorney fee award and the
defendants appealed both attorney fee awards and the denial of
their treble damage claim. Calyx argued that the defendants could
not appeal because they had executed on the location damage
bond. Id. ¶ 6. The court of civil appeals rejected this argument
because in railroad condemnation cases, which are tried in the
same manner as Surface Damages Act cases, a condemnee may
immediately receive its awarded compensation without prejudice
to appeal. Id.

The defendants first argued that their initial request for
attorney fees should have been granted in the full amount that they
were contractually obligated to pay their attorney. Id. ¶ 7. The
court of civil appeals held that, because the Surface Damages
Act’s attorney fee provision provided that “reasonable” attorney
fees were to be awarded, the district court acted properly in
applying the Burk factors to determine whether the attorney fees
were reasonable. Id. ¶ 12 (citing State ex rel. Burk v. City of
Oklahoma City, 598 P.2d 659 (Okla. 1979)). However, the court
of civil appeals modified the award to correct a mathematical
error. Id. ¶ 15. The court further held that the Surface Damages
Act does not allow for attorney fees relating to treble damages
proceedings. Id. ¶ 18. The court also held that because the
defendants had not proven that Calyx’s failure to post a location
bond was the result of willful and wanton conduct (as opposed to
a good faith mistake), they could not recover treble damages on
that basis. Id. ¶ 26. The trial court’s denial of treble damages
based upon failure to provide notice of entry was also affirmed.
Id. ¶ 21. Notice of entry was given and the court of civil appeals
rejected the argument that a failure to negotiate in good faith
constitutes a failure to give notice. Id. ¶ 25.

Editor’s Note: One of the reporter’s partners represented
XTO in the Wytex case, and a couple of the reporter’s partners
were co-counsel for the defendants in the Jeter case.
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OREGON LAND USE BOARD OF APPEALS CONFIRMS

CONDITIONAL USE PERMIT FOR PORTION OF NATURAL GAS

EXPORT PIPELINE DEEMED TO BE A “UTILITY FACILITY

NECESSARY FOR PUBLIC SERVICE”

McLaughlin v. Douglas County, No. 2014-049, 2014 WL
6854723 (Or. LUBA Nov. 12, 2014), involved an appeal to the
Oregon Land Use Board of Appeals (LUBA) from Douglas
County’s approval of a conditional use permit (CUP) to construct
an eight-mile portion of a 232-mile interstate natural gas pipeline.
The pipeline operator initially planned to use the pipeline to
import natural gas, but in light of changes in the natural gas
market, the operator changed the project to an export pipeline.
This required a modification to the CUP to remove a condition
that limited the use of the pipeline to the import of natural gas.
The Douglas County planning commission approved the removal
of this condition. Id. at *2.

The petitioners challenged the decision contending, among
other things, that an export pipeline was not an appropriate use in
an exclusive farm use zone (FG) because it no longer qualified as
a “utility facility necessary for public service.” Id. at *5 (quoting
Or. Rev. Stat. § 215.283(1)(c)). The CUP covered a 2.1-mile
portion of the pipeline through an FG zone based on a finding that
it was a utility facility necessary for public service. Id. at *1. The
petitioners argued that a “utility facility” must be a “public utility”
and that references in the County’s Land Use and Development
Ordinance to public facilities indicate an intention for the word
public to mean residents of the county only. Id. at *6. The
petitioners reasoned that the pipeline must supply natural gas to
county residents to qualify as a utility facility and that the change
in direction of the gas meant that the pipeline would not meet that
requirement. Id. LUBA disagreed.

LUBA stated that nothing in the governing state statutes
limits a utility facility to one that provides services to local
residents. Id. (citing Or. Rev. Stat. §§ 215.275, .283(1)(c)).
Moreover, LUBA stated that section 215.275, which supplies
standards for approving a utility facility necessary for public
service, “specifically includes FERC-regulated interstate natural
gas pipelines,” such as the pipeline at hand, within the scope of
the definition. Id. (citing Or. Rev. Stat. § 215.275(6)).

P E N N S Y L V A N I A  —  M I N I N G
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DELISTING OF THE MONONGAHELA RIVER TO BENEFIT COAL

OPERATORS

On December 29, 2014, the U.S. Environmental Protection
Agency (EPA) approved the Pennsylvania Department of Envi-
ronmental Protection’s (PADEP) proposed delisting of sections
of the Monongahela River as an impaired surface water body for
“other inorganics” (i.e., sulfates). See News Release, PADEP,
“EPA Approves Pennsylvania DEP Water Quality Report” (Dec.
29, 2014). See also PADEP, “2014 Pennsylvania Integrated
Water Quality Monitoring and Assessment Report,” at app. E
(2014); Vol. XXXI, No. 3 (2014) of this Newsletter. The
delisting, which was strongly supported by industry groups,
should ease permitting burdens for mining operators in south-
western Pennsylvania who discharge within the Monongahela
watershed.

The federal Clean Water Act requires states to complete and
submit a biennial report to the EPA. The report includes a list of
all surface waters in the state impaired for designated uses, known
as the 303(d) list. See 33 U.S.C. §§ 1313(d), 1315(b). When a
surface water body is listed as impaired in the report, a total
maximum daily load (TMDL) is developed to set a cumulative
pollutant load limit applicable to all dischargers. The TMDL is
then used by PADEP to set discharge limits in National Pollutant
Discharge Elimination System (NPDES) permits.

The Monongahela River winds through a region of south-
western Pennsylvania with significant bituminous coal production
by both underground and surface mining. Approximately 70 river
miles of Pennsylvania’s 90-mile portion of the Monongahela
River were listed as impaired for sulfates in both 2010 and 2012.
All of the reaches of the Monongahela River listed as impaired for
sulfates in Pennsylvania have now been delisted.

The delisting of the Monongahela River means that restric-
tions on sulfates in NPDES-permitted discharges will not be
subject to a TMDL, or to the heightened PADEP review that has
been in place since 2010. The delisting should therefore signifi-
cantly ease NPDES permitting burdens for mining operations in
southwestern Pennsylvania that discharge to the Monongahela
River or its tributaries.

PADEP ISSUES ACT 54 REPORT ON BITUMINOUS MINING

SUBSIDENCE

PADEP has released the fourth report in a series that details
the effects of underground mining on structures and water
resources from 2008 to 2013. See PADEP, “The Effects of
Subsidence Resulting from Underground Bituminous Coal
Mining, 2008–2013” (Dec. 30, 2014) (Effects of Mine Subsi-
dence). Pennsylvania’s Act 54, which in 1994 amended the
Bituminous Mine Subsidence and Land Conservation Act,
requires PADEP to present a report every five years that analyzes
the effects of deep mining, including longwall, pillar recovery,
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and traditional room-and-pillar mining techniques, on subsidence
and water resources. 52 Pa. Stat. Ann. § 1406.18a. The report is
prepared by University of Pittsburgh faculty in conjunction with
PADEP. This report, unlike the prior three reports in the series,
valuates PADEP’s effectiveness in implementing Act 54 in
addition to reporting on the effects of mining. See Effects of Mine
Subsidence at XI-2.

As of this assessment period, 31,234 acres of land were
undermined in Pennsylvania. Of the 46 underground mines in
operation in Pennsylvania during this time, 7 used longwall
mining methods, 5 used pillar recovery, and 34 used room-and-
pillar mining. Id. at EX-2. The report describes a total of 389
reported effects on structures and 855 reported effects on wells,
springs, and ponds during the fourth assessment period. For the
654 effects that were resolved, the mine operator was found liable
for only 57% of the effects. Id. at XI-4. With respect to stream
impacts, the report states that out of 96 stream miles undermined
during the assessment period, 39 miles were associated with
streams that had mining-induced flow loss or pooling somewhere
along their channel. Id. at XI-5. The report also notes that PADEP
has had difficulty implementing a system to track the status of
stream impacts. The authors followed up on streams identified as
impacted during the prior assessment period, and found that 51
out of 55 stream investigations were resolved (although a handful
of the resolutions did not involve stream recovery, according to
the authors). Id. at XI-6. The report documented an increase in
wetlands acreage after undermining at longwall mines, but noted
that original and new wetland acreage often differ in functionality.
Id. at XI-7. Recommendations include suggestions about the type
and frequency of data collection that would be helpful for future
evaluations of structures, water supplies, groundwater, streams,
and wetlands. Id. at X-4 to X-11.

With respect to the evaluation of PADEP’s implementation
of Act 54, the authors made several recommendations related to
data collection and organization. Id. at X-2 to X-4. The University
of Pittsburgh authors had difficulty accessing data, particularly
data in paper files or on individual PADEP personnel computers.
Id. at X-2. The report noted that “PADEP has increased its
requirements for the submission of a wide variety of data from the
mine operators in connection with the permitting and regulation
of mining activities,” but that this large data set requires a more
advanced information system and data standards in order to make
it accessible for purposes of analysis and reporting. Id. at EX-3.

University of Pittsburgh staff provided a presentation
regarding the Act 54 report to the Citizens Advisory Council
(CAC) to the PADEP at its public meeting on February 17, 2015,
in Harrisburg. The CAC is also accepting written comments on
the Act 54 report through March 31, 2015. Additionally, the CAC
will hear testimony from the public on the report at its March 17,
2015, meeting. The CAC will consider and use the comments
submitted by the public in its own review of the Act 54 report.
The review, which is anticipated to be completed in April 2015,
will include the CAC’s assessments and recommendations
regarding the Act 54 report.
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COMMONWEALTH COURT ADDRESSES APPLICABILITY OF THE

ENVIRONMENTAL RIGHTS AMENDMENT TO APPROPRIATIONS

On January 7, 2015, the Commonwealth Court of Pennsyl-
vania once again addressed the application of the Environmental
Rights Amendment (ERA) to the Pennsylvania Constitution, Pa.
Const. art. I, § 27. See Pa. Envtl. Def. Found. v. Commonwealth,
No. 228 M.D. 2012, 2015 WL 79773 (Pa. Commw. Ct. Jan. 7,
2015). Recently the ERA has been at the forefront of challenges
to oil and gas production in the commonwealth. See Robinson
Twp. v. Commonwealth (Robinson Township II), 83 A.3d 901
(Pa. 2013); Robinson Twp. v. Commonwealth (Robinson Town-
ship III), 96 A.3d 1104 (Pa. Commw. Ct. 2014). See also Vol.
XXXI, No. 2 (2014); Vol. XXXI, No. 3 (2014) of this Newsletter.

On cross-applications for summary relief, the petitioner,
Pennsylvania Environmental Defense Foundation (PEDF), sought
declaratory judgment relief with respect to the past and future
leasing of commonwealth land for oil and gas development and
the use of monies in the Oil and Gas Lease Fund (Lease Fund).
Pa. Envtl. Def. Found., 2015 WL 79773, at *1. Specifically,
PEDF maintained that these decisions violated the rights of all
commonwealth citizens conferred by the ERA, the Conservation
and Natural Resources Act (CNRA), 71 Pa. Cons. Stat.
§§ 1340.101–.1103, and the Oil and Gas Lease Fund Act (Lease
Fund Act), 71 Pa. Cons. Stat. §§ 1331–1333. Pa. Envtl. Def.
Found., 2015 WL 79773, at *1–2. However, due to a lack of
subject matter jurisdiction because of the absence of indispensable
parties (the lessees), the court did not decide the legality of
lease sales from 2008 and 2010 that were executed by the
Department of Conservation and Natural Resources (DCNR). Id.
at *12. The respondents included the Commonwealth and the
Governor of Pennsylvania in his official capacity (Commonwealth
Respondents).

The court found that sections 1602-E and 1603-E of the
Fiscal Code, 72 Pa. Stat. §§ 1602-E, 1603-E, were constitutional.
Pa. Envtl. Def. Found., 2015 WL 79773, at *27. Section 1602-E
provides that the general assembly, instead of the DCNR, could
appropriate all royalty monies in the Lease Fund. Id. at *15.
PEDF claimed that section 1602-E violated the ERA because
under the Lease Fund Act all rents and royalties from the oil and
gas leases on commonwealth land were to be deposited into the
Lease Fund, which was to be “exclusively used for conservation,
recreation, dams, or flood control or to match any Federal grants
which may be made for any of the aforementioned purposes.” Id.
at *2 (quoting 71 Pa. Stat. § 1331). While the language of section
1602-E removed royalty revenue, appropriations remained for all
rent revenue and bonus payments in the Lease Fund. Id. at *17.
Thus, based on the clear language of section 1602-E, the court
held that the general assembly had not infringed upon the rights
afforded people under the ERA and that the general assembly
acted consistent with its trustee obligations under the ERA. Id.



