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HUGOTON RESERVOIR SYMPOSIUM 

The Hugoton Reservoir is the largest producing natural gas 
field in North America. With the largest portion of the 
Reservoir situated in Kansas, the Hugoton is not only a major 
national resource, but also one of Kansas' most significant 
natural resources. As might be expected, the Hugoton has been, 
and continues to be, the subject of many landmark decisions in 
both state and federal courts. The Hugoton Reservoir also 
continues to be a laboratory for testing various state and 
federal regulatory initiatives. 

This Symposium focuses on the Hugoton Reservoir experience 
to demonstrate the common law and regulatory principles used to 
marshal rights in the natural gas resource. The Symposium will 
open with discussion of the technical aspects of the Hugoton and 
a geologist's perspective on its past and present development. 
This is followed by a look at the regulatory history of the 
Hugoton how state and federal authorities have influenced 
development in the past. The final morning session focuses upon 
the formidable body of case law spawned by judicial efforts to 
determine and declare rights in the Hugoton Reservoir. 

The luncheon speaker will discuss a producer's vision for 
future activity in the Hugoton Reservoir. The afternoon 
sessions examine the emerging state and federal regulatory 
regimes which will affect natural gas development in the Hugoton 
and elsewhere. The Symposium concludes with a look at future 
disputes which are likei'y to arise out of the new regulatory 
regime and the continuing process of defining Hugoton Reservoir 
rights. 

8:00 -

8:20 -

Session A 

8:20 A.M. 

8:30 A.M. 

8:30 - 9:20 A.M. 

Session B 
9:20 - 10:10 A.M. 

SYMPOSIUM SCHEDULE 

Registration 

Introductory Remarks 
David E. Pierce 
Associate Director 
National Energy Law and Policy Institute 
The University of Tulsa College of Law 
Tulsa, Oklahoma 

Hugoton Geology and Development History 
3.R. Berg 
Professor of Geology 
Wichita State University 
Wichita, Kansas 

Regulatory History 
Timothy E. McKee 
Triplett, Woolf & Garretson 
Wichita, Kansas 
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10:10 - 10:30 A.M. 

Session C 
10:30 - 11:30 A.M. 

11:30 - 1:00 P.M. 

Session D 
1:00 - 1:50 P.M. 

Session E 
1:50 - 2:40 P.M. 

2:40 - 3:00 P.M. 

Session F 
3:00 - 3:50 P.M. 

3:50 - 4:00 P.M. 

Break 

Litigation History 
Bernard E. Nordling 
Kramer, Nordling, Nordling & Tate 
Hugoton, Kansas 

Lunch 
Future Development of the Hugoton 
M.W. Scoggins 
Production Manager 
Denver Division 
Mobil Exploration and Production, U.S. 

The Current State and Federal Regulatory 
Regime 

Michael Lennen 
Adams & McCarthy 
Wichita, Kansas 

Regulation of Gas Production Rates and 
Imbalances After Transco Y.:. O&G Board 

Patrick H. Martin 
Professor, Paul M. Hebert Law Center 
Louisiana State University 
Baton Rouge, Louisiana 

Break 

Potential Lessor and Lessee Disputes 
Under the New Regulatory Regime 

Dale M. Stucky 
Gregory 3. Stucky 
Fleeson, Goeing, Coulson & Kitch 
Wichita, Kansas 

Closing Remarks 
Emerging Trends in Oil and Gas Law 
David E. Pierce 

NOTE: Your outline contains the materials for Sessions C, 
E, and F. Materials for Sessions A, B, and D will be provided 
in· separate handouts. 
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I. 

A. 

B. 

c. 

LITIGATION HISTORY OF THE HUGOTON FIELD 

By 

Bernard E. Nordling 
Partner, Law Firm of 

Kramer, Nordling, Nordling & Tate 
Hugoton, Kansas 

HISTORICAL BACKGROUND OF HUGOTON FIELD 

Litigation involving problems in the Hugoton Field has 
contributed greatly in shaping the oil and gas law in 
Kansas as well as nationally. 

Discovery and size of Hugoton Field. 

1. The Hugoton Gas Field was discovered in the 
1920's. The first well was drilled in Seward 
County in 1922. However, the well for which the 
Field was named was drilled in 1927 four miles 
southwest of Hugoton. 

2. The Hugoton Field originally covered parts of the 
nine southwest counties of Seward, Stevens, 
Morton, Stanton, Grant, Haskell, Finney, Kearny, 
and Hamilton County. In recent years, the Field 
has been expanded to include Wichita and Gray 
counties. The Field extends through the Oklahoma 
Panhandle into Texas. It runs 150 miles north and 
south and fifty miles east and west. 

3. As of September 30, 1987, there were 4,244 gas 
wells and 2,697,502 producing acres. 

4. Production of Hugoton pay gas in Kansas is from a 
depth of between 2,500 and 2,900 feet. 

Panoma Council Grove Field. 

1. Within the confines of the Kansas portion of the 
Hugoton Field lies the Panoma Council Grove Field. 
It has defined limits of approximately 2 million 
acres, producing from formations immediately below 
the Hugoton pay at depths between 2,800 and 3,100 
feet. 

2. As of September 30, 1987, there were 2,266 wells, 
with 1,442,613 producing acres. 
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II. SOUTHWEST KANSAS ROYALTY OWNERS ASSOCIATION 

A. The litigation history of the Hugoton Field would not 
be complete without an understanding of the vital role 
played by the Southwest Kansas Royalty OWners 
Association and its members in such history. 

B. The need for an organization to protect the rights of 
landowners in the Hugoton Field originated with A. E. 
"Gus" Kramer, a practicing lawyer and native of 
Hugoton. 

c. Formation of Southwest Kansas Royalty OWners 
Association. 

1. Under the leadership of Gus Kramer, a group of 
landowners formed a nonprofit corporation 
designated as the Southwest Kansas Royalty OWners 
Association. 

2. Articles of Incorporation were filed in early 
February, 1948, with the Secretary of State. The 
stated purpose of the Association was to "foster, 
protect and further in all proper respects the 
rights and interests of the royalty owners of the 
corporation." 

3. The territory covered by the organization 
consisted of the nine southwest Kansas counties of 
Morton, Stevens, Seward, Haskell, Grant, Stanton, 
Hamilton, Kearny, and Finney. The Association 
territory has been enlarged to include Greeley 
County. 

4. The number of SWKROA incorporators totalled 19 
persons who were residents of the respective nine 
southwest Kansas counties. Three presidents have 
served the organization since its inception: 
Harry L. Lightcap of Hugoton (1948-1952); Olivers. 
Brown of Liberal (1952-1971); and Robert Larrabee 
of Liberal (1971-to date). Two executive 
secretaries have served the organization: A. E. 
Kramer of Hugoton (1948-1968) and Bernard E. 
Nordling of Hugoton (1968 to date). 

5. The Association started with a membership of 
about 1,200 members. This has grown to a present 
membership of slightly over 2,000 members. 
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III. FIRST MINIMUM PRICE ORDER 

A. Immediately after formation, the Board of Directors of 
SWKROA undertook steps to do something about the low 
gas prices prevailing in the Hugoton Field. These 
prices ranged from 4¢ to 6¢ per Mcf. In 1948, there 
were approximately 1,000 producing gas wells in the 
Field. 

B. A petition was filed with the Kansas Corporation 
Commission on August 4, 1948, requesting the Commission 
to establish a uniform minimum price at which gas may 
be taken in the Hugoton Field at not less than 10¢ per 
Mcf. The petition was given Docket No. 35-154-C 
(C-1868). Both producers and pipeline companies 
intervened. 

c. After extensive hearings, the Commission, on 
February 18, 1949, filed its interim order in which it 
fixed the value of gas at the wellhead in the Hugoton 
Field at not less than 8¢ per Mcf. 

1. The interim order was made effective from and 
after March 1, 1949, and until further order. The 
Commission found authority for its interim order 
in G.S. 1949 Supp. 55-701 to 55-713. 

2. The Commission interim order made provisions for 
further investigation and provided the method of 
making payments for gas under the order. 

D. Appeals to Kansas Supreme Court from interim minimum 
price order. 

1. 

2. 

Following proper appellate procedure, 
Kansas-Nebraska Natural Gas Company, Northern 
Natural Gas Company, and Panhandle Eastern Pipe 
Line Company filed appeals to the Kansas Supreme 
Court in Kansas-Nebraska Natural Gas Co. v. State 
Corporation Commission, 169 Kan. 722, 222 P.2d 
704. Rehearing denied, 170 Kan. 341, 225 P.2d 
1054. 

The Kansas Supreme Court, in Kansas-Nebraska, 
ruled that the Natural Gas Act of 1938, 15 
u.s.c.A. 717, had no application to intrastate 
transportation or sale of natural gas, or to its 
local distribution, or to its production, or 
gathering. 
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E. 

A. 

B. 

a. In Kansas, the production and distribution of 
natural gas for light, fuel and power is a 
business of public nature, the control of 
which belongs to the state. (Following La 
Har1e v. Gas Co., 69 Kan. 97, 76 Pac. 448T 
Syl .2. 

b. The Kansas statutes (G.S. 1947 Supp. 55-701 
to 55-713) give the Corporation Commission 
authority to make an order fixing a minimum 
wellhead price for natural gas taken from a 
common source of supply in order to prevent 
waste and to protect correlative rights. 
(Syll. 3 and Syll. 6). 

Under the minimum price order, a seller was allowed to 
receive payment of 1¢ per Mc£ from a buyer as a fair 
and reasonable price for the cost of gathering and 
delivering the gas. The seller should receive a 
minimum net price of not less than 8¢ per Mc£ at the 
wellhead under the minimum price order. Columbian Fuel 
Corporation v. Panhandle Eastern Pipe Line Co., 176 
Kan. 433, 271 P.2d 773. 

SECOND MINIMUM PRICE ORDER 

On August 18, 1952, the Southwest Kansas Royalty owners 
Association filed a petition with the Kansas 
Corporation Commission requesting the Commission to set 
a minimum price for gas in the Hugoton Field at not 
less than 14¢ per Mcf at 16.4 p.s.i.a., or not less 
than 12¢ per Mcf at a pressure base of 14.65 p.s.i.a. 

After extensive hearings, the Commission entered its 
order on December 2, 1953, establishing a fair and 
reasonable minimum price of not less than 11¢ per Mcf 
at a pressure base of 14.65 p.s.i.a. 

1. At the time the first interim order was entered in 
February, 1948, the Commission records disclosed 
there were 985 wells in the Kansas portion of the 
Hugoton Field. In November, 1953, there were 
3,065 wells, with more being drilled. 

2. The Commission found that gas was not truly 
competitive with coal and oil. It is the most 
efficient of the three fuels but the cheapest. 
Cheapness of a commodity is an avenue to ultimate 
waste. 
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c. Appeals were filed with the Kansas Supreme Court in 
Cities Service Co. v. State Corporation Commission, 180 
Kan. 454, 304 P.2d 528. The court held that the 
provisions of G.S. 1949 55-707 to 55-713 gave the State 
Corporation Commission power and authority to make an 
order fixing~ minimum wellhead price for natural gas 
taken from a common source of supply as a condition 
precedent for withdrawal of gas when such-an order is 
necessary to prevent waste and to secure relative 
rights of owners of real property from which the gas is 
produced from the common source of supply, following 
Kansas-Nebraska Natural Gas Co. v. State Cor oration 
Commission, supra emphasis mine. 

1. 

2. 

3. 

The minimum price order falls squarely within the 
excluding provisions of the Natural Gas Act (15 
u.s.c.A. 717 (b) providing that the terms of such 
act do not apply to the production of natural gas. 

The decision of the Kansas Supreme Court affirming 
the· second minimum price order was reversed by the 
United States Supreme Court in a per curiam 
opinion in Ci ties Service Gas Co. v. State 
Coraoration Commission of Kansas, 355 U.S. 391, 2 
L.E. 2d 355, 78 s.ct. 381, rehearing denied, 355 
u.s. 967, 1 L.Ed. 2d 542, 78 s.ct. 531. 

The basis of the decision was Phillips Petroleum 
Co. v. Wisconsin, 347 U.S. 672, 98 L.Ed. l035, 74 
s.ct. 7941 Natural Gas Pipeline Co. v. Panoma 
Corporation, 349 u.s. 44, 99 L.Ed. 866, 75 s.ct. 
576. 

a. 

b. 

c. 

Under the Phillils case, the United States 
Supreme Court he d that sales of natural gas 
owned by an independent producer at the mouth 
of an interstate pipeline company were 
subject to regulation by the Federal Power 
Commission under the Natural Gas Act of 1938. 

The Phillips case was decided on June 7, 
1954. It was after this decision that the 
Federal Power Commission began to assert 
authority to regulate the price of natural 
gas in the Hugoton Field. Cities Service Gas 
Co. v. State Corporation Commission, 184 Kan. 
540, 542, at 337 P.2d 640. 

The decision in Cities requires the 
conclusion that the Kansas minimum price 
order in question was void ab ini tio on 
January 1, 1954. 184 Kan. at545. 
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v. 
A. 

B. 

c. 

GAS ROYALTY LITIGATION IN HUGOTON FIELD 

Much of the litigation in the Hugoton Field stems from 
disputes from royalty owners and producers over gas 
royalty prices being paid in the Field. One of the 
earlier·cases was Matzen v. Hugoton Production, 182 
Kan. 456, 321 P.2d 576. 

Matzen v. Hugoton Production. 

1. The plaintiff royalty owners were the owners of 
320 acres in Grant County and filed suit against 
Hugoton Production Company (HPC) for recovery of 
additional royalties. 

2. HPC was receiving 15.58¢ per Mcf for processed gas 
under its contract with Kansas Power & Light (KPL) 
but was only paying the royalty owners 11¢ per Mcf 
based on the second KCC minimum price order. 

3. The case involved the payment of royalties due 
under a royalty clause reading as follows: 

"The lessee shall pay lessor, as royalty, 
one-eighth of the proceeds from the sale of 
the gas, as such, for gas from wells where 
gas only is found ••••• " 

4. The trial court applied a "proceeds-less expenses" 
formula in determining the fair value of gas to be 
15¢ per Mcf. This decision was affirmed in Matzen 
v. Hugoton Production Co., supra. 

5. Mesa Petroleum Company (now Mesa Limited 
Partnership) succeeded to the interest of Hugoton 
Production Company. The proceeds-less expenses 
formula applies to all Mesa-KPL royalty owners 
regardless of the wording in the leases. 

6. Royalties are presently being paid under a 
settlement agreement reached in 1975 between 
royalty owner class members and Mesa in Case No. 
4950, entitled, Robert Larrabee, et a11 v. Mesa 
Petroleum Co., in the District Court o Stevens 
County, Kansas. 

Effect of Phillips decision on interstate gas prices. 

1. Much of the gas produced in the Hugoton Field 
flows to the interstate markets in other parts of 
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A. 

the country. With few exceptions, there was 
little distinction between the prices paid for gas 
for interstate and intrastate markets until 1954. 

2. Following the Phillips decision in 1954 under 
which the Federal Power Commission assumed 
jurisdiction for the first time over producers 
selling natural gas in interstate commerce, 
individual producer rates were determined by the 
FPC based on a company by company determination. 

3. Seeking relief from clogged dockets, the FPC tried 
guideline rates from 1960 to 1969, then area rates 
from 1969 to 1973, and national rates from that 
date to 1978, when the Natural Gas Policy Act was 
passed which now governs natural gas prices. 

4. Price for gas from older wells was established by 
the FPC at a lower rate than the price for gas 
produced from new wells. This became known as 
"vintaging" of gas. 

5. Much of the gas produced in the Hugoton Field is 
classified as "old" gas or "flowing" gas, while 
gas produced from the newer wells is classified as 
"new" gas even though produced from the same 
field. 

6. Many of the gas purchase contracts existing in the 
Hugoton Field contain renegotiation provisions and 
were renegotiated or adjusted by arbitration or 
court action in the 19S0's and 1960's. 

WAECHTER V. AMOCO PRODUCTION COMPANY 

In 1964, Leland C. Waechter and 500 other named 
landowner-lessors, representing a class of 3,000 
landowner-lessors in the Hugoton Field, filed a class 
action in the state court against Amoco Production 
Company, seeking a declaratory judgment with reference 
to gas royalty prices being paid by Amoco. 

1. Amoco was paying royalties to its royalty owners 
on prices considerably less than 14.5¢ per Mcf, 
which was the price determined to be the fair 
market value of the gas by the District Court of 
Shawnee County, Kansas, in Pan American Petroleum 
Corporation v. Cities Service Gas Co., 191 Kan. 
511, 382 P.2d 645 (1963). 
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B. 

2. There were 48 different forms of royalty clauses 
in the leases covering the 600,000 acres involved. 
The parties agreed the royalty clause covering 
most of the leases of the 600,000 acres read as 
follows: 

3. 

"Lessee shall pay lessor monthly as royalty on gas 
marketed from each well one-eighth (1/8) of the 
proceeds if sold at the well, or, if marketed by 
lessee off the leased premises then one-eighth 
(1/8) of the market value thereof at the well." 

The final determination of the issues in the 
Waechter case was delayed for several years by a 
federal injunction staying the state court case 
while the FPC determined if it had jurisdiction 
over royalty prices. 

a. A royalty owner is not a "natural gas 
company" under the Natural Gas Act for the 
reason that he does not engage in the "sale" 
of gas in interstate commerce. Mobil 
Oil Cor oration v. Federal Power Commission, 
46 F.2 256 D.C.Cir. 972 , cert. en., 406 
u.s. 976, 32 L.Ed. 2d, 676, 92 s.ct. 2409. 

b. The FPC has no jurisdiction over a royalty 
owner or over a dispute between a royalty 
owner and his producer as to the amount of 
royalties payable under a gas lease. 

4. Trial court ruling. 

a. Royalty should be paid at 14.5¢ per Mcf, the 
price received by Amoco from Cities Service 
Gas Company, its gas purchaser. 

b. All royalties should be computed on the same 
basis regardless of the wording of the lease 
since Amoco had been paying royalties on the 
same basis under all leases. 

Amoco appealed and the Kansas Supreme Court reversed in 
a split decision in Waechter v, Amoco Production Co., 
217 Kan. 489, 537 P.2d 228 (1975), opinion inhered to 
after rehearing, 219 Kan. 41, 546 P.2d 1320 (1976). 

1. An oil and gas lease providing for payment of 
royalty on gas marketed from each well one-eighth 
of the proceeds if sold at the well, or, if 
marketed off the leased premises, then one-eighth 
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VII. 

A. 

of the market value at the well, is clear and 
unambiguous as to gas sold at the wellhead by the 
lessee in a good faith sale. Lessor is entitled 
to no more than his proportionate share of the 
amount actually received by the lessee for the 
sale of the gas. (Syll. 2) 

2. The trial court erred in its finding that the gas 
was sold "off the leased premises." It was sold 
at the well and title there passed to Cities 
Service with Amoco having only a right to process 
some of the gas covered by the contract as 
previously determined in Stanolind Oil & Gas Co. 
v. Cities Service Gas Co., 178 Kan. 202, 284 P.2d 
608 and 181 Kan. 528, 313 P.2d 279. 

3. A lessee under an oil and gas lease is not a 
fiduciary to his lessor. His duty is to act 
honestly and fairly under a contractual 
relationship. 217 Kan. 510. 

4. Amoco royalty owners were not entitled to be paid 
any more than the amount received by Amoco from 
its gas purchaser under FPC regulation under a 
proceeds lease. Amoco was also entitled to recoup 
overpayments of royalty from 1954 to 1957. 

5. The court made a distinction between "proceeds" 
and "market value" leases. 

6. In a strong dissent, Justice Schroeder, joined by 
Justice Kaul, pointed out that some of the leases 
called for payment of "market value." The 
majority court penalized all members of the class 
whose specific royalty payment clauses require 
payment of royalty based on "market value." 217 
Kan. at 522, 523. 

LIGHTCAP V. MOBIL OIL CORPORATION 

In 1963, 283 plaintiffs filed individual cases against 
Mobil Oil Corporation seeking judgment for additional 
gas royal ties on gas produced by Mobil and its 
predecessor in interest, Republic Natural Gas Company, 
from late 1958 through June 30, 1963. 

1. Republic had renegotiated its gas purchase 
contract with Northern Natural Gas Company, 
collecting from Northern at the arbitrated rates 
of 16.7¢ per Mcf and 15¢ per Mcf on its "A" and 
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B. 

2. 

3. 

4. 

•a• contracts respectively. At the same time, it 
paid royalties on the basis of the old contract 
rates of 8.7¢ and 7.15¢ per Mcf respectively. 

As in Waechter, the determination of issues in 
Li!htcap was delayed for several years pending 
so ution of the question whether FPC had 
jurisdiction over royalty prices. Mobil Oil 
Corporation v. Federal Power Commission, supra. 

Six different gas royalty clauses were selected as 
being representative of the gas royalty clauses in 
all the leases under controversy in determining 
the manner in which royalty payments should be 
made under the leases. 

Plaintiff royalty owners were granted judgment for 
royalty prices based on the arbitrated prices of 
16.5¢ per Mcf for the "A" contract and 15¢ per Mcf 
for the •a• contract, both at a pressure base of 
14.65 p.s.i.a. 

a. The history of the leases showed that in both 
the "A" and "B" contracts, Mobil and its 
predecessors had paid the same prices to 
lessors under each contract without 
distinction as to proceeds or market value 
leases. 

b. The relationship of the lessee with its duty 
to market at the best market price for its 
lessor, based on the implied covenants in the 
lease, result in the same obligations on the 
lessee under both the market value and 
proceeds basis. 

c. The court concluded that •proceeds,• •market 
value," •market price," and •gross proceeds 
at the prevailing market rate• all imposed 
the same burden on the lessee to market and 
pay royalty on the same basis, i.e., the best 
market value obtainable. 

On appeal by Mobil, the trial court's judgment was 
affirmed as to the •market value" leases and insofar as 
it awarded and denied prejudgment interest. The 
decision was reversed as to •proceeds" leases and 
insofar as it denied Mobil's counterclaim for prior 
royalty overpayments. Lightcap v. Mobil Oil 
Corporation, 221 Kan. 448, 592 P.2d 1, cert. den. 434 
U.S. 876 (1977), reh. den. 440 U.S. 931 (1979). 
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1. 

2. 

3. 

4. 

5. 

6. 

7. 

8. 

The trial court decision was affirmed, 4-3, as to 
"market value" leases and was reversed by a 4-3 
decision on "proceeds" leases. Four different 
positions were taken by the seven members of the 
court in reaching their decision. 

The Federal Power Commission has no jurisdiction 
over a royalty owner or over a dispute between a 
royalty owner and his producer as to the amount of 
royalties payable under a gas lease. (Syll. 1) 

The obligation of a lessee to pay royalties to its 
lessor under a gas lease is a question of state 
law, to be determined under the terms of the 
lease. (Syll. 2) 

The existence of federal regulation fixing the 
maximum rate a gas producer may receive from its 
purchaser is no obstacle to the fixing of a higher 
rate as the "market value" of the gas it sells for 
the purpose of computing royalties. (Syll. 3) 

Where a lease calls for royalties based on the 
"market value" of the gas sold, in the absence of 
proof of a contrary intent, that value is the 
price which would be paid by a willing buyer to a 
willing seller in a free market. (Syll. 4) 

Where a lease calls for royalties based on the 
"proceeds" from the sale of gas, the term 
"proceeds" means the money obtained from an actual 
sale and lawfully retained by the seller. (Syll. 
5) 

Where a party retains and makes actual use of 
money belonging to another, equitable principles 
will require that it pay interest on the money so 
retained and used. This has reference to interest 
on suspended royalties. (Syll. 12) 

Cases following Lightcap in requiring payment of 
interest by the producers to the royalty owners on 
suspended gas royalties are Shults, Executor v. 
Phillips Petroleum Co., 222 Kan. 527, 567 P.2d 
1291, Maddox v. Gulf Oil Corporation, 222 Kan. 
733, 567, P.2d 1326, Sterling v. The Superior Oil 
Co., 222 Kan. 737, 567 P.2d 1325, Nix v. Northern 
Natural Gas Producing Co., 567 P.2d 1322, Gray v. 
Amoco Production Co., 1 Kan.App.2d 338, 564 P.2d 
579 (petition for review granted July 12, 1977); 
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VIII. 

A. 

Coffey v. Atlantic Richfield Co., unpub. opinion, 
No. 48,386, (May 20, 1977)1 and Helmley v. Ashland 
Oil, Inc., 1 Kan.App.2d 532, 564 P.2d 345. 

9. The last above cited cases also involve the 
question of proper class actions. 

MATZEN V. CITIES SERVICE OIL COMPANY 

One of the most recent cases involving the question of 
payment of gas royalties in the Hugoton Field is Matzen 
v. Cities Service Oil Company, 233 Kan. 846, 667 P.2d 
337. This case involved consolidated appeals in 16 
cases from the District Courts of Grant County, Haskell 
County, Seward County, and Stevens County. 

1. The plaintiff royalty owners brought class actions 
for additional royal ties based on the "market 
value" of the gas produced and sold from 1961 to 
1978. The defendants included the following gas 
producers operating in the Hugoton Field: Amoco 
Production Company, Ashland Exploration, Inc. , 
Ashland Oil, Inc., Cities Service Company, Cities 
Service Oil Company, Columbian Fuel Corporation, 
Hugoton Plains Gas & Oil Company, Mapco Production 
Company, Mobil Oil Corporation, Northern Natural 
Gas Producing Company, and Sinclair Oil Company. 
All of the natural gas produced under the leases 
was sold in the interstate market. 

2. During the period in question, royalties were 
computed and paid by the defendants on the basis 
of "proceeds," the amounts actually received by 
the producers for the gas sold. 

3. The trial court sustained motions by the 
defendants for partial summary judgment, holding 
that under "proceeds" leases, the producers had no 
duty to pay royalties beyond that portion fixed by 
the lease of the proceeds actually received from 
the sale of gas. 

4. Following a consolidated and lengthy trial held 
for the purpose of establishing the "market value" 
of natural gas under "market value" leases. 

a. The trial court determined "market value" of 
the gas was represented by the highest 
federally regulated rate for any Kansas gas 
sold in interstate commerce from the Hugoton 
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Field, without regard to "vintaging" during 
the periods covered by the dispute. 

b. These prices ranged from 16¢ per Mcf in 1961 
to $1.51 per Mcf in 1978. These prices were 
to be paid regardless of the actual contract 
price paid to the producer by the gas 
purchaser. 

The defendant producers appealed from the trial court's 
determination of the royalties due on the market value 
leases. The royalty owners cross-appealed from the 
trial court's holding on "proceeds" leases. The Kansas 
Supreme Court affirmed the trial court decision. 
Matzen v. Cities Service Oil Company, 233 Kan. 846, 667 
P.2d 337. 

1. The court followed its holdings in Waechter and 
Lightcap as to "proceeds" and "market value" 
leases and held that the existence of federal 
regulations is no obstacle to fixing a higher rate 
as the "market value" in computing in royalties. 
(Syll. 2) 

2. Under "market value" leases, in the absence of 
proof of contrary intent, the value is the price 
which would be paid by a willing buyer to a 
willing seller in a free market. (Syll. 3) 

3. Evidence of the market value of natural gas 
includes evidence of actual sales of the gas 
produced, evidence of comparable sales, and expert 
opinion based upon the sales price of comparable 
fuels and upon econometric model projections. 
(Syll. 4) 

4. Evidence of regulated natural gas prices is 
admissible on the issue of market value of natural 
gas and should be considered by a trial court in 
determining that issue. (Syll. 5) 

5. Comparable sales of gas are those comparable in 
time, quality, quantity and availability of 
marketing outlets. "Quality" as that term is used 
in defining comparable sales of natural gas, does 
not include the "legal characteristics" of the gas 
resulting from "vintaging" by federal regulatory 
agencies. (Syll. 6 and Syll. 7) 
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IX. 

c. 

A. 

B. 

c. 

6. Producers of natural gas who are forced to pay 
higher royalties on a market value lease may go to 
the federal regulatory agency and request 
individual relief from the regulated price at 
which they sell their gas. Royal ties which a 
producer is required to pay form a part of the 
producer's operating cost. (Syll. 10) 

Following the Matzen decision, the royalty owners and 
lessee-producers involved in the litigation reached 
separate settlement agreements as to payment of 
additional royalties during the period covered by 
Matzen and subsequent thereto. The settlements have 
resulted in additional gas royalties for the royalty 
owners in the Hugoton Field in a total amount of over 
120 million dollars. 

HELIUM LITIGATION 

One of the major areas of litigation in the Hugoton 
Field involves the ownership of helium processed from 
natural gas in the Hugoton Field of Kansas, Oklahoma 
and Texas and the Panhandle Fields of Texas. 

Characteristics of helium. 

1. Helium is a rare and valuable element formed by 
radioactive substances within the earth. It is by 
coincidence that it migrates to the same reservoir 
traps as do other gases. 

2. Helium is a colorless, odorless, and tasteless gas 
which will not react chemically or physically with 
any other element except under laboratory 
conditions. Helium is the second lightest element 
found on earth and will not burn. 

3. Helium does not liquify at standard atmospheric 
pressure until it reaches -452.1 degrees 
fahrenheit, almost absolute zero and lower than 
any other gas. 

History of helium. 

1. Helium was first discovered in the spectrum of 
sunlight in 1968 and in the 1890's was found on 
the earth. In 1905, helium was discovered from a 
well at Dexter, Kansas. 
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D. 

2. 

3. 

4. 

5. 

Helium remained a laboratory curiosity until 1918 
when the federal government began commercial 
extraction of helium from gas produced in the 
Petrolia Field of Texas for use of military 
balloons and blimps during World War I. 

Prior to World War II, the uses of helium were 
limited to lighter-than-aircraft, in medicine and 
deep-sea diving. 

Before 1960, with minor exceptions, the production 
and marketing of helium was accomplished by the 
Bureau of Mines pursuant to the Helium Act of 1925, 
43 stat. 1110, and amendments. 

During World War II, the government constructed 
four plants to meet the greatly increased military 
need for helium. After the war, all of the helium 
plants except one were shut down. 

6. During the 1950's, the demand for helium rose 
spectacularly. This came from accommodation of 
new uses, including atomic weapons, nuclear energy 
plants, military. and civilian rocketry, 
exploration of outer space, the field of 
cryogenics, welding and newly used metals, 
breathing mixtures for medical patients, divers 
and astronauts, and other uses connected with both 
science and industry. 

Conservation of helium. 

1. 

2. 

3. 

The natural gas fields of the Hugoton area in 
southwestern Kansas and the Oklahoma and Texas 
panhandles contained 99% of the nation's 
recoverable supply of helium. This area extends 
approximately 210 miles north and south and 160 
miles east and west. It covers approximately 33 
thousand square miles and over 21 million acres. 
There were over 10 thousand producing gas wells in 
the area in 1959. 

Most of the gas produced from this area is sold in 
the interstate market. 

The helium content in the gas produced from this 
large area averages between • 40% and • 50% in 
volume. The economically recoverable helium was 
estimated at 119 billion cubic feet from estimated 
resources of a total of 36.4 trillion cubic feet 
of gas. 
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E. 

4. 

5. 

6. 

Helium, a component of the natural gas stream, was 
being vented into the air at the burner tip and 
wasted. 

The components of natural gas produced in the 
Hugoton area are about 85% hydrocarbons. The 
remaining 15% is composed of non-hydrocarbon 
constituents, including nitrogen, oxygen, argon, 
helium, hydrogen, sulfide, and carbon dioxide. 

The government became concerned about the limited 
supply of helium and the wasting of known 
reserves. A Helium Policy Working Group was 
created under the chairmanship of the 
Undersecretary of the Interior. The study group 
recommended a program which encouraged 
participation by private industry. The study 
resulted in the passage of the Helium Act 
Amendments of 1960. 50 u.s.c. 167i. 

United States helium conservation contracts. 

1. In 1968, following the enactment of the Helium Act 
Amendments, the Bureau of Mines began to solicit 
the interest of private industry. This resulted 
in negotiations and eventual conservation 
contracts with Cities Service Gas Company, 
Northern Natural Gas Company, and Panhandle 
Eastern Pipe Line Company, and their respective 
helium extraction subsidiaries: Ci ties Service 
Helex, Northern Helex, Inc., and National Helium. 

a. 

b. 

c. 

d. 

The Northern Helex contract was entered on 
August 15, 1961, and provided for an initial 
price of $11.24 per Mcf for helium contained 
in the crude helium gas mixture delivered to 
the United States. 

The Cities Service Helex contract, executed 
on August 22, 1961, provided for an initial 
price of $11.74 per Mcf. 

The National Helium contract, executed on 
October 13, 1961, provided for an initial 
price of $11.78 per Mcf of contained helium. 

A contract was later entered into by the 
government with Phillips Petroleum Company on 
November 13, 1961. That contract provided 
for a price of $10.30 per Mcf for contained 
helium. 
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F. 

G. 

e. Under each of the government contracts, the 
United States was obligated to purchase the 
total helium production of each company for a 
period of 22 years, subject to limitation as 
to specific annual dollar amount purchases. 

Question of title to helium. 

1. The question of title to helium arose during 
negotiations. 

a. In each contract, the seller warranted title 
to the helium gas mixture, or · agreed to 
indemnify and hold harmless the United States 
from all claims of ownership by third 
parties. 

2. The ultimate cost each seller might have to bear 
as the result of the failure of title to the 
helium was limited by provisions that the seller 
be reimbursed by the United States for all 
payments made in satisfaction of claims to helium 
to the extent that such payments exceeded $3.00 
per Mcf of helium. 

Construction of helium plants under government 
contracts. 

Following execution of the contracts, four plants were 
constructed. 

1. Northern Helex constructed its plant at Bushton, 
Kansas, on pipelines of Northern Natural Gas 
Company leading from the Hugoton area and 
commenced operations in December, 1962. 

2. 

3. 

4. 

Cities Service Helex constructed its plant near 
Ulysses, Kansas, on pipelines of Cities Service 
Gas Company and began extracting helium at its 
plant commencing in June, 1963. 

National Helium built a plant near Liberal, 
Kansas, located on pipelines of Panhandle Eastern 
Pipe Line Company leading from the area and 
commenced operation of its plant in July, 1963. 

Phillips Petroleum constructed two plants, one in 
Sherman County, Texas, and the other at Dumas, 
Texas, and commenced helium operations in those 
plants in December, 1962, and April, 1963, 
respectively. 
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H. Litigation resulting from open question of title to 
helium. 

1. 

2. 

The question of title to the helium left open in 
the government contracts resulted in a number of 
law suits being filed following commencement of 
helium operations under the contracts. 

