
l 

Forty-First Annual 
Institute on Oil and Gas 

Law and Taxation 

Reprinted from the Proceedings of the Southwestern Legal 
Foundation Forty-First Annual Institute on Oil and Gas uiw 
and Taxation 

Copyright © 1990 by Matthew Bender & Company, Inc. 
New York, New York 

...,___, 

zzjtodwo
Text Box



.~ 
I
)
 

,y
-

,l
 

' 



CHAPTER 1 

Developments in Nonregulatory Oil and 
Gas Law: 

Relationships, Contracts, Torts, and the 
Basics 

DAVID E. PIERCE 

Professor of Law 
Washburn University School of Law 

Topeka, Kansas 

Synopsis 

§ 1.01. Introduction. 
[II Integrating Traditional Contract, Property, and Tort Law 

Concepts. 
[21 Applying Tort Principles to Relationships Created by 

Contract and Property Law. 

[31 Settled Principles Applied to Perennial Problems. 

§ I.02. Relationships-From Arm's Length to Fiduciary. 
[II Relationships Created by Conveyance: Executive and 

Nonexecutive. 
[al Cases Distinguishing Manges v. Guerra. 
[bl Cases Interpreting Manges v. Guerra. 

[21 Relationships Created by Contract: Operator and 
Nonoperator. 

§ 1.03. Contracts: Formation, Interpretation and Administration. 
[II The U.C.C. and the Gas Sales Contract. 

[al Formation. 
[bl Deregulation. 
[c] Performance. 
[di Damage Calculations. 

1-1 



§ 1.01 OIL & GAS LAW & TAXATION 1-2 

[21 The Take-or-Pay Scoreboard. 
[a) Force Majeure. 

[bl NGPA Price Ceilings. 

[cl Specific Contract Limitations. 
[d) Waiver and Estoppel. 

[3) The Assignment. 
[a) New Problems for the Conditional Assignment. 
[bl Accidental Lease Termination and Nonoperating 

Interests. 
[4) The Division Order. 

[a) Obligation To Sign. 
[bl Searching for a Theory. 
[cl Impact of the Division Order. 

§ 1.04. Oil Patch Torts. 
[I) Conversion. 

(a) Your Gas: Cotenant Asserts Marketed Gas Belongs 
to Other Cotenants. 

(bl My Gas: Cotenant Asserts Ownership in a 
Proportionate Share of the Marketed Gas. 

(cl Somebody Else's Gas: Gas Purchaser Asserts It Is 
Not Taking a Cotenant's Gas. 

(2) Negligence. 

§ 1.05. The Basics: Surface Use Disputes. 

§ 1.06. The Basics: Defining "Minerals." 

§ 1.07. The Basics: Interpreting the Oil and Gas Lease. 
(1) Royalty Clause: Take-Or-Pay Benefits. 
(2) lmpijed Covenant To Market: Gas Transactions. 
(3) Implied Covenant To Develop: Exploration. 
(4) Express Lease Covenants: Assignment Restrictions. 
(5) Proportionate Reduction Clause. 

§ 1.08. Conclusion. 

§ 1.01. Introduction. 

Cases reported in 1989 indicate three basic trends continue 
to dominate the development of oil and gas jurisprudence. The 
first trend is the intensifying process of reuniting the "law of 
oil and gas" with traditional contract, property, and tort law 
principles. The second trend is defining the role tort law should 
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play in policing relationships created and defined by contract 
and property law. The third trend is merely a continuation of 
the perpetual process of applying existing oil and gas law 
principles to recurring disputes under the oil and gas lease and 
mineral conveyances. 

[1] Integrating Traditional Contract, Property, and Tort 
Law Concepts. 

Oil and gas law has generally been viewed as a unique body 
of law, defying the ready transfer and application of contract, 
property, or tort principles. Perhaps our reluctance to seek 
answers from well developed common law principles stems 
from early unsuccessful attempts to interpret the oil and gas 
lease using traditional landlord and tenant law.1 Or maybe our 
reluctance is caused by inappropriate common law analogies 
which turned molecules of oil and gas into wild animals fleeing 
through the reservoir. 

Whatever the basis for the tendency to treat oil and gas issues 
as "special," and therefore not subject to general legal principles 
that govern other enterprises, as we enter the 1990s there is a 
distinct trend to resolve oil and gas disputes by applying 
traditional contract, property, and tort law.2 Perhaps this is due 
to the dominance of take-or-pay litigation, where courts and 
counsel have become accustomed to using the Uniform Com
mercial Code to define and resolve "oil and gas" contract 
problems.3 Or perhaps it can be explained by to the lack of 
"answers," from within the body of oil and gas law for such 

1 Courts continue to reject application of landlord/tenant principles to the 
oil and gas lease. E.g, Kepple v. Fairman Drilling Co., 551 A.2d 226, 103 
0. & G.R. 285 (Pa. Super. 1988) (rejecting landlord/tenant analogies, court 
held oil and gas lessee was not estopped from questioning the title of its 
lessor). 

2 See, e.g., Flying Diamond Oil v. Newton Sheep Co., 776 P.2d 618, -
0. & G.R. - (Utah 1989) (applying traditional property law analysis to 
determine whether obligation to pay 2.5 percent royalty to surface owner was 
a covenant running with the land). 

3 See, e.g., Kaiser-Francis Oil Co. v. Producer's Gas Co., 870 F.2d 563, 
- 0. & G.R. - (10th Cir. 1989). 
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nagging problems as gas balancing 4 and rights associated with 
division orders.5 

Even though the trend may be to look to traditional contract, 
property, and tort law doctrines to evaluate oil and gas disputes, 
courts will still reject the traditional when it does not make 
sense in an oil and gas context. For example, in Holman v. 
State6 the court held that reserving an overriding royalty when 
transferring an oil and gas lease does not create a "sublease" 
as opposed to an "assignment." The court noted that it made 
little sense to apply the traditional common law sublease/ 
assignment distinction to oil and gas transactions.7 Therefore, 
the court fashioned a rule which required the transfer document 
to expressly disclose an intent to create a sublease; otherwise 
the transfer would be deemed an assignment.8 Jurisdictions that 
apply the traditional sublease/assignment dichotomy to oil and 
gas transactions continue to struggle with its inadaptability to 
the oil and gas context.9 

(2) Applying Tort Principles to Relationships Created by 
Contract and Property Law. 

Courts deciding oil and gas disputes have been invited, by 
the plaintiff's bar, to apply tort principles to the relationships 
parties have created by their contracts and conveyances. The 
invitation has been made in two forms. 

4 See generally Anderson v. Dyco Petroleum Corporation, 782 P.2d 1367, 
- 0. & G.R. - (Okla. 1989) (court applied a cotenancy analysis to resolve 
gas balancing problems). 

5 The division order is one area where the courts have consistently failed 
to apply basic contract and property law principles to evaluate the issues. 
See Pierce, "Resolving Division Order Disputes: A Conceptual Approach," 
35 Rocky Mt. Min. L. Inst. 16-1 (1989). See generally Hull v. Sun Refining 
& Marketing Co., 60 Okla. B. J. 2358 (Sept. 26, 1989) (opinion subject to 
revision or withdrawal until published in the national reporter system) and 
Murdock v. Pure-Lively Energy 1981-A, 775 P.2d 1292, 104 0. & G.R. -
(N.M. 1989). 

6 438 N.W.2d 534, - 0. & G.R. - (N.D. 1989). 
1 Id. at 539, - 0. & G.R. at -. 
a Ibid. 
9 E.g., Willis v. International Oil & Gas Corp., 541 So.2d 332, 102 0. & 

G.R. 292 (La. App. 1989). 
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First, courts have been asked to apply tort principles when 
a party to a contract has acted in "bad faith." The "bad faith" 
usually consists of a willful breach of the contract, often cou
pled with varying degrees of wrangling by the nonperforming 
party to try to modify the existing contract.1° Courts have 
generally rejected this invitation and left the parties to their 
contract remedies.11 

However, the second form of invitation, the "relational 
contract" approach, has proven much more successful for the 
plaintiff's bar. The relational contract approach posits a special 
relationship between the parties which gives rise to fiduciary
like obligations and tort-like remedies, including punitive 
damages.12 The contract or conveyance may create a "relation
ship" between the parties giving rise to rights and obligations 
that transcend the contract or deed which brought the parties 
together.13 

[3] Settled Principles Applied to Perennial Problems. 

The more traditional types of oil and gas disputes continue 
to provide new insight as established doctrines are applied to 
contemporary problems. For example, appellate courts are just 

10 See, e.g., Zenith Drilling Corp. v. InterNorth, Inc., 869 F.2d 560, 102 
0. & G.R. 567 ( l 0th Cir. 1989) (intentional breach of drilling rig lease 
contract in an attempt to influence lessor to renegotiate contract terms does 
not constitute an independent willful tort). 

11 See generally Cambridge Oil Co. v. Huggins, 765 S.W.2d 540, 545, -
0. & G.R. -, - (Tex. App. 1989) ("Gross negligence for a breach of contract 
will not entitle an injured party to exemplary damages, even if the breach 
is intentional."). But see Huggs, Inc. v. LPC Energy, Inc., 889 F.2d 649, -
0. & G.R. - (5th Cir. 1989) (facts would support both a breach of contract 
and a tort claim for gross negligence in operating the well; court treats the 
negligent operation as a.n independent tort). 

12 E.g., Manges v. Guerra, 673 S.W.2d 180, 80 0. & G.R. 561 (Tex. 1984). 
13 Although the court held that the farmout agreement did not create a 

fiduciary relationship between the farmee and lessor, the court observed: "A 
fiduciary duty arises from the relationship of the parties and not from the 
contract." Cambridge Oil Co. v. Huggins, N.11 supra at 544, - 0. & G.R. 
at -. However, a contract between the parties can either give rise to the 
relationship or disclaim a relationship. See True Oil Co. v. Sinclair Oil Corp., 
771 P.2d 781, - 0. & G.R. -(Wyo. 1989) and Burg v. Ruby Drilling Co., 
Inc., 783 P.2d 144, - 0. & G.R. - (Wyo. 1989) (concurring opinion). 
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beginning to address the impact of the new gas market, and gas 
marketing regime, on the oil and gas lease relationship.14 Courts 
continue to evaluate the settled principles to determine whether 
they should be adopted in states without a relatively developed 
body of oil and gas law.15 Courts must also address the myriad 
factual situations and determine how they "fit" into the existing 
body of oil and gas law.16 There are also problems which seem 
never to go away, such as the relative rights of surface owners 
and mineral owners.17 

In each of these situations it is informative to see how the 
courts interpret and apply basic oil and gas law principles. This 
article focuses on situations where the "basics" are being ap
plied in new and interesting contexts, or where courts may have 
misapplied basic concepts. 

§ 1.02. Relationships-From Arm's Length to 
Fiduciary. 

The common law offers only limited protection to parties 
who enter into contracts and conveyances in an "arm's length" 
transaction.18 Unless it is tainted by conduct which rises to the 

14 See, e.g., Shelton v. Exxon Corp., 719 F. Supp. 53 7, - 0. & G.R. -
(S.D. Tex. 1989) (implied marketing obligation); Robbins v. Chevron U.S.A., 
Inc., 246 Kan. 125, 785 P.2d 1010, - 0. & G.R. - (1990) (implied 
marketing obligation); Frey v. Amoco Production Co., 708 F. Supp. 783, 103 
0. & G.R. 235 (E.D. La. 1989) (royalty clause). 

15 See generally Kunkel v. Meridian Oil, Inc., 775 P.2d 470, - 0. & G.R. 
- (Wash. App. 1989) (whether oil and gas is included in reservation of "all 
minerals .... "); Conway Land, Inc. v. Terry, 542 So.2d 362, - 0. & G.R. 
- (Fla. 1989) (perpetual nonparticipating royalty does not violate rule 
against perpetuities). 

16 E.g., McGill v. Johnson, 775 S.W.2d 826, - 0. & G.R. - (Tex. App. 
1989) (Open mine doctrine applied to lease executed by trustee before trust 
property passed to son as the life tenant and other parties as contingent 
remaindermen; what happened to the Uniform Principal and Income Act?). 

17 E.g., Mingo Oil Producers v. Kamp Cattle Co., 776 P.2d 736, - 0. & 
G.R. - (Wyo. 1989) (landowner could not condition access to property upon 
oil and gas lessee's entering into a separate surface use agreement). 

18 See, e.g., Silk v. Phillips Petroleum Co., 760 P.2d 174, 101 0. & G.R. 
529 (Okla. 1988) (no duty to disclose existence of option to renew lease so 
long as no representations were made concerning the documents tendered 
for lessor's signature). 
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level of fraud, misrepresentation, or duress, the transaction will 
be enforced.19 However, obligations can change as the underly
ing relationship of the parties changes. For example, in an arm's 
length transaction, there is generally no duty to disclose infor
mation so long as nothing is said about the matter.20 However, 
the relationship of the parties may alter this rule and impose 
an obligation to make complete, accurate, and timely disclosure 
of any information that may affect a party's rights. 

Theoretically, the range of relationships runs from arm's 
length to fiduciary: arm's length requiring only the absence of 
fraud or misrepresentation; fiduciary being the equivalent of 
a trustee acting for the sole benefit of the trust beneficiary. 
There are also an infinite number of gradations between these 
extremes which can be created by agreement. A contract or 
conveyance between the parties may give rise to a fiduciary 
relationship, but the express terms of the same document may 
limit or define the fiduciary's obligations.21 In True Oil Co. v. 
Sinclair Oil Corp. 22 the court found the parties entered into a 

19 The doctrine of unconscionability has proven to be of only limited 
assistance in policing transactions. Professor Farnsworth has observed: "On 
the whole,judges have been cautious in applying the doctrine ofunconsciona
bility, recognizing that the parties often must make their contract quickly, 
that their bargaining power will rarely be equal, and that courts are ill
equipped to deal with problems of unequal distribution of wealth in society." 
Farnsworth, Contracts§ 4.28, at 316 ( 1982). See generally Pierce, "Rethinking 
the Oil and Gas Lease," 22 Tulsa L.J. 445, 453-455 (1987). However, the 
paucity of protection provided by common law may be remedied by statute. 
See, e.g., Alvarado v. Bolton, 749 S.W.2d 47,980. & G.R. 651 (Tex. 1988) 
(applying Texas Deceptive Trade Practices-Consumer Protection Act, 
Texas Bus. & Com. Code Ann.§§ 17.41-17.63 (Vernon 1989) to oil and gas 
transactions). 

2° Compare Silk v. Phillips Petroleum Co., N. 18 supra (nothing said so 
no duty to disclose) with Uptegraft v. Dome Petroleum Co., 764 P.2d 1350, 
102 0. & G.R. 557 (Okla. 1988) (something said so duty to make accurate 
disclosure). 

21 For example, in Winslow v. Acker, 781 S.W.2d 322, - 0. & G.R. -
(Tex. App. 1989), writ refd n.r.e., the court held the conveyance created an 
executive/nonexecutive relationship. However, the same document defined 
the executive's obligations with regard to leasing the nonexecutive's interest: 
to enter into a lease providing for a one-eighth royalty. 

22 771 P.2d 781, - 0. & G.R. - (Wyo. 1989). 
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joint venture to drill wells and earn rights under a farmout 
agreement. Their agreements created a fiduciary relationship 
between the operating and nonoperating parties. A dispute 
arose over the operator's use of affiliated companies to develop 
the farmout acreage. If the operator were acting in a fiduciary 
capacity, it could not earn any profit, through an affiliate or 
otherwise, at the expense of the nonoperator. However, the 
court found that their operating agreement expressly defined 
their rights on this subject and permitted the operator to use 
affiliated service companies and bill the joint venture at the 
standard rates charged in the area.23 

In addition to the arm's length/fiduciary extremes created by 
contract, the courts have defined at least one intermediate 
relationship which imposes the "duty of utmost good faith." 24 

This relationship is generally imposed on the executive rights 
holder to define his obligations to the nonexecutive. One prob
lem in this area is that courts may be using the fiduciary label 
to describe relationships on which they do not intend to impose 
full-blown fiduciary obligations. Many of the recent cases dem
onstrate judicial finesse in trying to deal with the fiduciary 
language used by the Texas Supreme Court in Manges v. Guer
ra.25 The sections that follow address these issues in the context 
of two general categories of relationships: those created by 
conveyance and those created by contract. 

[1] Relationships Created by Conveyance: Executive and 
N onexecutive. 

The cases which follow demonstrate two approaches to deal
ing with the Texas Supreme Court's opinion in Manges v. 
Guerra.26 The first two cases "distinguish" Manges; the third 
and fourth cases "interpret" Manges. 

2a Id. at 793, - 0. & G.R. at -. 
24 Murdock v. Pure-Lively Energy 1981-A, 108 N.M. 575,775 P.2d 1292, 

104 0. & G.R. - (1989). 

2s N. 12 supra. See § l.02[1 ). 
2& Ibid. 
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[a] Cases Distinguishing Manges v. Guerra. 

In Pickens v. Hope,27 Hope owned a one-sixty-fourth term 
nonparticipating royalty interest. Although the land was known 
to contain deposits of tar, Pickens, the executive rights owner, 
failed to mine or lease the tar while Hope's term interest was 
in effect. Hope sued Pickens asserting Pickens breached a 
fiduciary obligation to lease or develop the minerals for Hope's 
benefit. The court began with the premise that Manges imposes 
a fiduciary standard: 

[C]onveyance by the Guerras of the executive rights in the 
mineral estate created a privilege and a duty on the part of 
Manges to manage the mineral property belonging to the Guerras. 
This duty to manage is certainly fiduciary in nature. 28 

The court reasoned that the fiduciary obligation arose from the 
the existence of a cotenancy in the minerals and the executive 
interest owner's right to manage the property for the benefit 
of the nonexecutive interest owners.29 Distinguishing Hope's 
situation, the court noted: "No duty to manage the nonpartici
pating royalty was ever conferred on Pickens." 30 

The court also distinguished Hope's situation from that of 
the royalty owner in Comanche Land & Cattle Co. v. Adams.31 

In Comanche Land the term nonparticipating royalty interest 
provided for one-half of all royalties that might be paid.32 The 
executive rights owner entered into a development agreement 
that provided for "no royalty." 33 The court affirmed the trial 
court's finding that the executive rights owner, by entering into 
an agreement designed to defeat the rights of the royalty owner, 
breached its duty to the royalty owner of "utmost good faith."34 

The court in Pickens distinguished Comanche Land from 
Hopes' situation stating: 

27 764 S.W.2d 256. - 0. & G.R. - (Tex. App. 1988). 
28 Id. at 266, - 0. & G.R. at -. 
29 Ibid. 
30 Ibid. 
31 688 S.W.2d 914, 86 0. & G.R. 150 (Tex. App. 1985). 
32Id. at 915,860. & G.R. at 151. 
33 Id. at 915, 86 0. & G.R. at 152. 
34 Id. at 916, 86 0. & G.R. at 153. 
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The non-executive in the Comanche Land & Cattle Co. case, 
reserved a non-participating royalty interest in one-half of the 
royalties. Here, the non-executive reserved a stated fraction 
(1/32) of the minerals produced as a royalty. In Comanche, the 
executive could control the amount of production accruing to the 
royalty owner, and, thus, was in a position to manage and 
manipulate the share of production to which the non-executive 
would be entitled and could, by other provisions in the lease, 
obtain benefits that were not obtained by the non-executive. Such 
possibilities do not exist in the present case. In the event of 
production, Hope would receive a 1164th free royalty, no more 
and no less, and this irrespective of who managed the lease or 
upon what terms were contained in a lease. 35 

Instead of applying a fiduciary standard to test Pickens' 
actions, the court applied a "prudent landowner test." 36 Under 
this test, the reasonableness of the executive's actions would 
be measured by what a prudent landowner, owning all the 
mineral interest, would have done under the circumstances.37 

The conveyance creates the relationship, which in turn defines 
the obligations of the executive. The court stated the execu
tive's obligations as follows: "The duty owed by the executive 
to the non-executive owner of a term non-participating royalty 
owner requires him to timely lease the land to another for 
mineral development, or to timely develop the minerals him
self, if, during the term, it becomes apparent that minerals are 

35 Pickens v. Hope, N. 27 supra at 267, - 0. & G.R. at -. 
3& Id. at 268, - 0. & G.R. at -. 
37 The court in Pickens articulated the test as follows: 

The executive, in leasing the land, must act with reasonable regard for 
the interests of the non-participating royalty owner as a reasonably 
prudent landowner who owned all of the mineral estate would have 
acted under the same or similar circumstances. Matters of cash bonus, 
primary term, delay rentals and special provisions are matters of 
trading, and as long as the executive acts in good faith and with 
reasonable regard for the interests of the non-participating royalty 
owner, his judgment in leasing or refusing to lease is not subject to 
question, and his refusal to lease, absent arbitrariness, connivance or 
deliberate action calculated to deprive the non-executive of his royalty 
interest, will not constitute a breach of duty owed the owner of the non
participating royalty. The duty to develop known minerals by the 
executive depends upon economics. Id. at 268-269, - 0. & G.R. at 
- (emphasis by the court). 
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under the land." 38 Performance of this obligation, created by 
the relationship, will be measured by the prudent landowner 
test. Therefore, as the nature of the relationship changes, the 
obligations may change, as well as the test used to evaluate 
performance of the obligations. 

The court, after defining Pickens' obligation to timely lease 
or develop, evaluated Pickens' actions by considering whether 
they were consistent with actions a prudent landowner would 
have pursued under the circumstances.39 The court noted that 
Pickens rejected opportunities to lease the minerals while the 
term interest was in effect. However, the court found that a 
prudent landowner under the circumstances would have also 
rejected the offered leases.40 The court also held that Pickens 
was under no obligation to develop the tar deposits on the 
property because there was no reasonable expectation that the 
deposit could be profitably developed.41 The court noted that 
Hope, as plaintiff, had the burden of proving that Pickens could 
have leased the minerals, or developed them, and obtained 
production during the term of Hope's interest. Hope also had 
the burden of proving that Pickens' failure to lease or develop 
"constituted a breach of good faith and utmost fair dealing" 
measured by the prudent landowner test. 42 Hope failed to meet 
his burden of proof and was therefore not entitled to damages 
from Pickens. 43 

In trying to distance Hope's case from Manges v. Guerra, the 
court elevated two facts to a level of significance which is 
unwarranted. First, in distinguishing Hope's case, the court 
noted that the parties were not cotenants.44 Why should it 

38 Id. at 268, - 0. & G.R. at -. 
39 Id. at 269, - 0. & G.R. at -. 
40 Ibid. 
41 N. 27 supra at 269-270, - 0. & G.R. at-. The court applied a "prudent 

operator" test, borrowed from oil and gas lease jurisprudence, to evaluate 
whether Pickens should have undertaken development of the tar deposit on 
his own. 