MINERAL LAW NEWSLETTER page 27

“Section 1603-E appropriates ‘up to $50,000,000’ in royalty
monies from the Lease Fund to DCNR annually to carry out the
purposes of the Lease Fund.” Id. PEDF challenged the
constitutionality of that section “based on the contention that by
limiting DCNR’s funding from the royalties in the Lease Fund to
‘up to $50,000,000,’ the General Assembly [failed] to fund
DCNR’s mission adequately under the [ERA].” Id. Nonetheless,
the court denied PEDF’s constitutional challenge and held that
“PEDF [had] presented no evidence that the current funding
appropriated to DCNR from all sources is inadequate—i.e., that
the funding is so deficient that DCNR cannot conserve and
maintain our State natural resources.” Id. at *22.

The court also denied PEDF’s request for declaratory
judgment that the Lease Fund was a “trust fund” and that the
general assembly may only appropriate the monies therein to
advance the purposes of the ERA. Id. at *24. PEDF argued that
the general assembly’s appropriation and transfer of monies out
of the Lease Fund violated the ERA, which created a public trust
in favor of the people of the commonwealth. Id. at *23.
Ultimately, the court held that there was no constitutional mandate
that monies derived from the leasing of commonwealth lands for
oil and gas development be reinvested in conservation and
maintenance of natural resources. Id. at *24.

Finally, the court denied the Commonwealth Respondents’
request for a declaration that the Governor could override
decisions of the DCNR under section 302(a)(6) of the CNRA. Id.
at *26. The CNRA vested exclusive authority to make and execute
contracts or leases for extraction of oil and gas on commonwealth
lands in the DCNR. Id. Still, the court did note that the Governor
and general assembly are not “precluded from attempting to
influence DCNR’s leasing decisions.” Id.

FEDERAL COURT REQUIRES EXPRESS COMPLIANCE WITH

CHANGE OF OWNERSHIP PROVISION

On September 29, 2014, the U.S. District Court for the
Middle District of Pennsylvania held that the lessee of an oil and
gas lease validly extended the primary term by tendering an
extension payment to the lessor’s predecessor in title. Danko
Holdings, L.P. v. EXCO Res. (PA), LLC, No. 4:14-CV-00274,
2014 WL 4828878 (M.D. Pa. Sept. 29, 2014). The oil and gas
lease contained a primary term of five years and provided for a
five-year extension of the primary term if the lessee made an
extension payment to the lessor within the primary term of the
lease. Id. at *1. The lease also contained a change of ownership
provision that provided that the lessee would not be bound by any
change of ownership until the lessee was furnished with whatever
document the lessee might reasonably require. Id. at *4.

Within the primary term, the lessee’s predecessor in interest
tendered the necessary extension payment to the original lessors
under the lease and filed a notice of extension in the public
records. Id. at *2. However, the original lessors had previously
transferred their interest to Timbervest Partners Pennsylvania,
LLC, the predecessor in interest to the current lessors, without
providing documentation to the lessee as required under the
change of ownership provision. Nonetheless, the current lessors
filed a complaint asserting that the extension payment was not
paid prior to the expiration of the primary term, and therefore, the
lease had terminated by its own terms. Id.

Noting this was a case of first impression, the court relied on
treatises and other jurisdictions’ decisions. Accordingly, under the
plain language of the change in ownership provision, the court
found that because the lessor’s predecessor in title failed to
provide documentation, the lessee’s payment to the original
lessors validly extended the oil and gas lease under the extension
clause. Id. at *7–8.

As this is a federal case, it is not binding on Pennsylvania
courts; however, as the court noted, this case concerned an issue
of first impression regarding the efficacy of a change of ownership
provision in an oil and gas lease. Thus, this decision provides
much-needed guidance for the use of change of ownership
provisions in the commonwealth.

DISCLOSURE OF LANDOWNER LIABILITY BILL

Senate Bill 53 (SB 53), former Senate Bill 154, was
reintroduced in the Pennsylvania Senate and referred to the
Environmental Resources and Energy Committee in January 2015.
The bill would amend section 3272 of the Pennsylvania Oil and
Gas Act, 58 Pa. Cons. Stat. § 3272, to require gas drilling
companies to disclose to landowners, prior to the execution of a
gas mineral rights lease, about potential liability to other
landowners that they might face for allowing drilling on their
property. SB 53 would require the disclosure to be in writing, on
a separate piece of paper, and signed by the landowner prior to or
simultaneously with the execution of the gas mineral rights lease.
The disclosure statement would also have to be preapproved by
the Pennsylvania Department of Environmental Protection.
Additionally, if the bill is passed and signed into law, it would
require every gas mineral rights lease to “contain an
indemnification provision that holds the landowner harmless from
any and all liability, liens, claims and environmental liability
arising out of the drilling company’s operations under the terms
of the lease.” Id. § 3272(c) (proposed).

T E X A S  —  O I L  &  G A S
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LESSOR’S DILIGENCE IN DISCOVERING LESSEE’S FRAUD HELD

QUESTION OF FACT

In Hooks v. Samson Lone Star, Ltd. Partnership, No.
12-0920, 2015 WL 393380 (Tex. Jan. 30, 2015), the Texas
Supreme Court addressed a number of issues arising from oil and
gas leases on land in Jefferson and Hardin Counties, Texas,
between Charles Hooks, as lessor, and Samson Lone Star, LLC
(Samson), as lessee. The most interesting one, which the court
dealt with first, involved whether or not Hooks was barred by
limitations from pursuing his claim that Samson had fraudulently
induced his amendment of the Jefferson County lease to allow
pooling.

The Jefferson County lease included a provision that if a
well were completed within 1,320 feet of the lease, Samson must
either drill an offset well, pay compensatory royalty, or release
offset acreage. Id. at *2. In 2000 Samson drilled a well whose
wellbore reached a point within 1,186 feet of the lease. Instead
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of complying with the offset obligation, Samson asked Hooks to
amend the lease to allow it to be pooled into a unit with the new
well. In doing so Samson provided Hooks a plat that, like a
similar plat Samson filed with the Texas Railroad Commission
(RRC), falsely showed the well’s bottom-hole location as being
farther than 1,320 feet from the lease. Samson had earlier filed a
directional survey and plat that accurately placed the well within
1,320 feet of the lease, and other preliminary RRC filings
indicated that location had been Samson’s intention. Hooks sued
in 2007, alleging that Samson had deprived Hooks of compensa-
tory royalties by misrepresenting the well’s bottom-hole location
and thus fraudulently inducing Hooks to amend the lease. The
trial court awarded more than $20 million in damages based on
the jury’s finding that Samson had committed fraud, but the
court of appeals reversed, holding Hooks’s claim barred by the
four-year statute of limitations for fraud. Id.

Hooks argued that “the statute of limitations did not begin to
run until [he] ‘knew or should have known of facts that in the
exercise of reasonable diligence would have led to the discovery
of [Samson’s] wrongful act,’” and found support in the jury’s
finding that Hooks, in the exercise of reasonable diligence,
“should have discovered Samson’s fraud by 2007.” Id. (quoting
Exxon Corp. v. Emerald Oil & Gas Co., 348 S.W.3d 194, 216
(Tex. 2011)). Samson countered, and the court of appeals had
agreed, that “as a matter of law, reasonable diligence would have
discovered the true location of the well’s bottom hole in 2000 or
2001,” because the directional survey and plat, as well as the
filings showing the well’s original proposed location, were on
file and publicly available at the RRC. Id.

A review of cases holding plaintiffs barred by limitations
revealed, according to the court, “that when there is actual or
constructive notice, or when information is ‘readily accessible
and publicly available,’ then, as a matter of law, the accrual of a
fraud claim is not delayed.” Id. at *4 (citation omitted) (quoting
Shell Oil Co. v. Ross, 356 S.W.3d 924, 929 (Tex. 2011)). This
case, however, “[did] not fall into any of the categories where
[the court could] determine, as a matter of law, that reasonable
diligence would have timely uncovered the fraud.” Id. Hooks
had correctly identified an important distinction, the court
declared: in those cases holding the plaintiff barred because of
readily available information, the public record was not itself
tainted by the fraud. Id. “Though reasonable diligence should
lead to information in the public record, here, the fraudulent
information itself taints the public record. To require, as a matter
of law, that Hooks double-check the more recent filings against
earlier filings [was] a higher burden than reasonable diligence
requires.” Id. at *5. Samson’s arguments that the plat submitted
to Hooks contained ambiguities that should have induced Hooks
to further investigate and that the directional survey was avail-
able and superior to the submitted plat might be appropriate for
the factfinder to consider, the court remarked, but they did not
establish that Hooks failed to exercise reasonable diligence. Id.
“[W]hen the defendant’s fraudulent misrepresentations extend to
the [RRC] record itself,” the court summed up, “earlier inconsis-
tent findings cannot be used to establish, as a matter of law, that
reasonable diligence was not exercised. Under [those] circum-
stances, reasonable diligence remains a fact question.” Id. at *6.

The court next reversed the holding of the court of appeals
that Samson had not breached a most-favored-nations clause

contained in all of the Hooks leases. That clause provided that if
Samson should enter into a lease covering land within three
miles of a Hooks lease providing for higher royalty than in the
Hooks lease, the royalty payable under the Hooks lease would be
increased to the same royalty rate as in the third-party lease. Id.
Samson had a lease from the State of Texas on land within the
specified three-mile radius that provided for the same 25%
royalty as the Hooks leases. To induce the State to consent to a
pooling agreement that otherwise allocated production to the
various tracts in proportion to their acreage, Samson included a
proviso in the agreement that the State’s “unit royalty interest
shall be 0.7969%,” a figure that would equate to a royalty of
28.28896% on the production allocated to the State’s tract on an
acreage basis. Id. Samson argued that the most-favored-nations
clause did not apply because it depended on a higher royalty
payable under another lease, whereas Samson paid the State the
higher royalty under the pooling agreement, not under the State’s
lease. Id. at *7. The pooling agreement increased the State’s
allocation of production but did not increase its lease royalty,
Samson asserted. Id. The court disagreed. “[T]he reason the
lessor receives royalties on production attributed to the lessor’s
tract is because of the underlying lease,” it pointed out. Id. “It
follows,” the court went on, “that a lessor’s royalty on produc-
tion from the unit as a whole reflects the lessor’s royalty on
production from its individual tracts in proportion to the size of
the tracts relative to the overall unit.” Id. “Thus, by definition,
Samson’s grant of a royalty to the State of 0.7969% on produc-
tion from the unit meant that Samson increased the State’s 25%
royalty on production from its tract to 28.28896%.” Id.

The court then affirmed the court of appeals’ decision that
Samson had not, as Hooks claimed, breached the provision of
each lease that royalty calculations “be based on formation
production as reported on [RRC] forms P-1 and P-2.” Id. at *8.
Formation production, the parties agreed, meant the total volume
of gas removed from the underground reservoir. Hooks objected
to Samson’s practice, in reporting the volume of gas removed
from the reservoir to the RRC, of converting the volume of
condensate recovered at the surface to its equivalent volume as a
gas. Id. “[B]ecause all royalties must be based on formation
production, and formation production is the volume of all
production while it existed in the reservoir as gas,” Hooks
argued, “then the 25% royalty paid on gas should be for the
volume of gas removed from the reservoir instead of the volume
of gas [sold as gas] at the surface.” Id. But Hooks also contended
that Samson must pay royalty on the volume of condensate taken
at the wellhead. Id. The formation-production clause, the court
explained, was intended to “ensure[] that Samson pays royalties
on an appropriate volume of production, not that Samson pays
royalties on some production twice.” Id. at *9. Samson’s “inter-
pretation of the clause, unlike Hooks’, allow[ed] royalties on
condensate (as well as on gas) to be based on formation produc-
tion, as the leases require[d].” Id.

