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I. INTRODUCTION

The joint operation of mineral properties has always been a
significant feature of the oil and gas industry. Since the industry's
inception, such operations have facilitated the exploration of tracts
whose operating rights have been dispersed among owners of undi-
vided interests. For the last fifty years, joint operations have enabled
the development of pooled and unitized tracts, contributing to effi-
ciency in the industry and conservation of a depleting resource.
Consolidation of small tracts under spacing, density and proration
regulations, and the conduct of secondary and tertiary operations
within fieldwide units, have been dependent on effective joint oper-
ations to accomplish mutual objectives in exploration and production.

Whether oil and gas properties are pooled, unitized, or the
subject of some form of concurrent ownership, the coordination
necessary for joint operations has been typically achieved through
the "operating agreement." ' Use of the instrument has become so

1. The use of instruments referred to as "operating agreements" is not limited to the
oil and gas industry. Instruments defining the operating rights and obligations of one party
with respect to the property or assets of another have received this same denotation in the
railroad, trucking and real estate industries, in employment contracts, and in the hard minerals
industry. On the subject of operating agreements in the hard minerals industry see Stott, Legal
and Tax Consequences of Mining Joint Venture Agreements, 18 ROCKY MTN. MIN. L. INST.
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widespread that the operating agreement is now considered by some,
after the oil and gas lease, to be the most common instrument in
the industry.2 Surprisingly, it is only recently that the operating
agreement has been the subject of a significant volume of litigation.
As the value of reserves and the sophistication and expense of
operations increase, more frequent disputes among working interest
owners and third parties seem inevitable. All of this has led to
increased scrutiny and analysis of the operating agreement as an
institutionalized feature of the industry.3

189 (1973). In the petroleum industry itself, the term has been used not only in the sense
discussed herein but also in referring to instruments which transfer operating rights at certain
depths or in prescribed formations under federal oil and gas leases, in compliance with

proscriptions on the horizontal subdivision of federal leases by assignment, see, e.g., Rock
Island Oil & Ref. Co. v. Simmons, 73 N.M. 142, 386 P.2d 239 (1963) and to instruments

governing construction and operation of processing plants, see, e.g., Campbell v. Delta Drilling
Co., 466 S.W.2d 604 (Tex. Civ. App.-Tyler 1971, writ dism'd). Here, we are concerned
exclusively with the form of the instrument used in the oil and gas industry to coordinate the
development and operation of separately owned properties.

2. See Gulf Oil Corp. v. Southland Royalty Co., 478 S.W.2d 583, 594 (Tex. Civ. App.-
El Paso 1972), aff'd, 496 S.W.2d 547 (Tex. 1973).

3. For previous articles and presentations on the operating agreement, see Bledsoe,
Operating Agreements from the Standpoint of the Non-Operator, in STATE BAR OF TEXAS,
ADVANCED OIL, GAS AND MIN. L. COURSE (1985) [hereinafter Bledsoe 1]; Bledsoe, Problem
Areas in Drafting Operating Agreements-Some Suggested Solutions, in STATE BAR OF TEXAS,
ADVANCED OIL, GAS AND MIN. L. COURSE (1981) [hereinafter Bledsoe 2]; Boigon, Liabilities

and Relationships of Co-Owners Under Agreements for Joint Development of Oil and Gas
Properties, 37 INST. ON OIL & GAS L. & TAX'N 8-1 (1986); Boigon & Murphy, Liabilities of
Nonoperating Interest Owners, 51 U. COLO. L. REV. 153 (1980); Boyer, 1981 CAPL Operating
Procedure, 21 ALBERTA L. REV. 82 (1983); Brook, An Introduction to Joint Operating
Agreements, 31 INST. ON MIN. L. 1 (1984); Conine, Rights and Liabilities of Carried Interest
and Nonconsent Parties in Oil and Gas Operations, 37 INST. ON OIL & GAS L. & TAX'N 3-1
(1986); Farrington, Analysis of the Controversial Provisions of an Operating Agreement, I I
NAT'L INST. FOR PETROLEUM LANDMEN 77 (1970); Fell, Marketing of Production from Properties

Subject to Operating Agreements, 33 INST. ON OIL & GAS L. & TAX'N 115 (1982); Hazlett,

Drafting of Operating Agreements, 3 ROCKY MTN. MIN. L. INST. 277 (1957) [hereinafter

Hazlett]; Heaney, The Joint Operating Agreement, the AFE and COPAS-What They Fail to
Provide, 29 ROCKY MTN. MIN. L. INST. 743 (1984); Kutzschback, Operating Agreement

Considerations in Acquisitions of Producing Properties, 36 INST. ON OIL & GAS L. & TAX'N

7.1 (1985); McCollam, A Selective Comparison of Contractual Operating Problems under
Federal Offshore and Onshore Oil and Gas Leases, 29 INST. ON OIL & GAS L. & TAX'N 229

(1978); Moore, Joint Operating Agreements-Is There Really a Standard That Can Be Relied
Upon?, 5 E. MIN. L. INST. 15.1 (1984); Ryan, Current Problems in Federal Unitization, with
Particular Reference to Unit Operating Agreements, 2 ROCKY MTN. MIN. L. INST. 157 (1956);

Smith, Duties and Obligations Owed by an Operator to Non-Operators, Investors, and Other
Interest Owners, 32 ROCKY MTN. MIN. L. INST. 12-1 (1986); Stewart, Important Features of

Joint Operating Agreements, 13 NAT'L INST. FOR PETROLEUM LANDMEN 139 (1972); Wigley,

AAPL Form 610-1977 Model Form Operating Agreement, 24 ROCKY MTN. MIN. L. INST. 693

(1978); Wigley, A.A.P.L. Model Form Operating Agreement Proposed Revision, 26 INST. ON
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Most analytical papers dealing with the instrument have focused
on the crucial question of the nature of joint operations and the
resulting relationship between the participants.4 This necessarily em-
phasizes functional aspects of the agreement which commit the var-
ious parties to participate in operations and share expenses for, and
production from, joint operations. But other provisions of the op-
erating agreement serve the supplemental role of adjusting the rights
and duties of the parties outside the context of actual operations.
These largely expand, limit, and define the property interests of the
parties, both within and outside the pool, unit, or lease to which the
agreement applies. Such terms not only clarify the parties' rights
with respect to the transfer, acquisition, and loss of interests but
also facilitate the sale of production and the deferral of commitments
to participate in future operations. None of these features can be
considered inconsequential, but they are often overlooked in nego-
tiations focused on accounting and procedural provisions.

To a large degree, the property provisions of the operating
agreement resemble a random collection of property clauses common
to other instruments in the industry and only peripherally important
to the operating agreement itself. This view is enhanced in the
operating agreement by varying and sometimes inconsistent or con-
fusing references to the property interests affected by these provisions.
Distinctions are drawn between "leaseholds," "leases, wells, equip-
ment, production, oil and gas rights," "rights and interests in the
contract area," and "acreage." These differing references to property
interests have significant meanings in some contexts and no apparent
purpose in others. These and other ambiguities can obscure the
purposes of the provisions and create difficulties for those seeking
an interpretation of their impact.'

Nevertheless, close examination will reveal that these provisions
are essential to the effectiveness and structure of the joint operation.

MIN. L. 261 (1979); Willoughby, Forfeiture of Interests in Joint Operating Agreements, 3 J.
OF ENERGY & NAT. RES. L. 256 (1985); Young, Oil and Gas Operating Agreements: Producers
88 Operating Agreements, Selected Problems and Suggested Solutions, 20 ROCKY MTN. MIN.
L. INST. 197 (1975) [hereinafter Young 1]; Young, Oil and Gas Operations: Who Does What,
To Whom, For Whom, and Who Pays, How and When, 27 ROCKY MTN. MIN. L. INST. 1651
(1982) [hereinafter Young 2].

4. See Boigon; Boigon & Murphy; Conine; and Smith, supra note 3.
5. See, e.g., Warner v. Winn, 191 S.W.2d 747 (Tex. Civ. App.-San Antonio 1945, writ

ref'd n.r.e.) (title review involving 1937 operating agreement).
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They serve diverse roles of facilitating operational and financial
functions which are the primary focus of the agreement and insuring
equity and fairness among the parties in their acquisition and dis-
position of interests affected by the instrument. In many instances,
this requires a modification of common law property rights or the
delineation of fiduciary obligations between the parties. In these
contexts, the significance of the property provisions becomes more
readily apparent.

Unfortunately, few cases interpret these provisions in the context
of the operating agreement. The legal analyst is often forced to rely
on the construction of similar provisions used in settings unrelated
to the joint operation of petroleum interests, after adjusting such
interpretations to reflect the unique purpose of the provision in the
petroleum industry. Interpretation is further complicated by divergent
characterizations of the operating agreement by different courts as
an instrument creating a joint venture or effecting a cross-conveyance
of property rights, both of which are expressly denied by the instru-
ment itself. As a consequence, provisions intended to apply to
separately owned real property interests must be applied to patterns
of ownership not contemplated by the structure of the agreement.
Interpretation and understanding of the property provisions in the
operating agreement, then, must be based largely on both the specific
function intended for the provision within the joint enterprise and
the proper application of that function within the cotenancy or joint
venture imposed by judicial decisions.

The aim of this paper is to review the various provisions typically
included in the operating agreement which affect the property inter-
ests of the parties and analyze their validity and enforceability vis-
a-vis both the parties themselves and third party transferees under
conventional rules of property law. For background, Part II will
briefly review the contexts in which the operating agreement is
employed and the general characteristics of the instrument. Part III
of the paper will analyze in detail the consequences of both express
and implied provisions of the operating agreement on the real and
personal property rights of the individual parties. Part III will first
examine the transfers of property interests which facilitate operational
and financial arrangements under the instrument through cross-con-
veyances, nonconsent penalties, and the operator's lien. Attention
will then be focused on the various restrictions, rights, and obligations
appended to property interests under the instrument to preserve the
structure of the enterprise and promote equitable relations among
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the parties, including limitations on the right to transfer and dispose
of interests, obligations to share future acquisitions with other parties,
and the effect of title failure. This central segment of the paper will
also discuss the impact of the operating agreement on personal
property rights, particularly the parties' interests in equipment and
material employed in operations and the right to dispose of one's
own share of production. Part IV will conclude the paper by ex-
amining the enforcement of the property provisions among the par-
ticipants themselves and against third parties asserting claims by
subsequent transfers of operating and nonoperating interests or through
encumbrances. Major principles of property law which bear on the
enforceability of the operating agreement, including the statute of
frauds, the rule against perpetuities, and the rule on restraints against
alienation, will be discussed in broad terms and their application to
the operating agreement reviewed. To examine the effect of all
provisions of the operating agreement on third parties, the instru-
ment's obligations will be examined as potential covenants running
with the land which can bind third parties who have actual notice
or who are deemed to have constructive notice under the recording
acts.

It is hoped that this review will contribute to the general under-
standing and appreciation of this crucial instrument in the petroleum
industry.

II. CONTEXT AND CHARACTERISTICS OF THE OPERATING AGREEMENT

In simple terms, the operating agreement is a contractual ar-
rangement between two or more parties for the joint development
and operation of mineral properties. 6 Coordination is necessitated by
a diversity of ownership of operating rights in the area to be
developed. This diversity of ownership, and the consequent need for
joint efforts, can arise in any of three contexts. The first exists where

6. McCollam, supra note 3, at 233. One court has characterized the operating agreement
as "a practical arrangement whereby two owners of an oil lease provided for operations under
the leases by one of them for the mutual benefit of both." Universal Consol. Oil Co. v. Los
Angeles, 202 Cal. App. 2d 771, __, 21 Cal. Rptr. 61, 68 (1962). Another court has
commented that the "operating agreement is the usual means in the oil and gas industry of
defining the rights and duties of an operator vis-a-vis the non-operating owners of a well."
Transcontinental Gas Pipeline Corp. v. State Oil & Gas Bd., 457 So. 2d 1298, 1309 n.6 (Miss.
1984), rev'd on other grounds, 474 U.S. 409 (1986).
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multiple parties have acquired joint ownership of operating rights in
a single tract or lease of sufficient size, configuration, and location
to permit drilling and production activities under applicable conser-
vation regulations but desire to conduct joint operations for practical
or legal reasons. In some states, the rules on concurrent ownership
preclude any single co-owner from extracting minerals without the
consent of the others, unless accomplished to protect or preserve the
joint estate.' The operating agreement may serve as the vehicle for
obtaining this consent and simultaneously set the terms under which
operations will be conducted. By contrast, the rule on joint ownership
applied in the majority of states permits any co-owner to extract
minerals without the consent of the other owners, provided the
producing party accounts to the other co-owners for their propor-
tionate share of production after deducting reasonable costs of de-
velopment, production, and marketing. The operating party is able
to recover his costs from production if operations are successful, but
the other owners are not personally liable for any expenses incurred.'
As a consequence, all risks are borne by the operating party, who is
entitled in the long term to only a portion of production. Although
the execution of an operating agreement to obtain co-owner consent
to operations is not essential under the majority rule, the use of the
agreement is of considerable benefit to the operating party by re-
ducing his individual risk in the venture to a level commensurate
with his potential gain by committing the other co-owner to personally
bear a portion of costs. 9

The remaining two contexts in which joint operations are em-
ployed are related in the sense that the diversity of ownership in the
area of operations results from the consolidation of operating rights
in two or more tracts of land. In the second context, there exists

7. Commencement of unlawful operations would constitute a trespass enjoinable by the
other joint owners, the cost of which could only be recovered from the operator's own share
of production. See Gulf Ref. Co. v. Carroll, 145 La. 299, 82 So. 277 (1919); LA. REV. STAT.
ANN. §§ 30:217-18, 31:177 (West 1975 & West Supp. 1987); 2 H. WILLIAMS & C. MEYERS, OIL
& GAS LAW § 504.2 (1987) [hereinafter WILLIAMS & MEYERS].

8. Cox v. Davidson, 397 S.W.2d 200 (Tex. 1965).
9. By executing an operating agreement, each participating co-owner not only consents

to the operations, but also commits himself to become personally liable for his pro rata share
of expenses. Hill v. Field, 384 F.2d 829 (10th Cir. 1967). One court has commented, "[Lit is
most difficult to perceive how the development could [proceed] and the oil [be] marketed
without an operating agreement existing between the [co-owners]." Sherr v. Sierra Trading

Corp., 492 F.2d 971, 974 (10th Cir. 1974).
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separate ownership of adjoining tracts or leases of such size and
configuration that it is necessary to combine, or pool, the tracts in
order for some or all parties to participate in a well.' 0 Alternatively,
the geologic features of the tracts may be of such a nature that the
parties desire to explore their separately owned properties together
in order to disperse the risks of the operation. The third context
arises where a fieldwide unit is established covering multiple tracts
or leases to conduct gas recycling, water flood, or other secondary
or tertiary recovery operations requiring coordinated operations
throughout the field." In each of these scenarios, pooling or uniti-
zation essentially entails an arrangement whereby the owners of the
tracts are to share production derived from any location within the
unit. This may be accomplished by voluntary agreement 2 or by
compulsory order of a state conservation commission. 3 But to initiate
joint operations for the unit, it is still necessary for an operating
agreement to be activated. In most instances, the operating agreement
is a separate instrument from the pooling or unitization agreement

10. For example, it may be necessary to combine tracts in order to comply with spacing
or density requirements for the drilling of wells. Similarly, if density regulations establish
drilling units but do not provide for an apportionment of production within the unit, or if
maximum lawful production can be achieved under proration regulations only by enlarging
the size of the drilling unit, pooling of neighboring tracts can assure full production allowables
for the well and allocate the production to the owners within the unit.

11. Where two or more separately owned tracts are involved, cooperation is essential since
the operations on one tract will enhance recovery on other tracts. Without an equitable
allocation of production, there is no motivation for the owner of the proposed injection site
to become involved. The necessity of a more accurate formula for the allocation of costs and
production based on the variable geologic characteristics of a large area and the accounting
needed to reimburse some parties for previously installed equipment, in conjunction with other
factors, makes the unit agreement or order a more detailed and complex instrument than the
pooling agreement or order.

12. The voluntary agreement may take the form of a community lease, a private arrange-
ment between lessees and lessors, or exercise of the pooling power granted in the oil and gas
leases. See 6 WILLIAMS & MEYERS, supra note 7, §§ 902, 904 (1986); 4 WILLIAMS & MEYERS,
supra note 7, §§ 667-670.9 (1986).

13. See, e.g., TEx. NAT. RES. CODE § 102.001 (Vernon 1978). In the event of pooling or
unitization, approval of the Secretary of Interior will be required if federal leases are involved.
Units created to comply with state spacing requirements or within reservoirs reasonably defined
by prior drilling entail execution and approval of a communitization agreement for onshore
properties. See 30 U.S.C. § 2260) (1982); 43 C.F.R. § 3105.2 (1987). Corresponding offshore
units require creation of reservoir units or competitive reservoir units. See 43 U.S.C. § 1334(a)(1)
(1982); 30 C.F.R. § 250.50 (1986); O.C.S. Order No. 11. For larger, undeveloped tracts,
whether on or offshore, exploratory or contraction type units will be required. See 30 U.S.C.
§ 226(j) (1982); 43 U.S.C. § 1334(a)(1) (1982); 30 C.F.R. § 226 (1986); id. § 250.50.
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(or order)14 but occasionally, particularly with respect to unitizations,
the two agreements are combined or have overlapping provisions."'
Pooling and unitization orders have expanded to cover many of the
issues addressed by the operating agreement. Nevertheless, it is com-
mon for the unit parties to execute a separate operating agreement
to insure that issues not addressed in the order are covered between
the parties.' 6 To the extent typical provisions of the operating agree-
ment are incorporated into the unitization agreement or order, most
interpretations and limitations discussed in this paper will continue
to apply. Clearly, where there is redundancy, care must be taken to
avoid conflicts and ambiguities which may later lead to disputes.

The operating agreement establishes parameters for the conduct
of operations within a prescribed geographic area and provides the
mechanism by which costs and production are shared among parties
to the agreement. The typical operating agreement will include pro-
visions addressing or accomplishing the following:' 7

(1) designation of the geographic area which is the subject
of the instrument, variously referred to as the "contract area" or
"unit area;''' 8

(2) appointment of a single party as "operator" who is
entrusted with management and control of drilling, development,
and production activities, subject to varying degrees of control by
the "nonoperators" or an elected management committee; 9

14. When filing a federal communitization agreement, for example, it is suggested that
the operating agreement for the unit be attached. However, the terms and provisions of the
operating agreement are not reviewed in the approval process.

15. For an example of a combined unit and operating agreement for the Hough Morrow
"A" Unit, see 2 R. MYERS, THE LAW OF POOLING AND UNITIZATION § 15.05 (1986) [hereinafter

MYERS].

16. A compulsory pooling order will usually contain provisions designating the operator
and prescribing the mechanism for parties to elect nonparticipation in operations, both of
which are also addressed in the typical operating agreement. Such provisions may be supple-
mented by a private operating agreement between the parties to add such topics as replacement
of the operator. The supplemental terms are enforceable to the extent they do not conflict
with the order of the conservation commission and do not diminish correlative rights. Tenneco
Oil Co. v. El Paso Natural Gas Co., 687 P.2d 1049 (Okla. 1984); Humble Oil & Ref. Co. v.
Jones, 125 So. 2d 640, 646 (La. Ct. App. 1961).

17. For a similar list of basic provisions, see 2 WILLIAMS & MEYERS, supra note 7, § 503.2
(1986). A summary of operating agreement provisions also appears in Home-Stake Prod. Co.
v. Tri-State Pipe Co., 197 Kan. 163, -, 415 P.2d 377, 382 (1966).

18. See, e.g., AAPL Form 610-1982, Art. I. D.
19. See, e.g., id. Art. V. A. The operator's management duties may also extend to

authority to engage in emergency operations or projects of less than a stated cost, payment
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(3) prescription of a formula or formulas by which all costs
of operations will be borne, and all production shared, by each
participant;

2 0

(4) specification of initial joint operations approved by all
parties and procedures for determining participation in operations
proposed from time to time in the future; 2'

(5) procedures for collecting and securing payments due the
operator for joint operations; 2

(6) prohibitions on the abandonment of a well or surrender
of a lease without the consent of all parties; 23 and

(7) limitations on assignments, acquisitions, and partitions by
the parties.2 4

As with the oil and gas lease, there is no "standard operating
agreement." Specific provisions vary to allow for the peculiar needs
of the parties to the instrument and special concerns inherent in the
immediate transaction .25 Nevertheless, there is considerable similarity
in the basic provisions of most operating agreements. This results in
large part from the development of model forms of the instrument
which have received widespread acceptance in the industry. 26 Over

of taxes and delay rentals on leases within the unit area, conduct of legal actions, procurement
of insurance, and sale of production. See, e.g., id. Arts. VIL. D.3., VII. F., VII. E., X., VII.
G., and VI. C., respectively. Ancillary provisions on the operator also usually address the
relation of the parties and the operator's standard of liability, procedures for the resignation
or removal of the operator and appointment of a successor, and the operator's right to
contract for the use of its or an affiliate's equipment and labor.

20. See, e.g., id. Art. III. B. Closely associated with these provisions are guidelines on
the effect of failure of title. See, e.g., id. Art. IV.

21. See, e.g., id. Art. VI.
22. See, e.g., id. Art. VII. B. and C.
23. See, e.g., id. Arts. VIII. A. and VI. E.
24. See, e.g., id. Art. VIII. B. - F.
25. A variety of supplemental provisions have developed. See Bledsoe 2, supra note 3, at

F2-F24. For an example of an agreement utilized in a specific transaction, see MYERS, supra
note 15, § 5.20 (1967) (Citronelle Unit).

26. Operating agreements had come into widespread use by the 1920s, particularly in co-
tenant situations. See, e.g., Potlach Oil & Ref. Co. v. Ohio Oil Co., 199 F.2d 766 (9th Cir.
1952) (1922 operating agreement), cert. denied, 345 U.S. 926 (1953); Hughes v. Samedan Oil
Corp., 166 F.2d 871 (10th Cir. 1948) (1927 printed form operating agreement). The terms of
other early operating agreements are discussed in United States v. Thomas, 329 F.2d 119 (9th
Cir.) (1948 agreement), cert. denied, 379 U.S. 819 (1964); Cedar Creek Oil & Gas Co. v.
Fidelity Gas Co., 249 F.2d 277 (9th Cir. 1957) (1935 agreement), cert. denied, 356 U.S. 932
(1958); Kingwood Oil Co. v. Bell, 204 F.2d 8 (7th Cir. 1953) (1950 unit operating agreement);
Colorado Interstate Gas Co. v. HUFO Oils, 626 F. Supp. 38 (W.D. Tex. 1985) (1949
agreement), aff'd, 802 F.2d 133 (5th Cir. 1986). Prior to the currently popular model form,
company forms were common. For examples of company forms, see 6 W. SUMMERS, THE
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time, these model forms have contributed greatly to the simplification
of negotiations, the standardization of technical terms and, to a more
limited degree, consistency in legal interpretations. In 1956, the
American Association of Petroleum Landmen published the first
version of its model form operating agreement, designated AAPL
Form 6 10,27 which is generally perceived to be the most popular form

LAW OF OIL & GAS § 1328 (1987 Supp.) [hereinafter SUMMERS), and 2 MYERS, supra note 15,

§ 15.11.
27. AAPL Form 610-1956 was prepared for joint operation of private lands and was the

result of four years of study and drafting by a committee composed of representatives from
twenty-seven petroleum companies. Forms from seventeen companies were used to develop the
model instrument after consultation with operating divisions of the participating companies.
The 1956 version of the AAPL Form 610 is reproduced in 7 E. KUNTZ, LAW OF OIL & GAS

§§ 137.1, 137.2 (1979) [hereinafter KUNTZ]. The form was modified in 1977 and 1982 and is
presently undergoing further revision. A competing joint operating agreement for private land
was published by the Rocky Mountain Oil & Gas Association in 1959 as its Form 3 (hereinafter
referred to as RM Form 3). RM form 3 is reproduced in 7 WILLIAMS & MEYERS, supra note
7, § 920.5 (1987). The Canadian counterpart is the operating procedure form of the Canadian
Association of Petroleum Landmen. Prior to RM Form 3, the Rocky Mountain Oil & Gas
Association issued its operating agreement Form 1 (undivided interests) and its operating
agreement Form 2 (divided interests) in 1953 and 1954, respectively, which were designed for
units on unproven tracts comprised in part of federal leases. These forms were developed by
the Association's Public Lands Committee, which began formal work on the project in 1953.
Rocky Mountain Form 1 (undivided interests) and Form 2 (divided interests) are herein referred
to, respectively as RM Form 1 and RM Form 2, and are each reproduced in 7 WILLIAMS &
MEYERS, supra note 7, §§ 920.3, 920.4 (1987). Under the undivided form (used primarily for
small units), shares in costs and production are proportioned among the working interest
owners on the basis of the leased acreage contributed by each to the unit area. In contrast,
the divided form (normally used for larger areas) makes the distribution among participation
areas on the basis of broader criteria more indicative of the quantity of production obtainable
from each such area and divides costs and production among working interest owners within
such areas on the basis of acreage contributed to the participation area. There is no standard
form for proven areas since terms for such units are heavily negotiated and a complex formula
is required to allocate costs and production. I Law of Federal Oil and Gas Leases (MB)
§ 18.06[1] (1987). Similarly, no model form agreement for offshore operations has yet been
devised. McCollam, supra note 3, at 237.

Yet another form is the Model Form of Unit Operating Agreement of the American Petroleum
Institute (hereinafter referred to as the API Form), originally published in 1957 and designed
to facilitate secondary recovery operations in oil and condensate reservoirs where primary
development is essentially complete. The API Form was prepared by the Subcommittee on
Unit Operations of the API Executive Committee on Drilling and Production Practice, Division
of Production. The second edition of the form, prepared in 1961, is reproduced in 6 SUMMERS,

supra note 26, § 1322. The 1970 third edition of the API Form is reproduced in 7 KUNTZ,

supra note 27, § 137.5 ; 7 WILLIAMS, supra note 7, § 920.2 (1967); 6 SUMMERS, supra note 26,
§ 1327, and 2 MYERS, supra note 15, § 15.02. Another API Form is the Model Form of Unit
Operating Agreement for Statutory Unitization, prepared for use in states with compulsory
unitization laws. This form is reproduced in 7 KUNTZ, supra note 27, § 137.7; 6 SUMMERS,

supra note 26, § 1322A (Supp. 1987); and 2 MYERS, supra note 15, § 1504.
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in current use. 2 Because of its popularity, the AAPL Form 610 has
been used as the basis for this and other studies.2 9

The nature of the relationship between the parties to the oper-
ating agreement (and between these and third parties) has not been
clearly resolved.30 However, two basic theories appear to be evolving.
Despite the disclaimer in most operating agreements that a partnership
relationship is not intended, 3 most jurisdictions which have addressed
the issue have concluded that the instrument creates either a mining
partnership 32 or joint venture 3 under which the usual rules of fidu-

28. Boigon, supra note 3, at 8-16; Heaney, supra note 3, at 743-44; Wigley, supra note
3, at 696-97.

29. This is also done to avoid an unduly complex analysis. Significant similarities and
variations in other onshore forms are noted in these footnotes.

30. Possible theories imposing a fiduciary relationship include agency, trust, cotenancy,
and partnership. See Smith, supra note 3, § 12.02.

31. Art. VII. A. of AAPL Form 610-1982 provides:
The liability of the parties shall be several, not joint or collective .... It is not the
intention of the parties to create, nor shall this agreement be construed as creating,
a mining or other partnership or association, or to render the parties liable as
partners.

AAPL Form 610-1982, Art. VII. A. Section 14.1 of the API Form, Art. 29 of RM Form I,
section 28.2 of RM Form 2, section 16.2 of RM Form 3, and section 22 of AAPL Form 610-
1956 contain similar stipulations.