42 Id. at 270, - 0. & G.R. at -. 
43 At the trial court level, the jury had awarded Hope $2,250,000 actual 

damages and $500,000 exemplary damages. Id. at 258, - 0. & G.R. at -. 
44 Id. at 266, - 0. & G.R. at -. 
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matter whether they were cotenants? Cotenants are not, by their 
mere status as cotenants, typically viewed as being in any sort 
of special relationship. Second, the court noted that in Manges 
the executive "committed specific acts of self-dealing." 45 Does 
this mean that the relationship between the parties, and their 
resulting obligations, will vary depending upon the egregious
ness of the executive's conduct? The relationship should be 
determined without regard to the parties' performance under 
the conveyance or contract.46 Similarly, the parties' obligations 
flow from their relationship, not their subsequent actions. Their 
subsequent actions, however, will determine whether they have 
met their obligations under whatever test the court selects to 
measure performance under their relationship. 

In Winslow v. Acker47 the deed creating the nonexecutive 
interest gave Acker broad authority to lease with the following 
limitation: "[S]he [Acker] shall reserve in each oil, gas, and 
mineral lease so executed by her a base one-eighth ( 1 /8) royalty 
interest for the benefit of herself [Acker] and the other four 
children [Winslow] .... " 48 Acker leased the land for a one
eighth royalty, but she also received an additional 5.5 percent 
overriding royalty from the lessee. Winslow sued Acker to 
recover a proportionate share of the 5.5 percent overriding 
royalty asserting that Acker, by obtaining the additional inter
est for herself, had breached her fiduciary duties to the nonex
ecuti ve interest owners.49 The court first held that the deed 
reserved to Winslow a specified share of production: four-fifths 
of a one-eighth royalty equals four-fortieths of production from 

4s Ibid. 
46 The relationship should be defined from the terms of the conveyance 

or contract. This appears to be the guiding principle which the court followed 
when it noted that a right to one-sixty-fourth of any production from the land 
created a different relationship than did the right to share in a proportionate 
part of lease benefits negotiated by the executive rights owner. The degree 
of reliance is greater in the latter case as is the opportunity for self-dealing 
by the executive. Perhaps this is why the court would recognize a fiduciary 
relationship, with heightened obligations, in the nonexecutive mineral inter
est situation. 

47 781 S.W.2d 322, - 0. & G.R. - (Tex. App. 1989), writ refd n.r.e. 
48 Id. at 324, - 0. & G.R. at -. 
49 Id. at 323-324, - 0. & G.R. at -. 
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the lands.50 The court next concluded that Winslow "parted 
with any rights to participate in bonuses, rentals, oil payments 
and production over and above an undivided four-fifths (4/5) 
of a base one-eighth (l/8) royalty."s1 

Addressing the fiduciary. duty issue, the court suggested that 
regardless of the standard to be applied, there could be no 
breach of duty when the executive delivered to the nonexecu
tive exactly what was called for in the deed.52 Here the nonex
ecutive owners were entitled to receive a four-fortieths royalty 
on production; this is what the executive rights owner obtained 
for their benefit. The court carefully avoided characterizing the 
relationship between the parties. Instead, the court focused on 
the conveyance and held that the parties defined their respec
tive rights on this issue. So long as Acker took action to secure 
for Winslow a four-fortieths royalty, Winslow had no 
complaint. 

Using the Acker/Winslow conveyance, suppose A (the execu
tive rights owner) had entered into a lease providing for a one
sixteenth royalty and then obtained an overriding royalty equal 
to 11.75 percent of production (5.5% + 6.25% [1/16]). Should 
X (the nonexecutive rights owners) be limited to recovering the 
difference between a one-sixteenth royalty and a one-eighth 
royalty? Should X be entitled to seek punitive damages from 
A? lftheA/Xrelationship is fiduciary, punitive damages would 
be possible. However, applying the reasoning of Pickens v. 
Hope,53 there is no basis for a fiduciary relationship because 
here A has an even lesser degree of management 54 than existed 
under the Pickens conveyance. X's interests are protected by 

so Court refused to interpret the deed so as to entitle Winslow to: "[F]our
fifths (4/5) of whatever royalties may be contracted for, so long as such royalty 
is at least a royalty of one-eighth (1/8)." Id. at 326, - 0. & G.R. at -. 

s1 Id. at 327, - 0. G.R. at -. 
52 "There can be no breach of duty by the executive receiving an overriding 

royalty interest where the non-executives are entitled to participate only in 
a fraction of the production from the property." Id. at 328, - 0. & G.R. 
at-. 

53 N. 27 supra. 
54 "Management" could also be defined as the ability to manipulate the 

situation to the nonexecutive's detriment. 



§ 1.02[1][a] OIL & GAS LAW & TAXATION 1-14 

the deed covenant which gives A no discretion over the frac
tional royalty it can accept.55 But isn't A's conduct worthy of 
punitive damages? Perhaps it is, but the guide should be 
whether a tort has been committed instead of a breach of 
fiduciary obligations. A has clearly breached a covenant in the 
deed by leasing for a one-sixteenth instead of a one-eighth 
royalty. X should be able to recover damages for breach of the 
covenant from A. However, it is unnecessary to hang a fiduciary 
label on their relationship to award punitive damages. Instead, 
the court should evaluate A's conduct under accepted tort 
principles to determine whether punitive damages are proper. 

Could the underlying basis for the court's applying a fidu
ciary standard in Manges 56 be the executive's blatant acts 
designed to defeat the interests of the nonexecutive? 57 Could 
it be the court's desire to punish such activity that gave rise 
to the "fiduciary" label to uphold the award of punitive dam
ages? Perhaps the court would have been better off if it had 
recognized the executive owner's conduct for what it was: 
fraud. The court could then have punished the unacceptable 
conduct of the executive without having established a fiduciary 
standard which neither party had bargained for nor expected. 
Although the fiduciary label served its purpose in Manges, when 
a transaction lacks any element of fraud, the fiduciary standard 
will be unfair to the executive rights owner. For example, 
suppose Hope, in Pickens v. Hope,58 owned a term nonpartici
pating mineral interest instead of a royalty interest. Since 
Pickens and Hope would be cotenants of the mineral interest, 
and Pickens would have a greater degree of management over 
Hope's interest,59 the court in Pickens would apply a fiduciary 

55 However, the basic problem of "one-eighth of what?" remains. How do 
we police the decision to accept a royalty measured by proceeds instead of 
market value? Should X include a specific clause entitling A to a share oftake
or-pay benefits? How will costs be deducted? Will A's one-eighth be calculated 
before or after the gas stream is processed to remove valuable liquid hydrocar
bons? 

56 Manges v. Guerra, N. 12 supra. 
57 This would mean Manges is merely a product of the adage that "bad 

facts make bad law." 
58 N. 27 supra. 
59 The greater degree of management would be Pickens' control over 

Hope's share of bonus, delay rental, and royalty. 
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standard to evaluate Pickens' actions. This would mean the 
executive would have to subordinate its business interests to 
whatever course of action maximized the interests of the nonex
ecutive. It seems highly unlikely the party holding the lion's 
share of the mineral interest intended to make the conveyance 
in order to become a trustee for the nonexecutive. Nor would 
it be reasonable for the nonexecutive to expect the executive 
to act without some degree of self-interest. So what did the 
parties expect? It seems safe to assume the nonexecutive ex
pected to be treated fairly by the executive. The executive 
would have to expect that the nonexecutive would not have 
accepted the interest if the executive could legally manipulate 
the situation to render the interest valueless. Instead of impos
ing fiduciary standards, courts should adopt a standard for 
measuring the executive's conduct which coincides with these 
expectations. 

Pickens v. Hope60 applies a "prudent landowner" test.61 Argu
ably this will not provide adequate protection to the nonexecu
ti ve in all cases. For example, when a term or defeasible term 
interest has been carved from the minerals, the prudent land
owner test does not account for the reasonable expectation of 
the nonexecutive that development of the interest will be 
diligently pursued. Merely evaluating what a landowner would 
do if he owned all the minerals does not account for the limited 
duration of the nonexecutive interest. However, the court in 
Pickens v. Hope addressed this problem by requiring the execu
tive rights owner "to timely lease the land to another for 
mineral development" 62 and evaluated the executive's action 
by how a prudent landowner "who owned all of the mineral 
estate would have acted under the same or similar circum
stances. "63 Anticipating application of the prudent landowner 
test, a nrudent landowner who owned all the minerals subject 
to a term u1terest in a third party ("the same or similar circum
stances") could be expected to wait until the term interest had 
been extinguished before undertaking development. Since this 

60 N. 27 supra. 

61 Id. at 268-269, - 0. & G.R. at -. 
62 Id. at 268, - 0. & G.R. at -. 
63 Id. at 268-269, - 0. & G.R. at -. 
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obviously wouldn't be fair to the owner of the term interest, 
there must be some additional obligation imposed by the court. 
The additional obligation can be characterized as an implied 
covenant, arising out of the transaction creating the term 
interest, that the executive rights owner will "timely lease the 
land to another for mineral development, or will timely develop 
the minerals himself, if, during the term, it becomes reasonably 
apparent that minerals are under the land [and can be profit
ably extracted)." 64 By finding such an implied covenant, the 
court has reached a result consistent with what the parties 
probably intended, assuring that the interests of the nonexecu
tive are adequately protected, while avoiding application of a 
sweeping fiduciary standard to the executive's behavior. 

[b] Cases Interpreting Manges v. Guerra. 

The court in Shelton v. Exxon Corp. 65 interprets Manges v. 
Guerra66 stating: 

Although the duties of the executive to the non-executive have 
been described as fiduciary-a term that has been rather loosely 
used-the Texas cases have circumscribed a rather narrow range 
of behavior as violative of that duty. The following is a helpful 
working definition of the duty: "That duty requires the holder 
of the executive right . . . to acquire for the non-executive every 
benefit that he exacts for himself." 67 

Shelton owned nonexecutive mineral interests in which the 
King Ranch ("King") owned the executive interest. With regard 
to leases which King entered into, the conveyance creating 
Shelton's mineral interests also provided: "King Ranch ... 
shall have the exclusive right to enforce the obligations of such 
leases, contracts and other instruments and to contract and 
negotiate with the lessee or lessees [Exxon's predecessors] 
thereunder with respect to such obligations." 68 

&4 Id. at 268, - 0. & G.R. at -. 
65 N. 14 supra. 

&& N. 12 supra. 

&1 Id. at 183, 80 0. & G.R. at 568, quoted in Shelton v. Exxon Corp., N. 
14 supra at 544, - 0. & G.R. at-. 

&a Shelton, id. at 540, - 0. & G.R. at -. 
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The mineral interest owners had claims against Exxon for 
failing to pay gas royalties at the market value as required by 
their oil and gas leases. King, pursuant to its reserved executive 
rights, negotiated a settlement of these claims with Exxon. 
Instead of negotiating a cash settlement, King and Exxon 
agreed to a prospective increase in royalty payable under the 
leases. King was motivated by tax considerations to avoid a 
cash settlement. Shelton, preferring a cash settlement, asserted 
King could not negotiate on his behalf because of King's 
conflict of interest. 69 If a fiduciary standard were imposed, King 
would be required to exercise any discretion it had in negotiat
ing with Exxon to obtain the greatest possible benefit for 
Shelton and the other nonexecuti ve rights owners. The court 
in Shelton rejected such an approach noting: "[O]ne of the 
economic and legal justifications for the alienation of the 
executive rights is the resultant power of the executive right 
holder to disregard the wishes of the non-executive." 70 The 
court also analyzed the cases where a fiduciary standard had 
been mentioned and noted, in each case, the executive was 
manipulating its position to obtain for itself benefits that should 
have been shared with the nonexecutive. "An element of unjust 
enrichment or self dealing is common to the cases." 71 

Applying its analysis to the King/Exxon settlement, the court 
held that King did not obtain its tax benefit at the expense of 
the nonexecutive owners. The only consideration obtained 
from Exxon in the settlement, the increase in the fractional 
royalty, was shared equally by all the mineral interest owners. 
Upholding King's exercise of its executive rights, the court 
noted the negative impact of Shelton's theory: 

If Shelton's position prevailed, the executive right holder could 
exercise his rights only on behalf of those non-executives who 
could maximize their tax benefits-or any other benefit they 
deem indispensable-in the same manner as the executive. Such 
an effect would render the executive rights devoid of meaning 
and value. It is precisely to avoid this dilemma that executive 
powers may be alienated from the mineral interest.72 

89 Id. at 544, - 0. & G.R. at -. 
10 Ibid. 
71 Ibid. 
72 N. 14 supra at 545, - 0. & G.R. at -. 
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The New Mexico Supreme Court, in Murdock v. Pure-Lively 
Energy 1981-A,73 equated the standard applied in Manges v. 
Guerra 74 to the "'ordinary prudent landowner test.' "15 Mur
dock owned a one-eighth perpetual nonparticipating royalty in 
minerals owned by Conoco. Conoco developed the property 
and withheld Murdock's royalty payments until certain title 
defects were corrected. After Murdock's title was cleared, 
Murdock sought interest on the money held in suspense by 
Conoco. Murdock argued that Conoco was essentially a trustee 
for Murdock and therefore owed Murdock fiduciary duties in 
dealing with his suspended funds. 76 

The court refused to apply a fiduciary standard of conduct 
"on an executive right holder." 77 Instead, the court held that 
an executive right holder owes a "duty of utmost good faith 
to a royalty holder." 78 The court explained its standard as 
follows: 

Sometimes called the "ordinary prudent landowner test," the 
standard for utmost good faith or utmost fair dealing requires 
more concern than ordinary good faith for the interests of royalty 
owners. Unlike a fiduciary obligation, however, the standard of 
utmost good faith does not require the holder of the executive 
right to subordinate his interest to those of the royalty owners. 79 

The court, without discussion, assumed Conoco complied with 
the utmost good faith standard. Unlike the court in Pickens v. 
Hope,80 the New Mexico Supreme Court did not attempt to 

73 N. 24 supra. 
74 N. 12 supra. 
75 Murdock, N. 24 supra at 1296, 104 0. & G.R. at-. 
7& Id. at 1295-1296, 104 0. & G.R. at-. 
77 Id. at 1296, 104 0. & G.R. at-. 
78 Ibid. Citing Manges v. Guerra, N. 12 supra. 
79 Ibid. The court cites two articles, each written by Professor Ernest E. 

Smith, which have had a significant impact on courts in narrowing the 
fiduciary scope of Manges v. Guerra and electing, instead, a more appropriate 
nonfiduciary standard to police executive owner behavior. See Smith, "Impli
cations of a Fiduciary Standard of Conduct for the Holder of the Executive 
Right," 64 Tex. L. Rev. 371 (1985); Smith, "The Standard of Conduct Owed 
by Executive Right Holders and Operators to the Owners of Nonparticipating 
and Nonoperating Interests," 32nd Oil and Gas Inst. 241 (Matthew Bender 
1981). 

80 N. 27 supra. 
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create gradations of obligations which vary with the executive's 
opportunity to manipulate the nonexecutive's rights. Instead, 
Murdock v. Pure-Lively Energy 1981-A 81 suggests the New 
Mexico Supreme Court will permit the executive to act in its 
own self-interest so long as it is not manipulating its position 
to the identifiable detriment of the nonexecutive. The prudent 
landowner test will serve as the guide for determining when 
permissible self-interest becomes impermissible manipulation. 

[2] Relationships Created by Contract: Operator and 
Nonoperator. 

The court in Cambridge Oil Co. v. Huggins, 82 observed: "A 
fiduciary duty arises from the relationship of the parties and 
not from the contract." 83 However, it is usually the terms of 
a contract between the parties which established and defined 
the contours of the parties' relationship. For example, an 
agreement to share the risks and rewards of drilling a well often 
results in a special relationship of trust and confidence between 
the parties concerning their joint endeavor.84 The relationship 
is often categorized as a "joint venture. "85 The contract, in 
addition to creating the relationship, can also define the scope 
of the parties' obligations to one another. 

The same contract which gives rise to the joint venture, and 
resulting fiduciary obligations, can also permit a party, by 
express language, to perform in a manner which would other
wise be inconsistent with fiduciary standards. For example, in 
True Oil Co. v. Sinclair Oil Corp.,86 True and Sinclair had 
entered into a joint venture to develop oil and gas properties. 
True served as the operator and hired various True affiliates 

81 N. 24 supra. 

82 N. 11 supra. 

83 Id. at 544, - 0. & G.R. at -. 
84 E.g., True Oil Co. v. Sinclair Oil Corp., N. 22 supra. 
85 E.g., Burg v. Ruby Drilling Co., Inc., N. 13 supra (concurring opinion). 

Duties often flow from the categorization. For example, in Burg the concur
ring justice observed: "Joint ventures are like partnerships, and they embody 
a reciprocal fiduciary duty of fair dealing among the members of the entity." 
Burg, id. at 154, - 0. & G.R. at -. 

86 N. 22 supra. 
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to provide drilling and other oilfield services. Presumably the 
True affiliates earned a profit on the services they provided to 
the joint venture. Sinclair objected to the affiliates' profiting at 
the expense of the venture. Sinclair argued that any indirect 
profit earned by a fiduciary (True through its affiliates) should 
be paid to the joint venture. The court, however, rejected 
Sinclair's argument noting that the operating agreement be
tween True and Sinclair expressly gave True the right to use 
affiliates so long as their charges were competitive with nonaf
filiated contractors in the area.87 

The contract can also create a relationship which can limit 
each party's statutory rights, such as the right to claim a 
statutory oil and gas lien against joint venture property. In Burg 
v. Ruby Drilling Co., Inc. 88 the court held Ruby could not claim 
a statutory oil and gas lien against the leasehold interests of its 
joint venturers. Ruby entered into an operating agreement with 
other working interest owners which provided Ruby could 
recover its drilling costs only out of production revenues. The 
court held that this provision limited Ruby's security rights to 
production revenues and Ruby could not resort to statutory lien 
procedures for additional security.89 The concurring justices 
would have decided this issue based on the relationship of the 
parties instead of the specific contract terms.90 They reasoned 
that the operating agreement created a joint venture which 
imposed reciprocal fiduciary obligations on the parties. Since 
the operating agreement did not permit any party to assert a 
lien against joint venture property, assertion of a lien was a 
breach of a fiduciary duty and therefore a breach of their joint 
venture agreement.e1 

The contract can also disclaim the existence of fiduciary 
obligations-even though the relationship created by the con
tract, absent an express disclaimer, would give rise to fiduciary 

a1 Id. at 793, - 0. & G.R. at -. 
as N. 13 supra. 

as Id. at 152, - 0. & G.R. at-. 
so Id. at 154, - 0. & G.R. at -. 
91 Ibid. "In the absence of a contractual provision that permits one joint 

venturer to assert a lien against the other, sound policy reasons exist to limit 
the parties to the remedies provided in their contract or by the general law 
of partnerships." 
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duties. This was the conclusion of the court in Dime Box Petro. 
v. Louisiana Land & Exploraton 92 where the parties had en
tered into a joint venture agreement to acquire acreage and an 
operating agreement governing development of the acquired 
property. The nonoperator asserted it had been overcharged for 
pipe supplied by the operator, and therefore the operator had 
breached fiduciary duties owed to the nonoperator.93 Instead 
of determining whether the pipe issue was covered by the 
operating agreement, the court looked to the agreement to 
determine whether a fiduciary relation existed during the devel
opment phase of the operations.94 The court held that no 
fiduciary relationship was created by the operating agreement, 
apparently because it specified a general standard of care which 
was much lower than that imposed upon a fiduciary. 95 

The court focused on the standard language found in the 
A.A.P.L. Model Form Joint Operating Agreement that 
provides: 

[Operator] shall conduct all operations in a good and workman
like manner, but it shall have no liability as Operator to the other 
parties for losses sustained or liabilities incurred, except as may 
result from gross negligence or willful misconduct.96 

Although the court held this language was a general disclaimer 
of any fiduciary relation between the parties,97 it is doubtful 
it was ever intended to do anything but relieve the operator 
from liability for negligence. The operator could still be a 
fiduciary without guaranteeing perfect performance of its tech
nical operational duties. Arguably something more should have 
been required to put the parties on notice that their joint 
undertaking did not enjoy the trust and confidence of similar 
relationships. Presumably the court in Dime Box could have 
resolved the pipe overcharge issue by following the approach 
of the Wyoming Supreme Court in True Oil Co. v. Sinclair Oil 

92 717 F. Supp. 717, - 0. & G.R. - (D. Colo. 1989). 
93 Id. at 718, - 0. & G.R. at-. 
94 Id. at 722, - 0. & G.R. at -. 
9s Id. at 721-722. -0. & G.R. at-. 
9& Id. at 721, - 0. & G.R. at-. 
91 Id. at 722, - 0. & G.R. at -. 
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Corp. 98 The court in True Oil held the operating agreement 
could, by express language, apply a different standard of care 
for evaluating a fiduciary's conduct without relegating the 
parties, for all purposes, to a lesser relationship.99 

§ 1.03. Contracts: Formation, Interpretation and 
Administration. 

The majority of oil and gas law cases decided during 1989 
dealt with various types of "oil and gas" contracts. Gas contract 
litigation makes up the bulk of recent case developments and 
also provides interesting opportunities to consider how Article 
2 of the Uniform Commercial Code (UCC) is being incorpo
rated into the oil and gas regime. There have also been impor
tant developments regarding lease assignments and division 
orders. Each of these topics offers guidance on relatively un
charted areas of oil and gas law. As might be expected, the 
courts have created some surprises for the practitioner along 
the way. 

[1] The UCC and the Gas Sales Contract. 

A sale of gas, to be severed by the seller, is a sale of goods 
governed by Article 2 of the Uniform Commercial Code.100 

Therefore, we must look to Article 2 to resolve disputes under 
gas sales contracts and other contracts constituting a "sale of 
goods." 101 

98 N. 22 supra. 

99 Id. at 793-794, - 0. & G.R. at-. 
1oou.c.c. § 2-107(1) (1977). 
101 One contract that has largely escaped analysis as a sale of goods is the 

division order. Under most oil and gas leases, the royalty owner has title to 
its royalty share of oil. The division order in that situation evidences a sale 
of goods between the royalty owner and oil purchaser. Similarly, the lessee_ 
having title to produced natural gas and its share of oil is a merchant selling 
these goods to its purchasers. The division order will often be the only 
document that represents the terms of their Article 2 sale. See Pierce, 
"Resolving Division Order Disputes: A Conceptual Approach," 35 Rocky Mt. 
Min. L. Inst. 16-1, 16-46 to 16-49 (1989). 
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[a] Formation. 