Eight civil actions were filed to determine 
ownership of the helium extracted from the natural 
gas stream and sold to the United States pursuant 
to the conservation contracts. 

a. 

b. 

Six of the actions were in the nature of 
interpleader. The fund in each suit is the 
money paid and to be paid by the United 
States to the interpleading plaintiffs for 
the helium-gas mixture processed and sold by 
them. 

(1) Four of the cases were brought by Cities 
Service Gas Company, a pipeline company. 

(2) One case was brought by Northern Natural 
Gas Company, a pipeline company, and its 
subsidiary, Northern Helex, Inc. 

(3) In each of these five cases, the 
defendants are named landowners and 
named lessee-producers in each instance 
as representative of a class. 

(4) The sixth interpleader action was 
brought by National Helium Corporation, 
which is equally owned by Panhandle 
Eastern Pipe Line Company and National 
Chemical and Distillers Company. The 
defendants in that case were Panhandle 
Eastern and named landowners as 
representatives of the class. 
Lessee-producers were later brought in as 
representatives of a class. 

The remaining two actions were brought by 
named landowners, as representatives of their 
class, against the United States. One is 
under the Federal Torts Claim Act, 18 
u.s.c. 1346(b), 1402, and 2674, on the theory 
of conversion. The second case was brought 
under the Tucker Act, 28 u.s.c. 1346 (a) (2), 
on the theory of reverse condemnation. 
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c. All eight actions were maintained in the 
federal district court as class actions under 
Rule 23, F.R.Civ.P. 

NORTHERN NATURAL GAS COMPANY V. GROUNDS 

All eight cases were consolidated for trial in the 
United States District Court for the District of 
Kansas, with the Honorable Wesley E. Brown, District 
Judge, presiding. Northern Natural Gas Company v. 
Grounds, 292 F. Supp. 619 (1968), hereinafter sometimes 
referred to as Consolidated Helium and Grounds. 

1. The interpleader fund involved in each 
interpleader suit was the money paid and to be 
paid by the United States to the interpleading 
plaintiffs for the helium gas mixture produced and 
sold by them. 

2. The claimants to the fund were divided into three 
groups: "Landowners", "lessee-producers," and the 
"helex group," which includes the helium 
extraction companies and their pipeline companies. 

3. Two classes. 

a. One class is the landowner-lessors consisting 
of approximately 30,000 royalty owners who 
receive income from the production of helium 
bearing natural gas from which helium is 
extracted. 

b. The second class is the lessee-producers 
numbering more than 500 who sell gas 
processed for helium under the government 
contracts. 

4. Claims of parties. 

a. The landowners claim their oil and gas leases 
do not cover the helium contained in the 
natural gas, and they own the helium. 

b. The lessee-producers claim that the oil and 
gas leases cover helium but the gas purchase 
contracts by which they sell natural gas to 
the pipeline companies does not cover helium, 
and they own the helium subject to payment of 
helium royalty. 
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s. 

6. 

c. The helex group asserts that helium is 
covered by the oil and gas leases and by the 
gas purchase contracts and they own the 
helium. The United States concurs in the 
position of the helex group. 

Claims to interpleader fund. 

a. The landowners claim the interpleader fund. 

b. 

c. 

The oil and gas leases did not cover 
helium and the helex companies are unjustly 
enriched by the money received by them from 
the sale of helium. 

The lessee-producers claim the interpleader 
fund. 

Landowners asserted cross-claims against 
the lessee-producers contingent upon a 
finding that the landowners have no interest 
in the interpleaded funds themselves. (1) 
Upon such finding, the landowners claim they 
have not been paid proper royal ties for 
helium. (2) They also contended the 
lessee-producers have failed to market helium 
with reasonable diligence and they are 
entitled to cancellation of the leases as to 
the helium portions of the gas stream. 

The court made rulings on the claims and cross 
claims of the respective parties with reference to 
the interpleader fund. 

The court lacked jurisdiction of the in personam 
counterclaims of the landowners against the 
lessee-producers. 

Title to helium passed under oil and gas leases. 

1. 

2. 

Five grounds were set forth by the landowners in 
support of their argument that the term "gas" in 
an oil and gas lease is limited to gaseous 
hydrocarbons. 

The court rejected all five grounds. 

a. There was no applicability of the dicta set 
forth by the Kansas Supreme Court in Gilmore 
v. Superior Oil Co., 192 Kan. 338 P.2d 602 
(1964) wherein the court stated that helium 
is not conveyed by the mere grant of "gas." 
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c. 

D. 

3. 

b. 

c. 

d. 

e. 

f. 

The word "gas" in an oil and gas lease is not 
ambiguous. 

The rule of ejusdem generis does not apply. 

The average lessor had no intention with 
respect to helium even though the evidence 
seemed clear that "gas" did not connote 
helium specifically to the average lessor. 

The argument is without merit that the 
lessor intended to convey only those gaseous 
constituents of the stream conforming to the 
commercial and use of gas as a combustible 
fuel. 

The reliance of the landowners on the 
"casinghead gas" cases to support their 
position is not persuasive. 

The court concluded that, in view of the 
circumstances of lease execution, the definition 
and use of terms within the industry, and the 
intentions of the parties as disclosed by their 
actions, the oil and gas leases extend to the 
entire gas stream absent an express reservation, 
and helium passes thereunder unless expressly 
reserved. 

Contentions of lessee-producers. 

1. The terms "natural gas" or "gas," as used in the 
gas purchase contract, are used with a trade or 
industry meaning to describe gaseous hydrocarbons. 

2. By operation of the Btu price adjustment clauses, 
payment under the gas purchase contract is geared 
to the hydrocarbon content alone, and helium, 
although delivered in the gas stream, is not paid 
for by the pipeline companies. 

3. Construction of the contracts to cover helium 
would be repugnant to both Section 11 of the 1960 
Helium Act Amendments and the Natural Gas Act. 

Title to helium passed under gas purchase contracts. 

1. There is no gas naturally occurring in the entire 
Hugoton area which consists solely of hydrocarbons 
as contended by the lessee-producers. 
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F. 

2. 

3. 

The pipeline companies purchase no energy, but 
fuel, which is measured and purchased on a 
volumetric basis. 

Section 11 of the Helium Act Amendments does not 
alter the scope of the gas purchase contract, does 
not strip the helium from the gas stream for which 
the stated price is being paid, and does not 
require that persons contracting for the sale of 
gas contract separately for the sale of the helium 
constituent. It merely permits them to do so, and 
when they have not, the contract must stand as it 
is written. 

a. 

b. 

The lessee-producers argued that the Helium 
Act Amendments of 1960 ousted the FPC of rate 
making jurisdiction as to all sales of 
helium, either prior to or subsequent to the 
separation of the helium from the natural gas 
with which it is commingled. 

Section 11 of the Helium Act Amendments 
provides that the Natural Gas Act does not 
apply "to the sale, extraction, processing, 
transportation or storage of helium, either 
prior to or subsequent to the separation of 
helium from the natural gas with which it is 
commingled." 

c. Section 11 further provides that in the 
determination of rates of a natural gas 
company, there should be excluded all income 
from helium, all direct costs in the 
extraction, processing, transportation and 
storage of helium, and the portion of joint 
costs allocated to helium on a volumetric 
basis. so u.s.c.A. 167i. 

Judgment was rendered in favor of the pipeline 
companies against the landowners and lessee-producers. 

Statutory costs were assessed to the interpleading 
plaintiffs, the helium companies, on the basis that the 
action had the net effect of quieting the title of the 
interpleading plaintiffs to all helium sold to the 
United States. 
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XI. 

A. 

NORTHERN NATURAL GAS CO. V. GROUNDS 

Decision by Tenth Circuit Court of Appeals in Northern 
Natural Gas Company v. Grounds. 

1. 

2. 

3. 

4. 

s. 

6. 

Eighty-eight appeals were filed with the United 
States Court of Appeals, Tenth Circuit, from the 
judgment rendered by Judge Brown in favor of the 
pipeline companies and against the landowners and 
lessee-producers. 

The appeals were consolidated for hearing and were 
heard before a three member panel consisting of 
Circuit Judges Breitenstein, Seth & Mcwilliams. 

The appellate court reversed Judge Brown on the 
issue of liability and affirmed him on other 
issues raised during the trial. Northern Natural 
Gas Co. v. Grounds, 10th Cir., 441 F.2d 704 
(1971), cert. denied, 404 u.s. 951, 92 s.ct. 268, 
30 L.Ed. 2d 2671 404 U.S. 1063, 92 S.Ct. 732, 30 
L. Ed • 2 d 7 511 4 0 4 U. S • 10 6 5 , 9 2 S • Ct • 7 3 2 , 3 0 
L.Ed.2d 754. This case will hereinafter be 
referred to as Consolidated Helium Cases I and 
Grounds I. 

The appellate court also found no material dispute 
as to the determinative facts. 

In its opinion reversing the trial court on the 
issue of liability, the appellate court held that 
the helex companies must account to the 
lessee-producers for the reasonable value of the 
helium contained in the processed gas and the 
lessee-producers must pay royalty on such value to 
the landowners. 

The trial court was affirmed in rejecting the 
landowners' contention that the leases covered 
only combustible oil and gas. The records show 
that Hugoton gas contains non-combustible 
components and it is not possible to produce 
either oil or gas without producing some 
impurities at the same time. 

a. The rule of ejusdem generis cannot be applied 
to determine whether the grant of oil and gas 
by leases covered helium. 
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B. 

b. Nothing in the leases show an intent to 
convey only combustible gas. Absent specific 
reservations, the grant of gas by the leases 
covered all components of the gas, including 
helium. 

c. The holding that the leases grant the helium 
removes the essential basis for the two 
actions brought by the landowners against the 
United States under the Federal Torts Claim 
Act on the theory of conversion and under the 
Tucker Act on the theory of reverse 
condemnation. The court affirmed the 
dismissal of these two actions. 

7. The court affirmed the trial court's holding that 
the gas purchase contract between the 
lessee-producers and the pipeline companies 
conveyed all components of the natural gas stream, 
including helium. 

Issue of liability. 

1. The decisive issue is whether the FPC service rate 
for natural gas includes the contained helium. 
Helium, a commodity not regulated in price, as 
produced as a component of natural gas which is 
price-regulated. 441 F.2d, 718. 

2. The key to the issue of liability centers around 
Section 11 of the Helium Act Amendments, 50 u.s.c. 
167i. 

3. The Natural Gas Act and the Helium Act Amendments 
must, if possible, be reconciled to produce "a 
symmetrical whole." 441 F.2d, at 719. 

4. 

s. 

The protection of the Natural Gas Act is for the 
consumers, not the Helex companies. 

There is a "void" between FPC regulated gas 
purchase contracts and the helium legislation 
regulated by the Bureau of Mines. The 
lessee-producers should recover from the fund the 
reasonable value of the helium content of 
processed gas and they in turn must pay royalty to 
the landowners. This result is a valid 
reconciliation of the statutes and a proper 
determination of the rights of the parties. 
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6. The novel authority found the folk-tale of the 
Little Red Hen proposed by the Helex companies was 
rejected. The activities of the Little Red Hen 
were not those of a public utility, and neither 
the product nor .the ingredients were subject to 
governmental regulation. 

c. Non-processed Gas. 

1. The helium payments required relate only to the 
helium content of the processed gas and should not 
include anything for the helium content of the 
non-processed gas. 

2. The records reflect that only about 44% of the 
produced gas goes through the separation plants. 

3. The appellate court saw no problem in tracing the 
helium content in the natural gas stream back to 
the delivery points and from there to the 
individual wells for determination of volumes as a 
basis for royalty payments. 

D. Remand. 

1. The appellate court remanded the interpleader 
cases, with instructions that the trial court 
determine the reasonable value of the helium in 
question, which determination would be subject to 
review by the appellate court. 

ASHLAND V. PHILLIPS 

A. Introductory. 

A case destined to play an important role in the 
determination of value of helium was initially filed in 
the United States District Court for the Southern 
District of Texas by Ashland Oil & Refining Company 
(Ashland) against Phillips Petroleum Company 
(Phillips). The case was later transferred for trial 
to the United States District Court for the Northern 
District of Oklahoma, with District Judge Bohanon 
presiding. Ashland Oil, Inc., v. Phillips Petroleum 
Co, 364 F. Supp. 6 (1973), hereinafter referred to as 
Ashland. 

B. Nature of action. 

1. Ashland sought recovery for the reasonable value 
of helium contained in the natural gas stream 
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c. 

delivered by Ashland to Phillips from which helium 
was processed by Phillips at its Sherman and Dumas 
helium plants in Texas. The gas production came 
from eighteen Ashland wells located in Sherman and 
Hansford counties, Texas. The United States of 
America intervened and was realigned by the court 
as a party defendant. 

2. The contentions of the parties were the same as 
those set forth in Consolidated Helium. 

Decision in favor of Ashland. 

1. The court ruled in favor of Ashland, holding that 
Ashland was entitled to recover the reasonable 
value of the helium, plus interest and attorney's 
fees, and that the royalty owners were entitled to 
one-half the proceeds representing the value of 
the helium, less one-half of expenses. 

2. 

3. 

The ruling in favor of the royalty owners was made 
despite the fact no royalty owners were made 
parties to the action, Ashland having brought the 
action on its own behalf and on behalf of its 
royalty owners. 

Findings of the court. 

a. Under the Phillips contract, the United 
States agreed to pay a base price of $10.30 
per Mcf of contained helium, subject to 
escalation in accordance with the contract. 

b. Phillips was to pay the first $3.00 per Mcf 
and the government was required to reimburse 
or indemnify Phillips for any amount in 
excess of $3.00 per Mcf which Phillips was 
required to pay to third parties claiming 
ownership in the helium. 

c. 

d. 

The court made similar findings to those made 
in Grounds as to storage of helium and the 
sale by the government of Grade A helium at 
$35.00 per Mcf. 

Helium was sold on the private market from 
1963 through 1972 and ranged from $30.00 per 
Mcf to $20.00 per Mcf. These prices were 
found to be wholesale prices and the only 
market prices for sale of helium in the 
United States during the period in question. 
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XIII. 

D. 

E. 

F. 

Determination of fair and reasonable value. 

1. 

2. 

The fair and reasonable value of Grade A helium 
during the period involved was $20.00 per Mcf. 
There was no known wellhead price for the helium 
gas in the gas stream. It was and is impractical 
and uneconomical to attempt to extract helium at 
the wellhead. 

In arriving at the reasonable and wellhead value 
of helium, there should be deducted from the value 
the costs incurred by Phillips in extracting and 
delivering the helium and also the cost of 
purification. The purification costs were 
established at $2.00 per Mcf. 

3. Using this formula, the reasonable value of helium 
delivered by Ashland to Phillips, less costs of 
extraction, delivery and purification, ranged from 
$12.07 per Mcf to $16.98 per Mcf during ·the period 
in controversy. 

4. The total value of the helium processed from the 
gas produced from the eighteen Ashland wells was 
$1,402,800.91. 

Division of helium proceeds. 

The equal division between the lessor and the lessee of 
the helium proceeds is required in equity. Otherwise, 
the windfall would give 7/Sths to Ashland and 1/Sth to 
the royalty owners, which would be unconscionable and 
an unjust enrichment to Ashland. 364 F. Supp., at 14. 

Award of interest and reasonable attorney's fees. 

1. In addition to the $1,402,800.91 judgment for the 
reasonable value of helium, the court required the 
payment of interest at the rate of 61 per annum 
and attorney's fees of $137,210.00. The court 
ordered the royalty owners to pay one-half of the 
expenses paid by Ashland in the prosecution of the 
action and not chargeable to Phillips. 

REMAND IN NORTHERN NATURAL GAS CO. V. GROUNDS 

A. Introductory. 

1. The decisions in Consolidated Helium Cases and 
Ashland are reported in the sequence of events to 
emphasize the impact each case had on the other. 
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B. 

c. 

Remand in Northern Natural Gas Co. v. Grounds. 

1. The parties prepared for the second Grounds trial 
to determine the reasonable value of helium and 
the proper basis for computing royal ties which 
would accrue to the benefit of the landowners. 

2. The court disposed of procedural matters. 

a. The motion of the United States for leave to 
intervene as a party plaintiff was sustained 
by the trial court. 

b. Atlantic Richfield Company, a 
lessee-producer, was also granted leave to 
intervene in the interpleader actions. The 
claim of Atlantic Richfield was designed to 
determine the status of those 
lessee-producers whose helium bearing natural 
gas was sold to others but ultimately found 
its way into the conservation extracting 
plants by means of exchange contracts between 
the pipeline companies and others. 

c. Phillips Petroleum Company should remain as a 
member of the lessee-producer class in two of 
the interpleader actions. 

Pretrial order. 

1. The issues to be determined at trial on remand 
under the pretrial order were: 

a. To determine the reasonable value of helium. 

b. Whether the Helex companies were accountable 
for helium extracted and stored or sold 
separately, or extracted and vented because 
of the refusal of the United States to accept 
further deliveries. 

c. The proper basis for allocating payments for 
helium among the lessee-producer class. 

d. The question of whether the lessee-producers 
were entitled to interest and, if so, at what 
rate and from what date. 

e. A determination of the proper basis for 
computing royalties which would accrue to the 
benefit of the landowner. 
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D. Disposition of issues by trial court. 

1. 

2. 

On November 12, 1974, Chief Judge Brown entered 
his Memorandum of Opinion which contained his 
Findings of Fact and Conclusions of Law Upon 
Remand. Northern Natural Gas Co. v. Grounds, 393 
F. Supp. 949 (1974). For easier reference, this 
decision will be referred to as Consolidated 
Helium Cases II or Consolidated Helium II or 
Grounds II. 

The court ruled that the reasonable value of 
the commingled helium under the conservation 
contracts ranged from 60¢ per Mcf in 1961 to 70¢ 
per Mcf in 1972. 

a. 

b. 

Review of helium extraction process at each 
of the three helium extracting plants 
involved in the litigation. 

(1) Jayhawk plant, operated by Cities 
Service He lex, Inc. , is located at 
Ulysses, Kansas, and began extraction 
processes in June, 1963. The helium 
content of the natural gas stream during 
the years from 1960 to 1972 remained at 
.42% to .43%. 

(2) The Bushton plant, operated by Northern 
Helex Company, at Bushton, Kansas, began 
operations in December, 1962. The 
helium content of the natural gas stream 
is not stated. 

(3) The Liberal plant, operated by National 
Helium Corporation, at Liberal, Kansas, 
began operations in July, 1963. The 
helium content varies from .40% to .45%. 
Approximately 27% of the gas processed 
in the National plant comes from wells 
owned by Panhandle Eastern Pipe Line 
Company. 

(4) All three plants extract both liquid 
hydrocarbons and helium in the helium 
extraction process. 

At the time of the trial, none of the plants 
were then selling conservation helium to the 
Bureau of Mines due to cancellation of the 
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3. 

4. 

government contracts by the United States. 
National Helium Cor9oration v. Morton, 326 F. 
Supp. 151, 455 F. 2 650 (10th Cir., 1971); 
National Helium Corporation v. Morton, 486 
F. 2d 995 (10th Cir., 1973), cert. denied, 
416 U.S. 993, 94 s.ct. 2405, 402 L.Ed. 2d 
772; Northern Helex Co. v. United States, 455 
F.2d 546, 197 Ct. Cl. 118 (1972). 

Private extracting plants. 

Since the 1960 Helium Act Amendments, three 
private extraction plants have supplied 
significant quantities of helium to commercial 
markets. The United States has no connection with 
any of these three plants. 

a. The Otis plant is owned by George A. Angle, 
d/b/a Kansas Refined Helium Company, at Otis, 
Kansas. This plant began operations in 
April, 1966. 

b. The Greenwood plant, owned by Alamo Chemical 
Company, a subsidiary of Phillips Petroleum 
Company, and Gardner Cryogenic, is located at 
Elkhart, Kansas, and began operations in 
December, 1966. 

c. The Sunflower plant, owned by Cities Service 
Cryogenics, Inc., a subsidiary of Cities 
Service Gas Company, and Helium, Inc., a 
subsidiary of Kansas-Nebraska Pipeline 
Company, is located at Scott City, Kansas, 
and began operations in October, 1968. 

Definitions of helium terms. 

a. "Helium bearing natural gas" is that natural 
gas which contains a significant percentage 
of helium. 

b. •commingled helium 11 is the helium in the gas 
stream commingled with other constituents. 
Commingled helium is what is produced from 
the natural gas wells and delivered by the 
lessee-producers to the pipeline companies. 
393 F. Supp., at 958. 
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5. 

6. 

7. 

8. 

9. 

c. 

d. 

"Crude helium" - the commingled helium in the 
gas stream is extracted at the helium 
extracting plants consisting of drying and 
cooling the rare gas stream to successively 
lower temperatures. This causes the various 
hydrocarbons to liquify and drop out of the 
gas stream, leaving an end product which is 
sold to the United States as "crude helium." 

The "crude helium" mixture contains mostly 
helium and some nitrogen. The Bureau of 
Mines pays the Helex companies only for the 
contained helium within the "crude helium" 
mixture at the prices specified in the 
government contracts. These prices range in 
the neighborhood of $12.00 per Mcf. 

Grade A helium is an essentially pure helium 
product resulting from the remaining step in the 
extracting process which removes the nitrogen 
content from the crude helium mixture. 

a. The removal of the nitrogen content is 
referred to as the purification process. 

b. Grade A helium has a helium content of 99.95% 
to 99.997% pure helium. 

Grade A helium is normally sold in liquid form 
which requires the cooling of Grade A helium to 
temperatures of nearly absolute zero at which 
point helium liquifies. 

Following the government conservation program in 
1960, Grade A helium was offered for sale by the 
government at $35. 00 per Mcf while sales by 
private plants for Grade A helium have ranged from 
the $35.00 government price down to $19.00 per 
Mcf. 

The sale price of Grade A helium in liquid form 
has ranged from $22. 00 to $23. 00 per Mcf of 
equivalent gas. 393 F. Supp., at 959. 

Crude helium market. 

a. Between 1961 and March, 1971, the government 
purchased over 30 billion cubic feet of 
contained helium in a crude helium mixture 
for prices ranging from $10.00 per Mcf to 
$13.00 per Mcf. 
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10. 

b. Sale of helium in the private plants ranged 
from $12.00 to $14.00 per Mcf of contained 
helium. 

c. At the time of trial, none of the crude 
helium delivered to the United States under 
the conservation programs had been removed 
from storage at the Cliffside reservoir nor 
sold. 

Contentions of parties to reasonable value of 
helium. 

a. The testimony presented to the court as to the 
reasonable value of the commingled helium in 
the natural stream ranged from a negative 
value, to "zero," to the regulated rates, to 
not more than 15¢ to 20¢ per Mcf of helium, 
to the evidence offered by the 
lessee-producers and landowners ranging from 
$2.74 per Mcf to as high as $16.20 per Mcf. 

b. The lessee-producers and landowners contended 
there were no comparable sales of commingled 
helium at the wellhead by which value could 
be ascertained. For that reason, the proper 
method of arriving at value was to use a 
"proceeds less expense" approach. 

c. 

d. 

e. 

f. 

The landowners and lessee-producers urged 
that the first free, open, competitive 
markets for helium were those sales of Grade 
A helium. 

The figure of $20.00 per Mcf represented a 
conservative, average estimate of the market 
value of Grade A helium sold to ultimate 
consumers during the years 1963-1971. 

Costs of purification were estimated to be 
$2.00 per Mcf. 

Costs of extractions were computed by taking 
operating costs from each company's records, 
with adjustments deemed appropriate plus a 
figure considered to be a fair rate of return 
on investments, and then deducting from those 
expenses a figure determined to be a 
"by-product liquids credit." 393 F.Supp. at 
970. 
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11. 

g. Applying the proceeds less expense formula, 
the lessee-producers and landowners arrived 
at a value of commingled helium at the 
lessee-producers delivery point ranging from 
$2.74 in 1963 to $13.85 per Mcf in 1971 for 
Cities Service Helex, Inc., from $7.77 in 
1963 to $12.61 per Mcf in 1971 for Northern 
Helex, Inc., and from $12. 74 in 1963 to 
$14.40 in 1971 for National Helium, with a 
high of $16.10 per Mcf in 1967. 

Contention of helex companies as to reasonable 
value of helium. 

a. The Helex companies did not abandon their 
contention, rejected by the Court of Appeals, 
that the FPC has jurisdiction over the 
commingled helium delivered at the wellhead 
pursuant to the gas sales contract. They 
contended that the helium contained in the 
natural gas stream had no economic value 
except as a part of the total volume of gas 
sold and, accordingly, the "reasonable value" 
of such helium is the unit price paid under 
the gas purchase contract. 

b. 

c. 

d. 

In the absence of an agreed reasonable value 
under the gas purchase contracts, the Helex 
companies contended that, considering 
evidence of comparable sales of helium 
bearing natural gas in the Hugoton area, the 
value of helium during the period from 1961 to 
1971 ranged from 15¢ to 20¢ per Mcf, but in 
no event more than 25¢ per Mcf. 393 F.Supp. 
at 973. 

The court rejected the claimed values for 
helium proposed by the lessee-producers on 
the basis that the first market and sale of 
contained helium was not in the market for 
Grade A helium and because the government 
contracts were not "open end" contracts which 
would allow unlimited escalation of the price 
to be paid by the United States for crude 
helium. 

The court also rejected the contention of the 
Helex companies that reasonable value is to 
be determined according to the existing gas 
purchase contracts between the lessee
producers and the pipeline companies. 
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XIV. 

12. Additional rulings. 

a. The helium companies were not accountable for 
helium bearing natural gas which was bypassed 
around the plant, for helium bearing natural 
gas which was consumed within the plant, or 
for helium which was extracted and vented 
into the atmosphere, or for helium extracted 
and sold to parties other than the United 
States, or for helium which was extracted and 
then stored for their private account. 393 
F. Supp., at 984-985. 

b. Under exchange contracts, each helium company 
must account to the lessee-producer only for 
that portion of gas which passed through each 
respective plant. 

c. The court awarded interest at the rate of 6% 
per annum on the reasonable values found for 
each plant for each year, from the end of 
each year to date of judgment, and at the 
rate of 8% thereafter until judgment is paid. 

d. Each Helex company was ordered to account on 
an annual basis for the reasonable value of 
the commingled helium and was required to 
deposit in the registry of the court the sums 
reflected to be due by such accounting, with 
interest as ordered. 

e. The court held that helium royalty of 50% is 
fair and reasonable under all the 
circumstances, and that such royalty is 
necessary and sufficient to prevent undue 
enrichment of lessee-producers upon 
distribution of the fund representing the 
reasonable value of commingled helium and 
sold to the United States by the Helex 
companies in the interpleader actions. 393 
F.Supp., at 990, 991. 

APPEAL IN ASHLAND V. PHILLIPS (ASHLAND I) 

A. Introductory. 

1. The importance of the Ashland case to the 
eventual outcome of the Consolidated Helium 
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B. 

can readily be seen in the decision reached 
by the Tenth Circuit Court of Appeals on 
Judge Bohanon's decision in the initial trial 
of the Ashland case. 

2. The initial Ashland action had been brought 
by Ashland to recover the reasonable value of 
helium extracted from the natural gas stream 
from 18 wells in Texas and sold by Phillips 
to the United States. Ashland had prevailed 
against Phillips and the government as 
intervenor in the lower court, and they both 
appealed. Ashland also appealed, but only on 
the ultimate division of the proceeds derived 
from the helium as ordered by the trial 
court. 

Decision in Ashland I. 

The Tenth Circuit Court of Appeals reached its initial 
decision in the Ashland appeal on January 27, 1975. 
Rehearing was granted en bane and the full court 
opinion was entered on May 10, 1977. Circuit Judge 
Seth wrote the opinion for the full court consisting of 
Chief Judge Lewis, and Circuit Judges Breitenstein, 
Seth, Mcwilliams, Barrett and Doyle. Judge Doyle wrote 
a dissenting opinion. Ashland Oil, Inc., v. Phillips 
Petroleum Co., 554 F.2d 381 (10th Cir. 1977), cert. 
den., 434 u.s. 968, 98 s.ct. 513, 54 L.Ed. 2d 456 
(1977). This decision will hereinafter be referred to as 
Ashland I. 

1. The trial court decision was affirmed in part, 
reversed in part, and remanded for further 
proceedings in light of the opinion. 

2. The appellate court held: 

a. There were no comparable sales to determine 
the value of helium and the trial court 
properly applied the work-back method to 
determine such value. 

b. 

c. 

Further consideration was required with 
respect to some of the elements used in 
determining value under the work-back method. 

The trial court's application of federal law 
was proper. 
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3. 

d. Proceeds should be divided between the 
lessors and lessees in accordance with the 
terms of the leases and other agreements 
rather than being divided equally. 

e. There was no abuse of discretion in allowing 
prejudgment interest. 

f. The case was not appropriate for an award of 
attorney's fees. 

Findings and holdings in Ashland I. 

a. The conservation contracts anticipated the 
possibility of third party ownership of 
helium. The ownership and compensation 
problems involving the sale of helium to the 
government were put off to another day. 554 
F.2d at 384. 

b. 

c. 

d. 

The postponed legal problems as to the 
ownership of helium were in large part 
decided in the Consolidated Helium Cases. 
The controlling rules were set in the Grounds 
opinion and the court declined to reconsider 
Grounds. 

There was no free competitive market and the 
evidence failed to establish a "market price" 
by comparable sales. 

Work-back method of valuation approved. 

(1) The trial court was correct in seeking 
an alternative method to "market price" 
for establishing the reasonable value of 
helium. 

(2) The comparable sales - current market 
price was by far the preferable method 
when it could be used. However, it 
cannot be used when the elements 
necessary for its proper application are 
lacking. 

(3) The work-back method used by the trial 
court in determining value was proper. 
554 F.2d at 387. 

(4) The work-back valuation is well 
recognized in the production and early 
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4. 

5. 

6. 

7. 

8. 

9. 

processing of natural gas. This method 
was used by the government and the Court 
of Claims in making payment to the 
Navajos for gas supplied to the Navajo 
helium plant. See Navajo Tribe v. 
United States, 364 F.2d 320, 176 Ct. Cl. 502. 

Application of work-back method. 

a. On remand, the trial court must examine the 
validity of the $20.00 per Mcf figure used 
for the selling price of helium, and a 
determination must be made again as to the 
proper starting value. 

b. The element of expenses under the work-back 
method must be re-examined. 

The amount chargeable to return on investment. 

a. 

b. 

The expense properly allocable to production 
of hydrocarbons. 

Such other matters as are pertinent to bear 
on the determination of value by the 
work-back method. 

The allowance of a deduction of $2.00 per Mcf for 
the treatment of crude helium as an item of 
extraction expense was proper. 

Federal question. 

The circuit court rejected the claim that the 
rule established in Erie v. Thompkins, 304 U.S. 
64, 58 s.ct. 817, 82 L.Ed. 1188 (1938) as to 
application of state law applied in the Ashland 
case. The trial court's application of federal 
law was proper. 

The proceeds representing the value of helium 
should not have been divided equally between the 
lessors and lessees, but should have been divided 
in accordance with the terms of the leases and the 
terms of the other agreements relating to the 
share of production, or payment for shares of 
production, if such be applicable. 554 F.2d at 
392. 

Interest and attorney's fees. 
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10. 

a. The trial court acted within its discretion 
under federal law in the allowance of 
prejudgment interest. However, the judgment 
awarding attorney's fees was reversed, the 
court stating it was unable to find any 
statutory provision or rule which would 
authorize such fees. 

Circuit Judge Doyle dissented from the majority 
opinion, taking the position that the work-back 
method was not a preferred method to determine 
market value of a commodity, the starting point 
for determining value was wrong, and the result of 
its application is an excessively high price to 
the government. A price of $3.00 per Mcf would 
result if a starting point would be based on the 
sale of crude helium under the conservation 
contracts. 

c. Remand only to Oklahoma District Court. 

1. The en bane opinion in Ashland I resulted in a 
remand directly and exclusively to the Oklahoma 
District Court. The Kansas appeal was held in 
abatement. The appellate court's reasoning was 
that the practical consideration of the use of the 
abatement procedure was to employ only one 
district court initially for a redetermination of 
the helium valuation pursuant to the specific 
guidelines, directions and instructions contained 
in Ashland I. It was believed that further 
Oklahoma district court proceedings would serve to 
resolve the valuation issue in the related cases. 

XIV. ASHLAND V. PHILLIPS ON VALUATION ISSUE 

A. 

B. 

Introductory. 

On remand, the Oklahoma Federal District Court was 
instructed, in finding the value of helium at the 
wellhead, to determine a proper starting point and 
value for such method, the plant costs, return on 
investment, the costs chargeable to production of 
liquid hydrocarbons, and related facts. Judge 
Bohanon again was the presiding judge. 

Judge Bohanon's Decision. 
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c. 

Decision on valuation issue. 

Judge Bohanan handed down his decision on December 28, 
1978. He found that the value of the commingled helium 
for each and every year that it was produced, 
regardless of the plants from which it was produced, 
was $3.00 per Mcf. Judgment was entered for Ashland 
but prejudgment interest was disallowed. 

Determining starting point for work-back method. 

1. The prime responsibility of the trial court was to 
determine the reasonable value of commingled 
helium at the wellhead. 

2. 

3. 

4. 

s. 

The effective application of the work-back method 
requires selection of an appropriate starting 
value. 

a. 

b. 

The selected starting point should be as 
close as possible to the production stage. 

There are two potentially viable starting 
points. 

(1) One is helium in its crude form. 

(2) The other is helium in its pure Grade A 
refined form, which was the starting 
point initially adopted by the trial 
court. 

The court ruled out as inappropriate the use of 
the refined helium price as a starting value. 
There was never any relationship established 
between the commingled helium in the case and any 
refined helium market. 

The crude helium market was by far the largest 
helium market existent during the pertinent ten 
year period. It represented the first processing 
stage at which helium per se is freely marketed in 
the first form into which commingled helium is 
separated. The close proximity of the two stages 
makes work-back calculations easier and more 
reliable. 463 F. Supp. at 623. 

The actual contract price of $10.30 per Mcf 
represented a fair and reasonable price for crude 
helium and was an ideal starting point. 
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xv. 

D. 

A. 

Reasonable value of helium. 

1. 

2. 

3. 

4. 

The court made findings with reference to 
extraction costs, including a 151 rate of return 
on investment. The cost of extraction ranged 
between $6.50 and $8.00 per Mcf. 

The work-back method, using the crude helium 
contract prices of $10.50 to $12.00 per Mcf as the 
starting point, then deducting costs between $6.50 
and $8. 00 per Mcf, leaves a value under the 
work-back method of between $2.50 and $5.50 per 
Mcf. 