32. See Mud Control Labs. v. Covey, 2 Utah 2d 85, -, 269 P.2d 854, 859 (1954).
The same result was reached in Louisiana in the decision of Bertrand v. Forest Oil Corp., 441
F.2d 809 (5th Cir. 1971), cert. denied, 404 U.S. 863 (1971). However, revisions to the Louisiana
Mineral Code now exclude contracts for joint development and operation of mineral properties
from the partnership laws unless the parties have elected to be considered a partnership or
joint venture. See LA. REV. STAT. ANN. § 31:215 (Supp. 1987). The mining partnership
originated with hard rock mining operations but has been applied to oil and gas operations.
This partnership arises when there: is (1) concurrent ownership of a mineral interest, (2) joint
operation of the property, and (3) an express or implied agreement between the co-owners for
the sharing of profits and losses. Texas courts have added resultant requirements of community
of interest and mutual agency. See State v. Harrington, 407 S.W.2d 467 (Tex. 1966), cert.
denied, 386 U.S. 944 (1967). The element of joint operation is not obviated by designation of
one co-owner as "operator" of the venture. The involvement of "nonoperators" to the extent
of furnishing labor, equipment, supplies, or advice is sufficient to fulfill the requirement of
joint operations. Similarly, because the mining partnership is a relation imposed by law,
disavowal of the intent to create a partnership is inconsequential. As with any partnership,
the members of the mining partnership are fiduciaries to each other and the operator may
bind the parties to contracts and obligations within the scope of the venture. For more detailed
material on mining partnerships, see Boigon, supra note 3, §§ 8.01-8.03; Brimmer, Mining
Partnerships, 15 ROCKY MTN. MIN. L. INST. 85 (1969); Fisk, Mining Partnership, 26 INST. ON
On. & GAs L. & TAX'N 187 (1975); Jones, Mining Partnership in Texas, 12 TEX. L. REV. 410
(1934); 2 WILLIAMS & MEYERs, supra note 7, § 435 (1987).

33. See Oklahoma Co. v. O'Neil, 440 P.2d 978 (Okla. 1968); see also Britton v. Green,
325 F.2d 377 (10th Cir. 1963); Frankfort Oil Co. v. Snakard, 279 F.2d 436 (10th Cir. 1960),
cert. denied, 364 U.S. 920 (1960) (both interpreting Oklahoma law). Although there is no
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ciary duty and joint and several liability control. Although Texas
courts have recognized that a mining partnership or joint venture
can arise from multi-party oil and gas operations under appropriate
circumstances,3 4 the existence of any form of partnership under the

precise universal definition of a joint venture, there seems to be general concurrence that it
exists in the presence of the following factors intended by the parties:

(a) a contribution by the parties of money, property, effort, knowledge, skill or
other asset to a common undertaking;
(b) a joint property interest in the subject matter of the venture;
(c) a right of mutual control or management of the enterprise;
(d) expectation of profit . . .;
(e) a right to participate in the profits; and
(f) most usually, limitation of the objective to a single undertaking or ad hoc
enterprise.

2 S. WILLISTON, LAW OF CONTRACTS § 318A, at 563-65 (3rd ed. 1959); see also Shell Oil Co.
v. Prestidge, 249 F.2d 413, 415 (9th Cir. 1957) ("A joint adventure has been broadly defined
as an association of two or more persons who combine their property, money, efforts, skill
or knowledge to carry out a single business enterprise with the objective of realizing a profit");
West v. Kerr-McGee Corp. 586 F. Supp. 493, 495-96 (E.D. La. 1984), rev'd, 765 F.2d 526
(5th Cir. 1985); Ayco Dev. Corp. v. G.E.T. Serv. Co., 616 S.W.2d 184, 186 (Tex. 1981) (a
joint venture must include "a community of interest in the venture; an agreement to share
profits; an agreement to share losses; and a mutual right of control or management of the
enterprise"). For an analysis of the provisions of AAPL 610-1982 which may constitute the
elements of a joint venture, see Boigon, supra note 3, § 8.02, at 8-17 through 8-19. As with
the mining partnership, several courts have held that the appointment of an operator with
general control of the enterprise does not abrogate the joint venture. The right of control,
rather than the exercise of such control, appears to be the essential element, even if it falls
short of the power to dictate details of the operations, provided that contractual constraints
have been placed on the powers of the designated operator, as in the typical operating
agreement. See Mud Control Labs., 2 Utah 2d at , 269 P.2d at 858-59. In another case,
the requisite control was supplied by mere cooperation in refraining from interfering in
operations in which the nonoperator had no skill or expertise. See Oklahoma Co., 440 P.2d
at 984-85. Of course, as with the mining partnership, where a joint venture is present, the
parties are fiduciaries to each other and may be bound by the operator to contracts and
obligations. 2 S. WILLISTON, LAW OF CONTRACTS § 318B (3d ed. 1959).

34. Rankin v. Naftalis, 557 S.W.2d 940, 944-45 (Tex. 1977) (joint acquisition of leases
subject to agreement that expenses and profits would be shared but that operator would have
control of operations constitutes joint venture); State v. Harrington, 407 S.W.2d 467, 477
(Tex. 1966) (agreement to acquire and operate leases and to share expenses and profits without
limitation of liability or control, followed by active involvement of all parties in varying
degrees, constitutes a mining partnership), cert. denied, 386 U.S. 944 (1967); Munsey v. Mills
& Garitty, 115 Tex. 469, 484-86, 283 S.W. 754, 760-61 (Tex. Comm'n App. 1926, opinion
adopted) (farmout with costs and expenses shared after payout and operations to be subject
to joint control held to be a mining partnership); Fuqua v. Taylor, 683 S.W.2d 735, 738 (Tex.
App.-Dallas 1985, writ. ref'd n.r.e.) (joint acquisition of leases from operator constitutes
joint venture). In each of these cases, the parties either became co-tenants only after agreeing
to acquire and develop properties or engaged in (or failed to preclude) joint management of
the operations.

Cases holding that a joint venture exists appear to fall outside the proscriptions in the Texas
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operating agreement itself has been separately rejected.35 Instead,
under Texas law, the agreement is treated as simply reflecting the
existing relationships inherent in cotenancy of the contract area.16

Uniform Partnership Act against finding that a partnership exists on the sole basis of a
cotenancy or joint operating agreement because of the distinction between a general partnership
and a joint venture of more limited scope. See Rankin, 557 S.W.2d at 946.

35. See Luling Oil & Gas Co. v. Humble Oil & Ref. Co., 144 Tex. 475, 483-84, 191
S.W.2d 716, 722 (1945); Archer v. Bill Pearl Drilling Co., 655 S.W.2d 338, 344 (Tex. Civ.
App.-San Antonio 1983, no writ); Hamilton v. Texas Oil & Gas Corp., 648 S.W.2d 316,
320 (Tex. Civ. App.-El Paso 1982, no writ); Berchelmann v. Western Co., 363 S.W.2d 875,
876-77 (Tex. Civ. App.-El Paso 1962, writ ref'd n.r.e.); Youngstown Sheet & Tube Co. v.
Penn, 355 S.W.2d 239, 245 (Tex. Civ. App.-Austin 1962), modified on other grounds, 363
S.W.2d 230 (Tex. 1962); United States Truck Lines v. Texaco, Inc., 337 S.W.2d 497, 499-500
(Tex. Civ. App.-Eastland 1960, writ ref'd). The Texas position is based on the express
disavowal of any intent to create a partnership, the failure of the operating agreement to do
more than reiterate the effects of the existing cotenancy between the parties, and the absence
of joint operations. It is doubtful that the parties' denial of any partnership intention should
have any effect beyond the possible dissolution or removal of a fiduciary relation between the
parties themselves. 6 WILLIAMS & MEYERS, supra note 7, § 929.3 (1986). As to third parties,
it is the legal intent, not the actual intent of the parties which controls. Shell Oil Co., 249
F.2d at 416; Taylor v. Getty Oil Co., 637 F. Supp. 886, 889 (E.D. La. 1986); Arkoma Coal
Corp. v. Alexander, 593 F. Supp. 1524, 1534 (W.D. Ark. 1984); Kerr-McGee Corp., 586 F.
Supp. at 497-99; see also 2 S. WILLISTON, LAW OF CONTRACTS § 318A, at 563 (3rd ed. 1959).
Moreover, while absence of intent may be relevant to the existence of a joint venture or
general partnership, it is irrelevant in the creation of a mining partnership by operation of
law. Dunigan Tool & Supply Co. v. Carroll, 60 S.W.2d 296, 297-98 (Tex. Civ. App.-Austin
1933, writ ref'd). The conclusion that the operating agreement reflects the incidents of the
existing cotenancy may be criticized as over-simplified-several variations in the rule of
concurrent ownership can be cited in the operating agreement. In reality, the existence of a
cotenancy is a superficial explanation for the result and not a sound reason for it. Regardless
of the presence or absence of a cotenancy, the co-owners may create a joint venture or a
mining partnership by proper conduct. Thus, the weight of the Texas position would appear
to rest primarily on the absence of joint operations. This element has assumed reduced
importance in most jurisdictions. See Boigon, supra note 3, § 8.02[2][a], at 8-13. Even in
Texas, the facts necessary to establish joint operation may not require actual involvement in
decisions. In one Texas case sustaining the existence of a mining partnership, the fact that a
number of the nonoperators were simply looking to the operator for progress reports was
sufficient to find that those parties were engaged in the operations. See Harrington, 407
S.W.2d at 477-78. However, the fact that the nonoperators are to reimburse the operator for
their proportionate share of expenses and that a limit is set on the maximum expenditures the
operator can incur without the consent of the nonoperators does not appear sufficient in itself
to show joint operation. See Berchelmann, 363 S.W.2d at 877; Youngstown Sheet & Tube,
355 S.W.2d at 245-46. There are several other factors in the operating agreement which exhibit
a degree of retained control or involvement in operations, such as the power to remove the
operator or to propose or decline joint operations subsequent to initial drilling, whose aggregate
effect has not been expressly addressed by the Texas courts.

36. Cotenancy of the unit area is common in Texas due to the implied cross-conveyance
of interest in pooling and unitization of tracts. See infra text accompanying notes 46-55.
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Neither characterization of the operating agreement as a form
of joint venture or as a simple cotenancy is likely to control the
result in any single dispute between the parties to the agreement. The
usual legal consequences of either relationship are severely altered by
contractual provisions of the agreement pertaining specifically to the
dispute.17 A detailed analysis of any single operating agreement is
likely to reveal that the instrument is intended as something more
than a simple cotenancy and less than a joint venture.

The operating agreement is a complex instrument filled with
detailed provisions on a variety of subjects. A significant number of
these provisions deal with the property interests of all the parties to
the instrument. No distinction is made between the interests of the
operator and nonoperator, although some burdens imposed may
benefit the operator alone or only indirectly benefit the nonoperator.
Some have a major impact by effecting the transfer of interests or
the creation of security interests. Others, such as restrictions on
partitions and surrender of leases, the attachment of preferential
rights of purchase, requirements for the sharing of interests acquired
through acreage or cash contributions in support agreements, within
areas of mutual interest or in the extension and renewal of leases,
and adjustments for failure of titles, have often subtle but important
implications for the parties. Many of these provisions are necessary
to the structure of the operating agreement and the continuation of
the "joint enterprise" until termination of the agreement, while others
are strictly supplemental and are designed only to provide guidance
in uncertain areas to assure efficient operations for all parties. Some
are for convenience only, while others may be argued to attempt to
restore some protections which a denial of fiduciary obligations may
have eliminated. In any event, each makes a unique contribution to
the arrangement between the parties, must be respected, and can
have surprising effects if not attended to.

III. PROPERTY PROVISIONS-FORM, SUBSTANCE, AND EFFECT

A. Transfers and Encumbrances

As in any property transaction, the provisions of the operating
agreement which effect a transfer of interests or commit the parties

37. See Smith, supra note 3, § 12.02[3], at 12-15.
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to such transfers are of immediate and crucial importance. These
transfers are used to facilitate and structure the joint enterprise.
Transfers of property interests are accomplished in three ways under
the operating agreement, two being express, the third (less recognized)
arising by implication.

1. Implied Reciprocal Transfers

The first to occur is the implied cross-conveyance of interests
between parties to the agreement. It arises from the description and
stipulation of interests committed to the operating unit in the opening
provisions of the instrument. As previously indicated, the description
of the properties within the contract or unit area is an essential
provision in any operating agreement.

The committed properties may include oil and gas leaseholds or
unleased mineral interests.3 They may include all operating rights
within the defined geographic area or be limited to those at specified
depths or within certain formations. 9 But regardless of the nature
or extent of the unit area, its description in the operating agreement

38. If the unit area includes unleased interests, an effort is made to equalize the risks
and rewards assigned to the leased and unleased interests by treating the unleased interests as
subject to a standardized oil and gas lease, which, in the case of AAPL Form 610, is attached
as Exhibit B. See AAPL Form 610-1982, Art. III. A. Similar provisions appear in RM Form
I § 3.1, RM Form 3 § 19.1, and AAPL Form 610-1956 § 3. Under this scheme, the unleased
interest is deemed to be burdened with a cost-free royalty (payable to the mineral owner
regardless of his participation or nonparticipation in drilling activities), just as with true
leasehold interests in the unit area. Care should be taken by the unleased party to insure that
the lease attached to the operating agreement is comparable to other leases included in the
unit area. He is entitled not only to a comparable royalty but also to provisions which will
terminate the lease at the same time as other leases. If the latter factor is overlooked, the
operating agreement could continue as to the unleased tract long after other leases had expired.
See AAPL Form 610-1982, Art. XIII. Where all interests in the unit area are leased, reference
to Exhibit B in Art. II. A. and Exhibit B itself are often deleted to simplify the document,
though subsequent provisions continue to reference specific treatment for unleased acreage. It
appears that Exhibit B need not be signed unless property deemed subject to the lease is
proposed for surrender or a well on the property is proposed to be abandoned and some
parties wish to retain operating rights or continue operations. See infra text accompanying
notes 281-89. Express provisions on execution are included in RM Form 1 § 3.2 and RM Form
2 § 19.2 but are broader to encompass other assignment obligations peculiar to those instru-
ments.

39. See, e.g., Morgan v. Mobil Oil Corp., 726 F.2d 1474 (10th Cir. 1984); Superior Oil
Co. v. Roberts, 398 S.W.2d 276 (Tex. 1966). The scope of the operating agreement may also
be limited to a specified substance. See, e.g., Colorado Interstate Gas Co. v. HUFO Oils, 626
F. Supp. 38 (W.D. Tex. 1984), aff'd, 802 F.2d 133 (5th Cir. 1986).
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must be accurate and complete4° not only to avoid disputes but also
to comply fully with the statute of frauds. 4' Moreover, the agreement
must designate the quantum of ownership of each party within the
described unit, which is typically expressed in terms of the expenses
to be borne by and the production to be delivered to, each party. 42

In those cases where the agreement relates to operations within a
pooled unit of such relatively small size that geologic characteristics
of all portions of the unit area can be assumed to be uniform, the
division of shares will usually reflect the proportionate acreage in-
terests of the parties within the unit area. For unitized operations, a
more elaborate formula may be necessary to insure that individual
shares accurately reflect the disparate geologic and reserve values of
the tracts contributed by each party.4

1

The designation of the unit area and the stipulation of interests
in the operating agreement generally reflect the provisions of the
pooling and unitization agreement, which in most cases is executed
prior to or contemporaneously with the operating agreement. Because
of the similarity of terms and arrangements concerning the sharing
of production, it can be expected that the operating agreement would
be given the same legal interpretation as the pooling or unitization
instrument.

The effects of pooling and unitization have been subject to two
divergent interpretations. In most instances, the pooling and uniti-
zation of tracts has been characterized as a contractual arrangement
among the owners of separate properties for the sharing of expenses
and production on their properties.4 The rationale for the contract

40. This is usually accomplished on Exhibit A to the operating agreement, which should
contain not only a complete description of the unit area, but also a list of the tracts or leases
within the unit, the owners of each tract or lease, their respective interests within the unit,
and the existing burdens as to their respective interests.

41. See infra text accompanying notes 407-36. For a case illustrating some of the difficulties
arising from inadequate descriptions, see Kuklies v. Reinert, 256 S.W.2d 435 (Tex. Civ. App.-
Waco 1953, writ ref'd n.r.e.).

42. See AAPL Form 610-1982, Art. III. B.; AAPL Form 610-1956 § 4; RM Form 1 § 2.1;
RM Form 2 § 6.1; RM Form 3 § 2.2. Note that each party's interest in unit production in
RM Form 2 is established by reference to the Unit Agreement.

43. This is necessitated by variations in such factors as porosity, permeability, acre feet
of productive sand and location, which vary from tract to tract within the unit.

44. See, e.g., Phillips Petroleum Co. v. Peterson, 218 F.2d 926 (10th Cir. 1954), cert.
denied, 349 U.S. 947 (1955) (applying Utah law); Hover v. Cleveland Oil Co., 150 Kan. 531,
95 P.2d 264 (1939); Garvin v. Pettigrew, 350 P.2d 970 (Okla. 1958), cert. denied, 364 U.S.
823 (1960); Sinclair Crude Oil Co. v. Oklahoma Tax Comm'n, 326 P.2d 1051 (Okla. 1958);
Boggess v. Milam, 127 W. Va. 654, 34 S.E.2d 267 (1945).
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theory focuses on the absence of granting language in pooling agree-
ments.4 5 There is no effect on title. In contrast, the courts of Texas, 46

California, 47 Illinois, 48 and Mississippi 49 take the position that pooling
or unitization results in a cross-conveyance of interests among the
parties to the pooling instrument. As a result, title to each tract in
the unit is literally vested in each party in an amount equal to that
party's participation in the unit.50 This cross-conveyance theory is
based on the provisions of the pooling instrument which grant each
participant a right to production from any well within the unitized
area, whether or not situated on a tract contributed by that party.5

45. See, e.g., Phillips Petroleum, 218 F.2d at 930 & n.5.
46. See Whelan v. Placid Oil Co., 198 F.2d 39 (5th Cir. 1952) (applying Texas law);

Renwar Oil Corp. v. Lancaster, 154 Tex. 311, 276 S.W.2d 774 (1955); Brown v. Smith, 141
Tex. 425, 174 S.W.2d 43 (1943); Veal v. Thomason, 138 Tex. 341, 159 S.W.2d 472 (1942);
Matthews v. Landowners Oil Ass'n, 204 S.W.2d 647 (Tex. Civ. App.-Amarillo 1947, writ
ref'd n.r.e.). But see Fussell v. Rinque, 269 S.W.2d 442 (Tex. Civ. App.-Galveston 1954,
writ ref'd n.r.e.); Sohio Petroleum Co. v. Jurek, 248 S.W.2d 294 (Tex. Civ. App.-Fort
Worth 1952, writ ref'd n.r.e.).

47. Tanner v. Title Ins. & Trust Co., 20 Cal. 2d 814, 129 P.2d 383 (1942); Southern
California Title Clearing Co. v. Law, 2 Cal. App. 3d 586, 83 Cal. Rptr. 8 (1969); Hardie v.
Chew Fish Yuen, 258 Cal. App. 2d 301, 65 Cal. Rptr. 594 (1968).

48. Ragsdale v. Superior Oil Co., 40 111. 2d 68, 237 N.E.2d 492 (1968).
49. Hudson v. Newell, 172 F.2d 848 (5th Cir. 1949) (interpreting Mississippi law), modified

on other grounds, 174 F.2d 546 (5th Cir. 1949); Merrill Eng'g Co. v. Capital Nat'l Bank, 192
Miss. 378, 5 So. 2d 666 (1942).

50. This result will apply only to the extent each participant has the authority to pool
interests which he owns or which are subject to his executive rights. See Montgomery v.
Rittersbacher, 424 S.W.2d 210 (Tex. 1968).

51. One court has expressed this result in the following manner:
A unitization of separate tracts for the purpose of sharing in the production of oil
creates a single ownership of the entire unit by the owners of the several tracts
making up the unit, subject to the terms of the oil and gas leases. Similarly, when
the lessees of the separate leasehold tracts making up the unit join in the unitization
for the purpose of operation and production of oil, a single leasehold ownership is
created of the unitized tract. The oil produced is pooled, regardless of the separate
tract or tracts upon which the wells are located and from which the oil is produced.
They all share in the oil produced, saved and sold in the proportion which each
owner's tract bears to the entire unitized tract. For all practical purposes the same
situation exists as though there was a single owner-lessor and a single lessee.

Ragsdale v. Superior Oil Co., 40 I11. 2d 68, 70, 237 N.E.2d 492, 494 (1968). Similar language
was used by the Texas Supreme Court with respect to royalty interests under a community
lease:

An oil and gas lease jointly executed by the owners of two or more tracts of land
owned in severalty, with provision for pooling or sharing, on the basis of acreage,
the royalties from oil or gas produced anywhere on the leased land, has the effect
of vesting all of the lessors ... "with joint ownership of the royalty earned from
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The question of whether the pooling or unitization effects a cross-
conveyance almost invariably arises where an issue of unit title must
be decided, that is, in disputes relating to necessary parties to a title
question5 2 appropriate venue rules, 3 effects of a subsequent convey-
ance of part of the unit,5 4 or the application of the rule against
perpetuities.)

One Texas court has extended the concept of cross-conveyancing
to the operating agreement. In Gillring Oil Co. v. Hughes,16 working
interest parties under several leases executed an operating agreement
covering a 401-acre area. The agreement contained typical provisions
on the sharing of costs, liabilities, title to equipment and production
based on contributed acreage.17 A gas well was later drilled in the
contract area and a unit designation was executed by all parties to
the operating agreement establishing a 320-acre unit around the well.
While the gas unit was entirely within the contract area prescribed
in the operating agreement, it excluded certain acreage within the
contract area, including tracts in which Gillring Oil Company owned
no interests. 8 The legal action was an attempt by Gillring to obtain

all the land in such block." The ease [sic] so executed is a conveyance by each
lessor to each of the other lessors of an undivided interest in the royalties.

Brown v. Smith, 141 Tex. 425, 430, 174 S.W.2d 43, 46 (1955) (citations omitted). By contrast,
courts rejecting the theory of cross-conveyance point to the provisions on the sharing of
production to justify a contrary result on the theory that such provisions would not be
necessary if a cross-conveyance had occurred, but would flow as a natural incident of unified
ownership. See Phillips Petroleum v. Peterson, 218 F.2d 926 (10th Cir. 1954), cert. denied,
349 U.S. 947 (1955) (applying Utah law).

52. See, e.g., Whelan v. Placid Oil Co., 198 F.2d 39 (5th Cir. 1952); Hudson v. Newell,
172 F.2d at 848; Hardie v. Chew Fish Yuen, 258 Cal. App. 2d 301, 65 Cal. Rptr. 594 (1968);
Ragsdale, 40 Il1. 2d at 68, 237 N.E.2d at 492; Coyle v. North Am. Oil Consol., 201 La. 99,
9 So. 2d 473 (1942); Vizier v. Howard, 165 So.2d 655 (La. App. 1964); Veal v. Thomason,
138 Tex. 341, 159 S.W.2d 472 (1942); Texaco, Inc. v. Letterman, 343 S.W.2d 726 (Tex. Civ.
App.-Amarillo, writ ref'd n.r.e.). Compare Stumpf v. Fidelity Gas Co., 294 F.2d 886 (9th
Cir. 1961); Mallett v. Union Oil & Gas Corp., 232 La. 157, 94 So. 2d 16 (1957); Melancon
v. Texas Co., 230 La. 593, 89 So. 2d 135 (1956).

53. See, e.g., Renwar Oil Corp. v. Lancaster, 154 Tex. 311, 276 S.W.2d 774 (1955).
54. See, e.g., Tanner v. Title Ins. & Trust Co., 20 Cal. 2d 814, 129 P.2d 383 (1942);

Merrill Eng'g Co. v. Capital Nat'l Bank, 192 Miss. 378, 5 So.2d 666 (1942). Compare Garvin
v. Pettigrew, 350 P.2d 970 (Okla. 1958); Coolbaugh v. Lehigh & Wilker-Barre Coal Co., 218
Pa. 320, 67 A. 615 (1907).

55. See, e.g., Kenoyer v. Magnolia Petroleum Co., 173 Kan. 183, 245 P.2d 176 (1952);
Phillips Petroleum Co. v. Peterson, 218 F.2d 926 (10th Cir. 1954), cert. denied, 344 U.S. 947
(1955).

56. 618 S.W.2d 874 (Tex. Civ. App.-Beaumont 1981, no writ).
57. Id. at 875.
58. Id.
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a distribution of production based solely on percentage ownership
within the gas unit, rather than on ownership within the larger
contract area established by the operating agreement. The appellate
court affirmed the decision of the trial court rejecting Gillring's
claim, holding that the operating agreement "was in effect a uniti-
zation of the tract conveying an interest in realty . . .with income
to be paid on the basis of each party's acreage contribution to the
whole unit." 5 9 As a consequence, ownership within the contact area
was uniform at the time the gas unit was created and any interests
subjected to unit designation were identical per acre with that estab-
lished by the operating agreement. 6°

The application of the cross-conveyancing theory to the operating
agreement is somewhat suspect. Until the 1950s, it was common
practice for parties to a joint operation to exchange lease assignments
to vest legal title in each lease within the operating area in each party
to the operation. 6

1 Today, most operating agreements, like many
pooling and unitization agreements, contain a provision disclaiming
any cross-conveyance of interest. 62 Decisions involving pooling agree-
ments containing such disavowals have consistently respected the
express intent of the parties and have rejected any implication that
a cross-conveyance has occurred. 63 There appears to be no reason
that the same respect should not be given to the disclaimer in the
operating agreement. Unlike the denial of partnership, third parties
are much less likely to be adversely affected by an expression limiting
the effects of the agreement to a contractual arrangement for the

59. Id.
60. Cf. Monsanto Chem. Co. v. Southern Natural Gas Co., 234 La. 939, 102 So. 2d 223

(1958).
61. Hazlett, supra note 3, at 287. See, e.g., United States Truck Lines v. Texaco, Inc.,

337 S.W.2d 447 (Tex. Civ. App.-Eastland 1960, writ ref'd).
62. Art. 111. B. of AAPL Form 610-1982 declares that it "shall not be deemed an

assignment for cross-assignment of interests covered hereby."
This is not a universal provision. To borrow an example from the mining industry, Rocky

Mountain Mining Joint Operating Agreement Form 4 (October 1971) provides in Section 20:
"[I]t is understood and agreed between the parties hereto that the ownership in said lands and
the personal property thereon shall be and is as tenants in common."

63. See, e.g., Stumpf v. Fidelity Gas Co., 294 F.2d 886 (9th Cir. 1961); Phillips Petroleum
Co. v. Peterson, 218 F.2d 926 (10th Cir. 1954), cert. denied, 344 U.S. 947 (1955); Garvin v.
Pettigrew, 350 P.2d 970 (Okla. 1958). There is some indication that a cross-conveyance depends
on the terms of the agreement, LeBard v. Richfield Oil Corp. 56 Cal. 2d 532, 364 P.2d 449,
15 Cal. Rptr. 617 (1961), and occurs only when intended by the parties. Monsanto Chem.
Co.. 234 La. at 939. 102 So. 2d at 223.
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sharing of expenses and production on separate tracts. Indeed, third
parties are more likely to benefit from the application of the contract
theory. 64 The denial of the cross-conveyance of interests in an agree-
ment is fully within the contractual power of the immediate parties
and clearly obviates any intent by the parties to effect a transfer.

The opinion in Gillring fails to state whether the operating
agreement attempted to disclaim a cross-conveyance. It is unfortunate
that this factor was not discussed by the appellate court. As a
consequence, no clear decision is available on the question of the
effect of the parties' specific disavowal of any transfer. Moreoever,
the precedential value of Gillring may be severely limited given its
factual setting. The case did not involve an issue of title; the same
determination of the effect of the unit agreement on top of the
existing operating agreement could have been reached under the
contract theory as well as the theory of cross-conveyance. All that
was required was to hold the parties to their contracted commitment
to share production from anywhere in the contract area, regardless
of the well's location. Any pooling within the contract area could
not abrogate this commitment, provided there had been no waiver
or amendment of the operating agreement itself.

To the extent that the operating agreement or a separate pooling
or unitization agreement has resulted in a reciprocal transfer of
leasehold interests, several consequences will result. First, by a con-
veyance of the working interest in a lease, the new co-lessee is in
privity of estate with the lessor 65 and thereby acquires liability for
the performance of both express and implied covenants in the lease. 66

As a co-owner of the working interest he may also assume statutory

64. By avoiding the character of a conveyance, the instrument reduces the number of
necessary parties to lawsuits over title to individual tracts within the unit, broadens venue in
the context of a contractual transaction, and, in some instances, removes protection to other
parties afforded by the recording acts.

65. Because the operating agreement does not expressly anticipate a cross-coneyance, there
is no agreement by any party to perform the covenants of another's oil and gas lease.
Consequently, there is no privity of contract between the lessor and the parties to the operating
agreement other than the original lessee or a successor who expressly assumes such covenants
in his conveyance.