In Manchester Pipeline Corp. v. Peoples Natural Gas,102 the 
court applied the Uniform Commercial Code to determine 
whether the parties had entered into a gas sales contract. From 
November 1983 through September 1984, the parties had been 
negotiating a gas sales agreement, and various documents, 
marked "draft copy," had been exchanged.103 On September 12, 
1984, Peoples sent three copies of a document titled "Gas 
Purchase Contract" to Manchester. There was no reference to 
"draft copy" on these documents, and they were accompanied 
by the following letter from Peoples' representative: 

Enclosed for your review and approval, please find three copies 
of our Gas Purchase Contract covering acreage referenced above. 
If you find this Contract acceptable, please fully execute all three 
copies, (including notary pages) and return to this office. Follow
ing [PNG's] execution, one completed Contract will be forwarded 
to you.104 

The contract was signed by Manchester's authorized agent 
on September 18, 1984, and returned to Peoples. On October 
29, 1984, Manchester was informed by Peoples' representative 
that the contract had not been signed by Peoples and that no 
binding agreement would arise until Peoples' management 
signed. On November 2, 1984, the parties met, and Manchester 
agreed to various concessions demanded by Peoples as a condi
tion to their signing. Nevertheless, on December 28, 1984, 
Peoples informed Manchester it would not sign.105 Manchester 
brought suit asserting a contract had been created when Man
chester signed and returned the documents to Peoples. The jury 
agreed and awarded Manchester $1,450,000.106 

Manchester argued that Peoples' September 12 letter, under 
UCC Section 2-206, was an offer " 'inviting acceptance in any 
manner and by any medium reasonable in the circumstances' 
and that Manchester reasonably accepted by returning the 

102 862 F.2d 1439, - 0. & G.R. - (10th Cir. 1988). 
103 Id. at 1441, - 0. & G.R. at -. 
104 Ibid. 
10s N. 102 supra at 1442-1443, - 0. & G.R. at-. 
10s Id. at 1440. - 0. & G.R. -. 



§ 1.03[1][a] OIL & GAS LAW & TAXATION 1-24 

executed copies to PNG [Peoples]." 107 The court noted that 
whether a contract was ever formed was a question of fact for 
the jury to resolve. 108 Although there was conflicting testimony 
concerning the custom in the oil and gas industry for formaliz
ing contracts, the court found there was sufficient evidence to 
support the jury's conclusion that a contract was formed when 
Manchester signed and returned the documents to Peoples.109 

The court noted that under UCC Section 2-206: 

( 1) Unless otherwise unambiguously indicated by the 
language or circumstances 

(a) an offer to make a contract shall be construed 
as inviting acceptance in any manner and by any 
medium reasonable in the circumstances 110 

Therefore, the jury could properly find, under the facts, that 
Peoples' September 12 letter transmitting the three copies of 
the proposed contract was an "offer" and the act of Manchester 
signing and returning the documents on September 18 was the 
"acceptance." 111 

The Manchester case may come as a shock to many who 
would believe a contract could not be formed until the autho
rized agent of Peoples had actually signed the document. The 
usual "home office approval" approach is to structure the 
transaction so that the pipeline purchaser is merely soliciting 
an offer from the producer.112 The key is to send a clear message 
to the other party at all times-so everyone, including a judge 
or jury, knows the exact status of the deal and what must be 
done to consummate a contract. This is where the administra
tion of the Peoples negotiations failed. During the precontract 

101 Id. at 1442-1444, - 0. & G.R. at -. 
10a Id. at 1445, - 0. & G.R. at-. 
109 Ibid. 
110 Ibid. 
111 Ibid. 
112 See, e.g., Truscon Steel Co. v. Cooke, 98 F.2d 905 (10th Cir. 1938) 

where Truscon submitted a bid to provide steel to Cooke. The bid contained 
the following statement: "Prompt acceptance of this quotation by you and 
the written approval of our Home Office shall constitute a binding contract." 
Although Cooke promptly "accepted" the bid, a contract was not formed. 
Cooke's "acceptance" was actually an "offer" to Truscon which its home 
office could accept or reject. Truscon Steel, 98 F.2d at 910. 
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phase, the major goal of each party should be to control all 
outward manifestations so that a clear signal is sent to the other 
party regarding each party's intentions. Ideally, the contract 
administrators for each party should be able to examine a 
transaction at any stage and clearly determine if an offer has 
been made or accepted, or whether the parties are merely 
engaged in preliminary negotiations. As the Manchester case 
demonstrates, this becomes a more difficult task under the 
Uniform Commercial Code because it makes the already infor
mal contract formation process even more informal. 

[b] Deregulation. 

Since the advent of area ratemaking under the Natural Gas 
Act,113 oil and gas lawyers have spent a considerable amount 
of time, effort, and clients' money trying to predict and provide 
for the regulatory and gas market future in gas sales contracts. 
Since 1954, members of the industry have dreamed about 
"deregulation." With passage of the Natural Gas Policy Act 114 

the dream was partially realized beginning with certain catego
ries of gas in 1979, and continuing with other categories in 1985 
and 1987.115 The Natural Gas Wellhead Decontrol Act of 
1989116 completes the process by phasing out all remaining 
federal controls over gas sales.111 Suddenly the attorney is faced 
with a frightening prospect: What if producer attorneys and 
contract administrators can't predict the future of the gas 
market any better than pipeline attorneys and contract adminis
trators? The day of reckoning has arrived, and cases are begin
ning to work their way through the courts. 

113 Natural Gas Act of 1938, Pub. L. No. 75-688, 52 Stat. 821 (codified 
at 15 U.S.C. §§ 717-7 l 7z (I 982). 

114 Natural Gas Policy Act of 1978, Pub. L. No. 95-621, 92 Stat. 3351 
(codified at 15 U.S.C. §§ 3301-3432 (1982). 

11ssee 15 U.S.C. § 3331 (1982) and 18 C.F.R. Part 272 (1989). 
116 Pub. L. No. 101-60, 103 Stat. 157 (to be codified as an amendment to 

15 U.S.C. § 3331 (1982), repealing, effective January 1, 1993, 15 U.S.C. 
§§ 3311-3333 (1982), and including various conforming technical amend
ments to the Natural Gas Policy Act of 1978). 

117 The decontrol process under the 1989 Act began on July 26, 1989, and 
will culminate with total decontrol of federal wellhead price and service 
regulations on January 1, 1993. 
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In Northwest Central Pipeline Corp. v. Mesa Petroleum 118 the 
court defined the effect of deregulation on the pricing terms of 
the parties' gas contract. In Northwest the producers carefully 
structured their contract so that upon deregulation only the 
producer could initiate a price redetermination.118·1 The pipe
line's market-out clause would take effect only if the producer 
triggered a price redetermination.119 The basic issue in North
west is what can be charged for deregulated gas when the 
redetermination clause is not activiated? 120 The producer ar
gued it should be the last applicable regulated price.121 The 
purchaser argued it should be a "reasonable price at the time 
of delivery" under Section 2-305 of the Uniform Commercial 
Code.122 

The court found that the contract "simply does not set a post
deregulation price in the absence of a request for price redeter
mination" by the producer.123 The court characterized the 

119 723 F. Supp. 1410, - 0. & G.R. - (D. Colo. 1989). 
118.1 Id. at 1412, - 0. & G.R. at -. 
119 This portion of the contract provided: 

(d) In the event that the regulation of the price at which natural gas 
is sold ceases in whole or in part, or is modified, so as to allow for the 
sale of gas hereunder at redetermined prices, then the Seller shall have 
the right to request a redetermination of the price at which natural gas 
is to be sold hereunder . . . . The redetermined price, including tax 
reimbursements, to be paid during each such period shall be the arithme
tic average of the two (2) highest prices then being paid by two different 
gas transmission companies pursuant to contract for gas of substantially 
the same quality and quantity, and produced within the Denver Julesberg 
Basin . . . . If at any time Buyer determines in his sole judgment that 
it is uneconomical to continue to purchase Seller's gas at the price 
established in this Paragraph ( d ), then, Buyer may terminate this Contract 
upon thirty (30) days written notice to Seller .... Ibid. (emphasis 
added). 

120 The producer will activate the redetermination clause only when the 
market price for gas exceeds the previously regulated price. However, in some 
cases the producer would not elect redetermination even though it might 
result in a higher per/MMbtu price. The contract may have favorable take-or
pay, contract duration, or similar provisions which may not be obtainable 
on the current open market. Such provisions may be worth more than the 
per/MMbtu price increase. 

121 N. 118 supra at 1411, - 0. & G.R. at-. 
122 Id. at 1413, - 0. & G.R. at -. 
12a Ibid. 
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problem in the following manner: "Obviously, the parties to 
these contracts failed to anticipate a market price reduction 
after deregulation and they made no agreement for a contract 
price in that event, without a seller's request for redetermina
tion." 124 The drafter's nightmare unfolded as the court turned 
to the Uniform Commercial Code for guidance and held: 

The parties entered into contracts for the sale of gas without 
agreeing to a price after deregulation without a seller's request 
for redetermination. Accordingly, a "reasonable price at the time 
of delivery" must be paid under Colo. Rev. Stat. § 4-2-305.125 

Since the regulated price, under current market conditions, 
would presumably exceed "a reasonable price at the time of 
delivery," pipeline wins-producer loses. 

[c] Performance. 

Kaiser-Francis Oil Co. v. Producer's Gas Co. 126 demonstrates 
one of the many useful contract administration techniques 
offered by Article 2 of the Uniform Commercial Code. Kaiser
Francis was selling gas to Producer's Gas under a long term 
contract with take-or-ray provisions. When Producer's Gas 
ceased taking gas under the contract, Kaiser-Francis used UCC 
Section 2-609 to clarify the position of Producer's Gas and to 
eliminate a possible defense that the gas tendered by Kaiser
Francis did not meet the contract quality standards. Although 
the gas tendered by Kaiser-Francis did not meet the quality 
standards, Kaiser-Francis, under the contract, could treat the 
gas to bring it up to the quality specifications. However, since 
Producer's Gas had not been taking gas from Kaiser-Francis, 
but was purchasing from other working interest owners in the 
same well, Kaiser-Francis wanted to be assured that if it treated 
the gas Producer's Gas would purchase it at the price stated 
in their contract.121 

Kaiser-Francis made a demand upon Producer's Gas for 
assurances that Producer's Gas would perform under the 

124 Ibid. 
125 Ibid. 

126 870 F.2d 563, - 0. & G.R. - (10th Cir. 1989). 
121 Id. at 567, - 0. & G.R. at -. 
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contract if Kaiser-Francis tendered gas meeting all contract 
specifications. Producer's Gas responded stating that a failure 
of market demand was a force majeure event and that it 
intended to fulfill its contractual obligations-pursuant to its 
own interpretation of their contract. Producer's Gas also made 
it clear in its reply that it would not take, or pay, for any of 
Kaiser-Francis' gas until they had agreed to new contract 
terms.128 The court held Kaiser-Francis had "reasonable 
grounds for insecurity" to demand assurances and that the 
response of Producer's Gas to the demand was inadequate.129 

This inadequate reply by Producer's Gas gave rise to its repudi
ation of the contract entitling Kaiser-Francis to damages.130 

[d] Damage Calculations. 

In Manchester Pipeline Corp. v. Peoples Natural Gas 131 the 
court had to determine how to calculate damages under a ten
year contract the existence of which was repudiated by the gas 
purchaser. By the time the matter came to trial, there were still 
nine years left on the contract term. The trial court instructed 
the jury that it might consider" 'the difference, if any, between 
the market price for the gas at the time and place in the future 
when defendant [PNG] would have had to take that portion 
of plaintiff's [Manchester's] reserves as agreed, if agreed, and 
the agreed price, if any."' 132 The problem was how to determine 
a market price to compare with the contract price when there 
were nine years left under the contract? Once the contract had 
been repudiated, the court had to determine damages for 
nonperformance for the remainder of the contract term. 

Applying UCC Section 2-723, the court rejected the trial 
court's future price approach and held that damages should be 
determined by comparing the contract price with "the price of 
gas 'prevailing at the time when the aggrieved party learned of 
the repudiation.'" 133 Therefore, damages relating to all volumes 

12s Id. at 567-568, - 0. & G.R. at -. 
129 Id. at 568-569, - 0. & G.R. at -. 
130 Id. at 569, - 0. & G.R. at -. 
131 N. 102 supra. 
132 Id. at 1446, - 0. & G.R. at - (emphasis added). 
133 Id. at 1446, 1447-1448, - 0. & G.R. at -, -. 
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under the contract would be determined with reference to the 
difference between the contract price and the prevailing price 
of gas on the date the contract was repudiated.134 The court also 
offered guidance concerning the type of sales to be compared 
with the contract price. The court noted it might be improper 
to compare a ten-year take-or-pay contract price against spot 
market prices to calculate damages.135 The basic problem is 
stated by the court as follows: 

[T]he spot market is very volatile and uncertain. That contrasts 
with the predictability of a long term contract with a minimum 
take provision and a take or pay provision. Spot market contracts 
differ significantly from long term contracts. In our view, Man
chester's damages should be calculated by reference to the differ
ence between the Manchester-PNG contract price and the market 
price of gas under a similar long term contract at the time 
Manchester learned of PNG's repudiation. 136 

Under current market conditions, since gas sold under a long
term take-or-pay contract should fetch a higher price than gas 
sold on the spot market, the producer's contract damages 
should be limited accordingly. This assumes the producer 
would be able to obtain, at the time of repudiation, a higher 
price for the gas if it were committed under a long-term take-or
pay contract. 

[2] The Take-or-Pay Scoreboard. 

The law of oil and gas is largely the law of contracts and 
conveyances in the context of the commercial needs and tradi
tions of a unique industry.137 Unfortunately, the 1980s pro
vided many opportunities to test the efficacy of oil and gas 
contracts and the foresight of their creators. This testing process 
will undoubtedly continue during the 1990s as the industry and 

134 Id. at 1447, - 0. & G.R. at-. 
13s Id. at 1448, - 0. & G.R. at-. 
136 Ibid. 
137 Only in recent years have state legislatures enacted oil and gas laws 

which go beyond traditional conservation regulation. As Professor Ander
son's article, Chapter 2, infra, demonstrates, state legislation now often 
extends into the regulation of basic contract and property issues. Anderson, 
"Recent State Legislation Affecting Oil and Gas Law," 41st Oil & Gas Inst. 
§ 2.0 I (Matthew Bender 1990). 
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its regulatory systems evolve and the next crisis of supply or 
demand emerges. 

Experience with the gas sales contract, and the take-or-pay 
"problem," provides some basic reminders for the industry 
concerning contract drafting, administration, and enforcement. 
The drafter is reminded that the industry, its markets, and the 
regulatory institutions which govern them, are all subject to 
rapid, almost convulsive, change. The drafter is also reminded 
that each clause of the contract must be carefully evaluated to 
anticipate its possible impact during times of maximum eco
nomic stress.13a 

In the take-or-pay arena, both sides have been surprised to 
learn the effect of their entire gas contract. Purchasers have 
been surprised to learn that, absent express contract language, 
courts will not rescue them from dramatic market shifts.139 
Producers have been equally surprised to learn that courts will 
give effect to "all that pipeline boilerplate" which often substan
tially reduces or eliminates the purchaser's take-or-pay obliga
tions.140 Often, however, the contours of the bargain are not 
revealed in their full glory until the relationship is put under 
stress. Contract administrators and attorneys on both sides 
scramble to comb carefully their agreements in search of an 
"answer" to changed circumstances. No doubt each side is 
surprised, and either distressed or elated, as they focus on 
provisions that received little attention when the contract was 
signed. Although price, volume, and take obligations may have 
been the focus at the time the contract was made, most gas 
contract language is the product of an evolutionary process. 

138 Unfortunately, the educational process usually consists oflearning from 
past mistakes. Professor John S. Lowe accurately sums up the gas contracting 
situation by noting: "With the penetrating vision of hindsight, it is apparent 
that both buyers and sellers of natural gas made fundamental mistakes in 
negotiating gas contracts during the 1970s." Lowe, "Gas Contracting: The 
Lessons of the Seventies," 3 Nat. Resources & Env't 3 (1989). 

139 See, e.g., Golsen v. ONG Western, Inc., 756 P.2d 1209, 100 0. & G.R. 
145 (Okla. 1988). 

140 See generally Lone Star Gas v. G.S.G. Royalty Corp., 757 S.W.2d 457, 
103 0. & G.R. 355 (Tex. App. 1988); Lively Exploration v. Valero Transmis
sion, 751 S.W.2d 649, - 0. & G.R. -(Tex. App. 1988); Kodiak 1981 Drill 
v. Delhi Gas Pipeline, 736 S.W.2d 715,990. & G.R. 611 (Tex. App. 1987). 
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Therefore, it is not surprising to find language, conceived 
during another contracting era, which attempts to address the 
parties' rights under weak market conditions. Although such 
language may not have been the focus of negotiations leading 
to the contract, it is, nevertheless, equally enforceable.141 Were 
the rule otherwise, the collective wisdom of past negotiators, 
drafters, and administrators could not be preserved. The "take
or-pay" cases reported in 1989 continue the process of evaluat
ing various pipeline affirmative defenses and defining the im
pact of "the collective wisdom of past negotiators, drafters, and 
administrators." 

[a] Force Majeure. 

In Atlantic Richfield v. ANR Pipeline Co. 142 the court held 
FERC Order No. 380 143 was a force majeure "event" which 
rendered ANR "unable" to perform under its gas sales contracts 
with ARCO.144 The force majeure clause of each contract 
provided, in part: 

The term "force majeure" shall include . . . any act or omission 
(including failure to take gas) of a purchaser of substantial 
quantities of gas from Buyer which is excused by any event or 
occurrence of the character herein defined as constituting force 
majeure, and any laws, orders, rules, regulations, acts or restraints 
of any government or governmental body or authority, civil or 
military.145 

ANR's theory was that Michigan Consolidated Gas Company 
(MichCon) was "a purchaser of substantial quantities of gas 
from Buyer." MichCon, pursuant to FERC Order No. 380, was 

141 Were this not the case, the most common industry document, the oil 
and gas lease, would be nothing more that a statement of the landowner's 
fractional share of production and the amount of delay rental. Often these 
are the only terms of the oil and gas lease which are the focus of negotiation. 
See generally Pierce, "Rethinking the Oil and Gas Lease," 22 Tulsa L.J. 445 
(1987). 

142 768 S.W.2d 777, - 0. & G.R. - (Tex. App. 1989). 
143 Order No. 380, Elimination of Variable Costs from Certain Natural Gas 

Pipeline Minimum Commodity Bill Provisons, [ 1982-85 Regs. Preambles] 
F.E.R.C. Stats. & Regs.# 30,571, 49 Fed. Reg. 22,778 (1984). 

144N. 142 supra at 781-782, - 0. & G.R. at-. 
14s Id. at 780, - 0. & G.R. at -. 
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excused from its obligation to continue purchasing gas from 
ANR. This "regulation" (Order 380) of "a governmental body" 
(FERC) relieved MichCon of its obligation to purchase from 
ANR. Therefore, as between ANR and ARCO, this was a 
defined force majeure event.146 The only remaining issue, which 
the jury and the court resolved in ANR's favor, was whether 
this had rendered ANR "unable, wholly or in part" to comply 
with the contracts.141 

Couldn't ANR, even though it was unable to take gas for 
resale to MichCon, nevertheless pay ARCO money under the 
"pay" portion of the take-or-pay clause? This argument was 
answered by Article V, section 8 of the ARCO/ ANR contracts 
which provided: 

Notwithstanding anything to the contrary contained herein, on 
any day when deliveries or takes are affected by force majeure 
and the volumes of gas well gas delivered are less than the 
applicable daily contract quantity, the daily contract quantity 
shall be deemed to be the actual volume delivered and purchased 
on each such day.148 

The court held the force majeure clause in each contract re
duced the daily contract quantities, which similarly reduced 
ANR's take-or-pay obligations, after June 1, 1985-the effec
tive date of Order No. 380.149 

In Kaiser-Francis Oil Co. v. Producer's Gas Co. 150 the court, 
applying Oklahoma law, rejected the gas purchaser's force 
majeure defense. The force majeure clause provided, in part: 

"Force majeure" shall mean ... partial or entire failure of gas 
supply or demand over which neither Seller nor Buyer have 
control . . . .151 

146 Id. at 781, - 0. & G.R. at-. 
147 Two justices held this was a factual issue for the jury; the concurring 

justice held ANR was rendered unable to perform as a matter of law since 
the specific events, Order 380 and the loss of MichCon as a customer, were 
provided for in the contract. Id. at 783-794, 785, - 0. & G.R. at -, -. 

14s Id. at 780, - 0. & G.R. at -. 
149 Id. at 781, - 0. & G.R. at-. 
150 N. 126 supra. 

151 Id. at 565 n.l, - 0. & G.R. at - n.l. 
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Producer's Gas argued that a lack of demand for the Kaiser
Francis gas, at the contract price, was a force majeure event 
which relieved Producer's Gas from its take-or-pay obliga
tions.152 Relying on the Oklahoma Supreme Court case of 
Go/sen v. ONG Western, /nc.,153 the court noted that the inter
pretation urged by Producer's Gas is "antithetical to the take
or-pay provision" because: 

Under its interpretation, PGC could never be expected to take 
only when the demand for gas resulted in a resale price at or 
above the contract price. PGC could never be expected to take 
or pay when the demand for gas resulted in a resale price below 
the contract price. Rather than taking or paying under the take
or-pay provision, PGC would rely on the force majeure provi
sion. Thus, Kaiser-Francis would be shut in during any drop in 
demand, for up to twenty years, without any ability to sell in 
other markets. Such a one-sided interpretation is suspect.154 

The Kaiser-Francis opinion, like the Go/sen opinion, apparently 
requires express language for a long-term contract to tie the 
producer to the purchaser while obligating the latter to take gas 
only when it can profit by doing so. The court concluded the 
force majeure language in the Kaiser-Francis/Producer's Gas 
contract was not sufficient.155 

The force majeure defense received extensive treatment in 
Sabine Corp. v. ONG Western, Inc. 156 The court first established 
some ground rules for the force majeure defense: 

( 1) Parties can specify events, in their contract, that will 
constitute force majeure.151 

(2) The events need not be unforeseeable.158 

(3) If the force majeure clause requires notice, failure to 
give notice is fatal to the force majeure defense.159 

152 Id. at 565-566, - 0. & G.R. at -. 
153N. 139 supra, 756 P.2d at 1213, 100 0. & G.R. at 152-153. 
154 Kaiser-Francis Oil Co. v. Producer's Gas Co., N. 156 supra at 566, -

0. & G.R. at -. 
155 Ibid. 
156 725 F. Supp. 1157, - 0. & G.R. - (W.D. Okla. 1989). 
151 Id. at 1163, - 0. & G.R. at -. 
15s Id. at 1163, 1170, - 0. & G.R. at-,-. 
159 Id. at 1168, - 0. & G.R. at -. 
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The court then turned to the specific issues raised by the 
Sabine/ONG contract. One of the first issues was whether an 
inability to take gas relieved the purchaser from its obligation 
to pay for gas. The producer argued that the gas contract 
provides for "alternative" performances, either take the gas or 
pay for it.160 The court rejected this argument finding "[t]he 
force majeure clause . . . unambiguously excuses both the 
obligation to take and the obligation to pay when gas cannot 
be taken for a reason within the clause." 161 

After applying its rules regarding notice under the force 
majeure clause, the court found there was only one event which 
ONG arguably preserved as a force majeure defense: the Okla
homa Corporation Commission's adoption of Rule 1-305.162 

Rule 1-305 163 requires a gas purchaser to implement a specified 
"priority schedule" whenever "the permitted production from 
all wells in any common source of supply in its system . . . 
is in excess of that purchaser's reasonable market de
mand .... " 164 Rule 1-305 requires the purchaser to satisfy 
its total demand for Oklahoma gas by taking all Priority 1 gas 
available to its system before taking any Priority 2, 3, 4, or 5 
gas.165 This rule radically changes a pipeline's purchasing obli
gations in two respects: (1) Gas is divided into five tiers, and 
all production in a higher priority tier must be taken before any 
gas can be taken from a lower tier;166 (2) The take obligation 
is on a pipeline system basis instead of a common source of 
supply basis.167 Therefore, if the pipeline purchases from fifty 
common sources of supply, it must meet its gas demand by 

160 Id. at 1169, - 0. & G.R. at-. 
161 Ibid. 

162 Sabine, N. 156 supra at 1170, - 0. & G.R. at -. 
163 The current version of Rule 1-305 can be found in Oil-Law Records 

Corporation, General Rules-Rules of Practice of the Oklahoma Corporation 
Comm'n 27-30 (l 988) [hereinafter Oil-Law Records]. 