Because of the variance in extraction costs, the 
court determined that the recovery in the case 
rested upon the doctrine of "quantum meruit," and 
this doctrine justifies a reasonable value figure 
for helium of between $2.00 and $3.00 per Mcf. 

a. Henry P. Wheeler, Jr., a former Bureau of 
Mines employee, in charge of the helium 
conservation program, and the government 
negotiator with the Helex companies, 
testified that the government could have 
purchased all of the commingled helium it 
desired for $2.00 per Mcf. 

The reasonable value of commingled helium was 
$3.00 per Mcf of contained helium for each year 
helium was processed, regardless of the plant from 
which it was processed. 

ASHLAND II 

Decision in Ashland II. 

1. On appeal before a three judge panel, The Tenth 
Circuit Court, in a per curiam opinion written by 
Chief Judge Seth, upheld the use of the contract 
value as the starting point in determining the 
proper basis for valuation of helium at the 
wellhead by use of the work-back method. Ashland 
Oil, Inc., v. Phillis Petroleum Co., 607 F.2d 335 

10th Cir. Ct. 1979 cert. denied, 446 U.S. 936, 
100 s.ct. 2153, 64 L.Ed. 2d 788 (1980) This case 
is hereinafter referred to as Ashland II. 
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XVI. 

A. 

2. 

3. 

The court held that a starting point for the 
work-back method can be at any point in the 
production - processing - sale chain where a 
dollar figure can be established by reliable 
evidence, and which may be demonstrated to be a 
realistic value. The court saw no objection to 
the use of the contract value for this purpose. 
It was a negotiated figure arrived at by the 
parties dealing at arm's length. 607 F.2d at 336. 

Remand. 

a. The judgment was affirmed as to the $3.00 
figure value at the wellhead for helium, but 
was reversed as to prejudgment interest and 
remanded for entry of judgment to include 
such interest. The prejudgment interest 
issue was not in the remand and became the 
laws of the case in the earlier appeal. 

CONSOLIDATED HELIUM CASES II 

Introductory. 

1. 

2. 

Two more years passed after the Ashland II 
decision before the Tenth Circuit Court of Appeals 
handed down its decision in Consolidated Helium 
Cases II. The Kansas appeal had been held in 
abatement for several years awaiting the outcome 
of Ashland II. 

The decision in Consolidated Helium Cases II was 
handed down on November 16, 1981, and rehearing 
was denied on January 19, 1982. The Court of 
Appeals again reversed Judge Brown, holding that 
the trial court erred in rejecting the "work-back" 
method of valuation computation directed by the 
the appellate court's en bane opinion in Ashland I 
and thereafter reaffirmed in Ashland II. Northern 
Natural Gas Co. v. Grounds, 666 F.2d, 1279 (10th 
Cir. 1981). This case will hereinafter be 
referred to as Consolidated Helium Cases II, or 
Consolidated Helium II, or Grounds II. 

a. The trial court had determined that the 
work-back method was simply unreasonable and 
that determination of the value of raw 
materials is not determined upon a "proceeds 
less expense" theory in the American economy. 
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B. 

c. 

b. The "work-back" method became the law of the 
case. 

c. The evidence as to comparable sales consisted 
of the same purchase contracts which the 
appellate court had reviewed and found to be 
noncomparable in Ashland I. 

Division of Helium Proceeds. 

1. The judgment of the trial court was also reversed 
as to the equal division between lessor and lessee 
of the proceeds attributable to helium values. 
The appellate court's opinion in Ashland I 
considered and settled the rights of the lessors 
and lessees to the helium proceeds. 

2. Minimum floor for helium value established by 
appellate court. 

3. 

a. The circuit court held: 

"The $2.00 per Mcf was, between the United 
States and the Helex Group, understood to be 
the floor, the minimum to which the 
lessee-producers and landowners were 
entitled. Thus, we hold that it is money had 
and received by the Helex companies for the 
use and benefit of the landowners and 
lessee-producers as the minimum of their 
entitlement." 66 F.2d at 1287. 

The trial court did not abuse its discretion in 
the award of prejudgment interest. 

Remand. 

1. On remand, the trial court was ordered to 
undertake such further proceedings deemed 
necessary to enter judgment based upon the value 
less expense or work-back evaluation, subject to 
the $2.00 per Mcf "floor" or minimum payment to 
which the lessee-producers and landowners were 
entitled. The district court was directed to take 
such other proceedings deemed proper in the light 
of the opinion. 
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THIRD TRIAL IN CONSOLIDATED HELIUM CASES. 

Introductory. 

1. Following remand in Consolidated Helium Cases II, 
the third trial was completed before Judge Brown 
on the determination of the wellhead value of 
helium by application of the work-back method. 
The trial court made such determination in its 71 
page unpublished opinion entered on October 18, 
1983. 

Findings and conclusions. 

1. Contention of the parties. 

a. The lessee-producers and landowners contended 
that the starting point in the valuation 
process should be $20. 00 per Mcf, the 
wholesale price of Grade A helium in the 
geographical areas involved. After deducting 
costs in accordance with their evidence, the 
lessee-producers and landowners arrived at a 
value of helium ranging from $11.00 to $12.00 
per Mcf. 

b. The Helex companies contended the starting 
point should be the base contract prices paid 
by the United States to the Helex companies. 
Deducting costs as computed by the Helex 
companies, the value of helium would range 
from minus 90¢ to plus 44¢ per Mcf. 

2. Starting point. 

a. The court determined the base contract prices 
at the outlet of each extraction plant. 

3. Final determination as to reasonable value of 
helium. 

a. After adjusting the contract prices to $11.50 
and after adjusting reasonable operating 
costs to $4.00 per Mcf, the court made the 
following final determination as to 
reasonable value of helium: 
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National Cities Northern 
Helium Service Helex 

Reasonable Value $ 11.50 $ 11. 50 $ 11.50 

Less: 

Reasonable 
Operating Costs 4.00 4.00 4.00 
Return after taxes 2.04 2.00 2.14 
Associated Income 
Tax allowance 1.64 1.65 1.65 

Value of Commingled * 
Helium 

c. 

- per MCF $ 3.82 $ 3.85 $ 3.71 

* 

4. 

This figure was later adjusted by the court to $3.22 
per Mcf. 

The court awarded interest at the rate of 6% per 
annum on each year's production of helium from the 
end of that year until November 12, 1974, with the 
total of such principal and accrued interest to 
bear interest at 8% from date until July 1, 1980; 
then at the rate of 12% from July 1, 1980, to July 
1, 1982; and then 15% per annum from July 1, 1982, 
until October 18, 1983. Thereafter, interest will 
accrue at the rate prescribed by the federal 
statute, 28 u.s.c.s. 1981, as amended. 

Attorney's fees. 

1. 

2. 

3. 

Only the expenses and fees of the attorneys for 
the class representatives who had recovered for 
the class representative may be awarded from the 
helium funds. 

The lessee-producers and their attorneys are 
entitled to an award of expenses and attorney's 
fees out of their 7 / 8ths share of the funds 
recovered on their behalf. The landowners and 
their attorneys are entitled to an award of 
expenses and attorney's fees out of their 1/8th 
share of the funds recovered on their behalf. 

Total interpleader fund. 

a. The total interpleader fund to be distributed 
to the lessee-producers and landowners in the 
interpleader actions will approximate 
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XVIII. 

$205,017,240.00. The total deposit for 
Northern Helex was to be in the approximate 
sum of $39,853,600.00. The total deposit for 
Cities Service Helex was projected to be in 
the approximate amount of $59,164,782.00. 
The total deposit for National Helium was 
expected to be about $105,998.857.00. 

D. National Helium/PEPL helium settlement agreement. 

1. A settlement agreement was reached on July 17, 
1984, by National Helium Corporation and Panhandle 
Eastern Pipe Line Company (Uational 
Helium/Panhandle) with the landowner-lessors and 
lessee-producers. The tentative settlement was 
based on the figure of $3.60 per Mcf, a 22¢ per 
Mcf reduction from the amount awarded by Judge 
Brown of $3. 82 per Mcf. Interest calculated 
through November 17, 1983, added about $5.61 to 
the $3.60 payment for a total payment of $9.21 as 
of that date, with interest accruing thereafter. 

2. Judge Brown approved the settlement as of March 5, 
1985. In accordance with the settlement 
agreement, the total fund of $91,839,000.00 was to 
be divided between the landowner-lessors and the 
lessee-producers in the following manner: 

Share 

Landowner-lessors 
Lessee-producers 

Total Fund 

CONSOLIDATED HELIUM CASES III 

A. Introductory. 

Amount 

$16,582,000.00 
75,257,000.00 

$ 91,839,000.00 

1. The lessee-producers and landowners could not 
reach a settlement with Northern Helex and Cities 
Service Helex. Appeals were taken again by the 
landowners, lessee-producers, and Helex companies. 

B. Decision in Consolidated Helium Cases III. 

1. On may 13, 1987, the appellate court entered its 
decision in Northern Natural Gas Co. v. Hegler, 
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XIX. 

A. 

818 F.2d 730 (10th Cir. 1987), affirming Judge 
Brown's decision. The case will hereafter 
sometimes be referred to as Consolidated Helium 
Cases III, and Consolidated Helium III. 

a. The trial court did not abuse its discretion 
in its application of the work-back method. 

b The starting point of $11.50 per Mcf was 
appropriate even though this figure was below 
the actual price paid by the government to 
the Helex companies. 

c The record supported the $4.00 per Mcf cost 
of extraction allowance found by the trial 
court as to both Northern and Cities. 

d. There was no error in the determination of 
the applicable rate of interest by the trial 
court nor in the several time factors set for 
the period. 

e. The court also affirmed the trial court's 
ruling on attorney's fees for the class. 

f. The litigation in Consolidation Helium 
continues after nearly a quarter of a 
century. 

(1) Both Cities Service and Northern have 
indicated their intention to file 
written petitions for writ of certiorari 
with the United States Supreme Court in 
Consolidated Helium Cases III and are 
presently seeking relief from the Tenth 
Circuit Court of Appeals of a recent 
order by the trial court requiring 
deposits by both Helex companies into 
the registry of the court of the full 
amount of the initial judgments. 

(2) Appeals are also pending on the award of 
attorneys fees to members of the 
lessee-producer class. 

PRIVATE HELIUM CASES 

Introductory. 
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1. 

2. 

3. 

Not all gas produced in the Hugoton Field has been 
or is being processed for helium. 

Several actions have been filed by royalty owners 
seeking to recover helium royalties as to·what has 
been designated as the "private helium cases." 
These cases are referred to as the Brown, Gigot, 
and Gore cases. 

These private cases were aptly described by Judge 
Brown in his unpublished memorandum and order 
entered on January 5, 1984, with reference to the 
liability question in those cases. Quoting from 
Judge Brown's memorandum and order: 

"The Brown case has been described· as the 'mirror 
image' of the Grounds actions in the Consolidated 
Helium cases, for it involves the same groups of 
landowners, producers, and pipeline-helex companies 
present in the Grounds litigation. Indeed, for all 
"intents and purposes, it involves the same gas and 
helium extracted at the Jayhawk Plant, operated by 
Cities Service Helex, Inc., at Ulysses, Kansas, at 
the Bushton Plant, operated by Northern Belex 
Company at Bushton, Kansas, and the Liberal Plant 
operated by National Helium Corporation at 
Liberal, Kansas. 

"In Brown, plaintiffs claim royal ties on all 
helium processed through these three plants which 
was not sold to the United States. In the 
alternative, plaintiffs contend the leases should 
be cancelled, and seek equitable relief. 

"The Gigot case involves gas processed at the 
'Sunflower Helium Plant' _located at Scott City, 
Kansas, and owned by Cities Service Cryogenics, 
Inc., and the K-N Energy, Inc., (formerly Helium, 
Inc., Kansas-Nebraska Natural Gas Company). The 
Sunflower Plant did not sell helium to the u. s. 
Government under the conservation program involved 
in the Grounds cases. Eleven lessee-producers are 
present as defendants, along with defendant owners 
of the Sunflower Plant. 

"In Gigot, plaintiffs' claims are based upon 
alleged conversion of the helium component 
contained in gas produced from their lands, and in 
addition, they seek royalty payments, and/ or 
cancellation of the leases insofar as they may 
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B. 

cover helium. Claim is also made by some 
plaintiffs for royalties in production of 
hydrocarbons and substances other than helium. 
This claim has been severed from the main action 
(Dkt. 123). 

"The Gore case involves gas processed at the 
'Greenwood Plant,' an extraction plant located at 
Elkhart, Kansas. It appears that this plant is 
owned and operated by the Alamo Chemical Company 
and the Carpenter Technology Corporation, and that 
the gas is delivered by producers through the 
pipeline companies, Colorado Interstate Gas 
Company (formerly Colorado Interstate 
Corporation), all of whom are named as defendants. 
Eight lessee-producers are named as defendants in 
addition to Phillips Petroleum Company, whose 
presence in this case appears to stem from a 
contract by which Phillips purchased some of the 
crude helium product extracted at the Greenwood 
Plant. Again, as in Gigot, it appears that the 
Greenwood Plant was not engaged in selling helium 
to the United States under the conservation 
program involved in Grounds. 

"In Gore, plaintiffs' claims are based upon 
alleged conversion, and/or breach of lease 
covenants, claims for accounting for royalties, 
and alternative claims are made by some plaintiffs 
for cancellation of the leases. Claim is also 
made by some plaintiffs for royalties on 
production of hydrocarbons and substances other 
than helium. This claim has been severed from the 
main action. (Dkt. 181)." 

4. Judge Brown's order, entered on January 5, 1984, 
eliminated the liability question as an issue, 
cutting through several years of litigation. The 
court determined that the pipeline Helex companies 
were accountable to the landowners and 
lessee-producers for the reasonable value of any 
helium extracted from the natural gas stream. 

Disposition of~-

1. A settlement agreement was reached in Gore on 
November 14, 1984. -

2. On June 5, 1985, Judge Brown approved the Gore 
helium settlement agreement and made allowance of 
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xx. 

attorney's fees and expenses. On November 26, 
1985, the court ordered disbursement of the 
settlement fund. 

3. With accumulated interest, the distribution fund 
then totalled $9,346,585.38. The amount allocated 
to the landowners was $1,165,106.00, less 
attorney's fees and expenses. 

4. Major disbursement of funds in that case was 
completed in 1986. 

C. Settlement in Gigot. 

1. Following his January 5, 1984, order, Judge Brown 
remanded Gigot v. Cities Service Gas Co. for trial 
in the state court. Almost 14 years earlier, this 
case had been filed in the District Court of 
Finney County, Kansas, but had been removed to the 
federal district court in Wichita, over the 
opposition of the landowners. 

2. After remand to the state court, Gi~ot v. Cities 
Service Oil Co. was assigned to District Judge 
Keaton G. Duckworth by the Kansas Supreme Court. 
Prior to trial, the parties reached a settlement 
agreement on September 11, 1985. 

3. The Gigot settlement provided for a negotiated 
helium payment of $3. 25 per Mcf of helium 
extracted and sold at the Sunflower plant, plus 
interest, from the beginning of helium extraction 
in 1968 through December 31, 1984. Interest, 
calculated through 1984, added about $3.45 to the 
$3.25 payment for contained helium at the 
wellhead, for a total payment of approximately 
$6.70 per Mcf for that period of time. 

4. The Gigot helium settlement agreement also 
provided for monthly payments of landowner-lessor 
helium royalty in the future, commencing in April, 
1986. This was the first helium settlement which 
provided for payment of future helium royalties to 
the landowners. 

DEEP HORIZONS LEGISLATION 

A. Introductory. 
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B. 

1. 

2. 

Over the years, engineers and geologists have 
indicated that the deeper horizons underlying the 
Hugoton Field contained large uncapped oil and gas 
reserves, as evidence by scattered deep test wells 
and geological and engineering data. Yet much of 
the deeper horizons below 3,100 feet underlying 
the 2,695,000 acres in the Kansas portion of the 
Hugoton Field are unexplored and undeveloped. 

For many years, landowners in the Hugoton Field 
have urged their lessess to explore the deeper 
horizons below the shallow Hugoton and Panoma 
pays. However, until recently, the gas companies 
operating in the Hugoton Field, most of which are 
major companies, have generally declined to do so, 
preferring to spend their exploratory funds in 
searphing for oil and gas in other states, or 
offshore or in foreign countries. 

3. In the development years of the Hugoton Field, a 
few isolated law suits were filed by 
landowner-lessors seeking cancellation of leases 
but most royalty owners felt discouraged in taking 
on the major oil companies to seek exploration and 
development of the deeper zones. 

Westhoma Cases. 

1. Introductory. 

a. 

b. 

Twenty-seven state court declaratory judgment 
actions were brought by lessors owning 
minerals in Stevens County and Seward County 
in the Hugoton Field to determine their 
respective oil and gas leases had terminated 
as to all horizons below sea level at the 
expiration of their respective terms because 
of failure to obtain production. 

The 27 leases involved were identical in 
form, differing only as to date, lessor, and 
land descriptions. The leases were signed in 
the early 1940 's. Each lease was for a 
primary term of ten years and as long 
thereafter as oil or gas is produced from the 
premises and as long as provided in the event 
of consolidation. 
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c. By mesne assignments, Plains Natural Gas 
Company (Plains) became the owner of the 
leases as to all horizons above sea level and 
the defendant, Westhoma Oil Company 
(Westhoma) became the owner of the leases as 
to all horizons below sea level. 

d. Plains consolidated its holdings into 640 
acre units, consolidating all producing 
horizons above and down to sea level. 

e. Within the primary term of each lease, Plains 
secured commercial gas production from above 
sea level horizons on each of the 
consolidated units. No production of oil or 
gas was obtained during the primary term from 
below sea level horizons. 

f. Each lease contained a "Pugh clause" which is 
designed to prohibit lease continuation 
beyond the primary term as to nonproducing 
areas not included in a production unit. 

g. Twenty-four of the actions were removed from 
the Kansas state court to the federal 
district court in Wichita on motion of 
Westhoma. The other three cases were filed 
originally in the federal court. 

Decision of trial court. 

1. The federal district court held that the leases 
had all been continued beyond their primary terms 
by gas production secured within those terms from 
horizons above sea level. 

2. The trial court concluded that the provisions of 
the Pugh clause terminating the leases at the end 
of the primary terms as to un-unitized 
nonproducing portions apply only to "partial 
unitization" of less than all of the surface 
acreage covered by the leases. 

3. As all the surface acreage was unitized, and as 
there was production from each unit, the leases 
were continued beyond the primary terms as to all 
horizons. 
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E. 

Westhoma decision reversed. 

1. On appeal, the judgments were reversed by the 
Tenth Circuit Court of Appeals with directions to 
enter judgments for the plaintiffs cancelling the 
leases so far as the below sea level horizons were 
concerned. Rogers v. Westhoma Oil Co., 291 F.2d 
at 726 (1961). 

a. Under "Pugh clauses" of oil and gas leases 
authorizing the consolidation of the 
leasehold estate, or any part thereof, where 
the parties recognized the validity of the 
partial assignment of leases with division on 
the basis of depth, the word "part" included 
both horizontal and vertical divisions. 

2. The outcome of Rogers was to free over 20,000 
acres of land in the Kansas portion of the Hugoton 
Field for further exploration and development of 
the nonproducing zones below sea level. This has 
resulted in many oil and gas wells producing from 
those formations below sea level. 

Oklahoma portion of Westhoma litigation. 

1. Following the decision in Rogers, both lessors and 
lessees sought adjudication of the same question 
in Oklahoma on approximately 80,000 acres. The 
plaintiff-lessors proceeded with their federal 
action to obtain a federal court ruling following 
Rogers. 

2. Westhoma was successful in obtaining a stay order 
fro~ the United States District Court for the 
Western District of Oklahoma despite the efforts 
of the landowners who secured a mandamus from the 
Tenth Circuit Court of Appeals directing the 
United States District Court in Oklahoma to 
proceed with the trial of the case. Lutes v. 
United States District Court for Western District 
of Columbia, 306 F. 2d 948 (10th Cir. 1962), 
motion for modification of opinion denied, 308 
F.2d 574 (10th Cir. 1962), cert. denied, 371 U.S. 
941 (1962), rehearing denied, 371 U.S. 970 (1963). 

3. over the protests of the landowners, Westhoma 
was able to proceed with its state court action 
and was successful in getting a favorable decision 
from the Oklahoma Supreme Court in Rist v. 
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E. 

Westhoma Oil Co., 385 P.2d 791, 10 O.&G.R. 692 
(Okla. 1963). 

4. There has been little exploration and development 
of · the horizons below sea level on the 80,000 
acres in Oklahoma. 

Litigation under deep horizons legislation. 

1. Introductory. 

In 1983, the Kansas Legislature passed House Bill 
No. 2208, Kansas Statutes Annotated (K. S.A.) 
55-223 to 55-229 (1983), and Governor Carlin 
signed the bill into law on April 8, 1983. 

a. 

b. 

c. 

d. 

e. 

The bill has been referred to as the Deep 
Rights Act. 

The act provides that, as a matter of Kansas 
public policy, all oil and gas leases which 
are held by production shall be presumed to 
contain, in addition to any expressed 
covenants, an implied covenant to reasonably 
explore and develop the minerals which are 
the subject of the lease. Such implied 
covenants shall be a burden upon the lessee 
and any successor in interest. (K. S.A. 
55-223). 

K.S.A. 55-224 provides in substance that in 
any action brought by a lessor against a 
lessee for breach of the implied or expressed 
covenants of a lease to explore or develop, 
there is a presumption of breach of the 
covenant to explore and develop if no mineral 
production has been had from nonproducing 
zones covered by the lease at least 15 years 
prior to the commencement of the action. 
This provision simply shifts the burden of 
proof from the lessor to the lessee in such 
instance. 

The presumption may be overcome by the lessee 
by relevant evidence that the lessee has 
fully complied with the covenant to explore 
and develop. (K.S.A. 55-225). 

If the court determines that the lessee has 
failed to comply with the covenant, the court 
may grant the lessee a reasonable time within 
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2. 

which to comply, or the court may issue an 
order terminating the lessee's right to such 
subsurface part or parts subject to the 
action. (K.S.A. 55-226). 

f. The act does not alter or affect substantive 
rights or remedies under the common law or 
statutes of Kansas. The evidentiary 
presumption is in addition to existing rights 
and remedies. (K.S.A. 55-229). 

g. A discussion of the deep horizons legislation 
appears in an article by John H. Lundgren, 
Deep Horizons - Legislative Shifting of the 
Burden of Proof in Implied Covenant Cases, 24 
W.L.J. 30 (1984). 

Amoco v. Douglas Energy. 

a. A recent case involving acreage in the 
Hugoton Field and the newly created statutory 
implied covenant to explore and develop under 
the Deep Rights Act has been considered by 
the Kansas federal district court. Amoco 
Production Co. v. Dou las Ener , Inc., et 
a , 13 F. Supp. 730 D.C.Kan. 985), 
hereinafter referred to as Amoco v. Douglas 
Energy. 

b. Nature of case. 

(1) Amoco holds oil and gas leases covering 
acreage in the Hugoton Field granted by 
the defendant landowners or their 
predecessors in interest. Amoco has 
drilled shallow Hugoton pay and Panoma 
Council Grove gas wells on these 
leaseholds and contended such production 
is sufficient to hold the leases by 
production under the habendum clause of 
the leases. 

(2) In 1982, Douglas Energy Corporation 
obtained top leases to a sizeable 
portion of Amoco's lease holdings in the 
Hugoton Field. The top leases covered 
nonproducing zones, subject to existing 
valid leases. 
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(3) Amoco filed suit in the federal district 
court in Wichita as a result of the 
Douglas top leasing program. 

(4) Apparently, no demand had been made on 
Amoco prior to the law suit for 
exploration and development. 

Trial court decision. 

(1) The court recognized that demand is a 
prerequisite for forfeiture. However, 
it is not established as a requirement 
for a cause of action for breach of an 
implied covenant. 

(2) The court ruled that lack of demand will 
not absolutely bar defendants' recovery 
on their counterclaims, following Alford 
v. Dennis, 102 Kan. at 407, 170 P. 1005; 
see also K.S.A. 55-226. 

(3) Assuming no demand has been made by some 
or all of the defendants, the court was 
not precluded from awarding conditional 
forfeiture upon finding a breach of the 
implied covenant to explore and develop. 
613 F.Supp. at 736. 

(4) Lessors may be excused from the demand 
requirement if it is apparent from the 
acts of the lessee that it would have 
been futile to make such demand. 

(5) The application of the Kansas Deep 
Rights Act was proper. The only 
material change was the evidentiary 
presumption which shifted the burden of 
proof to the lessee to establish 
compliance with the implied covenant to 
explore and develop. K.S.A. 55-224. 

(6) Section K.S.A. 226 provides 
substantially the same remedies 
available under prior law. 

(7) The application of the Kansas Deep 
Rights Act did not violate the section 
of the United States Constitution 
guaranteeing each state a republican 
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3. 

d. 

form of government, did not violate the 
doctrine of separation of powers, and 
did not unconstitutionally impair oil 
and gas lease contract rights or violate 
rights of due process. 

(8) The Deep Rights Act should be applied 
retroactively. 

(9) Amoco's motion for summary judgment was 
denied and the motion to dismiss was 
granted. Amoco's motion to rule on the 
burden of proof was denied as to the 
defendants' counterclaim. 

The trial court decision in Amoco v. Douglas 
Energy resulted in a settlement being reached 
by the parties. A considerable portion of 
Amoco's acreage has been farmed out under the 
settlement agreement for exploration and 
development within a certain time frame and 
upon certain terms and conditions. 

Douglas Energy v. Mobil. 

a. 

b. 

c. 

d. 

The case of Dou~las Energy of New York, Inc., 
et al, v. Mobil Oil Corporation, was 
originally filed in the state court but 
removed to the federal district court in 
Wichita. No published or unpublished opinion 
is available at this time. However, a review 
of the partial transcript of the bench t-rial 
in the proceedings had before the court on 
January 14, 1987, reveals that similar issues 
are involved as those in Amoco v. Douglas 
Energy. 

Douglas Energy had top leased some of Mobil's 
acreage in the Hugoton Field which was held 
by shallow production. 

Earlier, the court had overruled Mobil's 
motion for summary judgment. The plaintiffs 
sought relief under the statutory implied 
covenant to explore and develop and also on 
the theories of speculation and abandonment. 

At the time of overruling Mobil's motion for 
summary judgment, the court set forth certain 
rulings and requisites or guidelines 
necessary for the orderly trial of the case. 
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f. 

g. 

h. 

i. 

Plaintiffs Douglas Energy and the lessors 
proceeded with the trial pursuant to the 
provisions of the Kansas Deep Rights Act. 
The court recognized that each 
lessor-plaintiff enjoyed the advantage of 
shifting the burden of proof to Mobil to 
overcome the statutory presumption of the 
breach of the implied covenant to explore. 

The critical issue was whether demand on 
Mobil to further explore and develop was 
futile. The court had determined that timely 
demand had not been made. 

The court found in favor of Mobil, holding 
that demand was not futile and that Mobil had 
acted prudently in exploring and developing 
the deeper formations. 

The court then announced the procedure to be 
followed in concluding the litigation. The 
lease or leases for each lessor-plaintiff was 
to be taken up separately on the issue of 
whether Mobil had operated prudently with 
regard to that particular lessor's interest. 

Following this announcement, the plaintiffs 
moved for dismissal and the case was 
dismissed with prejudice. 
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Martin: Gas Production ReRulation After Transco 

I. Introduction 
The Hugoton Reservoir is the Alpha and hopefully the Omega of the 

federal judiciary's displacement of the state's role in conservation of oil and 
natural gas and protection of correlative rights. It was the Hugoton Reservoir 
which was responsible for the Supreme Court taking off on its muddled 
notion of federal preemption of state power to regulate natural gas rates of 
production and takes. <1 It seems fitting that it is in litigation over the 
regulation of the Hugoton Reservoir in which the Supreme Court now has the 
opportunity to end this mistaken application of federal preemption. My purpose 
here is to go over Northwest Central v. State Corporation Commission<2 and 
place it in the broader context of state regulation of production in general. To 
accomplish my purpose, I will first summarize the facts of the case and then 
discuss the problems associated with gas production, the market conditions 
giving rise to imbalanced production, the regulatory programs of the major 
producing states, and the current status of the preemption doctrine with the 
decision of the Court in the Transco case in January, 1986<3 and its remand 
of the Northwest Central case the following month. 

II. The Northwest Central Case: Overview 
The Hugoton Field is approximately 160 miles long and 40 to 72 miles 

wide. Two-thirds of the field lies in western Kansas and the remainder 
extends into Oklahoma and Texas. Over 4,000 gas wells are found in the 
Kansas portion of the field and they are connected to a number of major 
pipelines, including five major interstate lines. The basic proration order for 
the Hugoton field was first adopted March 21, 1944. It employs a 
deliverability formula for the use of assigning allowables to the wells 
producing from the field. The Corporation Commission established production 
tolerances for over- and underproduction to give some flexibility to producers. 
The tolerance provisions are set forth in paragraph "p" of the basic proration 
order. With many wells and many units, there is constant imbalance among 
the producers in the field. Some units are overproduced and others are 

1. Northern Natural Gas Co. v. State Corporation Commission, 372 U. S. 84 (1963). 
2. Northwest Central Pipeline Corp. v. State Corporation Commission, 106 S. Ct. 

1169, 89 L. Ed. 2d 289 (1986). vacatine and remandine the decision in 
Northwest Central Pipeline Corp. v. State Corporation Commission, 237 Kan. 
248, 699 P.2d 1002, 86 0. & G. R. 276 (1985); after remand, Northwest 
Central Pipeline v. State Corporation Commission, 240 Kan. 638, 732 P. 2d 
775 (1987). For a more complete discussion of the Kansas reRUlatory 
proeram, see Luneren, "Natural Gas Prorationine in Kansas," 57 Colo. L. Rev. 
251 (1985) 

3. Transcontinental Gas Pipe Line Corporation v. State Oil and Gas Board of 
Mississippi, 106 S. Ct. 709, 88 L. Ed. 2d 732, 87 0. & G. R. 550 (1986) 
(hereafter Transco). 
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underproduced. Market changes sufficient to make up underages have taken 
six to ten years. The underages are sometimes canceled by the Kansas 
Corporation Commission. The Commission has had a policy of reinstating 
canceled underages under certain circumstances. Other state commissions 
cancel underages in as short a time as a year. <4 

On February 16, 1983 the Commission amended paragraph "p" of the 
basic proration order for the field for the purpose of reducing underages. <5 

This was based on a finding that the field was coming out of balance due to 
non-uniform drainage created by accumulating underages. The Corporation 
Commission established the parameters within which cancelled underages had 
to be reinstated or permanently cancelled. Apparently the desire of the 
Commission was to encourage increased production from the field. <6 Several 
producers and pipelines challenged the Commission on both state and federal 
grounds. The state questions included an assertion that the Commission was 
not adhering to the appropriate concept of correlative rights<7; the challengers 
argued that the Commission was improperly limiting correlative rights to that 
which could be "currently" produced. Although the court agreed with the 
challengers on this point, this did not resolve the controversy because the 
Commission did afford an opportunity to reinstate the canceled underages; this 
apparently was sufficient. The plaintiffs also challenged the Commission's 
setting of allowables in such a manner as to encourage production. They 
argued that the order first was unreasonable because it would not result in 
increased production because pipelines would not want to increase take-or-pay 
problems elsewhere, and secondly that it would cause waste because it would 

4. For a view that cancellation of undera1res is an unconstitutional confiscation 
of property. see Note: "Natural Gas ReRUlation and Vested Property Interests: 
Ratable TakiDR. Proration Standards, and Fieldwide Civil Liability." 62 Tex. 
L. Rev. 691, 726-28 (1983). 

5. There have been subsequent amendments to parasrraph "p" extendinR the time 
for makeup of undera1res. The chaDRe• are discussed below at pa1re E-39. 
Mr. James E. Browne, Assistant General Counsel for the Corporation 
Commission, very kindly provided these and other materials to the author 
which have been drawn upon for this paper. All errors in treatment of these 
are solely those of the author. 

6. AccordinR to a recent report in the Oil and Gas Journal. ("OGJ Newsletter." p.2 
AuRUst 24. 1987) the Hu1roton Field produced 268 billion cubic feet of 1ras 
in 1986, down 15" from 1985. 

7. "Correlative riRhts" has been defined by the ICCC in the past as follows: 
"'Correlative riRhts• means that each owner or producer in a common source 
of supply is privile1red to produce from that supply only in a manner or 
amount that will not injure the reservoir to the detriment of others, take an 
undue proportion of the obtainable oil or 1ras, or cause undue draina1re 
between developed leases." K.A.R. 82-3-101(15), quoted 699 P. 2d 1010, 86 
0. & G. R. 285. 
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result in increased production. The Kansas Supreme Court characterized the 
Commission's action as follows: 

The KCC's dilemma is apparent. It was concerned about the 
dramatic decline in production from Hugoton and its effect on 
owners, producers and consumers. It sought ways to increase 
Hugoton production. It increased allowables in spite of reduced 
purchaser nominations and other evidence of less market 
demand. As a result, the disparity between overproducers and 
underproducers increased. It is arguable whether reduced 
production from the field was caused by a conscious choice of 
producers and purchasers to supply their demands from other 
sources and make Hugoton Field a storage facility or whether it 
was simply caused by reduced market demand. The KCC 
believed the former and amended paragraph (p) of the basic 
order to provide an incentive for production by permanently 
canceling underages if not recovered on an accelerated schedule. 
Even though the testimony of Mr. Wilkonson was quite . 
persuasive that the amendment would not have the desired effect 
of increasing production, but would instead result in a 
cancellation of all underages, we find there was substantial 
competent evidence to support the KCC's conclusion that 
correlative rights were being compromised by the excessive 
underages. This is the threshold issue which must be met before 
the KCC is authorized to m~ke such orders as are necessary to 
correct the problem. While selling gas is not a function of the 
KCC, except tangentially through setting allowables, nor is the 
providing of incentives for additional production a KCC function, 
when additional production is needed to protect correlative rights, 
the KCC has authority to create such incentives. <8 

The Kansas Supreme Court rejected the assertions that the Commission 
order improperly interfered with federal regulation of natural gas in 
interstate commerce. The basis for the assertion of interference was that if 
purchasers decided to divert purchases from other fields to prevent the 
cancellation of underages in Hugoton it would decrease production from other 
fields in other states. The trial court accepted the premise that the 
amendment would cause a change in the mix of natural gas which pipelines 
transport for sale, but it and the Kansas Supreme Court concluded that this 
was not preempted because the order dealt with producers rather than 
specifically ordering the purchasers to do anything. The order thus fell within 
the "production" and "gathering" exemption of the Natural Gas Act. Stated the 

8. 699 P. 2d 1016, 86 O. & G. R. 298. 
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court: "The rules on underages are a part of production regulation and thus 
are not violative of the federal act, even though purchasers are indirectly 
caught in the backwash."<9 

There was a vigorous dissent by Chief Justice Schroeder who felt that 
state authority had been preempted here by Northern Natural. In his view, the 
state order had the indirect result of inf ringing on the exclusive authority of 
the FERC. 