66. See 5 KUNTZ, supra note 27, § 64.8 (1978); 2 WILLIAMS & MEYERS, supra note 7,
§ 403.3 (1987). In jurisdictions where the lease-sublease distinction is applied to oil and gas
leases, the undivided interests transferred by the cross-assignment would constitute a sublease
of the original oil and gas lease, thereby eliminating the privity of estate attendant with a full
assignment and obviating any direct obligations between the sublessee and the lessor. See 3
KUNTZ, supra note 27, § 35.5 (1967); 2 WILLLAMS & MEYERS, supra note 7, § 412 (1987).
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or regulatory duties imposed on such owners. 67 Second, subsequent
conveyances of any party's interest must be carefully drafted to
insure that the appropriate transfer results. As a party to the cross-

conveyance, the working interest owner now holds an undivided title
to the entire unit. To accomplish a conveyance of his interest through-

out the unit, any grant should reference not only his original leasehold
interest but also the pooling or unit agreement and the operating

agreement. Failure to clarify that the interest is subject to the
provisions of these instruments may result in the grant being inter-
preted as conveying an undivided, and diminished, interest in the
original lease only. 6s

Finally, the parties to the instrument creating the cross-convey-

ance become cotenants to one another as to all interests included in
the unit. As tenants in common, the parties retain the powers and
assume the responsibilities normally incident to that relationship.
While no agency exists between the co-owners so that no cotenant

can bind the others to an obligation, 69 a fiduciary duty does exist in

certain circumstances, as where one cotenant acquires title to the
property through a foreclosure or tax sale. 70 Under appropriate
conditions, a party may be liable to his other cotenants for waste. 71

However, under the general rules of cotenancy, the co-owners may
alter the incidents of ownership.72

This is done dramatically under the terms of the operating
agreement, which amend many of the rights and powers of the parties
normally attendant to a tenancy in common. Any cotenant is nor-
mally entitled to the use and enjoyment of the entire property, as if
he were the sole owner, provided such use does not exclude the other

co-owners. 73 Limitations are placed on this right under the operating
agreement. Although the parties retain the right of access to the
contract area, 74 the right to conduct oil and gas operations on the

67. See, e.g., TEX. NAT. RES. CODE ANN. §§ 89.001-89.152 (Vernon 1978 & Vernon Supp.
1988).

68. See Merrill Eng'g Co. v. Capital Nat'l Bank, 192 Miss. 378, 5 So. 2d 666 (1942). But

see Tanner v. Title Ins. & Trust Co., 20 Cal. 2d 814, 129 P.2d 383 (1942); Garvin v. Pettigrew,
350 P.2d 970 (Okla. 1958).

69. 4A R. POWELL, LAW OF REAL PROPERTY § 606[3] (1986) [hereinafter POWELL].

70. Id. §§ 604[3], 603[21.
71. Id. § 603[3].
72. Id. § 60612].
73. Id. § 603[1].
74. AAPL Form 610-1982, Art. VI. D. provides:
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property is granted to the designated operator alone.75 Similarly, the
usual power to sell, 76 encumber, 7 or partition7 8 one's interest as a
cotenant is limited by various provisions discussed in more detail
later in this paper. 79 The most notorious changes in the cotenancy,
which apply with equal force to parties in jurisdictions where the
unit or operating agreement creates only contract rights in production,
relate to the rules on accounting80 and contribution to protection of
the property."' Each party, whether a cotenant or a contractual
participant is committed to participation in the initial well or wells8 2

and to other operations required by emergencies or involving expenses
below a specified amount.83 As to all other subsequent operations,
each party may elect to participate or not participate, as would any

Each party shall have access to the Contract Area at all reasonable times, at its sole
risk to inspect or observe operations, and shall have access at reasonable times to
information pertaining to the development or operation thereof, including Operator's
books and records relating thereto. Operator, upon request, shall furnish each of
the other parties with copies of all forms or reports filed with governmental agencies,
daily drilling reports, well logs, tank tables, daily gauge and run tickets and reports
of stock on hand at the first of each month, and shall make available samples of
any cores or cuttings taken from any well drilled on the Contract area. The cost of
gathering and furnishing information to Non-Operator, other than that specified
above, shall be charged to the Non-Operator that requests the information.

See also API Form §§ 5.2.1 and 5.2.2; RM Form 1 § 9.1G; RM Form 2 § 16.1G; AAPL
Form 610-1956 § 14.

75. AAPL Form 610-1982, Art. V. A. states:
[Operator] shall be the Operator of the Contract Area, and shall conduct and direct
and have full control of all operations on the Contract Area as permitted and
required by, and within the limits of this agreement. It shall conduct all such
operations in a good and workmanlike manner, but it shall have no liability as
Operator to the other parties for losses sustained or liabilities incurred, except such
as may result from gross negligence or willful misconduct.

Id. For similar provisions, see API Form § 7.1; RM Form 1 § 8.1; RM Form 2 § 15.1; RM
Form 3 § 4.1. An exclusive appointment is essential to full coordination of operations and
insures that the broad discretion over operating techniques is vested in a party acceptable to
all participants. In turn, a designation as operator carries additional value not only in direct
control over such discretion but also in the often included rights to contract with affiliates
and to charge related overhead to the joint account.

76. 4A POWELL, supra note 69, § 606[4].
77. Id.
78. Id. § 607[3].
79. See infra text accompanying notes 177-203 and 460-66.
80. 4A POWEL, supra note 69, § 604.
81. Id. § 606[l].
82. See AAPL Form 610-1982, Art. VI. A.
83. See AAPL Form 610-1982, Art. VII. F.3.
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cotenant. However, failure to consent subjects the party to a deferral
of income beyond that imposed by common law and occasionally to
a temporary or permanent loss of title.

2. Express Transfers as Penalties

Regardless of whether the parties to the operating agreement are
cotenants or joint venturers, the provisions on subsequent operations
are among the most important and intricate in the instrument. These
provisions contain the first express transfer of property rights in the
operating agreement.

Although the parties have usually committed themselves under
the operating agreement or a separate instrument to participation in
the initial operations within the contract area, the decision to partic-
ipate in subsequent operations is usually deferred until immediately
preceding commencement of the new project. This insulates the
parties from binding commitments to undefined future projects and
allows each to consider the most current geologic information ob-
tained from prior operations and its own changing financial position
before further commitments are undertaken.

This is accomplished by providing an opportunity for all parties,
the operator and nonoperators alike, to elect to participate or not
participate in major operations after the drilling of the initial well,8 4

subject to some form of "penalty" 85 for opting not to participate in

84. See AAPL Form 610-1982 and 610-1977, Art. VI. B.; AAPL Form 610-1956, 1 12;
RM Form 1, Arts. 14, 16 and 18; RM Form 2, Arts. 8 and 12; RM Form 3, Arts. 9 and 10.
The election precludes any one party from preventing the project from proceeding or binding
a reluctant participant to a project. Alternatives to the nonconsent election have included
restrictions on projects without majority vote or unanimous approval, either of which may
result in preventing an interested group from undertaking a potential project. Ryan, supra
note 4, 171-72. Successive elections are often required at various stages of any single operation.
For example, Art. VII. D. 1. of AAPL Forms 610-1977 and 610-1982 provide optional
provisions to segregate drilling and deepening operations into drilling and completion phases,
allowing a second election to participate upon reaching casing point. See also RM Form 3,
§ 9.4. Such provisions have been held to make the operating agreement divisible as to drilling
and completion activities. Hamilton v. Texas Oil & Gas Corp., 648 S.W.2d 316 (Tex. Civ.
App.-El Paso 1982, no writ). Further variations in this provision are sometimes negotiated
by the parties. See Harper Oil Co. v. Yates Petroleum Corp., 105 N.M. 430, 733 P.2d 1313
(1987) (provision altered to grant option to carry a party's interest to one designated partici-
pant).

85. This label has been loosely applied to the nonconsent provisions of the operating
agreement in a number of contexts. See, e.g., Jicarilla Apache Tribe v. Supron Energy Corp.,
479 F. Supp. 536, 546 n.7 (D.N.M. 1979), rev'd in part, 728 F.2d 1555 (10th Cir. 1984),
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a successful project. Typically, any party desiring to drill a subsequent
well or to rework, deepen or plug back a nonproducing 6 well is
required to give written notice 7 to each participant, specifying the
operation proposed, the location, objective depth and formation, and
the estimated cost.88 Upon receipt of this notice, the election to
participate must be exercised within a specified period of time. 89 To

modified on reh'g, 793 F.2d 1171 (10th Cir.), cert. denied, _U.S. -, 107 S. Ct. 471,
93 L. Ed. 2d 416 (1986); General Am. Oil Co. v. Superior Oil Co., 416 So. 2d 251 (La. App.
1982), cert. denied, 421 So. 2d 908 (La. 1982); 5 KUNTZ, supra note 27, § 63.4, at 225 (1978).
Predictably, it has led to an attack on the validity and enforceability of the provision. The
characterization of the provision as a penalty has been rejected by at least one court which
construed the provision as a liquidated damages clause based on the risk compensation effected
by the arrangement. Hamilton, 648 S.W.2d at 316.

86. RM Form 2, § 12.1 and RM Form 3, § 9.1 add the completion of a well to this list.
87. AAPL Form 610-1956, paragraph 12 creates some confusion by requiring that written

notice is to be provided if all parties cannot mutually agree to proceed with the proposed
operations, falsely implying the necessity of two sets of communications. See French v. Joseph
E. Seagram & Sons, Inc., 439 S.W.2d 448 (Tex. Civ. App.-El Paso 1969, writ ref'd n.r.e.).
The required notice often takes the form of an Authority for Expenditures ("AFE"). Execution
of the AFE by a party to the operating agreement provides a written manifestation of a
commitment to participate in the proposed operations and serves to estop the signing party
from denying responsibility for paying its proportionate share of all necessary expenses. See
M & T, Inc. v. Fuel Resources Dev. Co., 518 F. Supp. 285, 290-91 (D. Colo. 1981). However,

the execution of an AFE is consent to the operation, not to a specific expenditure. Young 1,
supra note 3, at 206-07. The AFE provides an estimate, opinion, or prediction of expenses
and does not establish a ceiling for expenditures beyond which the participating parties do not
commit or otherwise qualify the consent. See Cleverock Energy Corp. v. Trepel, 609 F.2d
1358, 1360 (10th Cir. 1979), cert. denied, 466 U.S. 909 (1980); Buttes Gas & Oil Co. v. Willard

Pease Drilling Co., 467 F.2d 281 (10th Cir. 1972).

Under some circumstances, written notice may not actually be required. See Bluebonnet Oil
& Gas Co. v. Panuco Oil Leases, Inc., 323 S.W.2d 334 (Tex. Civ. App.-San Antonio 1959,
writ ref'd n.r.e.).

88. See AAPL Form 610-1982, Art. VI. B.1; RM Form 3, § 9.2; and RM Form 2, § 14.2.
89. The AAPL Form 610 prescribes a thirty-day period, as does RM Form 3, §§ 9.2 and

9.6, with respect to proposals for drilling any well or plugging back a previously producing
well. To avoid unnecessary costs, notice may be given by telephone and the election period
may be sharply reduced (usually to forty-eight hours) if a suitable drilling rig is on location.
See, e.g., RM Form 3, § 9.5. Likewise, some elections to participate in completion attempts
are limited to forty-eight hours. See AAPL Form 610-1982, Art. VII. D.l. (Option 2) and
RM Form 3, § 9.4. Federal unit operating agreements often have a two-step election allowing
thirty days to approve a test or development well and fifteen additional days to commit to
participate if less than all parties approved the well in the first round of elections. See RM
Form 2, § 14.3; RM Form 3, § 8.3. Note, however, that some operating agreement forms

permit a party to change from a nonconsenting to a consenting status by electing to participate
before a well is actually spudded, as in RM Form 3, § 9.2, or before operations are commenced,
as in RM Form 2, § 8.6 and RM Form 3, § 14.6. Receipt by any party from a third person
of a cash contribution may also trigger a subsequent right to reelect to participate. See RM
Form 3, § 9.7.
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further shield parties from undesired commitments, it is common for
the operating agreement to stipulate that a failure to respond to a
notice of proposed operations will be deemed a negative election. 9°

Without an unequivocal indication of an intent to be committed, a
party does not become bound as a participant. 9'

An election to participate will apply to the full extent of a
party's interest. 92 However, a party may increase its participation by
assuming responsibility for a nonconsenting party's interest. If less
than all parties elect to participate, the proposing party must im-
mediately advise all parties consenting to the operation of the total
interests committed to the project. Each party which elected to
participate may then further elect to limit its participation to its
original interest or to carry its proportionate part of the noncon-
senting parties' interests in addition to its original interest. 93 If at
any time there is insufficient participation, the proposing party may
withdraw the proposal.

The risk and cost of the operation are borne by the consenting
parties in proportion to the interest for which they have elected to
be responsible. Where there are nonparticipating parties, this neces-
sarily means that some parties have had to subject themselves to
additional liabilities to pursue the project. In order to compensate
for the assumption of these obligations attributable to the declining
parties' interests, the consenting parties are granted some form of
benefit upon commencement of the operation. 94 The mechanism to
achieve this adjustment varies, depending on the nature of anticipated
operations and local custom. Popular methods have included: (1)

90. See AAPL Form 610, Art. VI, B.I.; RM Form 1, §§ 14.3 and 14.4; RM Form 2,

§§ 8.3 and 8.4.
91. See, e.g., Colorado Springs Nat'l Bank v. Ferebee, 486 P.2d 456 (Colo. App. 1971).

When the provision stipulates that consent is presumed in the absence of a negative election,

the burden of proof of nonexercise of the option shifts to the nonelection party. See Bluebonnet

Oil & Gas, 323 S.W.2d at 334.
92. Partial consents are not normally permitted. General Am. Oil Co. v. Superior Oil

Co., 416 So. 2d 251 (La. App. 1982), cert. denied, 421 So. 2d 908 (La. 1982).

93. Some forms require all consenting parties to automatically assume their share of
nonconsenting interests without further election rights. See RM Form 2, § 12.5 and RM Form

3, § 10.2.
94. If the proposed project is not commenced within a prescribed time (ninety days under

RM Form 3, § 9.2, and thirty days with a possible thirty-day extension under AAPL Form
610-1982, Art. VI. B.2.), the entire election procedure must be repeated in order to proceed
with the operation, regardless of force majeure provisions. This insures commitments based
on reasonably current information immediately preceding commencement.
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cash payments to consenting parties to cover additional expenses; (2)
transfer of the right to production for a limited time; and (3)
forfeiture by the nonconsenting party of all or part of its interest in
the unit area, with corresponding adjustments in the parties' interests
under the operating agreement. 95

The most frequent method entails relinquishment by the non-
consenting parties of their interests in the well and its production 96

until proceeds from the sale of production attributable to their
interests, after deducting taxes and lease burdens associated with the
interests, equal a percentage of the costs incurred in the operation. 97

In the interim, the consenting parties are required to keep the
leasehold estates free and clear of liens and encumbrances resulting
from the operations. Should the operations result in a dry hole, the
consenting parties may be obligated to plug the well and restore the
surface area associated with the well. By this device, the participating

95. McCollam, supra note 3, at 254. See, e.g., M & T, Inc. v. Fuel Resources Dev. Co.,
518 F. Supp. 285 (D. Colo. 1981).

96. See AAPL Form 610-1982, Art. VI. AAPL Form 610-1956 originally provided that
the nonconsenting party would also relinquish "its leasehold operating rights." Other forms
call for relinquishment of the operating rights or working interest in the well. See RM Form
1, §§ 16.7 and 18.9; RM Form 2, § 12.2; RM Form 3, § 10.2. Still other forms require more.
For example, RM Form 1, section 14.7 uses a modified approach by which the nondrilling
party has an option to relinquish leasehold interests associated with the well permanently (a
form of forfeiture) or relinquish his interest in the well until payment, together with a
permanent assignment (forfeiture) of a stated percentage of his unit interest.

97. Art. VII of AAPL Form 610-1982 goes on to stipulate that, unless full recovery of
the recoupment amount has occurred and the interest has reverted, the cost of any reworking
or plugging back operation for a well shall be added to the costs of the drilling or deepening
operation on which the nonconsenting party failed to participate. During the recoupment
period, only the original consenting parties are entitled to elect to participate in reworking or
plugging back operations on the well.

The recoupment percentages applied by the parties are intended to reflect the degree of risk
involved in the operation. Consequently, lesser percentages are often applied to development
wells, as opposed to exploratory wells. McCollam, supra note 3, at 255. Figures of 200070 to
500% appear to be common in the industry. Hamilton v. Texas Oil & Gas Corp., 648 S.W.2d
316, 321 (Tex. App.-El Paso 1982, no writ); see also Colorado Springs Nat'l Bank v. Ferebee,
486 P.2d 456 (Colo. Ct. App. 1971) (200% penalty); Chevron U.S.A., Inc. v. Martin
Exploration Co., 447 So. 2d 469 (La. 1984) (3507o penalty); Forest Oil Corp. v. Superior Oil
Co., 338 So. 2d 758 (La. App. 1976) (150% penalty); Andrau v. Michigan Wisconsin Pipe
Line Co., 712 P.2d 372 (Wyo. 1986) (400% penalty).

Compulsory pooling statutes often contain provisions exempting nonconsenting owners from
liability for costs but permitting the operator to recoup such costs from production. See, e.g.,
ALA. CODE § 9-17-13 (1975); ALASKA STAT. § 31.05.100(c) (1979); ARIZ. REV. STAT. ANN. § 27-
505(a) (1976); Miss. CODE ANN. § 53-3-7 (1972); NEB. REv. STAT. § 57-909(2) (1943); NEV.
RE. STAT. § 522.060 (1985); N.M. STAT. ANN. § 70-2-17(c) (1978).
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parties who assume the obligations and liabilities of the nonconsenting
parties are rewarded for the additional interest in production beyond
the recovery of costs alone, as typically allowed under the common
law of cotenancy. This reflects a realization that the participating
party is entitled to some return on the monies put at risk at the
expense of nonparticipants who would otherwise receive the same
benefits after recovery of costs as though they had been fully at risk
in the venture. 98 As the uncertainty of the unit area increases and
anticipated risks escalate, it must be expected that reversion of the
nonparticipant's interest will be delayed by increasingly greater re-
coupments. At some point, the permitted recoupment may be so
great as to amount to a virtual forfeiture of interest.

In those jurisdictions which regard unitization as a simple con-
tractual arrangement and the operating agreement as a form of
partnership, the nonconsent provisions of the operating agreement
would be characterized as nothing more than a rearrangement of
contractual rights and obligations of the partners as to specific
operations within the enterprise as a whole. A party's degree of
control and share in revenues may be decreased with a corresponding
reduction in obligations to fund a specific project or area, but that
party remains a party in the overall venture.9

Where the parties to the operating agreement are co-owners in
the lease or leases within the contract area, whether originally or by
cross-conveyance effected by a pooling agreement or the operating
agreement, the title implications of the nonconsent provisions are
somewhat ambiguous. It is evident that the nonconsent provision
intends the transfer or redistribution of some rights and interests
between the participants and nonparticipants. The nonconsenting

98. Note that the nonconsenting party is not treated with complete equity. Although a
cash contribution to the drilling parties is credited against expenses, reducing the recoupment
period, acreage contributions are divided among the drilling parties only with no obligation
to later share such with the nonconsenting parties even after the relinquished interest itself
reverts. See infra text accompanying notes 297-319.

99. See, e.g., Shell Oil Co. v. Prestidge, 249 F.2d 413 (9th Cir. 1957). This conclusion is
supported to some degree by the limited but continuing control over general operations by the
nonconsenting parties, such as voting rights in the removal of the operator.

Theoretically, the nonconsenting interest could have the effect of severing the venture into
separate partnerships associated with each operation. This is particularly possible with respect
to a mining partnership in a context where the provisions of the operating agreement eliminate
joint ownership as to a prescribed area of operation.
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party "relinquishes"' 100 his interest in the well and its production, the
present ownership of which is then vested in the consenting parties,

until recoupment of specified amounts from production. There is no
assurance, but a possibility, of a re-transfer of the interest to the
nonconsenting party. But the question remains as to the nature of
the interest being transferred.

The nonconsenting interest is a form of the carried interest' °'

used widely in oil and gas transactions, three forms of which have
been identified based on variations in the interests transferred between
the parties. Each form derives its name from the tax case in which
it was first identified 0 2 and each has the same economic effect of

transferring operating liabilities to one party and deferring the other's
right to share in production until expenses are recouped. However,
in each instance this is accomplished with the transfer of different
operating interests. One form of carried interest is the Abercrombie-
type interest, in which the carried party retains an undivided portion

100. Use of the term "relinquish" raises the questions of whether adequate words of grant

have been used to effect a conveyance. However, it is now generally agreed that technical

words of conveyance are no longer essential to a transfer, as long as an intent to convey the

interest is disclosed. See, e.g., Harlowe v. Hudgins, 84 Tex. 107, 19 S.W. 364 (1892).

101. A carried interest is created from an arrangement between two or more owners of a

working interest in which one agrees to advance development costs on behalf of the other for

a period of time, retaining the right to fully recover such advances from future production,

if any, accruing to the other party's interest. Bolack v. Sohio Petroleum Co., 475 F.2d 259,

260 n.l (10th Cir. 1973); United States v. Thomas, 329 F.2d 119, 130 n.3 (9th Cir. 1964),

cert. denied, 379 U.S. 819 (1964); Estate of H. H. Weinert v. Commissioner, 294 F.2d 750,

n.l (5th Cir. 1961); Martin v. Edwards, 219 Kan. 466, 548 P.2d 779 (1976); C. BREEDING, F.

BURKE, & A. BURTON, INCOME TAXATION OF NATURAL RESOURCES § 2.08 (1975) [hereinafter
BREEDING]. For similar definitions, see State v. Puckett, 6 Kan. App. 2d 688, 634 P.2d 144

(1981), aff'd, 230 Kan. 596, 640 P.2d 1198 (1982); Byrd v. Smyth, 590 S.W.2d 772, 775 (Tex.

Civ. App.-El Paso 1979, no writ); 8 WILLIAMS & MEYERS, supra note 7, at 201 (1984). The

interest of the party making the advances is referred to as the carrying interest and the interest

for which advances are made is known as the carried interest.

102. The Internal Revenue Service initially imposed different tax consequences on each

type of carried interest, basing its distinctions largely on the location of the title to the working

interest at any given time. However, in United States v. Cocke, 399 F.2d 433 (5th Cir. 1968),

cert. denied, 394 U.S. 922 (1969), the court concluded that the economic effects of the

transactions, rather than title, should be the controlling element in assigning tax consequences.

The Internal Revenue Service formally applied this rationale in revenue ruling 71-207, 1971-1

C.B. 1160, and now treats all three types of carried interest as though they were Manahan-

type interests entitling the carrying party to a deduction of intangible drilling costs proportionate

to his share of operating interests during the payout period. Thus, for current tax purposes,

the particular form of the carried interest is of little or no importance. For further details on

the tax consequences of these interests, see BREEDING, supra note 101, § 15.16; 2 WILLIAMS &

MEYERS, supra note 7, § 424.2, at 453 (1987).
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of the working interest subject to a mortgage to secure advances for
operating costs to be made by the carrying party. 03 Advances by the
carrying party are regarded as a nonrecourse loan payable only out
of production proceeds of the carried interest. The second form of
carried interest is the Herndon interest,' °4 in which the carrying party,
who himself often owns a separate portion of the working interest,
becomes obligated to advance certain costs on behalf of the carried
party and in return is assigned a production payment carved out of
and burdening the carried interest. However, the most popular form
of carried interest is the Manahan-type interest. 0 Here, the carried
party assigns all or a part of his working interest to the carrying
party, subject to a reversion in favor of the carried party. After the
carrying party recovers development and operating costs, a specified
portion of the working interest returns to the carried party. If
expenses are never recovered from production, the reversion does not
occur. "1 Although the carried party may be vested with an interest
in the lease during the recoupment period, the interest becomes
possessory only after payout or some other specified event. 07

Because the nonconsenting interest under the operating agree-
ment is a type of carried interest, the three identified forms of carried
interest provide a basis for interpreting the structure of the noncon-
senting interest. In those cases where the nonconsent provision clearly
calls for the conveyance of a working interest or operating rights in
an identifiable area associated with the proposed operations, it is

103. See J. S. Abercrombie Co. v. Commissioner, 7 T.C. 120 (1946), aff'd, 162 F.2d 338
(5th Cir. 1947). A withdrawal of acquiescence in Abercrombie by the Internal Revenue Service
was published in 1949-1 C.B. I and reinstated nonacquiescence was published in 1946-2 C.B.
6. The Abercrombie decision was overruled in Cocke, 838 F.2d at 433. For another leading
case illustrating this type of carried interest, see Reynolds v. McMurray, 60 F.2d 843 (10th
Cir. 1932), overruled by Marathon Oil Co. v. Commissioner, 838 F.2d 1114 (10th Cir. 1987).
At least one writer has questioned whether the arrangement in the Abercrombie case created
a true carried interest. See Hambrick, A New Look at the Carried Interest, 10 TULANE TAX
INST. 304, 338-39 (1961).

104. See Herndon Drilling Co. v. Commissioner, 6 T.C. 628 (1946) (acquiescence on
deductibility of intangibles published at 1946-2 C.B. 3; nonacquiescence on creation of two
separate properties in leasehold and oil payment interests published at 1946-2 C.B. 6).

105. See Manahan Oil Co. v. Commissioner, 8 T.C. 1159 (1947).
106. Estate of 14. H. Weinert v. Commissioner, 294 F.2d 750, 750, n.1 (5th Cir. 1961).

Some authorities have described the future interests of the carried party as a springing executory
interest. See United States v. Frazell, 335 F.2d 487, 490 (5th Cir. 1964) (citing 2 WILLLAIS &
MEYERS, supra note 7, § 424.2), cert. denied, 380 U.S. 961 (1965).

107. Frazell, 335 F.2d at 490.
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apparent that an actual transfer of an interest in the leasehold is
intended. The nonconsenting party thereby loses his possessory rights
in the property, terminating any status as a concurrent owner, but
retaining a future interest in the form of a possibility of reverter.'0

As such, the nonconsenting interest takes the form of a Mana-
han-type carried interest, a characterization which was approved in
Railroad Commission v. Olin Corp. 109 In Olin, the court was required
to determine whether nonconsenting parties to an operating agreement
were liable as "nonoperators" for the plugging of a well pursuant
to the Texas plugging statutes,"'0 despite the failure of the well to
recover expenses incurred in subsequent operations. For purposes of
the statute, a "nonoperator" is defined as a party other than the
operator who owns a working interest in the well when it is aban-
doned or ceases operation."' Both appellants and appellee character-
ized the interest of the nonconsenting parties as a "Manahan-type
carried interest." The oil companies argued that although they had
the right to participate under the operating agreement, they were
responsible for none of the costs and expenses of the project as
nonparticipants. ' 2 The court was urged to hold that the working
interest was held entirely by the consenting parties until the recoup-
ment of the specified percentage of costs by the participating parties,
an event which never occurred. Although concurring with the char-
acterization of the nonconsenting interest as a future reversionary
interest under a Manahan-type arrangement in the operating agree-
ment, the court of appeals held the companies liable on the theory
that even a future interest is a part of the working interest, subjecting
the nonconsenting parties to the provisions of the plugging statute." 3

108. The possibility of reverter compels an automatic retransfer of part of the working
interest to the carried party upon the occurrence of the specified event. However, the future
interest could be structured as a right of entry on condition subsequent, requiring the carried
party to take some action to trigger the reversion.

109. 690 S.W.2d 628, 630 (Tex. Civ. App.-Austin), writ ref'd n.r.e. per curiam, 701
S.W.2d 641 (Tex. 1985).