The court also affirmed the lower court’s judgment for
Samson on Hooks’s claim that Samson had impermissibly
“unpooled” Hooks’s Hardin County leases. Samson had exer-
cised the lessee’s pooling authority under those leases, designat-
ing a unit called the Blackstone Minerals “A” No. 1 Unit
(Blackstone Unit) for depths between 6,000 feet and 13,800 feet.
Id. After a large mineral owner refused to pool into that unit,
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Samson notified Hooks that it was amending the unit and that it
would now be called the Joyce Du Jay No. 1 Unit (Joyce Unit).
Samson’s amendment, as filed in the Hardin County public
records, not only changed the unit name but significantly altered
its boundaries and pooled only depths below 12,400 feet. Id.
Samson then paid Hooks royalty only on production from the
new Joyce Unit, not on production from the land and depths
originally pooled. Id. Hooks sought royalty on production from
both the original unit and the new one, claiming that Samson did
not have the authority to unpool the original Blackstone Unit. Id.

The supreme court agreed with the court of appeals that
Hooks had ratified the new unit by accepting royalties on it. In
notifying Hooks, Samson had informed Hooks that it was
amending the unit, so he “should have been aware that the
pooled area could change.” Id. at *10. The amendment was a
matter of public record, and “Hooks regularly accepted royalty
checks for the [Joyce Unit] without ever receiving royalties on
the earlier designation.” Id. “Because Hooks [did] not deny the
validity of the new unit, one that existed only after Hooks was
notified that the old unit was being amended,” but instead
recognized it by his acceptance of royalty, he had ratified it and
could not “later assert that he should also receive royalties from
the old unit.” Id.

The court last turned to Hooks’s claims relating to the effect
of pooling on the Hardin County leases’ offset well provisions.
Like the Jefferson County lease, the Hardin County leases
provided that if a well were completed within 1,320 feet, the
lessee must either drill an offset well, pay compensatory royalty,
or release acreage. Id. “Samson pooled the Hardin County
Leases [with other land] and drilled additional gas wells within
1,320 feet of the pooled units but more than 1,320 feet from
Hooks’ individual tracts.” Id. at *11. Hooks asserted that this
triggered Samson’s offset well obligation, since under the leases’
pooling clause, “the entire acreage constituting such unit or units
shall be treated for all purposes, except the payment of royalties
on production from the pooled unit, as if the same were included
in this Lease.” Id. The court of appeals had held that Hooks’s
claims for breach of the offset provisions were barred by the
four-year statute of limitations because the breaches, if any, had
first occurred in 2001, more than five years before Hooks filed
suit. Id. “Hooks respond[ed] that compensatory damages under
the offset provisions [were] owed monthly, Samson’s breach
[was] recurring, and Hooks [could] recover damages for royal-
ties that should have been paid during the four years preceding
the filing of suit.” Id.

The supreme court agreed with Hooks. By not performing
the two other alternatives available to it, the drilling of a well or
release of acreage within 90 days after first production from the
infringing well, the court reasoned, Samson, if it had any obliga-
tion at all, had implicitly chosen the remaining alternative, to pay
compensatory royalty. Id. at *12. Since the payment of compen-
satory royalty was a recurring monthly obligation, Hooks would
have a cause of action at the end of each month for which the
obligation arose. Id. The court remanded to the court of appeals
the question of the construction of the leases’ offset well provi-
sions in relation to the pooling clause. Id.

TEXAS SUPREME COURT DODGES QUESTION OF WHETHER

DEEP SUBSURFACE WASTE DISPOSAL ACROSS PROPERTY

LINE IS ACTIONABLE TRESPASS

Reversing the decision of the court of appeals, the Texas
Supreme Court in Environmental Processing Systems, L.C. v.
FPL Farming Ltd., No. 12-0905, 2015 WL 496336 (Tex. Feb. 6,
2015), reinstated the trial court’s take-nothing judgment in favor
of Environmental Processing Systems, L.C. (EPS), the operator
of a wastewater disposal well in Liberty County, Texas, in its
defense of a suit by FPL Farming, Ltd. (FPL Farming), the rice-
farming owner of a neighboring tract.

EPS first filed its application for a state governmental
permit to operate a wastewater disposal facility on its land
adjoining FPL Farming’s in 1996. J.M. Frost III, the predecessor
to FPL Farming’s title, contested the application but ultimately
reached a settlement with EPS in return for a $185,000 payment.
Id. at *1. Not long after EPS later secured a permit amendment,
over FPL Farming’s opposition, to increase the volume of
wastewater it could inject into the 8,000-foot-deep Frio Forma-
tion, FPL Farming sued EPS, alleging that EPS’s wastewater had
migrated into the subsurface below FPL Farming’s land and
requesting injunctive relief and damages for trespass, negligence,
and unjust enrichment. Id. at *2.

The contested issues at trial “were whether EPS’s injected
wastewater had actually entered beneath FPL Farming’s land,
whether FPL Farming consented to the alleged entry (either by
its own conduct or through Frost’s), and the amount of damages,
if any.” Id. Before the jury’s verdict, FPL Farming moved for a
directed verdict on the basis that EPS had presented no evidence
of FPL Farming’s or Frost’s consent to EPS’s subsurface entry.
Id. The trial court denied that motion and instead, over FPL
Farming’s objection, submitted the question of whether EPS had
trespassed on FPL Farming’s property to the jury, with an
instruction that “‘[t]respass’ means an entry on the property of
another without having the consent of the owner.” Id. (emphasis
omitted). The jury’s answer was that EPS had not trespassed.

On an earlier appeal of the trial court’s judgment for EPS,
the supreme court had reversed the court of appeals’ ruling that
had upheld the trial court on the basis that EPS’s governmental
permit precluded liability for trespass. Id. (citing FPL Farming
Ltd. v. Envtl. Processing Sys., L.C., 351 S.W.3d 306, 314–15
(Tex. 2011)). See Vol. XXVI, No. 4 (2009) of this Newsletter. In
holding that such a permit does not shield the permittee from
civil tort liability, the supreme court reserved the question of
whether subsurface wastewater migration can constitute a
trespass. 2015 WL 496336, at *2.

On remand, the court of appeals reversed the trial
court’s take-nothing judgment, holding that: (1) Texas
recognizes a common law trespass cause of action for
deep subsurface water migration; (2) consent is an
affirmative defense to trespass . . . ; (3) FPL Farming
was not entitled to a directed verdict [on the consent
issue] because there was some evidence that it (or
Frost) impliedly consented to the subsurface entry; and
(4) the trial court erroneously excluded the settlement
agreement between EPS and Frost from evidence.

Id.
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The supreme court based its reversal on the holding that lack
of consent is an element of the trespass cause of action, so that
the plaintiff bears the burden of proof, rather than an affirmative
defense, on which the defendant would bear the burden. Texas
courts had not uniformly answered the question of whether
consent was an element of the cause of action or an affirmative
defense, the court noted, although the supreme court for many
years had never departed from the inclusion of lack of consent or
authorization in its definition of a trespass. Id. at *2–3. In
determining the allocation of a party’s burden of proof of a fact,
it explained, the court considers “(1) ‘[t]he comparative likeli-
hood that a certain situation may occur in a reasonable percent-
age of cases’; and (2) the difficulty in proving a negative.” Id. at
*8 (alteration in original) (quoting 20801, Inc. v. Parker, 249
S.W.3d 392, 397 (Tex. 2008)).

Regarding the first factor, the court observed that consent is
rarely an issue in trespass cases, since landowners are normally
not presented with the opportunity to provide consent or authori-
zation before a trespass occurs. Id. With respect to the second
factor, the court did not believe that it will usually be difficult for
a landowner to prove lack of consent or authorization: The
landowner who is bringing suit is in the best position to provide
evidence on whether an alleged trespasser’s presence was
unauthorized because only someone acting with his authority
could consent to entry. Id. It makes sense to treat consent,
therefore, as an element of the trespass action rather than as an
affirmative defense. Thus, the court concluded, in a trespass
action it is the plaintiff’s burden to establish that entry was
unauthorized or without his consent. Id. Because the charge to
the jury provided the correct definition of trespass and resulted
in a jury verdict and judgment for EPS, it was unnecessary for
the court to consider whether Texas law recognizes a cause of
action for deep subsurface water migration. Id. at *9.

The court went on to hold that the trial court had properly
denied FPL Farming’s motion for a directed verdict on the basis
that EPS had provided no evidence of consent. The motion had
relied on the erroneous premise that EPS bore the burden of
proving consent, the court explained. Id. FPL Farming’s motion
should have sought relief on the ground that it had itself estab-
lished lack of consent as a matter of law. Because “FPL Farming
did not argue or cite to any evidence upon which the trial court
could have found as a matter of law that FPL Farming did not
consent to EPS’s alleged entry,” the trial court properly denied
its motion even if it were considered reformed. Id.

PRODUCTION PAYMENT HELD TO SURVIVE LEASE

EXPIRATION

The court in McDaniel Partners, Ltd. v. Apache Deepwater,
LLC, 441 S.W.3d 530 (Tex. App.—El Paso 2014, pet. filed),
construed a 1953 assignment of oil and gas leases covering land
in Upton County, Texas, that reserved to Hugh W. Ferguson, Jr.,
the assignor, from his assignment to L.H. Tyson, the following
production payment interest:

the title to and ownership of one-sixteenth of thirty-five
sixty-fourths of seven-eighths (1/16th of 35/64ths of
7/8ths, being one sixteenth of the entire interest in the
production from said lands to which Assignor claims to
be entitled under the terms of said respective oil and

gas leases) of the total oil, gas, casinghead gas and
other minerals in and under and which may be pro-
duced from the above described land, i.e., from each
and both of said Surveys 36 and 37, Block 40, Town-
ship 5 South, T & P Ry. Co. Lands, until the net pro-
ceeds of said reserved interest . . . shall have amounted
in the aggregate to the sum of Three Million Five
Hundred Fifty Thousand Dollars ($3,550,000.00) . . .
[and] one million four hundred twenty thousand
(1,420,000) barrels . . . .

Id. at 531–32 (alteration in original). At the time of the assign-
ment, four leases assigned by Ferguson to Tyson collectively
covered an undivided 35/64 of the mineral estate of the de-
scribed Surveys 36 and 37. Id. at 532. Each of two leases, the
“Cowden 36” and “Cowden 37” leases, covered 1/2, or 32/64,
of the mineral estate of one of the respective surveys; the
“Peterman” lease covered 1/64 of the mineral estate of both
surveys; and the “Broudy” lease covered 1/32, or 2/64, of the
mineral estate of both surveys. Id.

The Cowden 36 and 37 leases expired in the 1990s for lack
of production, but the Peterman and Broudy leases remained in
effect, extended by production from other land also covered by
those leases. After acquiring the Peterman and Broudy leases and
new leases on the Cowden interests in 2009, Apache Deepwater,
LLC (Apache) began drilling wells and sent McDaniel Partners,
Ltd. (McDaniel), successor to the interest of Ferguson, the
assignor in the 1953 assignment, a division order in which
McDaniel’s interest was shown as 1/16 of 3/64 of 7/8
(0.256348%) of production from Sections 36 and 37. Id. at
532–33. McDaniel, contending it was entitled to the same 1/16
of 35/64 of 7/8 (2.9907226%) of production as reserved in the
1953 assignment, notwithstanding the expiration of the burdened
Cowden leases, sued Apache in 2011 for breach of contract,
conversion, and an accounting. Id. at 533. The trial court deter-
mined that since the leases included in the 1953 assignment had
expired as to 32/64 out of the 35/64 aggregate mineral interest
they then covered, the production payment had reduced to 1/16
of 3/64 of 7/8, i.e., 1/16 of 7/8 of the remaining 3/64 instead of
1/16 of 7/8 of the original 35/64. Id. McDaniel appealed, and
the court of appeals reversed.

McDaniel argued that since the reservation was a fixed
fraction—1/16 of 35/64 of 7/8—of production “from the above
described land,” without any express provision for proportionate
reduction if the leases did not cover (or no longer covered) a
specified interest in the land, there was no basis for Apache’s
paying any less. Id. at 534 (citing Averyt v. Grande, Inc., 717
S.W.2d 891 (Tex. 1986); King v. First Nat’l Bank, 192 S.W.2d
260 (Tex. 1946)). The court did not altogether concur with
McDaniel’s reliance on that line of cases, observing that those
dealt with “the scope of a reserved interest through an abbrevi-
ated or ‘shorthand’ reference to a description of land appearing
elsewhere in the deed.” Id. at 535. The 1953 assignment, it said,
instead contained an exacting “longhand” description of the
interest Ferguson reserved. It nevertheless agreed with McDaniel
that the production payment, under the correct interpretation of
the clause reserving it, did not decrease when the leases consti-
tuting the vast bulk of the burdened leasehold expired. Id.
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Apache argued that the parenthetical forming a part of the
reservation explained “how to calculate the production payment
at any particular time, based upon the amount of working interest
that is then attributable to the underlying leases,” further con-
tending that McDaniel’s interpretation would render the paren-
thetical meaningless. Id. at 536. “Undeniably,” the court re-
marked, “the parenthetical establishe[d] that the working interest
conveyed [was] 35/64 of 7/8,” but “while all of the information
necessary to determine a reduction of the production payment in
the event of a lease termination [was] present . . . , there [was] no
express language providing for a piecemeal reduction of the
production payment.” Id. “Contrary to Apache’s arguments,” the
court explained, “interpreting the parenthetical to be an explana-
tion of the basis of the production payment calculation [did] not
render it meaningless. It define[d] Ferguson’s interest at the time
of execution, as well as the relationship of his interest to those of
the [royalty owners],” and it supported and clarified the warranty
clause. Id.