164 Id. at Rule 1-305 B., Oil-Law Records at 27-28. 
165 Id. at Rule 1-305 C., which provides, in part: "All production from the 

lower priority wells shall be shut-in before production from any well in the 
next higher priority is curtailed." Oil-Law Records at 29. 

166 Ibid. 

167N. 163 supra, Rule 1-305 B., Oil-Law Records at 27. 
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purchasing all higher priority gas available from the fifty com
mon sources of supply before purchasing any lower priority 
gas-from any common source of supply connected to the 
pipeline. 

The court in Sabine asserted three separate grounds for 
rejecting ONG's Rule 1-305 force majeure defense. First, the 
court found that Rule 1-305 "permits rather than requires a 
purchaser to reduce its takes when permitted production from 
all wells in a common source of supply from which a purchaser 
is required to take exceeds that purchaser's market demand." 168 

Second, even if Rule 1-305 were mandatory, the court found 
ONG failed to prove that its "total permitted production from 
wells within the common source of supply in which the Sarkeys 
[Sabine] well is exceeded ONG's market demand during the 
years in question." 169 Third, even if ONG had submitted the 
required market demand proof, the court found ONG failed 
to prove Rule 1-305 rendered it "unable" to take gas.170 The 
court noted: 

At best, ONG's evidence demonstrates that the effect of the 
various alleged events of force majeure was a decline in market 
demand and a disparity between ONG's contract price and the 
market price or value of gas ... with the result that if ONG were 
to have taken the gas, it would have had to resell it at a loss. . . . 
Such a loss of market demand which, as opposed to absolute 
demand, is a function of price, see Go/sen v. ONG Western, Inc., 
[citation]171 and the inability to resell gas at a profit, does not 
render a party "unable" to take gas.172 

Relying upon Go/sen v. ONG Western, Inc., 173 the court ob
served that if the inability to sell gas at a profit constituted force 
majeure, it would render the take-or-pay clause, and its result
ing allocation of market risks, meaningless. 174 

168 Sabine Corp., N. 156 supra 1170, - 0. & G.R. at - (emphasis by the 
court). 

1&9 /bid. 
110 N. 156 supra at 1171, - 0. & G.R. at-. 
171 N. 139 supra, 756 P.2d at 1213 n.2, 100 0. & G.R. at 153 n.2. 
112 Sabine Corp., N. 156 supra at 1171, - 0. & G.R. at-. 
173 N. 139 supra. 

174Sabine Corp., N. 156 supra at 1171, - 0. & G.R. at-. 



§ 1.03(2][a] OIL & GAS LAW & TAXATION 1-36 

The court's reasoning in Sabine demonstrates the conceptual 
difficulties created by the Oklahoma Supreme Court's response 
to the conservation law interpretations urged by the gas pur
chaser in Golsen v. ONG Western, Inc. 175 In Golsen the gas 
purchaser, ONG, argued that its inability to resell the Golsen/ 
ONG contract gas at a profit constituted force majeure as a 
"failure of gas supply or markets." 176 ONG also argued that 
Golsen could not lawfully tender to ONG any gas that ONG 
could not resell at a profit.177 ONG's basic premise appeared 
to be that inability to take the gas and resell it at a profit would 
be a "failure of gas ... markets." ON G's second line of 
defense was that such production would violate various Okla
homa market demand statutes and regulations. In rejecting 
each of these defenses, the court failed to address the basic error 
in ONG's market demand arguments. 178 

Oklahoma, like many producing states, uses "market de
mand" in tandem statutes to define what can be lawfully pro
duced 179 and purchased 180 from a common source of supply. 
Producers struggle with the concept that "market demand" 
under these statutes is defined by what the purchasers take from 
the common source of supply. Each of these statutes contem
plates that the action of purchasers taking gas from the common 
source of supply defines the statutory market demand. These 
statutes have been with producers in Oklahoma in one form 
or another since 1909 .181 It seems reasonable that in entering 
into gas purchase contracts governed by Oklahoma law, the 
parties made their agreement in light of the existing market 
demand system. 

175 N. 139 supra. 

11& Id., 756 P.2d at 1213, 100 0. & G.R. at 152-153. 
177 Id. at 1214-1216, 100 0. & G.R. at 153-156. 
178 Instead, the court held there could be no physical waste where the 

producer seeks merely to enforce the "pay" option of the take-or-pay clause 
and that paying a premium for gas does not constitute economic waste. Id. 
at 1215, 100 0. & G.R. at 156-158. 

179 Okla. Stat. Ann. tit. 52, §§ 86.3 and 239 (West 1969). 
180 Id. at § 240. 
18 1 See, e.g., Okla. Stat. Ann.§ 54 (oil) and§ 23 (gas) (West 1969). See also 

§§ 272, 273 (oil) and §§ 86.3, 239, 240 (gas). 
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ONG argued that "market demand" was affected by the 
"price" of the gas being sold. However, the price of the oil or 
gas taken from a common source of supply has been a limiting 
factor only when it was so low as to constitute economic 
waste.182 Once the price factor is removed from the equation, 
market demand regulation, defined by pipeline takes, presents 
a fair and workable system. For example, suppose Acme Pipe
line is the only purchaser from a common source of supply and 
it takes 100 Mcf of gas from the common source to meet the 
gas demands of its customers. The market demand for the 
common source is 100 Mcf, regardless of what Acme pays for 
the gas. Suppose it has a contract with Producer A to take-or
pay for 75 percent of lawful production at $5 per Mcf. Acme 
does not want to take the gas from A because, at $5 per Mcf, 
it cannot resell it at a profit. Therefore, Acme buys 100 Mcf 
of gas on the spot market from Producer B, out of the same 
common source of supply, for $1 per Mcf. In this situation, 
although Acme has not purchased any gas from Producer A, 
the market demand, for calculating its obligations under its 
take-or-pay contract, is still 100 Mcf. To calculate Acme's 
ultimate take-or-pay liability, other statutory limitations on 
production and contract provisions must be considered. If we 
assume Producers A and B have the only wells in the common 
source of supply, with identical natural flows, then A and Bare 
each entitled to produce up to one-half of the market demand. 
Applying the other production limitation statutes,183 A's lawful 
production would be 50 Mcf and, absent other statutory and 
contractual limitations, Acme's take-or-pay liability would be 
7 5 percent of 50 Mcf or 3 7. 5 Mcf. 

The foregoing hypothetical case assumes Acme is the only 
purchaser in the common source of supply. Suppose Acme 
decides to stop buying gas from this common source altogether. 
If there is any gas being taken from the common source by any 
purchaser, it creates a corresponding market demand for that 
common source under the Oklahoma statutes. So if purchasers 

182 Golsen, N. 139 supra at 1215-1218, 100 0. & G.R. at 159-166. See also 
Okla. Stat. Ann. tit. 52, § 272 ( 1969) (prohibit taking of oil at an inadequate 
price). 

183 Okla. Stat. Ann. tit. 52, §§ 29 and 232 (West Supp. 1990). 
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besides Acme take 500 Mcf of gas from Producer A 184 and 500 
Mcf from Producer B, the total market demand for this com
mon source is 1000 Mcf. Subject to the same contract and 
statutory qualifications previously noted, A's lawful production 
would be 500 Mcf and Acme's take-or-pay liability would be 
75 percent of 500 Mcf or 375 Mcf. This liability arises even 
though Acme didn't take any gas from the common source of 
supply. 

Once the market demand system is properly understood, 
price considerations are eliminated-as are distorted claims of 
pipeline manipulation. Unfortunately, the court in Go/sen v. 
ONG Western, Inc.,185 instead of attacking ONG's flawed mar
ket demand argument head-on, assumed ONG's interpretation 
to be correct and then found other ways to defuse its impact. 
For example, the court noted that the obligation to "pay" could 
not result in physical waste and that various statutes only focus 
on the producer or purchaser.186 Although this may dispose of 
ONG's arguments, it does not provide a guide for cases where 
the parties have entered into a take-or-pay contract subject to 
statutory and regulatory limitations, including market demand 
limitations. It seems logical that a producer would not obligate 
itself to deliver gas it is prohibited by law from producing. 
Similarly, a purchaser would not obligate itself to take, or pay 
for, gas it is prohibited by law from taking. In most gas con
tracts, the risks of existing and future regulation are shared by 
the parties, each accepting the risk that the other party's perfor
mance may be impaired from time to time by governmental 
action. However, neither party, under a proper interpretation 
of the market demand statutes, has the unilateral ability to fix 
the amount of gas it will produce or take. These are matters 
controlled, appropriately, by the total demand for gas from a 
common source of supply, the physical characteristics of the 
wells, and the express terms of the applicable statutes and 
regulations. 

184 We can assume A is exercising its rights under the Uniform Commercial 
Code to resell the gas because Acme has breached its contract by refusing 
to take or pay for A's gas. Note that A will probably be selling the gas at spot 
prices until its contract dispute is resolved. 

185 N. 139 supra. 
18& Id., 756 P.2d at 1215, 100 0. & G.R. at 157-158. 



1-39 RECENT DEVELOPMENTS § l.03[2)[a) 

Returning to Sabine Corp. v. ONG Western, Inc., 187 the 
court's reluctance to recognize Oklahoma Corporation Com
mission Rule 1-305 as a force majeure event seemed to center 
on its belief that ONG could manipulate its take-or-pay obliga
tion by simply reducing the amount of gas it purchased from 
Sabine.188 The court stated that Rule 1-305 "permits rather than 
requires a purchaser to reduce its takes .... " 189 Rule 1-305 
clearly imposes a mandatory obligation on ONG.190 However, 
the priority schedule requirement applies only when all produc
tion available to a pipeline system "is in excess of that purchas
er's reasonable market demand . . . . "191 

A simple hypothetical case will demonstrate that a gas pur
chaser is unable to manipulate its take-or-pay obligations under 
Rule 1-305-short of going out of business. Assume Acme 
Pipeline purchases a total of 1000 Mcf per day of gas from three 
separate common sources of supply. Before the Oklahoma 
Corporation Commission adopted Rule 1-305, Acme could 
manage its purchases by taking ratably from each producer in 
each of the three common sources of supply.192 The only limita
tions, prior to Rule 1-305, would be what each well could 
produce under the Oklahoma statutes 193 and, where applicable, 
production limitations established by the Commission on a 
well-by-well basis. On January 1, 1984, Rule 1-305 took 

187 N. 156 supra. 
188 Id., 725 F. Supp. at 1170, - 0. & G.R. at -. 
189 Ibid. 
190 Rule 1-305 B. provides: "In the interest of the prevention of waste and 

protection of correlative rights, the following priority schedule shall be 
implemented by any first purchaser of gas whenever the permitted production 
from all wells in any common source of supply in its system . . . is in excess 
of that purchaser's reasonable market demand .... " Oil-Law Records, N. 
163 supra at 27-28. 

191 Rule 1-305 B., Oil-Law Records, id. at 28. 
192 Okla. Stat. Ann. tit. 52, § 240 (West 1969) (ONG would also be 

obligated to purchase without discrimination among the three common 
sources of supply). However, Section 240 permits discrimination within and 
among common sources of supply when "authorized by the Corporation 
Commission after due notice and hearing . . . . " 

193 The primary production limitations are found at Okla. Stat. Ann. tit. 
52, §§ 29 and 232 (West Supp. 1990) and § 239 (West 1969). 
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effect.194 Assume, on Acme's pipeline system, there is the 
following mix of wells and production: 

( 1) five Priority 1 wells with daily aggregate production 
of 100 Mcf. 

(2) twenty-five Priority 2 wells with daily aggregate pro
duction of 200 Mcf. 

(3) 100 Priority 3 wells with daily aggregate production 
of 500 Mcf. 

( 4) 100 Priority 4 wells with daily aggregate production 
of 400 Mcf. 

(5) 100 Priority 5 wells with daily aggregate production 
of 1000 Mcf. 

After Rule 1-305, Acme would have to meet its 1000 Mcf 
per day gas demand as follows: 

). 

( 1) 100 Mcf per day from the Priority 1 wells. 

(2) 200 Mcf per day from the Priority 2 wells. 

(3) 500 Mcf per day from the Priority 3 wells. 

(4) 200 Mcf per day taken ratably from all Priority 4 
wells. 

If Acme has take-or-pay contracts with owners of Priority 5 
wells, the court in Sabine suggests Acme has "voluntarily" 
elected to reduce its takes from Priority 5 wells. However, after 
Rule 1-305 Acme would have to increase its daily takes 200 
Mcf before it could take any Priority 5 gas.195 If Acme wanted 
to take all of a particular producer's Priority 5 gas, it would 
have to increase its takes by 120 percent and purchase an 
additional 1200 Mcf per day. 19& 

194 Corporation Commission Order No. 246797, In the Matter of Rules and 
Orders of the Corporation Commission Regarding Market Demand for Gas, 
Order Adopting Final Rule at 14 (October 19, 1983). 

195 Recall that under Rule 1-305 "[a]ll production from the lower priority 
wells shall be shut-in before production from any well in the next higher 
priority is curtailed." Rule 1-305 C., Oil-Law Records, N. 163 supra at 28. 

196 Rule 1-305 requires that gas purchases within a priority category must 
be ratable. Therefore, to take all the gas a Priority 5 well can produce, Acme 
would have to purchase all available gas from Priorities l through 5. 
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Under the hypothetical case, Acme has not reduced its 1000 
Mcf per day gas demand. Instead, Rule 1-305 imposes an 
entirely new purchasing regime which dictates how Acme must 
satisfy its demand. This impact is particularly pronounced in 
Oklahoma since interstate pipelines are not subject to Rule 1-
305.197 This means the intrastate purchaser is required to take 
up the slack by purchasing all available high priority gas. Even 
if a gas purchaser decides to pay for gas it cannot take, Rule 
1-305 effectively destroys the purchaser's ability to exercise its 
right to make up gas that has been paid for but not taken. If 
Acme wanted to make up gas it has been forced to pay for, it 
must again increase its demand by at least 120 percent to take 
additional quantities of gas from its Priority 5 sellers. Rule 1-
305 seems to be the sort of governmental intervention which 
the concept of force majeure, and force majeure clauses, were 
intended to address. It is unfortunate that ONG, in an effort 
to get too much out its conservation defense, has caused courts 
to adopt the equally faulty reasoning of its producer opponents. 

[b] NGPA Price Ceilings. 

A common affirmative defense raised by pipeline defendants 
is that payment for gas not taken results in an inflated price 
for gas actually taken. Since gas is usually purchased at the 
maximum lawful price under the Natural Gas Policy Act 
(NGPA),198 any amounts added to the price paid for gas actu
ally taken would exceed the maximum lawful price. For exam
ple, assume pipeline A pays the maximum lawful price for 100 
Mcf of gas it takes from producer B, and then B demands the 
equivalent of 75 Mcf in take-or-pay payments. A defends 
arguing the take-or-pay provision is unenforceable because 
compliance by A would require it to violate federal law. If we 
assume the maximum lawful price for gas from the well is equal 
to $2 per Mcf, A has paid $200 for the 100 Mcf it took. If it 
also pays B a take-or-pay payment of $150, A would argue it 

197 ANR Pipeline Co. v. Corporation Comm'n, 643 F. Supp. 419, 93 0. 
& G.R. 289 (W.D. Okla. 1986), afj'd, 860 F.2d 1571, 103 0. & G.R. 572 
(l 0th Cir. 1988), cert. denied, l 09 S. Ct. 1967 ( 1989). 

198 Natural Gas Policy Act of 1978, Pub. L. No. 95-621, 92 Stat. 3351 
(codified at 15 U.S.C. §§ 3301-3432 (1982). 
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effectively paid $3.50 per Mcf [($200 + $150) divided by 100 
Met] for produced gas that federal law states cannot be sold 
for more than $2 per Mcf. 

This defense was rejected by two federal circuit courts of 
appeal in 1989. First, in Kaiser-Francis Oil Co. v. Producer's 
Gas Co.,199 the court rejected the defense and adopted the 
reasoning of the Federal Energy Regulatory Commission in 
ANR Pipeline Co. v. Wagner & Brown.200 The court adopted 
the following rationale from the Wagner & Brown proceeding: 

"In the context of the gas purchase contract and industry practice, 
the take-or-pay payment is not intended to be a payment for gas 
and is not a part of the price of gas until it is applied at the time 
of sale. The value to the producer of take-or-pay payments 
forfeited by the purchaser is therefore not treated as part of the 
price of gas purchased currently." 201 

In Associated Gas Distributors v. F.E.R. C. 202 the D.C. Circuit, 
adopting the reasoning of the Tenth Circuit in Kaiser-Francis, 
and the FERC in Wagner & Brown, stated: 

The amount paid under a contract (for gas taken and for gas not 
taken, which includes nonrecoupable prepayments203 as well as 
buyouts and buydowns), divided by the units of gas actually 
taken, may indeed yield a figure that is in excess ofNGPA ceiling 
prices. Such a circumstance alone, however, does not violate Title 
I [the NGPA price ceilings].204 

[c] Specific Contract Limitations. 

Pipeline attempts to avoid take-or-pay liability by attacking 
the validity of the gas contract have failed. Ironically, the very 
contract pipelines initially attacked has become their most 

199 N. 126 supra. 

200 44 FERC # 61,057 (1988). 
201 Kaiser-Francis, N. 126 supra, 870 F.2d at 570, - 0. & G.R. at-, 

quoting from ANR Pipeline Co. v. Wagner & Brown, N. 200 supra. 
202 893 F.2d 349, - 0. & G.R. - (D.C. Cir. 1989). 
203 The court defines "nonrecoupable prepayments" as "payments made 

by the pipeline to the producer for gas that the pipeline is not able to 'make 
up' by taking amounts in excess of its take-or-pay option in a later year." 
Associated Gas Distributors v. F.E.R.C., id. at 357, - 0. & G.R. -. 

204 Id. at 359, - 0. & G.R. at -. 
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valued ally in eliminating or reducing take-or-pay liability. The 
most successful take-or-pay defense for pipelines has been to 
seek literal enforcement of the terms of their gas contracts. The 
beneficial contract language usually arises from two sources: ( 1) 
The "other thirty pages" of the gas contract which didn't receive 
much, if any, attention when the contract was negotiated; and 
(2) Specific pipeline language developed through the years to 
temper pipeline obligations, including take-or-pay obligations. 

In Atlantic Richfield v. ANR Pipeline Co.,205 the ARCO/ANR 
gas contract excepted from its terms: "such portions of the gas 
produced from the reservoir . . . as Seller's lessor may be 
entitled to take or receive under the terms of Seller's leases. " 206 
The producer's lease covered outer continental shelf lands and 
gave the federal government the right to take its one-sixth gas 
royalty in kind.207 The court held that the express terms of the 
gas contract excluded one-sixth of the gas volumes from the 
contract, and from ANR's take-or-pay obligation.208 In holding 
the parties to the express terms of their contract, the court 
noted: "Both appellant and appellee are large and sophisticated 
energy companies, free to contract as they desire. It is not the 
function of the court to rewrite their agreement."209 

[d] Waiver and Estoppel. 

The court's decision in Lone Mountain Prod. v. Natural Gas 
Pipeline Co. 210 addresses an issue which is often raised in gas 
contract litigation: When has a party waived the right to insist 
upon performance of the contract as written? In Lone Mountain 
the gas purchaser, Natural, defended against Lone Mountain's 
take-or-pay claim asserting Lone Mountain failed to comply 
with the assignment formalities imposed by the contract. The 
court held that Lone Mountain complied with "the spirit, if not 

20s N. 142 supra. 

2os Id., 768 S.W.2d at 782, - 0. & G.R. at -. 
207 If the government failed to take its gas in kind, the lease obligated 

ARCO to market the government's royalty gas. Ibid. 
20a N. 142 supra at 782, - 0. & G.R. at -. 
209 Ibid. 

210 710 F. Supp. 305, 103 0. & G.R. 143 (D. Utah 1989). 
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the letter" of the contract's assignment requirements.211 How
ever, the court noted that even if Lone Star failed to comply 
with the terms of the gas contract, Natural could not, under 
principles of waiver and estoppel, assert it as a defense.212 

When Lone Mountain received its interest in the well, it 
executed, at Natural's request, a document titled "succession 
agreement." Natural contended that since the succession agree
ment did not comply precisely with the assignment require
ments of the gas contract, its obligations to Lone Mountain 
never accrued under the contract. Lone Mountain argued Natu
ral should be estopped from asserting that the succession agree
ment did not comply with the contract. Lone Mountain also 
asserted that Natural waived precise compliance with the as
signment provision by employing the succession agreement to 
accomplish the same purpose.213 Commenting on the basic 
attributes of waiver, the court stated: 

In a contractual setting, waiver occurs when an obligor mani
fests an intent not to require an obligee to strictly comply with 
a contractual duty .... The applicability of waiver depends on 
the intent of the non-breaching party. If he has intentionally 
relinquished a known right, either expressly or by conduct incon
sistent with an intent to enforce that right, he has waived it and 
may not thereafter seek judicial enforcement. . . . 