110. TEx. NAT. RES. CODE ANN. §§ 89.001-89.152 (Vernon 1978 & Vernon Supp. 1987).
111. Id. § 89.002(a)(3).
112. 690 S.W.2d at 630.
113. Id. at 631. As an alternate theory, the court concluded that the statutory definition

of "nonoperator" was intended to encompass the owner of any part of the leasehold interest
with the exception of royalty and overriding royalty owners, based on an additional definitional
provision since deleted from the statute reiterating that the definitions of operator and
nonoperator do not include these nonoperating interests. Id. at 631. The rationale of both
theories is brought into question by the supreme court's per curiam opinion expressly approving
only the result in the case. Railroad Commission v. Olin, 701 S.W.2d 641 (Tex. 1985).
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Despite the stipulations and conclusion in the Olin case that the
nonconsenting interest was a Manahan form of carried interest, there
are difficulties in construing some nonconsent provisions in this way,
particularly in the 1977 and 1982 versions of AAPL Form 610. The
nonconsent provisions of both these and other forms reference only
a transfer, or relinquishment, of an interest in the well, equipment
and production." 4 The original AAPL Form 610-1956 specifically
referenced the transfer of "leasehold operating rights," a phrase
dropped from subsequent revisions of the AAPL form, possibly in
response to intervening decisions which no longer required the actual
transfer of leasehold working interests in carried interest transactions
in order to receive the favorable tax treatment afforded the Manahan-
type arrangement."15

The absence of an express conveyance of the working interest
does not necessarily mean that a conveyance of a part of the working
interest does not occur. As earlier noted, ' 6 the cross-conveyance
theory itself is based on the implied effects of a transfer or reallo-
cation of shares in operating costs and production among parties to
a pooling arrangement. A similar adjustment in shares is accom-
plished by the recoupment arrangements of the nonconsent provision.
There is ample authority to permit the courts accepting the cross-
conveyance theory to apply the theory in the context of the noncon-
sent provisions, thereby constructing a Manahan-type carried interest.
However, there are significant differences in the rights of parties
under a pooling or unitization agreement and those under the non-
consent provision which compel a rejection of any implication of
cross-conveyancing in the latter instance.

First, there is considerable uncertainty over how much of the
leasehold working interest is affected by the relinquishment in the
nonconsent provision, if any. While the cross-conveyance in a pooling
arrangement clearly applies to working and possibly other interests
in a designated area, the nonconsent provision makes no reference

114. AAPL Forms 610-1977 and 1982, Art. VI. B.2.; RM form 2, Art. 12; and RM Form
3, § 10.2.

115. See supra text accompanying note 100. The "relinquishment" in the penalty provision
can also be compared to the assignment of leasehold interests in the well's "drilling unit" in
the abandonment of wells provisions of AAPL Form 610-1982. See infra text accompanying
notes 284 & 285.

116. See supra text accompanying notes 44-55.

1294 [Vol. 19:1263



PROPERTY PRO VISIONS

to the transfer of a working interest in the lease on which the well
is located or the leases within the drilling or proration unit ultimately
designated for the well. 1 7 This may not be necessary since spacing
and density regulations will preclude drilling of any further wells in
these areas to the producing formation by any parties, nonconsenting
or otherwise, thereby protecting the production interests of the con-
sent parties. But the omission of any clear transfer of the working
interest is important for its effects in light of other provisions in the
operating agreement. The interest relinquished does not revert until
full recoupment has occurred. In the case of a dry hole, reversion
will never occur. Nevertheless, the nonconsenting parties will be
permitted an election to participate in future wells, regardless of
proximity to the dry hole drilled by the consent parties to the earlier
proposal. Future rights to participate in other proposals may even
extend to the right to participate in sidetracking the earlier well to a
new bottom hole location if the nonconsenting party tenders his
original share of costs in the first drilling operation down to the
point where the sidetracking begins." ' No reconveyance of interest
occurs, yet all parties have a right to participate fully. These retained
rights are inconsistent with any conclusion that working interests
have been relinquished until the designated amounts are recouped.

Second, a substantial degree of control over operations remains
vested in the nonconsenting party even on the project for which he
has elected not to participate. He retains his right of access to all
portions of the contract area, as well as to distribution of information
relating to all operations." 9 His right to vote on the issue of the
surrender of any lease'2 0 and to acquire an interest in any renewal
or extension lease 12' extends throughout the term of the agreement.
He continues to have a voice in the removal and appointment of the
operator,' 22 which provides a forum from which to voice complaints
on the nature of operations for any well in which he elected not to
participate. Voting rights continue to be allocated on amounts of

117. Any instrument of conveyance should be sufficiently certain to permit identification

of the property with reasonable certainty. See, e.g., King v. Hester, 200 F.2d 807 (5th Cir.
1952).

118. See AAPL Form 610-1982, Art. Vi. B.4.

119. See AAPL Form 610-1982, Art. VI. D.
120. See AAPL Form 610-1982, Art. VIII. A.; infra text accompanying notes 274-78.
121. See AAPL Form 610-1982, Art. Viii. B.; infra text accompanying notes 336-39.
122. See AAPL Form 610-1982, Art. V. B.
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working interest and acreage originally contributed. Despite the non-
consent provisions, no adjustment is made to dilute these interests
in the transfer to the consenting parties. Because these various rights
originate in the co-ownership of the working interest in jurisdictions
adhering to the cross-conveyance theory, their retention during the
recoupment period argues against any implied reassignment of work-
ing interest under the nonconsent provisions.

Third, a cross-conveyance is not necessary to achieve the intent
of the nonconsent provision. Whether viewed as a liquidated damages
clause or a simple covenant, the nonconsent provisions are designed
to compensate the drilling parties for risks and expenses incurred.
To achieve this end, it is not necessary to transfer the working
interest itself-only the right to production is essential. Protective
provisions exist to insulate the nonconsenting parties from acts their
cotenants have undertaken. But, absent the existence of a partnership
between the parties, these protective provisions do no more than
restate the legal responsibilities among participating and nonpartici-
pating co-owners. 123

Whereas pooling of the leases creates uniform rights throughout
the contract area, implying a cross-conveyance to achieve that result,
no corresponding adjustment to maintain uniformity occurs in the
context of nonconsent. Obligations to bear costs, the right to pro-
duction, and the power to determine the objectives of the proposed
operation are the only interests which are redistributed. 2 4 This indi-
cates no intent and no compelling reason to conclude that a cross-
conveyance of all rights comprising the leasehold working interests
associated with a well has occurred. In the absence of a clear
conveyance of the leasehold working interest on the tracts where the
well and its associated drilling and proration units are located, the
status of the parties as concurrent owners continues. Without more,
a nonconsent provision transferring the well and its production should
be interpreted as a temporary transfer of rights in production from
and equipment in a specific well as an accounting device to compen-
sate those assuming obligations for drilling the well. Reference to a
transfer of an interest in the well may even extend to include operating

123. See supra text accompanying note 8.
124. Until the reversion to the nonconsenting parties occurs, the consenting parties alone

determine which subsequent operations will be undertaken for the well and whether the well
may be abandoned. See AAPL Form 610-1982, Arts. VI. B. and VI. E.
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rights in the well, but this does no more than reconfirm the con-
tractual provisions of the operating agreement giving only consent
parties a direct voice in subsequent operations during the recoupment
period.

Thus, the nonconsent arrangement can be characterized essen-
tially as an accounting device by which the parties contractually
allocate production among themselves for a period of time without
effecting a transfer of the leasehold working interest. In a sense, the
accounting device is a modification of the typical incidents of co-
ownership in a mineral interest or oil and gas leasehold. On the
other hand, the allocation of rights in production could be classified
as the creation of a production payment. 125 Under the latter theory,
the arrangement between consenting and nonconsenting parties to
the operating agreement closely resembles the Herndon-type carried
interest. The result is that the consenting and nonconsenting parties
remain co-owners with respect to the leasehold working interest, with
the nonconsenting parties' interests subject to a production payment
in favor of the consenting party who is contractually entitled and
obligated for the time being to operate the well and pay all costs
and expenses incurred. 126 Analysis of the nonconsent interest as a
Herndon-type carried interest seems most reasonable in light of the
general context and provisions of the operating agreement. It permits
all consequences of the nonconsent provision to take effect without
creating inconsistencies between the consenting party's rights and
those retained by the nonconsenting party. It also provides an alter-
nate explanation for the result in the Olin decision. As a concurrent
owner in the leasehold working interest, the nonconsenting party

125. A production payment is generally defined as a share of production, free of costs of
production, terminating when a specified volume of production has been obtained or certain
proceeds realized therefrom. 2 WILLIAMS & MEYERS, supra note 7, § 422; 5 KUNTZ, supra note
27, § 63.3.

126. The nonconsent arrangement might also be interpreted as vesting the consenting party
with a mortgage or lien against the production attributable to the nonconsenting party's interest
in the lease. The application of this Abercrombie-type interest has been suggested by at least

one noted writer and carries the benefit of avoiding any violation of the rule against perpetuities.
See 1 KUNTZ, supra note 27, § 17.4. This analysis requires the operating agreement to be
interpreted as imposing an obligation on all parties, including those electing to become
nonconsenting parties, to participate in all operations. Although this is inconsistent with the
express terms of the operating agreement, it is supported by the interpretation of the nonconsent
provision as a liquidated damages clause. See supra note 85. In this form of arrangement, the
parties again remain co-owners in the leasehold interest.
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continues to remain liable to his lessor and to the public at large as
a property owner with a possessory interest.

For the most part, the nature of the carried interest in the
nonconsent provisions of the operating agreement is academic. The
provision, though ambiguous, has generally fulfilled its intended
purpose without cause for litigation. Under any of the three forms
of carried interest, the economic effects of the provision and the tax
treatment under current law remain the same. In the crucial area of
liability, the nonconsenting party relies principally on the contractual
commitments of the consenting parties to assume liability for all
costs and expenses of operations prior to the reversion of the interest,
assuming the consenting parties remain solvent.' 27 However, in three
contexts, the nonconsenting party remains directly liable to some
parties and must rely on the continued viability of the financial
commitments of the participating parties. The first involves the
continuing liability for performance of express and implied leasehold
covenants imposed on the original and subsequent lessees by privity
of contract or privity of estate. For the original lessee and any
transferee of the lease who has agreed to comply with the terms and
provisions of the lease, the burden of the contractual liability con-
tinues regardless of property transfers in the nonconsent provisions
until the lessor consents to a release.' 28 On the other hand, for the
lessee who obtained his interest from the original lessee and who
does not covenant in the assignment to perform all provisions of the
lease, liability to the lessor is based solely on privity of estate, which
terminates upon assignment of the working interest to another.' 29

Under a pooling agreement and its related operating agreement in a
jurisdiction applying the cross-conveyance theory, each party assumes
the position of a noncovenanting transferree of all leasehold interests,
except his own leases which he contributes to the unit. In this context,
the nature of the nonconsent interest relinquished becomes significant.
If it can be construed as a Herndon-type production payment, the
cotenancy is never destroyed and the nonconsenting party continues
to hold a possessory interest to which liability continues to attach.
However, under a Manahan-type interest, the present possessory
interest would be transferred, subject only to a possibility of reverter,

127. See AAPL Form 610-1982, Art. VI. B.2. 3.
128. 2 WILLIAMS & MEYERS, supra note 27, § 403.1.
129. Stout v. Blackwell Oil & Gas Co., 183 Okla. 247, 80 P.2d 942 (1938).
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interrupting the privity of estate on which continued liability to the
lessor must be based.

The second source of liability is that of statutory or regulatory
liability imposed only on working interest co-owners. This is well
illustrated by the Olin case and the effects of the definitional pro-
visions of the Texas plugging statutes. 130 Although the Texas statute
was broadly worded to include both consenting and nonconsenting
parties under any analysis of the carried interest, other statutes now
in effect, or to be enacted in the future, may hinge liability on
possessory owhiership, in which case the actual effects of the non-
consent provision become critical.

The final source of liability is that imposed in a partnership
context. In those situations where the operating agreement is con-
strued to create a joint venture or mining partnership, continued
participation in the overall venture or continued co-ownership by the
nonconsenting parties may subject even the nonconsenting party to
direct Tesponsibility for partnership obligations and injuries.

In each of these three contexts, the nonconsenting party has a
continuing exposure to liability which is protected only by the con-
tractual obligations imposed on the parties participating in the sub-
sequent operations and their continued solvency. In the absence of
an overriding concern, there is little reason not to provide as much
insulation as possible for the nonconsenting parties. To achieve this
would require modifications to the nonconsent provisions to make it
clear that an actual transfer of interest has occurred which terminates
any cotenancy, or with admittedly greater difficulty, the partnership.

Another, though less common, form of nonconsent penalty
involving a transfer of property interests is forfeiture of all or part
of the nonparticipant's interest in the contract area.' 3 ' Although
nonconsent penalties with recoupments approaching 500% may amount
to a virtual forfeiture, the express requirement of forfeiture is clearly
the most extreme and certain incentive for participation. It carries
the secondary advantage of precluding some parties from later ben-
efitting from the risks assumed by others in the early development
of a sizable contract area.

130. See supra text accompanying notes 109-13.

131. See API Form § 17.1 (a party withdrawing from all operations must assign all oil

and gas rights and interests in personal property to other parties without warranty of title);

see also RM Form Art. 14 (forfeiture option).
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Whether the forfeiture envisions an actual assignment of lease-
hold rights to the consenting parties or a simple termination of rights
to production shared under the operating agreement depends on the
jurisdiction's characterization of the operating agreement as a form
of partnership, its recognition of a unit-wide cotenancy and the
presence of an express requirement for the actual assignment of the
nonconsenting party's leasehold rights in the contract area. To the
extent the operating agreement is viewed as a purely contractual
arrangement for the sharing of expenses and profits, the forfeiture
may well apply only to the termination or waiver of the-nonconsenting
party's rights in production and monetary obligations under the
contract.132 On the other hand, where the distribution of rights of
production and obligations to bear expenses are deemed an implied
cross-conveyance of leasehold rights, forfeiture implies a transfer of
such property rights from the nonconsenter to the participants. In
either context, where an assignment of leasehold interests is unam-
biguously required, the intent to effect a transfer of operating rights
is pendant and should be entitled to full recognition and effect.

However, enforcement of this forfeiture requires close attention
to the proper execution of the provisions pertaining to subsequent
operations. Because of the harshness of the remedy, it is axiomatic
that forfeitures are not favored in law or equity.' The forfeiture
provision must be not only clear and unequivocal,1 34 but also strictly
construed and executed.'35 The forfeiture provision is also subject to

132. In this case, the forfeiting party would appear to continue as a party to the operating
agreement. To hold otherwise would require recognition that the property interests still vested
in him alone would be released, defeating the purposes of the operating agreement. As a
result, the forfeiting party may still find himself bound by some nonmonetary provisions of
the operating agreement (for example, area of mutual interest provisions added to the
agreement).

133. Sung v. McCullough, 651 P.2d 447 (Colo. Ct. App. 1982); Munsey v. Marnet Oil &
Gas Co., 199 S.W. 686 (Tex. Civ. App.-Dallas 1917, no writ). Nevertheless, forfeiture
provisions are not illegal, Pitman v. Saniten, 611 s.W.2d 663 (Tex. Civ. App.-San Antonio
1980), rev'd in part on other grounds, 626 S.W.2d 496 (Tex. 1982), and will be enforced if
clearly intended by the parties. Anderson v. Powell, 381 S.W.2d 365 (Tex. Civ. App.-Dallas
1964, no writ). See also Cockburn v. O'Meara, 141 F.2d 779 (5th Cir. 1944) (court not only
affirmed forfeiture, but imposed damages as well).

134. See, e.g., Dilbeck v. Bill Gaynier, Inc., 368 S.W.2d 804 (Tex. Civ. App.-Dallas
1963, writ ref'd n.r.e.); Colby v. Sun Oil Co., 288 S.W.2d 221 (Tex. Civ. App.-Galveston
1956, writ ref'd n.r.e.).

135. Phillips Petroleum Co. v. Rudd, 226 S.W.2d 464 (Tex. Civ. App.-Texarkana 1949,
no writ); Gulf Prod. Co. v. Cruse, 271 S.W. 886 (Tex. Comm'n App. 1925, judgment
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waiver, expressly or by conduct inconsistent with the exercise of the
right.'36 The beneficiary of a right of forfeiture of a property interest
resulting from a breach of a condition can waive the right or be
estopped to enforce it if he fails to exercise the right to the detriment
of the forfeiting party when he acquires knowledge that the requisite
conditions have occurred.117 This presents a particular danger to the
consenting parties in jurisdictions recognizing the cross-conveyance
theory, where the nonconsent provisions arguably become conditions
to each party's title creating a fee simple subject to a right of entry
for condition broken.138 In this context, forfeiture is not automatic,
but requires assertion of the forfeiture by the benefitting party.
Failure to assert the forfeiture in a timely manner and to properly
reflect its effect in accounting and other practices under the operating
agreement may result in a waiver of the "penalty." For example, if
forfeiture were permitted as a result of the nonconsent of a party,
but the subsequent operations were unsuccessful, a later oversight
permitting that party to participate in operations in the forfeited
property requiring expenditure of his funds on the project would
most certainly be grounds for waiver or estoppel. 3 9

3. Operator's Liens

The second express conveyance in the operating agreement is the
grant of security interests in the creation of the operator's lien. The
operator is authorized to pay all expenses incurred during the devel-
opment and operation of the contract area, keeping an accurate
record of the joint account reflecting all charges and credits.'4 At

adopted); Bunn v. Laredo, 208 S.W. 675 (Tex. Civ. App.-San Antonio 1919), aff'd, 245
S.W. 426 (Tex. Comm'n App. 1922, judgment adopted); see also I AMERICAN LAW OF
PROPERTY § 4.7 (A.J. Casner ed. 1952) (noting that courts dislike forfeitures and will attempt
to avoid them). To enforce time limits on the performance required to avoid forfeiture, it is
necessary that the contract stipulate that time is of the essence.

136. Von Hatzfeld v. Haubert, 224 S.W. 220 (Tex. Civ. App.-Fort Worth 1920, no writ).
137. Wisdom v. Minchen, 154 S.W.2d 330 (Tex. Civ. App.-Galveston 1941, writ ref'd

W 0. iM.).

138. See 2A POWELL, supra note 69, § 271.
139. This conclusion is compelled by holdings that refuse enforcement of forfeitures where

exercise of the right of entry has been delayed and the owner has allowed the operator to
change his position by investing money in improvements to the property. See Lawyers Trust
Co. v. Houston, 359 S.W.2d 887 (Tex. 1962); Hedick v. Lone Star Steel Co., 277 S.W.2d 925
(Tex. Civ. App.-Texarkana 1955, writ ref'd n.r.e.); Widsom, 154 S.W.2d at 330.

140. See AAPL Form 610-1982, Art. VIL. C.; COPAS AccountingProcedures, Art. 1. 3.
(1974).
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its election, the operator may charge each party with its share of
expenses after it has been discharged or invoice each party for
advance payment of estimated expenses for the next succeeding
month.1 4' Interest at a rate prescribed in the accounting procedures 42

is incurred for failure to promptly' 43 pay or reimburse the operator.
If payment is not made within sixty days after the rendition of the
statement, the operator may continue to advance the nonpaying
party's share from his own funds or request all nondefaulting parties
to reimburse the joint account.14'

To secure payment of each party's share of expenses, and any
interest incurred under the accounting procedures, the nonoperators
grant the operator (and the operator grants the nonoperators) a
contractual lien on its "oil and gas rights" in the contract area and
its share of all production and equipment. 45 In the absence of a
provision for this contractual lien, each party has a partner's lien on
a defaulting party's interest for advances made on its behalf, provided
the operating agreement is construed to create a mining partnership. 146

If the interests within the contract area are subject to concurrent
ownership among all parties, the operator would have a similar right

141. The advance invoice, together with an itemized statement of estimated expenses, must
be submitted on or before the twentieth day of the month preceding that in which the expenses
are to be incurred. Monthly adjustments must be made between advances and actual expenses
to insure each party pays no more than its proportionate share of actual expenses. AAPL
Form 610-1982, Art. VII. C.

142. The COPAS Accounting Procedures (1974) prescribe a rate of interest of twelve
percent (1207o) per annum or the maximum nonusurious rate permitted by state law, whichever
is less. The 120 ceiling has been repeatedly critized as insufficient in some financial settings.

143. Payments must generally be paid within fifteen days after receipt of invoice. See, e.g.,
COPAS Accounting Procedures, Art. 1. 3. (1974); AAPL Form 610-1982, Art. VII. C.

144. See AAPL Form 610-1982, Art. VII. B.
145. Id.; see also AAPL Form 610-1956 § 9; RM Form 3, § 4.7; RM Form I, § 8.5 and

RM Form 2, § 15.5 (lien on jointly owned materials, equipment and other property, plus
production). In keeping with the provisions for joint and several liability, the liens are limited
to secure only the debts of the granting party. See AAPL Form 610-1982, Art. VII. A. It
should be emphasized that the typical operator's lien is not drafted to secure all obligations
of the parties under the operating agreement, although with minor modification it could.

146. Lyons v. Stekoll, 186 Okla. 94, 96 P.2d 60 (1959); see Fisk, supra note 32, at 221;
Jones, Problems Presented by Joint Ownership of Oil, Gas and Other Minerals, 32 TEX. L.
REV. 697, 708 (1954); 2 WILLAMS & MEYERS, supra note 27, § 435.1, at 504; see, e.g., Houston
& West Texas Oil Co. v. Storey, 117 S.W.2d 832 (Tex. Civ. App.-El Paso 1938, writ dism'd
by agr.). It appears that third party claims will have priority over the partner's lien. Moreover,
a partner's lien applies only to interests prior to sale or distribution of proceeds, so that the
lien will not attach to production or proceeds of sale if a division order is in effect with the
purchaser. See Fisk, supra note 32, at 221 and authorities cited therein.
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in most states as a cotenant to offset production against expenses
incurred in developing the minerals.' 47 It has been suggested that
parties to the operating agreement might also be protected by an
equity lien in the absence of an express security interest. 148 Whether
the operator could seek a statutory lien under the mechanics' and
materialmen's lien statutes is problematical. Though some state laws
empower the operator to assert such a lien, many do not or are not
clear on the issue. 149

The operator's lien is an enforceable security interest. 50 The
lienholder has the right to foreclose on any of the collateral specified
in the security agreement. As long as the operating agreement ex-
pressly authorizes foreclosure, or the use of any other remedy at law
or equity, against any or all of the collateral without limiting or
prescribing the exercise of such rights, the operator may foreclose
on any portion of the collateral.' 5 ' He is not limited by fiduciary
duties or trustee relationships in the implementation of other provi-
sions of the operating agreement. In Andreau v. Michigan Wisconsin
Pipeline Co.,152 the trial court held that the operator could foreclose
the operator's lien by selling the working interest of the defaulting
nonoperator. The nonoperator, admitting the indebtedness under the
operating agreement, asserted that the operator was under a fiduciary
duty to the nonoperators which required collection of debts in the

147. See supra note 9.
148. See Haney, supra note, 4 at 766 n.48 (citing Harwell v. Carolyn Oil Co., 191 Okla.

240, 129 P.2d 81 (1942)). Generally, however, facts must infer an intention to pledge the
property for the debt, even when funds are advanced for improvement or protection of the
property. Mechanics' and materialmen's liens may also be utilized under some state statutes.
See Kenmore Oil Co. v. Delacroix, 316 So. 2d 468 (La. Ct. App. 1975). But see Kinne v.
Duncan, 315 I11. App. 577, 43 N.E.2d 425 (1942), modified by 383 Ill. 110, 48 N.E.2d 375
(1943); Gaudreau v. Smith, 137 Kan. 644, 21 P.2d 330 (1933); Uncle Sam Oil Co. v. Richards,
60 Okla. 63, 158 P. 1187 (1916).

149. Haar & Wicker, Oil and Gas Liens, 31 ROCKY MTN. MIN. L. INST. § 18.04[l] (1985).
150. See Gunn v. Stagg, 197 So. 2d 125 (La. Ct. App. 1967); Syring v. Sartorious, 28

Ohio App. 2d 308, 277 N.E.2d 457 (1971); see also Doanbuy Lease & Co. v. Melcher, 83
N.M. 82, 488 P.2d 339 (1961) (action to foreclose operator's liens under oil and gas operating
agreement); Southern Union Exploration Co. v. Wynn Exploration Co.. 95 N.M. 594, 624
P.2d 536 (Ct. App.) (oil corporation held liable under written agreements for payment not
made), cert. denied, 95 N.M. 593, 624 P.2d 535 (1981), cert. denied, 455 U.S. 920 (1982);
Siskon Corp. v. New Mine Sapphire Syndicate, 145 Mont. 346, 400 P.2d 867 (1965) (mine
operator recovered money due under operating agreement pursuant to lien foreclosure).

151. Houston & West Texas Co. v. Storey, 117 S.W.2d 832 (Tex. Civ. App.-El Paso
1938, writ dism'd by agr.).

152. 712 P.2d 372 (Wyo. 1986).
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least onerous manner.' In this instance, the nonoperator had an
underage in the volume of production he had sold, creating a positive
balance in his gas account under the gas balancing agreement attached
to the unit operating agreement. The nonoperator claimed that the
operator had a duty to offset the debt against the gas account. 5 4

The Wyoming Supreme Court held that where the provisions of the
operating agreement expressly negate a fiduciary duty by authorizing
the operator to bring any action at law or equity to enforce collection
of debts with or without foreclosure, the court will not interfere with
the operator's rights.15 5

The contractual lien in the operating agreement meets the basic
requisites for the creating of a mortgage and a security interest in
certain portions of the real and personal property of each party. 5 6

Unfortunately, there are deficiencies which have been noted by several
writers, which may result in the lienholders having less rights than
expected. 57 Among these shortcomings are the failure to: (1) clearly
specify the collateral, (2) secure funds misappropriated by the oper-
ator, (3) provide for procedures for maximum efficiency in foreclo-
sure, and (4) insure proper perfection.'

The collateral purports to include a party's oil and gas rights,
interest in equipment, and share in production. It seems obvious that

153. Id. at 373.
154. Id. The nonoperator also asserted that this offset must be made based on a value for

the gas calculated at the price set in the operator's gas purchase contract. Id. For a more
detailed explanation of gas balancing, see infra text accompanying notes 380-90.

155. 712 P.2d at 374-76. It was also held that the gas balancing agreement did not conflict
with the lien provisions of the operating agreement based on express disclaimers in the gas
balancing agreement that the latter agreement did not affect or modify the parties' obligations
to pay their proportionate share of costs under the operating agreement. Id. at 377.

156. An enforceable security interest in personalty is created when the debtor executes a
security agreement containing a description of the collateral and a description of the land
concerned. See TEx. Bus. & COM. CODE ANN. § 9.401 (Tex. UCC) (Vernon Supp. 1987). the
security interest is valid even as to future advances contemplated in the operating agreement.
Id. § 9.204(e).

157. Bledsoe 1, supra note 3, at F-16; Heaney, supra note 3, at 757-62; Morgenthaler,
Planning Ahead for a Co-Participant's Bankruptcy: A Stitch in Time, 32 ROCKY MTN. MIN.

L. INST. § 13.02 (1986) [hereinafter Morgenthaler]; Young 1, supra note 3, at 211.
158. Of all the deficiencies, the matter of perfection is undoubtedly the most critical. If

the parties overlook the preparation and execution of a separate financing statement, the
operating agreement lacks information and declarations required for the operating agreement
itself to serve as a financing statement. However, the standard form operating agreement can
be filed as a mortgage. The subject of perfection is discussed together with recording later in
this paper. See infra text accompanying notes 492-99.
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this lien will attach only to the interest owned by parties to the
operating agreement or by parties who acquire such interests with
actual or constructive notice of the operating agreement., 5 However,
on close examination the description of collateral is somewhat am-
biguous and omits several types of collateral which may be important.
The reference to oil and gas rights is intended to encompass all
interests of a party in the petroleum rights in the mineral estate
within the contract area. This clearly includes all of the party's
leasehold working interests which are generally equal to each party's
funding obligations, but it is doubtful that the parties have considered
that the standard provisions also include nonoperating interests and
reversionary mineral interests. This inclusion may result in some
parties pledging properties of disproportionately or unexpectedly
higher value than others. Of greater impact is the uncertainty over
the grant of a lien on one's "oil and gas rights" without further
specifying the quantity of such rights and the nonexistence of encum-
brances. It is arguable that such a grant should be characterized in
the nature of a quitclaim instrument subjecting the lien to outstanding
mortgages, contracts, and conveyances. 160

The security interest in equipment is designed not only to include
another valuable asset which may be sold to satisfy the debtor's
obligations but also to insure that the owner of the operating rights
retains proportionate control over the casing, valves, pumps, tanks,
pipelines, and other equipment essential to operation of the mineral
property. There are two defects in this effort. The reliance on the
term "equipment" to embrace all of the machinery and devices used
within the contract area may strain the leniency of the Uniform
Commercial Code. The Code does not demand a specific description
of collateral, but does require that it reasonably identify the prop-
erty.' 6' Although the security provisions of the operating agreement
address equipment acquired for the purpose of joint operations within
a well described area, it is arguable that the term is so broad as to
provide no reliable description of the personal property included. In

159. Cities Service Oil Co. v. Pubco Petroleum Corp., 497 P.2d 1368 (Wyo. 1972)
(operator's lien inapplicable to overriding royalty interest created prior to or contemporaneously
with operating agreement to which owner was not a party). The problem of notice and the
binding effect of the operating agreement on transferees is discussed later. See infra text
accompanying notes 479-91.