Addressing a principal thrust of Apache’s argument in
support of the trial court’s judgment, that a production payment
interest, like an overriding royalty interest, by its nature termi-
nates when the lease it burdens expires, the court acknowledged
that certain legal scholars had so opined. Id. at 537. The court
was “aware of no Texas case deciding whether a production
payment (absent express contractual language or otherwise) can
be proportionately reduced following the expiration of some but
not all of the leases [burdened by it].” Id.

Editor’s Note: The reporter’s law firm is involved on
behalf of Apache in the appeal of the court of appeals decision.

EVIDENCE HELD INSUFFICIENT TO SUPPORT FINDING THAT

NOISY COMPRESSOR STATION WAS NEGLIGENT NUISANCE

Crosstex North Texas Pipeline, L.P. v. Gardiner, No. 02-
12-00182-CV, 2014 WL 5877903 (Tex. App.—Fort Worth
Nov. 13, 2014, pet. filed), involved a dispute between Andrew
and Shannon Gardiner, the owners of 95 acres in rural Denton
County, Texas, and Crosstex North Texas Pipeline, L.P.
(Crosstex), the operator of a gas pipeline with a compressor
station located just across the road from the Gardiners’ property.

When the Gardiners bought their land, the neighborhood
was peaceful and quiet, according to the Gardiners and others,
with “just the usual country sounds.” Id. at *4. After Crosstex
laid its pipeline and installed its compressor in 2007, its constant
roar not only was annoying, it also diminished their land’s value,
they claimed. Crosstex responded to the Gardiners’ complaints
by engaging a sound expert and undertaking mitigation efforts,
including the employment of mufflers and air intake silencers
and the construction of a metal building that partially enclosed
the compressor and 12-foot sound walls with sound blankets. Id.
at *6–7. Crosstex’s efforts failed to satisfy the Gardiners. They
sued Crosstex and were awarded more than $2 million in dam-
ages based on a jury finding that Crosstex had negligently
created a nuisance. The court of appeals reversed the negligent
nuisance judgment on the basis that the evidence was factually
insufficient to support the jury’s findings.

The court began by explaining the elements of a negligent
nuisance cause of action. The plaintiff must first prove the
existence of a nuisance, “a condition that substantially interferes

with the use and enjoyment of land by causing unreasonable
discomfort or annoyance to persons of ordinary sensibilities.” Id.
at *2 (quoting Barnes v. Mathis, 353 S.W.3d 760, 763 (Tex.
2011)). “An actionable nuisance may arise,” the court observed,
“from . . . activity that is intentional, negligent, or abnormal and
out of place in its surroundings.” Id. When a plaintiff alleges the
nuisance is a result of the defendant’s negligence, “the plaintiff
must allege and prove a legal duty owed to the plaintiff, a breach
of that duty by the defendant, and damage proximately resulting
from the breach.” Id. “[L]iability for negligent nuisance depends
on whether the defendant acted as a person or party of ordinary
prudence would have under the same circumstances in a legiti-
mate use of his property.” Id.

After an exhaustive recital of the evidence, the court
concluded—too summarily, according to one justice’s dis-
sent—that the Gardiners’ evidence was factually insufficient to
support the jury’s finding of negligence in that it was contrary to
the overwhelming weight of all the evidence. Id. at *20. Crosstex
had responded to area landowners’ complaints by implementing
mitigation efforts following an expert’s recommendations. There
was no testimony that Crosstex’s decisions on the design of the
sound mitigation were negligent or that other possible methods
would have made a difference in mitigating the noise, nor that
the mitigation was negligently installed, nor that the compressor
station was negligently operated. Id.

The court further held, however, that the trial court had
abused its discretion during trial “by denying [the Gardiners’]
request for a trial amendment so that they could add the ‘abnor-
mal and out of place’ basis for nuisance [liability] to the jury
charge . . . .” Id. The Gardiners’ entire case, the court observed,
“was based on [their] underlying grievance that the compressor
station’s noise was abnormal and out-of-place in its surround-
ings.” Id. at *22. Crosstex had not shown how it would have
been prejudiced or surprised or that it would otherwise have had
to change its trial posture if the amendment had been granted. Id.
at *23.

EXCULPATORY CONTRACT PROVISIONS HELD NOT

CONSPICUOUS AND UNENFORCEABLE

The court in Matador Production Co. v. Weatherford
Artificial Lift Systems, Inc., No. 06-14-00015-CV, 2014 WL
6435676 (Tex. App.—Texarkana Nov. 18, 2014, pet. filed),
reversed a judgment for Weatherford Artificial Lift Systems, Inc.
(Weatherford) that had awarded it the amount it invoiced Mata-
dor Production Co. (Matador) for a frac job Weatherford per-
formed on Matador’s Cindy No. 3 well in Harrison County,
Texas.

Matador engaged Weatherford on the basis of a “Stimula-
tion Recommendation” form that specified the work to be
performed and included, in a font so small it was difficult to
read, a provision that Weatherford’s standard terms and condi-
tions, a copy of which could be found on Weatherford’s website,
would apply. Id. at *9. Those terms and conditions disclaimed
any warranty for its work and indemnified Weatherford against
the results of its negligence in providing its services. Problems
occurred in the course of the frac job, and it was unsuccessful,
allegedly due to Weatherford’s negligence. Matador refused to
pay for the work, and Weatherford filed a suit on a sworn
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account and for breach of contract. Id. at *1. Matador responded
that the balance Weatherford alleged was incorrect because the
services were not provided, that Weatherford had breached its
contract and its implied warranty of good and workmanlike
performance, and that Weatherford’s negligent performance had
damaged its well. Id. at *2. The trial court granted Weatherford
summary judgment on its sworn account. After a trial on
Weatherford’s breach of contract claim and on Matador’s
counterclaims, the jury found that Weatherford had materially
breached the contract but that Matador had waived compliance
and released Weatherford from liability and had breached the
contract by failing to pay Weatherford. The trial court awarded
damages and attorney’s fees to Weatherford. Id.

The court of appeals agreed with Matador that the summary
judgment evidence created a fact issue regarding the amount
of materials Weatherford had actually provided in performing
the frac job versus the amount Weatherford claimed it provided,
so that summary judgment on Weatherford’s sworn account
was improper. Id. at *9. Further, although the wording of
Weatherford’s standard terms and conditions relieving it of the
consequences of negligent performance was prominently dis-
played on its website, it was inconspicuous in the Stimulation
Recommendation. Id. at *12. That, the court held, rendered
the liability-limiting provisions and waivers relied on by
Weatherford unenforceable. Id. A master service agreement
executed between Matador and Weatherford three months after
the frac job, moreover, had been erroneously admitted by the
trial court as evidence of the context of contractual relationships
at the time of the work at issue. Id. at *13.

ROYALTY NOT PAYABLE ON EXTRACTED CARBON DIOXIDE

UNLESS LEASE EXPLICITLY REQUIRES IT

The court in Commissioner v. SandRidge Energy, Inc., No.
08-13-00145-CV, 2014 WL 6481855 (Tex. App.—El Paso Nov.
19, 2014, no pet. h.), construed an array of oil and gas leases
covering land in Pecos County, Texas, under which the State of
Texas, Wesley West Minerals, Ltd. (West), and Longfellow
Ranch Partners, L.P. (Longfellow) were lessors and SandRidge
Energy, Inc. and SandRidge Exploration and Production, L.L.C.
(collectively, SandRidge) were lessees.

SandRidge transported gas produced from the leases to three
small plants, where carbon dioxide and a small amount of liquid
hydrocarbons were extracted. SandRidge sold the carbon dioxide
and paid the lessors a royalty on it. Beginning in September
2010, the gas was instead sent to a large new plant, the Century
Plant, built by SandRidge but owned by OXY USA Inc. (OXY).
There OXY extracted the carbon dioxide from SandRidge’s
natural gas free of monetary charge in exchange for OXY’s
retaining the carbon dioxide. Since SandRidge was no longer
selling the extracted carbon dioxide, it informed the lessors, it
would discontinue payment of royalty on it. The underlying suit
ensued, and the trial court granted summary judgment to
SandRidge declaring it had no obligation to pay carbon dioxide
royalties. Id. at *1.

Several leases covered land subject to the Relinquishment
Act, under which the State of Texas owns the minerals but the
“owner of the soil,” i.e., the surface owner, in this case West and
Longfellow, has the statutory right to lease on behalf of the State

and to receive one-half of the royalty and other lease benefits.
Those leases were on the standard form promulgated by the State
for that category of land, and the court addressed them first. The
Relinquishment Act leases called for payment of royalty on any
gas (except gas processed in a plant) of 25% of the gross produc-
tion or the market value thereof, at the royalty owners’ option.
Id. at *3. They also included a provision that all royalties were to
be without deduction for the cost of producing, gathering,
storing, separating, treating, dehydrating, compressing, process-
ing, transporting, and otherwise making oil, gas and other
products ready for sale or use, computed on the gross value
received. Id. The court of appeals agreed with SandRidge that
the gas royalty clause was functionally the same as a “market
value at the well” clause like that construed in Heritage Re-
sources, Inc. v. NationsBank, 939 S.W.2d 118 (Tex. 1996), and
not, as the royalty owners contended, a “gross proceeds” royalty
provision disallowing the deduction of post-production costs
from the lessors’ royalty like that construed in Judice v.
Mewbourne Oil Co., 939 S.W.2d 133 (Tex. 1996). SandRidge,
2014 WL 6481855, at *5.

Although the royalty clause did not expressly call for
payment of royalty based on market value at the well, several
other terms made it clear to the court that gas royalty was
payable on a single substance—raw gas as it comes out of the
ground from the well—with carbon dioxide and its other compo-
nents. Id. at *6. For example, in the court’s view, the leases’
specification of the method for measurement of gas at the
wellhead would be rendered meaningless if royalty were in-
tended to be payable on two different substances downstream
after extraction. Id. Further, the court explained, “production”
means the act of producing oil, gas, and other minerals, not
transporting, gathering, treating, processing, or marketing them,
so that production ceases once the lessee extracts oil or gas at the
wellhead. Id. at *7. Thus, a fractional royalty on “gross produc-
tion” does not include subsequent efforts to improve or refine
gas, and these leases’ gas royalty provision called for a royalty of
a fraction of the unrefined, unimproved gas produced at the
wellhead, or the market value thereof. Id. at *6–7. The court’s
construction was not affected, it went on, by the leases’ express
prohibition against post-production expenses. Id. at *8. This was
precisely the sort of clause, the court declared, that a market
value at the well royalty clause renders surplusage under Heri-
tage. Id. The prohibition against deductions could be applied to
the leases’ clauses for royalty on processed gas and other prod-
ucts, but not the general gas royalty clause. Id.

The gas royalty clause under consideration applied to
unprocessed or raw gas, the court pointed out, whereas other
royalty clauses called for royalty on processed gas and other
products produced or manufactured from gas. Id. at *3. A royalty
on carbon dioxide might be separately payable under the latter
clauses, the court remarked, but nothing in the royalty clause
under consideration called for royalty except on the raw natural
gas stream. Id. The appellant royalty owners had not argued for
royalty on carbon dioxide under the other clauses at the trial
level and had thus waived their right to do so on appeal. The
outcome of this case might have been different but for this
procedural bar, it would seem.

Other leases between West or Longfellow, or both, and
SandRidge, not involving State minerals and the State-promul-
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gated form, contained similar royalty provisions, some explicitly
requiring payment of royalty on gas based on is market value at
the well, making the court’s construction more sustainable. The
court’s emphasis in analyzing each distinct lease was that there
was no provision (or no provision the royalty owners pointed out
to the trial court) providing for a separate royalty for carbon
dioxide. See id. at *10–18.