The Supreme Court vacated the Kansas decision on February 24, 1986 
on the basis of Transco, remanding it for a determination in light of 
Transco.< 10 The oral arguments were made to the Kansas Supreme Court 
were made in December 1986, and the decision of the court was handed down 
on February 20, 1987. <11 The Kansas court concluded that the decision in 
Transco was not inconsistent with the position the court had taken when it 
upheld the Corporation Commission's order. The test of federal jurisdiction, 
said the court, is whether the regulation is primarily directed at the 
marketing of gas rather than production of gas. The Kansas order was not 
directed at pipelines but at producers. Any effect on interstate sales· was 
incidental to an order which had as its objective the prevention of waste and 
protection of correlative rights. 

The possible developments from this case are highly significant. There 
is in it an additional facet to the issue of preemption. This is the assertion 
by the pipeline and the Federal Energy Regulatory Commission that the order 
may allow intrastate pipelines to cause drainage of gas dedicated to interstate 
commerce. <12 The FERC thus is in the position in these two cases, Transco 
and Northwest Central, that under federal law interstate pipelines can cause 
uncompensated drainage but they cannot be expected to suffer drainage. They 
can drain the property of others but cannot be drained. This strikes me as 
not only unfair but bizarre. In the Commission's view apparently the 
dedication to interstate commerce creates an ownership in place of gas that is 
not subject to the Rule of Capture. The supposed federal program thus 
creates a usurpation of state property law. There is thus threatened by this 
litigation all states rules not allowing underages to be made up. As observed 
earlier, Kansas has allowed underages for periods that are far longer than 

9. 699 P. 2d 1017, 86 0. & G. R. 301. 
10. Northwest Central Pipeline Corp. v. Corporation Convnission, 106 S. Ct. 1169, 

89 L. Ed. 2d 289 (1986). 
11. 240 Kan. 638, 732 P. 2d 775 (1987). 
12. Brief of Northwest Central Pipeline to the Kansas Supreme Court in No. 84-

56917-S in support of reversal on remand from the United States Supreme 
Court, p. 7; brief of the United States and the Federal Eneqry Resrulatory 
Convnission as amici curiae in No. 85-182, fn. 7. 
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the norm in other producing states; this may have encouraged some pipeline 
companies to regard the Hugoton Field as a fine place for gas storage. Is 
Kansas doing no more than putting itself on an equal footing with other 
producing states? Allowing underages to run on indefinitely can cause various 
administrative problems, and an agency decision to limit those problems should 
not be regarded as being on a par with a state embargo on a resource. Even 
accepting a premise that its purpose is to put more gas into the gas market, 
it is only by a convoluted route that one can arrive at a conclusion that this 
conflicts with any identifiable national policy. Even if the amendment to the 
order were to cause take-or-pay problems for some pipelines and · thus raise 
rates for one group of consumers, these same consumers might benefit from 
a lowering of the general price level of natural gas. 

If the Kansas regulations are struck down, then the only realistic way 
that a state can prevent drainage and protect correlative rights is by choking 
off allowables down to the lowest producing well in a field. By definition 
then the state would be lowering production below the demand for gas. This 
might help pipelines with their take-or-pay problems, but no one in ~eir right 
mind would believe that the overall effect of this would be in the interests of 
consumers. Indeed, for years the states have been criticized for market 
demand prorationing of oil. 

There was also some interesting evidence in this case. Because the 
field is an old one, the contracts there have take-or-pay requirements that 
are not equivalent to those in newer purchases elsewhere. Thus pipelines 
apparently have been able to swing off the field, that is, to leave the gas in 
the ground to favor takes elsewhere, from fields where they have take-or
pay problems. The pipelines apparently have been using the Hugoton Field for 
storage_ in effect. And because the field is old, much of the gas is at very 
low prices whether from contract -or regulation. The effect of these 
combined factors is that pipeline take decisions have resulted in higher prices 
for gas for customers.< l3 

The final decision of the Supreme C.ourt in Northwest Central will 
depend on the Court's treatment its decision in Transcontinental Gas Pipe 
Line Corporation v. State Oil and Gas Board of Mississippi.< 14 In Transco, 
the Supreme C.ourt reaffirmed the 1963 decision in Northern Natural Gas. The 
court declared invalid Mississippi's Rule 48 requiring pipelines to take ratably 
from all wells in a common source of supply if the pipeline decides to take 

13. See the testimony of the witness quoted at 699 P. 2d 1015, 86 0. & G. R. 
296. 

14. Transcontinental Gas Pipe Line Corporation v. State Oil and Gas Board of 
Mississippi. 106 S. Ct. 709, 88 L. Ed. 2d 732, 87 0. & G. R. 550 (1986) 
(hereafter Transco). -

E-7 



I Martin: Gas Production Re&ulation After Transco 

I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

from any well. The court found the Mississippi regulation preempted by 
federal law. Producing states with ratable take statutes and regulations now 
face some hard decisions. The problems are much more complex and subtle 
than they appear in the decisions by the Supreme Court of Mississippi and the 
United States Supreme Court. Because of the incomplete consideration of the 
problems by the Mississippi Supreme Court, it would be a mistake to believe 
that the United States Supreme Court decision speaks finally on the full range 
of problems. It is my belief that the Supreme Court has failed to show a 
decent respect for the legitimate concerns of the producing states and their 
citizens, and that this is a result of a lack of understanding of the interests 
of a state in preventing waste, protecting correlative rights and curbing the 
abuses of monopsony. It is also perhaps due to a residual fear, an unfounded 
fear as I will try to show, that conservation regulation is used by producing 
states as a mechanism for setting prices for gas artificially high. With 
Northwest Central, the Court has the opportunity to repair some of the 
damage that can result from Transco. 
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III. State Conservation Regulation 
A. Protection of "Rights of an Essentially Local Character" 

Over the past century of oil and gas production, the states in which 
production takes place have developed comprehensive, integrated programs for 
properly managing that production in the public interest. The public interest is 
three-fold: prevention of waste of valuable natural resources; protection of 
property rights in those resources; and protection of the public from 
corporations with monopsonistic and oligopsonistic power. 

The Supreme Court upheld programs for the prevention of waste and 
protection of correlative rights from the first challenges to them. At issue in 
Ohio Oil Co. v. State of Indiana,< 15 a case decided in 1900, was a state 
prohibition on the venting of gas. The state had taken enforcement action 
against the company which was venting gas in order to produce oil because 
the defendant was injuring back pressure needed to prevent salt water 
encroachment in a stratum that served nearby cities and plants with gas. The 
court recognized that the owners of oil and gas rights "could not be absolutely 
deprived of this right which belongs to them without a taking of private 
property." But it observed that these were rights held in common, in that a 
common source of supply was involved, and regulation could be justified as 
necessary so that one owner did not unduly impair the rights of another 
owner. Thus the Supreme Court concluded: "In view of the fact that 
regulations of natural deposits of oil and gas and the right of the owner to 
take them as an incident of title in fee to the surface of the earth, as said 
by the supreme court of Indiana, is ultimately but a regulation of real 
property, and they must hence be treated as relating to the preservation and 
protection of rights of an essentially local character. Considering this fact 
and the peculiar situation of the substances, as well as the character of the 
rights of the surf ace owners, we cannot say that the statute amounts to a 
taking of private property, when it is but a regulation by the state of Indiana 
of a subject which especially comes within its lawful authority."<16 This 
rationale remained the basis for the Supreme Court upholding other state 
regulatory programs. The court recognized the difficult nature of property 
rights in a common pool and the primacy of the state in adjusting competing 
claims of parties with rights to take from the common source. 

Long ago the courts in all producing states decided that a landowner 
has the right to the oil and gas beneath the surface or at least the right to 
produce oil and gas through wells on his property. Whether the state adopted 

15. 177 u. s. 190 (1900). 
16. 177 u. s. 211-12. 
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the ownership in place theory or the non-ownership theory, the right to 
produce was and is held to be a valuable property right, one that may be 
conveyed and protected like any other property right.< 17 To deprive a person 
of this right without compensation is a taking of that property. 

A corollary of the right to produce is the Rule of Capture. Under this 
principle, the producer may produce from his own property even if the 
production results in migration or drainage from the adjacent property. The 
nature of ownership rights in oil and gas is defined not only by the common 
law of judicial decisions but also by state statutes and regulations made 
pursuant to statutes.< l8 

B. Waste 

The Rule of Capture has unfortunate consequences, for it is its own 
defense. That is, a landowner whose property is being drained must protect 
his interest by drilling his own well and producing under his right to produce 
before his neighbor drains away all that is under his surf ace. Once oil or 
gas is discovered, each owner in the area has a great incentive to produce as 
much as possible as fast as possible. The rush results in too many wells and 
too rapid a dissipation of the natural mechanisms that sustain production. Gas 
in the reservoir that provides the pressure for production is lost; water 
flows prematurely into the well bore. Oil or gas will be left underground 
that could have been produced had proper methods of production been used. 
Expensive wells will be drilled that are unnecessary, and pollution may well 
take place from all of the surface activities. 

The producing states have a variety of statutes and regulations to 
prevent waste. They prohibit certain uses of the production such as venting or 
flaring of gas wastefully or use of gas for carbon black. They regulate 
drilling and production practices f tom the time the well is first located to its 
final plugging and abandonment. And most importantly for our discussion, they 
regulate the spacing of wells, how many there may be into a common source 
of supply and how close they may be to one another, and the rate at which 
the wells may produce. 

17. See 1renerally, H. Williams & C. Meyers, 1 Oil and Gas Law §§202-204 
(1985). 

18. It is my su21restion here that the statutes for protection of correlative rights 
are part of the overall system of property ownership, and to deprive an 
owner of that protection is to cause a loss of one of the incidents of 
property ownership. 
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As the producing states regulate the production, they also greatly affect 
what each owner of the right to produce and each royalty owner will receive. 
By limiting the location and rate of production of wells, the state is hindering 
the ability of a person to enjoy a very valuable property right, namely the 
right to produce the oil or gas. The state cannot entirely take this away 
without compensation, and the state, both through the public law and the 
private law, regulates the manner in which the person who does produce oil 
or gas is able to produce it. The doctrine of correlative rights exists then on 
several levels. At one level it refers to the relations among the parties who 
have access to the common source of supply through their ownership of a 
right to produce from it or their right to enjoy a share of the production. On 
a second level, correlative rights refers to the state's obligation to allow the 
owner of a right in the common source to have the opportunity to enjoy that 
right. As with other legal concepts, the precise definition of correlative rights 
may vary with the context in which it is used. 

If I tell your next door neighbor he can drill a well and then tell you 
that you cannot, then I have allowed your neighbor to drain your property. I 
have denied you the opportunity to enjoy your correlative rights in the common 
source. I have taken something from you, and if I am the state I must 
compensate you. But if I give you a reasonable opportunity to produce and you 
or your agent fail to make use of that right, then your loss is your own 
responsibility and not mine. 

To protect the rights to produce or to share in production, the states 
have provided for compulsory pooling. The rights of owners to produce within 
the area to cover the spacing of wells have been merged or pooled together, · 
with the state requiring the well operator to share production with all those 
in the pooled area. This takes care of the spacing or drilling unit but there 
is still the problem of different wells within the same reservoir. Here the 
states set allowables so that each well will have the opportunity to produce 
its share of the oil or gas from the common source of supply. 

The relationship between prevention of physical waste and the 
protection of correlative rights was expressed in a 1964 study as follows: 

[A] failure to protect or adjust the correlative rights of common 
owners of a common source of supply of oil or gas may be one 
of the greatest, if not the greatest, factor contributing to the 
physical waste of oil and gas. . . . Where, by statute or 
regulatory order, correlative rights are protected, so that each 
owner in an orderly manner is assured of the opportunity of 
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recovering or receiving his fair share of the oil and gas from 
the common pool, the race is over and all have a common 
interest in the most efficient and economic recovery of the 
maximum volume of oil and gas from the common pool, which is 
true conservation.< 19 

D. Monopsony, Oligopsony 

Now even with the measures of spacing, allowables and pooling, there 
remains the problem of differing levels of takes from wells because an 
owner of an interest has no ability to sell his share or production or the 
amount of oil or gas that he would have been able to produce by state 
regulation if he had had a market. There is today relatively little problem 
with this for oil. It can be moved around easily, and it is sold on a posted 
price, short term basis. There is a terrible problem with this for natural 
gas. Natural gas must be moved by pipeline, and it is a fact of life for many 
gas fields throughout the United States that pipelines are monopsonies in those 
fields. If a pipeline will not take your gas from a well you have no 
alternative. You are drained by those who do have an agreement with. a 
pipeline. If one pipeline has an agreement for a substantial portion (more than 
half) of the interests in a field it may have no need for contracts with other 
owners. It can drain those other owners. Your correlative rights are not very 
meaningful in the face of that economic fact. 

The producing states recognized long ago that owners of interests in 
oil and gas fields were at the mercy of pipelines. They undertook regulation 
to curb the exclusionary and abusive practices that so often accompany 
monopsony power. The fact of monopsony and oligopsony power is nearly as 
true today as it was 70 years ago when the producing states began enacting 
ratable take/ common purchaser st11tutes. Moreover, physical waste can occur, 
particularly in circumstances where the gas in question is associated gas, gas 
produced in association with oil: an owner of one well in competition with 
other wells will flare natural gas in order to produce the oil. As a further 
measure for the prevention of physical waste, some states have not only 
required ratable taking but have established a priority of takes, so that a 
pipeline must take gas on its system so as to limit the necessity of flaring 
gas in order to produce oil or to take gas first from distressed wells or 
wells that would become uneconomic if the gas flow were to diminish. 

19. Interstate Oil Compact Commission, A Study of Conservation of Oil and Gas in 
the United States, 187 (1964). 
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E. The Development of State Ratable Take/Common Purchaser 
Statutes and Regulations 

The ratable take statutes of the producing states antedate the pooling 
and unitization statutes by quite a few years. This would suggest that the 
states recognized that monopsony was a problem leading to waste and loss of 
correlative rights at an early date. Oklahoma appears to be the first to enact 
such a program, and this was in 1913. <20 Louisiana passed ratable take-
common purchaser legislation in 1918. <21 Texas enacted similar legislation in 
1930-31. <22 The Kansas statute became law in 1935. <23 New Mexico enacted 
its Common Purchaser Act for oil in 1941 <24 but failed to enact similar 
legislation for natural gas until a revision of the conservation law in 1949. <25 

Colorado followed suit in 1953 with an act providing that purchasers of oil 
and gas for transportation had to take ratably and without discrimination from 
all producers in a common source of supply, and purchasers who were also 
producers were prohibited from discriminating in favor of their own 
production. <26 In both Alabama<27 and Mississippi<28, the authority upon which 
ratable take regulation would be based is found in the prohibition on waste 
and the definition of "waste" found in the conservation statutes. · 

The exact application of these statutes and their relation to the 
authority of the state conservation agency vary from state to state and will 

20. Laws 1913, ch. 198; 52 O. S. Ii 232-233. 
21. Act 270 of 1918, amended by Act 113 of 1934, La. R. S. 30:41-46. 
22. The Common Purchaser Act was passed first in 1930 but was limited to oil 

production. An amendment in 1931 extended the application of the authority 
to natural sras. See R. Hardwicke, "Lesral History of Conservation of Oil in 
Texas," 214, 221-22, and M. Cheek, "Lesral History of Conservation of Gas in 
Texas," 269, 273-74, both in American Bar Association, Legal History of 
Conservation of Oil and Gas: A Symposium (1939); Tex. Nat. Res. Code Ann. 
§111.082 (Vernon 1978). 

23. See Kan. Laws 1935, c. 213, Ii§ 1, 3; Kan. G. S. §Ii 55-701, 55-703. 
24. New Mexico Laws 1941, Ch. 166, Sec. 1. 
25. New Mexico Laws 1949, ch. 168. The New Mexico Common Purchaser law is 

codified at N. M. Stat. Ann. Ii 70-2-19. 
26. Session Laws of Colorado 1953, ch. 170; Colo. Rev. Stat. Ii 34-60-117 (4) 

(1984). 
27. Code §9-17-1(9): Waste shall include (c)"Abuse of the correlative riarhts and 

opportunities of each owner of oil and aras in a common reservoir due to 
nonuniform. disproportionate and unratable withdrawals causinsr undue 
drainaare between tracts of land." In §9-17-6(c)(15) the Alabama Oil and 
Gas Board is ariven authority to "limit and prorate the production of oil or 
aras or both from any pool or field for the prevention of waste as defined in 
this article." 

28. Mias. Code §53-1-3(k)(3). 
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not be addressed in detail in this discussion. <29 One should note, however, the 
dates of the legislation for another reason. The major producing states had 
common purchaser/ratable take legislation in place in 1938 when Congress 
passed the Natural Gas Act. At least two other significant producing states 
enacted such statutes more than a decade after the passage of the Natural 
Gas Act. The Natural Gas Act did not purport to address any problems in the 
gas market resulting from those common purchaser statutes. And it appears 
that responsible legal opinion did not think that state authority to enact such 
legislation had been limited by the passage of the Natural Gas Act. As will be 
discussed shortly, the United States Supreme Court upheld such state 
legislation and regulation. 

Summers in his highly regarded treatise on oil and gas law expressed 
the relationship between ratable take/ common purchaser regulation and 
protection against waste in the following terms: <30 

If permeability is high in the common source of supply of gas, 
a few operators may effectively drain much of the field. When 
sufficient reserves have been established to attract a pipeline 
into the field, the pipeline purchaser is in a position to take 
most of the gas from a few favored producers. Further, the 
law of capture makes it possible for a vertically integrated 
pipeline company to produce gas from its own selected 
properties and to drain much of gas from the field without 
purchasing any gas from other owners. Either situation is 
conducive to waste above ground in that owners who are not 
favored are likely to seek or accept opportunities to market 
the gas for purposes which constitute a waste of valuable 
energy. The situation is also conducive to waste below the 
surface in that development wells will not be properly drilled 
to achieve the maximum in ultimate recovery. Ratable take and 
common purchaser orders have the common effect of 
preventing discrimination in carrying and purchasing gas, but 
the ultimate purpose is to prevent waste and to protect 
correlative rights. 

F. The State of the Natural Gas Market 

The current regulatory problems are the outgrowth of several economic 
factors. The partial deregulation of natural gas in the late 1970's, at a time 

29. See "Symposium: Workshop on Natural Gas Prorationin2 and Ratable Take 
Re~lation," 57 Colo. L. Rev. 149 (1985) with articles on the pro2rams of 
Oklahoma, Texas, Wyomin2, Kansas, Louisiana and New Mexico. 

30. Summers, Oil and Gas § 75.3 (Perm.Ed. 1962). 
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of a perceived shortage of natural gas, caused the price of some categories 
of gas to rise to lofty heights. The spread of prices for gas was extreme. 
Molecules of gas indistinguishable from one another sold for prices that 
varied as much as 1000 percent at the wellhead. It is difficult to think of any 
other commodity in the market characterized by such price disparities. 
Considerable risk accompanied such purchases of high priced gas and affected 
pipeline purchasing strategies and take practices in ways that would not be 
likely to prevail where such a price spread did not exist. 

The second factor, possibly an outgrowth of the first, was the surplus 
availability of gas on the market. This became very clear from pipeline 
actions in the second quarter of 1982. Seeing that they had more gas coming 
into their systems than there was demand for on the other end, the pipelines 
began reducing the amount coming in. The first gas to be backed out was that 
gas not under contract. You don't get sued for breach of contract when you 
don't have a contract to breach. That is, of course, a reason to avoid a 
contract in the first instance if you have the opportunity to take risky gas 
without a contract. Letters went out from the pipelines to interest owners 
saying the pipelines would no longer take their gas. The next step, of course, 
was to stop taking gas that was under contract. Discussion of contract claims 
is beyond the scope of this discussion except to observe that the interest 
owner who has a contract whose gas is drained because of a pipeline's 
failure to take gas has a contract remedy ( either take or pay clause or 
drainage clause or both) to pursue where the state cannot require the pipeline 
to take ratably. <31 Those without contracts have no such option. 

Without a contract remedy, the interest owners and well operators who 
saw drainage of gas from land in which they had an interest turned to the 
state regulatory agencies and to the state legislatures for protection against 
drainage. What else could they do? A market solution was possible for some, 
a few. They could sell their gas to someone else. But this was not available 
for owners in the many fields connected to only one pipeline. The pipeline 
that refused to purchase their gas may also have refused to transport their 
gas to another purchaser. The royalty owner without an operating right could 
not even avail himself of an alternative market because he had no right to 
make such arrangements. 

31. I might also note as an aside that the producer's lessor and other royalty 
owners who have neither lease rights nor gas purchase contract rights may 
receive no benefits from the operator's damages from the pipeline--all the 
more reason why the state has a learitimate interest in the protection of 
correlative rights. 
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Case 1 

Pipeline P 

y 
Bu 40 acres X 

ar 25tc of 180 acre unit 
Bu 120 acres 

ar 7~ of 180 acre unit 

This example illustrates the problem of the single well unit. Here X 
and Y have been pooled together by the state agency. Y is now prohibited 
from drilling a well. He has paid for his share of well costs either by cash 
up front or out of production. In my example, X has a contract with P but Y 
does not because P refused to give him a contract. P initially took gas 
attributable to Y's interest but then cut back to the contract amount in its 
contract with X, and P told Y it was no longer taking Y's gas. X likewise 
tells Y that the gas coming out of the ground is X's gas and not Y's gas. 
What are Y's possibilities here to prevent loss of his interest? What are the 
state's concerns? 

We could let Y drill his own well and try to get another pipeline to 
connect up with him. This defeats the whole purpose of pooling and deprives 
Y of his interest in the well he has already paid for. It also leads to an 
unnecessary duplication of facilities for gathering of natural gas. Besides, if 
there is a market glut, it is unlikely anyone will buy the gas at this time, 
particularly for so small an interest. 

We could make X share the proceeds of the sale of the gas with Y. 
There may be some unfairness to X in this in some circumstances, but it is 
not as harsh as denying Y any share of the production. 
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We could allow Y to sue P for conversion. P is taking gas which 
under state law may well belong to Y. There is an awful lot to recommend 
this approach.<32 

There is potential for waste in this example in another way. Once X 
has taken "his share" of the gas from the reservoir, the remaining gas, 
though of sufficient volume to match what Y has "owed" to him, may be 
more expensive to get out. Without X's involvement financial involvement, the 
well may simply be abandoned whereas if there had been taking from all 
interests throughout the productive history of the well the parties might use 
enhanced production techniques. 

In Case 1 and Case 2 the state may have a concern for monopsony 
power of the pipeline. The pipeline may simply exercise economic muscle to 
refuse to deal with the noncontracting parties or it may be dealing with an 
affiliated company which is a producer. Or the pipeline may have a contract 
with X in Case 1 or the owners of Sand Unit B in the next example for gas 
in other fields and other states and the contracts leading to the takes in the 
examples are part of a package deal, with the noncontracting parties· being 
excluded from the deals elsewhere and hence excluded in the examples. 

32. See the Oklahoma case discussed below at fn. 99. 
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Case 2 

lennoir .A 
Sud Unit .A 

Pipeline P 

lennoir .A 
Sud Vnit B 

The example given in Case 2 is a pipeline taking gas from the well 
for Sand Unit B but refusing to take gas from Sand Unit A. Since ~ese units 
are both in the same reservoir, drainage will take place across the unit lines. 
The owners in Sand Unit A could go and try to find another pipeline that will 
come in. This poses the same problem of duplication of facilities and the 
same economic unlikelihood of it actually taking place for many fields. 

If the reservoir is both oil and gas bearing, then Sand Unit A will have 
to flare its gas from the reservoir just to keep its oil from being drained. 
This is obviously waste. If the state agency forbids the flaring of gas, then 
the state is prohibiting Sand Unit A from protecting itself against drainage. 
Even if it is a nonassociated gas reservoir, the rate of water encroachment 
may be affected by the disparate takes, possibly leading to a loss of ultimate 
recovery of gas.<33 

33. See the testimony about waste hras becominsr unrecoverable) resultin1r from 
disparate takes aiven in Northwest Central Pipeline Corp. v. State Corporation 
Commission, 699 P. 2d 1002, 86 O. & G. R. 276 at 292 (Kan. 1985). 
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Case 3 

Pipeline P 

The example in this case takes away the issue of correlative rights 
within a reservoir. Yet even here the state may have cogent reasons for 
desiring to regulate the takes of a pipeline from a well or in a geographic 
area. The concerns of the state about waste and monopsony power ~re 
present. 

Here if the pipeline refuses to take from Reservoir A while taking 
from Reservoir B, there is the potential for waste in the sense that 
duplication of facilities may become necessary and in the sense that once the 
owners of the interests in Reservoir B cease to produce, production from 
Reservoir A may not be economic standing alone, particularly if the well 
owners take away the facilities. The gas may still be there, but once the 
producers from the other reservoir walk away, the gas from Reservoir A 
may never be developed. The reasons why the pipeline may refuse to take 
gas from Reservoir A could be as varied as exercise of monopsony power or 
having an affiliate relationship with the owners of Reservoir B or a desire to 
swing off Reservoir A or having a contract dispute in another field with. the 
owners of Reservoir A. 

I have shown a second well to illustrate also that Reservoir A might be 
oil and gas bearing, and we have the gas flaring described in Case 2 but 
without the correlative rights issue because my example does not show 
Reservoir A to have a separate unit. Still another lesson can be derived 
from the illustration by assuming a variation with Reservoirs A and B 
connected to Pipeline P's system, but they are some miles apart. The state, 
indeed the country, has a strong interest in seeing that P takes casinghead gas 
prior to taking nonassociated gas. It is simply stupid to say pipelines must be 
left free to make take decisions that make flaring necessary. 
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Deivircbility of Ecx:h Wei 

l>OO rrcf I rk1t 

Unit A • 180 Acres 
Co. I has 120 = 7~ 
Co. Y has 20 = 123, 

Co. Z has 20 = 123, 

Illustrative Problem 

Unit B • 180 Acres 
Co. I has 138 = 85r. 

Oner has 2' = 1~ 

Pipeline P 

Unit C • 180 ACl'es 
Co. Y has 98 = 80r. 

Co. I has U = 4Dr. 

In this problem I have combined several of the prior case examples to 
show the complexity that exists in quite a few fields. Indeed, it is more 
complicated than my facts would suggest, for there are numerous other 
interests involved, such as the royalty owners, some of whom are lessors and 
some who have other types of royalty interests. 

In the facts given, X has 320 acres or two-thirds of the 480 acre field 
covering a single reservoir and X is the operator of two of the three units. Y 
has 116 acres or about a quarter of the field and is operator of one of the 
units. Z in Unit A and the unleased owner in Unit B have very small 
percentages of the total. 

From these facts we can assume two propositions. First, a pipeline is 
not likely to connect up with this field without an agreement with X, the · 
owner of the bulk of the production. Second, if the pipeline has a contract 
with X it has little reason to get a contract with the others because of the 
first proposition. Indeed, it is to P's advantage not to have a contract with 
anyone other than X in this field. A few more hypothetical facts will 
illustrate this. 

Assume that X enters into a contract with P with a 75% take-or-pay 
provision calculated on X's share of the deliverability of each well. Assume a 
deliverability of 1000 mcf per day per well. Assume a market bubble exists 
and P takes only its contract obligation. It will take a total of 1,500 mcf per 
day. If P had entered into identical contracts with all owners in the field it 
would have a minimum take obligation of 2250 mcf per day. By dropping the 
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other owners entirely since they have no contract, P is able to swing off 
them to the extent of 750 mcf per day over what P would take with identical 
contracts. Note, too, that this ability to swing off the other owners has value 
that X can insist on sharing in its negotiations with P. 

Furthermore, it is also to X's advantage for P not to contract with the 
others, because X may well benefit from drainage. Under my facts, with 
allow ables set at deliverability, P's take from Unit A will be 562.5 mcf per 
day, from Unit B 637.5 mcf per day, and from Unit C a mere 300 mcf per 
day. Thus Unit B will be drawing down gas twice as fast as Unit C and 
somewhat faster than the rate of draw of Unit A. Without careful control of 
the allowables in this field and balancing among units (and it is doubtful that 
this control will effect a balancing), it is likely that X will end up producing 
for its own interest a lot more gas than the two-thirds of the reservoir for 
which it has a legitimate claim. P will still take the same volume of gas, but 
it is going to pay X for it. This will probably be more costly to the 
consumer in the long run, because as I have indicated X can command a 
premium for his gas because of the pipeline's desire to be able to swing off 
the others in time of market glut and because X controls the majority of the 
field. 

In the illustrative problem there is potential for waste from the 
necessity of adding other pipeline and treating facilities if the small owners 
are able to hustle up another pipeline to come in or potential for waste from 
the uneven draw in the reservoir in the manner described in the earlier case 
examples. There is great potential for loss of correlative rights by Y, Z, the 
unleased landowner and royalty owners. There is also present the monopsony 
power that permit X and P to enter into a contract in a manner abusive of 
the rights of others in the common source of supply which they could not do 
in a truly competitive market. 

What could be done here? A ratable take requirement is the most 
reasonable method of preventing waste, protecting correlative rights and 
avoiding the effects of monopsony power. But as shall be discussed, the 
Supreme Court may have ruled this out, and we will have to address other 
alternatives. 
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V. The Mississippi Order and Court Decision 

On July 29, 1982, Coastal filed a petition with the State Oil and Gas 
Board of Mississippi, asking the Board to enforce its Statewide Rule 48, a 
"ratable-take" requirement, against Transcontinental Gas Pipe Line 
Corporation (Transco). The Coastal petition grew out of a fact situation 
somewhat like the Illustrative Problem I have described, with Coastal in the 
role of a nonoperating working interest owner in the Harper Sand Pool. <34 

Rule 48 provides: 

Each person now or hereafter engaged in the business of 
purchasing oil or gas from owners, operators, or producers 
shall purchase without discrimination in favor of one owner, 
operator, or producer against another in the same source of 
supply. 

After a hearing, the Mississippi Oil and Gas Board found Transco in 
violation of Rule 48, and ordered Transco to start taking gas "ratably" (i. e., 
in proportion to the various owners' shares) from the Harper Sand pool, and 
to purchase the gas under nondiscriminatory price and take-or-pay conditions. 

Transco appealed the Board decision; it was affirmed by the 
Mississippi courts. <35 The Mississippi Supreme Court ruled that the ratable 
take requirement did not impose a burden on interstate commerce and that the 
state regulation was no longer preempted by the Natural Gas Act<36 because 
the gas in question had been deregulated by the Natural Gas Policy Act. <37 

The court stated: 

"[W]e find nothing in federal law as modified by NGPA which 
leaves in place a 'scheme of federal regulation so pervasive as 
to make reasonable the inference that Congress left no room for 
the states to supplement it.' Fidelity Federal Savings & Loan 
Assn. v. De La Cuesta, 458 U. S. 141, 153, 102 S. Ct. 3014, 73 
L. Ed. 2d 664, 675 (1982) As presently constituted federal law 
fails to generate any spirit, policy or rule with which a natural 
gas producing state would collide if it sought to do equity 

34. Transco apparently did offer to purchase the aras of Coastal and others at a 
lower price than its contracts with three operators in the field or transport 
aras to others buyers if Coastal could find a buyer. 88 L. Ed. 2d 738, 87 0. 
& G. R. 555. 

35. Transcontinental Gas Pipeline Corporation v. State Oil and Gas Board, 457 S. 
2d 1298, 83 O. & G. R. 295 (Miss. 1984). 

36. 15 U. S. C. §717 et seq. 
37. The aras was §107 aras, 15 U. S. C. §3317(c)(l). 
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between and among owners in a common pool of deregulated gas 
by the promulgation or enforcement of a common purchaser or 
ratable take rule."< 38 

The court did rule, however, that the Board could not impose a price 
on the pipeline equal to the contract price of the other producers. Rather, the 
price to be paid was a reasonable price, determined by reference to 
prevailing market conditions and other appropriate economic considerations. <39 

Let us note the effect of the Mississippi decision: it is to lower the 
average unit price of gas. If the contract rate is $5.00 and the noncontract 
gas is $2.50, the average of those two (in equal volumes) would be $3.75. 
The Mississippi order does not directly increase the price of the gas. Even 
when you calculate in the take-or-pay, it may not increase the price of gas 
but instead lower it. That's because the pipeline can later make up the gas 
without paying additional money, and thus the pipeline will still have a certain 
volume of gas taken over a period of time at a lower average unit price. 
Moreover, there is good reason to believe that the ratable take requirements 
of the state agency may obviate take-or-pay payments. <40 Under the ·gas 
purchase contract, the orders of the state agency may well be force majeure 
excusing take-or-pay payments. Or the contract may specifically provide that 
the pipeline will conform to state agency ratable take requirements. <41 

The Supreme Court of Mississippi decided to reject consideration of 
the role of ratable take regulation in prevention of waste. This strikes me 
as remarkable in light of the fact that a treatment of it might have gone 
some distance in suggesting to the United States Supreme Court that it was in 
the interests of both production-related interests and consumers to have such 
state regulation, and because of that common interest it was not the intention 

38. 83 O. & G. R. at 323. The Miasiasippi Supreme Court also ruled out 
application the burden-on-interstate-commerce principle reaaonina that 
removal of Natural Gas Act reR1,1lation had reinstated the law as it existed 
with Cities Service Co. v. Peerless Oil & Gas Co., infra note 51. 

39. For an able, perceptive analysis of the Mississippi decision, see Williams, 
"Federal Preemption of State Conservation Laws After the Natural Gas Policy 
Act: A Preliminary Look," 56 Colo. L. Rev. 521 (1985). The author, now a 
judae of the D. C. Circuit, concluded that the "mandate of the Miaaiasippi 
Board is evidently to mimic a market free of monopsony or oligopsony ...• 
such authority seems congruent with the Iona-run purposes of federal natural 
aas reR1,1lation." Id. at 528. 