160. Morgenthaler, supra note 157.
161. See TEX. Bus. & COM. CODE ANN. § 9.110 (Tex. UCC) (Vernon Supp. 1987).
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light of the more extensive list of equipment customarily employed
in secured oil and gas lending transactions,' 162 a danger exists that
the operating agreement is not sufficiently detailed for a commercial
transaction. This defect is amplified by the failure to include fixtures 163

in the collateral. Some types of the equipment employed within the
contract area, most notably the casing, become trade fixutres upon
installation. 164 It is doubtful that the mortgage granted in "oil and
gas rights" encompasses personalty classified as trade fixtures and
uncertain whether a lien on personalty would retain priority over
another encumbrance on such fixtures.

A more certain defect is the omission of forms of personal
property other than equipment which are important to the continuous
operation of the oil and gas rights and thereby enhance the value of
the leasehold or mineral estate. Most notably, there is no reference
to general intangibles and contract rights,165 such as farmouts, support
agreements, gas purchase agreements, processing contracts, agree-

162. The description of equipment used in a security instrument may list the following:
All rights, now owned or hereafter acquired, in and to all of the personal property,
machinery (surface and subsurface), equipment, facilities and other property of
whatsoever kind or nature (excluding drilling rigs, drill pipe, tanks, mud pumps,
trucks, automotive equipment or other property taken to the premises to drill a well
or for other similar temporary uses) now or hereafter located on or under any of
the lands described in the Exhibit which are used or useful or held for use in
connection with the exploration and/or development of the lands described in the
Exhibit or the leases, interests and properties described in the Exhibit or the
production, treatment, processing, storage or transportation of oil, gas or other
hydrocarbons or other minerals, including, but not by way of limitation, all oil
wells, gas wells, water wells, injection wells, casing, tubing, rods, pumping units and
engines, Christmas trees, derricks, separators, gun barrels, flow lines, tanks, gas
systems (for treating, disposal or injection), pipe, pipelines, boilers, compressors,
connections, power plants, poles, lines, transformers, starters, controllers, machine
shops, tools, storage yards and equipment stored therein, buildings and camps,
telegraph, telephone and other communication systems, roads, loading racks and
shipping facilities, together with all improvements, betterments and additions thereto
and replacements thereof.

163. Section 9.313(a)(1) of the Business and Commerce Code defines "fixtures" as goods
which "become so related to particular real estate that an interest in them arises under the
real estate law of the state in which the real estate is situated . TEx. Bus. & COM. CODE
ANN. § 9.313(a)(1) (Tex. UCC) (Vernon Supp. 1987).

164. See Jones v. Joseph Greenspon's Son Pipe Corp., 381 I11. 615, 46 N.E.2d 67 (1943).
165. By definition, "equipment" relates to business "goods" which are not inventory,

farm products or consumer goods. See U.C.C. § 9-109 (1977). However, "goods" do not
include general intangibles, contract rights, and other things in action. See U.C.C. § 9-105(6)
(1977).
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ments on access and egress over adjoining properties, salt water
disposal rights, and the operating agreement itself. 166

In a successful well, the most valuable asset is the production.The
defaulting participant's share of production is included in the collat-
eral of the operator's lien, but it fails to include reference to
inventories, accounts, and proceeds associated with such production.
While it is true that a security interest in collateral will continue in
any identifiable proceeds received by the debtor, 167 the security interest
ceases to be perfected ten days after such receipt by the debtor if
the financing statement does not expressly apply to proceeds.' 68

Moreover, in the absence of an assignment of proceeds in the security
agreement, most purchasers are reluctant to pay proceeds to the
operator, and a demand for payment will likely result only in a
suspension of payment of the defaulting party's proceeds.' 69 Even
with an assignment of proceeds, the ability to demand payment to
the lienholder prior to foreclosure is suspect.170 Ultimate reliance may
rest in a security interest in accounts, since secured parties are
expressly authorized by the Uniform Commercial Code to have direct
payment of such accounts to themselves.''

166. The extent of these items is revealed in the following description used in some oil
and gas mortgages:

All of Grantor's rights, now or hereafter existing, under all contracts now in
effect or hereafter entered into by Grantor, or any of Grantor's predecessors in
interest, or by any other person to the extent that Grantor has any right or interest
thereto or thereunder, for the sale, purchase, transportation, exchange or processing
of hydrocarbons and other minerals produced from the lands described in Exhibit
A or the leases, interests or properties described in Exhibit A; and

All of Grantor's rights, now or hereafter existing or acquired, with respect to all
subleases, farmout agreements, assignments of interest, assignments of operating
rights, contracts, operating agreements, rights of way, franchises, privileges, permits,
licenses, easements, tenements, hereditaments, appurtenances and benefits now ex-
isting or in the future obtained and incident and appurtenant to any of the foregoing.

167. U.C.C. § 9-306(b) (1977). Inclusion of accounts must be in accordance with section
9-402(a) and should contain a waiver allowed by section 9-207(a).

168. Id. § 9-306(c).
169. Boyd, Crude Oil Purchasing, 18 INST. ON On. & GAS L. & TAX'N 233, 268 (1967);

Young 1, supra note 3, at 211, Morgenthaler, supra note 157, at 13-18. To make matters
worse, the operating agreement grants the right to receive direct payments from the purchaser
to the operator alone. In the event of a default by the operator, the nonoperators have no
reciprocal right in their liens on his interest.

170. See Taylor v. Brennan, 621 S.W.2d 592 (Tex. 1981).
171. U.C.C. § 9-502(a) (1977).
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Finally, the collateral description makes no reference to after-
acquired property. It is reasonable to interpret the security provisions
to apply to each party's interest within the contract area at the time
the indebtedness is incurred by the operator and charged to the
nonoperators. However, there are other interests which may accrue
to the defaulting party after his failure to pay his share of expenses,
usually in the form of acreage contributions and recoupment rights
in nonconsent interests. 72 Without a clear reference to the inclusion
of after-acquired titles in the collateral description, valuable sources
of recovery may be omitted from the security.

The secured obligations under the operating agreement encom-
pass debts owed for the share of expenses attributable to a party's
interest in the immediate operation. As previously discussed, this
applies to the interest of the operator as well as that of the nono-
perators. It secures each party's obligation to the joint account. All
too frequently, it is being discovered that a distinctly separate obli-
gation may arise under the agreement which flows from the operator
to the nonoperators. This occurs when the operator has collected
funds in excess of operating costs and misappropriated those monies
for other uses, including the payment of the operator's share of the
joint account. The security interests created by the operating agree-
ment are not broad enough to provide protection in these cases.

Nor are the provisions in this area sufficient to insure maximum
efficiency in enforcement of the security interests created. Reliance
is placed strictly on standard legal procedures for foreclosure, which
impose a considerable burden on the lienholder. No provision is
made for nonjudicial foreclosure or, where permitted by law, for the
waiver or reduction of rights of redemption, valuation, appraisement,
stay of execution, or marshaling of assets, which can greatly speed
recovery and reduce attorneys' fees. There is also a noticeable absence
of any right to recover such fees, which are normally not collectable
without an express agreement or statute permitting recovery. 73

Despite this catalog of deficiencies, no defect is as significant as
the absence of sufficient information and stipulations to facilitate

172. In most cases, the operating agreement does not suspend a party's right to participate
in subsequent operations even though he is in default for earlier operations.

173. But see Hill v. Field, 42 THE JOURNAL 2087 (Okla. Ct. App. 1971) (attorneys' fees
allowed without comment on whether permitted under agreement or statute) (The Journal is
currently entitled the Oklahoma Bar Association Journal).
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perfection of the liens created in the operating agreement. The lien
is effective between the parties without being placed of record. 74

However, without the proper recording of the operating agreement
in the real property records and without the correct filing of a
financing statement in appropriate Uniform Commercial Code re-
cords, the real and personal property liens created become subject
to claims by third parties and other creditors who have no actual
notice of the operating agreement and its provisions. Because these
problems are so closely associated with general benefits of and
requirements for recording the operating agreement, discussion of
these defects is deferred in this paper.175

As an alternative to the operator's lien, it has been suggested
that the operating agreement be modified to provide for forfeiture
of a party's interest for failure to pay expenses. 76 As an extreme
remedy, forfeiture clauses of this type will'.be closely scrutinized in
an enforcement action, but if expressly and clearly provided and
closely adhered to, should be given full effect. 77

B. Restrictions on Transfers and Acquisitions

The operating agreement is intended to govern all operations
undertaken within the contract area. No fixed term is established
under the instrument. Instead, the term of most operating agreements
extends until expiration of all leasehold estates within the unit, 78

which may depend on a number of events occurring at various times
under the provisions of each lease. 7 9 It is a potentially long term

174. Warner v. Nordan & Morris, 158 S.W.2d 850 (Tex. Civ. App.-San Antonio 1942,
writ ref'd w.o.m.).

175. See infra text accompanying notes 479-99.
176. Heaney, supra note 3, at 767-68.
177. See supra text accompanying notes 131-39.
178. AAPL Form 610-1982 permits the parties to select an alternative provision on

termination which provides for the agreement to continue in force for a specified period of
time after the wells in the unit area become incapable of production, but can be extended
until completion of subsequent operations being undertaken at that time by any party to the
agreement and as long as production is obtained therefrom or additional operations are
undertaken within a prescribed period of time.

179. Lease termination may result from a failure to pay delay rentals, 3 KUNTZ, supra
note 27, § 29.2(c); 3 WILLIAMS & MEYERS, supra note 7, § 605.2 (1986); or shut-in royalties,

4 KUNTZ, supra note 27, § 46.3(b); 3 WILLIAMS & MEYERS, supra note 7, § 606.2 (1986); lapse
of the primary term without establishing production in paying quantities, 2 KUNTZ, supra note
27, § 26.5; 3 WILLIAMS & MEYERS, supra note 7, § 604 (1986); discontinuation of an express
drilling program, 3 KUNTZ supra note 27, § 28.4; or voluntary surrender of the lease, 4 KUNTZ,

supra note 27, § 53.2; 4 WILLIAMS & MEYERS, supra note 7, § 680 (1986).
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venture binding all parties to prescribed procedures and obligations
until the benefits to be derived from development of the contract
area have lapsed.

Although the contractual provisions of the instrument are bind-
ing against the parties as to their interests in the contract area, there
are occasions in which the exercise of individual property rights could
cause an early termination of the venture, complicate operations, or
take unfair advantage of the mutual efforts of the operating parties.
To insure the viability and maintain the structural integrity of the
venture throughout its extended term, several provisions restricting
rights to the transfer and acquisition of interests in the contract area,
or in proximity to it, have become common features of the operating
agreement.

1. Waiver of Partition

In many cases, the contract area is subject to joint ownership.
The unit may be comprised of a single tract owned by cotenants at
the time the operating agreement is executed or a cotenancy may be
created in a unit containing several leases where there has been an
express or implied cross-conveyance of interests among the several
owners. Inherent in any cotenancy is the right of partition, which
can result in subdivision of the contract area and destruction of the
right of joint operation envisioned in the operating agreement. 80

180. The right of judicial partition, originally held by coparceners alone, was extended in
the mid 1500s to joint tenants and tenants in common by 31 Hen. 8, ch.l and 31 Hen. 8,
ch.32. Although initially a remedy at law, courts of equity gradually assumed exclusive
jurisdiction over partition. United States courts have recognized the right of partition based
on equitable principles. See, e.g., Payne v. Benham, 16 Tex. 364 (1856). Most partition actions
are now supported by statute. See, e.g., TEX. PROP. CODE ANN. §§ 23.001-23.005 (Vernon
1984). Sovereign immunity often precludes partition against a state as cotenant, see, e.g., State
ex rel. Comm'rs of Land Office v. Armstrong, 199 Okla. 474, 188 P.2d 347 (1947), unless
the immunity has been wholly or partially waived. See 28 U.S.C. §§ 1347 & 2409 (1982).
Partition of the joint property may be by division in kind or by a sale and division of proceeds.
Because the former method is favored, courts will normally order a partition by subdividing
the surface acreage if there is no reason to doubt that there is an equal distribution of
minerals. See, e.g., Gilbreath v. Douglas, 388 S.W.2d 279 (Tex. Civ. App.-Amarillo 1965,
writ ref'd n.r.e.). However, if there has been exploration or development which indicates the
presence of minerals but does not confirm their equal distribution, the court will order a sale
and division of proceeds to insure an equitable result. See, e.g., White v. Smyth, 147 Tex.
272, 214 S.W.2d 967 (Tex. 1948). Because partition is a fundamental right of joint ownership,
mortgages, liens, and other encumbrances are taken subject to future partitions but will attach
to the full interest ultimately set off to the cotenant creating the burden.
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Voluntary partition based on each co-owner's power of convey-
ance, is dependent on the cooperation and agreement of all the
cotenants. Because it is dependent on mutual agreement, it poses no
threat to the termination of a unit without the concurrence of all
owners. However, judicial partition, based on equity or statute, is
also an absolute right of cotenancy and may be obtained through
the act of a single co-owner, regardless of the disadvantages it may
cause. Once decreed by the court, the partition may be accomplished
by a division of the joint property in kind or by a sale and division
of proceeds.

Although partition is favored by the courts, the right may be
waived by express or implied agreement of the joint owners. 8 ' It is
enforceable against the parties and their successors, provided its
application is limited to a reasonable time to avoid an illegal restraint
on the use and enjoyment of property." 2 Partial breach of a broader
agreement encompassing a waiver of partition will not justify rescis-
sion of the entire contract and the restriction on partition will
continue to be respected.8 3

Operating agreement forms sometimes take advantage of this
contractual authority of the parties and expressly provide for the
waiver of any right of partition within the contract area.8 4 In the
absence of fraud or misdealing, the waiver would appear to be
binding and enforceable, the duration of the restriction being limited
by the term of the operating agreement. This provides an element of
stability to most operating agreements. Nevertheless, the issue remains
a crucial one in operating agreements where the waiver of partition

181. 4A POWELL, supra note 69 § 611 (1954).
182. Compare Saulsberry v. Saulsberry, 290 Ky. 132, 160 S.W.2d 654 (1942) (covenant

against partition for indefinite term is unreasonable) and Roberts v. Wallace, 100 Minn. 359,
111 N.W. 289 (1907) (implied covenant to restrict partition for five years is reasonable). See
also Thomas v. Witte, 214 Cal. App. 2d 322, 29 Cal. Rptr. 412 (1963) (prohibition on partition
for as long as operating agreement is effective is reasonable, even where agreement extends
for twenty-six years). In some instances, permanent restrictions on partition are prohibited by
statute. See LA. CIv. CODE ANN. art. § 1297 (West 1987).

183. Shipley v. Biscamp, 580 S.W.2d 52 (Tex. Civ. App.-Houston [14th Dist.] 1979, no
writ).

184. For example, AAPL Form 610-1982 F. provides:

If permitted by the laws of the state or states in which the property covered hereby
is located, each party hereto owning an undivided interest in the Contract Area
waives any and all rights it may have to partition and have set aside to it in severalty
its undivided interest therein.

Id. art. VIII. F.
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has been omitted or deleted." 5 The ability of any party to exercise
its right of co-ownership in the latter context hinges on whether the
terms of the operating agreement create an implied waiver.

Jurisdictions which have confronted the issue are in accord that
the operating agreement does not imply a waiver of partition on the
sole basis that exclusive control of development and operation of the
contract area has been vested in the operator, rejecting arguments
that partition is inconsistent with the parties' intent to operate the
unit until the leases are abandoned. Some tribunals taking this
position appear to reject the implication of waiver under most
common forms of the operating agreement. Nevertheless, other courts
have concluded that a waiver is implied when the agreement contains
other provisions modifying or enhancing property rights normally
incident to the cotenancy throughout the contract area which would
be defeated by partition.

Courts in Oklahoma and Kansas have concluded that there is
no implied bar to partition under written agreements placing exclusive
management of properties in one party obligated to operate and fully
develop the leases, 8 6 even when complemented by provisions granting
a preferential right of purchase8 7 or nonconsent penalties requiring
forfeiture and assignment of each nonparticipant's working interest
to the participating parties. ' These decisions take an extreme position

185. Deletion of a waiver provision does not always negate implication of a bar against
partition. See Long v. Hitzelberger, 602 S.W.2d 321 (Tex. Civ. App.-Eastland 1980, no writ).

186. In Sweeny v. Bay State Oil & Gas Co., 192 Okla. 28, 133 P.2d 538 (1943), the court
considered a written contract conveying an undivided interest in multiple leases and further
providing that the assignee would have exclusive management of the property and be obligated
to operate and fully develop the leases, subject to a proportionate sharing of expenses by the
joint owners. The Oklahoma Supreme Court held that partition was nevertheless available as
a remedy to the failure of cooperation between the co-owners. Id. at -, 133 P.2d at 542.
For a similar position by Louisiana courts, see Delta Drilling Co. v. Oil Finance Corp., 195
La. 407, 196 So. 2d 914 (1940).

187. See Komarek v. Perrine, 382 P.2d 748 (Okla. 1963). Komarek honored the right of
partition despite provisions of an operating agreement covering twenty-seven leases which gave
full control to the operator and granted reciprocal preferential rights of purchase to all parties.
The court noted that, "courts are adverse to any rule which compels unwilling persons to use
their property in common .... A denial of the remedy of partition can only be justified in
the most extreme cases." Id. at 750.

188. See Home-Stake Prod. Co. v. Tri-State Pipe Co., 197 Kan. 163, 415 P.2d 377 (1966).
Appellants argued that, despite the absence of any express provision on the subject, partition
was inconsistent with the parties' intent to operate the unit until the leases were abandoned.
Id. at 380. In detailing the terms of the operating agreement, the court noted that the
nonconsent provision granted each party participating in subsequent operations the right to
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on the issue of implied waivers of the right of partition. Regardless
of the clear intent to structure a continuing venture under the control
of a designated operator and the presence of substantive rights in
the property within the contract area which are additional to those
shared in the usual cotenancy, the operating agreement cannot im-
plicitly bar the right of partition.

This position is partially reflected in Texas decisions. In Warner
v. Winn,18 9 a 1937 operating agreement obligated the operator, at his
own expense, to drill four wells on a contract area comprised of
four leases. Thereafter, operating and development expenses were to
be borne proportionately. 190 As usual, the operator was to have
exclusive management and control of operation, development, main-
tenance and marketing. In the absence of an express restriction on
partition, the Texas court granted a decree of partition to the
nonoperator. 9' The decision makes it clear that control of operations
alone is insufficient to imply a bar against partition and, to this
extent, mirrors the Oklahoma and Kansas approach.

However, the Warner court does recognize other exceptions to
the absolute right of partition, noting that an agreement precluding
partition can be implied "when a granting of such relief would
destroy the estate sought to be partitioned."'' 92 A generic rule on the
issue is impractical and it is necessary to examine the particular
contractual provisions in each case. 93 Among the provisions affecting
title which will give rise to an implied restriction on waiver are
express drilling covenants which form part of the consideration for
the transfer of a leasehold interest194 or must be performed to
maintain a lease,195 transfers of executive rights,196 restrictions of use

receive an assignment of each nonparticipant's interest in that portion of any lease within the

spacing pattern of the subject well. Id. The court concluded there was no prohibition on
partition. Id. at 381.

189. 191 S.W.2d 747 (Tex. Civ. App.-San Antonio 1945, writ ref'd n.r.e.).
190. Id. at 749.
191. Id. at 752.
192. Id. at 751; see also Lane v. Hughes, 228 S.W.2d 986, 988 (Tex. Civ. App.-Amarillo

1950, no writ) (right to partition under statute confined to joint owners).
193. 191 S.W.2d at 751.
194. Long v. Hitzelberger, 602 S.W.2d 321 (Tex. Civ. App.-Eastland 1980, no writ).
195. Elrod v. Foster, 37 S.W.2d 339 (Tex. Civ. App.-Austin 1931, writ ref'd n.r.e.); see

also Moes & Urschel v. Clark, 82 S.W.2d 1090, 1093 (Tex. Civ. App.-Texarkana 1935, writ
ref'd) (a showing that partition is necessary for development of lease is insufficient to partition).

196. Allison v. Smith, 278 S.W.2d 940 (Tex. Civ. App.-Eastland 1955, writ ref'd n.r.e.);
Odstrcil v. McGlaun, 230 S.W.2d 353 (Tex. Civ. App.-Eastland 1950, no writ).
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and occupancy to parties jointly approved by the co-owners, 197 grants
of carried interests in any development of the property, 19 or provi-
sions for preferential rights of purchase. 99

Of these various factors, the latter two are common components
of the operating agreements. When combined with a clear intention
that the cotenancy or operational status under the operating agree-
ment be maintained during the life of the leases within the contract
area, provisions affecting title interests of the parties, such as those
dealing with carried interests within the nonconsent mechanism or
granting preferential rights of purchase, can be expected, under the
Texas decisions, to imply a bar against partition. This has been well
illustrated in Sibley v. Hill ,20 in which some of the co-owners of
two leases subject to an operating agreement brought suit for partition
and cancellation of the operating agreement, an effect which would
be a natural consequence of partition °.2 0 The operating agreement
provided that it was to continue in effect so long as there was
production from the leases and contained a preferential right of
purchase in the contract area granted to all parties. These elements
were construed by the court to indicate "a clear implication that the
absolute right of partition had been contracted away. ' ' 20 2 A contrary
result would enable the plaintiffs to escape their contractual com-
mitments relating directly to title matters. 2°3

Other provisions of the typical operating agreement which affect
title as much as the preferential right to purchase may also be
expected to combine with an indefinite term of the instrument to
give rise to this implied bar. As previously discussed, the presence
of a carried interest encumbering the cotenancy as a whole has been
held to suggest a prohibition on waiver. Where the nonconsent
penalty grants an option in each party to decline participation in

197. Inner City Properties, Inc. v. Gibbs, 560 S.W.2d 503 (Tex. Civ. App.-Houston [14th
Dist.] 1977, writ ref'd n.r.e.).

198. Hulsey v. Keel, 700 S.W.2d 255 (Tex. Civ. App.-San Antonio 1985, writ ref'd
n.r.e.).

199. Sibley v. Hill, 331 S.W.2d 227 (Tex. Civ. App.-El Paso 1960, no writ); Inner City
Properties, 560 S.W.2d at 503; see also Elrod, 37 S.W.2d at 399. Compare Komarek v.
Perrine, 382 P.2d 748 (Okla. 1963) (granting partition despite presence of preferential right of
purchase).

200. 331 S.W.2d 227 (Tex. Civ. App.-El Paso 1960, no writ).

201. Id. at 229.

202. Id.
203. Id.
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future development and to surrender his interest in exchange for a
carried interest, the same prohibition would result. Similarly, a
nonconsent penalty in the form of a forfeiture of interests in the
contract area should have a sufficient effect on property rights among
the parties to give rise to an implied bar gainst partition. Other title
provisions, such as restrictions on surrender of leases, rights in the
extension and renewal of leases and, in some instances, claims under
area of mutual interest clauses, may also be capable of vesting in
each party a sufficient interest in the property rights of other parties
to support an implied waiver of partition.

Partition is a real threat to the continuation of joint operations
where the contract area is held in cotenancy. To avoid ambiguities
over whether the parties desire to continue the right or waive it
through the term of the operating agreement, some express provision
should be inserted in the instrument.

As long as the operating agreement retains an express waiver
which extends only for the limited term of the agreement, the intent
of the parties is clear and should prevail. In the absence of any
provision on the subject, the presence of the implied provision is not
always free of ambiguities and must be determined in accordance
with the varying rules of each jurisdiction. This subjects the viability
of the operating agreement to a degree of uncertainty which is
amplified in those cases where parties delete a waiver of partition
from a form document. Although one case has indicated that such
deletions do not inhibit an implied waiver by other remaining pro-
visions in this agreement, 2°4 there are strong grounds to reject an
implied waiver as clearly contrary to the indicated intention of the
parties. °5 In those cases where the form being used provides for
waiver and the parties desire to retain the right of partition, it is
advisable in light of existing decisions not only to delete the waiver
provision but also to insert an express statement reserving the right
of partition to all parties, notwithstanding any contrary provisions
in the operating agreement.

2. Preferential Right to Purchase °6

The preferential right to purchase clause may be the most
controversial provision in the operating agreement. 20 7 The clause

204. Long v. Hitzelberger, 602 S.W.2d 321 (Tex. Civ. App.-Eastland 1980, no writ).

205. See id. at 323-24 (Dickenson, J., dissenting).
206. For further materials on this provision, see Abright, Preferential Right Provisions and
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typically requires any party proposing a bona fide sale of any of its
interest in the contract area to give written notice to the other parties
of the terms of the prospective sale208 and grants an option to the
other parties, exercisable within a prescribed period after receipt of
the notice, 2 9 to purchase the interest under the same terms proposed
in the third party transaction. 2

1
0 In agreements involving more than

Their Applicability to Oil and Gas Instruments, 32 Sw. L.J. 803 (1978) [hereinafter Abright];
Reasoner, Preferential Purchase Rights in Oil and Gas Instruments, 46 TEX. L. REV. 57 (1967)
[hereinafter Reasoner]; Sellingsloh, Preferential Purchase Rights, 11 ROCKY MTN. MIN. L.
INST. 35 (1966) [hereinafter Sellingsloh]; 5IC C.J.S. Landlord and Tenant § 88(2)-88(11) (1968);
49 Am. JUR. 2D, Landlord and Tenant § 367-90 (1970); 2 WILLIAMS & MEYERS, supra note 7,
§ 428.3 (1987); Annotation, Option to Purchase at Price Offered to Optioner by Third Person,
136 A.L.R. 138 (1942); Annotation, Requisite Definiteness of Price to be Paid in Event of
Exercise of Option for Purchase of Property, 2 A.L.R. 3D 701 (1965).

207. This clause has been variously referred to as a "right of first refusal," an "option
of first refusal," a "pre-emptive right," a "pre-emption" and a "conditional or contingent
right."

208. Terms expressly required to be disclosed often include the name and address of the
prospective buyer and the purchase price.

209. The option period is usually short to avoid undue delay with the third party sale if
the option is not exercised. See AAPL Form 610-1982, Art. VIII. F. (ten days); RM Form 1,
§ 24.5 (fifteen days).

210. See, e.g., AAPL Form 610-1982 which provides:
Should any party desire to sell all or any part of its interest under this agreement,
or its rights and interests in the Contract Area, it shall promptly give written notice
to the other parties, with full information concerning its proposed sale, which shall
include the name and address of the prospective purchaser (who must be ready,
willing and able to purchase), the purchase price, and all other terms of the offer.
The other parties shall then have an optional prior right, for a period of ten (10)
days after receipt of the notice, to purchase on the same terms and conditions the
interest which the other party proposes to sell; and, if this optional right is exercised,
the purchasing parties shall share the purchased interest in the proportions that the
interest of each bears to the total interest of all purchasing parties. However, there
shall be no preferential right to purchase in those cases where any party wishes to
mortgage its interests, or to dispose of its interesf by merger, reorganization,
consolidation, or sale of all or substantially all of its assets to a subsidiary or parent
company or to a subsidiary of a parent company, or to any company in which any
one party owns a majority of the stock.