The exception was the “South Pinon Fee Lease” between
West and SandRidge. That lease called for royalty on gas and,
expressly, on extracted carbon dioxide to be paid on its market
value at the “royalty valuation point,” without deduction of costs
of making products ready for market. Id. at *16. The opinion
does not reveal the lease’s definition of the royalty valuation
point, but it evidently was the point of sale or use or at least
some point after extraction had occurred. As to that lease, the
court held, West was entitled to judgment that royalty was
payable on the extracted carbon dioxide. Id.

The court also reversed the trial court’s summary judgment
for SandRidge that it had the right to deduct firm transportation
charges from royalty payments on the gas produced from its
“Green” and “Purple” leases from Longfellow. These were
upfront reservation fees paid in advance to the pipeline owner to
reserve space in the pipeline for future gas deliveries. Id. at *14.
Deduction of this type of charge was permissible, but only,
according to the express terms of the leases’ royalty clauses, to
the extent actually incurred in transporting the gas. Id.
SandRidge was not, the court held, entitled to deduct transporta-
tion charges for pipeline space not ultimately used or to reserve
space for gas produced from other leases. Id. at *15.

The court’s explanation of why the gas royalty clauses of the
State leases and similarly worded fee leases must be construed as
requiring valuation at the well, despite their lacking the words
“at the well,” is not especially convincing. Confidence in the
court’s ability to interpret oil and gas leases is not enhanced by
its repeated references to gas at the well as “sour” gas when there
is no mention of any sulphur content and the court evidently
means raw gas before any separation or processing.

EVIDENCE SUPPORTED JURY FINDING THAT WORKOVER

CONTRACTOR PERFORMED

Cresson SWD Services, L.P. v. Basic Energy Services, L.P.,
No. 02-12-00141-CV, 2014 WL 6686501 (Tex. App.—Fort
Worth Nov. 26, 2014, pet. filed) (mem. op.), decided the appeal
by Cresson SWD Services, L.P. (Cresson), the owner of a
commercial salt water disposal well, of an adverse judgment in
its suit against Basic Energy Services, L.P. (Basic). The jury’s
finding that Basic had not breached its agreement to clean out
the well and install a liner was not supported by the evidence,
Cresson argued. The court of appeals affirmed the trial court.
There was testimony from which the jury could conclude that
Basic had followed instructions from Cresson’s contract com-
pany man, including his directive to stop working on the well in
the face of serious mechanical difficulties.

JOINDER OF AFFECTED ADJOINING LANDOWNERS REQUIRED

IN ROYALTY NONPAYMENT SUIT

The court in Crawford v. XTO Energy, Inc., No. 07-14-
00062-CV, 2015 WL 149000 (Tex. App.—Amarillo Jan. 7,

2015, no pet. h.), affirmed the dismissal of Richard Crawford’s
suit, without prejudice, after his failure to join adjacent landown-
ers in his suit against XTO Energy, Inc. (XTO), his oil and gas
lessee.

In 1964 Crawford’s mother had conveyed a strip of land
containing 8.235 acres to an electric utility for construction of an
electric transmission line, reserving the minerals underlying the
land. In 1984 she sold the land on both sides of the strip without
any mineral reservation. XTO acquired oil and gas leases both
from Crawford’s mother on the 8.235-acre strip and from the
adjoining landowners on the land she had sold in 1984. XTO
then pooled the lease with other leases to form the Eden South-
west Unit and drilled a gas well. In 2010 after a title opinion on
its gas unit reported that Crawford’s mother had owned no
interest in the strip after her 1984 conveyance and that the
adjacent owners were instead entitled to all of the royalty on
production from the strip, Crawford sued XTO for breach of its
lease. After the trial court granted XTO’s motion to compel
Crawford to join the adjacent landowners and Crawford failed to
do so, it dismissed Crawford’s suit without prejudice. Crawford
appealed the dismissal. Id. at *1.

Texas rules of procedure and statutes require the joinder of
all persons whose presence is necessary for the court to accord
complete relief and whose interests would be affected by the
court’s judgment. Unremarkably, the court of appeals held that
since the royalties Crawford claimed were being paid to the
adjacent landowners and that XTO could be faced with inconsis-
tent obligations if they were not joined, the trial court had not
abused its discretion in ordering Crawford to join them. Id. at *3.
Crawford asserted that none of the adjacent landowners had ever
claimed an interest in the Crawford land, so that it was impermis-
sible for the court to have ordered him to join them. Analyzing
Crawford’s brief, the court concluded that he meant that the
adjacent landowners had not come to court to assert their inter-
ests. The facts, however, demonstrated their clear pecuniary
interest in the outcome of the suit. “To follow Crawford’s theory
[would be] to require the case involving the rights of the adjacent
landowners to be tried in their absence,” the court remarked,
“contrary to the basic premise of joinder, which is to eliminate a
substantial risk” of multiple or inconsistent obligations. Id.

STORED GAS HELD SUBJECT TO AD VALOREM TAXATION

REGARDLESS OF WHETHER IN INTERSTATE COMMERCE

ETC Marketing, Ltd. v. Harris County Appraisal District,
No. 01-12-00264-CV, 2015 WL 179781 (Tex. App.—Houston
[1st Dist.] Jan. 13, 2015, no pet. h.), affirmed a summary judg-
ment for the appraisal district that had upheld its assessment of
ad valorem taxes against natural gas stored underground within
its jurisdiction.

ETC Marketing, Ltd. (ETC) was a natural-gas marketing
company engaged in the business of buying, selling, and market-
ing gas. It stored large volumes of gas in the Bammel reservoir, a
depleted oil reservoir in Harris County owned by Houston
Pipeline Co., an ETC affiliate. It stored gas there for several
months at a time, timing the market by holding gas for delivery
at a later time. ETC took the position that all of its stored gas
was in interstate commerce because its business plan was to sell
all of the gas to out-of-state customers, although it was under no
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obligation to sell to anyone in particular, and was therefore
exempt from taxation. Id. at *1–2. The court of appeals agreed
with the appraisal district that the stored gas was subject to
taxation whether or not it was in interstate commerce.

Although the dormant Commerce Clause of the U.S. Consti-
tution prohibits a state’s imposition of discriminatory burdens on
interstate commerce, the court noted, it does not relieve those
engaged in interstate commerce from their just share of state tax
burdens. Id. at *4. Under Complete Auto Transit, Inc. v. Brady,
430 U.S. 274 (1977), according to the court, a state tax is invalid
if “the tax (1) applies to an activity lacking a substantial nexus to
the taxing State; (2) is not fairly apportioned; (3) discriminates
against interstate commerce; or (4) is not fairly related to the
services provided by the State.” ETC Marketing, 2015 WL
179781, at *4 (quoting Barclays Bank PLC v. Franchise Tax Bd.
of Cal., 512 U.S. 298, 310–11 (1994)). None of those factors
were true of the tax assessment here, the court found. It distin-
guished Peoples Gas, Light, & Coke Co. v. Harrison Central
Appraisal District, 270 S.W.3d 208 (Tex. App.—Texarkana
2008, pet. denied), on the basis that ETC had a substantial
presence in Harris County, unlike the owner of stored gas at
issue in Peoples Gas, and distinguished Midland Central Ap-
praisal District v. BP America Production Co., 282 S.W.3d 215
(Tex. App.—Eastland 2009, pet. denied), because the prolonged
physical presence of ETC’s gas in the storage reservoir was
unlike the constant flow of oil into and out of the Midland tank
farm. ETC Marketing, 2015 WL 179781, at *5–6.

PROSPECTIVE LESSEE HELD BOUND AFTER PARTIAL

CLOSING TO LEASE REMAINING ACREAGE

The court in Petrohawk Properties, L.P. v. Jones, No.
06-14-00003-CV, 2015 WL 170225 (Tex. App.—Texarkana
Jan. 14, 2015, reh’g denied), construed an agreement between
descendants of T.P. Smith and T.C. Lindsey (referred to in the
court’s opinion as the “Family”) and Petrohawk Properties, L.P.
and P-H Energy, L.L.C. (collectively, Petrohawk) under which
Petrohawk sought to lease mineral interests owned by the
Family. The agreement, entered into on July 11, 2008, required
Petrohawk to lease, for a bonus of $23,500 per mineral acre, all
of the Family’s unleased mineral interests in Harrison County,
Texas, lying east of Highway 59, including certain properties
listed in an exhibit, up to a maximum of 8,500 acres, provided
that the interests included the Haynesville Shale interval and
were free of title defects as defined in the agreement. Petrohawk
placed $10 million in escrow to be applied toward the purchase
price at closing. If the Family was unable to deliver acreage free
of title defects exceeding that value, Petrohawk could terminate
the agreement without obligation, and the escrowed funds would
be returned to it. If the Family could deliver sufficient acreage
but Petrohawk refused to close, the $10 million would be for-
feited to the Family as liquidated damages. Petrohawk was to
review the Family’s title and notify them of title defects before
closing, whereupon the Family would have the opportunity to
cure defects. Closing was to occur on August 15, 2008, with the
Family’s execution and delivery of oil and gas leases and
Petrohawk’s payment of the lease bonus. Id. at *1–2.

Because of extreme logistical difficulties in Petrohawk’s
title review process, evidently brought about by the county

clerk’s having been forced to limit the amount of time a landman
was permitted to spend searching the public records to avoid
overcrowding, the date for closing was extended until August 27,
with a second “clean-up” closing to occur September 17. On
August 27 leases were executed on approximately 2,200 mineral
acres, for which Petrohawk paid the Family over $51 million,
and the $10 million held in escrow was released to the Family
and applied toward the bonus payment. Petrohawk’s title review
was ongoing, and the September closing was postponed due to
continued difficulties with the process until October 9, with a
third and final closing to occur on November 9. Shortly before
the time for the October closing, Petrohawk’s contract landmen
had, according to internal email correspondence, identified about
1,211 net mineral acres they considered free of defects and ready
for acquisition. Id. at *3. Instead of closing the acquisition
Petrohawk notified the Family that because of “unprecedented
uncertainty in the capital markets” (natural gas prices having
crashed), it would not do so. Id. at *4. Petrohawk thereafter took
the position that the only acreage for which the Family had
defensible title, free of defects, was the acreage on which
Petrohawk had closed in August and that it had no further
obligation. The Family sued Petrohawk for breach of the agree-
ment, and those who did not settle their claims were awarded
over $11 million in damages, plus more than $4 million in
attorney’s fees. Id. The court of appeals affirmed, aside from a
remand concerning the amount of the attorney’s fees.

The court first addressed Petrohawk’s argument that the
agreement was not enforceable under the statute of frauds
because the extensions of the time for closing had not been made
in writing. Although the statute of frauds applies to contracts to
acquire oil and gas leases, the court held, the parties’ oral
modification of the agreement to conduct multiple closings had
not substantially altered the agreement and was therefore not
material and not required to be in writing. Id. at *5.

Petrohawk further contended that the agreement required the
Family to deliver leases free of title defects, which it had not
done, and gave Petrohawk the right, but not the obligation, to
review the lessors’ title. Considering the agreement in its entirety
and the surrounding circumstances, the court found, the parties
intended that Petrohawk was impliedly obligated to perform title
examination and advise the Family of the mineral interests that
would be acceptable. Petrohawk could not fail to perform those
duties and then hide behind the Family’s consequent failure to
deliver leases in order to avoid paying the lease bonus on
qualifying mineral interests. Id. at *13.

The court also rejected Petrohawk’s objection to the trial
court’s jury instruction that the agreement did not require the
lessors to own 100% of the gross Haynesville Shale mineral
acreage. The agreement provided that “defensible title,” free of
defects, meant, among other things, that title included “all rights
in the Haynesville Shale and rights owned by Lessors in the
Bossier Shale.” Id. at *14 (emphasis omitted). If the Family did
not own the entire mineral interest in the Haynesville Shale
interval in a tract, Petrohawk argued, its title did not qualify. In
the context of the agreement, the court explained, the reference
to “all rights” in the Haynesville Shale meant that the Family’s
interest in the Haynesville Shale must include all Haynesville
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Shale depths and that they would lease whatever interest they
owned as long as it included the entire interval. Id. at *15.