40. See, for example, Nelson v. Bia Rapids Gas Co., 300 N. W. 89 (Mich. 1941). 
41. Indeed, under the facts aiven in Transco, the pipeline'• contract with one of 

the operators, Florida Exploration, required the pipeline "to take virtually all 
the gas Florida Exploration's wells produced, reaardless of ownership." 88 L. 
Ed. 2d 738, 87 0. & G. R. 555. This sort of provision avoids the problems of 
the sinale well unit described in Case 1 above. 
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of Congress to preempt such state regulation. The Mississippi court 
apparently just did not understand what the arguments made to it were as to 
waste. It stated it was difficult "for us to see how there is waste of natural 
resources when an interstate pipe line company refuses to take ratably or 
otherwise. Waste would seem to follow from taking too much, not too 
little. "<42 Apparently the court did not think it was necessary to try to 
understand in light of the rest of their rulings, and this is unfortunate. The 
court did this in spite of the fact that it had earlier noted that "If Transco 
continues to take only the gas it is contractually obligated to take, the 
remaining gas, though still in the pool, will be more difficult to retrieve. "<43 

This should have suggested to the court that the gas that remained would be 
less likely ever to be produced. 

42. 457 So. 2d at 1320. 
43. 457 So. 2d at 1310. 
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VI. The Supreme Court Decision in Transco 
A. Preemption 

1. Four Prior Pipeline Take Decisions 

Prior to Transco, the United States Supreme Court had passed on the 
constitutionality of "ratable take" or related statutes on at least four 
occasions. <44 

In Champlin Refining Co. v. Corporation Commission, <45 the Court 
upheld a prorationing program of Oklahoma which included authority of the 
Corporation Commission "to so regulate the taking of crude oil or petroleum 
from any or all such common sources of supply, within the state of 
Oklahoma, as to prevent the i~equitable or unfair taking, from a common 
source of supply, of such crude oil or petroleum, by any person, firm, or 
corporation, and to prevent unreasonable discrimination in favor of any one 
such common source of supply against another. "<46 The program was not 
repugnant to the due process or equal protection clauses because it prevented 
waste and protected others' rights in the common source of supply. Nor did 
the program burden interstate commerce, because the regulations applied to 
production and not transportation. 

Without disturbing the holding in Champlin, the Supreme Court in 1937 
in Thompson v. Consolidated Gas Utilities Corporation<47 invalidated a Texas 
Railroad Commission proration order that had the purpose of forcing a 
purchase of gas in a field by certain companies that owned their own interest 
in production which they transported through their own facilities for their 
own consumption, i.e. the parties complaining were not purchasers of gas. 
The court found that the purpose of the pro rationing order was the same as 

44. I will not attempt a full discussion of the preemption doctrine as it has 
developed from the earliest days of the Constitution. The author has no 
trouble acceptina the premise that national law must prevail over state law. 
As will be seen, there is nothiq in the area under discussion from 
Coneress as national law to prevail over state law; the law prevailina over 
state law here is pretty much the creation of the Supreme Court and certain 
interstate pipelines which aot themselves into contract problems from which 
they have wanted relief. But for a more complete discussion of preemption 
as it has appeared in other areas of constitutional law related to 
administrative aaency proarams, see Pierce, "Reaulation, Dereaulation, 
Federalism, and Administrative Law: Aaency Power to Preempt State 
Reaulation," 46 U. Pitt. L. Rev. 607 (1985); and Foote, "Administrative 
Preemption: An Experiment in Reaulatory Federalism," 70 Va. L. Rev. 1429 
(1984). 

45. 286 U. S. 210, 52 S. Ct. 559, 76 L. Ed. 1062 (1932). 
46. Okla. Comp. Stat. 1921, § 7957. 
47. 300 U. S. 55, 57 S. Ct. 364, 81 L.Ed. 510 (1937). 

E-25 



I Martin: Gas Production Regulation After Transco 

I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

the purpose of the Texas legislature in the 1931 "Common Purchaser Act" 
that a lower court had found unconstitutional. <48 It was a taking of property. 
Under the prorationing order or under the common purchaser statute, "the 
State takes from the pipe line owner the money with which the purchase is 
made, the money lost through curtailed use of properties developed at large 
expense, the money lost because of the drainage away from his land of the 
gas which he is forbidden to produce for himself, but must buy from those 
towards whose lands it migrates. "<49 The distinction the court drew from 
Champlin apparently was the fact of ownership of the gas by the party taking 
gas from the field and the lack of a showing of a threat of waste. <50 

In Cities Service Gas Co. v. Peerless Oil and Gas, <51 the court 
affirmed the judgment it had reached the 1932 Champlin decision that ratable 
take legislation was valid. The Peerless case involved a challenge not only to 
Oklahoma's ratable take requirements but also to a regulation fixing a 
minimum price for natural gas. Perhaps the idee fixe of the Supreme Court 
that ratable take/ common purchaser regulation is a mechanism for price 
raising flows from the unfortunate joinder of these issues in Peerless. In any 
event, the Supreme Court upheld both in Peerless, stating: 

That a legitimate local interest is at stake in this case is clear. 
A state is justifiably concerned with preventing rapid and 
uneconomic dissipation of one of its chief natural resources. 
The contention urged by appellant that a group of private 
producers and royalty owners derive substantial gain from the 
regulations does not contradict the established connection between 
the orders and a state-wide interest in conservation. • . . We 
recognize that there is also a strong national interest in natural 
gas problems. But it is far from clear that on balance such 
interest is harmed by the state regulations under attack here. . . 
. Insofar as conservation is concerned, the national interest and 
the interest of producing states may well tend to coincide. <52 

The court observed that it was not deciding the power of the FPC to 
set well-head prices, but this appears more with respect to the minimum 
price setting aspect of the challenge to the state regulation and not the context 
of the ratable take requirement. 

48. Texoma Natural Gas Co. v. Railroad Commission, 59 F. 2d 750 (W. D. Tex. 
1932). 

49. 300 u. s. 79. 
50. See 300 U. S. 76-77. 
51. 340 U. S. 179, 71 S.Ct. 215, 95 L.Ed. 190 (1950) affirmina 220 P. 2d 279 (Ok. 

1950). 
52. 340 u. s. 187. 
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When the Supreme Court ruled in the 1954 Phillips<53 case that the 
Federal Power Commission had a duty to regulate well-head prices of natural 
gas, the state programs that had been upheld only a short time earlier were 
now thought to pose a conflict with an area of exclusive Federal authority and 
could no longer stand. The Oklahoma program establishing a minimum price 
for natural gas which had just been upheld in Peerless was now declared in 
conflict with federal authority and was struck down.<54 Similarly, the 
Kansas ratable take statute was invalidated in Northern Natural Gas Co. v. 
State Corporation Commission. <55 

The Northern Natural litigation involved the Hugoton Field. The 
pipeline was connected to some 1,100 gas wells in the field. In 1959 the 
Kansas Corporation Commission ordered Northern Natural to purchase ratably 
from all 1,100 wells, and in 1960 this order was superseded by a general 
order directed at all natural gas purchasers. These orders, said the court, 
presented the pipeline with the alternatives of complying with the obligations 
of a contract with one producer, Republic, and increasing its takes from the 
other producers' wells--thus taking more gas from Kansas than it c911ld 
currently use--or of risking liability for a breach of the Republic contract by 
decreasing its takes from the Republic wells below the allowables. Because 
of this conflict, the orders invaded the exclusive jurisdiction of the Federal 
Power Commission. The regulations did not come under the Natural Gas Act's 
"production or gathering" exception to FPC jurisdiction because Northern was 
a purchaser, and its activities did not involve production and gathering. Quoting 
from Phillips, the court said: "Congress enacted a comprehensive scheme of 
federal regulation of 'all wholesales of natural gas in interstate commerce, 
whether by a pipeline company or not and whether occurring before, during, 
or after transmission by an interstate pipeline company. '"<56 

In sweeping language that could be used to invalidate virtually any state 
law or regulation touching upon natural gas, the court said that the "federal 
regulatory scheme leaves no room either for direct state regulation of the 
prices of interstate wholesales of natural gas, Natural Gas • • • or for state 
regulations which would indirectly achieve the same result. "<57 The orders 
interfered with the FPC's ability to regulate gas transportation and sale and 
achieve uniformity of regulation. It said the orders shifted to the shoulders of 
the purchasers the burden of performing the complex task of balancing the 
output of thousands of natural gas wells within the state, "a task which 

53 Phillips Petroleum Co. v. Wisconsin, 347 U. S. 672 (1954). 
54 Natural Gas Pipeline v. Panoma, 349 U. S. 44 (1954). 
55 372 u. s. 84 (1963). 
56. 372 U. S. 91, quotinR Phillips Petroleum Co. v. Wisconsin, 347 U.S. at 682. 
57. 372 u. s. 91. 
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would otherwise presumably be the State Commission's. 0 <58 The adjustments 
a pipeline might have to make might impair the ability of the FPC to regulate 
the intricate relationship between the purchaser's cost structures and eventual 
costs to wholesale customers who sell to consumers in other states. Although 
federal and state programs did not necessarily have to collide, said the court: 
"there lurks such imminent possibility of collision in orders purposely 
directed at interstate wholesale purchasers that the orders must be declared a 
nullity in order to assure the effectuation of the comprehensive federal 
regulation ordained by Congress. 0 <59 

The court paid lip service to the power of the state to allocate and 
conserve scarce natural resources, but said it would simply have to find a 
way that did not threaten the federal regulatory scheme. In a footnote the 
court went so far as to suggest that the state could have achieved the same 
result by an order to the producer to decrease production. <60 If the state 
could not find a way of conserving natural resources without conflict with the 
federal program, then conservation would just have to fall. But the court 
suggested that the FPC could take appropriate account of conservation factors 
in certification proceedings. <61 Champlin was distinguished on the ground that 
it dealt with production. The cases said the court, "have consistently 
recognized a significant distinction, which bears directly upon the 
constitutional consequences, between conservation measures aimed directly at 
interstate purchasers and wholesales for resale, and those aimed at producers 
and production. 0 <62 

58. 372 U. S. 92. This is truly a mystifyinR statement since the court was 
apparently takiq away the principal mechanism for balanciq output and 
since it was leavine it to the pipeline to control its takes contract by 
contract, well by well, balance or no balance. The court was ahiftiq the 
authority for controlline wells from the state to the pipelines, with the 
pipelines haviq no one'• interest except their own to account to in this 
manaeement. 

59. 372 u. s. 92. 
60. 372 U. S. 94, fn. 12. 
61. 372 U. S. 95. The non sequitur in this analysis is, of course, that the 

federal commission had and has no authority over production or eatherine of 
natural eas. The allusion to "conservation" that the majority made was to 
end use of the 1ras, an area in which the FPC had jurisdiction by virtue of 
certification of a sale in the public interest, an area in which the 
commission was not excluded from jurisdiction by the Natural Gas Act. 
Besides, there was and could be no practical method of conditioniq a 
certificate on the basis of balancin1r of takes to prevent waste. There was 
no mechanism at the federal commission level for administration of such a 
proeram. 

62. 372 U. S. 94. This distinction is threatened by the Kansas litieation 
discussed at the text accompanyin1r note 75 below. 
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What is particularly disturbing about the Northern Natural decision is 
that the court majority did not look to any Congressional intent to disrupt the 
state laws nor did the court find any actual conflict between the state and 
federal programs. The court found simply a potential conflict. In so doing, 
the court's decision has had the effect of leaving interstate pipelines 
unfettered by either state or federal regulation as to prevention of waste, 
protection of correlative rights or monopsony power. Thus was created a 
regulatory gap where it was the express intent of the Natural Gas Act to 
leave no such gap. 

The dissent observed that a ratable production order was less practical 
than a ratable take order and would create obvious administrative problems. 
The dissent saw no attempt by the state to regulate the interstate sale of 
natural gas. Since the pipeline's operations controlled the volume of gas 
produced, they involved production and gathering. The Commission's orders did 
not interfere with the FPC's certification functions or rate regulation 
functions. The threat to the FPC functions, if it existed at all, was no 
different from that flowing from other valid conservation measures. <63 

Observed the dissent: 

It is difficult to imagine any exercise of this conservation power 
that would not carry with it the possibility of affecting the costs 
incurred by those who purchase gas from producers. 
Regulations requiring the casing of wells, prohibiting the use of 
pumps, restricting production to a certain percent of a well's 
'open flow,' imposing a particular gas-oil ratio, controlling 
drilling operations and pipeline pressure, prescribing the 
permissible spacing of wells, and enforcing pooling or unitization 
may reduce the amount of gas available for sale by a particular 
producer (at least in the short run) and thus force a purchaser 
to buy from it or someone else probably at greater cost. Yet it 
has never been suggested that such state measures are for that 
reason invalid. <64 

Indeed, the setting of allowables had just as great a potential for 
affecting the availability of gas for interstate sale. The possible effect on 
cost was precisely the same as a ratable take order, for the two were 
merely variations of the same regulatory measure; both were designed to 
prevent the disproportionate taking of gas from some wells to the 
disadvantage of others. 

63. 372 u. s. 102. 
64. 372 u. s. 103-104: 
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Reviewing the legislative history of the Natural Gas Act, the dissent 
said that Congressional intent was to leave the state powers of regulation 
undisturbed: 

[l]t is beyond dispute that when Congress enacted the Natural 
Gas Act in 1938 it did not intend to deprive the States of any 
regulatory powers they were then deemed to possess under the 
Constitution. Rather, the Act was intended only to fill the 'gap . 
. . thought to exist at the time the Natural Gas Act was passed' 
by providing for federal regulation of those aspects of the 
natural gas business that the States were at that time believed to 
be constitutionally incapable of regulating. Phillips Petroleum 
Co. v. Wisconsin, 347 U.S. 672, 684, 685--687. As was 
specifically stated in the House Committee Report, the Act 
'takes no authority from State commissions, and is so drawn as 
to complement and in no manner usurp State regulatory 
authority.' H.R.Rep. No. 709, 75th Cong., 1st Sess., p. 2. <65 

The dissent also observed a point that is true for the Transco case: 
compliance with the order would have reduced the price actually paid for 
natural gas because the price of the gas in the contract with Republic was 
higher. Such a beneficial effect on the pipeline's cost structure was not 
inconsistent with the purposes of the Natural Gas Act. 

2. Transco 

The United States Supreme Court opinion in Transco can only be 
described as flawed and almost second-rate in its analysis. <66 The court 
majority chose to continue the distortions of the state ratable take programs 
handed down in the Northern Natural case. In this it was perhaps abetted by 
the Mississippi court's refusal to consider seriously the waste issue. 

65. 372 u. s. 104-105. 
66. Compare the Transco lack of reRard for Convessional intent and state 

concerns with the much more careful examination of Convessional intent and 
veater sensitivity to state issues in Pacific Gas and Electric Co. v. State 
EnerRY Resources Conservation & Development Commission. 461 U. S. 190. 
103 S. Ct. 1713. 75 L. Ed. 2d 752 (1983). See also the standards used to 
determine preemption in that case: A "conflict [with federal law] arises when 
'compliance with both federal and state reRulations is a physical 
impossibility.• Florida Lime & Avocado Growers. Inc. v. Paul. 373 U.S. 132. 
142-143. 83 S.Ct. 1210. 1217-1218. 10 L.Ed.2d 248 (1963). or where state 
law 'stands as an obstacle to the accomplishment and execution of the full 
purposes and objectives of Convess.' Hines v. Davidowitz. 312 U.S. 52. 
67. 61 S.Ct. 399. 404. 85 L.Ed. 581 (1941)." 
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By sleight of hand, the majority turned the court's prior upholding of a 
ratable take order and minimum price setting in Peerless into a negative. The 
majority referenced Peerless and said "the Court did not view the ratable
take rule as a permissible conservation measure. "<67 Of course the court had 
viewed it as a permissible conservation measure. Just because the earlier 
challenges had involved the Due Process and Equal Protection Clauses did not 
mean that ratable-take was not a conservation matter. It meant only that it 
had not been challenged on preemption grounds. But by making the statement 
the way it did, the court was indicating it was not taking ratable-take as a 
conservation measure. Quite clearly the earlier Supreme Court decisions did 
uphold ratable take on conservation grounds. 

Related to this point that the majority did not see a conservation 
purpose to the Mississippi order is the apparent misreading of the facts by 
the court majority and a misunderstanding of a statement of the Mississippi 
Supreme Court. The Mississippi Supreme Court early in its opinion had 
discussed drainage as a basis for litigation among parties within a field such 
as suits by lessors against their lessees for allowing drainage. The 
Mississippi court then added that this was the first time the Mississippi 
courts were asked to "consider Rule 48 or in any other context to grant 
relief against a purchaser of natural gas for drainage loss. "<68 The 
Mississippi court observed specifically that the Oil and Gas Board had in 
1964 entered an order for ratable take by a pipeline purchaser but that this 
had not reached the courts. The United States Supreme Court majority took 
this statement by the Mississippi court and then misstated it and stated a non 
sequitur. The majority opinion makes this curious statement: 

Rule 48 never before had been employed to require a pipeline 
actually to purchase noncontract gas; rather, its sole purpose 
appears to have been to prevent drainage, that is, to prevent a 
buyer from contracting with one seller and then draining a 
common pool of all its gas. 

The "rather" here makes no sense, because the second phrase restates 
the same thing the first phrase. Rule 48 had been employed before, and it had 
been employed in the same sense as the phrase after the "rather." I believe 
this misunderstanding must have been quite important in the deliberations or 
thinking of the justices because there was the belief at the court apparently 
that Mississippi was suddenly trying to change its legal requirements to the 
disadvantage of pipelines and gas consumers. This is clear from the 
observation in the dissent which refers to the majority's "implication . 

67. 88 L. Ed 2d 742, 87 0. & G. R. 561. 
68. 457 So. 2d 1306, 83 0. & G. R. 302. 
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that a midstream expansion in. the coverage justifies· pre-emption if the party 
to whom the rule is applied claims disappointed expectations . • . . 11<69 

There was no "midstream" change by the state. <70 There was a 
"midstream" change by the pipeline. Transco had been purchasing ratably 
from most or all of the people in the field in question. It then stopped 
purchasing ratably. It purchased ratably while it suited its purposes and then 
stopped when it was to its advantage to cease ratable purchase. If anyone had 
reliance, it was those who relied on the pipeline's behavior in taking from 
everyone on the same terms. 

Beyond these significant distortions, the court majority simply restated 
the holding in Northern Natural without reexamining its questionable 
propositions. The Northern Natural analysis was to the effect that 1) 
Congress had created a comprehensive regulatory scheme, and ratable take 
orders fell within the limits of that scheme rather than within the category 
of regulatory questions reserved for the states and 2) in the absence of 
ratable-take requirements purchasers would choose a different, and 
presumably less costly, purchasing pattern. Neither in Northern Natural nor in 
Transco did the Supreme Court indicate that there was any evidence of a 
Congressional intent to preempt the states' authority. No one suggested any 
such intention in 1938 when Congress passed the Natural Gas Act nor in 1950 
in Peerless. Indeed, even in Northern Natural, the Federal Power Commission 
had urged remand of the case to the state court to determine if the ratable 
take requirement would cause an inconsistency with the federal program. 

How, it must be asked, can one find Congressional preemption of a 
state program in the purchasing practices of the pipelines? You find 
Congressional intent in the Congress or in the regulatory agency to which 
Congress has delegated authority. You do not find intent to preempt in the 
actions of business entities. The only way in which ratable take requirements 
even arguably affect a federal program by an increase of the price of natural 
gas to consumers is the fact that take-or-pay exposure may lead temporarily 
to additional costs that might be passed through to consumers. There is not 
the slightest bit of evidence that I have seen that Congress intended the 

69. 88 L. Ed. 2d 752, 87 0. & G. R. 578. 
70. Surely the court was not unaware of the shortasre of eas that the interstate 

market had experienced for over a decade. The interstate pipelines had been 
buyinsr all the eas they could for fifteen years or so and there wasn't 
occasion for ratable take orders to be entered; drainasre from refusals of 
pipelines to take ratably simply had not a sipificant problem. Another way 
of lookinsr at it: there had been very few notable or unmanasreable instances 
of noncompliance with ratable take statutes until mid-1982. It is just wron~ 
to reeard the states as suddenly imposiq new prosrrams on the interstate 
pipelines to alleviate local concerns. 
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Natural Gas Act to encourage a particular scheme of contract practices for 
the pipelines. Nor for that matter has the FPC or the FERC ever told the 
pipelines to go out there and incur take-or-pay obligations. It has always been 
within the power of the pipelines not to incur take-or-pay clauses or to write 
contracts that excused them from take-or-pay liability when they comply with 
state law. Even assuming that Congress was aware of take-or-pay clauses as 
an industry practice, there has never been anything in federal law or a 
federal regulation that has prevented a pipeline from contracting with all 
producers in such a fashion that they take ratably. Take-or-pay contracts and 
ratable-take programs are not inconsistent. Had pipelines entered into 
contracts with a view to compliance with state ratable take/ common 
purchaser requirements, there is no doubt in my mind that the price of gas 
would have been lower, not higher. Any conflict between these state programs 
and the supposed federal goal of low price to consumers is entirely of the 
pipelines own making, not the states, not the FERC, not the Congress. 

A hypothetical example may well illustrate a further reason why the 
court's analysis is simply wrong. Let us say that the pipeline and the 
producer enter into an agreement where the producer promises to sell 100 
mcf of gas a day from well "A" which the producer will drill. The producer 
has no lease on the property and trespasses on the land and begins selling the 
gas after drilling an illegal well. The owner of the property gets an 
injunction and seeks damages from the producer and the pipeline. The pipeline 
asserts that state property law has been preempted by the NGA and the NGPA 
and it must be allowed to continue to take gas; stopping it from taking gas 
and paying damages for conversion would cause the price of gas to consumers 
to go up. Has there been preemption? Of course not. The pipeline can get gas 
by simple compliance with state property law and criminal law in the first 
place. Would anyone seriously argue that the NGA or NGPA countenance 
theft? It is only the failure to comply with the state law in the initiation of 
the contract in my conversion hypothetical that causes the alleged inconsistency 
with federal policies of low gas prices. So, too, with the ratable take and 
common purchaser statutes. As pointed out already, these statutes have been 
operative for many years. Virtually no contracts have been entered into 
without knowledge of them. The pipelines could enter their contracts with a 
provision that they will comply with state law and take ratably. They could 
off er the same contract to everyone in a gas field. <71 They could contract 

71. It should be stated that I do not think a pipeline should be required to 
purchase 1ras from a producer who refused a fair offer because the producer 
wanted to play the market. The pipeline that then relies on this and makes 
its arranaements around that refusal has probably fulfilled its requirements 
to take ratably. Likewise, the producer has had a fair opportunity to produce 
and receive its fair and equitable share of the production, and subsequent 
losses are attributable to his own decision. 
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for the same volume and at the same price as the contract that they enter 
with a single producer. The state law can be complied with and have no 
inconsistency with federal law. It is the pipeline's own actions in making the 
terms of the contracts that it makes that causes the supposed inconsistency, 
not any requirement of federal law. 

The fallacy of the Court's approach may also be seen in asking 
whether a pipeline could make a contract for the purchase of natural gas 
with a minor in the state of Texas or an interdict in the state of Louisiana 
or in violation of the Rule Against Perpetuities in Kansas. The answer to 
each is, of course, no. Such contracts may be invalid under state law. But if 
gas is important to the consuming states, why isn't this area of contract law 
preempted? Is tort compensation to people injured or killed by a pipeline 
explosion preempted merely because damages would increase the price of 
natural gas to consumers? There is no preemption in either case because 
there is no indication that Congress intended to preempt the states from 
exercising authority over contracts. Likewise, there is not the slightest 
indication anywhere that Congress had any intention whatsoever of preempting 
the states from protecting the correlative rights of owners in a common 
source of supply or from preventing waste. Indeed, the express words of the 
Natural Gas Act exempt "production" and "gathering" from coverage of the 
act. Until the Phillips case in 1954, the Supreme Court saw no intent in the 
Natural Gas Act to preempt ratable take and had specifically upheld such 
regulation. After Phillips they suddenly found price regulation and ratable 
take inconsistent. What had Congress done in the meantime? Nothing, of 
course; it was the Court itself which found preemptive intent. But where is 
the preemption? Congress has undertaken no program that regulates the 
property rights within a common source of supply. The FERC has no such 
program. Congress cannot really be said to have occupied the field. 

The Transco court confronted the fact that the well-head price control 
program no longer applied to the gas involved in the Mississippi litigation. In 
what I find to be an extraordinary statement, the court majority says the 
question is not whether FERC has power over the gas but whether Congress 
"intended to give the States the power it had denied FERC. "<72 My reading of 
the Constitution has been that the states possess whatever powers have not 
been taken from them by the Constitution or by the Congress. One simply 
does not ask whether Congress has conferred powers upon the states in this 
manner. A more proper way of stating the question would be to ask whether 
Congress has continued to occupy a field to the exclusion of the state. In a 
sense this is what the court then does respond to. 

72. 88 L. Ed. 2d 744, 87 0. & G. R. 565. 
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The majority state the Mississippi order "disturbs the uniformity of 
the federal scheme, since interstate pipelines will be forced to comply with 
varied state regulations of their purchasing practices. "<73 What is ·the 
uniform federal scheme? That is a complete mystery to me. I don't know of 
a uniform federal scheme on pipeline takes or pipeline contract provisions. 
The court majority add that "Mississippi's order would have the effect of 
increasing the ultimate price to consumers. "<74 This simply may be wrong, 
and even if it isn't, that is not the way to determine preemption. It has been 
entirely within the power of the pipelines to incur this liability or not. Even 
if incurred, the FERC can prevent this from being passed on to consumers. In 
many contracts today, especially for the higher-priced gas, there will be a 
"FERC out" clause so that the pipeline liability would not be incurred if the 
FERC doesn't ·allow it to be passed through. In the past, the court stated the 
aim of the Natural Gas Act was to prevent the consumers from being 
exploited by the monopoly power of the pipelines. <75 Now suddenly, the court 
identifies its purpose as "the federal goal of ensuring low prices most 
effectively • • • • "<76 

It seems to me that the position of the pipelines in Transco and 
Northwest Central, <77 the other case decided by the Supreme Court early in 
1986 on Northern Natural grounds, has been that take-or-pay contracts are an 
integral part of a comprehensive federal regulatory scheme. Yet in litigation 
around the country and in proceedings before the FERC, these and other 
pipelines have been arguing that that take-or-pay clauses are against public 
policy, that they are a violation of federal price controls or are otherwise 
unenforceable. <78 Again, what is the federal program that the state 
regulations violate? As far as I can deduce, the federal program the court 
seems to identify is merely an interest in low prices, and anything a state 
might do that might affect prices runs afoul of this "program." 

73. 88 L. Ed. 2d 745, 87 0. & G. R. 566. 
74. 88 L. Ed. 2d 745, 87 0. & G. R. 566. 
75. See Federal Power Commission v. Hope Natural Gas Co. 320 U. S. 591 at 610 

(1944): "to protect consumers arrainst exploitation at the hands of natural 
rras companies." In other words, the NGA had as its purpose federal control 
of the monopoly power of the interstate pipelines that had been free of 
repletion because of the Supreme Court decision in Missouri v. Kansas 
Natural Gas Co., 265 U. S. 298 (1924), not the control of monopsony power; 
the producinsr states had full power to replete monopsony practices and the 
NGA had preserved this replatory power. 

76. 88 L. Ed. 2d 745, 87 O. & G. R. 567. 
77. Northwest Central Pipeline Corp. v. State Corporation Commission, 106 S. Ct. 

1169, 89 L. Ed. 2d 289 (1986). 
78. See The Superior Oil Company v. Transco EneraY Company, 616 F. Supp. 98 

(W. D. La. 1985); Northwest Central Pipeline Corp. v. Mesa Petroleum Co., 
576 F. Supp. 1495 (D. Del. 1983) 
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Note, too, the FERC has the power to control take-or-pay and in fact 
has exercised it in the past. <79 It is easily within the power of the FERC to 
accommodate state ratable orders by merely providing that take-or-pay 
provisions will not be passed through in those circumstances when the take of 
the pipeline meets the ratable take requirements of the producing state agency 
or statutes and is at least at the total contract amount. To the extent that the 
FERC has allowed draining producers and draining pipelines to operate without 
regard to the state ratable take requirements, it has allowed the improper 
drainage of natural gas. You might even say it has allowed what amounts to 
theft. 

What the Court's decision has done is to elevate the purchaser's right 
in a product from a common source of supply above all other rights in that 
common source of supply. Isn't a landowner justified in believing he has had 
something stolen from him when he must stand by helplessly while the gas 
from beneath his property is drained away and the Supreme Court of the 
United States tells the landowner that the state may not employ the only 
effective measure that would prevent the drainage from going uncompensated? 
This is of course the true basis of the ratable take/ common purchaser 
statutes. The pipeline is getting the gas. The pipeline may be paying the 
producer through which the pipeline is causing the drainage, but the pipeline is 
taking it nonetheless. One might say that the appropriate route for the state 
to take is to look to the producer through whom the drainage is taking 
place. <8° Certainly field wide unitization is a possibility, but it is far more 
difficult to bring about than to require the pipeline not to cause inequitable 
drainage. And even with reservoir-wide unitization, there remains the problem 
of the pipeline that says it is only contracting with the operator and not with 
one or more of the nonoperating parties. 

There were four justices dissenting in Transco. They concluded, quite 
properly, that they "do not believe that Mississippi's ratable take rule invades 
the exclusive sphere of the NGA, conflicts with the NGPA's purpose of 

79. For a more complete discussion of recent FERC developments touchina upon 
take-or-pay iasues, aee Griaas, "Restructurina the Natural Gas Industry: Order 
No. 436 and Other Reaulatory Initiatives," 7 EnerRY L. J. 71 (1986). 

80. In a variety of circumstances this could be very unfair to that producer. For 
example, a requirement that a unit operator (call it unit "A") always 
compensate a party who is drained from another unit (unit "B") would be 
very harsh where the drainaare occurs because the operator of the adjacent 
unit has failed to undertake a well workover proaram that would have 
improved his recovery. Likewise it would be very harsh in auch 
circumstances to cut unit "A's" allowable to the same level as unit "B's" 
actual take to prevent drainaare. A requirement that a pipeline offer to take 
ratably from unit "B" would not force the pipeline to take anythiq from B 
where "B" is unwillina to brinar his production up to unit "A's" level. 
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decontrolling the wellhead price of high-cost gas, or runs afoul of the 
implicit free market policy of the dormant Commerce Clause. "<81 Justice 
Rehnquist's dissenting opinion follows the history of the Natural Gas Act and 
Natural Gas Policy Act. It observes that the ratable take order is consistent 
with free market determination of the wellhead price ( which was the purpose 
of the Natural Gas Policy Act) and is price neutral. The working of the 
ratable take order was not akin to a tax or subsidy, which the majority 
apparently considered it to be. <82 

B. Dormant Commerce Clause 

The second major challenge to the Mississippi ratable take order was 
on the grounds the order was a burden on interstate commerce. When state 
regulations have interfered with, or imposed a burden on, interstate 
commerce, they have been struck down on that ground. <83 Thus the Court has 

81. 88 L. ed. 2d 746, 87 0. & G. R. 568. 
82. One should note that the dissent distin&rUished the common pool orders from 

orders requiring ratable take from different pools: "A ratable-take rule 
applied to a convnon pool eliminates the inefficiencies associated with the 
perverse incentives of common ownership of a gas pool. It is different from 
a rule that would require any out-of-state pipeline that purchases gas from 
one in-state pool of gas to purchase equal amounts from every other in
state pool. This latter type of rule might well burden interstate commerce or 
violate the free market purpose of the NGPA." 88 L. Ed. 2d 752, 87 0. & G. 
R. 578. One must observe that the opinion in no way takes up the matter of 
priorities of takes as discussed below in the context of the Texas and 
Oklahoma ratable take requirements. In those contexts, the concern of the 
state is not protection of correlative rights but instead a concern for 
physical waste. Thus, I do not think that Justice Rehnquist's dissent speaks 
to those programs which were .not at all considered in the Mississippi 
litigation. 

83. This is commonly referred to as the "negative commerce clause doctrine." It 
goes back to Gibbons v. Ogden, 9 Wheat. 1 (1824) in which the Supreme 
Court struck down a grant of monopoly for the operation of steamboats in 
New York state waters. Recent cases applying the doctrine include Hughes 
v. Oklahoma, 441 U. S. 322 (1979) invalidating an Oklahoma act restricting 
the transportation and sale of minnows out of state, Philadelphia v. New 
Jersey, 437 U. S. 617 (1978) invalidating a New Jersey prohibition on the 
importation of waste into the state, and Pike v. Bruce Church, Inc., 397 U. 
S. 137 (1970), invalidating a cantaloupe packaging standard for Arizona 
grown melons that apparently had the purpose of giving Arizona fruit packers 
a competitive advantage over California packers or requiring the construction 
of packing facilities in Arizona. For contemporary discussion of the topic, 
see Eule, "Laying the Dormant Commerce Clause to Rest," 91 Yale L. J. 
425 (1982); Tarlock, "National Power, State Resource Sovereignty and 
Federalism in the l 980's: Scaling America's Magic Mountain," 32 Kan. L. 
Rev. 111,127-133 (1983); Skillern, "Constitutional and Statutory Issues of 
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struck down state statutes or ·programs which attempted to keep natural gas 
or oil within the state for consumption by state residents and businesses. An 
Oklahoma statute prohibiting the transportation of natural gas out of state 
was declared unconstitutional in West v. Kansas Natural Gas Company-<84 

The state had def ended the statute as a conservation measure, and the Court 
admitted the right of the state to control and prohibit waste, but it observed 
that the state's purpose was commercial in nature, not conservationist. 
Speaking for the Court, Mr. Justice McKenna stated: "the statute of 
Oklahoma recognizes it [gas] to be a subject of intrastate commerce, but 
seeks to prohibit it from being the subject of interstate commerce, and this 
is the purpose of its conservation. In other words, the purpose of its 
conservation is in a sense commercial,--the business welfare of the state, as 
coal might be, or timber .•.• To what consequences does such power tend? 
If one state has it, all states have it; embargo may be retaliated by embargo, 
and commerce will be halted at state lines. 11<85 In 1923 the Supreme Court 
invalidated for similar reasons a West Virginia statute which required of 
pipeline companies that they give West Virginia consumers a preferred right 
of purchase over consumers in other states. <86 

The Transco court did not rule on the issue of whether the Mississippi 
order imposed an impermissible burden on interstate commerce. This leaves 
open the possibility that a state could respond to the preemption ruling only to 
find that its statute and regulations are invalid as burdening interstate 
commerce. Thus, too, even if Congress were to completely deregulate the 
natural gas market the court might find this area of regulation off-limits to 
the states. 

