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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. 
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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? 

ACKNOWLEDGMENT 

The speakers wish to acknowledge the contribution of the 
following authors and articles to the development of this 
presentation: 

Johns. Lowe, "Current Lease and Royalty Problems," 
to appear in the Natural Gas Yearbook - 1987, to be published 
bv Executive Enterprises, Inc. in December 1987. 
David E. Pierce, "Royalty Issues in the S0's and 90's," 
presented at the annual meeting of the Southwest Kansas 
Royalty Owners Meeting on April 25, 1987, Hugoton, Kansas. 

Richard J. Pierce, Jr., "Lessee/Lessor Relations in a 
Turbulent Gas Market," presented at the Thirty-Eighth Annual 
Institute on Oil and Gas Law and Taxation, Southwest Legal 
Foundation, Dallas Texas, February 26, 1987. 

F 
-11-