Id. Art. VIII. F; see also AAPL Form 610-1956 § 18, RM Form 1, § 24.5, RM Form 2
Addendum, and preferential right provisions quoted in Exeter Exploration Co. v. Fitzpatrick,
202 Mont. 209, -, 661 P.2d 1255, 1258 (198,) (1954 operating agreement); Fultz v. Anzac
Corp., 381 S.W.2d 156, 157 (Tex. Civ. App.-Eastland 1964, writ ref'd n.r.e.); 6 SUMMERS,

supra note 26, § 1328, at 456 (1967). It should be noted that in RM Form 1, section 24.5
makes any sale under the clause subject to a title review establishing the seller's merchantable
title. The approach in the oil and gas operating agreement is to be distinguished from that
often used in joint mining operations in which the nonassigning party, if it fails to either
consent to the sale or exercise its option to acquire the interest on the same terms as the

1316



PROPERTY PRO VISIONS

two parties, it is common to provide for the proportionate sharing
of interests sold under a pre-emption election exercised by two or
more participants. Although technically an option and subject to the
usual rule that the clause is to be construed strictly against the
optionee, 211 the holder of the preferential right has no power to force
a sale. Instead, the right is contingent on the voluntary decision of
the owner to sell.212 Despite the provision's contingent nature and
potential impediment to the transfer of property, properly drafted
pre-emptions have been declared valid and enforceable.21 3

In the operating agreement, the preferential right to purchase
serves two purposes. First, it assures its holder an opportunity to
acquire further interests in the contract area. The holder's evaluation
of the area may be greatly enhanced by initial development and may
increase his interest in procuring a larger share. Moreover, there is
some feeling that if any parties should have an opportunity to acquire
an interest in the unit, it ought to be those that have been at risk in
exploratory efforts which may have contributed to the development
of the property. The second purpose for providing for this pre-
emptive right is to ensure the parties retaining their interests in the
contract area some degree of control in excluding undesirable parti-
cipants who may not have the necessary financial ability to bear their
share of expenditures or who might frustrate development with
management and engineering philosophies which current participants
oppose. 21 4 Unfortunately, the pre-emptive right is not always inter-
preted in a manner which promotes these two functions of the clause.
This limited effectiveness of the provision, together with the dis-

proposed third party transaction, may later disolve the venture and acquire the assigned interest
from the third party at its appraised value or on other terms advantageous to itself. Nicely,
Resolution of Impasses in Joint Mining Operations, 22 ROCKY MTN. MIN. L. INST. 307, 331-

32 (1976).

211. Exeter Exploration, 202 Mont. at -, 661 P.2d at 1259. Nevertheless, a purchase
option is largely for the benefit of the optionee and is to be construed with this fact in mind.

Sinclair Ref. Co. v. Allbritton, 147 Tex. 468, 474, 218 S.W.2d 185, 188 (1949); Estes v.
Wilson, 682 S.W.2d 711 (Tex. Civ. App.-Fort Worth 1984, writ ref'd n.r.e.).

212. Hartnett v. Jones, 629 P.2d 1357 (Wyo. 1981); 5A CORBIN, CONTRACTS § 1197 (1964);

6 AMERICAN LAW OF PROPERTY § 26.64, at 507 (Casner ed. 1952).

213. Annotation, Option to Purchase at Price Offered to Optionor by Third Person, 136

A.L.R. 138 (1942). See also infra text accompanying notes 452-60 (application of the rule

against perpetuities to preemptions).

214. It has been suggested that concern over compatable philosophies of operations and

financial status plays a lesser role in the decision to include the pre-emptive right if the

operating agreement pertains to a forced unit. McCollam, supra note 3, at 280.
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couraging effect the clause can have on potential buyers reluctant to
incur the cost of evaluating a property when it may be subjected to
pre-emption 2 5 and the confusion the clause creates in package sales,
often leads to the deletion of the provision from the operating
agreement. Retention or deletion of the preferential right to purchase
is a matter which must be carefully considered from the outset but
without a clear perception of the future transactions which may be
affected. In many cases, the clause can be amended to more accu-
rately reflect the specific purposes to be served.

a. Restrictions on Applicability

Under most clauses, preferential rights are contingent on a
proposed "sale" by the current owner.21 6 But the determination of
this contingent event is subject to such a variety of interpretations
that there is often dispute and confusion over whether the right has
been triggered by a transfer of title. So many transactions have been
exempted from the effects of the pre-emptive right that its effective-
ness in serving its purpose is suspect.

Though by no means universally accepted, it appears that most
courts will require a transfer of property resulting from an arms-
length transaction between willing parties entailing a cash consider-
ation before the pre-emptive right is effective. The majority of
decisions on the subject appear to conclude that the preferential right
to purchase does not apply to "involuntary" sales. 21 7 Thus, transfers
by descent or public sales by administrators, 2 8 condemnations, 21 9

215. Some contend the clause has a tendency to limit marketability to members of the
original group. See Jones, Problems Presented by Joint Ownership of Oil, Gas and Other
Minerals, 32 TEX. L. REv. 697, 724 (1954).

216. Even in instances where the provision is contingent on an "assignment," there is a
tendency to equate the necessary event with a sale. See Exeter Exploration Co. v. Fitzpatrick,
202 Mont. 209, , 661 P.2d 1255, 1258-59 (1983) (the court reasoned that the term
"assignment" was ambiguous in this context and that the later provisions of the clause granted
an "option to purchase," intimating that the pre-emptive right would only apply in the event
of a proposed third party sale).

217. Annotation, Rights of Holder of First Refusal Option on Real Property in Event of
Sale at Foreclosure or Other Involuntary Sale, 17 A.L.R. 3D 962 (1968).

218. See, e.g., In re Rigby's Estate, 62 Wyo. 401, -, 167 P.2d 964, 969 (1946). But
see Hartnett v. Jones, 629 P.2d 1357 (Wyo. 1981) (dicta).

219. See Annotation, Right to Damages or C -npensation Upon Condemnation of Property
of Holder of Unexercised Option to Purchase, 8- A.L.R. 2D 588 (1962).
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judicial sales, 220 and foreclosure sales221 generally do not initiate the
preferential option. However, in most of these instances, the pref-
erential right to purchase will survive the transaction and continue
to burden the property interest as to future sales by the new owners. 222

The courts also tend to reject the effectiveness of pre-emptive rights
when a transfer appears to be a gift or based on a donative intent,
due to the absence of an arms-length sale. 223 A transfer on the basis
of a noncash consideration, such as performance of a drilling obli-
gation or an exchange of properties has, in some cases, been deter-
mined not to qualify as a "sale" for purposes of the purchase
option. 224 Similarly, the pre-emptive right has been held inapplicable
to a sale by one cotenant to another. In Texas Company v. Graf,225

a contract between cotenants to a producing property provided each
party with a preferential right to purchase in the event any party
desired to sell its interest. 226 When a cotenant announced the sale of
his interest to another cotenant, he initially gave notice to the third
cotenant but later decided to ignore that cotenant's election to exercise
its option on the theory that the pre-emptive right did not apply to
sales between cotenants. 227 In the ensuing litigation, the Texas court,
without explanation, agreed that sales between cotenants were not
intended to trigger the option to purchase. 22

1

220. See, e.g., Blankman v. Great W. Food Distrib., Inc., 57 Misc. 2d 754, 293 N.Y.S.2d

368 (Sup. Ct. 1968). But compare Cities Serv. Oil Co. v. Estes, 208 Va. 44, 155 S.E.2d 59
(1967); Richfield Oil Corp. v. Security-First Nat'l Bank, 159 Cal. App. 2d 184, 323 P.2d 834

(1958).
221. See, e.g., Draper v. Gochman, 400 S.W.2d 545 (Tex. 1966) (in executing deed of

trust, owner had "a desire to borrow money, rather than a desire to sell the property"). But

compare Price v. Town of Ruston, 171 La. 985, 132 So. 653 (1931) (preferential right upheld
in foreclosure sale on theory of transferred intent to sell in execution of mortgage).

222. Draper, 400 S.W.2d at 547.

223. See, e.g., Exeter Exploration Co. v. Fitzpatrick, 202 Mont. 209, 661 P.2d 1255 (1983);

Perritt Co. v. Mitchell, 663 S.W.2d 696 (Tex. App.-Fort Worth 1983, writ ref'd n.r.e.);

Isaacson v. First Security Bank, 95 Idaho 452, 511 P.2d 269 (1973).

224. See, e.g., Panuco Oil Leases, Inc. v. Conroe Drilling Co., 202 F. Supp. 108 (S.D.

Tex. 1961) (interest assigned pursuant to farmout agreement). But compare Anderson v.

Armour & Co., 205 Kan. 801, 473 P.2d 84 (1970).

225. 221 S.W.2d 865 (Tex. Civ. App.-Fort Worth 1949, writ ref'd). The rule on cotenants

is similar to the rule limiting the pre-emptive right to outside buyers in the context of

preferential rights in stock of closely held corporations. The concept may form the basis of a
holding that the pre-emptive right in the operating agreement is not applicable among joint

venturers, as well as cotenants. Sellingsloh, supra note 206, at 38 n.4.

226. 221 S.W.2d at 865.

227. Id. at 866.

228. Id.
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Further limiting the application of the preferential right to
purchase are express restrictions included in the operating agreement
itself, often reflecting the results of earlier judicial decisions. It is
common for the rights under the provision to be excepted from
transfers through mortgages,2 29 dispositions by merger,230 reorgani-
zations or consolidations, or sale of all or substantially all of the
assets to a related company. 23 '

This extensive list of exclusions severely narrows the range of
transactions which trigger preferential rights. Though there are am-
biguities from state to state, unless the transaction is a voluntary
cash sale by a party to the operating agreement to an uncontrolled
person, there will be some question over whether the purchase option
may be exercised. This is not to say that there are no transactions
to which the pre-emptive right would be applied. 232 But the situation
does little to serve the intended purposes of the provision within the
context of the operating agreement. Any transfer of an interest to a
person other than a business entity which is the legal equivalent of
the owner by merger or control affects the concerns which are the
basis of the pre-emptive right in the operating agreement. Any release
of ownership and control ought to trigger the right of the other
parties to acquire the interest at the agreed market value based on
deference to their prior commitment to the development of the
property and a need to insure the compatibililty of future owners.
It has been suggested that the essential tests employed by the courts
to determine whether the requisite sale has occurred has been the
presence of an arms-length transaction or the transfer of title beyond
the reach of the holder of the pre-emptive right.23 3 Because the
purposes of the preferential right are not dependent on the terms of
the property transfer, it is evident that the protection intended by
the provision is more effective under the latter test. However, if the

229. See Draper v. Gochman, 400 S.W.2d 545 (Tex. 1966).
230. See Torrey Delivery, Inc. v. Chautauqua Truck Sales & Serv., Inc., 47 A.D.2d 279,

366 N.Y.S.2d 506 (1975).
231. Related companies are usually listed as subsidiaries, parents, subsidiaries of parents,

and companies in which the company owns a majority of the stock. See, e.g., Kroehnke v.
Zimmerman, 171 Colo. 365, 467 P.2d 265 (1970) (sale to owned or controlled entity). The
sale of all of a corporation's stock has also been precluded as a triggering sale. See Gambell
v. Cornell Oil Co., 154 F. Supp. 581 (W.D. Okla. 1957), aff'd, 260 F.2d 860 (10th Cir. 1958).

232. See Perritt Co. v. Mitchell, 663 S.W.2d 696 (Tex. App.-Fort Worth 1983, writ ref'd
n.r.e.).

233. Abright, supra note 206, at 811.
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necessity of a voluntary, arms-length sale has been read into the
provision by the court in order to avoid unduly restrictive limits on
alienability (that is, to prevent the preclusion of donative or probate
transfers or to insure full market value in foreclosures by encouraging
truly competitive bidding), there may be no option but to accept the
judicial limitations on the provision to maintain at least some via-
bility. In the latter instance, even further clarification of the provision
to extend its application to all forms of transfer may be not only
ineffective but detrimental.

b. Mechanical Problems and Complications

The preferential right to purchase is also beset with other prob-
lems which reduce its appeal. The most widely cited is the uncertainty
generated by a package sale in which the seller's interest in the
contract area is only a part of the properties being sold. If the typical
pre-emption clause contemplates and is intended to be triggered by
a multi-interest sale, it provides wholly inadequate guidance on the
terms to be met by the holder of the pre-emptive right, particularly
with respect to price. Rarely will the multi-interest transaction contain
an allocation of the total price to individual tracts in the package.
Even if a prorated allocated is made, it is unlikely that the resulting
price will accurately reflect the true market value of the particular
mineral interest. Most decisions on the subject have held that the
pre-emptive right is applicable to a package sale234 but differ on
whether the right must be exercised against the unit interest alone235

or against the entire property package.236 The resulting confusion
over appropriate price terms, the uncertainty for the third party
purchaser over whether the entire package negotiated in the sales
contract can be acquired by him, and the potential for the optionor
to vitiate the pre-emptive right by including the unit interest in a
multi-interest transaction are further grounds for the deletion of the

234. Id. at 816 (and cases cited therein). It has been argued that because package sales are
so common in the oil and gas industry, the failure to provide an express formula for applying
the pre-emptive right to a package transaction is evidence that the provision used in oil and
gas instruments is not intended to apply to such sales. Reasoner, supra note 206, at 76-79.
No cases have been identified which consider this assertion.

235. See Maron v. Howard, 258 Cal. App. 2d 473, 66 Cal. Rptr. 70 (1968); Humphrey v.
Wood, 256 S.W.2d 669 (Tex. Civ. App.-Amarillo 1953, writ ref'd n.r.e.).

236. See First Nat'l Exch. Bank v. Roanoke Oil Co., 169 Va. 99, 192 S.E. 764 (1937).
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preferential right. Where the clause is present and a multi-interest
sale is proposed, the most common course is to seek an early waiver
or release of the pre-emptive right by its holder before the purchaser
has undertaken to evaluate the properties and negotiate a sales
contract. This approach works well if the holder of the right has no
desire to acquire the interest at any price and is willing to forego his
rights to facilitate the sale. Clearly, there are occasions where the
holder will not be willing to cooperate in this fashion. Marketability
of the property can then be significantly restricted.

A further complication has arisen since the passage of the Hart-
Scott-Rodino Antitrust Act of 1976.237 Portions of this act require a
thirty-day waiting period following notice to the Federal Trade Com-
mission and the Department of Justice by both seller and buyer in
any acquisition of assets which are valued over fifteen million dollars
or which represent fifteen percent or more of the seller's assets if
either party is engaged in commercial activity and has assets or net
sales in excess of prescribed amounts. 238 Although acquisitions of
"realty transferred in the ordinary course of business" are exempted
from the effects of the Act, 23 9 the federal agencies have taken the
position in their guidelines that a sale of producing oil and gas
properties does not qualify for this exemption.24

0 In the absence of
a definitive judicial or administrative finding that oil and gas lease
conveyances are realty sales in the ordinary course of business and
exempt from the Act, most companies are hesitant to take a contrary
position. In some cases, the businesses of the seller and the third
party buyer are of such size that the notification and delay require-
ments of the Act do not apply and the parties can contract for a
rapid closing of less than thirty days. This normally presents no
problem if allowance is made for the running of the relatively short
pre-emptive period. However, if the holder of the pre-emptive right
is a company of sufficient size to trigger the Act's waiting period,
there can be some uncertainty over whether the holder can exercise
its option and still close under the terms of the sales contract. If

237. Act of Sept. 30, 1976, Pub. L. No. 94-435, 90 Stat. 1390 (1976).

238. 15 U.S.C. § 18(a) (1982). For regulations, see 16 C.F.R. §§ 800-03 (1987). On a case
by case basis, the waiting period may be reduced through public notice by the Federal Trade

Commission and the Department of Justice. 15 U.S.C. § 18a(B)(2) (1982).
239. 15 U.S.C. § 18a(C)(l) (1982).

240. 16 C.F.R. § 802.1 (1987).
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time is truly of the essence in the sales transaction, a dispute is likely
to arise over the authority of the holder to exercise his pre-emptive
rights since he cannot close under the terms of the proposed sale, 24

1

placing in issue the effect of the federal law on the parties' contract
rights in delaying action by both the seller and optionee. The result,
which remains undecided, can only be detrimental to one or the
other party and possibly both.

c. Obligations and Procedures

In situations where the operating agreement contains a prefer-

ential right to purchase provision which has been triggered by the
desire of one party to sell some portion of his interest in the contract
area, the obligations of the parties are quite simple but must be
strictly complied with. The selling party must give the prescribed
party notice of the proposed sale and offer the holder of the pre-

emptive right an opportunity to exercise the option . 24
2 The holder

must be extended the right to acquire the property on the same terms
available to the third party, not at an increased price141 or on terms
to be negotiated. 2

4 The option is a continuing right and failure to
exercise the right of first refusal in one transaction does not extinguish
the right as to subsequent sales. 245 Once the holder is given notice,
the preferential right matures into an enforceable option for the
duration of the option period and withdrawal of the sales offer by
the third party purchaser before the end of the option period or
rejection of the offer by the optionee will not result in early termi-
nation of the pre-emptive right. 246

To exercise the right of first refusal, the optionee must respond
in unequivocal terms. 247 Any attempt to modify the terms of the sale

241. This would give the seller the power to abrogate the preferential right to purchase.

242. Hill v. Zuckermen, 138 Mont. 230, -, 355 P.2d 521, 525 (1960), cert. denied, 365

U.S. 813 (1961).

243. See, e.g., Aldridge & Stroud, Inc. v. American-Canadian Oil & Drilling Corp., 235

Ark. 8, - , 357 S.W.2d 8, 11-12 (1962).

244. See, e.g., Superior Portland Cement, Inc. v. Pacific Coast Cement Co., 33 Wash. 2d

169, -, 205 P.2d 597, 613-14 (1949).

245. See, e.g., Foster v. Bullard, 496 S.W.2d 724, 736 (Tex. Civ. Aop.-Austin 1973, writ

ref'd n.r.e.).
246. Henderson v. Nitschke, 470 S.W.2d 410, 412 (Tex. Civ. App.-Eastland 1971, writ

ref'd n.r.e.).

247. Pinchin v. Kinney, 623 S.W.2d 783, 785-86 (Tex. App.-Austin 1981, no writ).
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in the exercise of the option will constitute a rejection of the offer. 24
1

Failure to exercise the option within the prescribed period, of course,
constitutes a waiver of the pre-emptive right. 24 9 In this connection,
the date and manner in which notice of the proposed sale is received
may be critical. In some cases, notice may not be delivered by the
seller as required by the provision on preferential rights but knowl-
edge is acquired by indirect means. While constructive notice through
the recording of an assignment to the third party cannot impart
knowledge in this context, actual knowledge of the conveyance by
the optionee, 250 and any notice which would cause a reasonable person
to make an inquiry which would divulge the proposed sale will trigger
his right of acquisition. 251 Upon gaining actual or inquiry knowledge,
the optionee must give notice within the time limits imposed by the
contract. 252 A delay in the exercise of the right which results in injury
or prejudice to the third party purchaser may also estop the optionee
from exercising his privilege. 253

Remedies for breach of preferential right to purchase provisions
vary depending on the presence or absence of package sales and the
jurisdiction involved. Generally, if only the interest burdened with
the pre-emptive right is involved in the sale, the holder of the right
can obtain damages254 or specific performance. 25 5 In package sales, a
court finding a breach may enjoin the owner against the transfer to
the third party if requested before the sale is consummated, 2 6 order
reconveyance to the original owner subject to an injunction on future
sales without affording the optionee an opportunity to acquire the

248. Hutcherson v. Cronin, 426 S.W.2d 638, 641 (Tex. Civ. App.-Tyler 1968, no writ).
249. Ellis v. Waldrop, 656 S.W.2d 902, 904 (Tex. 1983).
250. Exeter Exploration co. v. Fitzpatrick, 202 Mont. 209, -, 661 P.2d 1255, 1258

(1983).
251. Humphrey v. Wood, 256 S.W.2d 669, 672 (Tex. Civ. App.-Amarillo 1953, writ ref'd

n.r.e.) ("means of knowledge with a duty of using such means are in equity equivalent to
knowledge itself.").

252. Exeter Exploration, 202 Mont. at __ , 661 P.2d at 1258; Humphrey, 256 S.W.2d
at 672.

253. See, e.g. Marken v. Goodall, 478 F.2d 1052, 1054-55 (10th Cir. 1973); Aldridge &
Stroud, Inc. v. American-Canadian Oil & Drilling Corp., 235 Ark. 8, -, 357 S.W.2d 8,
11 (1949); Hartnett v. Jones, 629 P.2d 1357, 1364 (Wyo. 1981).

254. Gamble v. Cornell Oil Co., 154 F. Supp. 581 (W.D. Okla. 1957), aff'd, 260 F.2d 860
(10th Cir. 1958).

255. Foster v. Bullard, 496 S.W.2d 724, 735 (Tex. Civ. App.-Eastland 1971, writ ref'd
n.r.e.); Stone v. Tigner, 165 S.W.2d 124 (Tex. Civ. App.-Galveston 1942, writ ref'd).

256. See, e.g., Myers v. Lovetinsky, 189 N.W.2d 571, 576 (Iowa 1971).

1324 [Vol. 19:1263



PROPERTY PROVISIONS

interest, 257 or decree specific performance which would allow the
optionee the right to acquire the burdened property alone258 or all
properties in the package sale. 25 9 The latter remedy, however, has
been a subject of controversy with some courts refusing to order
specific performance in the context of package sales on the theory
that in the absence of any allocation formula, there is no reasonable
method for determining the terms of the sale of the burdened property
to the optionee. 26

0 To protect the transferee, selection of reconveyance
or specific performance as the appropriate remedy must be limited
to those situations in which the transferee has no actual or construc-
tive notice of the operating agreement and its pre-emptive provi-
sions. 2 6 1 Unless the operating agreement is properly recorded, the
optionee may be limited to damages alone, a remedy which may
present problems of proof in the oil and gas industry and which
does little to serve the purposes of the preferential right to purchase. 262

3. Maintenance of Uniform Interest

Further restrictions on the transfer of interests within the contract
area are incorporated in provisions on the maintenance of uniform
interest. Subject to the preferential right to purchase and other
limitations, 263 any party is permitted to dispose of its interest in
leases, wells, equipment and production within the contract area,
provided that the conveyance disposes of all of the party's interest
or an "equal undivided interest" in the property being transferred. 64

257. Id.
258. See, e.g., Maron v. Howard, 258 Cal. App. 2d 473, -, 66 Cal. Rptr. 70, 78

(1968); Pitman v. Sanditen, 626 S.W.2d 496 (Tex. 1982).
259. See Beets v. Tyler, 365 Mo. 895, 290 S.W.2d 76 (1956); First Nat'l Exch. v. Roanoke

Oil Co., 169 Va. 99, -, 192 S.E.2d 764, 770 (1937). Both cases involved efforts by the
initial owners to compel the optionee to accept all properties in the package.

260. See Lovetinsky, 189 N.W.2d at 588; see also Atlantic Ref. Co. v. Wyoming Nat'l
Bank, 356 Pa. 226, -, 51 A.2d 719, 722 (1947).

261. Cf. Gamble v. Cornell Oil Co., 154 F. Supp. 581, 588 (W.D. Okla. 1957), aff'd, 260
F.2d 860 (10th Cir. 1958).

262. See id.
263. With respect to the preferential right of purchase, see supra text accompanying notes

207-62. On other limitations, see infra text accompanying notes 468-73.
264. For example, AAPL Form 610-1982 provides:

For the purpose of maintaining uniformity of ownership in the oil and gas leasehold
interests covered by this agreement, . . . no party shall sell, encumber, transfer or
make other disposition of its interest in the leases embraced within the Contract
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This restriction is considerably broader than the restrictions in the
right of first refusal. Unlike the preferential right to purchase clause,
the uniformity requirement expressly applies to any transfer of in-
terest, whether by sale, gift, encumbrance or otherwise. Moreover,
it applies without contingent action by the operator of any other
party.

This relatively simple provision is not free of ambiguities. The
provision applies to leases embraced within 'the contract area. No
reference is made to mineral interests, which are only deemed by the
operating agreement to be subject to a lease,2 65 and no specific
guidance is afforded for transfers of interests in unit leases to the
extent of acreage outside the contract area. Additionally, outside the
context of the joint venture and cross-conveyance theories, there is
some uncertainty in the requirement of a transfer of "an equal
undivided interest." Because the restriction is expressed in terms of
the conveyance rather than an end result for all parties, it may refer
to the conveyance of an equal fractional share of one's interest in
each of his leases, 266 or to an assignment of the same fractional
interest in each lease. 267 In the latter instance, the conveyance of an
undivided one-half interest in each of two leases within the unit area
in which the assignee initially owned a one-half and a three-quarters
interest, respectively, may comply with the literal requirements of
the provision by granting the assignee a uniform interest but result
in a lack of uniformity of the assignor's interest. This ambiguity is
avoided if the joint venture or cross-conveyance theory is applied to
the operating agreement. Where the operating agreement is inter-
preted to create a joint venture, the uniformity of interest arising
under the agreement is a contractual uniformity based on the right
to receive production and the obligation to bear costs associated with
operations anywhere within the contract area. In this context, a party

Area and in wells, equipment and production unless such disposition covers either:
(1) the entire interest of the party in all leases and equipment and production; or
(2) an equal undivided interest in all leases and equipment and production in the
Contract Area.

Id. Art. VIll. D.; see also AAPL Form 610-1956 § 20.
265. See AAPL Form 610-1982, Art. III A.
266. For example, the party may assign "one-half of assignee's right, title and interest"

in the leases within the unit area.
267. For example, the party might assign "a one-quarter working interest" in each lease

within the unit area.
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should be able to transfer a subdivided interest in any lease without
violating the purpose of the uniformity clause, provided the assign-
ment is subject to the terms of the operating agreement and does
nothing to segregate the assignor's and assignee's rights and duties
under the operating agreement by geographic area. For purposes of
the operating agreement, such an assignment would only result in a
reallocation of the parties' interests in the joint venture as a whole.
Maintenance of uniform ownership is more important if the operating
agreement is construed to only reflect the rights and obligations of
co-tenants achieving their status through cross-conveyance or other-
wise. In the latter context, any assignment which attempted to
subdivide one's interest would result in non-uniform rights and
obligations within the contract area. But in a cotenancy context, as
with contractual rights in a joint venture, ownership is uniform
within the contract area and an assignment of equal shares in each
lease or equal interest in each lease will both necessarily result in
uniform interests after the transfer. Thus, any ambiguity in the
requirement for a transfer of "an equal undivided interest" is sig-
nificant only where the instrument's denial of a partnership or cross-
conveyance is strictly applied and there was no cotenancy throughout
the contract area before the agreement was executed. As usual, these
ambiguities are best resolved by interpreting the provision in a manner
which gives full effect to the intent of the parties and the impact of
the clause on other elements of the operating agreement. The re-
quirement of uniformity is imposed to insure both administrative
efficiency and viability of the overall scheme of joint operations.
Unless the fractional interest of the parties remains uniform, as
initially established in the provisions of the operating agreement, the
operator will be confronted with an increasingly complex pattern of
ownership which varies by geographic area.2 68 This will necessitate
different notices, responses and accounting for each well or project.
It severely complicates the maintaining of gas balance accounts
necessary for split stream sales. 269 Perhaps the most often cited
problem with loss of uniformity is the necessity and cost of separate
metering of production from different wells. It is questionable whether
this is the prime motivation for the provision in view of the fact
that separate metering may be required in any event when parties

268. See AAPL Form 610-1982, Art. III. B.
269. See infra text accompanying notes 380-90.
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elect nonparticipation on some but not all wells under the nonconsent
provisions. Nevertheless, any irregular change in ownership in the
contract area can increase administrative burdens and cost and there
is an obvious benefit to restricting such burdens to those necessary
for the functioning of the scheme of operations itself. 270

A second, less obvious purpose for this restriction pertains to
the practical necessity of safeguarding protective provisions elsewhere
in the operating agreement, most notably the operator's lien and the
nonconsent penalty if it rises to the level of forfeiture of all interest
in the contract area. This latter function of the uniform interest
provision is of greater importance than mere convenience of admin-
istration or equity of first refusals. It affects the integrity of the
structure of the operating agreement. Permitting any party to isolate
his interest to a developed and producing geographic area will cir-
cumvent the ability of the other parties to access that interest should
the assignee of the undeveloped area later fail to bear his pro rata
share of expenses or elect to forfeit his interest by nonconsent to

270. The requirement of uniformity of interest is further supplemented in many operating

agreements with the authority of the operator to require co-owners of an interest to appoint

an agent to handle all communications and accounting between the operator and the co-owners
whenever the interest of an initial party has been divided among four or more persons as a

result of transfers after execution of the operating agreement. For example, AAPL Form 610-

1982 provides:

If, at any time the interest of any party is divided among and owned by four or

more co-owners, Operator, at its discretion, may require such co-owners to appoint

a single trustee or agent with full authority to receive notices, approve expenditures,

receive billings for and approve and pay such party's share of the joint expenses,

and to deal generally with, and with power to bind, the co-owners of such party's
interest within the scope of the operations embraced in this agreement; however, all

such co-owners shall have the right to enter into and execute all contracts or

agreements for the disposition of their respective shares of the oil and gas produced
from the Contract Area and they shall have the right to receive, separately, payment

of the sale proceeds thereof.

Id. Art. VIII. D. The purpose of this provision is clearly to ease the administrative burden of
the operator as the interests under the operating agreement become increasingly fractionated.