Federalism in the Development of Eneray Resources," 17 Nat. Res. Law. 533, 
542-550 (1984); Note, "The Commerce Clause and Federalism: Implications for 
State Control of Natural Resources," 50 Geo. Wash. L. Rev. 601 (1982); and 
Reean, "The Supreme Court and State Protectionism: Makine Sense of the 
Dormant Commerce Clause," 84 Mich. L. Rev. 1091 (1986). 

84. 221 u. s. 229 (1911). 
85. 221 U. S. at 255. 
86. Pennsylvania v. West Virvinia, 262 U. S. 553 (1923). See also, Tenneco, Inc. 

v. Sutton, 530 F. Supp. 411 (M. D. La. 1981) strikine down a Louisiana 
statute eivine preferential treatment to Louisiana users and consumers of 
natural eas. This case also involves preemption of state authority by the 
Natural Gas Act and the Natural Gas Policy Act. 
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VII. The Impact of Transco: 
Current State Regulation 

A. Introduction 

I will not attempt to go over all the details of the current regulatory 
programs that may be affected by the Transco decision. There was a 
symposium at the University of Colorado in 1985 that went in depth over the 
state programs, and the proceedings of the seminar have been published in the 
University of Colorado Law Review. <87 Rather, what I will do is highlight 
some features that are of recent development and current interest. 

B. Kansas 

In addition to the developments in the litigation in Northwest Central 
case, there have been several orders from the Corporation Commission in 
recent months that are of interest. 

Two orders were issued concurrently on September 16, 1987. -An order 
of January 29, 1986 had placed a moratorium on the tolerance deadline until 
September 30, 1987 to file applications to reinstate underage cancelled 
between January 1, 1975 and September 30, 1984. Now, in Docket No. C-164 
the Corporation Commission has extended the moratorium for two years more, 
to December 31, 1989. This was based on a finding that the gas market is in 
a state of flux. New orders from the FERC now make it possible for the 
producers to take a more active role in marketing of their gas and more 
time is needed for the market environment to stabilize. 

The second order grew out of an application of Mesa requesting the 
Commission to amend the requirement that a well be in a net overproduced 
status before requesting reinstatement of cancelled underages. The 
requirement that wells be in a net overproduced status was made a part of 
the basic proration order in 1975, its purpose being to insure that the well 
was capable of producing the cancelled underages sought to be reinstated. The 
Corporation Commission granted the Mesa application to eliminate the 
requirement that a well must be in a net overproduced status before cancelled 
underages can be reinstated and to eliminate also a requirement that an 
application for the reinstatement of cancelled underages state that a purchaser 
is ready and willing to take the underages. This was based on its findings 
that a well's current status is not indicative of the well's ability to produce 
cancelled underages and that the recent changes in the gas market have made 

87. See "Symposium: Workshop on Natural Gas Prorationina and Ratable Take 
Rearulation," 57 Colo. L. Rev. 149 (1985) with articles on the prosrrams of 
Oklahoma, Texas, Wyomina, Kansas, Louisiana and New Mexico. 
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it burdensome and frequently impossible for the producer to state in advance 
that a purchaser is ready and willing to take the underages. 

The Corporation Commission has found that the September 16, 1987 
amendment will help to achieve the goals of · recent FERC orders ( 436, 451) 
as well as the 1983 amendments to Paragraph "p". 

C. Oklahoma 

Oklahoma has had two responses to the problems of the gas market 
bubble in which the legislature and the Corporation Commission have tried to 
prevent waste and protect correlative rights in the face of inequitable takes 
from Oklahoma oil and gas wells. The Commission issued a new ratable 
take order which has been struck down by a federal court relying on the 
Supreme Court decision in Transco. The second response has been legislation 
dealing with what I have described as Case I above. This act, known by its 
designation as House Bill 1221, has been recently upheld by the Oklahoma 
Supreme Court though certain of the Commission's regulations were 
invalidated by the court. <88 A third Oklahoma development to note is a case 
involving conversion of gas. 

1. Ratable Take/Priority Order and the !t!B Decision 

Prior to the issuance of the new ratable take order, Order No. 
281285, <89 the Oklahoma Corporation Commission sent clear signals about its 
intentions by filing a Notice of Inquiry and Motion to Consolidate Causes in 
response to numerous causes filed seeking ratable taking. Arguments were 
heard by a hearing panel which was to consider the issues of whether 
Oklahoma was preempted by the Commerce Clause from enforcing the ratable 
take provision of the Oklahoma statutes, and whether the Federal Energy 
Regulatory Commission has sole jurisdiction over the regulation of gas 
purchases by interstate pipelines under the Natural Gas Act and the Natural 
Gas Policy Act, thereby preempting Oklahoma from acting under its 
statutes. <90 On September 4, 1984 the panel issued its report recommending 
that the questions be answered in the negative, finding that Oklahoma was not 
preempted from enforcing ratable take from interstate pipelines. This was 
followed by the issuance of Order No. 281285 by the Commission which ruled 
the same way on the issues of the Commerce Clause burden and preemption. 

The Commission's analysis was similar to that of the Mississippi 
Supreme Court's in the Transco case. However, reference was made to 

88. Seal v. Corporation Commission, 725 P. 2d 278 (Ok. 1986). 
89. Issued in General Cause No. 28770, July 3, 1985. 
90. Corporation Commission Order No. 254451, February 27, 1984. 
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prevention of waste. The discussion of the subject was limited, but Exhibit C 
to the Order was Rule 1-305 of the Commission which is a "priority schedule 
for supply and demand imbalance." It is a regulatory program for hardship 
and distressed wells, enhanced recovery wells, and wells producing casinghead 
gas and associated gas and reflects the state's concern for the potential 
impact of such wells on ultimate recovery from a reservoir. Challenges to 
the Corporation Commission Order were filed almost immediately. 

On September 4, 1986 the United States District Court for the Western 
District of Oklahoma declared invalid the ratable take provision of the 
Oklahoma statute and the regulations of the Commission (Rule 1-305) insofar 
as they applied to an interstate pipeline. This was in a case styled ANR 
Pipeline Co. v. Corporation Commission of Oklahoma.<91 Although ~ 
Commission had originally relied on the common purchaser statute<92 for 
authority to issue Rule 1-305 it also asserted reliance on the conservation 
statute. <93 This did not matter, said the court. It still invaded the federal 
exclusive province. The court examined the provisions invalidated in Northern 
Natural and Transco and concluded: 

A comparison of the two regulations found unconstitutional, 
Kansas Statute 55- 703 and Mississippi's Rule 48, with 
Oklahoma's Section 240 and Rule 1-305, compels a determination 
that all three devices are intended to and do result in regulation 
of the taking of gas. They seek to prevent discrimination in 
favor of any one common source of supply as against another. 
Such regulation allows an individual state to skew the free 
market for gas. The federal policy is to allow the gas market 
price to be determined by the free flow of commerce on a 
national scale among the separate states. • . • Transco tells us 
in so many words that this is a subject matter in which 
Congress has determined a national policy, before which 
Oklahoma law must bow. <94 

The Corporation Commission is appealing the ruling in the AN R 
Pipeline case. 

91. 643 F. Supp. 419 (W. D. Ok. 1986). 
92. Section 240 of Title 52. 
93. Section 239 of Title 52. 
94. 643 F. Supp. 423-24. What the court misunderstood was that the NGPA's free 

market proRram was to remove federal wellhead price controls, not to free 
Ras from state conservation reRUlations. The ConRressional action was to 
partially overcome the disastrous effects of the Supreme Court's 1954 
Phillips decision. The NGPA did not speak to the problems of state 
reRUlation of natural Ras any more than removal of federal price controls on 
oil pertained to atate reRUlation of oil production. 
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Subsequent to the AN R Pipeline decision, the C.Orporation C.Ommission 
has amended Rule 2-331 regarding "Permitted Production of Unallocated Gas 
Wells." The thrust of this amendment is to reduce the allow ables for 
unallocated wells from 50% of the absolute open flow potential to 25% of the 
potential in excess of 2,000 mcf per day, though there will remain a minimum 
gross daily allowable of 1000 mcf per day. <95 The revised regulations also 
provide an incentive for deep wells. The regulations are in litigation. 

2. House BIii 1221 and the Seal Decision 

Oklahoma's House Bill 1221, enacted in May, 1983, makes operators 
responsible to all parties in a unit. <96 The Act is directed towards producers 
rather than purchasers and towards co-owners within a single well as 
opposed to owners of interests between wells in a common source of supply. 
It entitles each owner to share ratably in the revenues generated by the sale 
of production and creates a type of cotenancy property interest in such 
proceeds. 

The Act is intended to protect "the rights and correlative rights of all 
interest owners of natural gas wells and wells producing casinghead gas and 
to afford all such owners an equal opportunity to extract their fair share of 
gas and to sell and be paid in proportion to their interest therein." The Act is 
further expressly intended "to protect such owners against discrimination in 
purchases in favor of one owner as against another. "<97 Whenever a well is 
placed into production, all owners are entitled to share ratably in the revenues 
from the sale of production. The operator of the unit area must off er each 
owner of the well an election, prior to the date of first production, whereby 
the operator seeks to market that owner's ratable share of production or a 
designated portion of the production. In the event the owner so elects, the 
operator must seek to market the owner's share at the best price and terms 
available in the area but not at a price or terms less favorable than those 
received by the operator. Each electing owner has 30 days in which to reject 
the offer; failure to reject is deemed an acceptance. If no offer to purchase 
is secured within 120 days of an election the owner may rescind the election 
in writing. If an owner does not exercise the election, the owner is not 
obligated to deliver his ratable share for sale nor is the operator obligated to 

95. A reduction to 25,r. was made briefly in 1983 but rescinded. On this and the 
differences between allocated and unallocated pools see Allison, "The 
Prorationine of Natural Gas in Oklahoma," 57 Colo. L. Rev. 169, 176-79 
(1985). 

96. Codified at 52 Okl. Stat. Ann. §§ 541-547. 
97. 1983 Okla. Seas. Laws, 1172-73. The summary eiven here follows the 

summary by the Oklahoma Supreme Court in the h!! decision, 725 P. 2d 
284-85. 
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market such share. Each owner retains the right to receive the price agreed 
upon by contract and to take his share of production in kind or separately 
dispose of his share. 

If an electing owner receives a contract for sale of only his portion of 
production, the other electing owners having no contract are entitled to share 
ratably in the revenue from the contract to the extent of their net revenue 
interest. Each electing owner receiving a contract to sell must give written 
notice to all other net revenue owners without a contract for the purchase of 
their share. 

The Act provides that the amount of gas produced daily from a well is 
owned by each owner in the well in proportion to each owner's interest in the 
well, irrespective who actually produces the gas. Each owner producing and 
selling or disposing of gas separately must account to the other owners not 
selling or otherwise disposing of gas and compensate them for their 
proportionate part of the gas disposed of or sold. 

Distribution of revenue from the sale of production must be made 
pursuant to the terms of the Act. Any owner receiving revenues directly from 
the purchaser must forward the same to the party responsible for distribution 
under the terms of the Act. The Act directs that it shall not be construed as 
setting or restricting the price, terms or conditions under which a purchaser 
takes the production of a well, as requiring any purchaser to connect any 
well that it is not already obligated to connect, or as altering or changing the 
legal definitions of common purchaser and common carrier. 

In effect, the Act provides for immediate balancing of all proceeds of 
production from a single gas well from the date of first production on and 
after the effective date of the Act. It gives the right of ownership of 
interests in a gas well ratably to each co-owner in the proceeds generated by 
a well's production as of the moment the gas is reduced to possession 
consistent with the rule of capture. 

The Supreme Court of Oklahoma found the purpose of the Act to be a 
proper function of the legislature under the police power of the state to 
protect correlative rights. <98 It did not off end due process nor impair the 

98. There was dispute over the meaninR of "correlative riRhts" within the context 
of owners within the same well as opposed to owners with different wells 
in the common source of supply. The Oklahoma Court concluded that the 
concept of correlative riRhts was broad enouRh to justify the exercise of the 
police power in these circumstances. 725 P. 2d 287-88. The Court here is 
certainly correct: it was the riRht to produce from the common source that 
the leRislature and Commission pooled, and without the pooliDR havinR taken 
place, the owners would each have had correlative riRhts in producinR from 
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obligation of contract. Certain of the rules of the Corporation Commission 
implementing the Act were found to be beyond the authority of the Act, but 
this did not disturb the general operation of the statutory and regulatory 
scheme. 

3. The I!!!, Decision: Conversion by Purchaser with Notice 

The third significant development in Oklahoma having a bearing on the 
topic of this paper is a decision that has yet to be published officially. It is 
potentially the most significant of all the responses that might be taken to the 
Transco decision. It is the decision of the Oklahoma Supreme Court in Teel 
v. Public Service Company of Oklahoma.<99 --

This was a case brought by the owner of a half-interest in a working 
interest in five wells in a common source of supply in an Oklahoma county. 
Defendants Public Service Company of Oklahoma and Transok Pipeline bought 
gas from the operators of the wells who were cotenants under an operating 
agreement with Teel. Under the operating agreement Teel had the right but 
not the duty to take his gas in kind. The action was for an accounting and 
for determination of leasehold rights against the operators and the purchasers 
and was amended to allege conversion if the gas remaining in the wells was 
insufficient to compensate or balance for the gas already taken. The case 
against the operators was settled. The trial court made an accounting based 
on the contract price which he found to be identical to the fair market value 
of the gas. After an award to Teel, he appealed the trial court's finding the 
fair market value was the price received by the operator and the refusal of 
the trial court to find the purchasers converted his gas and that they were 
unjustly enriched. On the appeal the Oklahoma Supreme Court ruled that a 
pipeline purchaser who buys gas from a cotenant/operator with notice that the 
operator lacks authority to dispos~ of all the aas becomes a converter. After 
Teel revoked the authority of the operators to dispose of his share of gas 
and the purchaser became aware of this, the purchaser became a converter. 
The court remanded for consideration by the trial court of the fair market 
value of the aas. 

Will this case be followed in other jurisdictions? Will it be limited to 
the circumstances here where there was a cotenancy between Teel and the 
operators founded on an agreement and not simply on a forced pooling? 

the pool. Havinsr taken away that risrht to produce by pooline, the 
lesrislature certainly has power and even the responsibility to effectuate its 
protection. 

99. 57 Ok. Bar. J. 30 (Ok. 1985). 
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D. Texas 

In recent months the Texas Railroad Commission has promulgated new 
regulations pertaining to gas prorationing and ratable take requirements. The 
Commission asserts these are not inconsistent with the Supreme Court's 
standards in Transco though they make no distinction between intrastate and 
interstate pipeline-purchasers. 

Texas sets allowables on a field-by-field basis looking to the delivery 
capacity of a well and to nominations for takes by purchasers. Unlike several 
of the other producing states, Texas's requirements are not limited to 
determination with respect to each reservoir, and under the Common 
Purchaser Act the Commission has authority to compel a common purchaser 
pipeline company to purchase gas produced from a reservoir from which the 
company is taking no gas. <lOO Each purchaser's nominations must constitute a 
ratable share of the purchaser's market demand for its entire system.<101 

Rule 30( f) on "Gas Nominations Required" provides in part: 

Nominations for a field by an initial nominator shall not exceed 
the deliverability available to that nominator from that field. The 
initial nominator shall, within a pipeline system, ratably 
apportion without unjust or unreasonable discrimination its 
nominations among the various field from which it purchases 
gas. The nomination for each field shall be a consistent 
percentage of the total deliverability of all gas wells and the 
total gas limits of all oil wells from which it purchases from 
all fields on its pipeline system or the apportionment that the 
nominator can demonstrate will not result in unjust or 
unreasonable discrimination.< 102 

The nominator must comply· with a priority schedule with first priority 
given to casinghead gas from tertiary and secondary recovery projects, second 
priority to special allowable wells so designated for the necessity of 
preventing waste, third priority to the remainder of casinghead gas so that 
gas produced in association with oil production will not be wastefully vented 
and oil production shall not be unnecessarily curtailed and to gas from landfill 
or sewage process, fourth priority is to a category of wells classified on the 

100. See Railroad Commission v. Rio Grande Valley Gas Company, 405 S. W. 2d 
304, 24 0. & G. R. 818 (Tex. 1966). 

101. See arenerally Anderson, "The Texas Approach to Gas Proration and Ratable 
Take," 57 Colo. L. Rev. 199 (1986), and Note, "Natural Gas Rearulation and 
Vested Property Interests: Ratable Takinar, Proration Standards, and Fieldwide 
Civil Liability," 62 Tex. L. Rev. 691 (1983). 

102. 12 Tex. Rear. 538-39 (February 17, 1987) codified at 16 TAC §3.30(f). 
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basis of their gas-oil ratio, fifth priority is to gas from administrative 
special allowable wells and sixth is to the remainder of gas well gas. <l03 

Rule 34 of the Railroad Commission governs ratable take. It operates 
on both well operators and on purchasers thus providing for both ratable 
production and ratable take. Subsection ( c) provides in part that in making 
purchases and accepting deliveries between fields, "a first purchaser of 
natural gas that purchases and accepts delivery of gas from more than one 
field on its same pipeline system must accept from each field a consistent 
percentage of the portion of the aggregate deliverability and total gas limits 
that it is entitled to purchase from all wells from which it purchases on its 
pipeline system, unless the purchaser can demonstrate a just and reasonable 
basis for discriminating between fields."< 104 Subsections (d), (e), and (f) 
regulate the priority of takes. The schedule of priorities under subsection (f) 
tracks the priorities under the rule for priority of nominations. The rule was 
initially adopted on an emergency basis. <105 The final Rule 34 (f) provides: 

First purchasers of gas shall satisfy their pipeline system 
demand for gas by purchasing and accepting delivery of gas 
from the following priority categories in ascending numerical 
order. Lower priority category gas is gas from a higher 
numerical category. A first purchaser shall not within its 
pipeline system curtail gas from a priority category if the 
purchaser is purchasing and accepting delivery of lower priority 
category gas as a first purchaser on its same pipeline system. A 
first purchaser's purchases and acceptance of delivery of first, 
second, or third priority category gas under an obligation to 
purchase and accept delivery from the tailgate of a plant 
processing gas to extract liquids, or from a gathering system 
that purchases from wells and is required by contract or by its 
physical connections to sell its gas entirely to the purchaser, 
whether or not these purchases are made as a first purchaser, 
shall not be curtailed if the first purchaser is purchasing and 
accepting delivery of lower priority category gas as a first 
purchaser on its same pipeline system. If curtailed, the 
curtailment must be ratable with like priority category gas 

103. 12 Tex. Re2. 539 (February 17, 1987) codified at 16 TAC §3.30(f)(l-6). 
104. 12 Tex. Re2. 539 (February 17, 1987) codified at 16 TAC §3.34(c). 
105. 11 Tex. Re2. 4270 (October 14, 1986); 11 Tex. Re2. 4613 (November 11, 

1986); effectiveness renewed for a 60-day periods 12 Tex. Re2. 455 
(February 10, 1987), 12 Tex. Re2. 1117 (April 7, 1987), 12 Tex. Re2. 2536 
(AU2USt 7, 1987). 

E-46 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
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which the first purchaser is purchasing and accepting delivery of 
from wells on its same pipeline system." <l06 

In promulgating the new Rule 34, the Railroad Commission took care to 
distinguish its statutes and regulations from those struck down in Transco 
and Northern Natural. Responding to commenters who had questioned the 
authority of the Commission, it stated: 

Operators are required to produce ratably and in compliance 
with priority categories and are forbidden to produce in excess 
of market demand. Because production is dictated by a pipeline's 
capacity and market demand, the section addresses itself to an 
integrated system in which the production and purchasing of 
natural gas are inextricable elements, regulation of which 
achieves the state's legitimate conservation goals. The regulatory 
requirement of ratable purchasing of gas by first purchasers 
under this section is a necessary incident of the exercise of the 
commission's authority to prevent waste (including production in 
excess of market demand), to protect correlative rights, to 
prevent discrimination, and to conserve the natural resources of 
this state through ratable production. Thus, the section avoids 
placing the sole enforcement burden on purchasers, a burden 
which the court found violative of the comprehensive federal 
regulatory scheme in Northern Natural and Transco. 

That the section requires ratable production and purchases to be 
based on actual market demand additionally distinguishes this 
section from the state rules struck down in Northern Natural 
and Transco. Once market demand is determined, the ratable 
production/purchase requirement imposes no greater quantity 
requirement on a pipeline than it would incur absent the rule. 
The rule thus does not interfere with any pipeline's purchasing 
practices in violation of the NGA and the NGPA. <107 

I find the Texas position persuasive, but that is not surprising since I 
believe that both Northern Natural and Transco are wrongly decided. It will 
be interesting to see what position the FERC would take in litigation 
regarding the Texas program because in oral argument before the Supreme 
Court in Transco the FERC Solicitor told Justice O'Connor, in response to a 

106. 12 Tex. Ree. 2860-2861 (Aueust 25, 1987). This is the result of an 
amendment. Earlier versions are at 12 Tex. Ree. 540 (February 10, 1987) and 
12 Tex. Ree. 1117 (April 7, 1987). The 6 priorities are aet forth in the 
reviaed Rule 34 at 3.34(f)(l-6). 

107. 12 Tex. Ree. 537 (February 17, 1987). 
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question of what could the states do to protect their interests, that the states 
could use a market-demand-based nomination system, citing the Texas system 
as an example. <108 

In the October 6, 1987 issue of the Texas Register, the Railroad 
Commission has proposed an amendment to the regulations for allowables. 
This was done in response to a rulemaking petition filed by the Texas 
Independent Producers and Royalty Owners Association. Under it, 
overproduction of gas would have to be made up more quickly while 
restrictions on carrying forward underproduction of gas into future balancing 
periods would be eased. 

E. Louisiana 

The Louisiana common purchaser/ratable take statute was passed in 
1918, long before the provisions of the law dealing with pooling and the 
establishment of well allowables. Its purpose is primarily to protect 
producers from monopolistic pipelines. <109 It provides that "whenever the full 
production from any common source of supply of natural gas is in excess of 
the market demand, then any person having the right to produce gas from the 
common source of supply, may take therefrom on such proportion of the 
natural gas that may be marketed without waste, as the natural flow of the 
well or wells owned or controlled by the person bears to the total natural 
flow of the common source of supply having due regard to the acreage 
drained by each well, so as to prevent the person from securing an unfair 
proportion of the gas therefrom."<110 The Commissioner of Conservation 
may by proper order, permit the taking of a greater amount whenever he 
deems it reasonable or equitable. The statute defines a common purchaser as 
"every person, engaged in the business of purchasing and selling natural gas 
in this state. "<111 It requires each common purchaser to "purchase all of the 
natural gas which may be offered· for sale which may be brought in pipes and 
connecting lines by the owner or proposed seller to its trunk lines, at the 
sellers' expense, or to its gathering lines, without discrimination in favor of 
any one source of supply as against another . • . • "< 112 

108. See Anderson, "The Texas Approach to Gas Proration and Ratable Take," 57 
Colo. L. Rev. 199 at 212, fn. 67 (1986). 

109. On the backlrf'ound of the convnon purchaser statute, see Moosa and Saloom, 
"The Oil and Gas Conservation Movement in Louisiana," 16 Tul. L. Rev. 199, 
212-13 (1942). A 1906 statute makin~ pipelines convnon carriers had been 
ineffective. 

110. La. R. S. 30: 41. 
111. La. R. S. 30: 42. 
112. La. R. S. 30: 42. 
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Only one case has been reported attempting to apply the common 
purchaser statute, State v. Arkansas Louisiana Gas Company.<113 Arkansas
Louisiana Gas was convicted of violating the Common Purchaser Law by its 
having paid only $.05 per mcf to one royalty owner and her lessee while 
paying several others (oil companies) some $.11 per mcf for 1as from the 
same reservoir. The Louisiana Supreme Court reversed the conviction on the 
ground that the reference in the statute to purchasing without "discrimination" 
did not mean price. In the words of the Court: 

It is manifest that the statute was obviously drawn to prohibit 
discrimination solely in the matter of quantity, to prevent unfair, 
discriminatory and inequitable abuses in the distribution of 
natural gas, not as to prices to be paid, but solely to give 
security to producers in that they would all stand on an equal 
footing insofar as access to a market through pipeline facilities 
would be made available. The statute sought to alleviate and 
prevent the abuses whereby some producers were favored as 
against others, some afforded markets, others ignored, and, by 
the process of prorating among producers, assured them that no 
one would sell more than the other in a given zone. <114 

Reliance on the ratable take/ common purchaser statute was ruled out in 
recent years as an effective way of dealing with the problems because of the 
certainty that application of the Act would only lead to lengthy litigation and 
the likely intervention of the Federal Energy Regulatory Commission. The 
result of such reliance would have been that a viable solution to the problems 
would only be put off for years to come. The Commissioner of Conservation 
at the time ( the author) proposed a statewide order in January, 1983 and held 
a public hearing on it on March 23, 1983. Labelled "Proposed Statewide Order 
29-Q," the order would have provided for inclusion in each order for the 
unitization of separately owned tracts of land a paragraph providing that the 
operator of the unit would have the authority and duty to sell, or otherwise 
account for, all production from the unit well unless within ninety days from 
the date of the order or the date of first production from the unit well, 
whichever was later. Any owner wishing to take or sell the production 
attributable to his interest would have had the right to file with the 
Commissioner a declaration of his intent to assume all responsibility for such 
production after well costs had been accounted for. All existing orders 
establishing units would have been amended to include the same paragraph, 
except that April 1, 1983 would have been the date for beginning the ninety 
day period. The order would have required the operator to adhere to the 

113. 227 La. 179, 78 So. 2d 825 (1955). 
114. 78 So. 2d 828-29. 
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Martin: Gas Production Regulation After Transco 

standard of a reasonably prudent operator in carrying out the terms of the 
order. 

Although some small interest owners applauded the proposal for 29-Q, 
the industry as a whole was very unfavorable at the March 23 hearing and in 
comments submitted thereafter. Instead of issuing 29-Q, · the C:Ommissioner 
proceeded on a case by case basis in several administrative proceedings. <115 

In administrative proceedings in recent months the C:Ommissioner of 
C,onservation has taken the position that production from a unit well belongs 
to all who have been pooled in the unit, and the unit operator has a duty to 
account to the nonoperators. Normally, it would appear that this accounting 
must be on the basis of the price received by the selling party. A case 
upholding the C,ommissioner's position was reversed on appeal.<116 The 
matter was remanded for reconsideration on the basis that the court concluded 
that the defendant C,ommissioner had authority to partition co-owned gas 
produced from a compulsory unit and to order balancing. 

An Act of the legislature passed in 1984 provides that the unit- operator 
must account to an unleased landowner within the unit for his share of 
production from the sale of the unit production.<117 This Act refers only to 
unleased landowners. It does not indicate that prior to this provision there 
was no such duty to account to unleased landowners or to others. 

115. These are discussed in detail in Martin, "The Bstablishment of Allowables 
for Production of Gas in Louisiana," 57 Colo. L. Rev. 267, 284-299 (1985). 

116. Amoco Production Company v. Thompson, Chevron U. S. A. v. Thompson, Dkt. 
Nos. CA860190, CA861316C, and CA861317C, La. App., 1st Cir (September 17, 
1987). 

117. Act 345 of the Louisiana lesrislature was approved on July 2, 1984 by the 
Governor. It amends Title 30 Section 10 A to provide: "(3) If there is 
included in any unit created by the commissioner of conservation one or 
more unleased interests for which the partY or parties entitled to market 
production therefrom have not made arransrements to separately dispose of 
the share of such production attributable to such tract, and the unity [sic] 
operator proceeds with the sale of unit production, then the unit operator 
shall pay to such partY or parties such tract's pro rata share of the 
proceeds of the sale within one hundred eisrhty days of such sale." 
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VIII. The Relation of Orders 436, 500 

At first appearance, one might think that Order 436 and its successor 
Order 500 would offer potential relief to the problems which I have 
described. It holds out the possibility an owner of gas would not have to look 
to the pipeline in the field as purchaser and instead could look for a broader 
range of buyers and then get the pipeline in the field to provide the 
transportation service. On closer examination, that potential turns out to be 
largely illusory, though the order may in fact help some of the fairly large 
independent producers. 

The consumers likely to buy gas directly and "reserve" transportation 
capacity on a pipeline are going to want dependable sources that have 
sufficient quantities of gas to make it worth their while to enter into 
individual contracts. A small producer with maybe 15% of a unit here, a half 
interest in a 40 acre lease over there, and who is operator in yet another 
well (along with 16 other wells into the same reservoir) simply is not going 
to be of much interest to a major gas distributor 400 to 1500 miles ~way. 
That producer is simply at the mercy of too many factors beyond his own 
control. He cannot off er a dependable supply. The mechanisms for booking 
capacity on a pipeline appear to me beyond anything a small producer can 
manage. 

Perhaps brokers will somehow be able to arrange sales for small 
producers. Perhaps large consumers of gas will come into a gas field and do 
the honorable thing and buy gas from all parties on a fair and equitable basis 
and take from all of them ratably. One can always hope that such things will 
come to pass. But don't try to get a loan from the bank on such hopes. Don't 
count on getting your gas sold that way. 

Will the consumers of gas be subject to ratable take/ common 
purchaser requirements when they come into a gas field and purchase directly 
from producers? Will middlemen be subject to those state requirements? They 
are not under federal jurisdiction. But the pipeline through which the gas 
would move is, and the Northern Natural/Transco rationale is broad enough 
for the federal courts to find state regulation preempted. If one uses the 
reading of Transco rendered by the district judge in the AN R Pipeline 
decision, there is a national policy of freedom from regulation by the states, 
and virtually all regulation by a state that might affect that national gas 
market is prohibited by federal policy. To put it another way, a court can 
say that Order 436's market freedom is now the comprehensive federal 
policy and program that preempts the state regulatory programs because those 
state programs might impede the operation of the program. And one can still 

E-51 



I Martin: Gas Production Reaulation After Transco 

I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

fall back on the state program as constituting a burden on interstate 
commerce.< 118 

IX. Possible Responses 
A. Congress 

It should be brought out that there is no application of preemption if 
Congress does not want preemption to apply. In the Natural Gas Policy Act, 
the Congress authorized the states to regulate the maximum price of natural 
gas so long as it did not exceed the maximum lawful price under Title I of 
the Natural Gas Policy Act.<119 The House and Senate Reports on the NGPA 
state that the Congress was "ceding its authority under the commerce clause 
of the Constitution to regulate prices for such production to affected 
states. n<l20 Thus when challenge was made to the Kansas statute<121 
regulating the maximum wellhead price for Kansas gas under gas purchase 
contracts, the Commerce Clause and Federal preemption of the price were not 
issues. <122 

One could suggest that producing states and affected owners of 
interests in oil and gas could go to their representatives and seek legislation 
making it clear that state ratable take/common purchaser programs are not 
preempted by federal law. At the same time you might as well ask for 
repeal of the federal income tax. Both might be nice, but neither one is going 
to happen. 

118. To some extent I would have to avee that the state .proerams in such 
circumstances could pose a burden if improperly applied. For example, 
consider the field in which producer "A" has 85~ of the acreage and 
producer "B" has 15~. "A" sells 10~ of his Ras to Pipeline P. "B" is 
fortunate enoURh to have a distribution company avee to pick up all his 
Ras. Then "P'' and "A" terminate their relationship. It will be pretty tough on 
several parties if the distribution company Dow has to take all of "A's" gas 
or drop down to only 15~ of "B's" aaa under ratable take requirements. That 
prospect alone may make it unlikely that buyers will ao into small 
percentage purchases in producing states. In such circumstances, a state 
agency may very well find that "A" has -other means of arranging a sale or 
may otherwise assert appropriate Rl'Ounds for not entering an enforcement 
order. The mere prospect of problems is DO reason to invalidate such 
provams as potentially impoainR a burden on interstate commerce. 

119. NGPA Sec. 602. 
120. H. R. Conf. Rep. No. 95-1752, p.125 (1978); S. Conf. Rep. No. 95-1126, p. 

125 (1978). 
121. Kansas Natural Gas Price Protection Act (1979), Kan. Stat. Ann. §§ 55-

1401 to 55-1415. 
122. Energy Reserves Group, Inc. v. Kansas Power and Light Company, 103 S. Ct. 

697 , 76 0. & G. R. 593 (1983). 
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B.FERC 
One could ask the FERC to provide for ratable takes in the state of 

production. The FERC will tell you it has no such jurisdiction ( except with 
respect to transactions between pipelines and their affiliated producers) nor 
the ability to oversee such a program. 

C. At the State Level 

One option available under current law is for a state conservation 
agency to cut off all allowables for a reservoir until it can make a finding 
that all owners will have a fair and reasonable opportunity to receive their 
just and equitable share of production. A pipeline then could take no gas at all 
until it was clear that everyone's gas would be taken. This suggestion will 
not work, however, because it would make pipelines very happy in a time of 
market surplus (their takes would further diminish and they might well have 
a force majeure defense on take-or-pay claims) and would make very 
unhappy more producers than those who are made happy by the stopping of 
production. Moreover, it would cause waste in some reservoirs. 

A realistic possibility for some relief for some owners of interests in 
oil and gas in some states is legislation along the lines of Oklahoma's H. B. 
1221 discussed above or the Louisiana legislation for assistance to uni eased 
landowners. The problem with such legislation, however, is that it only 
alleviates the problems of the owners in the single well unit. It does not deal 
with drainage across unit lines. And I would not be surprised to see some 
further challenges to this type of regulation on the grounds that it, too, is 
preempted by federal law for it may have an impact on the contract between 
the operator and the interstate pipeline. 

Fieldwide unitization would be a desirable method of alleviating 
problems also. However, such unitization is usually feasible only after a field 
has been pretty well developed; negotiation of a comprehensive field wide 
agreement may take years, and the ability to reach agreement may in fact be 
impeded by the inability of the state to require purchasers of gas to take 
ratably. That is, some parties with a gas contract may be unwilling to enter 
into a fieldwide unitization where they must join with parties who have no 
contract. 

One might consider the possibility of a tort for violation of the 
correlative rights of a party. In Texas or Louisiana, for example, one who 
intentionally or negligently interferes with or impedes the right to produce or 
causes loss will be liable to that other person. Thus, a producer who causes 
a well blowout that results in drainage of the neighbor's oil and eas will be 
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liable for that drainage even though there would have been no liability if that 
oil or gas had been produced in the normal course of business.< 123 A person 
who deliberately vents gas or allows air into a reservoir may cause harm and 
be held liable even though no liability would have attached to normal 
operations. <124 A pipeline which refuses to take ratably is taking away the 
ability of the drained owner to enjoy his fair share of the 1as of his 
property just as much as a blowout would. I suspect that it will be argued 
that this is 1oing beyond present law which does not attach liability for non
negligent or unintentional harm. <125 Perhaps producing states should consider 
legislation more clearly recognizing correlative rights as property rights and 
making it conversion to draw on those correlative rights without compensation 
in circumstances where the owner of a right in oil or gas cannot take 
effective steps to prevent drainage. 