SUMMARY JUDGMENT BASED ON LIMITATIONS REVERSED IN

OILFIELD POLLUTION CASE

After hiring an environmental expert in 2009, the owners of
the Lazy R Ranch in West Texas learned of soil and groundwater
contamination around the sites of oil tanks on the ranch that had
been owned and operated by ExxonMobil Corp. (ExxonMobil)
until 2008. They filed suit against ExxonMobil, seeking injunc-
tive relief as well as damages for negligence, trespass, nuisance,
and breach of contract. In Lazy R Ranch, L.P. v. ExxonMobil
Corp., No. 08-13-00281-CV, 2015 WL 181651 (Tex. App.—El
Paso Jan. 14, 2014, no pet. h.), the court reversed the trial
court’s summary judgment granted ExxonMobil on the basis that
the landowners’ claims were barred by the applicable statutes of
limitations.

ExxonMobil bore the burden of establishing the date on
which the plaintiffs’ causes of action accrued, the court noted. It
could show that spills had occurred longer before the suit than
the period of limitations, but it had not conclusively proven that
those spills resulted in the plaintiffs’ pollution claims. Even
ExxonMobil’s abandonment of two sites in 2005 did not estab-
lish that leaks there had not begun after the abandonment and
within the limitations period. Id. at *7.

In one instance a spill had occurred in 2002, but subsequent
spills at the same site at unknown times, possibly within the
limitations period, could have caused the pollution the plaintiffs
found. And if the 2002 spill were proven to be the causal one,
so that Exxon Mobil could plausibly assert that limitations began
to run then, it would still have been faced with the discovery
rule and required to demonstrate that the plaintiffs knew or
should have known of that spill and the contamination it caused.
Id. at *6. The only public record of the spill, a Texas Railroad
Commission filing, reported that it had been remediated. Be-
cause there were no other public documents to place the plain-
tiffs on notice of the pollution and because it was not obvious
without the expert’s testing, ExxonMobil could not establish that
the landowners should have known of their claim. Id.

PROSPECTIVE LESSEE WITH BINDING AGREEMENT FOR

LEASE HELD NOT ENTITLED TO BONA FIDE PURCHASER

STATUS

In Orca Assets, G.P., L.L.C. v. Burlington Resources Oil &
Gas Co., No. 13-13-00462-CV, 2015 WL 233670 (Tex.
App.—Corpus Christi Jan. 15, 2015, no pet. h.) (mem. op.), the
court issued an expanded opinion on rehearing in lieu of its
original opinion of August 26, 2014. See Orca Assets G.P.,
L.L.C. v. Burlington Res. Oil & Gas Co., No. 13-13-00462-CV,
2014 WL 4401524 (Tex. App.—Corpus Christi Aug. 26, 2014).
See also Vol. XXXI, No. 4 (2014) of this Newsletter. The
opinion on rehearing, like the earlier one, affirmed a summary
judgment in favor of Burlington Resources Oil & Gas Co.
(Burlington), Petrohawk Properties, L.P. (Petrohawk), and
GeoSouthern DeWitt Properties, L.L.C. (GeoSouthern). The
judgment had declared their oil and gas leases from the trustee of
the Red Crest Trust on 1,811 acres in DeWitt and Gonzales

Counties, Texas, superior to leases by the same lessor to Orca
Assets, G.P., L.L.C. (Orca), purporting to cover the same land.

On June 17, 2010, the trustee executed oil and gas leases to
GeoSouthern, which assigned interests in the leases to
Burlington and Petrohawk. A memorandum giving notice of the
leases was not filed for record until December 9, 2010. On
December 6, 2010, the trustee, although having already leased
the land to GeoSouthern, executed a “Letter of Intent” agreeing
to lease the same land to Orca. The letter of intent included the
parties’ agreement to a specific lease form under which the
lessor would disclaim any warranty of title. Orca Assets, 2015
WL 233670, at *1–2. It was supported by Orca’s payment of $50
per acre as earnest money and expressly confirmed that the
parties had “a firm agreement to complete the leasing transac-
tion,” subject to Orca’s verification of the trust’s title. Id. at *2.
Orca did no more title work but paid the agreed bonus consider-
ation and obtained leases from the trustees on January 11, 2011.
Id. at *3. The only issue on appeal was whether Orca was
entitled to claim the status of a bona fide purchaser without
notice of the GeoSouthern leases.

The court of appeals recognized that an unrecorded convey-
ance of real property, including an oil and gas lease, is void as to
a subsequent purchaser without notice of its existence. Id. at *4.
It was undisputed that Orca paid valuable consideration when the
letter of intent was executed and had no actual or constructive
notice of the GeoSouthern leases. The letter of intent, Orca
argued, constituted a conveyance of equitable title to the leases.
Id. GeoSouthern and its assignees disagreed that the letter of
intent conveyed a property interest entitling Orca to claim bona
fide purchaser status, apparently taking the position that one
cannot be a bona fide purchaser without acquiring legal title. The
GeoSouthern lessees also argued that the terms of the letter of
intent precluded Orca’s claiming to be a bona fide purchaser
even if it were considered to have conveyed Orca an interest in
the land. Id. at *5.

Because the letter of intent provided that the lessor would
not warrant title, the court declared, it was equivalent to a
quitclaim deed. “[A] party acquiring property under a quitclaim
deed,” it went on, “is not eligible to claim bona fide purchaser
status because it is charged with notice of title defects as a matter
of law.” Id. The trial court had therefore not erred in granting
summary judgment to the earlier lessees; it was unnecessary for
the court to determine whether the letter of intent vested Orca
with equitable title of a character that might support bona fide
purchaser status.

In its original opinion the court had seemed to rely almost
entirely on Black’s Law Dictionary and its definition of a
quitclaim deed as authority for its holding. In its opinion on
rehearing it added Geodyne Energy Income Production Partner-
ship I-E v. Newton Corp., 161 S.W.3d 482 (Tex. 2005), a case in
which a grantee’s status as a bona fide purchaser without notice
was not an issue. Answering Orca’s contention, which is amply
supported by a large body of authority, that “a disclaimer of
warranty ‘does not transform an instrument into a quitclaim
deed,’” the court offhandedly dismissed Orca’s citation of “three
nineteenth-century Texas Supreme Court cases,” noting that
those cases “merely stand for the proposition that the absence of
a warranty of title will not by itself preclude bona fide purchaser
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status.” Orca Assets, 2015 WL 233670, at *5. “[I]n deciding
whether an instrument is a quitclaim deed,” the court observed, 
“[Texas] courts look to whether the language of the instrument,
taken as a whole, conveyed the property itself or merely the
grantor’s rights.” Id. at *6 (quoting Chesapeake Exploration,
L.L.C. v. Valence Operating Co., No. H-07-2565, 2008 WL
4240486, at *8 (S.D. Tex. Sept. 10, 2008); Geodyne, 161
S.W.3d at 486). “[C]onsidering the unequivocal language of the
entire Letter of Intent,” the court concluded, it was “left with no
doubt that the parties intended to convey, if anything, ‘merely the
grantor’s rights’ in the specified properties. Accordingly, it [was]
equivalent to a quitclaim deed for purposes of [the court’s]
analysis.” Id.

What aspects of the “entire Letter of Intent” led the court to
its conclusion? That remains a mystery. The court’s opinion
points out nothing whatever in the letter’s contents other than
that the agreed lease form would not warrant title. If, as the court
acknowledged, absence of a warranty does not “by itself”
preclude bona fide purchaser status, Orca and others considering
instruments that might be construed as quitclaims deserve some
explanation of what exactly does preclude that status.

JUDGMENT AGAINST DRILLING CONTRACTOR FOR LOSS OF

WELL REVERSED

Energico Production, Inc. (Energico) hired Cactus Well
Service, Inc. (Cactus) on an oral day-work contract to continue
the drilling of Energico’s well in Terrell County, Texas, that had
already been drilled to 12,180 feet. A pipe failure occurred after
Cactus had drilled 294 feet of the additional 820 feet that
Energico desired to drill. After dismissing Cactus, Energico
spent over $2 million more in an unsuccessful effort to salvage
the hole, having already incurred almost $9 million in drilling
costs. Blaming Cactus for the loss of the well, Energico filed suit
for breach of contract, negligent misrepresentation, and negli-
gence. Based on jury findings that Cactus had breached its
contract, had made a negligent misrepresentation, and had been
negligent, the trial court awarded damages to Energico in the
amount of the expenses Energico incurred in attempting to
salvage the well, less offsets. In Cactus Well Service, Inc. v.
Energico Production, Inc., No. 02-13-00186-CV, 2014 WL
6493231 (Tex. App.—Fort Worth Nov. 20, 2014, no pet. h.)
(mem. op.), supplemented, 2015 WL 293840 (Tex. App.—Fort
Worth Jan. 22, 2015) (mem. op.), the court of appeals reversed
the judgment for Energico, rendering judgment that it take
nothing.

The court’s supplemental opinion is dispositive. In answer-
ing the damages questions regarding Energico’s breach of
contract and negligence claims, the jury found that the reason-
able value of the well immediately before the incident was
“$0.00.” 2015 WL 293840, at *1. “The applicable measure of
damages for the destruction of an oil well that can be repro-
duced,” the court pointed out, “is the lower of (1) the reasonable
cash market value of the well immediately before the incident or
(2) the cost of reproducing the well with a new well equipped
like the old well, less any salvage value of the old well.” Id.
Because the jury found that the value of the well immediately
before the incident was zero—a finding Energico did not

attack—Energico could not recover on its claims for breach of
contract or negligence. Id.

AGREEMENT REQUIRING NONOPERATOR TO PAY ITS SHARE

OF DRILLING COSTS MEANT WHAT IT SAID

Kilgore Exploration, Inc. v. Apache Corp., No. 01-13-
00347-CV, 2015 WL 505275 (Tex. App.—Houston [1st Dist.]
Feb. 5, 2015, no pet. h.) (mem. op.), affirmed the trial court’s
judgment, following a jury trial, awarding Apache Corporation
(Apache), the operator of an offshore well drilled and completed
as a dry hole, damages against Kilgore Exploration, Inc.
(Kilgore), a nonoperating working interest owner, for Kilgore’s
failure to pay all of its share of the cost of drilling the well.

Apache and Kilgore entered into a participation agreement
under which the well ultimately drilled and completed as a dry
hole was called the “Required Well.” The agreement expressly
provided that each “participant” agreed to “participate in and
bear its respective share of costs and expenses associated with
the timely drilling of the Required Well,” allocating those costs
and expenses 85% to Apache and 15% to Kilgore. Id. at *1. It
also provided that Apache would, before commencement of
operations, provide Kilgore a preliminary and then final authori-
zation for expenditure (AFE), with an advance billing for
Kilgore’s “estimated dry hole cost.” Id. Finally in a section
labeled “Liability,” the agreement broadly provided that the
participants would “share and assume their respective prorata
shares . . . of any and all . . . expenses . . . directly or indirectly
arising out of or related to [Apache’s] . . . operations . . . hereun-
der,” except for those attributable to Apache’s gross negligence
or willful misconduct. Id. at *2.

Apache delivered Kilgore the preliminary and final AFEs
and an advance billing for Kilgore’s share of estimated dry hole
costs in the amount of Kilgore’s 15% of $3,477,465, which
Kilgore paid. Apache commenced operations on September 6,
2008, with a drilling rig towed to the well’s offshore location.
Two days later Hurricane Ike forced the evacuation of the rig,
and after the storm and work to return the rig to operational
status, drilling did not begin until September 24, 2008. The well
was plugged and abandoned as a dry hole on October 3, 2008,
but because additional recovery work was necessary, Apache
was unable to release the rig until October 20. Id. The cost
Apache incurred for additional standby time and day rates
beyond its AFE estimate amounted to $3,839,061, for which
Apache billed Kilgore its 15% share. Kilgore refused to pay, and
Apache filed suit for breach of contract. Kilgore counterclaimed
that Apache had breached the contract by failing to issue re-
quired AFEs and charging for unauthorized expenses and that
Apache had been grossly negligent in taking possession of the
drilling rig with a hurricane coming. Id. at *3.

Kilgore’s principal argument was that the costs attributable
to Hurricane Ike were not among the drilling costs the agreement
required it to pay. The court disagreed. The AFE was plainly
only an estimate of the anticipated dry-hole costs, and omission
of storm-related expenses did not preclude Kilgore’s liability for
them. The agreement unambiguously required Kilgore to pay its
share of “any and all” costs and expenses associated with the
drilling of the well, the court concluded, including the storm-
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related expenses. Id. at *7. The jury having returned a finding
that Apache had not been grossly negligent in its taking posses-
sion of the rig in the face of the hurricane, Kilgore had breached
the contract when it failed to pay. Id. at *8.