The use of the term "co-owner" in the AAPL Form 610-1982 provision quoted above is

somewhat confusing. As noted previously, the uniform interest provision can be fully complied
with in a state rejecting the cross-conveyance theory if the transfers remain fully subject to

the operating agreement despite the conveyance of subdivided interests. In these cases it would

still be desirable for the operator to be capable of requiring appointment of an agent. To
implement the full intent of the agency requirement, the clause should be construed to apply

after any party's initial interest has been subjected, in whole or in part, to subsequent

conveyances placing ownership of the aggregate interest at any one time in four or more

parties.
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subsequent operations in his area. To maintain a balance of risks
and benefits among the parties, a uniformity of interest is essential.
In this context, the provision deserves the broad application reflected
in the variety of transfers subject to the restrictions of the clause. It
also deserves strict enforcement and greater deference to ensuring
that its purposes are realized. 271

It is apparent that the purposes of the clause can only be effected
if each party to the operating agreement maintains a consistent
ownership throughout the contract area without geographic variation
as to surface area or depth. To promote the parties' intent, any
interpretation must apply to all interests under the operating agree-
ment but need not extend beyond the boundaries of the contract
area. The reference to leases in the contract area should be treated
as including any mineral interest deemed to be leased under the
operating agreement. Clearly, there is no purpose served in precluding
the assignment of subdivided leasehold interests lying outside the
contract area. Most importantly, the authority to dispose of an
"equal undivided interest" must be construed to refer to a fractional
interest in the assignor's preceding interest in the lease, equipment
and production under the operating agreement, not to an assignment
of a fractional interest of such properties themselves.

The stricture of the uniform interest clause can severely limit
the owner's ability to market the more valuable portions of his
mineral interest. This problem usually arises in the case of large unit
areas in which some geographic regions are more successful than
others. If some wells are so marginal that the burdens of nonoperating
interests make the party's interest unprofitable, 272 sale of more suc-

271. For these reasons, the strictures of the uniformity clause should be applied to
foreclosure sales as well as immediate sales by the party to the operating agreement. The
circumstances, in terms of both the variety of transfers expressly catalogued in the uniformity
clause and the significance of the clause to the structure of the operating agreement, distinguish
the provision from the rationale in Draper v. Gochman, 400 S.W.2d 545 (Tex. 1966), restricting
the pre-emptive right to voluntary, arms-length sales. Consequently, for validity, both the
mortgage and the mortgage foreclosure must cover a uniform portion of the mortgagor's
interest throughout the contract area, a factor easily overlooked in the process of completing
mortgage documents where the mortgagee is only interested in properties associated with
producing wells. Risks entail more than incurring damages for increased administrative costs
where liens and nonconsent penalties are circumvented by the wrongful encumbrance or
foreclosure sale.

272. The lease as a whole may remain profitable vis-a-vis the requirements of the habendum
clause and the lease continue in effect despite losses by one party. See Transport Oil Co. v.
Exeter Oil Co., 84 Cal. App. 2d 616, 191 P.2d 129 (1948).
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cessful regions will be hampered by the requirement that the assignee
accept an interest in both good and marginal properties. The oper-
ating agreement provides some relief to parties confronting this
problem by permitting a surrender of leasehold interests, subject to
a pre-emptive right of the other parties to take possession of the
interest 273

4. Surrender of Leases

Most modern oil and gas leases expressly permit a lessee to
surrender all or any part of the leasehold with few requisites other
than the execution of a written release. 2 4 Any party to the operating
agreement, whether the leases in the contract are subject to concurrent
or separate ownership, is likely to have the right to surrender portions
of his interest in the unit area by virtue of this provision in the oil
and gas lease. Surrender would result in the termination of the
operating agreement as to the released interest because the lessor, as
reversioner of the leasehold, is not a party to and not bound by the
terms of the operating agreement. Regardless of whether this does
or does not diminish the rights and obligations of the surrendering
party under the terms of the operating agreement, the remaining
parties are disadvantaged. If the interest and burdens of the surren-
dering party in the contract area are reduced, the other parties are
still subjected to an increase in the burdens and risks they must
assume by the presence of the outstanding interest in the acreage
affected by the release. If the interests and responsibilities of the
surrendering party remain constant, the others suffer a decrease in
total production to be shared by the participant to any operation
involving the released area. If there is any possibility that there may
have been future operations in the area of the released interest, the
structure of the original relationship under the operating agreement
will have been significantly altered. A dilemma results in attempting
to respect the property rights of the releasing party and the contrac-
tual expectations of the other parties to the agreement.

The solution incorporated in the operating agreement is similar
to the preferential right to purchase. The surrender clause275 precludes

273. See infra text accompanying notes 274-80.
274. See 4 KUNTZ, supra note 27, § 53.2; 4 WILLIAMS & MEYERS, supra note 7, § 680

(1986).
275. The Surrender of Leases provisions of AAPL Form 610-1982 provides:
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the surrender of all or any part of a lease embraced within the
contract area unless all parties have consented to the release. How-
ever, if all parties do not consent, the interest may be released
without a reduction in the interest of the surrendering party under
the operating agreement, the released interest having been judged
essentially worthless in any event. On the other hand, if there is
objection to the release, protection is afforded the owner of the
interest by requiring the nonconsenting parties to the surrender to
accept an assignment 76 of the owner's interest in the subject area, 277

The leases covered by this agreement, insofar as they embrace acreage in the
Contract Area, shall not be surrendered in whole or in part unless all parties consent
thereto.

However, should any party desire to surrender its interest in any lease or in any
portion thereof, and the other parties do not agree or consent thereto, the party
desiring to surrender shall assign, without express or implied warranty of title, all
of its interest in such lease, or portion thereof, and any well, material and equipment
which may be located thereon and any rights in production thereafter secured, to
the parties not consenting to such surrender. If the interest of the assigning party is
or includes an oil and gas interest, the assigning party shall execute and deliver to
the party or parties not desiring to surrender an oil and gas lease covering such oil
and gas interest for a term of one year and so long thereafter as oil and/or gas is
produced from the land covered thereby, such lease to be on the form attached
hereto as Exhibit "B." Upon such assignment, the assigning party shall be relieved
from all obligations thereafter accruing, but not theretofore accrued, with respect
to the acreage assigned and the operation of any well thereon, and the assigning
party shall have no further interest in the lease assigned and its equipment and
production other than the royalties retained in any lease made under the terms of
this Article. The parties assignee shall pay to the party assignor the reasonable
salvage value of the latter's interest in any wells and equipment on the assigned
acreage. The value of all material shall be determined in accordance with the
provisions of Exhibit "C", less the estimated cost of salvaging and the estimated
cost of plugging and abandoning. If the assignment is in favor of more than one
party, the assigned interest shall be shared by the parties assignee in the proportions
that the interest of each bears to the interest of all parties assignee.

Any assignment, lease or surrender made under this provision shall not reduce or
change the assignor's, lessor's or surrendering parties interest, as it was immediately
before the assignment, in the balance of the Contract Area; and the acreage assigned
or surrendered, and subsequent operations thereon, shall not thereafter be subject
to the terms and provisions of this agreement.

Id. Art. VIII. A.; see also AAPL Form 610-1956, § 24; RM Form 1, §§ 26.4 & .5; RM Form
2, §§ 27.1 and .2; RM Form 3, Art. 14. RM form 2, § 27.3, contains a wise provision
precluding surrender after a party commits to participate in a subsequent operation unless the
assignees under the provisions agree to assume the assignor's obligations.

276. If the surrendering party owns a mineral fee which is deemed to be subject to a lease
under the operating agreement, the assignor is not required to convey the mineral estate but
to grant an oil and gas lease in the form attached as an exhibit to the operating agreement.

277. The assigned interest will cover all leasehold interests (whether operating or nonoper-
ating), rights in subsequent production, and all interests in wells, equipment, and material
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without warranty of title, and to compensate the owner for the
reasonable salvage value of the owner's interest in any wells and
equipment attributable to the assigned interest .27  The owner is then
relieved of all future obligations accruing under the operating agree-
ment with respect to the assigned interest. The acreage embracing
the assigned interest is released from the unit area and the provisions
of the operating agreement.2 79

It is important to note that this arrangement does not prevent
termination of the operating agreement. Indeed, it expands the ter-
mination to include all interests within the area of the interest
proposed for release. Nonetheless, the interest does not revert to the
lessor but is retained by those operating parties interested in its future
use. Under these arrangements, there remains an increase in the
obligation of the parties who deem the subject property to be of
value, but there is an equal, compensating increase in the right to
production from the assigned interest, much the same as would occur
if the initial owner had elected not to participte in subsequent
operations on the subject tract, subject to forfeiture of his interest. 21

0

associated with the property proposed for surrender. Nonoperating rights owned by another
party but subject to the restrictions on subsequently created interests would also be included
in this assignment. See infra text accompanying notes 468-73.

278. Salvage value is to be determined by deducting estimated costs of equipment salvage
and plugging and abandoning any existing well from the value of all material determined in
accordance with the accounting procedures of the operating agreement.

Because the cost of removing an offshore drilling or production platform can exceed salvage
value, the assigning party may owe a cash payment to the assignees, a possibility which should
be addressed in the offshore operating agreement. McCollam, supra note 3, at 293.

279. The surrendering party is not permitted to escape lease burdens by assigning a
subdivided interest in the contract area due to the requirement to maintain a uniform interest
in the area. See supra text accompanying notes 263-73. The release of the acreage related to
the assigned interest from the terms of the operating agreement is consistent with the purposes
of the uniform interest provision because it eliminates the necessity of communications and
accounting for the acreage under the existing operating agreement.

A severe ambiguity arises, however, when the surrender assignment relates only to certain
depths under an operating agreement that applies to more than one horizon. It must be
assumed, in light of the literal words of the surrender provision eliminating all acreage related
to the assignment, that leasehold interests at all depths are released from the operating
agreement. This then allows the parties to negotiate a new operating agreement based on their
remaining interests in the new area.

280. A new operating agreement for the released area must be negotiated by the remaining
owners. Due to the complex sharing formula required in a unit operating agreement, renego-
tiation may be a necessity. For operating agreements on smaller tracts, negotiation of a new
formula is not necessary and it has been suggested that the initial operating agreement provide
that the released area be automatically subject to a new operating agreement among the new
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5. Abandonment of Wells and Reassignment Duties

A provision similar to the surrender clause is the provision on
abandonment of previously productive wells for which any recoup-
ment period under the nonconsent provision has run. 281 Under its

owners in a form substantially identical to the old operating agreement, with appropriate
adjustments in interests to reflect a pro-rata ownership, as is required under the Acreage or
Cash Contributions provision. See infra text accompanying notes 297-320. This problem is
similarly avoided under RM Form 1, Art. 27, and RM Form 3, Art. 15, by the concept of
Segregated Lands for which an identical operating agreement, adjusted for the change in
ownership, is imposed. In the absence of such provision, it is theoretically possible in the
context of a cotenancy of the contract area for one party to effect a premature termination
of the operating agreement by assigning a small but uniform portion of his interest to a third
party, who then proposes a surrender of his interest throughout the contract area. By virtue
of a subsequent assignment of an interest in all acreage to the other parties, the entire contract
area is released from the current operating agreement. It should be noted that properties can
also be released from the contract area and the operating agreement without imposing a new
operating agreement on the separated interests under the provisions for renewal and extension
of leases. See infra text accompanying notes 336-39. This can be contrasted with the provisions
on abandonment of wells which require, in some cases, a transfer of interest but no separation
from the operating agreement. See infra text accompanying notes 281-89.

281. AAPL Form 610-1982 provides:
Except for any well [in which a Non-Consent operation has been conducted hereun-
der] for which the Consenting Parties have not been fully reimbursed as herein
provided, any well which has been completed as a producer shall not be plugged
and abandoned without the consent of all parties. If all parties consent to such
abandonment, the well shall be plugged and abandoned in accordance with applicable
regulations and at the cost, risk and expense of all the parties hereto. If, within
thirty (30) days after receipt of notice of the proposed abandonment of any such
well, all parties do not agree to the abandonment of well, those wishing to continue
its operation [from the interval(s) of the formation(s) then open to production] shall
tender to each of the other parties its proportionate share of the value of the well's
salvable material and equipment, determined in accordance with the provisions of
Exhibit "C", less the estimated cost of salvaging and the estimated cost of plugging
and abandoning. Each abandoning party shall assign the non-abandoning parties,
without warranty, express or implied, as to title or as to quantity, quality, or fitness
for use of the equipment and material, all of its interest in the well and related
equipment, together with its interest in the leasehold estate as to, but only as to,
the interval or intervals of the formation or formations then open to production. If
the interest of the abandoning party is or includes an oil and gas interest, such party
shall execute and deliver to the non-abandoning party or parties an oil and gas
lease, limited to the interval or intervals of the formation or formations then open
to production, for a term of one year and so long thereafter as oil and/or gas is
produced from the interval or intervals of the formation or formations covered
thereby, such lease to be on the form attached as Exhibit "B". The assignments or
leases so limited shall encompass the "drilling unit" upon which the well is located.
The payments by, and the assignments or leases to, the assignees shall be in a ratio
based upon the relationship of their respective percentage of participation in the
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terms, such wells cannot be abandoned without the consent of all
parties to the operating agreement. If all parties have not agreed to
a proposed abandonment within thirty days of notice, 28 2 those wishing
to continue the well's operation from subsurface intervals then open
to production must pay each of those parties desiring to abandon
the well his proportionate share of the salvage value of material and
equipment in the well. In return, those continuing operations are to
receive an assignment of the abandoning party's interest in the well
and its equipment and in the leasehold estate as to intervals open to
production. This assignment is made without warranty of title or of
fitness for use. If the interest of the abandoning party includes a
mineral interest, the owner is to deliver an executed lease to the
abandoned interest using the lease form attached as an exhibit to the
operating agreement, with a primary term of one year.

The abandoning parties retain no responsibility or interest in the
well or the transferred leasehold interest. Other than the proportion-
ate increase in the interests in the well of the parties continuing the
operations, the participations in the remainder of the contract area
remain unchanged. Thus, the operating agreement continues to apply
to the assigned interest, although an internal variation results in
interests of the parties, running contrary to the purposes of the
provision on the maintenance of uniform interests. 2

11

Three observations should be made about these provisions. First,
while the assignment of only an interest in the well and production

Contract Area to the aggregate of the percentages of participation in the Contract
Area of all assignees. There shall be no readjustment of interests in the remaining
portion of the Contract Area.

Thereafter, abandoning parties shall have no further responsibility, liability, or
interest in the operation of or production from the well in the interval or intervals
then open other than the royalties retained in any lease made under the terms of
this Article. Upon request, Operator shall continue to operate the assigned well for
the account of the non-abandoning parties at the rates and charges contemplated by
this agreement, plus any additional cost and charges which may arise as the result
of the separate ownership of the assigned well. Upon proposed abandonment of the
producing interval(s) assigned or leased, the assignor or lessor shall then have the
option to repurchase its prior interest in the well (using the same valuation formula)
and participate in further operations therein subject to the provisions hereof.

Id. Art. VI. E.2. Abandonment of dry holes is governed by Art. IV. E. 1., which does not
entail any assignment of interests, but treats a suggestion to continue operations as a proposal
for subsequent operations governed by Art. VI. B.

282. This option period is increased from the usual forty-eight hours, apparently assuming
that no rig will be on location. Young 2, supra note 3, at 1668.

283. See supra text accompanying notes 263-73.
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is required under the nonconsent penalty, 28 4 the abandonment clause
expressly compels an assignment of both the well and leasehold
rights. The extent of the leasehold rights assigned are quite clear. As
to depth, they must cover any intervals open to production. As to
surface area, they must include all interests within the well's drilling
unit, described in the agreement's definitions to include the area
required for the drilling of a single well under conservation regula-
tions or, if no rule or order exists on the subject, an area consistent
with the prior drilling pattern in the contract area.285

Second, these abandonment provisions can apply to previously
producing wells for which the nonconsent recoupment period never
expired, provided the parties consenting to operations for the well
are first given an opportunity to determine whether they desire to
conduct further operations 86 If no further operations are to be
conducted, the consenting parties alone determine whether to plug
and abandon the well. This implies that only those parties consenting
to the previous operations are entitled to an assignment of interests
if they elect to continue operations. Presumably, any residuary rights
in the property held by the nonconsent parties will continue to burden
the assigned interest and will return to their original owner should
recoupment occur.

Third, the abandonment provisions contain a reassignment op-
tion permitting the assigning parties to repurchase their earlier inter-
ests at salvage value if the assignees propose a subsequent abandonment
of the well. Reassignment clauses are often employed to protect a
nonoperating interest against premature loss by providing its owner
an opportunity to preserve the lease during its primary term despite
the desire of the working interest owner to allow the lease to expire. 287

They may also be used, as in this instance, to apply to decisions to
forego operation at any time during the term of a lease.2"' In the

284. See supra text accompanying notes 96-108.
285. See AAPL Form 610-1982, Art. 1. E. Another method for determining the size of

the drilling unit in this definition is agreement by the parties at the time of assignment. It has
been suggested that this might be replaced by an agreement on both oil and gas unit size by
prior agreement incorporated into the operating agreement to apply in the absence of state or
federal requirements on unit size. See Young 2, supra note 3, at 1669.

286. See AAPL Form 610-1982, Art. VI. E. 3.
287. Eaton, The Reassignment Provision-Meaningful or Not?, 20 ROCKY MTN. MIN. L.

INST. 601, 611 (1975).

288. See, e.g., Atlantic Ref. Co. v. Moxley, 211 F.2d 916 (5th Cir. 1954); United Cent.
Oil Corp. v. Helm, II F.2d 760 (5th Cir. 1926).
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assignment or farmout agreement, the purpose again is to permit the
reacquiring party an opportunity to undertake operations which will
continue a lease which would otherwise expire of its own terms. In
the operating agreement, it is possible that the lease is being main-
tained by production elsewhere in the contract area. Thus, the intent
is to limit the effect of the initial abandonment assignment so that
it does not become a forfeiture of interest. Instead, the original
owner is allowed an option to reacquire his interest and another
opportunity to assess the potential of the property on the latest
available data when the parties again determine to discontinue op-
erations. This insures that the maximum benefit is obtained from the
initial investment in drilling the well by keeping the well open as
long as some party believes operations to be worthwhile. The right
of reassignment could be characterized as a covenant, a general
interest in the land or, specifically, a reversionary interest in the
nature of a right of entry.

One danger in the simplicity of this reassignment option is the
absence of detailed terms. A well-drafted provision must address the
precise interest to be reassigned and the time parameter of the option
notice and election. Neither are provided in the AAPL operating
agreement. Literally, the provision only requires the reassignment of
an interest in the well alone, despite the initial conveyance of the
well, its equipment and the leasehold related to the well's drilling
unit. It is only equitable and logical to assume that all of these
interests are to be reassigned, but this is far from clear. Similarly, it
is not clear that the reassignment is to be without warranty, although
the reacquiring party is protected by provisions on subsequently
created interests. 2

1
9 No guidelines are provided on the time within

which notices and elections must be communicated. This could be-
come a serious problem if the leasehold is about to expire and the
prior owner is precluded from a timely opportunity to keep it alive.

C. Distribution of Acquired Interests

Another set of property provisions grants each party the right
to obtain an ownership proportionate to his initial interest in the
contract area in any property subsequently acquired by another party
to the operating agreement. The provisions typically employed for

289. See infra text accompanying notes 468-73.
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this purpose are the acreage or cash contribution clause, the extension
and renewal of lease clause, and the area of mutual interest clause.
These provisions are intended to insure a fair distribution of any
benefits derived from the joint investment of the parties and the
information and data obtained from joint operations. In this sense,
the agreement imposes obligations similar to those found in fiduciary
relationships to prevent one party from gaining an undue advantage
over another who has placed trust and confidence in their association.

Indeed, there is considerable support for the assertion that the
requirements of these specific provisions would largely apply in any
event in those jurisdictions which characterize the operating agree-
ment as a joint venture arrangement. An example of the self-dealing
which can occur in the context of joint operations is found in Kaye
v. Smitherman,29

0 where one party to a joint venture to acquire and
develop a prospect obtained additional acreage in the area without
disclosure to his partners. Based on the fiduciary relationship of the
parties, the court imposed a constructive trust on the properties
acquired, noting that the acquisition of properties was made possible
by confidential geological information which could have been used
in the exploitation of the venture's opportunities. 29

1 This obligation
seems to be particularly relevant to the extension and renewal of
leases within the area of operations and has been frequently applied
in circumstances where a joint venture exists on the theory that a
fiduciary cannot employ knowledge obtained in the joint venture for
personal advantage.2 92 These duties are frequently limited to acqui-
sitions within the scope and area of the venture and are not extended
to outside properties.2 93 Nevertheless, the fiduciary principle employed
is equally relevant to acquisition of neighboring properties which

290. 225 F.2d 583 (10th Cir.), cert. denied, 350 U.S. 913 (1955); see also Texas Oil & Gas
Corp. v. Hawkins Oil & Gas, Inc., 282 Ark. 268, 668 S.W.2d 16 (1984) (operator's acquisition
of leases in prospect area after obtaining knowledge that nonoperator's interest was leased
from wrong parties is subject to constructive trust). But see Smith, supra note 3, at 12-52.
Naturally, any party who fails to pay his share of acquisition costs after participation is
offered waives his rights and cannot later attempt to claim an interest after profitable operations
are established. Heritage Resources, Inc. v. Anschutz Corp., 689 S.W.2d 952 (Tex. App.-El
Paso 1985, writ refd n.r.e.).

291. 225 F.2d at 590.
292. See Omohundro v. Matthews, 161 Tex. 367, 341 S.W.2d 401 (1960); Smith v. Bolin,

153 Tex. 486, 271 S.W.2d 93 (1954); Fuqua v. Taylor, 683 S.W.2d 735 (Tex. App.-Dallas
1985, writ ref'd n.r.e.).

293. See Fuqua, 683 S.W.2d at 735.
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may be developed from the data obtained in joint operations or
which may be needed to protect the area of operations from drain-
age.2 94 Although such results have been obtained in joint venture
settings, there is d hint that these same results might also be reached
under an extension of the fiduciary duty between cotenants. 295 In any
event, having attempted to remove fiduciary obligations by denying
the existence of any joint venture or partnership with the structure
of the operating agreement, the operating agreement attempts to
contractually reimpose some of the protection surrendered in this
denial.

2 96

1. Acreage and Cash Contributions

To encourage exploration activity, mineral owners in the vicinity
of the drill site who may gain indirect benefits from the drilling of
a well will often agree to support the operation through cash or
acreage contributions.297 Where the drilling is a joint effort of multiple
parties, it is deemed inequitable for one party to take advantage of
the other participants by contracting for such contributions to his
own account. To promote a fair distribution of benefits derived from
operations, the Acreage or Cash Contributions clause of the operating
agreement requires that such contributions be distributed among all
of the drilling parties. 29

1

294. Foley v. Phillips, 211 Kan. 735, 508 P.2d 975 (1973).
295. Rex Oil Ref., Inc. v. Shirvan, 443 P.2d 82 (Okla. 1968).
296. To the extent the courts nevertheless find that a fiduciary relation exists under the

joint operating agreement as a form of partnership or from cotenant relations, the fiduciary
obligations relating to property acquisitions will continue, although somewhat modified by the
provision of the operating agreement. It has been suggested that once the property provisions
expire, the obligations of the fiduciary continue (presumably without the effect of the modifying
provisions) to dictate the ownership of acquired interests. First Nat'l Bank & Trust Co. v.
Sidwell Corp., 234 Kan. 867, 678 P.2d 118 (1984). It should also be noted that while the
contractual provisions of the operating agreement which relate to property interests are
constrained by the statute of frauds, obligations under a fiduciary duty are not, and it does
not matter that the property affected is properly described in the agreement. Palmer v. Fuqua,
641 F.2d 1146 (5th Cir. 1981).

297. These agreements often take the form of bottom hole, dry hole, or support letters.
298. For example, AAPL Form 610-1982 provides:

While this agreement is in force, if any party contracts for a contribution of cash
towards the drilling of a well or any other operation on the Contract Area, such
contribution shall be paid to the party who conducted the drilling or other operation
and shall be applied by it against the cost of such drilling or other operation. If the
contribution be in the form of acreage, the party to whom the contribution is made
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Any party obtaining rights to a contribution based on a joint
operation must immediately notify the other parties to the operating
agreement. If the contribution is in cash, it is to be delivered to the
operator designated for the operation, who is to apply the payment
against expenses. In this manner, all parties to the operating agree-
ment, participants and often nonparticipants, benefit from the con-
tribution. For participants, overall expenses in the joint account are
reduced and the benefit reflected in a proportionate reduction in the
payments required of each participant. For nonparticipants under a
nonconsent penalty requiring only temporary relinquishment of rights
in production, the benefit is reflected in a reduction in the recoupment
period calculated on the basis of reduced expenses. 299

In the case of acreage contributions, the distribution is not as
favorable to the nonparticipant. Upon receipt of the contribution,
the property is to be promptly assigned, without warranty of title,
to the participants alone in proportion to the costs they each have
borne for the operation.3°° The acreage does not become subject to
the operating agreement but is established as a separate unit area
deemed subject to a separate but substantially identical operating
agreement among the assignees. Location of the acreage is immaterial
to the sharing requirement. Whether the property is inside or outside
the contract area, assignment among the participants is mandated.

To avoid confusion between cash contributions and payments
received from the sale of production, AAPL Form 610-1982 expressly

shall promptly tender an assignment of the acreage, without warranty of title, to
the Drilling Parties in the proportions said Drilling Parties shared the cost of drilling
the well. . . . [S]uch acreage shall become a [separate] Contract Area and be governed
by provisions of this agreement. . . . Each party shall promptly notify all other
parties of all acreage or money contributions it may obtain in support of any well
or any other operation on the Contract Area. The above provisions shall also be
applicable to optional rights to earn acreage outside the Contract Area which are in
support of a well drilled inside the Contract Area.

If any party contracts for any consideration relating to dispostion of such party's
share of substances produced hereunder, such consideration shall not be deemed a
contribution as contemplated under this Article VIII. C.

Id. Art. VIII. C.; see also AAPL Form 610-1956, § 25; RM Form 3, § 9.7.
299. AAPL Form 610-1982, Art. IV. B.2.(b) insures this result by requiring any cash

contribution to be deducted from intangible costs in the calculation of the amount of
recoupment.

300. One writer has suggested that the parties be given an option to elect to receive a
proportionate share of the acreage, so that no party would be forced to assume burdens and
obligations under a lease which it was not prepared to accept. Hazlett, supra note 3, at 299.
This approach is employed in RM Form 3, § 9.7.
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excludes such receipts from the effects of this clause. Other operating
agreements expand on this clarification to exclude advance and
incentive payments for production and advances obtained in loan
transactions.3 °'

Controversies under this clause have focused on its application
to contributions from one party to the operating agreement to
another. To date, courts considering the issue have determined that
the clause was not intended to apply to such a scenario. The first
consideration of the issue came in the Louisiana case of Superior
Oil Co. v. Cox.3 0 2 Pursuant to a farmout agreement with Superior
Oil Company, Midwest Oil Corporation, and Belco Petroleum Cor-
poration, Cox drilled and completed a producing well on certain
acreage and thereby earned a one-half interest in the farmout leases °. 30

An operating agreement was executed by all four parties simultane-
ously with the assignment to Cox. Prior to the commencement of
this initial well, Midwest and Belco also entered a separate farmout
agreement with Cox under which he could drill a second well on the
acreage of the first farmout and earn an interest in additional acreage
outside the contract area of the operating agreement to the extent
such land was included in a unit established for the subsequent well
by the state conservation commission. 3

0
4 When the second well was

successfully completed on an ordered unit which covered acreage
under both farmout agreements, Midwest and Belco assigned an
interest in the acreage outside the contract area to Cox.3 °5 Superior
brought suit seeking to enforce the acreage contribution clause of
the operating agreement, 3°0 forcing Cox to assign to Superior a part
of the outside acreage earned under the second farmout agreement.30 7

The court concluded that the acreage contribution clause was
not intended to apply to contributions among parties to the operating

301. McCollam, supra note 3, at 285.
302. 307 So. 2d 350 (La. 1975).
303. Id. at 351.
304. Id. at 352.
305. Id.
306. Id. at 353.
307. The second well was drilled pursuant to the operating agreement provisions concerning

subsequent operations under which all four parties elected to participate. Upon learning that
the unit for the new well would encompass acreage outside the contract area in which Midwest
and Belco would hold only a back-in interest after the second farmout assignment, Midwest
and Belco demanded and received from Cox an adjustment of drilling costs previously charged
to them so that their expenses were proportionate to their interest in the well. Id. at 355.
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agreement themselves, arguing that the contributions clause functions
only to protect the parties to the operating agreement "against the
possibility that one of them might obtain an undue advantage from
an outsider at the expense of those paying for the operations."30

Because all of the parties to the second farmout were parties to the
operating agreement, the second farmout only rearranged their in-
terests among themselves. Because no additional interest was intro-
duced from a party outside the operating agreement, Superior was
not disadvantaged. More to the point, no aggregate advantage was
gained against Superior.°9 Thus, there is no legitimate interest for
the clause to protect in a contribution among parties to the operating
agreement.3 10

A more recent decision by a New Mexico court, in Harper Oil
Co. v. Yates Petroleum Corp. ,31 reaches the same conclusion based
in large part on the Louisiana rationale. A farmout agreement existed
between Yates Petroleum and Phillips Petroleum Corporation prior
to the execution of an operating agreement between these parties and
Harper Oil Company. Under the farmout agreement, Yates was to
receive acreage within the contract area for the drilling of initial and
subsequent wells.312 An offer by Yates Petroleum to participate in

308. Id. at 355 (emphasis in original). The court also notes:
Only in this way-when one of the participants in the joint operating agreement
receives a contribution toward the operations from someone not a party to the joint
operating agreement-does the function of the clause become clear. Only in this way
does the recipient of the "contribution" profit at the expense of his partners.