Waiver can be express or implied; it is shown by the party's 
words or deeds inconsistent with an intent to insist on his 
contractual rights .... To constitute waiver, the party's actions 
or conduct must be distinctly made, must evince in some un
equivocal manner an intent to waive, and must be inconsistent 
with any other intent. 214 

Applying these principles, the court held Natural waived strict 
compliance with the assignment provision.215 The court also 
concluded that Natural was estopped 216 from relying on the 

211 Id. at 310, 103 0. & G.R. at 152. 
212 Ibid. 
21 3 N. 210 supra at 310-311, 103 0. & G.R. at 152-153. 
214Id. at 311, 103 0. & G.R. at 152-153. 
21s Id. at 312, 103 0. & G.R. at 154. 
216 Commenting on the rules governing estoppel, the court states: 

Estoppel ... [as opposed to waiver] focuses not on the obligor's intent, 
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assignment defect because it had failed to raise the issue for 
over three years and then only after Lone Mountain had at
tempted to enforce the contract.217 Natural, through its tender 
of the succession agreement, led Lone Mountain to believe it 
had complied, to Natural's satisfaction, with the assignment 
provisions of the gas contract. Had Natural timely objected to 
the succession agreement, Lone Mountain could have easily 
complied with the assignment clause and perfected its rights 
under the contract.21a 

It seems Natural was groping for a defense. Few cases will 
be as clear-cut as the Lone Mountain situation. Instead, courts 
will have to deal with situations where the parties have never 
consciously focused on the issue until the take-or-pay dispute 
surfaces. Waiver and estoppel will be difficult to prove in such 
cases. Often, a specific contract clause may affect the waiver 
analysis, usually making it more difficult to establish a waiv
er.219 

but on the effects of his conduct on the obligee .... Estoppel precludes 
parties from asserting their rights where their actions or conduct render 
it inequitable to allow them to assert those rights .... The doctrine of 
estoppel has application when a party, by his acts, representations, or 
conduct, or by his silence when he ought to speak, induces another party 
to believe certain facts exist and the other party relies thereon to his 
detriment. ... Where an expression of waiver is followed by a substan
tial and detrimental change in the position of the other party to the 
contract, a court is amply justified in applying the doctrine of estop
pel. . . . Even if the obligor has not waived a known right, he may be 
estopped from enforcing it. Id. at 311, 103 0. & G.R. at 153-154. 

217 Lone Mountain, 710 F. Supp. at 312, 103 0. & G.R. at 155. 
21a Ibid. 

219 For example, gas contracts often contain a "waiver clause" similar to 
the following: 

The failure of either party hereto to exercise any right granted hereun
der shall not impair nor be deemed as a waiver of such party's privilege 
of exercising such a similar right at any subsequent time or times. 

Another frequently encountered clause provides: 

The waiver of either party of any breach of any of the provisions of 
this agreement shall not constitute a continuing waiver of other breaches 
of the same or other provisions of this agreement. 
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A party's claim under the contract may also be affected by 
contractual limitations periods that require the claim to be 
brought within a specified time.220 

(3] The Assignment. 

(a] New Problems for the Conditional Assignment. 

The 1989 case that will undoubtedly strike fear in the hearts 
of many oil and gas developers is Riley v. Meriwether. 221 In 
Riley the assignee obtained an assignment of oil and gas leases; 
each lease contained a shut-in royalty clause. The assignment 
contained the following condition: 

Sixty days after the completion of the last well drilled under the 
drilling program . . . this assignment shall terminate as to, and 
Assignee shall reassign to Assignor, all interest in the Land[s] 
above described . . . which are not then producing, and upon 
cessation of production and the plugging of any well on the land 
above described . . . if said production cessation is for longer 

220 Many gas contracts contain a clause similar to the following: 

Buyer shall furnish the Seller a statement of all gas delivered hereunder 
by Seller during the preceding Accounting Month; and Buyer shall pay 
Seller by the twentieth day of each calendar month for all gas delivered 
to Buyer hereunder during the preceding Accounting Month in accor
dance with each statement; provided that each party shall have the 
right . . . to examine the books and records of the other party to the 
extent necessary to verify the accuracy of any statement, payment or 
calculation relating to the gas delivered hereunder. If any such examina
tion reveals any inaccuracy, the necessary adjustment in such state
ments and payments shall be promptly made, provided that no adjust
ment for any statement or payment shall be made after a lapse of two 
years from the date thereof unless challenged prior thereto. 

In Woods Petroleum Corp. v. Hummel, 784 P.2d 242, -0. & G.R. -(Wyo. 
1989) the operator, from 1984 through 1987, billed the nonoperator for only 
one-fourth of the well costs when the proper amount should have been one
third. In 1987 the operator sued the nonoperator to collect the $91,000 it 
had been underbilled. Relying upon Paragraph 4 of the "COPAS" accounting 
exhibit to the operating agreement between the parties, the court held the 
claim must have been made within twenty-four months following the calendar 
year of the billing. The operator's claim was barred by the COPAS contractual 
limitations period. 

221 780 S.W.2d 919, - 0. & G.R. - (Tex. App. 1989). 
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than sixty ( 60) consecutive days and if no drilling operations have 
been commenced on the land within such period.222 

The assignee drilled the nine wells required by the drilling 
program. However, from December 1985 through January 
1987, the wells were shut in because there was no market for 
the gas. Although the underlying oil and gas leases were main
tained by the payment of shut-in royalty, the assignment did 
not contain a shut-in provision.223 The assignor asserted that 
the assignment had terminated because the wells had ceased 
producing more than sixty days earlier; nor had there been any 
drilling on the assigned land within the sixty-day period.224 

Applying an oil and gas lease analysis to interpret the assign
ment, the court held actual production was required to main
tain the assignment. Failure to meet the production require
ment, or one of the excuses from production specified in the 
assignment, would result in the automatic termination of the 
assigned estate.225 The court also rejected the assignee's argu
ment that searching for a market constituted "operations" 
under the assignment.226 The assignment also provided: "Refer
ence for all purposes is made to the oil and gas leases described 
in Exhibit A attached hereto and incorporated herein by this 
reference." 227 The assignee argued this clause incorporated the 
oil and gas leases, including their shut-in royalty provisions, 
into the assignment. Rejecting this argument, the court held 
this clause merely referenced the lease exhibit as a description 
of the leases being assigned and was not intended to expand 
the assignee's rights under the assignment.22s 

Riley v. Meriwether dictates that the conditional assignment 
be approached with the same degree of caution required in 

222 Id. at 923, - 0. & G.R. at - . The assignment also provided "for a 
term ending November 15, 1980, and for so long thereafter, as to each of 
the respective tracts . . . as oil or gas . . . are produced . . . . " 

22a Id. at 921, - 0. & G.R. at-. 
224 Ibid. 
225 The court found the assignment created a determinable fee in the 

assignee which automatically terminated when the express terms of the 
assignment are not met. N. 221 supra at 923, - 0. & G.R. at-. 

22s Id. at 926, - 0. & G.R. at -. 
221 Id. at 924, - 0. & G.R. at -. 
22& Ibid. 
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drafting defeasible term mineral and royalty interests.229 There
fore, the assignment must either contain all the excuses for 
nonproduction contained in the oil and gas lease or expressly 
confer the benefits of the underlying lease on the assignee. Mere 
incorporation of the lease by reference will not suffice. The 
assignee must expressly retain the right to exercise the underly
ing lease covenants against the assignor. 230 Arguably, the court 
should not have applied an oil and gas lease analysis to evaluate 
issues between assignor and assignee. Their relationship is 
fundamentally different. For example, the assignee in this case 
invested substantial sums of money in the property to drill the 
nine wells. The assignee's interests are perfectly aligned with 
the interests of its assignor. The assignor's main concern should 
be that the assignee do nothing that could jeopardize the 
continued existence of the underlying oil and gas leases. 

(b] Accidental Lease Termination and Nonoperating 
Interests. 

Pursuant to a "letter agreement" between Huggs and LPC, 
Huggs acquired leases for LPC to develop. The letter agreement 
provided Huggs would receive a 5 percent overriding royalty 
prior to payout which would convert to a 20 percent working 
interest after payout.231 LPC failed to timely pay delay rental 
on two leases, thereby extinguishing LPC's, and Huggs', rights 
in the leases. Huggs sought damages for the loss from LPC.232 

The court, in Huggs, Inc. v. LPC Energy, /nc.,233 relied on 
specific clauses in the letter agreement and joint operating 
agreement which relieved LPC from liability for "mistake or 
oversight if any delay rental or shut-in gas royalty payment is 
not paid or is erroneously paid. " 234 Apparently when LPC 

229 See, e.g., Archer County v. Webb, 161 Tex. 210, 338 S.W.2d 435, 13 
0. & G.R. 280 (l 960). 

230 See generally Riley v. Meriwether, N. 221 supra at 924-925, - 0. & 
G.R. at-. 

23 1 Huggs, Inc. v. LPC Energy, Inc., 889 F.2d 649, 651, - 0. & G.R. -, 
- (5th Cir. 1989). 

232 Ibid. 

233 N. 231 supra (applying Louisiana law). 
234 Id. at 652, - 0. & G.R. at -. 
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acquired the leases, it failed to put them on its computer. The 
court held this was an act of "mistake or oversight" covered 
by the parties' contracts. Therefore, LPC was not liable to 
Ruggs for the loss.23s 

However, on a third lease LPC failed to respond to a well 
which ceased producing. The lease was beyond its primary 
term, so LPC had to take action to put the well back on 
production to maintain its lease. LPC failed to take any action 
and the lease terminated.236 Ruggs sought damages from LPC 
for failing to honor a reassignment clause in their letter agree
ment. The reassignment clause provided: 

In the event [LPC] elects not to maintain any lease within a 
proposed unit in effect by payment of delay rentals or drilling 
operations or to renew or extend to such lease then on or before 
60 days of the earliest lease expiration or delay rental date on 
any lease on any unit, [LPC] shall relinquish and assign, free of 
liens and encumbrances, to Ruggs all of such leases within such 
unit area and any leases therein and any wells drilled or caused 
to be drilled thereon shall no longer be subject to this agree
ment. 231 

The court held that the "mistake or oversight" clause applied 
only to the improper payment of delay rental or shut-in royal
ty.238 The court concluded that LPC's failure to offer a reassign
ment of the lease to Ruggs, prior to its termination, was a 
breach of their letter agreement.239 The court upheld the award 
to Ruggs of lost profits associated with production from the 
lease LPC failed to reassign.240 

The court also addressed the rights of Exordium Oil & Gas 
Company, which held a one-sixteenth overriding royalty in the 

23s Id. at 652-653, - 0. & G.R. at -. 
23s Id. at 653, - 0. & G.R. at -. 
237 Ibid. 
23a N. 231 supra at 653-654, - 0. & G.R. at-. 
239 Id. at 654-655, - 0. & G.R. at -. The court also rejectd LPC's 

argument that losing the lease was a "joint loss" under paragraph 2(c) of their 
joint operating agreement. The court interpreted paragraph 2(c) as applying 
only to situations where the parties agreed to the lease termination. If the 
parties did not agree, then LPC, under the letter agreement, had to offer to 
reassign the lease. Id. at 655, - 0. & G.R. at -. 

240 Id. at 656-657, - 0. & G.R. at -. 
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lease that had ceased producing and had terminated. Although 
Exordium did not have a contract with LPC, the court held it 
had a tort claim against LPC arising out of LPC's "gross 
negligence" in operating ( or failing to operate) the lease.241 
Huggs could base both contract and tort claims on LPC's gross 
negligence in failing to honor the reassignment clause.242 

The Huggs case underscores the fragile nature of the oil and 
gas lease and interests carved from the lease. Parties assigned 
an interest in a lease should carefully provide for the inevitable: 
A delay rental is fumbled, a critical date is missed, the lease 
terminates. At a minimum, the assignor and assignee should 
specify who is required to act, the standard of care that will 
be used to measure their actions, and what will happen if their 
actions fall below the standard of care-resulting in lease 
termination. In Huggs, varying standards of care were provided 
for in the contract, depending on the event. The reassignment 
clause was effectively used to measure the assignee's loss when 
the assignor failed to meet the required standard of care.243 

241 Id. at 656, - 0. & G.R. at -. The court noted that under Louisiana 
law the same acts or omissions creating a breach of contract could give rise 
to actions in tort as well as contract. The court, explaining the concept, stated: 

Generally, where a person neglects to do what he is obligated under 
a contract, he has committed a passive breach of the contract. If he 
negligently performs a contractual obligation, he has committed active 
negligence and thus an active breach of contract. A passive breach of 
contract warrants only an action for breach of contract; an active breach 
of contract, on the other hand, will also support an action in tort under 
La. Civ. Code art. 2315. Id. at 655, - 0. & G.R. at-. 

The court also cited Reliance Trust v. Texas Gas Transmission Corp., 499 
So.2d 202 (La. App. 1986) noting: "refusal to pay for gas under the terms 
of delivery contract was a passive act by the defendant and not any form 
of negligence or active breach that would serve as a basis for an award of 
tort damages." Huggs, N. 231 supra at 655. 

242 This would permit LPC to recover prejudgment interest, under a tort 
theory, instead of merely postjudgment interest under its contract theory. N. 
231 supra at 657-658, - 0. & G.R. at-. 

243 It is not clear from the court's opinion whether Huggs was awarded 
damages based upon its 5 percent overriding royalty (convertible at payout 
to a 20 percent working interest) or the value of the entire lease, had it been 
reassigned. See generally Mike Golden, Inc. v. Tenneco Oil Co., 450 N.W.2d 
716, - 0. & G.R. - (N.Dak. 1990) (damages for breach ofnonassignment 
clause determined by ascertaining fair market value of lease on date of 
breach). 
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[4] The Division Order. 

Many courts and legislatures expended a substantial amount 
of time in 1989 trying to referee division order disputes be
tween lessors, lessees, and purchasers. The results have been 
mixed; workable solutions have eluded courts and legislatures 
alike.244 The underlying issue fueling the debate is whether a 
lessor must sign a "division order" before it can receive produc
tion proceeds. 

[a] Obligation To Sign. 

To evaluate whether a lessor must sign a division order, two 
questions must be answered: ( 1) Who has title to the production 
being sold? and (2) Who is requesting the division order? Under 
common forms of the oil and gas lease, the lessor owns a 
fractional share of oil and the right to a share of gas sales 
proceeds. Usually the lessee has title to 100 percent of the gas 
subject to a contractual obligation, created by the royalty clause 
of the lease, to pay a share of the sales proceeds to the lessor. 
If the lessee holds title to all the gas, the lessee can sell the gas 
to a purchaser without any additional authority from the lessor. 
In the gas situation, it is the lessee that seeks a division order 
from its lessor. In such a case, the lessor's obligation to sign 
a division order will be governed by the oil and gas lease. The 
typical oil and gas lease does not require the lessor to sign a 
division order.24s 

The situation is fundamentally different with oil.246 If the 
lessor holds title to a share of oil, the purchaser must contract 
with the lessor.247 Since the purchaser and lessor have no 

244 For a recent article that chronicles the division order "problem" and 
offers some alternative analysis, and solutions, see: Pierce, "Resolving Divi
sion Order Disputes: A Conceptual Approach," 35 Rocky Mt. Min. L. Inst. 
16-l (Matthew Bender 1989) [hereinafter "Division Order Disputes"). 

24s See TXO Production Corp. v. Page Farms, Inc., 287 Ark. 304, 698 
S.W.2d 791, 87 0. & G.R. l (l 985). 

24& Or any other substance in which the lessor retains title to a share of 
production. 

247 Although the lessee may have either agency or implied contractual 
authority to sell the lessor's oil, these concepts, to date, have not been 
adequately developed by the courts; at least they are not developed to the 
extent a purchaser could safely rely upon them in lieu of a contract with the 
lessor. See "Division Order Disputes," N. 244 supra at 16-7 to 16-17. 
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existing agreement between them,248 the division order not only 
states the lessor's proportionate share of production, but also 
contains the terms of the sale. Unfortunately, the purchaser 
often presents its form division order on a take-it-or-leave-it 
basis. But when the lessor decides to "leave it" the oil continues 
to flow from the lessor to the purchaser, via the lessee or lease 
operator.249 Although the parties have been unable to agree 
upon the terms of a sale, the lessor continues to deliver oil to 
the purchaser, and the purchaser continues to accept the oil.250 

The purchaser will then inform the lessor that funds represent
ing the lessor's share of oil are being placed into a "suspense 
account" for distribution when the lessor decides to sign the 
purchaser's division order. 

In Hull v. Sun Refining and Marketing Co. 251 the lessor and 
crude oil purchaser were unable to agree on the terms of a 
division order. The trial court attempted to state the minimum 
terms of a division order, but the Oklahoma Supreme Court 
decided the dispute by holding that the lessor, by statute, was 
not required to sign any sort of division order.252 Interpreting 
title 52, Section 540 of the Oklahoma Statutes,253 the court 
held: 

Because the only condition for which Section 540 justifies suspen
sion of royalty payments is the existence of unmarketable title, 

24a Such as an oil and gas lease. 
249 Typically the lessor does not object to the continued delivery of oil to 

the purchaser, the lessor merely objects to the terms on which the purchaser 
purports to buy the oil. 

250 This situation would seem to be governed by Section 2-204(1) of the 
Uniform Commercial Code which provides: "A contract for the sale of goods 
may be made in any manner sufficient to show agreement, including conduct 
of both parties which recognizes the existence of such a contract." U. C. C. 
§ 2-204(1) (1977). For a discussion of how Article 2 of the Uniform Commer
cial Code applies to division orders see "Division Order Disputes," N. 244 
supra at I 6-46 to 16-49. 

251 60 Okla. B.J. 2358, 1989 WL 109791 (Sept. 26, 1989) (opinion subject 
to revision or withdrawal until released for publication in the national 
reporter system). 

252 For a discussion of the trial court's action and the arguments of counsel 
see "Division Order Disputes," N. 244 supra at 16-12 to 16-14 and 16-25 
to 16-29. 

253 Okla. Stat. tit. 52, § 540 (Supp. 1988). 
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requiring execution of a division order as a condition precedent 
to recovery would create a condition for payment neither ex
pressly nor impliedly imposed by the Legislature in a statute 
written in clear and unambiguous terms.254 

Since the lessors had marketable title to their share of produc
tion, the purchaser could not withhold payment for oil it 
received from the lessor. Therefore, the lessors were entitled 
to the statutory penalty 255 and attorney fees 256 provided for in 
Section 540.257 

The dissent in Hull suggested that a 1989 amendment to 
Section 540 "explicitly provides for the execution of division 
orders as a prerequisite for payment to royalty owners, from 
and after the effective date of July 1, 1989." 258 The 1989 
amendment added the following language: 

A division order is an instrument for the purpose of directing 
the distribution of proceeds from the sale of oil ... [and] 
gas . . . which warrants in writing the division of interest and 
the name, address and tax identification number of each interest 
owner with a provision requiring notice of change of ownership. 
A division order is executed to enable the purchaser of the 
production from the leasehold to make remittance directly to the 
interest owners for their royalty interest, and is not intended to 
and does not relieve the lessee of any liabilities or obligations 
under the oil and gas lease. A division order which varies the 
terms of any oil and gas lease is invalid to the extent of the 
variance unless those changes have been previously agreed to by 
the affected parties. This subsection shall only apply to division 
orders executed on or after July 1, 1989.259 

This statute seems to be a product of the sausage factory. 
Although it carefully describes what a division order is, and is 

254 Hull, N. 251 supra. 
255 Twelve percent interest on the unpaid production proceeds, com

pounded annually, and calculated from the date of first sale. Okla. Stat. tit. 
52, § 540B. (Supp. 1988) (now codified at Okla. Stat. tit. 52, § 540D. (Supp. 
1989). 

256 The "prevailing party" is entitled to recover court costs and reasonable 
attorney fees. Okla. Stat. tit. 52, § 540C. (Supp. 1988) (now codified at Okla. 
Stat. tit. 52, § 540E. (Supp. 1989). 

251 Hull, N. 251 supra. 
258 Ibid. 

259 Okla. Stat. tit. 52, § 540B. (Supp. 1989). 
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not, it diplomatically avoids addressing the underlying issue: 
is there any obligation to sign a division order? The dissent's 
conclusion about the effect of the amendment seems unwar
ranted. The Oklahoma Legislature chose to punt on the obliga
tion-to-sign issue and the Supreme Court in Hull has resolved 
it in favor of the lessor/royalty owner.260 

[b] Searching for a Theory. 

The issues raised by the parties in Hull v. Sun Refining and 
Marketing Co. 261 were effectively avoided by the court's inter
pretation of title 52, Section 540 of the Oklahoma Statutes.262 

However, it is likely the same issues will be raised in other 
states, and perhaps in Oklahoma for sales made after July 1, 
1989.263 Therefore, it would be useful to evaluate the argmuents 
raised by the parties in the Hull litigation. 

Sun, the crude oil purchaser, relied on an agency theory: 
Andress, the lessee, was the marketing agent for its principal, 
Hull, the lessor. Andress, acting within the scope of the agency 
authority conferred by the oil and gas lease, entered into an 
oral crude oil sales contract with Sun. One of the terms of the 
sales contract was that Hull would sign Sun's division order 
before royalty revenues would be distributed.264 Lessees would 
probably reel at the thought of being characterized as an "a
gent" for the lessor in marketing their oil. This would impose 
fiduciary obligations on the lessee to ensure it protected and 
promoted the interests of its lessor/principal.265 Agency is also 
a fragile relationship. The lessor/principal, once presented with 
the division order, could simply revoke the lessee's authority 

260 Note, however, that a lessor, lessee, or purchaser who wants to take 
advantage of the new Section 540B must revoke the existing (pre-July 1, 1989) 
division orders and enter into new ones "on or after July 1, 1989." 

261 N. 251 supra. 
262 Okla. Stat. tit. 52, § 540 (Supp. 1988). 
263 See text accompanying Ns. 251-260 supra. 
264 Hull, N. 251 supra. Although Andress and Sun did not specifically focus 

on the division order issue in their oral contract, Sun argued that this was 
an implied term of their agreement arising out of recognized custom and 
usage of the oil and gas industry. 

265 See "Division Order Disputes," N. 244 supra at 16-7 to 16-14. 



1-55 RECENT DEVELOPMENTS § 1.03[4][b] 

to enter into a contract that requires the lessor to execute a 
division order.266 

A more durable and workable theory would be to interpret 
the oil and gas lease to give the lessee title to any oil which the 
lessor fails to market. This theory is based upon the express 
terms of the oil and gas lease and reasonable implied rights and 
obligations created by the lease relationship. Since the lessee 
has an implied contractual obligation to diligently produce and 
market oil and gas, it would be reasonable to recognize an 
implied right in the lessee to sell, and pass title to, any produc
tion which the lessor fails to market or take in kind. This 
approach protects each of the three parties to the transaction. 
If the lessee is able to pass title to the production, the purchaser 
does not need a division order from the lessor. If the lessor does 
not have to sign a division order, there is no risk it will lose 
or alter any of its rights under the oil and gas lease. As between 
the lessor and lessee, the lessor is protected by the implied 
covenant obligations that the lessee will act as a prudent opera
tor.261 

The other major issue avoided by the court in Hull was the 
required or necessary content of a "division order." In Hull the 
lessor responded to Sun's division order by sending Sun a 
"Uniform Royalty Division of Interest Form" recommended 
by the National Association of Royalty Owners. After Hull filed 
suit, Sun sent another form of division order to Hull, which 
Hull also rejected.268 Arguably this "battle of the division order 
forms" could have been resolved under the Uniform Commer
cial Code.269 The trial court ultimately resolved the dispute by 

266 This assumes there is nothing in the oil and gas lease that would restrict 
the lessor's ability to revoke the lessee's agency authority. It is doubtful that 
anything in the typical form of oil and gas lease could be construed to restrict 
the lessor's power to revoke the agency. 