MINERAL SUBCONTRACTORS’ LIENS HELD TO ENTITLE

THEM TO INTERPLEADER FUNDS AGAINST CONTRACTOR’S

BANKRUPTCY TRUSTEE

In re T.S.C. Seiber Services, L.C., 771 F.3d 246 (5th Cir.
2014), decided a dispute between the Chapter 7 bankruptcy
trustee of T.S.C. Seiber Services, L.C. (Seiber), a general
contractor engaged by Encana Oil & Gas (USA) Inc. (Encana) to
lay a gas pipeline in Robertson County, Texas, and two subcon-
tractors, Holt Texas, Ltd. (Holt) and Transamerica Underground
Limited (TAUG), suppliers of machinery and pipe, respectively,
for the project.

Encana’s contract with Seiber provided that if a subcontrac-
tor notified Encana that it had not been paid by Seiber, Encana
would withhold all further payments to Seiber. After Encana had
paid half of the contract amount to Seiber, “TAUG notified
EnCana that it was not being paid and, under Texas law, would
look to EnCana for payment of the [remaining] $96,300 that
TAUG claimed it was owed.” Id. at 248. Encana thereupon filed
an interpleader in federal district court, naming Seiber and its
subcontractors as defendants, and deposited $345,000 into the
court’s registry, disclaiming any interest in the funds. Id. The
next month Seiber filed a voluntary petition for relief under
Chapter 11 of the Bankruptcy Code, which was quickly con-
verted to a Chapter 7 petition, and the interpleader action was
eventually transferred to the bankruptcy court. Id. at 249. After
Encana’s filing, Holt notified Encana that it had not been paid
and would look to Encana for payment of the $207,480.80 it was
owed. Then, within the period allowed by the Texas statutes,
both TAUG and Holt filed affidavits claiming liens against
Encana’s pipeline under chapter 56 of the Texas Property Code.
After the bankruptcy court rejected TAUG’s and Holt’s claims to
the funds deposited by Encana and instead granted summary
judgment to Seiber’s bankruptcy trustee on the basis that the
funds had become property of the bankruptcy estate, and the
bankruptcy court’s judgment was upheld by the district court,
TAUG and Holt appealed. Id. The court of appeals vacated the
district court’s order.

Property Code chapter 56, the court of appeals noted,
affords a mineral subcontractor a lien to secure payment for
labor or services related to mineral activities, but the liability of
the property owner is limited to “the amount that the owner owes
the original contractor when the notice [of nonpayment to
subcontractors] is received.” Id. at 251 (alteration in original)
(quoting Tex. Prop. Code Ann. § 56.043). This statutory safe
harbor for owners refers to the amount owed at the time of the
notice, not at the time the subcontractor’s lien affidavit is filed,
the court went on. Id. Thus, because post-bankruptcy-petition
lien perfection is allowed by the Bankruptcy Code, it held,
TAUG held a valid chapter 56 lien. Id. at 251–52.

Holt was likewise entitled to a valid lien against Encana’s
property, according to the court, although it had not notified
Encana of its claim until after Encana had deposited the entire
amount due under its contract with Seiber into the court registry.

Id. at 252. Encana’s deposit had not satisfied its liability to
Seiber and transferred legal possession of the fund to Seiber and
the bankruptcy estate, as the bankruptcy court and the district
court had apparently believed, relieving Encana of any further
duty to the court or the parties. Id. at 253. Indeed, the court of
appeals pointed out, the bankruptcy court did not order Encana
discharged until more than two years later. Id.

The court finally determined that it need not address the
bankruptcy trustee’s contention that under chapter 56 the subcon-
tractors’ liens could extend only to Encana’s pipeline and not to
the monetary funds. It seemed, the court observed, that a mineral
lien meant to secure payment should extend to funds owed the
prime contractor and deposited specifically to satisfy subcontrac-
tors’ claims. Id. The bankruptcy court had, in any event, sepa-
rately entered an order discharging Encana and holding that any
properly perfected mineral liens held by Holt and TAUG were
transferred to the interpleader funds, and that order had not been
appealed. Id.

W E S T  V I R G I N I A  —  

O I L  &  G A S  /  M I N I N G
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—  R E P O R T E R  —

WEST VIRGINIA SUPREME COURT OF APPEALS ESTABLISHES

DISTINCTION BETWEEN COMMON-LAW “MINING

PARTNERSHIP” AND “PARTNERSHIP IN MINING”; PARTIES

CAN ACQUIRE INTERESTS IN “PARTNERSHIPS IN MINING”
WITHOUT SATISFYING STATUTE OF FRAUDS

In response to a certified question from the U.S. Court of
Appeals for the Fourth Circuit, the West Virginia Supreme Court
of Appeals held that a person can acquire an interest in a
common-law mining partnership only by means of a conveyance
that satisfies the statute of frauds, but a person can acquire
an interest in a general partnership (as defined by the West
Virginia Revised Uniform Partnership Act (RUPA), W. Va. Code
§§ 47b-1-1 to -11-5) that is engaged in the business of mining and
that owns and operates oil and gas leases, even though the person
cannot produce an instrument conveying the interest that would
satisfy the statute of frauds. See Valentine v. Sugar Rock, Inc.,
766 S.E.2d 785 (W. Va. 2014). The court’s decision hinges on the
distinction between a common-law mining partnership and a
general partnership engaged in the business of mining.

In the 1950s, four partnerships obtained oil and gas leases on
four separate parcels in Ritchie County, West Virginia and drilled
wells on each of the parcels. In the late 1950s, Clifton Valentine
purchased interests in the four partnerships, although the transfers
were not in writing. Id. at 788. At least nine other parties similarly
purchased interests in the four partnerships. Id. at 790. In 1999,
Sugar Rock, Inc. (Sugar Rock) acquired the majority interest in
the four partnerships. Id. at 788. In 2010, Valentine sued Sugar
Rock in the U.S. District Court for the Northern District of West
Virginia, alleging that Sugar Rock had not properly accounted for
the income and production expenses for the wells it operated and
that it had breached its duty of good faith and fair dealing toward
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the partners in the four partnerships. Id. At the same time, the
other nine parties filed a class action suit against Sugar Rock in
the Circuit Court of Ritchie County, West Virginia. Id. at 790.

The federal district court granted summary judgment to Sugar
Rock and held that the four partnerships were common-law
mining partnerships and that, under West Virginia law, interests
in such partnerships could only be acquired by written conveyance
since a mining partnership interest is essentially an interest in an
oil and gas lease. Id. at 789–90. Valentine appealed to the Fourth
Circuit. At the same time, the state circuit court granted partial
summary judgment in favor of nine other people who had sued
Sugar Rock. Id. at 790. In that case, the circuit court agreed that
the interests in question were interests in a general partnership and
that the plaintiffs did not have to satisfy the statute of frauds to
establish their claim of ownership. Id.

In light of apparent conflict between the federal and state trial
courts, the Fourth Circuit certified a question to the West Virginia
Supreme Court of Appeals. Id. In answering the question, the
supreme court of appeals reiterated that, under West Virginia law,
a common-law mining partnership arises when two or more
parties cooperate to jointly operate their separately owned
interests in an oil and gas lease or mine. Id. at 796 (citing Childers
v. Neely, 34 S.E. 828, 828 (W. Va. 1899)). Without some form of
concurrent ownership, there is no common-law mining partner-
ship. Id. at 797 (citing Clarence A. Brimmer, “Mining Partner-
ships,” 15 Rocky Mt. Min. L. Inst. 85, 88 (1969)). Since a mining
partnership requires that the partners must own an interest in
minerals and work together to extract them, interests in a mining
partnership must be conveyed by a written instrument that will
satisfy the statute of frauds. Id. at 798.

On the other hand, if a general partnership acquires oil and
gas leases, it is not, by itself, a common-law mining partnership,
since there is no second party with which it can unite and work
together to mine the minerals. Under the West Virginia Revised
Uniform Partnership Act, an oral partnership agreement to carry
on a business that owns and operates oil and gas leases is not
within the statute of frauds and is otherwise enforceable. Id.
at 802.

Editor’s Note: The reporter’s law firm represented Sugar
Rock, Inc. in this case.

COURT FINDS THAT COMPANIES DID NOT FRAUDULENTLY

INDUCE MINERAL OWNERS TO SIGN OIL AND GAS LEASES;
REJECTS MINERAL OWNERS’ REQUEST TO RESCIND LEASES

AS UNCONSCIONABLE

In 2007, Belmont Resources, LLC (Belmont) engaged
Magnum Land Services, LLC (Magnum) to acquire oil and gas
leases in Preston County, West Virginia. See Barber v. Magnum
Land Servs., LLC, Nos. 1:13-cv-00033 et al., 2014 WL 5148575
(N.D. W. Va. Oct. 14, 2014). The leases were to provide for a
12.5% royalty and Magnum was authorized to pay the lessors $25
per net mineral acre in lease bonus. Id. at *1. Magnum acquired
the leases in its own name and then later assigned them to
Belmont, even though Belmont would pay for the lease bonuses.
Belmont, in turn, assigned the leases to Enerplus Resources
(USA) Corp. (Enerplus) in 2010. Id. at *2.

After signing the leases, the lessors discovered that other
mineral owners had leased their minerals for significantly greater
lease bonuses. Id. The lessors also discovered that, in the course
of negotiating the leases, some of Magnum’s landmen had raised
the possibility that the gas underlying unleased parcels could be
drained by wells drilled on adjacent leased parcels. Id. While the
landmen usually described the realities of the rule of capture to
the lessors, some of the lessors testified that the landmen told
them that the gas underlying their land could be drained from the
tract by means of a deviated well drilled from an adjacent parcel.
Id. at *5. In letters sent by counsel to Magnum, the lessors
complained that they had been paid “embarrassing [sic] low
amounts for their valuable oil and gas rights after being threatened
with the loss of their natural gas if they did not sign the leases.”
Id. at *2.

In 2012, the lessors sued Magnum, Belmont, and Enerplus in
the Circuit Court of Preston County, asserting claims for fraud in
the inducement, civil conspiracy between Magnum and Belmont,
and rescission of the leases due to unconscionability. The
defendants removed the case to the U.S. District Court for the
Northern District of West Virginia. Id.

In granting the defendants’ motion for summary judgment,
the court found that out of 129 plaintiffs, only four had testified
that they had relied upon statements from landmen regarding
deviated wells before deciding to lease their minerals. Id. at *5–6.
And even in those four instances, the court found that “none
of the plaintiffs was justified in relying on such a blatant
misrepresentation of the law of trespass and conversion,” and held
that no reasonable person would have signed a lease after hearing
such a statement without first investigating the validity of the
claim or consulting with someone knowledgeable about the oil
and gas industry. Id. at *6.

The court also rejected all of the lessors’ argument for
rescission, noting that the lessors had not returned, nor offered to
return, the thousands of dollars in bonus payment they had
received. As a matter of equity, the court stated that it “would be
hard-pressed to rescind the leases while permitting the plaintiffs
to keep their substantial bonus payments.” Id. at *10. Even if the
mineral owners had returned the money, the court held the leases
were not unconscionable, since, from a procedural standpoint, at
the time the leases were taken the plaintiffs had only two available
choices: (1) lease with Magnum and accept the bonus money; or
(2) refuse to sign with Magnum and earn nothing. Id. From a
substantive standpoint, the court rejected the lessors’ argument
that leases that only provide for a 12.5% royalty are unconsciona-
ble since such royalty has, at times, been considered standard in
the oil and gas industry in West Virginia and state permitting rules
require the payment of a minimum 12.5% royalty in order to
obtain a drilling permit. Id. at *11. Likewise, the court rejected the
argument that the bonus payments were unconscionably low
simply because Belmont realized a gross profit of around $1,666
per net mineral acre when it assigned the leases to Enerplus,
noting that “per se inequity [does not result] simply because a
company’s profits do not bear a certain proportional relationship
to its purchase costs.” Id.

The court also held that the lessors’ claims for fraud in the
inducement were time-barred by the statute of limitations, while
their claim for rescission was barred by laches, since more than
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four years had passed between the signing of the leases in 2007
and 2008 and the filing of the lawsuit in 2012. Id. at *7, 12.