Producers and landowners and royalty owners suffering from drainage 
caused by nonratable takes might also consider antitrust litigation or litigation 
under state unfair trade practices legislation. There has been a growth in 
recent months of this sort of litigation, and I suspect that the developments 
will be quite interesting. Where a pipeline and producer are able to drain all 
the small interest owners in a field and take their gas without compensation, 
I believe that there may be circumstances which could lead a judge and jury 
to conclude there has been a combination in restraint of trade. 

X. Conclusion 
In the Transco decision, the Supreme Court made a serious 

misjudgment about the appropriate roles of state and federal 1overnments in 
the regulation of the production of natural gas. The Court has the opportunity 
to correct the error in the Northwest Central case by reversing or limiting 
Transco. But if the Court should reverse the Kansas Supreme Court, it will 
seriously impair the ability of producing states to prevent waste and to 
protect correlative rights. A half-century or more of state regulation could be 
rendered ineffective. 

123. See Eliff v. Texon Drillinsr Co •• 146 Tex. 575. 210 S. W. 2d 558 (1948). 
124. See La. R. S. 31:10; Hiaains Oil & Fuel Co. v. Guaranty Oil Co •• 145 La. 

233. 82 So. 206 (1919). 
125. See H. Williams & C. Meyers. 1 Oil and Gas Law §§204.7: 217 (1985). 

E-54 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

I. 

POTENTIAL LESSOR AND LESSEE DISPUTES 
UNDER THE NEW REGULATORY REGIME 

By Dale M. Stucky and Gregory J. Stucky 
Fleeson, Gooing, Coulson & Kitch 

Wichita, Kansas 

THE PAST AS PROLOGUE: SIGNIFICANT JUDICIAL DECISIONS 
RELATING TO TBE BUGOTON FIELD AND THEIR POSSIBLE APPLICATION 
IN TBE FUTURE: 

A. THE APPROPRIATE METHOD FOR COMPUTATION OF ROYALTIES: 

1. Royalty owner's entitlement to proceeds from the 
sale of liguids under a gas royalty clause. 

There are three types of gas royalty clauses prevalent 
in Kansas leases: (1) the "proceeds" clause, which 
provides for royalty computed with reference to 
"proceeds", (2) the "Waechter" clause, which provides 
for royalty computed with reference to "proceeds if 
sold at the well, and market value, if sold off the 
leased premises": and (3) the "market value" clause, 
which provides for royalty computed on the "market 
value" of gas or a term of equivalent import. See, 
Lightcap v. Mobil Oil Corporation, 221 Kan. 448-;--s62 
P.2d 1 (1977). As with all questions relating to the 
contractual obligations of the parties under an oil and 
gas lease, the correct starting point is the language 
of the lease itself. Id. The answer to the royalty 
owner's entitlement toproceeds from the sale of 
liquids may depend, to a great extent, on the language 
of the royalty clause. 

a. Proceeds Leases. In Matzen v. Hugoton 
Production Co., 182 Kan. 456, 321 P.2d 576 (1958), 
the lease language under scrutiny provided for 
royalty on the basis of "one-eighth of the 
proceeds from the sale of the gas, as such, for 
gas from wells where gas only is found." The 
lessee produced the gas, made certain sales from 
the pipeline that delivered the gas to lessee's 
processing plant, processed the remainder of the 
gas at the plant for liquid sales, and sold the 
residue gas at the tailgate of the plant. The 
lessee had computed its royalty obligations on the 
basis of the minimum price order of the Kansas 
Corporation Commission, but received a greater 
price under each of the sales transactions. The 
Kansas Supreme Court found that the lessee had 
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breached the lease. The Court turned to the clear 
language of the royalty clause and stated: 

[The) royalty obligation was fixed 
wherever the sale of the gas 
occurred and regardless of its 
character, viz. natural, processed 
or liquids hydrocarbons: all 
produced aggregate proceeds in 
which the plaintiffs were entitled 
to participate. 

Id. at 462-463. 

The Court did not address the question of whether 
or not the lessee was entitled to deduct any 
expenses in connection with the marketing of the 
gas because that question had not been raised. 
Instead, the question before the Court was what 
expenses could be deducted. The Court permitted 
deduction from those "aggregate" or "gross" 
proceeds "reasonable expenses relating directly to 
the costs and charges of gathering, processing and 
marketing gas." Id. at 463. 

Query: Should the lessee be permitted to deduct 
from its "proceeds," for purposes of computation 
of its royalty obligation, reasonable expenses in 
connection with the gathering, processing and 
marketing gas? If the royalty clause does not 
provide for the "proceeds" or "value" to be 
determined "at the well," should the lessee be 
entitled to deduct any expenses? See Id. at 467. 
(Fatzer, J., concurring). - -

b. Waechter Leases. The factual situation in 
Waechter v. Amoco Production Co., 217 Kan. 489, 
537 P.2d 228 (1975), places the issue of the 
lessee's obligation under the royalty clause in 
context. In that case, the lessee sold the gas at 
the wellhead to a pipeline company, which 
transported the gas to a processing plant owned by 
the lessee, at which point the pipeline company 
redelivered the gas to the lessee, which processed 
the gas, and then redelivered again the residue 
gas to the pipeline company with a price 
adjustment for the diminished volume. The royalty 
clause the Kansas Supreme Court chose to analyze 
provided for "one-eighth (1/8) of the proceeds if 
sold at the well, or, if marketed by lessee off 
the leased premises, then one-eighth (1/8) of the 
market value thereof." The Kansas Supreme Court 
held that, the relevant sale having taken place at 
the wellhead, the "proceeds" portion of the 
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royalty clause established the royalty obligation 
and that obligation was met by the lessee through 
the payment by it of royalty computed upon the 
wellhead sales price of the gas delivered at the 
plant outlet. 

Waechter does not stand for the proposition that 
the lessee, through a processing reservation in 
its gas purchase contract, can avoid payment of 
royalty on the hydrocarbons removed as liquids in 
the plant. The lessee in Waechter separately 
computed and paid royalty on such liquids (see Id. 
at 502), and, in fact, through its method ot' -
computation of royalty payments, the lessee 
acknowledged that it must pay royalty attributable 
to "such enhanced wellhead value by reason of the 
processing by the lessee of the gas off the leased 
premises." Id. 

Query: In a transaction in which the lessee 
retains the right to process gas, does the 
wellhead sales price actually reflect the 
"proceeds" received by the lessee? Was not part 
of the proceeds from the sale that right to 
process the gas? 

Query: What other possible considerations 
received by the lessee in connection with 
marketing arrangements might be considered as part 
of the proceeds of sale, though not reflected in 
the price provision of the contract? 

c. Market Value Leases. In Lightcap v. Mobil 
Oil Corporation, 221 Kan. 448, 562 P.2d 1 (1977), 
the Kansas Supreme Court distinctly differentiated 
between the lessee's obligation under a "proceeds" 
royalty clause and its obligation under a "market 
value" royalty clause. The Court stated that 
under a "market value" clause, royalty should be 
computed on the basis of the "price which would be 
paid by a willing buyer to a willing seller in a 
free market." It is therefore clear that the 
market value of the gas does not necessarily 
equate to the proceeds received by the lessee for 
the sale of that gas. In the context of liquid 
extraction operations performed by the lessee, the 
theoretical distinction becomes quite obvious. 
The addition of amounts of proceeds from, for 
instance, residue gas and liquids (minus, perhaps, 
transportation costs) does not necessarily equal 
the market value of the gas. 

The theoretical differences may be best 
illustrated in terms of the law of evidence. 

F 
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Under a "proceeds" lease, the lessor has the 
burden of proving that the consideration in the 
form of royalty paid by the lessee does not equal 
the "proceeds" received by the lessee. Under a 
"market value" lease, the lessee has the burden of 
proving that the proceeds it receives constitutes 
the market value of the gas. Sneed, Value of 
Lessor's Share of Production Where Gas Only 1s 
Produced, 25 Tex. L. Rev. 641 (1947). 

2. The appropriate deductions for computation of 
royalties. 

The starting point in connection with the appropriate 
deductions for the computation of royalties is the 
language of the lease itself. Under a "proceeds" 
lease, the royalty clause does not generally indicate 
the point at which those proceeds are to be 
ascertained. At least two arguments can be advanced to 
support the proposition that the lessee cannot deduct 
any costs or expenses of transporting and marketing the 
gas. 

a. Oil and gas leases are to be construed 
strictly against the lessee and favor of the 
lessor. Had the lessee intended to compute 
royalty after deduction of costs of transporting 
and marketing, the lessee could have so specified 
in the lease. 

b. The lessee's covenant to market implied in an 
oil and gas lease requires that the lessee should 
assume all costs associated with satisfying that 
covenant. As an eminent commentator has stated: 

If it is the lessee's obligation to 
market the product, it seems 
necessary to follow that his is the 
task also to prepare it for market, 
if it is unmerchantable in its 
natural form. No part of the costs 
of marketing or of preparation for 
sale is chargeable to the lessor. 

Merril, Covenants Implied in Oil and Gas Leases, 
S 85, at 214 (2d ed. 1940). 

It would also appear to follow that under a 
"market value" lease, which does not contain any 
description of the location to measure that market 
value, the point of final disposition by the 
lessee would be the place to determine market 
value. Accordingly, the costs associated with 
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transporting and processing that gas should not be 
deducted from the "market value" of the gas. 

With respect to a Waechter lease, the language of 
the lease may require a different result. Under 
that lease form the lessee is required to pay 
"market value at the well, if sold off the leased 
premises." As discussed above, the lessee does 
not necessarily discharge his royalty obligation 
through calculation of royalty on the basis of 
proceeds received by it. To the extent, however, 
it relies on that method of computation of 
royalty, it would follow that it could also deduct 
those costs and expenses it has incurred after the 
gas leaves the well. 

Under this procedure for computation of royalties, 
the lessee cannot deduct all post-wellbore 
costs. In Gilmore v. Superior Oil Company, 192 
Kan. 388, 388 P.2d 602 (1964), and Sachulabach v. 
Continental Oil Company, 193 Kan. 401, 394 P.2d 1 
(1964), the Kansas Supreme Court held that 
compression costs incurred by the lessee are not 
deductible. The Kansas Supreme Court decisions 
appear to be incompatible with the federal 
district court opinion in Ashland Oil & Refining 
Company v. Staats, Inc., 271 F.Supp 571 (D. Kan. 
1967), where the lessors unsuccessfully claimed 
that they were entitled to royalty on the separate 
compression fee paid by the gas purchaser to the 
lessee. It would appear that the Kansas Supreme 
Court is much more cognizant of the myriad of ways 
that the lessee can adjust the provisions of the 
gas purchase contract to avoid payment of royalty, 
such as that employed by the lessee in Ashland. 

As recently suggested by the federal government in 
its capacity as lessor in a slightly different 
context, "the lessee would have a substantial 
incentive to try to escape royalty obligations 
through clever draftmanship ••• [by labeling] 
payments which are in fact consideration for the 
purchase of gas as payments for something else". 
Diamond Shamrock Exploration Co. v. Hodel, No. 86-
537 (E.D. La. filed Jan. 23, 1987) (LEXIS, Genfed 
library, Dist file; Westlaw, DCT database), appeal 
docketed, No. 87-3207 (5th Cir. March 19, 1987). 

Query: What non-monetary provisions can the 
lessee negotiate into a gas purchase contract for 
its own benefit that would result in a reduction 
in the stated price for the gas? If such 
provisions are contained in a gas purchase 
contract, how should royalty be computed? 
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B. THE OBLIGATION ON THE PART OF THE LESSEE TO WORK FOR 
THE MUTUAL BENEFIT OF THE PARTIES: 

The lessee has the obligation to act honestly and fairly under a 
contractual relationship. Waechter, at 510. Accordingly, the 
lessee cannot sacrifice the interest of the royalty owner to 
improve its position. Amoco Production Co. v. First Baptist 
Church of Pyote, 579 S.W.2d 280 (Tex. Civ. App. 1979), writ 
refused n.r.e., 611 S.W.2d 610 (Tex. 1980). The above pr!iiciples 
may be applied in new circumstances in the rapidly changing 
natural gas market. 

1. Problems relating to the renegotiation of contracts. 

FERC Order 451, in particular, may create circumstances 
under which the scope and the extent of the above obligation 
is tested. Under that Order, the pipeline company can force 
the lessee to place on the negotiating table all the 
contracts the pipeline company has with its lessee. 

Assume, for instance, that two gas purchase contracts 
exist between the lessee and the pipeline company. 
Contract A provides for gas sales at $0.50 per MMBTU, 
and Contract B provides for gas sales at $3.00 per 
MMBTU. The pipeline company offers to renegotiate both 
gas purchase contracts to a price of $1.75 per MMBTU. 

Query: In the event that the lessee accepts the offer, 
under the renegotiated gas purchase contract that 
resulted in the price reduction from $3.00 to $1.75, 
does the lessor have a cause of action against his 
lessee in the event that the lessee pays royalty on the 
basis of $1.75? 

Query: In the event that the lessee declines to accept 
the offer to increase the price in the gas purchase 
contract that provides for $0.50, does the lessor have 
a cause of action against his lessee in the event that 
the lessee continues to pay royalty on the basis of 
$0.50? 

2. Problems in the context of "take or pay" payments. 

The above principle may also have application in 
determining whether or not the lessor is entitled to 
payments made by the pipeline company to the lessee 
under a "take or pay" clause of a gas purchase 
contract. The legal issue has only recently emerged, 
and there appears to be no comprehensive rule that 
addresses all the possible variations of relevant 
clauses in leases and gas purchase contracts. Among 
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the considerations for the resolution of the legal 
issues are (1) the language of the royalty clause of 
the lease (see,~' Mesa Petroleum Co. v. Department 
of Interior-;-°647 F. Supp 1350 (W.D. La. 1986), appeal 
docketed, No. 87-3195 (5th Cir. Jan. 29, 1987), and (2) 
the manner in which the "take or pay" dispute is 
ultimately resolved between the pipeline company and 
producer, i.e., whether the contractual terms are 
strictly adhered to or whether a compromise is 
effectuated which results in the change or elimination 
of the "take or pay" clause(~,~, Pierce, 
Lessee/Lessor Relations in a Turbulent Gas Market, 38th 
Oil & Gas Inst._ (1987)). 

Query: Is the lessee obligated to make payment to the 
lessor at the time of the "take or pay" payment by the 
pipeline company but before actual production of the 
gas under a royalty clause that provides for royalty 
based upon "proceeds from sale of gas as such?" 

Query: If the lessee is not so obligated but only 
becomes obligated upon production, do "proceeds from 
the sale of gas as such" include an interest component, 
which represents the time value of the money that the 
lessee received for the gas that was later produced? 

Query: If the lessee is not so obligated upon receipt, 
and the volumes are not subsequently delivered (the 
"make-up" period having lapsed), is the lessor still 
entitled to royalty on such amount? 

Query: Is the lessee obligated to make payment to the 
lessor at the time of the "take or pay" payment by the 
pipeline company but before actual production of the 
gas under a royalty clause that provides for royalty 
based upon the "market value" of the gas? 

In this connection, in a recent "take or pay" case 
involving the issue of whether the lessee must make 
payment to the federal government, as lessor, of "take 
or pay" amounts at the time those amounts are received 
by the lessee, the court, in concluding that payment 
must be made, stated: 

The market value of gas also includes 
some amount that is attributable only to 
the physical gas itself. The value of 
gas also includes some amount for all 
the activities conducted by the gas 
company in bringing that gas out of the 
ground and to the market. Royalty is 
payable in all the normal components of 
the value, regardless of the ability of 
the buyer and seller to separate by 
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contract into discrete payment various 
components of the value of the gas sold. 

Diamond Shamrock Exploration Co. v. Hodel, No. 86-537 
(E.D. La. filed Jan. 23, 1987) (LEXIS, Genfed library, 
Dist file; Westlaw, DCT database), appeal docketed, No. 
87-3207 (5th Cir. March 19, 1987). 

Query: In the event of settlement of a "take or pay" 
claim wherein the lessee and pipeline company agree on 
monetary payment by the pipeline company in return for 
the elimination of the "take or pay" clause, is the 
lessor entitled to share in that payment? 

3. Changes in Place of Sale. 

In connection with contract renegotiation pursuant to 
Order 451 or otherwise, a lessee may be afforded the 
opportunity to attempt to alter the terms of the 
royalty payment by changing the terms of the gas 
purchase contract through changing the place of sale by 
the lessee to the pipeline company. For instance, the 
Waechter lease has two independent methods for 
calculation of royalty, depending upon the point of 
sale; i.e., "Proceeds, if sold at the well, market 
value, if sold off the leased premises." The lessee 
may attempt to change the royalty obligation through 
change of the place of sale. 

Query: Is a lessee legally unrestrained to change the 
place of sale of gas under a gas purchase contract? 

4. New Marketing Arrangements. 

Natural gas produced from the Hugoton Field has 
historically been sold under long term contracts, 
generally "life-of-the-lease" contracts. Most of those 
contracts have probably contained "area-rate" or 
"jurisdictional rate" clauses under which the producer 
was paid by the pipeline company an amount equal to the 
jurisdictional imposed maximum price. Probably the 
majority of the production from the Hugoton Field, 
however, qualified as NGPA Section 104 "flowing gas," 
which as of October, 1987 has a rate of $0.544 per 
MMBTU, which, by any reasonable estimate, is well below 
the market value of the gas. A series of recent FERC 
orders, most notably Orders 451 and 500, if ultimately 
upheld by the courts, will undoubtedly affect many of 
the contracts in the Hugoton Field. Those orders are 
designed to expose the natural gas market to 
competitive forces of the market place supply and 
demand. 
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II. 

Order 451 provides a framework in which the lessee and 
pipeline company can attempt to renegotiate a price for 
natural gas under their gas purchase contracts. As a 
consequence of this recent FERC action, it is 
reasonable to expect that the pricing provisions of 
many gas purchase contracts will be amended and, in the 
event that renegotiations prove unsuccessful, that 
producers will sell gas on the spot market. Various 
issues regarding computation of the correct amount of 
royalty payments could arise. 

Query: If the producer enters into a contractual 
arrangement with the end user for a specified amount of 
gas at a specified price without specifying the origin 
of the production, how should the producer determine 
the royalty? For instance, should the royalty be 

.determined by reference to the federal rate that would 
apply to the wellhead sale of that particular gas which 
the lessee is attempting to calculate or should it be 
the average price received by the lessee for all its 
gas delivered to the consumer? Compare Amoco 
Production Co. v. Hodel, 627 F. Supp 1375 (W.D.La. 
1986), vacated on other grounds, 815 F.2d 352 (5th Cir. 
1987), petition for cert. filed, 56 U.S.L.W. 3184 (U.S. 
Aug. 27, 1987) (No. 87-372); Louisiana Land & 
Exploration Co. v. Texaco, Inc., 491 So.2d 363 (La. 
1986) • 

Query: If the producer undertakes the marketing of the 
gas after unsuccessful negotiations under Order 451 can 
the producer deduct indirect administrative expenses it 
incurs in connection with the marketing of the gas? 

UNTRODDEN AREAS IN KANSAS LAW. 

A. THE SHUT-IN ROYALTY CLAUSE. 

The shut-in royalty clause permits the lease to remain in 
effect when a gas well is drilled but no market exists for 
the gas. A typical shut-in royalty clause in leases 
covering lands in the Hugoton Field provides: 

Where gas from a well or wells, capable of 
producing gas only, is not sold or used for a 
period of one year, lessee shall pay or 
tender as royalty, an amount equal to the 
delay rental ••.• , and while said royalty 
is so paid or tendered this lease shall be 
held as producing property. 

It is well established that for the lease to be maintained 
by the payment of shut-in royalties it must be capable of 
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producing gas in paying quantities. Pray v. Premier 
Petroleum, Inc., 233 Kan. 351, 662 P.2d 255 (1983). 

The existence of a significant "gas bubble" which has 
existed in the natural gas market for the past several 
years, together with the release of gas from contracts as a 
result of Order 451, has created a variety of new questions 
regarding the application of that clause in the new 
marketing environment. 

Query: What is the standard and type of proof to show that 
a well is "capable of producing gas in paying quantities," 
when there exists no gas purchase contract or other 
marketing arrangement to determine the revenues from the 
well? 

Query: Is the lessee permitted to invoke the shut-in 
royalty clause in circumstances where it wishes not to sell 
gas, though a market exists, because it considers the price 
to be too low and expects it to increase? 

B. IMPLIED COVENANTS TO EXPLORE, TO MARKET AND TO PROTECT 
AGAINST DRAINAGE. 

1. Deep Exploration in the Hugoton Field. 

There appears to be a heightened interest on the 
part of producers to explore for hydrocarbons 
underlying the Kansas Hugoton Field. Whatever doubt 
existed with respect to the existence of an implied 
covenant of reasonable exploration at common law was 
laid to rest by the Kansas legislature through its 
passage in 1983 of the "Deep Horizons" Act. K.S.A. 55-
223 et seg. That Act unmistakably states that all 
Kansas oil and gas leases contain an implied covenant 
to reasonably explore the minerals which are the 
subject of the lease. Several questions, including 
those listed below, have arisen as a result of the 
passage of the Act. 

Query: Does the Act provide for automatic termination 
of a lease insofar as it covers unexplored horizons, if 
those horizons have remained unexplored for more than 
15 years? 

Query: What is the appropriate relief in the event 
that the lessee has breached its implied covenant to 
explore? 

2. The Hugoton Infill Order. 

In 1986 the KCC promulgated the Hugoton Infill Order, 
which permitted the drilling of a second optional well 
in the Kansas Hugoton Field. 
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Query: Does the Hugoton Infill Order in any manner 
change the legal obligation of the lessee to protect 
against drainage? 
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INTRODUCTION 

This material addresses what I believe are identifiable 
trends in oil and gas law. These issues should consume 
a major portion of your oil and gas practice in the 
coming years. I refer to these matters as "trends" 
because they appear to represent a break with the past 

whether it be past drafting techniques, past 
practices, past application of common law concepts, or 
past judicial recognition of rights under traditional 
legal relationships. 

Although there may be some overlap among categories, I 
find, for discussion purposes, the major trends can be 
placed into four categories: 

1. Judicial willingness to break with the common law 
and legislative willingness to respond to oil and 
gas issues. 

2. The royalty owner as an operating "partner." 

3. Public utility law as a local component of 
traditional oil and gas practice. 

4. Development of new market-responsive contract 
terms and relationships. 

THE "NEW" COMMON LAW OF OIL AND GAS 

For years commentators have questioned the wisdom of 
attempting to force emerging oil and gas property 
concepts into the exisiting mold of traditional 
property law. Instead, commentators have suggested 
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III. 

B. 

C. 

A. 

that "special" rules be developed and applied to this 
special type of property. However, this generally has 
not been done. Instead, courts have searched existing 
law for analogies in order to apply traditional 
property law to oil and gas. 

For example, property in oil and gas is still largely 
determined by a rule of capture derived from analogies 
to wild animals and early English water law. 

The 
from 
The 
void 

For 
has 

major area where courts have began veering away 
the common law is in the area of surface damages. 

legislatures have generally rushed in to fill the 
which the courts have identified. 

example, the traditional approach to surface use 
been to find an implied easement to use the surface 

to the extent reasonably necessary to develop the 
conveyed minerals. Drawing from the common law analogy 
of the easement by necessity, the easement has 
generally been regarded as a "free easement." 
Therefore, the owner of the easement can exercise their 
easement rights without compensation for damages to the 
burdened "servient" estate. 

I predict the major new (surprising) developments in 
the property aspects of oil and gas will be the 
recognition of "new" rights through non-traditional 
property or contract analysis. 

ROYALTY OWNER AS AN OPERATING "PARTNER" 

The Royalty Owner 

1. Royalty owners have a significant investment to 
oversee. 

2. Most royalty owners fail to actively manage their 
oil and gas assets. 

B. Developer/Lessee View Of The Royalty Owner 

1. Passive nonparticipant. 

2. Does not share in the risk of development. 

3. Not necessary to consult royalty owner when making 
basic lease management decisions. 
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D. 

E. 

F. 

G. 

Relationship Created By Oil And Gas Lease 

1. Developer and mineral owner obligated to act 
"honestly and fairly" toward each other. 

2 • 

3. 

Developer must act as a reasonable person would 
act when promoting the interests of the developer 
and the mineral owner. 

Developer cannot trade or sacrifice mineral 
owner's interests to better developer's position. 

As landowner's become more sophisticated, and the 
operational climate becomes more complex, the 
lessee/developer will be forced to deal with their 
lessor/landowner in the same manner they would deal 
with a working interest cotenant. 

Unilateral decisions 
affect the interests 
·1essee's peril. 

made by the lessee, which may 
of their lessor, are made at the 

Counseling 
mandatory 
and what 
agree on a 

will include determining when it is 
or advisable to consult the lessor/landowner 
each party's rights are when they fail to 
course of action. 

Future leasing documents should attempt to minimize the 
instances in which the lessor must be consulted and 
provide for a decision-making process; including a 
statement of each party's rights when they are unable 
to agree. 

Two cases to guide future lessee conduct: 

Amoco Production Co. v. First Baptist Church of Pyote, 
579 S.W.2d 280 {Tex. Civ. App. 1979), writ ref'd 
n.r.e., 611 S.W.2d 610 (1980). 

Amoco Production Co. Y..:. Alexander, 622 S.W.2d 563 {Tex. 
1981). 

Developers Never Learn 

1. Still use lease forms which perpetuate royalty 
calculation problems. 

2. Attitude toward mineral owner has not changed -
but it will after a few major judgments. 
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v. 

A. 

PUBLIC UTILITY LAW AND THE OIL AND GAS PRACTITIONER 

"Deregulation" of natural gas and "open access" to 
pipelines, at the federal and state levels, will 
require the oil and gas practitioner to become versed 
in a body of federal and state regulatory law which 
traditionally has been limited to those representing 
the "regulated industries." 

Instead of negotiating gas purchase agreements, the 
producer may be negotiating direct gas sales to a local 
distribution company (subject to state public utility 
regulation), negotiating transportation on intrastate 
and interstate pipelines (subject to state and federal 
public utility regulation), or attacking the "just and 
reasonableness'' of a transportation rate or raising 
claims of "undue discrimination" being practiced by a 
regulated industry. 

B. Basic oil and gas decisions cannot be made without 
knowledge of FERC rules and regulations and similar law 
promulgated at the state level. 

A. 

A "decision not to make any decisions" requires 
knowledge of FERC initiatives affecting the gas 
industry. For example, Order 451 creates options for 
gas producers. Failure to react properly to the 
availability of options may create liability to lessors 
under the implied covenant to market of the oil and gas 
lease. 

MARKET-RESPONSIVE CONTRACTS 

Even before the "take or pay wars"* have been 
concluded, gas purchasers, predictably (because of the 
relatively low present price for gas and their enhanced 
bargaining position), are demanding long-term gas sale 
commitments from producers. 

*I must recognize J. Michael Medina of the 
Oklahoma Bar for coining the appropriately descriptive 
phrase "Take or Pay Wars. II See Medina, A Report from 
the Battle Zone: The Take of Pay Wars, II 58 Okla. B. J. 
2554 (Sept. 30 1987). 

However, the basic flaws 
being addressed through 
price and delivery terms. 

Most participants in the 
inability to accurately 
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VI. 

proven to be a volatile energy future. Two options: 

1. Short-term contracts. 

2. Long-term contracts which are firm in commitment 
but flexible as to price, volume, and other 
essential market-sensitive terms. 

B. I would like to focus my comments today on one of the 
potentially longest term long-term contracts: the oil 
and gas lease. Specifically - the habendum clause. 

A. 

1. Lessees seldom provide any sort of 
market-responsive terms in their leases. 

2. The result has been the premature abandonment of 
thousands of wells, waste of the oil and gas 
resource, and years of litigation to determine the 
continuing validity of oil and gas leases. 

HABENDUM CLAUSE TRADITIONAL DRAFTING APPROACHES AND 
SOME NON-TRADITIONAL SUGGESTED APPROACHES 

Primary Term. 

1. Specify a term of years. "This Lease shall remain 
in force for a primary term of ___ years. 11 

2. Problem how do we calculate time? See Winn v. 
Nilsen, 670 P.2d 588 (Okla. 1983). 

3. Time critical since the primary term is a special 
limitation on the grant. 

4. Alternative Drafting Suggestions: 

a. Primary term 
lease terminates. 

specify date and time the 
LEASE - SECTION 2.A. 

b. Secondary Term indicate how the lease can 
be extended beyond the primary term. Refer 
to pertinent extension clauses; don't try to 
rnstate them in the habendum clause. LEASE -
SECTION 2.B. 
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SUGGESTED RESPONSE: HABENDUM CLAUSE 

SECTION 2. DURATION OF GRANT 

A. TERMINATION DATE. 

Unless extended by Subsection b., this Lease terminates at 
5:00 PM 1 March 1990 (called the "Termination Date"). 

B. EXTENSION OF LEASE. 

This Lease can be extended beyond the Termination Date 
pursuant to the terms of Sections 4, 5, 6, 7, 8, and 9. 

B. Operations Clause. 

1. 

2 • 

3. 

In most states (except Oklahoma) must have actual 
production at the end of the primary term. To 
provide lessee with additional time to obtain 
production, a "completion" clause is used similar 
to the following: 

"[I]f the Lessee shall commence operations for 
drilling at any time while this Lease is in force, 
this Lease shall remain in force and its terms 
shall continue so long as such operations are 
prosecuted and, if production results therefrom, 
then as long as production continues." 

Major problem - what action constitutes "commence 
operations for drilling?" Must take the 
appropriate action and continue it diligently. 
NOTE: similar problem under the Drilling/Delay 
Rental Clause. 

Kansas undecided what 
commencement requirement. 
actual drilling is risky. 

will satisfy the 
Anything less than 

a. Herl Y.:. Legleiter, 9 Kan.App.2d 15, 668 P.2d 
200 (1983) (interpreting similar language 
under drilling/delay rental clause). 

b. A & M Oil, Inc. Y.:. Miller, 11 Kan.App.2d 152 
(1986) (interpreting clause similar to the 
commencement clause). 
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d. 

Phillips v. Berg, 120 Kan. 446, 243 P. 1054 
(1926} (hauling sand and cement to land and 
commencing to drill a water well, which water 
would presumably be used in drilling the oil 
well, was not "commencement of operations''}. 

It appears where something less than actual 
drilling is being relied upon, the lessee 
should be able to demonstrate what amounts to 
an irrevocable commitment to conduct 
operations, to completion, on the leased 
land. 

e. Good faith of lessee no defense - "[L]essee . 
may in good faith have attempted to 

commence a well, but as a matter of fact the 
steps he took fell short of accomplishing 
what he was attempting to do." Herl, 9 
Kan.App.2d at 18, 668 P.2d at 203. 

4. Oklahoma - Actual drilling not required. In Wilds 
Y...!. Universal Resources Corp., 662 P.2d 303 (Okla. 
1983}, the court states: 

5. 

Dry 

"[A] commencement clause of an oil and gas lease 
has been generally interpreted to mean that 
operations for the drilling of a well and not the 
actual drilling must be commenced prior to the end 
of the primary term with good faith intention of 
completing the operation." 

"The commencement provision in the lease at 
issue did not expressly require due diligence to 
avoid termination of the lease, but Oklahoma law 
has considered the requirement implicit." 

Alternative Drafting Suggestions: 

a. A few simple definitions will save a lot of 
time and money. 

b. Define exactly what the lessee must do to 
extend the lease. LEASE - SECTION 5.A. 

Hole Clause. 

1. What happens if a well, drilled under an 
operations clause, is unable to produce in paying 
quantities? The lease will terminate unless there 
is a special clause addressing this problem. 

2. Dry hole clause designed to address this problem 
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3. 

by permitting lessee to commence operations to 
drill other wells to try and obtain production in 
paying quantities. 

Generally give lessee a stated period of time 
following "completion of a dry hole" to commence 
drilling operations on a new well. 

Common problems Commencement issue similar to 
the drilling/delay rental clause and operations 
clause. What is a dry hole? What about multiple 
dry holes? What is the effect of a dry hole 
during the primary term? (usually this problem is 
specifically addressed in existing lease forms). 

4. Alternative Drafting Suggestions: 

a. Define dry hole. LEASE - SECTION 5.B. 

b. When is a dry hole completed? 
SECTION 5.C. 

LEASE 

c. What is the effect of a dry hole? LEASE -
SECTION 5. 

d. Coordinate with Cessation Clause since many 
times permanent cessation has the same effect 
as a dry hole. 

SUGGESTED RESPONSE: OPERATIONS CLAUSE & DRY HOLE CLAUSE 

SECTION 5. OPERATIONS 

If, on the Termination Date, Operations are being conducted 
on the Leased Land, this Lease will extend beyond the 
Termination Date for so long as Operations are being diligently 
pursued. If Production results from the Operations, this Lease 
will remain in effect for so long as there is Production in 
Commercial Quantities as defined by Section 4. 

If Operations result in a Dry Hole, LESSEE will have ninety 
(90) days following the date the Dry Hole is Completed to begin 
Operations on a new well. There is no limit on the number of 
Dry Holes LESSEE can drill under this Section. 

A. "Operations" means: 

Any action 
This includes 

taken 
actual 

toward obtaining or regaining Production. 
drilling and any act preparatory to 
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drilling, such as obtaining permits, contracting for drilling 
services, building roads, clearing a drill site, and hauling 
equipment and supplies. 

B. "Dry Hole" means: 

A well not capable of Production in Commercial Quantities. 

C. "Completed" means: 

The date the drilling rig is removed from the well site. 

D. Production In Paying Quantities 

1. Production must be sufficient to pay lessee a 
profit. 

2. Traditional approach - lease in effect for primary 
term and "as long thereafter as oil, gas or other 
hydrocarbons is or can be produced." 

a. Courts uniformly interpret "produced" to mean 
produced in paying quantities. 

b. Common alternative approach - continue for so 
long as there is production, of any kind, 
whether in paying or nonpaying quantities. 

3. No guidance on how to calculate "paying 
quantities." How much production is credited to 
lessee? What expenses are charged against such 
production? What accounting period is used to 
compare production and expenses? 