267See "Division Order Disputes," N. 244 supra at 16-14 to 16-17 and 
16-50 to 16-52. One objectionable aspect of this arrangement, for lessors, is 
that the crude oil purchaser would be paying production proceeds directly 
to the lessee. 

268 Hull, N. 251 supra. 

269 U.C.C. § 2-207(3) (1977) provides: 
Conduct by both parties which recognizes the existence of a contract 
is sufficient to establish a contract for sale although the writings of the 
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listing the terms it thought a division order should contain.270 

There are probably few areas of contract law where the courts 
have listed the terms which parties must accept. This demon
strates the unusual approach courts have tended to take toward 
division order problems.271 Many statutes raise similar prob
lems. For example, in Indiana a seller is not entitled to payment 
until "after purchasers have received executed division or
ders .... " 272 What constitutes a "division order?" Without 
a statutory definition, the reference invites litigation.273 

(c] Impact of the Division Order. 

Once a division order is executed, the next problem is deter
mining how it impacts each party's rights and obligations. In 
Murdock v. Pure-Lively Energy 1981-A 274 the court enforced a 
division order clause 275 providing that payments could be 
withheld, without interest, until any title problems were 
cured.276 When the title problems were cured, and the accrued 

parties do not otherwise establish a contract. In such case the terms 
of the particular contract consist of those terms on which the writings 
of the parties agree, together with any supplementary terms incorpo
rated under any provisions of this Act. 

See "Division Order Disputes," N. 244 supra at 16-46 to 16-49. 
270 The trial court's list is reproduced in "Division Order Disputes," N. 

244 supra at 16-14, n.53. 
271 See "Division Order Disputes," N. 242 supra at 16-42 to 16-46. 
272 Ind. Code Ann. § 32-5-9-1 (Burns 1987) (emphasis added). See also 

Utah Code Ann. § 40-6-9(8)(d) (Supp. 1989). 
273 It is interesting that Oklahoma has the statutory definition, but lacks 

the execution requirement. Okla. Stat. tit. 52, § 540B. (Supp. 1989). See text 
accompanying Ns. 258-260 supra. Indiana and some other states have the 
execution requirement but no definition of what it is that must be executed. 

21 4 108 N.M. 575, 775 P.2d 1292, 104 0. & G.R. - (1989). 
21s The clause stated: 

If any claim is made which in your opinion adversely affects title to 
any interest credited hereunder, or such title is not satisfactory to you, 
the parties credited with such interest severally agree to furnish ab
stracts or other evidence of title acceptable to you. In the event of 
failure to furnish such evidence of title, you are authorized to withhold 
payments accruing to such interest, without interest, until the claim is 
settled. 

Id. 775 P.2d at 1297, 104 0. & G.R. at -. 
21& Ibid. 
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production funds were ready for distribution, the purchaser 
presented Murdock with a division order containing the "wi
thout interest" clause. Murdock struck the "without interest" 
clause;277 the purchaser refused to distribute the production 
proceeds. Murdock relented and signed the purchaser's division 
order without amendment.278 Finding for the purchaser, the 
court held: "When an express provision of a contract stipulates 
that a payable obligation is to bear no interest, there can be 
no implied contract to pay interest under Section 56-8-3." 279 

In Williams v. Baker Exploration Co. 280 the court held the 
lessee liable for nonpayment of oil royalty even though the 
lessor entered into a division order to sell the oil to a third 
party. Williams leased its land to Baker and in the royalty 
clause retained the right to receive, in kind, one-eighth of all 
the oil produced from the leased land. 281 Williams entered into 
division orders with McMurrey, the operator of five pooled 
units in which Williams' lands participated. The effect of the 
division order was to authorize McMurrey to purchase Wil
liams' oil. McMurrey failed to pay Williams and, in this litiga
tion, Williams sought to collect the value of the oil from Baker 
under the royalty clause of the lease.282 The court noted that 
Williams was seeking payment for royalty called for in the 
division orders that was never paid. The court, distinguishing 
prior Texas division order cases, concluded: 

[They] do not excuse the lessees from payment of the lessors' 
royalty merely because there have been division orders executed 
by the lessors in favor of a purchaser of the leasehold oil and gas. 
We know of no authority that permits such use of a division order 
without express provision in the order for it. 283 

277 The court called this an "unauthorized deletion." N. 274 supra at 1295, 
104 0. & G.R. at -. 

218 Ibid. 

219 N. 274 supra. N.M. Stat. Ann. § 56-8-3(8) (Supp. 1985) provides for 
the payment of interest "on money received to the use of another and retained 
without the owner's consent express or implied." 

280 767 S.W.2d 193, - 0. & G.R. - (Tex. App. 1989), writ refd n.r.e. 
281 Id. at 194, - 0. & G.R. at -. 
282 Id. at 195, - 0. & G.R. at -. 
283 Id. at 196, - 0. & G.R. at -. 
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Arguably, Baker's obligations to Williams ended when the 
oil was produced and delivered to the purchaser (McMurrey) 
selected by Williams. Whether McMurrey paid Williams is a 
matter between them, and, until this case, of no concern to the 
lessee. How can the lessee protect itself against this type of 
liability? Under the specific terms of the Baker/Williams lease, 
Baker could, at its option, purchase Williams' royalty oil.284 
However, many leases do not contain this sort oflanguage. Can 
the lessee dictate to whom the royalty owner sells his oil? 
Absent specific language in the lease, of course not. Is it likely 
that a division order between a royalty owner and a purchaser 
will expressly relieve the lessee of any liability under the royalty 
clause in the event the purchaser fails to pay for royalty oil? 
Of course not. The reasoning of the court in the Williams case 
on the division order issue, which effectively makes the lessee 
a guarantor for any oil sales deal its lessor decides to enter, 
seems wrong.285 Perhaps the court was influenced by another 
issue raised by Williams and remanded to the trial court for 
further proceedings: Williams alleged that Baker, and the other 
nonoperating working interest owners in the pooled unit, ap
pointed McMurrey as their agent to operate and market pro
duction from the well.28& 

§ 1.04. Oil Patch Torts. 

Cases reported during 1989 indicate litigants are actively 
using traditional tort concepts to address disputes in the oil 
patch. Two of the most frequently asserted bases for tort 
liability are conversion and negligence. 

[1] Conversion. 

The most difficult conversion issues are raised by the "my 
gas, your gas" approach to dealing with cotenants in a gas well. 
Depending upon the party and the situation, the producer 
cotenants and their gas purchasers may disagree as to whose 
gas is being removed and marketed from a well. One cotenant 

284 Id. at 194, - 0. & G.R. at -. 
285 See "Division Order Disputes," N. 244 supra at 16-34 to 16-37. 
28& Williams, N. 280 supra at 196, - 0. & G.R. at -. 
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may assert it is not marketing any gas,287 another cotenant may 
assert it owns a proportionate share of the marketed gas 
stream.288 The gas purchaser may purport to be purchasing all 
of one cotenant's gas and none from another cotenant.289 

[a] Your Gas: Cotenant Asserts Marketed Gas Belongs 
to the Other Cotenants. 

Teel farmed out acreage to various developers. Wells were 
drilled, and the developers undertook operation of the wells. 
On payout of the wells Teel would become a cotenant in the 
working interest. The operators entered into gas sales contracts 
with Transok; Teel refused to join in the contracts because he 
did not like the offered terms. At payout of the wells in which 
Teel had an interest, the operators instructed Transok to place 
an amount representing Teel's share of the gas in a suspense 
account. In 1977 Transok assigned the gas contract to Public 
Service Company of Oklahoma ("PSO"). Teel commenced an 
action against its cotenants and PSO in 1978.290 

The operating agreement between Teel and its working inter-
est cotenants provided: 

In the event any party shall fail to make the arrangements 
necessary to take in kind or separately dispose of its proportion
ate share of the oil and/or gas produced from the joint property, 
Operator shall have the right, subject to revocation at will by the 
party owning it, but not the obligation to purchase such oil and/or 
gas or sell it to others for the time being, at not less than the price 
which Operator receives for its portion of the oil and/or gas 
produced from the joint property.291 

Teel revoked the operator's authority to sell Teel's gas and this 
revocation was communicated to PS0.292 Under these facts the 

287 Teel v. Public Service Co. of Oklahoma, 767 P.2d 391, 99 0. & G.R. 
567 (Okla. 1985) (mandate on this case was not issued until 1989). 

288 Anderson v. Dyco Petroleum Corp., 782 P.2d 1367, - 0. & G.R -
(Okla. 1989). 

289 Kaiser-Francis Oil Co. v. Producer's Gas Co., 870 F.2d 563, - 0. & 
G.R. - (10th Cir. 1989). 

290 Teel, N. 287 supra at 394, 99 0. & G.R. at 569-570. 
291 Id. at 396-397, 99 0. & G.R. at 575-576 (emphasis added). 
292 Id. at 397, 99 0. & G.R. 576. 
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court concluded that PSO "was a converter because it pur
chased Teel's gas from an operator which was not authorized 
to deliver it." 293 

Apparently, if PSO had paid all the production proceeds to 
the cotenants with which it had a contract and maintained no 
funds in an account for the benefit of Teel, PSO could have 
avoided Teel's conversion claim. If we accept the premise that 
unilateral entries on PSO's books could not in any way affect 
Teel's rights against its cotenants, how has PSO converted 
anything belonging to Teel? Doesn't Teel still have an account
ing claim against its cotenants since, as far as Teel is concerned, 
its gas is still in the ground? This is where the case takes an 
interesting twist. The parties apparently agreed that: "[T]he 
purchasers took delivery of Teel's gas which was produced by 
the operators. The trial court found that the operator had 
bought and sold Teel's gas to Transok and PSO." 294 The three 
dissenting justices would have avoided applying conversion 
under these facts and permitted Teel to recover "by way of 
'balancing' under the doctrine of restitution." 295 

(b] My Gas: Cotenant Asserts Ownership in a 
Proportionate Share of the Marketed Gas. 

In Anderson v. Dyco Petroleum Corp. 296 the court addressed 
the common law rights of cotenants in a well when fewer than 
all the cotenants are marketing to a particular gas purchaser. 
Dyco and Anderson were cotenants in the Yowell No. 1-26 gas 
well. Dyco had a contract to sell gas from the Yowell No. 1-26 
to Panhandle Eastern Pipe Line Company. Anderson was not 
a party to the Dyco/Panhandle gas sales contract. However, 
Anderson asserted that it was entitled to a share of the Dyco/ 
Panhandle gas sales proceeds equal to Anderson's proportion
ate working interest in the Yowell No. 1-26.297 Anderson as
serted that the gas purchaser "converted" Anderson's gas when 

293 Id. at 398, 99 0. & G.R. at 578. 
294 Id. at 397, 99 0. & G.R. at 576 (emphasis by the court). 
295 Id. at 399, 99 0. & G.R. at 582. 
296 N. 288 supra. 
297 Id. at 1369, 1371, - 0. & G.R. at-,-. 
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it took gas from Dyco and refused to pay Anderson a propor
tionate share of the proceeds. The court rejected Anderson's 
claim stating: 

Oklahoma law provides no tortious action for conversion in favor 
of working interest owners like Appellants [Anderson] against a 
purchaser of natural gas who buys gas from one or more other 
working interest owners in the same well. 

Under Oklahoma law Appellants and the other working inter
est owners in the well are tenants in common. As cotenants each 
is entitled to market production from the well and the sale of 
gas to a purchaser by one or more cotenants without consent of 
other cotenants is lawful. Under ordinary circumstances it does 
not involve tortious conduct, i.e. conversion, on the part of either 
the purchaser or on the part of the working interest seller because 
each cotenant has the right to develop the property and market 
production under the common law.298 

The court suggested that Anderson's remedy was to seek an 
accounting from the producing cotenants "for the market value 
of the production less any reasonable and necessary expenses 
of developing, extracting and marketing." 299 The court also 
noted Anderson could rely upon "certain practices of the 
industry," involving gas balancing, in lieu of an accounting.300 

The real mystery of this case is why the Andersons didn't 
pursue their claim under title 52 Sections 541 through 547,301 

29a Id. at 1371-1372, - 0. & G.R. at-. 
299 Id. at 1373, - 0. & G.R. at-. 
3oo Ibid. The court described the gas balancing alternative as follows: 

[C]ertain practices of the industry have been acknowledged by the 
courts to remedy situations like that apparently existent here where only 
certain working interest owners have sold production. These practices 
involve balancing in kind the production from the well by allowing 
cotenants like Appellants the opportunity to market gas from the well 
(i.e. taking a certain percentage of an overproduced party's gas until 
any imbalance in the cotenant's takes from the well are made up), by 
periodic cash balancing whereby underproduced cotenants receive cash 
from producing cotenants in proportion to their respective interests and 
cash balancing upon any particular gas reservoir's depletion. Instead 
of bringing an action for accounting or relying on one of the potential 
solutions set forth above, Appellants sought instead to turn what should 
have been largely an equitable proceeding into a tortious one not 
sanctioned by Oklahoma law. 

301 Okla. Stat. tit. 52, §§ 541-547 (Supp. 1989). 
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which specifically address a cotenant's right to share concur
rently in another cotenant's gas sales proceeds.302 For example, 
Section 543A provides, in part: 

[I]n the event one or more owners in a well receives a contract 
for the sale of only their portion of the gas production from the 
well to the exclusion of other owners in the well, all owners having 
no contract shall be entitled to share ratably in the revenue from 
the sale of each contract's production to the extent of their net 
revenue interest . . .. 303 

Sections 541 through 54 7 seem to be designed expressly to 
address Anderson's situation.304 

Although the court held that it need not address Sections 541 
through 547,305 arguably it must at least address Section 544 
to resolve the cotenant rights issues raised by Anderson's first 
claim. Section 544 provides in part: 

On and after the effective date of this act, an owner of a well 
producing natural gas . . . may produce daily . . . that amount 
of gas which may be lawfully produced therefrom. The amount 
of gas produced daily, irrespective of the owner producing, 
belongs to, is owned by, and shall inure to the benefit of each 
owner in the well in proportion to each owner's interest in the 
well. Each owner who produces natural gas . . . and who sepa
rately sells . . . the gas must account to each other owner in the 
well not selling . . . gas from the well for that owner's part of 
the gas so . . . sold. In addition, each selling . . . owner must 
compensate each owner not selling . . . gas from the well for that 
owner's proportionate part of the gas ... sold.306 

This statute specifically addresses the property rights of cote
nants in a gas well. Its terms are self-executing. Arguably the 

302 Apparently the plaintiffs decided to abandon this claim by failing to 
press it on appeal. Anderson, 782 P.2d at 1379, - 0. & G.R. at-. Instead, 
the plaintiffs pressed their claim under a barrage of conservation statutes 
designed to protect correlative rights among separate wells as opposed to the 
rights of cotenants within a single well. Id. at 1373, - 0. & G.R. at-. 

303 Okla. Stat. tit. 52, § 543A (Supp. 1989). 
304 The facts do not indicate whether Anderson had any contract to sell 

its gas from the well. The facts in the reported case merely indicate Anderson 
was not a party to the Dyco gas sales contracts. 

305 Due to Anderson's abandonment of its statutory claims under these 
provisions. 782 P.2d at 1379, - 0. & G.R. at-. 

306 Okla. Stat. tit. 52, § 544 (Supp. 1989). 
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court should have examined its common law cotenancy rules 
in light of Section 544. The results may be the same, but this 
conclusion can be reached only after the statute is interpreted 
and applied by the court. 

[c] Somebody Else's Gas: Gas Purchaser Asserts It Is 
Not Taking a Cotenant's Gas. 

Producer's Gas Company entered into gas contracts with 
cotenants of a particular well. Some of the cotenants agreed to 
reduced prices under their contracts with Producer's Gas; one 
cotenant, Kaiser-Francis Oil Company, did not. Although 
Producer's Gas continued to purchase gas from the well, it 
asserted it was purchasing only from the cotenants who were 
selling at reduced prices. Kaiser-Francis sued Producer's Gas 
seeking payment, under its contract, for its proportionate share 
of gas produced from the well. Rejecting the argument of 
Producer's Gas, the court in Kaiser-Francis Oil Co. v. Producer's 
Gas Co. 307 held: 

PGC is creating an ostensible imbalance by not pay
ing Kaiser-Francis for gas taken. On the underpay
ment claim, Kaiser-Francis merely seeks payment for 
gas taken in accordance with the contract. We reject 
PGC's attempt to recast this dispute as one between 
the joint owners of the wells, instead of one between 
PGC and one of those owners, Kaiser-Francis. Given 
its contracts with PGC, Kaiser-Francis need not re
sort to balancing which would alter ( 1) the price paid, 
(2) the time payment is made, and (3) the likelihood 
that payment would ever be made.3oa 

[2] Negligence. 

In a number of cases courts have dealt with negligence claims 
in servicing wells. For example, in Samson Resources v. Quarles 
Drilling,309 the court suggested, from the evidence, that the 
drilling company's action in pumping a high viscosity "pill" 

307 N. 289 supra. 
308 Id. at 579, - 0. & G.R. at -. 
309 783 P.2d 974, - 0. & G.R. - (Okla. App. 1989). 
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into the well was "at the very least, negligent." 310 In Busby v. 
Canon Well Services, Inc. 311 the service company destroyed a 
well when it used the wrong chemical agent in a fracturing 
process. The jury found the service company negligent and 
awarded damages. However, in Augusta Dev. Co. v. Fish Oil 
Well Serv.,312 a "risky" procedure, which was unsuccessful, was 
held not to be negligent. The procedure involved lowering a 
sinker bar through the packer of a well to determine if the well 
were obstructed. The bar got stuck and required three days' 
work to remove. Although there were less risky procedures 
available, this was "the cheapest and is a reasonable risk in view 
of the costs of the other procedures." 313 

The negligence case that will have the most far-reaching 
impact on the oil and gas industry is Marshall v. El Paso 
Natural Gas Co. 314 The message this case sends to the industry 
is clear: Just because the regulatory agency doesn't get excited 
about the developer's conduct, the agency's position will not 
insulate the developer from actual and punitive damages if the 
conduct is held to be negligent. In Marshall the landowner's 
negligence claim arose out of the drilling and plugging of a well. 
The basis for the landowner's claim is revealed by Jury Instruc
tion No. 17 which stated: 

The plaintiffs have contended that the well was improperly 
plugged and resulted from: the failure separately to plug the 
Atoka and Red Fork formations; the failure to use "plugging 
mud" at all intervals in the well bore; the failure to properly set 
a plug at the base of the surface casing. The plaintiffs contend 
that because of the improper plugging of the well, it is probable 
that the well will in the future blow out causing damage to the 
plaintiffs and their property. The plaintiffs contend that cleanup 
work needs to be done to correct or abate most of the improper 
plugging, to include reentering the well to properly plug it.315 

The jury responded by awarding the landowners $350,050 for 
diminution in value of the property, $50,000 for nuisance 

310 Id. at 977, - 0. & G.R. at-. 
31160 Okla. B.J. 1150 (May 6, 1989). 
312 761 S.W.2d 538, - 0. & G.R. - (Tex. App. 1988). 
313 Id. at 546, - 0. & G.R. at -. 

314 874 F.2d 1373, - 0. & G.R. - (10th Cir. Okla. 1989). 
315 Id. at 1377 n.1, - 0. & G.R. at - n.1. 
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damages, and $5 million in punitive damages.316 The district 
court refused to upset the jury's verdict and the Tenth Circuit 
affirmed the district court's handling of the case.317 

It is important to note exactly what happened in this case 
to appreciate its full scope and potential impact. When the well 
was plugged, an Oklahoma Corporation Commission field 
inspector was at the well site and "approved the plugging as 
proper. " 318 The field inspector offered to testify that "if the 
Commission held a hearing regarding the Marshalls' property 
he would recommend the Commission not replug the well." 319 
This testimony was excluded at trial. On appeal, the court held: 
"What a Commission employee would recommend to the Com
mission at a future date falls far short of relevant evidence." 
The court also excluded, under Federal Rule of Evidence 403, 
testimony that the Commission had the power to address the 
situation by ordering Meridian to correct the problem at no cost 
to the Marshalls.320 It is not surprising that the defendants' 
main line of defense was the primary jurisdiction doctrine. 
However, the court refused to send the dispute to the Commis
sion, leaving it to the judge and jury to evaluate their con
duct.321 The trial judge, acting under an Oklahoma statute 
designed to limit punitive damages, found there was clear and 
convincing evidence of punitive acts which justified submitting 
the punitive damage issue to the jury.322 The trial judge relied 
upon the following facts in deciding to submit the punitive 
damage issue: 

[D]rilling the well without water strings; failing to seal the west 
pit with a bentonite seal before flowing fluids into it; flowing 
saline fluids into the east pit that was not lined with the pre
scribed 30 mil liner; instituting a hearing to obtain permission 

31s Id. at 1376, - 0. & G.R. at-. 
311 Ibid. 

318 Marshall, N. 314 supra at 1381, - 0. & G.R. at-. 
319 Ibid. 

320 Marshall, N. 314 supra at 1380-1381, - 0. & G.R. at-. 
321 In September 1982 the landowners tried to get relief from the Commis

sion; their application was dismissed in October 1982 "without meaningful 
action." Id. at 1379, - 0. & G.R. at-. 

322 Id. at 1379, - 0. & G.R. at -. 
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for annular injection without notifying the plaintiffs, thereby 
depriving them of an opportunity to object; filling the pits in such 
a way that it broke whatever seal had previously existed permit
ting percolation; and plugging the well in knowing violation of 
Commission rules requiring separation of formations. 323 

On appeal the trial judge's finding was affirmed.324 

The Marshall case reminds developers that even though their 
conduct may pass muster with a regulatory agency, to avoid 
liability the developer must also consider the nonregulatory 
risks associated with its actions. An understanding and forgiv
ing regulator is not necessarily the industry's best friend. Had 
the Corporation Commission taken action to address the land
owners' claims, the developer's liability in Marshall would have 
been nominal-compared to the $5,400,050 it must now 
pay.32s 

§ 1.05. The Basics: Surface Use Disputes. 