Editor’s Note: The reporter’s law firm represented Magnum
Land Services, LLC in this case.

C A N A D A  —  O I L  &  G A S

V I V E K  T . A .  W A R R I E R

A A R O N  F .  R A N K I N

—  R E P O R T E R S  —

INTERPRETATION OF GROSS NEGLIGENCE UNDER THE 2007
CAPL OPERATING PROCEDURE

Overview

The decision in Bernum Petroleum Ltd. v. Birch Lake Energy
Inc., 2014 ABQB 652, is of particular interest to parties whose
agreements incorporate the Canadian Association of Petroleum
Landmen (CAPL) 2007 Operating Procedure (2007 CAPL) and,
more generally but with less direct application, whose agreements
invoke the concept of gross negligence as a threshold for operator
liability. The decision in Bernum interprets the meaning of “Gross
Negligence or Wilful Misconduct” in the 2007 CAPL and
comments on that standard’s context within the oil and gas
industry. The decision also indicates that the contractual exclusion
in 2007 CAPL of a nonoperator’s right to set-off any claims
against the operator against operating costs will be enforced even
in the face of claims of gross negligence, wilful misconduct,
and/or breach of fiduciary duty that give rise to triable issues. A
notice of appeal to the Alberta Court of Appeal has been filed
from the judgment.

Background

Bernum Petroleum Ltd. (Bernum) and Birch Lake Energy
Inc. (Birch Lake) were parties to a joint operating agreement
that governed the drilling of horizontal wells on certain petro-
leum and natural gas leases. 2014 ABQB 652, para. 2. Bernum,
as operator, could propose independent operations, and Birch
Lake could elect to participate and bear associated costs to the
extent of its 40% working interest. Id. para. 3. Birch Lake was
served with and approved independent operations notices and
corresponding authorizations for expenditure in respect of two
wells. One of the wells successfully went on production while the
other failed and was abandoned. Id. paras. 22–26. When Birch
Lake was cash called for its contribution, it refused payment and
took the position that Bernum had been grossly negligent. Id.
paras. 27–28.

Bernum sued for the debt and applied for summary judgment.
Birch Lake counterclaimed, alleging that Bernum had been
grossly negligent in respect of the drilling of the wells. Id.
para. 40. It further alleged that in respect of Bernum’s handling of
the leases, which had been allowed to expire and then re-leased on
Bernum’s own account, Bernum had been grossly negligent, or
had wilfully misconducted itself or breached its fiduciary duty. Id.
para. 57. Birch Lake sought equitable set-off of its debt against its
far greater claim for damages in connection with these claims. See
id. para. 89.

The Master at first instance and the Justice who heard
the appeal de novo granted Bernum summary judgment for
Birch Lake’s debt and held that gross negligence had not been
proved in respect of drilling. However, both held that Birch
Lake’s counterclaim for damages in respect of Bernum’s lease
management should proceed to trial. On appeal, the Court of
Queen’s Bench of Alberta held that the 2007 CAPL precluded
Birch Lake from claiming set-off and declined to stay the
judgment against Birch Lake pending determination of its
counterclaim.

Reasoning and 2007 CAPL Interpretation

No Triable Issue Regarding Gross Negligence in the
Drilling of the Wells. The 2007 CAPL shields operators from
liability except in cases of “Gross Negligence and Wilful
Misconduct” and contractually defines this standard, which
previous versions of the industry agreement did not do. The
definition refers to an act or omission “that was intended to cause,
or was in reckless disregard of, or wanton indifference to,
[certain] harmful consequences . . . which the person acting or
failing to act knew (or should have known) would result . . . .” Id.
para. 31 (quoting 2007 CAPL § 1.2). The definition excludes
things “done or omitted in accordance with the express
instructions or approval of all Parties, insofar as the [thing] . . .
was inherent in those instructions or that approval.” Id. (quoting
2007 CAPL § 1.2).

Birch Lake submitted that a number of aspects of Bernum’s
drilling amounted to gross negligence. In particular, it argued that
the drilling mud system was problematic and that to use it on
the parties’ second well after the first had failed was grossly
negligent. Id. para. 40.

After a review of authority, the court held that the “[t]he
definition of gross negligence in the CAPL and the case law
all point to a degree of intentionality . . . .” Id. para. 48. Although
the judgment also invokes standards that seem to lack a mental
element (e.g., “a very marked departure from the standard
expected of an operator”), the court appears to have accepted that
“intentionality or conscious indifference” is necessary to ground
gross negligence and wilful misconduct. Id. paras. 51, 55.
Whether this reasoning will be followed in cases outside the
2007 CAPL context remains to be seen.

The court noted that a gross negligence analysis is fact-
and context-specific, and suggested that evidence of industry
practice would have assisted. On the record before it, the court
could not find that “utilization of a different mud system would
have led to a different result” and was unclear “what process
Bernum should have used to avoid the delays and loss of
production in question.” Id. paras. 49, 50. Further, the court noted
that Birch Lake had been kept informed by Bernum and had only
belatedly raised objections to the drilling operation. Id. para. 48.

Set-off Not Available to Birch Lake Due to 2007 CAPL
Exclusion. As noted, Birch Lake’s claim for damages was held to
be appropriate for trial. The court overturned a stay of Bernum’s
judgment pending determination of Birch Lake’s counterclaim on
the basis of equitable set-off. The court applied a provision of the
2007 CAPL that empowers an operator to maintain actions against
a nonoperator for unpaid amounts and interest “as if those
payment obligations were liquidated demands payable on the date
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they were due to be paid, without any right of that Non-Operator
to set-off or counter-claim.” Id. para. 91 (quoting 2007 CAPL
§ 5.5(B)(d)). To resist this outcome, Birch Lake submitted, inter
alia, that the parties had not intended to exclude set-off in cases of
gross negligence and breach of fiduciary duties, and that such an
interpretation was unconscionable. Id. paras. 98–100. However,
the court held that the 2007 CAPL affords an operator “expedited
and enhanced remedies not available to an ordinary creditor,”
which reflects “the high risk and high reward world of oil and gas
exploration.” Id. paras. 94, 95. While acknowledging that a
nonoperator can pursue claims against an operator sounding in
gross negligence or wilful misconduct, the court concluded that
“such claims cannot be raised as a means to refuse or delay
payment of operating costs due and owing.” Id. para. 104.

V I V E K  T . A .  W A R R I E R

A L E X  M A C D O N A L D

—  R E P O R T E R S  —

UNREASONABLY WITHHOLDING CONSENT UNDER

1990 CAPL OPERATING PROCEDURE

Overview

In IFP Technologies (Canada) v. Encana Midstream &
Marketing, 2014 ABQB 470, the court clarified for the first time
the circumstances in which a party that waives its right of first
refusal under article 24 of the 1990 CAPL Operating Procedure
(1990 CAPL) may reasonably withhold its consent to a disposi-
tion of the operator’s interest.

Background

IFP Technologies (Canada) Inc. (IFP) purchased an unusual
working interest in a heavy-oil field from Encana Midstream
and Marketing’s corporate predecessor, PanCanadian Resources
(collectively, Encana). The field was being developed with
conventional production, but it may have been a candidate
for enhanced production by steam-assisted gravity drainage
(SAGD) or other enhanced recovery methods. The agreements
between the parties limited IFP’s working interest to thermal and
enhanced production, with no benefit accruing to IFP for primary
production. See id. para. 33. The agreements did not require
Encana to undertake enhanced recovery operations.

In the early 2000s, Encana decided to pursue larger
scale SAGD projects elsewhere and put the field up for sale.
Article 24 of the 1990 CAPL addresses the disposition of
working interests. See id. para. 110. It stipulates that other
interest holders be granted a right of first refusal before any
party can dispose of its interest. The disposing party must
additionally obtain the other party’s consent, and such consent
cannot be “unreasonably withheld.” Id. para. 111.

Encana sent IFP a right of first refusal pursuant to the
1990 CAPL prior to finalizing the sale of its interest. Id.
para. 49. IFP waived its right of first refusal, but withheld its
consent on the basis that the disposition would be detrimental
to its working interest, since the purchaser intended to develop
the field only through conventional production and did not
have the technology to pursue enhanced recovery. Id. para. 52.

Despite IFP’s objection, Encana transferred its interest to the
purchaser, providing an indemnity for IFP’s non-consent. Id.
para. 53.

As expected, the purchaser proceeded with primary produc-
tion after the disposition, leading IFP to sue Encana for breach of
contract in the amount of $45 to $70 million. IFP contended that
the purchaser’s primary production would ruin the prospect for
thermal development, thereby substantially diminishing the value
of IFP’s minority working interest. In response, Encana argued
that IFP’s consent had been unreasonably withheld. Id. para. 112.

Key Issues and Reasoning

Did IFP Act Unreasonably in Withholding Its Consent to
Encana’s Proposed Disposition of Its Interest? The court
accepted the argument advanced by Encana’s counsel that IFP
acted unreasonably in withholding its consent. In doing so, the
court outlined a number of principles that will be relevant to
future cases involving withheld consent. For example, it stated
that the exercise before it involved “examining all the circum-
stances, including the commercial realities of the marketplace, the
status quo under the agreements, the economic impact of the
assignment and all other relevant factors . . . .” Id. para. 166.

In assessing these circumstances, the court did not find any
relevant oil and gas jurisprudence and so adopted several legal
principles from the landlord-tenant context, in particular that:

(1) “[t]he burden of proof is on the party asserting consent
was unreasonably withheld”;

(2) “[t]he party whose consent is required is entitled to base
its decision on its own interests alone”;

(3) “[a] party must not refuse consent where such refusal is
calculated to achieve a collateral purpose, or benefit, not
contemplated by the original contract”; and

(4) “[w]hether a person has acted reasonably in withholding
consent depends on all the factual circumstances.”

Id. paras. 153–56.

The court found that the status quo under the agreements
imposed no obligation on Encana to undertake thermal operations,
nor to protect the viability of such operations by refraining from
primary production. Id. para. 198. Any expectations to the
contrary were held unilaterally by IFP and not objectively
reasonable in light of the agreements. On the contrary, IFP had
previously permitted Encana to resume primary production on
several preexisting wells in order to avoid abandonment liabilities.
If IFP had wished to restrict primary production, it should have
incorporated such a restriction into the contract.

The court concluded that IFP was not prejudiced by the
disposition, since the purchaser did not acquire any rights under
the agreements not already held by Encana. It remarked that “it
was unreasonable for IFP to object to the disposition to [the
purchaser] on the grounds [the purchaser] would undertake
something [Encana] was entitled to do and in fact was doing.” Id.
para. 198. This suggests that withholding consent will be
unreasonable whenever the withholding party stands to receive as
much under the proposed disposition as it would have under the
original agreement.

What Were the Consequences of IFP Unreasonably With-
holding Its Consent? The court held that, as a result of IFP’s
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unreasonable withholding of consent, Encana was freed from the
consent requirement. Id. para. 216. In other words, the unreason-
able withholding of consent will vitiate the requirement that a
party obtain consent prior to disposing of its working interest.

The court also considered whether the purchaser had been
properly novated into the agreements, since novation without
consent is not possible at law. It reasoned that the CAPL 1993
Assignment Procedure, incorporated as a schedule to one of
the agreements, contractually modified the law. Its effect was
to make novation valid so long as “all prohibitions, limitations
or conditions (such as . . . a requirement for prior consent
from Third Party) applying to the Assigned Interest have been
complied with and satisfied pursuant to the Agreement.” Id.
para. 218. Having already concluded that the consent require-
ment was not breached in this case, the court had no problem
holding that Encana had complied with the assignment procedure
and that the purchaser had thus been properly novated. Id.
para. 219.

Effect of Contractual Limitation of Liability. The agreements
between the parties contained a clause limiting Encana’s liability
to $16 million in respect of any claims made by IFP. Since the
court resolved the case in Encana’s favour, it considered this
clause in the alternative, confirming that limitation of liability
clauses will be held enforceable in the absence of uncon-
scionability, oppression, or public policy reasons suggesting the
clause should be ignored. Id. para. 405. This is particularly true
where the contract has been negotiated by sophisticated business
entities. Although not surprising, the court’s conclusion provides
added confidence in the validity of limitation of liability clauses,
which are common in oil and gas contracts.

Significance

Going forward, this case signifies that the court will look at
all the circumstances and undertake a contextual analysis to
determine whether a party has unreasonably withheld consent
under the 1990 CAPL. This case is currently under appeal.
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