4. How is enhanced recovery dealt with? May have 
substantial initial expenditures and a long period 
of time before success can be determined and 
investment evaluated. 

5. Alternative Drafting Suggestions: 

a. Could eliminate the paying quantities 
requirement altogether and merely require 
production sufficient to generate a stated 
amount of royalty each year. 

b. If life of lease tied to production in paying 
quantities, you must expand the traditional 
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clause. LEASE - SECTION 4 

c. Many key matters to resolve and define: 

(1) How do the parties wish to determine 
paying production? LEASE - SECTION 4.B. 

(2) How will income be allocated to lessee? 
LEASE - SECTION 4.C., D., & E. 

(3) What expenses will be deducted from 
income? LEASE - SECTION 4.F. 

( 4 ) What period of time will be 
compare income and expenses? 
SECTION 4.G. 

SUGGESTED RESPONSE: PAYING QUANTITIES REQUIREMENT 

SECTION 4. PRODUCTION 

used to 
LEASE -

The duration of 
Termination Date for 
more of the Leased 
the Leased Land. 

this Lease will extend beyond the 
so long as there is Production of one or 

Substances, in Commercial Quantities, from 

A. "Production" means: 

The actual extraction of one or more of the Leased 
Substances from the Leased Land. 

B. "Commercial Quantities" means: 

The Value of Leased Substances extracted from the Leased 
Land exceeds Current Operating Costs during an appropriate 
Accounting Period. 

C. "Value" is determined by multiplying the Production 
attributed to LESSEE times the Price of such Production. 

D. Production attributed to LESSEE. 

LESSEE will be deemed to receive 7/Bths of all Production, 
regardless of what LESSEE'S actual share of Production may be 
after deducting royalty, nonoperating interests, and any other 
interests payable out of the leasehold interest. 
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E. Price of Production. 

Production sold during the Accounting Period will be deemed 
to have been sold for an amount calculated by taking the average 
price paid for extracted Leased Substances during the Accounting 
Period, adding to such average price the highest price ever paid 
for extracted Leased Substances during the existence of the 
Lease, and then dividing the total by two. 

F. "Current Operating Costs" include only amounts actually 
paid by LESSEE which relate directly to the operation of a well 
or wells on the Leased Land. The following costs are 
representative of items which will be included as Current 
Operating Costs: 

1. Energy purchased to operate equipment used to 
produce Leased Substances. 

2. Taxes relating to the Lease or production from the 
Leased Land. 

3. Material 
maintenance of wells. 

and labor necessary for the routine 

4. Material and 
maintenance of roads and 
used to support production. 

labor 
other 

necessary for the routine 
structures on the Leased Land 

[5. Transportion of production.] 

The following costs are representative of items which will 
not be included as Current Operating Costs: 

1. Drilling, completing, and equipping wells. 

2. Replacing major items associated with the 
continued operation of the Lease. This includes such things as 
replacing pumping units, tubing, casing, wellhead apparatus, 
separators, heater-treaters, injection wells, and storage 
tanks. 

3. Stimulating wells, to include fracturing, 
acidizing, and similar techniques. 

4. Reworking operations designed to regain or improve 
production from a well. 

5. Planning for Enhanced Recovery operations and the 
cost of any pilot project to determine whether Enhanced Recovery 
techniques are feasible. 

6. Overhead, depreciation, and income taxes. 
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7. Plugging wells and reclaiming affected surface 
areas. 

8. Pipelines necessary to deliver Production to a 
purchaser. 

G. "Accounting Period" means: 

A period of time which adequately reflects the productive 
potential of the Leased Land. The Accounting Period should be 
long enough to provide LESSEE with sufficient information to 
determine whether to continue operating the Leased Land. If 
LESSEE is conducting Enhanced Recovery operations on the Leased 
Land, the Accounting Period should be long enough to evaluate 
the success of such operations. 

[Alternatives select a period of time such as 12 months or 18 
months to determine production issue.] 

E. Cessation of Production. 

1. 

2. 

What happens if there is 
quantities when the primary 
subsequently ceases to 

production in paying 
term ends but the well 
produce in paying 

quantities? 

a. lease terminates Cessation permanent, 
absent a special lease 
this problem. 

provision covering 

b. Cessation temporary - have a reasonable time 
to regain production in paying quantities. 

Traditional approach 
cessation permanent 
cessation temporary. 

expand 
and restrict 

For example: 

rights 
rights 

when 
when 

"If, after the expiration of the primary term of 
this Lease, production on the leased premises 
shall cease from any cause, this Lease shall not 
terminate provided lessee resumes operations for 
drilling a well within sixty (60) days from such 
cessation, and this lease shall remain in force 
during the prosecution of such operations and, if 
production results therefrom, then as long as 
production continues." 
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3. Major problems: What action is required to resume 
"operations for drilling a well?" When did the 
event triggering the clause occur? 

4. Alternative Drafting Suggestions: 

a. Retain temporary cessation flexibility. 
Kelwood Farms, Inc. v. Ritchie, 1 Kan.App.2d 
472, 571 P.2d 338 (1977) (seventeen-month 
cessation of production held to be 
temporary). LEASE - SECTION 6.A. 

b. Definition of production makes it easier to 
determine when cessation occurs. LEASE -
SECTION 6.B. Hoyt Y..!_ Continental Oil Co., 
606 P.2d 560 (Okla. 1980) (cessation clause 
requires lessee to commence drilling or 
reworking operations within 60 days from date 
well ceased to produce in paying quantities). 

SUGGESTED RESPONSE: CESSATION OF PRODUCTION CLAUSE 

SECTION 6. CESSATION OF PRODUCTION 

A. TEMPORARY CESSATION. 

LESSOR and LESSEE recognize that Production will be 
interrupted periodically for well maintenance, reworking, and 
other activities. Such temporary cessations of Production will 
not terminate the Lease so long as LESSEE takes action within a 
reasonable time to restore Production. 

B. PERMANENT CESSATION. 

If Production ceases, due to an exhaustion of recoverable 
Leased Substances from exisiting wells, LESSEE has ninety (90) 
days following the date of such cessation to begin Operations in 
an effort to regain Production in Commercial Quantities from the 
Leased Land. 

F. Shut-In Royalty Clause. 

1. What 
hole, 
unable 

happens if a well is drilled, it is not a dry 
it is capable of producing, but lessee is 
to produce the well because there is no 
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market for production? Lease terminates in most 
states (except Oklahoma) unless there is 
production. Shut-in Royalty Clause designed to 
substitute a periodic cash payment for actual 
production. 

2. Traditional Approach Limit scope of clause to 
gas. Make payment of shut-in royalty the event 
which maintains the lease in effect. 

a. "[I]f there is a gas well ... on the ... 
land ... and such well or wells are shut in 
before or after production therefrom, lessee 

may pay ... at the end of each yearly 
period during which such gas well or gas 
wells are shut in, as substitute gas royalty, 
a sum equal to the amount of delay rentals . 

and if such payments or tenders are made 
it shall be considred under all provisions of 
this lease that gas is being produced ... 

II 

b. "Where there is a gas well, or wells on the 
lands covered by this Lease ... and such 
well or wells are shut-in, and there is no 
other production [or other clause] keeping 
this Lease in force ... , Lessee shall pay 
as royalty to Lessor ... the sum of $1.00 
per year per net royalty acre ... and upon 
such payment it shall be considered that this 
Lease is maintained in full force and 
effect." 

3. Major Problems: 

a. Often special limitation language is used in 
shut-in royalty clauses. This seems odd 
since a lessee will seldom want to surrender 
a well, or wells, capable of producing in 
paying quantities. See, e.g., Amber Oil & 
Gas Co. v. Bratton, 711 S.W.2d 741 (Tex. Ct. 
App. 1986) (lessee accidentally paid shut-in 
royalty to wrong party - lease terminated). 
But see Gard Y..!. Kaiser, 582 P.2d 1311 (Okla. 
1978) (failure to comply strictly with 
shut-in clause will not result in automatic 
termination of the lease). 

b. When can lessee declare a well shut in and 
for what purposes? 

c. Clause limited to gas. 
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d. Should there be a limit on how long it can be 
shut in? 

4. Alternative Drafting Suggestions: 

a. Avoid special limitation language. LEASE -
SECTION 7. 

b. Identify events authorizing shut-in status. 
LEASE - SECTION 7.A. - C. 

c. Provide 
effect. 

a procedure for putting the clause in 
LEASE - SECTION 7. 

SUGGESTED RESPONSE: SHUT-IN ROYALTY CLAUSE 

SECTION 7. UNABLE TO MARKET PRODUCTION 

If the Leased Land 
Quantities, but LESSEE is 
the inability to Access 
Conditions, LESSEE may 
Shut-in. 

is capable of Production in Commercial 
unable to market Production because of 

a Market, Unacceptable Terms, or Market 
Declare wells on the Leased Land to be 

The duration 
Termination Date 
Leased Land. 

of 
for 

this 
so long 

Lease will extend beyond the 
as a Shut-in well exists on the 

If LESSEE is relying upon this Section to extend the Lease 
beyond the Termination Date, and Production is Shut-in for 
ninety (90) consecutive days following the date the well was 
Declared Shut-in, LESSEE will pay to LESSOR $500.00 as an 
Advanced Royalty. If Production remains Shut-in, LESSEE will 
pay LESSOR $500.00 for each period of 365 consecutive days 
following the initial ninety (90) day period. LESSEE will pay 
any Advanced Royalty due under this Section within a reasonable 
time following the close of the Shut-in period entitling LESSOR 
to Advanced Royalty. 

a. 11 Access to Market II means: 

The availability of a mode of transportation, under 
reasonable terms, to deliver Leased Substances to a buyer. 

b. "Unacceptable Terms" means: 

terms which are not reasonable when 
of existing contracts with other producers 

to LESSEE. If comparison is not possible, 

Offered contract 
compared with terms 
similarly situated 
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then any term which a reasonable person in LESSEE'S position 
would find unconscionable. The terms may relate to an offer to 
buy, transport, treat, or market Leased Substances. 

c. "Market Conditions" means: 

The market price being paid for a Leased Substance is such 
that a reasonable person in LESSEE's position, having the power 
to do so, would refrain from marketing the Leased Substance. 

d. "Declare" and "Declared" means: 

LESSEE objectively manifests to LESSOR that Production from 
the Leased Land is Shut-in. 

e. "Shut-in" means: 

A well capable of Production which is not being produced. 

f. "Advanced Royalty" means: 

A payment made under this Section which LESSEE can recoup 
from future royalty payable to LESSOR. LESSEE can recoup 
Advanced Royalty only to the extent there is future royalty 
payable to LESSOR. 

G. Force Majeure 

1. What happens if it rains for two weeks prior to 
the end of the primary term and lessee is unable 
to access the land to conduct operations? What 
happens if the state corporation commission, or 
the federal government, prohibits drilling on the 
leased land for two weeks prior to the end of the 
primary term? What if employees, equipment, or 
materials are not available? Absent a special 
lease clause, the lease will terminate. 

2. Typically, development of the lease is within 
lessee's control. 

3. Development situations beyond lessee's control, 
but typically addressed by a lease clause: 

a. Results of development no control so 
provide for possibility of dry hole or 
cessation with the appropriate lease clause. 
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b. Market for production - no control so provide 
for possibility of well being shut-in 
awaiting a market. 

4. Development situations beyond lessee's control, 
but often not addressed by a lease clause: 

a. Poor weather, 
Acts of God. 

natural disaster, disease. 

b. War, control of raw materials, markets, and 
lessee's activities. Acts of Government. 

5. Regardless of the equities involved, courts will 
not expand the lease contract to account for 
unforeseen and uncontrollable occurrences which 
prevent the lessee from complying with the express 
terms of the lease. Baldwin Y.!_ Oil Co., 106 Kan. 
848, 850, 189 P. 920, 921 (1920) (lessee unable to 
complete well within primary term because of 
intervening drought followed by excessive rain and 
a blizzard; lessee's employees became diseased; 
federal government, reacting to wartime needs, 
prohibited the use of coal or iron in drilling 
wells on the leased land HELD: no excuse 
because the obligation undertaken was absolute). 

6. Major Problems: Scope of events subject to force 
majeure. Effect of force majeure on lease 
provisions. How to calculate the duration of 
force majeure. 

7. Alternative Drafting Suggestions: 

a. Identify events giving rise to force majeure. 
LEASE - SECTION 8.A. 

b. Identify procedure for initiating force 
majeure and calculating its effect on lease 
time periods. LEASE - SECTION 8. 

SUGGESTED RESPONSE: FORCE MAJEURE CLAUSE 

SECTION 8. UNAVOIDABLE CIRCUMSTANCES 

Calculation of 
Termination Date and 
be affected by any 
exercise his Lease 

time under this Lease, including the 
any extensions of the Termination Date, can 
period of time when LESSEE is unable to 

rights due to Unavoidable Circumstances. 
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When any event occurs, constituting Unavoidable Circumstances, 
LESSEE can provide LESSOR with a Suspension Notice. Lease 
Suspension begins on the date LESSOR receives the Suspension 
Notice and terminates on the date LESSEE is able to resume 
exercise of its Lease rights. When a Lease Suspension 
terminates LESSEE will provide LESSOR with a Resumption Notice. 

Any Suspension Period will be added to the Lease and will 
extend the Lease terms, to include the Termination Date and any 
extensions of the Termination Date. To claim any Suspension 
Period, LESSEE must comply with the terms of this SECTION. 

The total 
this Section, 
730 days. 

amount of 
including 

time 
all 

that a Lease can be extended by 
Suspension Periods, cannot exceed 

If the event giving rise to Unavoidable Circumstances is 
caused by a wrongful or negligent act of LESSEE, this SECTION 
will not apply. 

A. "Unavoidable Circumstances" means: 

Acts of God, including weather and conditions caused by 
weather, adverse conditions at or near the Leased Land caused by 
LESSOR or third parties, LESSOR's unauthorized obstruction of 
LESSEE's activities, laws, orders, or requests by federal, 
state, and local governments or their employees, unavailability 
of equipment, material, labor, or support services, or any other 
act, beyond LESSEE's control, which prevents LESSEE from 
exercising his Lease rights. If title to the Leased Land or one 
or more Leased Substances is being disputed, and it would be 
imprudent for LESSEE to exercise Lease rights until the dispute 
is determined, court proceedings to determine title constitute 
Unavoidable Circumstances. 

However, it is not Unavoidable Circumstances when LESSEE is 
unable to exercise Lease rights because of LESSEE's financial 
condition. 

B. "Suspension Notice" means: 

LESSEE'S written 
Unavoidable Circumstances 
Lease rights. 

notice to LESSOR describing the 
preventing LESSEE from exercising his 

C. "Lease Suspension" means: 

The Lease, 
computing any 
suspended. 

for all 
rights 

purposes, is suspended. The time for 
or obligations under the Lease are 
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D. "Resumption Notice" means: 

LESSEE's written notice to LESSOR indicating the specific 
date Unavoidable Circumstances terminated and LESSEE was able to 
resume exercising Lease rights. 

E. "Suspension Period" means: 

The period of time from the date the Suspension Notice was 
received by LESSOR to the date, indicated in the Resumption 
Notice, when the events constituting Unavoidable Circumstances 
terminated. The day the Suspension Notice was received, and the 
day stated in the Resumption Notice, will each be counted as a 
day when calculating the total duration of the Suspension 
Period. 

H. A Lessor's Perspective 

1. Although the suggested lease provisions are 
drafted to maximize the lessee's interests under 
the lease, each clause can be altered to favor the 
lessor. 

2. The same issues should be addressed whether 
representing the lessee or lessor. This will 
avoid potential disputes. My basic premise in 
these matters is: It is better to fight the 
battles at the negotiation stage, declare the 
"winner," and record the victory clearly in the 
lease document. Hopefully this will avoid 
fighting unnecessary battles at the post-lease 
stage where it requires judicial intervention to 
determine and marshal each party's rights. 

3. Note how the same issues adversely .affect the 
lessor. For example, what is required to 
"commence" a well to satisfy the Drilling/Delay 
Rental Clause or the Commencement Clause? The 
lessor must deal with the same uncertainty created 
by terms such as "commence." 

To clarify the rights of the parties, while giving 
the lessor maximum protection, the lease could 
define commence as "actual penetration of the 
earth with a drill bit operated by a drilling rig 
capable of drilling to the target formation 
identifed in lessee's drilling permit [notice of 
intent to drill]." 
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This would provide the lessor with an objective 
standard which could be readily policed. If a rig 
was not on the site drilling on the critical date, 
the lease terminates. 

I. To demonstrate how the lease drafting process can be 
used to maximize the landowner's position, consider the 
following royalty matters: 

J. Royalty Clause - Current Practices. 

1. Most lease forms utilize the traditional cryptic 
code to determine the gross and net value of 
lessor's royalty. For example: 

"The royalties to be paid lessee are: 

"(a) on oil, and other liquid hydrocarbons saved 
at the well, one-eighth of that produced and saved 
from said land, same to be delivered free of cost 
at the wells or to the credit of lessor in the 
pipe line to which the wells may be connected; 

"(b) on gas, including casinghead gas and all 
gaseous substances, produced from said land and 
sold or used off the premises or in the 
manufacture of gasoline or other products 
therefrom, the market value at the mouth of the 
well of one-eighth of the gas so sold or used, 
provided that on gas sold at the wells the royalty 
shall be one-eighth of the amount realized from 
such sale; . . . . " 

K. Royalty Clause - Major Problems. 

1. What costs can be deducted from lessor's royalty? 

a. Most clauses presume the lessor will take oil 
royalty in kind. In practice oil royalty is 
sold by lessee with lessee's share of 
production. 

b. Variation of oil royalty clause: 

"Lessee shall deliver to Lessor as royalty, 
free of cost, on the Lease, or into the 
pipeline to which the Lessee may connect its 
well, the equal one-eighth part of all oil 
produced and saved from the leased premises, 
or at the Lessee's option, may pay to the 
Lessor for such one-eighth royalty the market 
price for oil of like grade and gravity 
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c. 

d. 

prevailing on the day such oil is run into 
the pipeline or into storage tanks." 

If lessee is required to treat the oil to 
remove water, and then transport it by truck 
to a refinery, can any of these costs be 
charged against lessor's share of 
production? If so, how will such expenses be 
calculated? 

Marketing gas may require 
gathering, and compression. 
charge any part of these 
lessor's share of production? 
will such expenses be calculated? 

treatment, 
Can lessee 

costs against 
If so, how 

2. How will the "value" of production be determined? 

3. 

What is market value? 

What are "proceeds?" Is 
receives in consideration 
title to the gas? 

it 
for 

anything a lessee 
the transfer of 

4. To what extent can lessor participate in any of 
lessee's other business activities? Separate 
liquid hydrocarbons from a gas stream and sell 
liquids and residue gas for an amount ten times 
greater than the value assigned to the unprocessed 
gas for royalty purposes. 

5. What are the mechanics of payment? 

L. Royalty Clause - Alternative Drafting Suggestions 
Matters the Clause Should Address: 

1. How the gross value of royalty will be determined. 

2. Costs lessee can deduct from the gross value to 
arrive at lessor's royalty. 

M. Calculating Gross And Net Value: 

1. At what point in the production process will gross 
value be determined? 

a. At the well? 

b. First sale? 

c. What's the 
production? 

effect of lessee using the 
What's the effect of a sale to 
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lessee or its affiliate? 

d. What if the gas is processed to separate it 
into its liquid and gas components for sale? 

e. What if other components of the production 
stream are removed in treating or processing 
the gas? 

f. What if the production is not sold, but 
instead "exchanged" for other production? 

2. What expenses can lessee deduct (charge against 
lessor's share of production) to arrive at the net 
value of production to calculate royalty? 

a. A stated formula or actual costs? Lessee 
better off using a stated formula. 

b. If lessor receives royalty on processed gas, 
must lessor pay a share of processing costs? 

c. Will lessor be responsible for its share of 
treating, compression, transportation, and 
other marketing costs? 

d. What is 
certain 
agreement? 

the effect of 
rights under 

lessee 
a gas 

reserving 
purchase 

3. Proceeds Lease. 

a. Define proceeds to include or exclude other 
gas contract benefits. 

Consider Amoco Production Co. v. First 
Baptist Church of Pyote, 579 S.W.2d 280 (Tex. 
Civ. App. 1979), writ refused n.r.e. (lessee 
traded for benefits under gas contract which 
affected lessor's royalty). 

b. Address lessee's rights to amend or otherwise 
manage the gas contract. 

4. Market Value Lease. 

a. Define market value and how it will be 
determined. 

b. If a Waechter lease, remember the structure 
of the gas sales agreement will affect how 
royalty is determined. 
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N. General Advice To Lessees - Be sensitive to situations 
where it is necessary, or advisable, to include lessor 
in the lease operation decision-making process. 

1. A concept foreign to lessees. 

2. Kansas Supreme Court has often noted the lessee's 
failure to consult the lessor on matters directly 
affecting lessor's economic interest. See, e.g., 
Schupbach v. Continental Oil Co., 193 Kan. 401, 
406, 394 P.2d 1, 5 (1964). 

3. What do you think a lessor would have done in 1965 
if the lessee had gone to them and said: "We have 
a gas purchaser willing to enter into a gas 
purchase agreement to buy all the gas from our 
well for the next 20 years - under these terms 

" 

If the price 
reasonable, at 
would have been 
accept the gas 
royalty? 

and other contract terms were 
that time, do you think the lessor 

willing to amend the lease to 
contract proceeds for calculating 

o. Share Of Production. 

1. State the 
excepted 
lessor. 

proportionate 
from the grant 

share of production 
and retained by the 

2. Use fraction or percentage. Make it clear you are 
excepting a share of all production. 

a. 1/8 of 8/8 of production. 

b. 12.5% of 100% of production. 

c. 12.5% of all production. 
10.A.1. 

LEASE - SECTION 

3. Nothing sacred about al/8th royalty. Bargaining 
position and prowess will determine the lessor's 
share of production. 

P. Processed Production. 

1. Indicate whether lessor will have any claim to a 
royalty based upon the value of products separated 
from production. LEASE SECTION 10.A.2. and 
10.G.3. 
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2. If lessor's royalty includes processed production, 
are any costs chargeable against lessor as a 
result of such processing? How will they be 
calculated? LEASE - SECTION 10.B.1. 

Q. Gross Value Of Production. 

1. Indicate how production will be valued. LEASE -
SECTION 10.D. 

2. What if lessee sells a leased substance under a 
long-term sales contract? LEASE - SECTION 10.D.3. 

R. Net Value Of Production. 

1. What costs are deductible from lessor's share of 
production? LEASE - SECTION 10.B.1. and 10.B.2. 

2. How will such costs be determined? Formula or 
actual costs? Formula is more manageable. 

s. Payment Details. 

1. When is initial payment due after a well begins to 
produce? When are payments due on subsequent 

2 • 

production? LEASE - SECTION 10.E. 

Must lessor sign a division order? 
SECTION 10.F. 

LEASE 

3. What periodic documents must lessee provide to 
lessor? LEASE - SECTION 10.E. 

SUGGESTED RESPONSE: ROYALTY CLAUSE 

SECTION 10. ROYALTY 

LESSEE will pay to LESSOR a Royalty as follows: 

A. LESSOR'S SHARE OF PRODUCTION. 

1. LEASED SUBSTANCES. 

There is excepted from this Lease and retained by LESSOR, 
out of Production from or attributable to the Leased Land, 12.5% 
of all Leased Substances Produced And Saved. [NOTE: may want 
separate royalty provisions for helium, hydrogen, nitrogen, and 
carbon dioxide.] 
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2. PRODUCTS FROM LEASED SUBSTANCES. 

If LESSEE, or any affiliate of LESSEE, Processes a Leased 
Substance, LESSOR is entitled to 12.5% of the Leased Substance 
after Processing. LESSOR has the continuing option to either 
receive a Royalty on a Leased Substance before or after 
Processing. LESSOR elects, at this time, to receive Royalty on 
Leased Substances after Processing. 

B. COSTS. 

1 . DEVELOPMENT, 
COSTS. 

PRODUCTION, PROCESSING, AND MARKETING 

LESSOR's Royalty is not burdened by any expenses or charges 
relating to developing, producing, operating, treating, 
gathering, compressing, transporting, processing, manufacturing, 
or marketing Leased Substances or Processed Leased Substances. 
Such expenses are payable solely from LESSEE's share of 
Production. 

2. TAXES. 

Properly assessed taxes, levied against LESSOR'S Royalty, 
can be deducted from LESSOR's Royalty to reimburse LESSEE or any 
third party properly paying such taxes. 

C. OPTION TO TAKE IN KIND. 

LESSOR has the continuing option to take all or any part of 
Royalty in kind by giving LESSEE notice at least 30 days prior 
to the effective date of LESSOR's election. LESSOR will give 
LESSEE similar notice in advance of ceasing to take in kind. In 
the event LESSOR elects to take in kind, LESSOR can require 
LESSEE to deliver Royalty, without cost to LESSOR, to the 
pipelines, tanks, separators, or manufacturing plant tailgates 
which wells on the Leased Land may be connected. 

D. VALUE OF PRODUCTION NOT TAKEN IN KIND. 

To the extent LESSOR has not elected to take Royalty in 
kind, LESSEE will pay LESSOR an amount equal to the greater of: 

1. GROSS PROCEEDS. 

The gross proceeds from the sale of Leased Substances; or 

2. MARKET VALUE. 

The market value of Leased Substances. It is presumed that 
a current sale of Leased Substances, to a third party in an 
arms-length transaction, represents market value. 
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3. SALES CONTRACTS. 

If LESSEE plans to commit its share of Production from the 
Leased Land to a sales contract, LESSEE will provide LESSOR with 
a copy of the proposed sales contract. LESSOR has the option, 
within 30 days following receipt of the sales contract, to elect 
to have Royalty calculated according the the terms of the sales 
contract. If LESSOR elects, in writing, to commit to the sales 
contract, LESSEE will calculate LESSOR's Royalty based upon the 
proceeds paid to LESSEE under the approved contract. 

However, LESSOR's Royalty will be calculated as though any 
automatic price escalation clause, or other provisions having 
the potential to increas proceeds payable on production, (such 
as take-or-pay rights and severance tax reimbursements), became 
effective on the earliest date permitted under the contract. 
Royalty will be paid as though such amounts were paid to LESSEE, 
even though LESSEE fails to initiate the process to become 
entitled to the increased proceeds or fails to actually collect 
such increased proceeds. 

E. PAYMENT. 

LESSEE will pay LESSOR's Royalty no later than 90 days after 
Production is obtained from the Leased Land. After the first 
Royalty payment, subsequent payments will be made no later than 
15 days following the month in which the Leased Substances were 
produced. Any amount not paid when due under this Subsection 
will bear interest at an annual percentage rate of 18%. 

[Payment documentation - monthly accounting information.] 

F. DIVISION ORDER 

LESSOR agrees to sign division orders certifying LESSOR'S 
ownership interest in Leased Substances and the Leased Land to 
prevent LESSOR, while the division order remains unrevoked, from 
claiming any greater ownership interest for purposes of the 
payment of Royalty. Any division order signed by LESSOR must be 
revokable at LESSOR's election. 

G. DEFINITIONS. 

1. "Royalty" means: 

LESSOR's share of Production provided for by this SECTION. 

2 • 

The 
and is 
vented 

"Produced And Saved" means: 

Leased Substance has been extracted from the Leased Land 
available for sale or use. Any intentionally flared or 

gas, or gas from a Unit delivered under a free gas 
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clause, is deemed to be 
unavoidably lost during 
Produced And Saved. 
Substances used to to 
deemed to be Produced And 

Produced And Saved. Leased Substances 
prudent operations are not considered 
Subject to SECTION 1.G.2., Leased 

support Lease or Unit operations are 
Saved. 

3. "Process," "Processed," and "Processing" mean: 

A Leased Substance is separated into various products or 
otherwise treated or altered to enhance its value. 

Sample Problem Demonstrating "Paying Quantities" Calculation 

Big Oil Company leases the Northwest Quarter of Section 30 
from Fred Farmer in 1979. Since the price of oil is at about 
$34/barrel, Big Oil drills a well on Section 30. From 1979 
through 1982 the well produces, on average, 35 barrels of oil 
each day. Production gradually declines; the well is currently 
producing 2 barrels each day. If the issue is litigated in 
1986, the price of oil may be as low as $9/barrel. 

Under the traditional form of habendum clause, courts 
generally look at the current value of oil to determine whether 
the lease is producing in paying quantities. This is multiplied 
by the quantity of production to arrive at the base revenue 
figure. 

If the 
production 
under the 
$15.75 ([2 

issue arose while oil was selling for $9/barrel, and 
was 2 barrels each day, and assuming a 1/8th royalty 

lease, the daily income credited to the lessee will be 
X $9) X 7/8). 

Applying the formula in my alternative drafting response, 
SECTION 4. E., assume the accounting period is set at the most 
recent 18 month period. During that time oil sold for $25, 20, 
15, 11, and 9/barrel. The average price for oil sold during the 
accounting period would be $16/barrel ([25 + 20 + 15 + 11 + 9] 
divided by 5). 

Add to the $16 price the highest price ever paid for oil 
during the existence of the lease; in this case $34/barrel. 
This gives us $50 which is then divided by 2 to arrive at the 
"Price of Production" for calculating paying quantities under 
the habendum clause - $25/barrel. 

Therefore, daily lease income attributed to the lessee would 
be $43.75 ([2 x $25] x 7/8) instead of $15.75. 
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HUGOTON RESERVOIR SYMPOSIUM 
The Hugoton Reservoir is the world's largest producing natural gas field. With the largest portion of 

the Reservoir situated in Kansas, the Hugoton is not only a major national resource, but also one of Kans
as' most significant natural resources. As might be expected, the Hugoton has been, and continues to be, 
the subject of many landmark decisions in both state and federal courts. The Hugoton Reservoir also con
tinues to be a laboratory for testing various state and federal regulatory initiatives. 

This Symposium focuses on the Hugoton Reservoir experience to demonstrate the common law and re
gulatory principles used to marshal rights in the natural gas resource. The Symposium will open with dis
cussion of the technical aspects of the Hugoton and a geologist's perspective on its past and present devel
opment. This is followed by a look at the regulatory history of the Hugoton - how state and federal author
ities have influenced development in the past. The final morning session focuses upon the formidable body 
of case law spawned by judicial efforts to determine and declare rights in the Hugoton Reservoir. 

The luncheon speaker will discuss a producer's vision for future activity in the Hugoton Reservoir. The 
afternoon sessions examine the emerging state and federal regulatory regimes which will affect natural gas 
development in the Hugoton and elsewhere. The Symposium concludes with a look at future disputes which 
are likely to arise out of the new regulatory regime and the continuing process of defining Hugoton Reser
voir rights. 

Anyone having an interest in the Hugoton Reservoir, or the natual gas resource in general, should find 
this Symposium to be a rewarding experience. Attorneys representing oil and gas clients will find the Sym
posium offers a good review of the rapidly changing gas regulatory regime and the problems it creates for 
royalty owners, producers, pipelines, and the consuming public. 

PROGRAM FACULTY 
Michael Lennen - of Adams & McCarthy, 
Wichita, Kansas. B.A. Southwestern College, 
J.D. Washburn University. Chairman, Kansas 
Corporation Commission (1983-87). 

Patrick H. Martin - Professor, Paul M. Hebert 
Law Center, Louisiana State University. B.A., 
M.A., Ph.D. Louisiana State University, J.D. 
Duke University, Commissioner of Conservation 
for Louisiana (1982-84). 

Timothy E. McKee - of Triplett, Woolf & 
Garretson, Wichita, Kansas. B.A. Wichita State 
University. J.D. Washburn University. 

Bernard E. Nordling - of Kramer, Nordling, 
Nordling & Tate, Hugoton, Kansas. A.B. 
McPherson College, J.D. University of Kansas. 
Executive Secretary, Southwest Kansas Royalty 

Owners Association. 

David E. Pierce - Associate Director, National 
Energy Law & Policy Institute; Visiting 
Associate Professor, University of Tulsa College 
of Law. B.A. Kansas State College of Pittsburg, 
J.D. Washburn University, LL.M. (Energy) 
University of Utah. 

Dale M. Stucky - of Fleeson, Gooing, 
Coulson & Kitch, Wichita, Kansas. A.B. 
McPherson College, J.D. University of Chicago. 
Special counsel on natural gas matters to Kansas 
Corporation Commission (1949-51, 1954-59). 

Gregory J. Stucky - of Fleeson, Gooing, 
Coulson & Kitch, Wichita, Kansas. A.B. Bethel 
College, J.D. University of Kansas. 
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8:00 - 8:20AM. 

8:20 - 8:30 A.M. 

8:30 - 9:20 A.M. 

9:20 - 10:10 A.M. 

10:10 - 10:30AM. 

10:30 - 11:30 A.M. 

11:30 - 1:00 P.M. 

1:00 - 1:50P.M. 

1:50 - 2:40P.M 

2:40 - 3:00P.M. 

3:00 - 3:50P.M. 

3:50 - 4:00P.M. 

SYMPOSIUM SCHEDULE 

Registration 

Introductory Remarks 
David E. Pierce 

Hugoton Geology, Reservoir Mechanics, and Development History 

Regulatory History 
Timothy E. McKee 

Break 

Litigation History 
Bernard E. Nordling 

Lunch 
Future Development of the Hugoton Reservoir 

The Current State and Federal Regulatory Regime 
Michael Lennen 

Regulating Production Imbalances 
Patrick H. Martin 

Break 

Potential Lessor and Lessee Disputes Under the New Regulatory 
Regime 

Dale M. Stucky and Gregory J. Stucky 

Closing Remarks 
David E. Pierce 

PROGRAM 
INFORMATION 

LOCATION: The program will be held 
at the Wichita Airport Hilton, 2098 
Airport Road, Wichita, Kansas. 

FEES: Includes registration, course ma
terials, lunch, and refreshments. 

REFUNDS: Requests for refunds of 
prepaid registration will be honored 
through November 11, 1987. A $10 ad
ministrative fee will be deducted from the 
refund. No refunds will be made after No
vember 11, 1987. 

LATE REGISTRATION: A $10 late 
registration fee will be added to any reg
istration received on or after November 
11, 1987, including the day of the pro
gram. 

CONTINUING LEGAL EDUCATION 
CREDITS: The Kansas Continuing Le
gal Education Commission has approved 
this program for six hours of credit. To 
properly report your attendance, you must 
provide your Supreme Court Regis-tration 
Number where indicated on CLE 
Commission forms. 

SPONSORED BY: Washburn Univer
sity School of Law in cooperation with 
the KBA and the University of Kansas 
Law School. 
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