As in past years, the appellate courts addressed a number of 
surface use disputes in 1989. In Mingo Oil Producers v. Kamp 
Cattle Co. 326 the court restated the basic surface use rules in 
holding that a landowner cannot condition an oil and gas 

323 Id. at 1381, - 0. & G.R. at-. 
324 The appellate court recited what it regarded as the clear and convincing 

punitive acts of the defendants: 
Meridian's drilling of the Marshall well without a water string to protect 
the fresh water aquifer even though Meridian attended a Commission 
meeting discussing the general problem of fresh water pollution and 
the need to set and cement surface casing fifty to 200 feet below the 
base of the fresh water; Meridian's failure to jet bentonite into the west 
pit in a manner to create an impervious seal; Meridian's use of the east 
pit with an inadequate plastic liner for five months after a Commission 
rule was issued specifying the liner as inadequate; and Meridian's 
failure to plug the Red Fork and Atoka formations separately in 
violation of Commission rules. Id. at 1384, - 0. & G.R. at-. 

325 It is also likely that the developer will, in any event, be ordered by the 
Commission to respond to any future problems that might arise out of the 
improper plugging of the well. This was argued, unsuccessfully, as a basis for 
reducing the damages claimed by the landowners. Id. at 1380, - 0. & G.R. 
at-. 

326 776 P.2d 736, - 0. & G.R. - (Wyo. 1989). 
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lessee's access to the surface on the lessee's signing a surface 
use agreement. In Carrigan v. Exxon Co. U.S.A. 327 the court 
noted that a lessor's right to have pipelines buried below plow 
depth might be altered by contrary provisions contained in a 
unit agreement signed by the lessor. The relative rights of an 
oil and gas lessee and the owners of coal are addressed in Cabot 
Oil & Gas v. Pocahontas Land Corp.328 The court held that the 
oil and gas lease specifically made the lessee's rights subject to 
the lessor's coal mining rights, which included the use of 
modem mining techniques. 329 

In Bond Inc. Corp. v. Dynasty Oil Co. 330 the court, applying 
Arkansas law, considered whether the lessee removed its equip
ment from the lease within a reasonable time after the lease 
terminated. If the lessee failed to act within a reasonable period 
of time, the equipment became the property of the landown
er.331 Although the lessee left the equipment on the lease for 
over thirty-one months after the lease terminated, the court 
held this was not an unreasonable period of time. Therefore, 
title to the equipment remained in the lessee.332 The court noted 
that under Arkansas law "the key factor determining the rea
sonableness of delay is the presence or absence of injury to the 
lessor." 333 The court concluded that the lessors failed to prove 
they were injured by the lessee's delay. The court did not 
indicate what would constitute sufficient "injury" to cause a 

321 877 F.2d 1237, - 0. & G.R. - (5th Cir. 1989). 
328 376 S.E.2d 94, 103 0. & G.R. 393 (W.Va. 1988). 
329 Ibid. The issue giving rise to the dispute concerned the lessor's use of 

the mountaintop removal method to mine coal. The court held that the oil 
and gas lessee must pay to relocate its pipeline even though the mountaintop 
removal technique was not contemplated in 1945 when the oil and gas lease 
was signed. 

330 715 F. Supp. 1445, - 0. & G.R. - (W.D. Ark. 1989). 
331 The lease provided: "Lessee shall have the right at any time to remove 

all machinery and fixtures placed on said premises, including the right to draw 
and remove casing." Despite this broad language, the lessee was required to 
act within a "reasonable time" instead of "any time." Id. at 1446, - 0. & 
G.R. at-. 

332Id. at 1447, - 0. & G.R. at-. 
333 Ibid. "The theory is one of forfeiture . . . and is meant to encourage 

the removal of equipment so that it does not prove an incumbrance to the 
owner of the fee." 
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forfeiture of the lessee's title in the equipment. Arguably the 
lessors were injured when they entered into a contract to sell 
the equipment to a third party, a new lessee, as part of a 
subsequent leasing transaction.334 

In Schlueter v. Shawnee Operating Co. 335 the court violated 
the cardinal rule of conveyancing: you can't convey more than 
you own. As of June 1, 1981, Meccas owned a ninety-acre tract 
of land which was burdened by an oil and gas lease owned by 
Shawnee. On September 18, 1981, Meccas conveyed ten acres 
of the ninety-acre tract to Schlueter, subject to the Shawnee 
lease and excepting and reserving to Meccas "all mineral rights, 
including oil and gas." 336 After the sale, the Shawnee lease 
covering the ninety-acre tract terminated.337 In 1982 Meccas 
leased the ninety-acre tract to Ruel Energy, Inc., and in 1983 
Shawnee acquired the Ruel Energy lease by assignment.338 
Shawnee drilled a well on the eighty-acre portion of the ninety
acre tract and laid a pipeline across Schlueter's ten-acre portion 
to connect with a gas transmission line. The issue was whether 
Shawnee could lay the line across the ten-acre portion of the 
ninety-acre lease without obtaining Schlueter's consent.339 

The court held Schlueter acquired its interest subject to the 
rights of Shawnee to conduct operations on the entire ninety
acre tract. Therefore, Shawnee could use Schlueter's ten acres 
to support operations on the balance of the ninety-acre tract.340 
This conclusion appears wrong under New York law as well 
as the law of other producing states. The court noted that in 
New York "the owner of rights to extract minerals from a parcel 
of land is entitled to use the surface of the parcel to the extent 
reasonably necessary to remove the minerals . . .. " 341 This is 

334 This transaction took place in the thirtieth month following termination 
of the lease. Bond, N. 330 supra at 1446, - 0. & G.R. at-. 

335 535 N.Y.S.2d 867, - 0. & G.R. - (N.Y. Sup. Ct. 1988). 
33& Id. at 868, - 0. & G.R. at -. 
337 Ibid. 
338 Ibid. 
339 When Schlueter filed suit against Shawnee for nuisance and trespass, 

Shawnee joined the Meccas as third-party defendants asserting they breached 
their warranty of title contained in the oil and gas lease. Ibid. 

340 N. 335 supra at 869-870, - 0. & G.R. at -. 
341 Id. at 869, - 0. & G.R. at -. 
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the right Meccas retained when it reserved the mineral rights 
in the ten acres conveyed to Schlueter. Since Shawnee, at that 
time, owned a lease covering the entire ninety-acre tract, the 
subsequent conveyance to Schlueter could not narrow Shaw
nee's surface rights. However, this lease terminated. On termi
nation of the lease, the only surface rights Meccas would have 
in the ten acres would be the right to make reasonable use of 
the surface to develop the minerals Meccas reserved in the ten 
acres. Therefore, the court should have determined whether 
constructing a pipeline on the ten-acre tract to support opera
tions on an adjacent eighty-acre tract fell within the scope of 
reasonable use. This would appear to be a classic case of 
excessive or unreasonable use which would constitute a trespass 
on Schlueter's interest. Subsequently leasing the ninety-acre 
tract to Shawnee could not change the situation. Meccas could 
convey to Shawnee no more than it owned: the right to make 
reasonable use of the surface on the ten-acre tract to develop 
minerals from the ten-acre tract.342 

§ 1.06. The Basics: Defining "Minerals." 

In Kunkel v. Meridian Oil, Inc.,343 the court adopted an 
alternative analysis to determine whether oil and gas were 
included in a reservation of: 

[A]ll minerals of any nature whatsoever upon or in said land, 
including coal and iron, and also the use of such surf ace ground 
as may be necessary for exploring for and mining or otherwise 
extracting and carrying away same.344 

If the mineral in dispute could have been classified a "surface" 
mineral, the reservation would have been deemed ambigu
ous.345 This would have permitted the court to look into the 

342 In the warranty clause Meccas stated it was "seized of an indefeasible 
fee simple estate in the ninety acre parcel" and that the lessee would have 
"exclusive, full, free and quiet possession of the premises for the purposes 
of the lease and during its term." Id. at 868, - 0. & G.R. at -. Meccas 
promised more than it had to offer. Shawnee initially sought to enforce the 
warranty clause by seeking from Meccas any damages Shawnee had to pay 
Schlueter plus Shawnee's expenses and attorney fees. Ibid. 

343 775 P.2d 470, - 0. & G.R. - (Wash. App. 1989). 
344 Id. at 472, - 0. & G.R. at-. 
345 Id. at 473, - 0. & G.R. at -. 
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circumstances surrounding the conveyance and the intent of 
the parties.346 However, since the mineral in dispute concerned 
nonsurface minerals, oil and gas, the reservation was deemed 
unambiguous and included "any material which could be ex
tracted for profit," such as oil and gas.347 

It is unfortunate to see courts employing yet another twist 
in the "what is a mineral?" jurisprudence. After wrestling with 
this issue on various occasions, the author favors the animal, 
vegetable, mineral approach which courts have anecdotally 
rejected.348 This thesis is based on two concepts: (1) A surface 
owner should be compensated for any disruption to the surface 
of his land-unless he expressly waives the right; and (2) The 
grantee of "all minerals" in land should get just that: all miner
als. If mining dirt is what the mineral grantee wants to do, and 
he is willing to pay the surface owner the current market value 
of the disturbed surface, let him dig.349 Such an approach offers 
two primary benefits: First, it is possible to look at a deed and 
determine who owns the minerals; Second, it promotes maxi
mum beneficial use of the competing surface and mineral 
estates since the current relative values of the surface and 
mineral estates will decide whether a substance is mined.350 

34& Id. at 473-474, - 0. & G.R. at -. 
347 Id. at 474, - 0. & G.R. at -. 
348 Pierce, "Toward a Functional Mineral Jurisprudence for Kansas," 27 

Washburn L.J. 223, 247-251 (1988). 
349 To protect the marketability of the surface estate, the surface 

damage rule could require a current market value approach for valuing 
surface use. If the landowner has improved the surface, either before 
or after the mineral severance occurs, courts could calculate damages 
based upon the value of all improvements. This would require mineral 
owners to weigh their decision to develop the minerals against the value 
of the competing property interest such development would impair. If 
the landowners want to free their property from the broad mineral 
grant, or the accompanying implied easement, they could attempt to 
purchase the right from the mineral interest owner. If the mineral 
interest owners want to limit the possibility of increased surface dam
ages due to subsequent improvements erected by the surface owner, 
they could attempt to purchase broader, and more express, rights in 
the surface estate. 

Pierce, N. 348 supra at 249-250. 
3so Id. at 247-248. 
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Recent judicial action in Louisiana suggests that the animal, 
vegetable, mineral analysis may not be too fanciful. In West 
v. Godair351 the court of appeals held that a reservation of "all 
of the minerals of every nature or kind situated in, on and 
under" the land did not include "pit run, field dirt, wash gravel, 
topsoil, and sand." 352 The Louisiana Supreme Court reversed 
the court of appeals' holding without opinion. Presumably this 
means the reservation of "all of the minerals of every nature 
or kind" included dirt. 

§ 1.07. The Basics: Interpreting the Oil and Gas 
Lease. 

[1) Royalty Clause: Take-Or-Pay Benefits. 

In Frey v. Amoco Production Co. 353 the court considered 
whether Frey was entitled to share in payments made by 
Columbia Gas Transmission Corporation to Frey's lessee, 
Amoco Production Company. The payments were made as part 
of a settlement of Amoco's take-or-pay claims against Colum
bia. The following payments were made to Amoco: 

$20,891,791.00 as a nonrecoupable take-or-pay payment. 
$45,633,076.00 with the opportunity to take make-up gas 

during a five-year period.354 

Amoco refused to pay royalty on these amounts. 

The royalty clause in the oil and gas lease provided, in part: 

[T]he royalties to be paid by Lessee are: . . . (b) on gas, one-fifth 
(1/5) of the market value at the well of gas used by lessee in 
operations not connected with the land . . . ; the royalty on gas 
sold by Lessee to be one-fifth (1/5) of the amount realized at the 
well from such sales; (c) one-fifth (1/5) of the market value at the 
mouth of the well of gas used by Lessee in manufacturing gasoline 
or other by-products .... 355 

351 538 So.2d 322, 101 0. & G.R. 477 (La. App. 1989), rev'd 542 So.2d 
1386 (La. 1989). 

352 Id. at 323, 101 0. & G.R. at 478-479. 
353 708 F. Supp. 783, 103 0. & G.R. 235 (E.D. La. 1989). 
354 Id. at 785, 103 0. & G.R. at 238. 
355 Id. at 786, 103 0. & G.R. at 239-240. 
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The court grants Amoco's motion for summary judgment find
mg: 

The unambiguous language of the royalty agreement requires 
a "sale" of gas in connection with payment of royalty thereon. 
Louisiana law clearly establishes that a "sale" of gas cannot occur 
absent physical production and severance of the gas. Therefore, 
under Louisiana law, take-or-pay payments cannot be part of the 
sale price of natural gas.356 

The court in Frey followed the mechanical approach of the 
Fifth Circuit in Diamond Shamrock Exploration Corp. v. Ho
de/,357 and refused to look beyond the literal terms of the royalty 
clause to define Amoco's obligations. This court apparently 
forgot the "practical realities of the oil and gas industry" which 
were noted by the Louisiana Supreme Court in Henry v. Ballard 
& Cordell Corp. 358 In Henry the court found the oil and gas lease 
created a "cooperative venture" between the lessee and lessor 
which required the court to look beyond the literal market value 
royalty language of the lease.359 The court observed in Henry: 

Although the majority of jurisdictions have interpreted the am
biguity in the [market value] royalty provisions against the lessee, 
they have done so by ignoring the practical realities of the oil 
and gas industry, and the obligations of the lessee to market the 
gas at the best possible price at the time the leases were made.360 

The cooperative venture between the lessor and lessee required 
the lessee to market the gas to "secure the maximum benefit 
possible for both parties." 361 To do this the lessee, traditionally, 
had to enter into a long-term gas sales contract. The court said, 
in effect, the industry reality oflong-term gas contracts, coupled 
with the lessee's obligation to diligently market production 
from the lease, modified the lessor's right to demand royalty 
based on current market values.362 

356 Ibid. 

357 853 F.2d 1159, 103 0. & G.R. 38 (5th Cir. 1988). 
358 418 So.2d 1334, 1337, 74 0. & G.R. 280, 285-286 (La. 1982). 
359 Id. at 1338, 74 0. & G.R. at 288. 
360 Id. at 1338, 74 0. & G.R. at 285-286. 
361 Id. at 1339, 74 0. & G.R. at 288. 
362 Oklahoma has also followed this approach. See Tara Petroleum Corp. 

v. Hughey, 630 P.2d 1269, 71 0. & G.R. 386 (Okla. 1981) (long-term gas 
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In Frey Amoco entered into a long-term contract with Co
lumbia commencing in 1981. Under Henry the lessors, as 
partners in this "cooperative venture," were locked into the 
terms of the gas contract for purposes of calculating their 
royalty-whether it was being paid under the proceeds or 
market value portion of the royalty clause.363 If the price of gas 
on the open market rose, these lessors would be locked into the 
Amoco/Columbia gas contract price. If the price of gas fell, the 
lessors would, nevertheless, be entitled to the contract price. 
This presumably is the trade-off for being bound when the 
market price exceeds the contract price. In the Frey case the 
market price fell, and in 1985 Amoco and Columbia got to
gether and agreed that the above-market contract, now worth 
up to $265 million if enforced, would be amended upon pay
ment of $66 million to Amoco.364 Where was the lessor when 
the terms of this "cooperative venture" were being modified? 
Courts, to date, have not analyzed these issues in the take-or
pay context. 

In Kaiser-Francis Oil Co. v. Producer's Gas Co. 365 and Associ
ated Gas Distributors v. F.E.R. C.,366 the courts addressed 
whether take-or-pay payments should be added to the price 
received for gas actually sold to determine compliance with the 
maximum lawful price limitations of the Natural Gas Policy 
Act.367 In each case the courts relied on the Diamond Shamrock 
Exploration Co. v. Hode/ 368 analysis that take-or-pay payments 
are not "payments for the sale of gas." 369 It remains to be seen 

contract price constitutes market value of gas for calculating royalty); Apache 
Gas Products Corp. v. Oklahoma Tax Comm'n, 509 P.2d 109, 45 0. & G.R. 
167 (Okla. 1973) (realities of long-term gas contracting applied to interpret 
Oklahoma production tax statute). 

363 This assumes the lessee obtained the best terms available at the time 
the contract was signed. 

364 See generally Frey v. Amoco Production Co., N. 353 supra at 785, 103 
0. & G.R. at 238. 

365 N. 289 supra at 570, - 0. & G.R. at -. 
366 893 F.2d 349, 358, - 0. & G.R. -, - (D.C. Cir. 1989). 
367 These cases, and the pricing issue, are discussed at § l.03[2][b] supra. 
368 N. 357 supra. 

369/d., 853 F.2d at 1167-1168, 103 0. & G.R. at 51. 
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whether these courts would apply a similar analysis to the 
royalty clause.370 If the lessor can't recover from its lessee under 
the lease contract, maybe he can recover from the lessee, or the 
gas purchaser, under the gas contract. To assert rights under 
the gas contract, the lessor must establish privity either as a 
party to the contract or as a third-party beneficiary.371 In Sowell 
v. Northwest Cent. Pipeline Corp.,372 the lessor asserted it had 
the right, as a third party beneficiary, to enforce the ratable take 
provision of the gas contract between its lessee and the gas 
purchaser. The lessor argued that its lease obligated the lessee 
to "maintain reasonable production" and the lessee entered 
into the gas contract to discharge its obligations to the lessor.373 

The court rejected the lessor's argument holding the lessor 
failed to prove "the promisee under the contract intended to 
benefit the party when the promisee entered the contract." 374 

The court noted: 
Contracting parties may be aware that the contract into which 
they enter benefits a third party without intending for the con
tract to benefit the third party. In such a situation, the third party 
would be considered an incidental beneficiary. An incidental 
beneficiary may not enforce a provision of the contract. 375 

The court seems to have taken a restrictive approach to the 
"intent to benefit" requirement. For example, the court essen
tially required the lessor to be the exclusive beneficiary of the 
ratable take provision. Since the provision applied to other 
wells committed to the contract, the court found: "This indi
cates that ... [the lessee and gas purchaser] were concerned 
about their interest in the wells and not the interest of the 
royalty owners .... " 376 The court suggested that since the 
purchaser's covenants in the gas contract were directed at the 
lessee, there could be no intent to benefit the lessor.377 The court 

37o In any event, when dealing with private lands, courts must address these 
issues applying state law to the oil and gas lease relationship. 

371 See generally Farnsworth, Contracts § 10.1 ( 1982). 
372 703 F. Supp. 575, - 0. & G.R. - (N.D. Tex. 1988). 
373 Id. at 581, - 0. & G.R. at -. 
374 Ibid. 
37s Ibid. 

376 N. 372 supra at 582, - 0. & G.R. at -. 
377 Ibid. 
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also relied on testimony by the party negotiating the contract 
that he did not intend to benefit the royalty owner.378 The 
court's analysis seems too restrictive. Certainly the lessee en
tered into the gas contract at least, in part, to discharge its lease 
obligations to the lessor. This would tend to indicate the gas 
contract was entered into for the benefit of the lessor as well 
as the lessee. In many cases the lessee's intent is vividly re
vealed by division order language which requires the lessor to 
accept the gas contract prices in lieu of the proceeds or market 
value specified in the oil and gas lease. One point seems clear 
from the Sowell case: the third- party beneficiary issue is highly 
factual. 379 A decision under a parti~ular lease or gas contract 
will have little precedential value in resolving the intent-to
benefit issue. 

The royalty owner in Gerard J. W. Bos & Co., Inc. v. Harkins 
& Co. 380 looked to the well operator for a portion of a $7.3 
million take-or-pay settlement which resulted in the cancella
tion of a gas contract. Gerard first asserted Harkins, the opera
tor of a force-pooled unit containing the lease in which Gerard 
was a royalty owner, owed a fiduciary duty to the interest 
owners in the pooled unit.381 As a fiduciary Harkins could not 
enter into a contract settlement and profit at the royalty owners' 
expense.382 The court, distinguishing Oklahoma law, noted that 
the pooling order did not authorize Harkins to market produc
tion from the pooled unit; it merely gave it authority to operate 
on the pooled unit.383 Therefore, the court concluded "no 
fiduciary duty with respect to marketing arose from the forced 
integration." 384 

Gerard's second line of attack was a third-party beneficiary 
theory. Under Mississippi law, the alleged beneficiary must 
show that" 'the condition ... alleged to have been broken was 

378 Ibid. 
379 N. 372 supra at 582-583, - 0. & G.R at -. 
380 883 F.2d 379, - 0. & G.R. - (5th Cir. 1989) (applying Mississippi 

law). 
381 Id. at 381, - 0. & G.R. at-. 
382 Harkins was the operator of the well but was not the Gerard's lessee. 
383 N. 380 supra at 382, - 0. & G.R. at -. 
384 Ibid. 
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placed in the contract . . . for his direct benefit.'" 385 The court 
held Gerard was merely an incidental beneficiary because it 
failed to show that the gas contract was intended for Gerard's 
direct benefit.386 The court, however, suggested that Gerard 
ought to look to its lessee for relief "in such circumstances as 
these." 387 

[2] Implied Covenant To Market: Gas Transactions. 

Appellate courts are beginning to review cases evaluating a 
lessee's gas marketing decisions during the NGPA era. In 
Shelton v. Exxon Co1 . 388 the nonexecutive mineral interest 
owner, Shelton, attacked marketing decisions made by Exxon 
immediately prior to passage of the Natural Gas Policy Act 
(NGPA).389 Shelton relied solely on the implied marketing 
covenant as the basis for its suit against Exxon.390 Shelton 
argued that Exxon imprudently marketed gas from the King 
Ranch 391 by failing to structure its pre-NGPA gas sales to take 
maximum advantage of the NGPA when it became law.392 

Shelton asserted Exxon could have, and a prudent operator 
would have, entered into contracts prior to enactment of the 
NGPA that would ultimately qualify King Ranch gas for NGPA 
Section 105(b)(2) pricing.393 Failure to commit the King Ranch 

385 Ibid., citing Ivey's Plumbing and Electric v. Petrochem Maintenance, 
463 F. Supp. 543, 549 (N.D. Miss. 1978). 

386 N. 380 supra at 382, - 0. & G.R. at -. 
381 Ibid. 

388 719 F. Supp. 537, - 0. & G.R. - (S.D. Tex. 1989). 
389 Natural Gas Policy Act of 1978, Pub. L. No. 95-621, 92 Stat. 3351 

(codified at 15 U.S.C. §§ 3301-3432 (1982). 
390 In 1980 a settlement was entered into between the executive rights 

owners (who had authority to bind Shelton) and Exxon concerning the 
improper payment of royalty under the royalty clause of the lease. The court 
held, however, that this settlement did not cover Shelton's imprudent market
ing claim. Shelton, N. 388 supra at 546-548, - 0. & G.R. at -. 

391 This was the area where Shelton owned nonexecutive mineral interests 
that had been leased by the executive rights owner, King Ranch, to Exxon. 
Id. at 539, - 0. & G.R. at -. 

392 Expert testimony established that "the effects of the NGPA were known 
throughout the oil and gas industry months before the NGPA went into 
effect." Id. at 549, - 0. & G.R. at -. 

393 If the producer entered into a contract prior to November 9, 1978, and 
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gas to contracts prior to the NGPA resulted in an NGPA 
Section 109 pricing classification.394 Comparison of these 
prices, in 1978, would result in at least a $0.30/MMBtu increase 
in price under Section 105(b)(2).395 Apparently Exxon had not 
committed the King Ranch gas to any specific contract because 
Exxon was using the gas to meet its obligations as a seller under 
certain "corporate warranty" gas contracts.396 The court found 
that in 1978 "it was within Exxon's legal power to commit the 
King Ranch gas to the contracts proposed by Shelton." 397 

Exxon's defense to Shelton's claims revolved around its 
corporate warranty gas contract obligations. Exxon argued that 
a prudent operator, with such corporate warranty gas sales 
obligations, would not have committed the King Ranch gas to 
a contract. Exxon reasoned that if it had committed the King 
Ranch gas to a contract, Exxon would have to purchase high
priced gas on the open market to fulfill its corporate warranty 
contracts.398 The court, relying on Amoco Production Co. v. 

the gas was not dedicated to interstate commerce, it could qualify for gas 
pricing under Section 105. Section 105(b)(2) provides, in part: 

In the case of any natural gas ... for which the contract price applica-
ble on ... [November 9, 1978] exceeds the maximum lawful 
price ... under ... [NGPA § 102] the maximum lawful price ... 
shall be the higher of 
(A) the maximum lawful price ... computed for such month under 
section I 02 [base April 1977 maximum lawful price of $1. 7 5/ 
MMBtu] ... ; or 
(B)(i) the contract price . . .. 

15 U.S.C. § 3315(a) and (b) (1982). 
394 NGPA Section 109 pricing applies to 

"any natural gas which is not covered by any maximum lawful price 
under any other section of this subtitle, including- . . . (3) natural 
gas which was not committed or dedicated to interstate commerce 
on ... [November 8, 1978] and which was not subject to an existing 
contract on such day .... " 

15 U.S.C. § 33 l 9(a) ( 1982). Under Section I 09 the base April 1977 maximum 
lawful price was $1.45/MMBtu. 15 U.S.C. § 3319(b)(A) (1982). 

395See 15 U.S.C. §§ 3315(b)(2), 3312(b)(l), and 3319(b)(l)(A) (1982). 
396 Shelton, N. 388 supra at 545, 546-547, - 0. & G.R. at-. 
391 Id. at 547, - 0. & G.R. at -. 
398 Id. at 548, - 0. & G.R. at -. 
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Alexander399 and Amoco Production Co. v. First Baptist Church 
of Pyote,400 held that "Texas law does not allow the inclusion 
of such outside costs as factors in deciding what a reasonable, 
prudent operator would do to market the gas." 401 Therefore, 
Exxon's marketing actions had to be tested under the following 
standards: 

Exxon was required to market the King Ranch gas in the manner 
reasonably most profitable for the mineral interest owners and 
Exxon's operations on the King Ranch leases.402 

Shelton and the other mineral interest owners can not be penal
ized for Exxon's inability to back its corporate warranty contracts 
so long as they did not take part in formulating the marketing 
scheme of which those contracts are a part. 403 

Nor should they [Shelton] suffer for Exxon's failure to take the 
regulatory environment into account in marketing the gas, if it 
could have done so. 404 

Since the marketing scheme was Exxon's own, Exxon is at risk 
when the prudence of the scheme is judged.405 

To determine whether Exxon breached the marketing cove
nant, the court had to evaluate the viable alternatives to Exx
on's chosen marketing plan. Shelton presented expert testi
mony on "hypothetical contracts" which Exxon could have 
entered into before the NGPA took effect. The hypothetical 
contracts would have resulted in a higher regulated price which, 
under Texas law and the market value royalty clause in the 
King Ranch lease, would have substantially increased Shelton's 
royalty.406 The court offered the following commentary regard
ing Exxon's risks in entering into the hypothetical contracts: 

399 622 S.W.2d 563, 72 0. & G.R. 125 (Tex. 1981). 
400 579 S.W.2d 280, 67 0. & G.R. 568 (Tex. App. 1979) writ refd n.r.e., 

611 S.W.2d 610, 67 0. & G.R. 590 (Tex. 1980). 
401 Shelton, N. 388 supra at 545, 548, 549, - 0. & G.R. at - ("As in 

Alexander, the reasonable prudent operator standard should not be reduced 
as to the plaintiffs because Exxon has corporate warranty contracts legally 
unrelated to the King Ranch leases." 

402 Id. at 549, - 0. & G.R. at - (emphasis added). 
4o3 Ibid. 
404 Ibid. 
405 Ibid. 
406 Ibid. 
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Although in 1978 the possible benefits of the hypothetical con
tracts were uncertain, Exxon could have gained these significant 
benefits for the mineral interest owners without itself incurring 
costs related to the King Ranch lease operations and without by 
the same actions subjecting the mineral interest owners to any 
risks. Prudent marketing required Exxon to do so.407 Exxon's 
failure to do so can be attributed only to its interest in fulfilling 
its corporate warranties without having to purchase gas on the 
open market. Exxon's method of marketing the King Ranch gas 
completely subordinated the rights of the mineral interest owners 
to Exxon's financial gain.408 

The court concluded that Exxon breached its duty to prudently 
market the King Ranch gas and awarded Shelton $10,764,797.63 
in damages, plus prejudgment interest, and $3,588,265.60 in 
attorney fees.40s 

Shelton v. Exxon Corp., along with cases like Amoco Produc
tion Co. v. First Baptist Church of Pyote, 410 goes down in the 
annals of the "smoking gun" implied covenant cases. When an 
outside business motivation for acting in what would otherwise 
be a foolish manner,411 can be identified, the lessee is probably 
pursuing its interests at the expense of the royalty owner. This 
concept may be useful in evaluating whether a royalty owner 
is entitled to share in take-or-pay payments. If the royalty 
owner cannot share in the contract settlement under the royalty 
clause, can it nevertheless question the prudence of the lessee's 
marketing decision in reducing gas prices and take obligations, 
or cancelling the contract? The court in Shelton, to overcome 
the prior settlement problem, treated rights under the implied 

407 After eliminating consideration of the corporate warranty contracts the 
issue boils down to: would prudent operators sell their gas for $1.75 instead 
of $1.45? Of course they would. The lessees can do whatever they want to 
with their wu,~ing interest share of production; but they must act prudently 
with regard to the royalty owner's share. 

408 Shelton, N. 388 supra at 549, - 0. & G.R. at-. 
409 Id. at 550-551, - 0. & G.R. at-. 
41 0 N. 400 supra. 
411 Such as structuring a sale to receive $1.45 for an item you could have 

sold for $1.75., or, as in the First Baptish Church of Pyote case, selling gas 
for $0. 70 when it could have been sold for $1.30 to $1.95. 
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marketing covenant as being separate from rights under the 
royalty clause. 412 

Shelton reaffirms the two basic concepts established by the 
courts in Alexander413 and First Baptist Church of Pyote:414 ( 1) 
A lessee must evaluate its lease management actions as though 
the lessor's property were the only interest it had under lease; 
and (2) The lessee's conduct will be measured objectively by 
what a prudent operator, free of any conflicting obligations that 
might affect its decision, would do under the circumstances. The 
easy cases are those in which a specific act of lessee self-dealing 
can be identified and the lessor has been injured by the lessee's 
conduct. The difficult cases are those which lack any element 
of self-dealing.Robbins v. Chevron U.S.A., Inc. 415 is an example 
of a case where the lessee made marketing decisions which the 
lessors subsequently asserted were imprudent. The lessors made 
no allegation that the lessee engaged in any sort of self-dealing. 
They merely assert it engaged in poor decision-making. In 
Robbins the lessor enumerated the lessee's alleged breaches of 
its implied marketing obligations: 

In 1978: Entering into a ten-year gas contract with Kansas 
Gas Supply Corporation ("KGS"); 

In 1984-1985: Refusing to accept gas contract price reduc
tions demanded by KGS; 

In 1985-1987: Failing to sell gas from the property while 
pursuing the KGS contract dispute; and 

In 1987: Selling gas from the property to Oxy Marketing, Inc., 
a KGS affiliate.41s 

The trial court entered summary judgment in favor of the 
lessors, cancelled the 5,900-acre lease containing twelve produc
ing gas wells, and awarded $4,419,064.57 in damages for pro
duction from the 1985 effective date of the cancellation.417 

412 N. 388 supra at 548, - 0. & G.R. at - ("The imprudent marketing 
claim ... is only indirectly related to the amount of royalty payable.). 

41 3 N. 399 supra. 
414 N. 400 supra. 
415 246 Kan. 125, 785 P.2d 1010, - 0. & G.R. - (1990). 
416 Id., 246 Kan. at 128, 133, 785 P.2d at 1012-1013, 1016, - 0. & G.R. 

at-. 
417 Id. at 129, 785 P.2d at 1013, - 0. & G.R. at-. 
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The Kansas Supreme Court, finding summary judgment 
improper, reversed the trial court.418 However, the court dis
cussed the standard for testing the prudence of a lessee's 
marketing decisions noting: "It is not the place of courts, or 
lessors, to examine in hindsight the business decisions of a gas 
producer." 419 The court examined the lessors' claims and of
fered the following guidance to the trial court on remand: 

Chevron's conduct must be judged upon what an experienced 
operator of reasonable prudence would have done under the facts 
existing at the time. The wisdom of hindsight cannot be utilized 
in making such determinations. The individuals claiming impru
dence have the burden of proving same. Whereas the events 
underlying this action are mainly undisputed, the claim that 
Chevron acted imprudently in any of the claimed particulars is 
hotly contested, and such claim, by its very nature, must be 
supported by expert testimony.420 

The court also discusses the possible remedies in the event 
the lessor should prevail on remand. The court specifically 
noted that a lessor, under certain circumstances, could obtain 
cancellation of the lease for breach of an implied covenant; 
including the implied covenant to market.421 However, such a 
forfeiture should be used only when the lessor can demonstrate 
that a damage remedy is inadequate or that damages cannot 
be determined with reasonable certainty.422 

[3] Implied Covenant To Develop: Exploration. 

Texas, in Sun Exploration and Production Co. v. Jackson, 423 

joined Oklahoma 424 as states which refuse to recognize an 
implied covenant to explore independent of the implied cove
nant of reasonable development. The court in Sun Exploration 
reaffirmed its holding in Clifton v. Koontz 425 that "the covenant 

41Bid. at 134, 785 P.2d at 1016, - 0. & G.R. at-. 
419 Id. at 131, 785 P.2d at 1015, - 0. & G.R. at-. 
420 Id. at 133-134, 785 P.2d at 1016, - 0. & G.R. at-. 
421 Id. at 134, 785 P.2d at 1016, - 0. & G.R. at-. 
422 Ibid. 

423 783 S.W.2d 202, - 0. & G.R. - (Tex. 1989) 
424 See Mitchell v. Amerada Hess Corp., 638 P.2d 441, 72 0. &. G.R. 104 

(Okla. 1981 ). 
42s 160 Tex. 82, 325 S.W.2d 684, 10 0. & G.R. 1109 (1959). 
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of reasonable development encompassed the drilling of all 
additional wells after production on the lease is achieved." 426 

The court's reference to "additional wells" includes "additional 
wells in an already producing formation or stratum, or addi
tional wells in 'that strata different from that from which 
production is being obtained."' 427 Regardless of where the 
additional well is proposed to be drilled, the lessor must prove 
"a reasonable expectation of profit to lessor and lessee." 428 This 
profit-motive is derived from the prudent operator standard 
used to measure the lessee's development conduct. The court 
noted: 

[U]nder Clifton if a party could prove that a reasonably prudent 
operator would have drilled the well, that well fell within the 
implied covenant of reasonable development, without regard to 
whether the well was classified as exploratory or developmen
tal. 429 

As in Oklahoma, the semantic description of the covenant 
is subordinated to the real issue: Would a prudent operator drill 
the well? This is the most difficult part of implied covenant 
analysis because "prudent operators" drill unprofitable wells all 
the time. They always have an expectation of profit-or they 
wouldn't drill the well. The problem is that in many cases their 
profit expectations are not realized; dry holes and marginal 
wells are a reality of the prudent operator's business. If the test 
of "reasonable expectation of profit" means the drilling pros
pect must have a better than fifty/fifty chance for success, only 
"additional wells in an already producing formation or stra
tum" will be drilled. "Additional wells in 'that strata different 
from that from which production is being obtained' " will be 
drilled only at the lessee's leisure or in response to the diligence 
of other producers in the area. However, this analysis ignores 
the realities of the industry. Prudent operators routinely drill 
wells in which there is far less than a fifty/fifty chance of success. 

426 Sun Exploration, N. 423 supra at 204, - 0. & G.R. at - (emphasis 
added). 

427 Ibid., quoting Clifton v. Koontz, N. 425 supra, 160 Tex. at 98, 325 
S.W.2d at 695, 10 0. & G.R. at 1120. 

428 Sun Exploration, N. 423 supra at 204, - 0. & G.R. at -. 
429 Ibid. 
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If this were not the case, the United States would be looking 
to OPEC for all its oil and to Canada and Mexico for its gas. 

The court in Sun Exploration avoided addressing these diffi
cult issues by upholding the jury's answers to questions which 
stated: ( 1) Sun did not breach the implied covenant to develop; 
(2) Sun breached the implied covenant to explore.430 The court 
held for Sun since Texas does not recognize an implied cove
nant to explore. Considering that the parties tried this case on 
the premise that the development and exploration covenants 
were distinct concepts, the court's reliance on the jury's answers 
to dispose of the case seems suspect. After Sun Exploration, 
practitioners must again look to Clifton v. Koontz431 for guid
ance on the prudent operator and reasonable expectation of 
profit issues. However, the court in Clifton expressly left for 
another day the issues presented in Sun Exploration: 

[I]t should be noted that we do not have a factual situation where 
the lease covers several thousand acres and an effort is being 
made to hold such vast acreage by showing production from a 
comparatively small area. Neither are we confronted with a 
situation where an unreasonably long length of time has elapsed 
since the last development of the leased premises. Therefore, we 
do not pass upon these questions. 432 

[4] Express Lease Covenants: Assignment Restrictions. 

In Trafalgar House Oil & Gas v. De Hinojosa 433 the court 
upheld an express lease clause imposing liquidated damages on 
the lessee, and subsequent assignees, for failure to notify the 
lessor of a change in leasehold ownership. The lease clause 
provided, in part: 

The right of either party hereunder may be assigned in whole or 
in part . . . . In the event of assignment, LESSEE, its successors 
and assigns, shall give notice of the fact of such assignment and 
the name and address of the assignee within thirty (30) days after 
such assignment; and, LESSOR shall likewise be notified upon 
each subsequent assignment. Upon each failure of the LESSEE, 

430 Ibid. 
431 N. 425 supra. 
432 Id., 160 Tex. at 98, 325 S.W.2d at 696, 10 0. & G.R. at 1120. 
433 773 S.W.2d 797, - 0. & G.R. - (Tex. App. 1989). 
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it~ successors and assigns to comply with the foregoing "notice 
of assignment," said LESSEE, his successors and assigns shall 
jointly and severally forfeit and pay unto the Lessor the sum of 
ONE THOUSAND AND NO/100 ($1,000.00) DOLLARS as 
liquidated damages. 434 

Apparently the lease had been assigned twenty times without 
anyone giving the lessor the required notice. The lessor brought 
suit seeking $20,000 in liquidated damages.43s 

The court upheld a $20,600 judgment in the lessor's favor 
finding the notice of assignment provision was an enforceable 
liquidated damages agreement.436 The lessee and assignees 
attacked the damage provision asserting it imposed an unlawful 
penalty. Illuminating the useful art of cross examination, the 
court found the lessor proved, through the testimony of the 
lessee's expert witness, that: 

Hinojosa [the Lessor], would have to hire a lawyer or landman 
to analyze any assignments, as well as the courthouse records, 
before she would be able to determine who had a right to be on 
her property or who was responsible for damage to her property 
as a result of drilling operations. The defense expert testified that 
he would charge $150.00 an hour to read assignments and re
cords. In addition, he acknowledged that multiple transfers of the 
lease would require an attorney to check the court records, and 
checking the court records would not necessarily show every 
assignment because many instruments are never filed of record. 
Finally, the defense expert acknowledged that it is impossible to 
estimate accurately the expense of locating untiled assignments, 
stating, "There's no way to tell if it was unrecorded." 437 

The testimony revealed that the $1,000 in liquidated damages 
for breach of the notice of assignment obligation was reason
able-and probably low. 

The approach of the lease drafter in Trafalgar suggests a 
useful technique that may serve as an alternative to lessors' 
imposing outright prohibitions on assignment. Clauses requir
ing lessor consent as a condition to assignment have not fared 

434 Id. at 799, - 0. & G.R. at -. 
435 Id. at 797, - 0. & G.R. at -. 
43& Id. at 797, 799, - 0. & G.R. at -. 
437 Id. at 799, - 0. & G.R. at -. 
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too well in the courts.438 Another portion of the Trafalgar lease 
offers perhaps the best lessor insurance that subsequent assign
ments will not reduce its "security" under the lease. The assign
ment clause provides: "[N]o assignment nor reassignment shall 
operate to relieve LESSEE or its assignees from any liability 
or responsibility hereunder." 439 The goal is to keep the lessee, 
and all subsequent assignees, on the hook for any violation of 
lease obligations. Other portions of the Trafalgar assignment 
clause suggest that the liability of the lessee and all assignees 
would be joint and several. This would permit the lessor to look 
to the entity she relied on, in entering the lease, for the ultimate 
performance of all lease obligations. 

[5] Proportionate Reduction Clause. 

The Kentucky Court of Appeals, in E.H. Lester Leasing Co. 
v. Griffith, 440 considered the operation of a proportionate reduc
tion clause when leasing a mineral interest that is subject to 
preexisting nonparticipating royalty interests. In 1919, the 
lessor's predecessors in title conveyed perpetual nonparticipat
ing royalty interests which entitled the grantees to one-eighth 
of production from the land. In 1982 Griffith, the current owner 
of the mineral interest, entered into an oil and gas lease which 
contained the following proportionate reduction clause: 

If said lessor owns a less interest in the above described land than 
the entire undivided fee simple estate therein, then the royalties 
and rentals herein provided shall be paid the lessor only in the 
proportion which his interest bears to the whole and undivided 
fee.441 

The lease provided for payment of a one-eighth royalty to 
Griffith. 

438 See, e.g., Shields v. Moffitt, 683 P.2d 530, 81 0. & G.R. 51 (Okla. 1984) 
(restriction on assignment of oil and gas lease void as an unlawful restraint 
against alienation); Outlaw v. Bowen, 285 S. W.2d 280, 5 0. & G.R. 613 (Tex. 
Civ. App. 1955) (restriction on transfer of mineral interest void as an 
unlawful restraint against alienation); Warmack v. Merchant Nat'l Bank, 612 
S.W.2d 733 (Ark. 1981) (lessor must demonstrate "cause" for its refusal to 
consent to assignment of oil and gas lease). 

439 Trafalgar, N. 432 supra at 799, - 0. & G.R. at -. 
440 770 S.W.2d 226, - 0. & G.R. - (Ky. App. 1989). 
441 Id. at 227, - 0. & G.R. at -. 
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The lessee argued that the one-eighth nonparticipating roy
alty interest had to be satisfied out of the lessor's one- eighth 
share of production.442 This would have left the lessor with no 
production from the leased land. To avoid this result, the trial 
court treated the one-eighth nonparticipating royalty interest, 
for purposes of the proportionate reduction clause, as though 
it were a one-eighth mineral interest. The effect was to reduce 
the lessor's royalty to one-eighth of what the court characterized 
as a seven-eighths mineral interest. Therefore, the lessor be
came entitled to one-eighth of seven-eighths or seven-sixty
fourths (1/8 x 7/8 = 7/64) of total production.443 

In affirming the trial judge's ruling, the Court of Appeals held: 

Here we find a situation in which the lessor's right to lease the 
mineral estate is encumbered by a 1/8 perpetual royalty interest. 
The bargain he struck pursuant to the lesser interest clause 
requires that his interest be reduced to 1/8 x 7/8 or 7/64 because 
that is the extent of his interest. Were it otherwise, we believe 
the lease should be cancelled due to failure of consideration-it 
would be an absurd inequity to require the lessor to give up his 
interest in the minerals below his land, put up with the inconve
nience attendant to production and receive nothing in return.444 

Therefore, the lessor contributed only one-sixty-fourth to
wards satisfying the one-eighth nonparticipating royalty inter
est; the remaining seven-sixty-fourths presumably had to be 
paid from the lessee's share of production. Lessees devised the 
proportionate reduction clause to avoid just this sort of prob
lem. The court suggested that imposing the nonparticipating 
royalty burden on the lessor would result in a "failure of 
consideration." 445 What about the bonus paid to obtain the 
lease? What about the delay rental? What about location dam
ages? It seems likely that the court's real problem with the 
situation was that the lessor, at the time he entered into the 
lease, thought he would receive a one-eighth royalty. Instead, 
he got nothing because the lease contained a proportionate 
reduction clause which the lessor probably wouldn't have 

442 Id. at 228, - 0. & G.R. at -. 
443 Ibid. 
444 Ibid. The Kentucky Supreme Court denied review of this case. 
44s Ibid. 
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understood even if he had bothered to read the lease. Anytime 
a court, in 1989, drags out "failure of consideration" to support 
a conclusion, what it means is "we don't think the result is fair 
so we are going to ignore the contract." 446 The message to 
lessees is clear: Draft a clause which gives the lessor, and the 
courts, less room to maneuver.447 

§ 1.08. Conclusion. 

The most fascinating aspect of oil and gas law is the endless 
supply of novel issues to explore. As this brief survey demon
strates, the oil and gas bar continues to tackle these difficult 
issues with boundless creativity. Even the "basics" take on a 
new look from time-to-time as regulation, society, and the 
industry evolve. 

446 See generally Pierce, "Rethinking the Oil and Gas Lease," 22 Tulsa L.J. 
445 (1987). 

447 In Kepple v. Fairman Drilling Co., 551 A.2d 226, 103 0. & G.R. 285 
(Pa. Super. 1988), the proportionate reduction clause ended with the follow
ing language: "and any interest in said gas heretofore conveyed or reserved 
shall be paid for proportionately out of said amount of gas royalty." 