Id. at 356.
309. The court, in part of the opinion, emphasized that Cox's second acquisition did not

affect Superior's proportionate interest in the production of the unit:
Superior's percentage of the production in the . . . unit was the same before Midwest
and Belco conveyed Cox's interest in the [second] leases to him as it was afterwards.
Cox's percentage of production was increased, not at the expense of Superior, but
at the expense of Midwest and Belco, who had contracted to assign the [second]
leases long before the formation of the joint operating agreement.

Id. at 355. This statement must be taken in the context of the entire case, where the acquiring
parties obtained no advantage for themselves from outside parties. It is immaterial that
Superior suffered no diminution in the interest in production. No acquisition by any party to
the operating agreement will ever decrease another's interest in production.
310. The court also argued that there was no contribution, apparently based on the fact that
Cox bore the adjusted burden of drilling costs for the second well represented by the Midwest
and Belco interests. Id. at 355.

311. 105 N.M. 430, 733 P.2d 1313 (1987).
312. Phillips negotiated an amendment to the operating agreement allowing it to assign the

interest to Yates, subject to a reserved overriding royalty, if Phillips did not desire to participate
in operations subsequent to the initial well. As a result, the controversy over the application
of the contributions clause involved only the initial well. Id. at -, 733 P.2d at 1314.
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the farmout agreement was declined by Harper Oil. Nevertheless,
after an assignment by Phillips to Yates following the drilling of the
initial well, Harper asserted an interest under the operating agree-
ment's contribution clause.31 3 Relying on the Cox decision, the court
held that the contributions clause applies only to acreage adjacent to
the contract area owned by nonparties to the operating agreement.31 4

It should be noted that in both Cox and Harper Oil, the party
receiving the assignment of the controversial acreage paid the drilling
cost attributable to the assigned interest for the earning well. 315 The
contributions clauses of the operating agreements in these cases, like
that in AAPL Form 610-1982, required contributed acreage to be
distributed in proportion to the drilling costs borne by each party.
Arguably, this provision on distribution alone could justify the results
in each of these cases. The courts chose to rely on a less superficial
rationale based on the intent and purpose of the contribution clause.
Nevertheless, the requirement for proportionate distribution does
support the courts' reasoning. Should any party to the operating
agreement agree with another to bear his responsibilities in drilling
a well, that party's risks in the venture are proportionately increased.
To the extent that party is rewarded with the acquisition of the
interest he sponsored, no other party to the operating agreement is
disadvantaged and no other benefit is gained from the joint contri-
butions in the venture. There is no unfair dealing to be rectified by
the contributions clause as there is in the instance of a contribution
from an outside party earned by the joint efforts of all participants.
Interestingly, an increased cost burden will only be incurred where
the contribution agreement is between parties to the operating agree-
ment; if the contribution is from an outside party who has no
obligation under the operating agreement, the expenses borne by the
assignee will only be those originally required under the operating
agreement, permitting that party to take advantage of the others.

It is easy to see that this mechanism can permit parties to the
operating agreement to circumvent aspects of the nonconsent penalty.
By an agreement between a party anxious to drill a subsequent well
and a reluctant party, both could elect to participate with the costs
of the reluctant party being paid or reimbursed by the other. In

313. Id. at __, 733 P.2d at 1314.
314. See id. at __, 733 P.2d at 1315.
315. Superior Oil, 307 So. 2d at 355; Harper, 105 N.M. at __, 733 P.2d at 1314.
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return, the party bearing the additional cost could be assigned the
reluctant participant's interest in the well, subject to reversionary
rights of their designation. This alters the nonconsent penalty of the
operating agreement in two ways. First, the reversionary provisions
of the "contribution" may be less onerous than those of the penalty.
Second, it precludes other parties from sharing in the assignor's
interest until recoupment or in his forfeiture. Under some circum-
stances, these adjustments can be useful. Nonetheless, there is no
reason that an interpretation of the contributions clause which allows
this circumvention should be construed as conflicting with the non-
consent provisions. The central purpose of the nonconsent provision
of insuring that operations can proceed with or without unanimous
participation is still served. It could be argued that protection is
afforded the parties to the operating agreement by the preferential
right to purchase clause and the requirement to maintain uniform
interests. But even if the pre-emptive right has not been deleted, it
is doubtful that its limited application would provide safeguards in
this context. 1

1
6 Even if available, this protective provision will only

insure that each party has an option to participate in the acquisition;
it does nothing to prevent a reduction in the severity of the penalty.
The uniformity clause also affords limited protection if the contract
area is a one-well unit or the reluctant participant is willing to expand
the effect of the reduced "penalty" to include the entire contract
area.

There are other points about the contribution clause to be
deduced from the foregoing cases. In the appellate court opinion in
the Cox case, it was necessary to address whether overriding royalty
interests which Cox was obligated to assign to members of his
geologic staff would burden the entire contribution received under
the support agreement or must be carved exclusively from the interest
retained by Cox himself. This issue was moot under the supreme
court decision in Cox awarding the entire "contribution" to Cox
and was not argued to the supreme court. 1

1
7 Consequently, the lower

court's determination of the question has not been overturned and
remains relevant. The appellate court decided that the services ren-
dered by the geologists under contract with Cox pertained to evalu-
ations of acreage under both farmout agreements; that they were not

316. See supra text accompanying notes 217-33.

317. Superior Oil, 307 So. 2d at 354 n.I.
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incurred directly in connection with the drilling of the well by which
the second farmout acreage was earned. In the absence of a direct
connection with the acquisition of the "contribution" acreage, the
court held that the contractual overrides were to be borne solely by
the contribution retained by Cox.311 Presumably, if the geologic
services were incurred strictly in connection with the earning of the
farmout acreage, the overrides would be borne proportionately by
all recipients of the contributed acreage.

The cases would also seem to imply that execution of the farmout
or support agreement before the execution of the operating agreement
is immaterial. In both cases the farmouts were in effect before the
operating agreement, which might have allowed either court to con-
clude that the operating agreement was subject to the rights of the
parties under the earlier instrument. The efficacy of this argument
was not addressed by the courts, the rationale based on the purpose
of the contributions clause clearly being a stronger basis for the
decision. 3 9 The absence of any reliance on the argument at least
implies that the date of the support agreement is irrelevant-the
contribution clause will apply in any event if the support agreement
is with a party outside the operating agreement.

It can also be noted that the location of contributed acreage
within or outside the contract area seems equally unimportant to the
operation of the clause. In Cox, the additional leases were outside
the properties covered by the operating agreement. In Harper Oil,
the acreage in question was inside the contract area. Although the
findings of the trial court decision in Harper Oil made reference to
the location,3 20 the decision of the New Mexico and the Louisiana
Supreme Courts ignored the location issue. Because an acreage con-
tribution can be just as prejudicial if it relates to lands within the
contract area as it does if it is outside its boundaries, location is
irrelevant to the function and purpose of the contributions clause.
The significant question is whether the owner is a party to, or outside
the strictures of, the operating agreement.

318. 290 So. 2d 916, 920, rev'd, 307 So. 2d 350 (La. 1975).
319. The concurring opinion of Justice Barham in Superior Oil did argue that the "con-

tributed" interests had been effectively assigned before the terms of the operating agreement
became applicable. This was rejected by the majority, who concluded that Cox's interest in
the second set of leases did not mature until inclusion of the leases in a unit created by a
state agency. 307 So. 2d at 354.

320. Harper Oil, 105 N.M. at __ , 733 P.2d at 1315.

1344 [Vol. 19:1263



PROPERTY PRO VISIONS

2. Area of Mutual Interest 3 21

The acreage and cash contributions clause is inapplicable to an
acquisition of properties inside or outside the contract area through
consideration unrelated to the performance of operations under the
operating agreement. In fact, with the limited exception of the
extension and renewal clause, no provision in the usual operating
agreement form restricts or precludes such acquisitions. This creates
an opportunity for parties to the agreement to continue their com-
petitive activities among themselves, taking full advantage of infor-
mation obtained from joint operations. To avoid this atmosphere,
the parties often agree to add to the operating agreement an area of
mutual interest provision.122 Although not a part of most operating
agreement forms, the occasional incorporation of this provision mer-
its some consideration of its use.

The purpose of the area of mutual interest clause is to insure
every party to the operating agreement an opportunity to acquire a
proportionate interest in any acquisitions within a specified area
encompassing the contract area, regardless of the state of develop-
ment of the newly acquired acreage.123 In simplified form, the area
of mutual interest clause requires that any party acquiring any oil
and gas interest within the contract area or within a prescribed
distance from its perimeter 24 give notice3 25 of the acquisition and its

321. For further materials on the area of mutual interest clause, see Zarlengo, Area of
Mutual Interest Clauses Regarding Oil and Gas Properties: Analysis, Drafting and Procedure,
28 ROCKY MTN. MIN. L. INST. 837 (1983).

322. Commenting on the area of mutual interest clause, one writer has noted:
The purpose of an area of mutual interest clause is to provide that the parties jointly
funding the exploration of the area will own the benefits of the exploration activities
jointly and proportionately. If several parties agree to contribute funds and/or leases
and/or expertise to the evaluation of oil and gas potential in a particular area, none
of those parties should use the technical data obtained to acquire oil and gas leases
or properties in the area explored for its own account. Since the exploration activities
were conducted with a view toward acquiring further oil and gas interests in the
areas of geologic promise, any property acquired because of or on the basis of the
exploration activities should be acquired for the benefit of all the parties, and it is
to that end that area of mutual interest clauses are used.

Id. at 839-40.
323. First Nat'l Bank & Trust Co. v. Sidwell Corp., 234 Kan. 867, 678 P.2d 118 (1984).
324. This distance is often arbitrary, ranging from several hundred feet in some instances

to several miles in others. Realistically, the area should be based on the parties' assessment of
the geology in the area and reflect their desire to limit the protective features of this clause
to the prevention of drainage of the contract area by one of their number or to insure equality
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terms to all other parties to the operating agreement, who then have
an option for a specified period 26 to elect to participate in the
acquisition.32 7 As characteristic of options, this creates a continuing
offer which becomes a bilateral contract of sale only when accepted
by the optionee in the manner and within the time prescribed.3 2

1

As with the terms of the preferential right to purchase and other
options, the notice must be given in the required form. Failure to
provide a notice in writing when so prescribed will not be deemed
notice and will not initiate the election period. However, where the

of opportunity to participate in the development of the entire field in which the contract area
may lie.

In Palmer v. Fuqua, 641 F.2d 1146 (5th Cir. 1981), the plaintiff asserted that the acreage
included in the area of mutual interest "depends upon whether the partnership, by reason of
its past or current operations, its ownership, or its expressed intention, might reasonably be
expected to be interested in the area." Id. at 1154 n.14.

325. Care must be taken to specify whether written notice is required. See Mountain Fuel
Supply Co. v. Chorney Oil Co., 335 F. Supp. 59 (D. Wyo. 1971).

326. As would be expected, the period specified is normally short, usually less than one
month in duration. See Courseview, Inc. v. Phillips Petroleum Co., 158 Tex. 397, 312 S.W.2d
197 (1957) (thirty days); Mountain Fuel Supply, 335 F. Supp. 59 (twenty days).

327. One writer has recommended the following area of mutual interest clause for use with
AAPL Form 610-1982:

Except for acquisitions pursuant to Article VIII (B) or VIII (C), if at any time
prior to 5 years from the date hereof any party hereto acquires any interests in oil
and gas within the Contract Area or within 2 miles of the outer perimeter of the
Contract Area, such party shall give notice in writing to all of the other parties
hereto which notice shall contain a description of the interest acquired, consideration
paid therefor, and all other pertinent information necessary to describe such acqui-
sition. All parties receiving such notice shall have 15 days from the receipt thereof
to advise the acquiring party in writing of its election to participate in such acquisition
failing in which the party receiving such notice shall have no right to such acquisition.
All parties electing to participate in such acquisition shall furnish to the acquiring
party, with notice of their election to participate, their proportionate part (the same
interest which they have in the Contract Area) of the costs of the acquisition, failing
in which the affirmative response shall not be deemed effective and shall not entitle
such party to participate. If any parties elect not to participate in such acquisition,
the acquiring party shall notify all other parties of such refusal and all such other
parties shall have the same right to respond within 15 days thereafter as applied in
the case of the first notice. The acquiring party agrees to execute such assignments
and conveyances as are necessary to reflect the acquisition as a matter of record as
soon as reasonably possible after determination of the interests of the parties pursuant
to the foregoing provisions. There shall be no obligation of any party hereto with
respect to acquisition outside the area covered by this provision.

Bledsoe 2, supra note 3, at N-24-25. Rights and obligations of the parties are not always
reciprocal. See, e.g., First Nat'l Bank & Trust Co. v. Sidwell Corp., 236 Kan. 867, 678 P.2d
118 (1984).

328. Courseview, 158 Tex. at 411, 312 S.W.2d at 207.

1346



PROPERTY PRO VISIONS

area of mutual interest clause is ambiguous and the parties have
construed the provision by a course of conduct to require oral notice,
or where oral notice is sufficient to place a reasonable party on
inquiry notice, the substantive requirements of the clause may be
deemed to be completed and the election period triggered. 329 Upon
obtaining knowledge of acquisition, silence for the term of the option
can result in termination of option rights in the transaction. If silence
follows proper notice, the option simply expires. If silence follows
some other receipt of knowledge of the acquisition, the option rights
may be waived, or, if the optionor proceeds to rely on the optionee's
failure to indicate an interest, the optionee may be estopped to assert
his rights. 330

Except for the fact that the area of mutual interest clause relates
to the acquisition instead of the disposition of property, the area of
mutual interest clause is very similar to the preferential right to
purchase provision of the operating agreement. 331 Consequently, it
carries many of the ambiguities and problems associated with the
pre-emptive right. For example, although the area of mutual interest
clause purports to relate to any acquisition of property, its later
references to a proportionate sharing of acquisition costs can be
construed to limit the intended application of the clause to transfers
for cash consideration, thereby excluding transfers by gift, inheri-
tance, merger, or exchange.

Serious but unanswered questions also arise on the application
of the clause to acquisitions in which only a portion of the property
transferred lies within the area of mutual interest or to package sales.
The same price allocation problems which arise in package sales have
surfaced in a different context under the area of mutual interest
clause. If the area of mutual interest clause is limited to the convey-
ance of mineral or oil and gas interests, but the acquisition within
the area of mutual interest includes both surface and mineral estates,

329. Mountain Fuel Supply, 335 F. Supp. 59 (D. Wyo. 1971). Even though notice of the
acquisition is not given as required in the operating agreement, failure of the optionee to
exercise reasonable diligence in ascertaining whether the optionor has breached his duties under
the area of mutual interest clause may permit the commencement of the statute of limitations.

If there is a fiduciary relationship within the structure of the operating agreement, the duty
to investigate may be deferred until there is sufficient knowledge of facts sufficient to excite
inquiry. Courseview, 158 Tex. 397, 312 S.W.2d 197 (1957).

330. Mountain Fuel Supply, 335 F. Supp. 59 (D. Wyo. 1971).

331. See supra text accompanying notes 206-62.
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the operating agreement parties are only entitled to acquire an interest
in the mineral estate. Unless there is an allocation of the purchase
price in the contract for sale, there may be no rational method to
allocate the cost of the minerals under the area of mutual interest
clause, requiring the parties to the operating agreement to pay a
proportionate share of the full purchase price. 332

Another complication in the use of the area of mutual interest
clause is the danger that large companies or firms highly active in
the vicinity of the contract area may enter into separate operating
agreements or other instruments with overlapping areas of mutual
interest. This situation can be particularly troublesome in merger
transactions. 333 At the very least, the area of mutual interest clause
can complicate and delay industry transactions by adding a further
layer of procedures and parties with which to deal. As a result, the
area of mutual interest clause is often deemed no more attractive or
beneficial than the preferential right to purchase provision and is
avoided for practical reasons despite the competitive climate which
can be perpetuated by its absence. Nevertheless, in jurisdictions where
the operating agreement arrangement is considered a joint venture,
the parties must be sensitive to their fiduciary obligations which may
impose obligations similar to those in the area of mutual interest
clause.

One advantage to the area of mutual interest clause incorporated
into agreements such as the operating agreement is the limitation of
the effects of the clause by the term of the general agreement. 33 4

Once the operating agreement terminates, the rights and duties under
the area of mutual interest clause terminate. 35 This must be distin-
guished from area of mutual interests included in assignments where
their strictures can extend in perpetuity and complicate title long
after the usefulness of the provision has lapsed.

3. Extension and Renewal of Leases

The provision in the operating agreement pertaining to the
extension and renewal of leases is, to a limited degree, a form of

332. See Courseview, 158 Tex. 397, 312 S.W.2d 197 (1957).
333. Pennebaker, Recent Developments in Oil and Gas Law with Drafting Suggestions, 34

INST. ON On, & GAs. L. & TAX'N 353, 359 (1983).
334. Nevertheless, a question still arises as to the application of the clause to transfers

occurring after the termination of the operating agreement for sales contracts executed during
the life of the operating agreement.

335. See Grimes v. Walsh & Watts, Inc., 649 S.W.2d 724 (Tex. App.-El Paso 1983, writ
ref'd n.r.e.) (farmout agreement).

1348 [Vol. 19:1263



1988] PROPERTY PROVISIONS 1349

area of mutual interest clause. As a standard provision in AAPL
Form 610-1982, the provision is the closest the instrument comes to
expressly protecting the interests of all parties against cash-based
acquisitions prompted by knowledge generated in joint operations.
However, it applies only to leases within the contract area whose
original terms have expired.

The extension and renewal provision is intended to prevent the
extinguishment of the interests of operating agreement parties in the
expiring leases through the termination of the original lease and the
subsequent execution of new leasehold rights not subject to the terms
of the operating agreement. The typical renewal and extension clause336

will require any party securing an extension or renewal of all or part
of a lease included in the contract area of the operating agreement
to notify the other parties, who then have an option for a prescribed
period to share in the acquisition in proportion to their interests in
the contract area by paying a like portion of the acquisition costs.
To clarify and limit the timeframe of the provision, a renewal lease

336. For example, AAPL Form 610-1982 provides:
If any party secures a renewal of any oil and gas lease subject to this Agreement,

all other parties shall be notified promptly, and shall have the right for a period of
thirty (30) days following receipt of such notice in which to elect to participate in
the ownership of the renewal lease, insofar as such lease affects lands within the
Contract Area, by paying to the party who acquired it their several proper propor-
tionate shares of the acquisition cost allocated to that part of such lease within the
Contract Area, which shall be in proportion to the interests held at the time by the
parties in the Contract Area.

If some, but less than all, of the parties elect to participate in the purchase of a
renewal lease, it shall be owned by the parties who elect to participate therein, in a
ratio based upon the relationship of their respective percentage of participation in
the Contract Area to the aggregate of the percentages of participation in the Contract
Area of all parties participating in the purchase of such renewal lease. Any renewal
lease in which less than all parties elect to participate shall not be subject to this
agreement.

Each party who participates in the purchase of a renewal lease shall be given an
assignment of its proportionate interest therein by the acquiring party.

The provisions of this Article shall apply to renewal leases whether they are for
the entire interest covered by the expiring lease or cover only a portion of its area
or an interest therein. Any renewal lease taken before the expiration of its predecessor
lease, or taken or contracted for within six (6) months after the expiration of the
existing lease shall be subject to this provision; but any lease taken or contracted
for more than six (6) months after the expiration of an existing lease shall not be
deemed a renewal lease and shall not be subject to the provisions of this agreement.

The provisions of this Article shall [also be applicable] to extensions of oil and
gas leases.

Id. Art. VIll. B. For another form of this clause, see First Nat'l Bank & Trust Co. v. Sidwell
Corp., 234 Kan. 867, -, 678 P.2d 118, 125 (1984).
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is often defined as any leasehold interest acquired or contracted for
within six months after the expiration of the original lease. 337

If less than all parties exercise their options to participate, two
results obtain. First, the electing parties' shares in the extension or
renewal are increased to reflect each electing party's proportionate
interest in the aggregate of interests electing to participate in the
acquisition. Second, the extended or renewed lease is released from
the contract area and no longer subject to the provisions of the
operating agreement. This is the same treatment accorded leases
proposed for surrender when only a portion of the parties elect to
retain the leases. 338 One often repeated criticism of the extension and
renewal clause, that the standard provision fails to subject the leases
newly acquired by less than all parties to an operating agreement of
substantially similar form as the existing operating agreement, reflects
a similar problem in the surrender provision.3 39

D. Failure of Title

Regardless of whether the parties to the operating agreement are
cotenants or contractually share production from the lands contrib-
uted to the contract area, participants in the enterprise are mutually
dependent on the validity of one another's title. If the presumed
ownership of any party used in calculating interests and burdens
under the operating agreement is inaccurate, the venture's aggregate
share of production from the contract area declines. At the same
time, if the outstanding interest cannot be enticed to join the joint
operations, the cost of operations in relation to production share
becomes disproportionately high. In any event, the continued con-
tractual obligation to distribute a share of production to the party
whose title has failed is inequitable, and discovery that the failed
title pertains to the drill site can be calamitous.3 n For these reasons,
the operating agreement must address the failure of title issue. Two

337. For a case involving such a limitation, see Sidwell Corp., 234 Kan. 867, 678 P.2d 118
(1984).

338. See supra text accompanying notes 274-80.
339. See supra note 280.
340. The result here would depend on the law of trespass and the good or bad faith of

the participants. At most, the participants could hope only to recover costs from production,
if any. See generally, I KUNTZ, supra 27, §§ 11.-141.10 (discussing the unlawful extraction of
oil and gas).
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approaches have developed. One requires all losses from title failures
to be borne by the individual who incorrectly asserted title. The other
treats such losses as joint losses of the enterprise.

The possibility of adverse title consequences is in part a result
of the minimal requirements for title examination in the operating
agreement.3 4' There is no requirement that individual parties submit
proof of their interest before executing the operating agreement.
Once the operating agreement is in place, title examinations are only
mandatory under AAPL Form 610-1977 and 1982 prior to com-
mencement of drilling operations on a drillsite location, providing

341. AAPL Form 610-1982 provides in part:
Title examination shall be made on the drillsite of any proposed well prior to
commencement of drilling operations or, if the Drilling Parties so request, title
examination shall be made on the leases and/or oil and gas interests included, or
planned to be included, in the drilling unit around such well. The opinion will
include the ownership of the working interest, minerals, royalty, overriding royalty
and production payments under the applicable leases. At the time a well is proposed,
each party contributing leases and or oil and gas interests to the drillsite, or to be
included in such drilling unit, shall furnish to Operator all abstracts (including
Federal Lease Status Reports), title opinions, title papers and curative material in
its possession free of charge. All such information not in the possession of or made
available to the Operator by the parties, but necessary for the examination of the
title, shall be obtained by Operator. Operator shall cause title to be examined by
attorneys on its staff or by outside attorneys. Copies of all title opinions shall be
furnished to each party hereto. ...

No well shall be drilled on the Contract Area until after (I) the title to the drillsite
or drilling unit has been examined as above provided, and (2) the title has been
approved by the examining attorney or title has been accepted by all of the parties
who are to participate in the drilling of the well.

Id. Art. IV. A.
On occasion, the latter clause is amended to allow the operator to approve title. Given the

severe consequences of an error in judgment and the low standard of liability imposed on the
operator by the terms of the operating agreement, this can be unwise modification.

The provisions of AAPL Form 610-1982 should be contrasted with the approach to title
examination in other forms. RM Form 3, Article 6, requires that all titles be examined by the
operator. If the operator approves a title, the nonoperators may voice objections within fifteen
days. There can be no drilling until title is approved by all parties. If not approved, the
operating agreement terminates. If a title fails after full approval, it is treated as a joint loss.
Under RM Form 1, sections 18.7-18.9, upon establishment or enlargement of a participating
area, title is examined and any party within the established area may reject a title, in which
case a vote is taken of all parties in the area. If a title is disapproved by group vote the owner
has thirty days in which to provide indemnity or his interest in production is held in suspense
by the operator after deducting expenses. In RM Form I, Article I1, title is to be examined
for all properties associated with a drillsite before discovery. After discovery, all properties
are examined. If a title is not approved by a stipulated percentage of the parties, the interest
is dropped from the unit area and shares in the unit are revised. If title is approved, any
subsequent failure is a joint loss.
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protection against investment in a well as trespassers. The requirement
may be extended to cover all leases to be included in the drilling
unit around the well, but only upon request of all participants at
risk in the drilling operations.

This limited approach to title, which provides assurances of
interests in the drillsite or well unit but not of interests under the
operating agreement as a whole, reflects a natural aversion to the
cost3 42 and delay involved in the preparation of title opinions. Instead
of verifying title to the entire contract area, the parties opt for a
confirmation of ownership in the well and leave the solution of actual
title failure elsewhere in the contract area to the adjustment provisions
of the operating agreement.

Where the operating agreement treats a loss of title as an
individual loss, slight distinctions are often made between a loss of
interest based on a lack of title and a loss arising from nonpayment
of delay rentals, shut-in royalties and minimum royalties.3 43 In either

342. Costs of title examinations may be borne by the operator as overhead or, if not
incurred internally by the operator, charged to the joint account. See AAPL Form 610-1982,
Art. IV. A., Option No. 1 and No. 2.

343. As to loss of title, AAPL Form 610-1982 provides:
Should any oil and gas interest or lease, or interest therein, be lost through failure
of title, which loss results in a reduction of interest from that shown on Exhibit
"A", the party contributing the affected lease or interest shall have ninety (90) days
from final determination of title failure to acquire a new lease or other instrument
curing the entirety of the title failure, which acquisition will not be subject to Article
VIII. B., and failing to do so, this agreement, nevertheless, shall continue in force
as to all remaining oil and gas leases and interests; and,

(a) The party whose oil and gas lease or interest is affected by the title failure
shall bear alone the entire loss and it shall not be entitled to recover from Operator
or the other parties any development or operating costs which it may have theretofore
paid or incurred, but there shall be no monetary liability on its part to the other
parties hereto . . . by reason of such title failure;

(b) There shall be no retroactive adjustment of expenses incurred or revenues
received from the operation of the interest which has been lost, but the interests of
the parties shall be revised on an acreage basis, as of the time it is determined
finally that title failure has occurred, so that the interest of the party whose lease
or interest is affected by the title failure will thereafter be reduced in the Contract
Area by the amount of the interest lost;

(c) If the proportionate interest of the other parties hereto in any producing well
theretofore drilled on the Contract Area is increased by reason of the title failure,
the party whose title has failed shall receive the proceeds attributable to the increase
in such interests (less costs and burdens attributable thereto) until it has been
reimbursed for unrecovered costs paid by it in connection with such well; and

(d) Should any person not a party to this agreement, who is determined to be the
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event, the party who contributed the affected interest is often per-
mitted a period of time344 to reacquire the interest, free of the renewal
and extension provisions of the agreement.3 45 Upon the inability of

owner of any interest in the title which has failed, pay in any manner any part of
the cost of operation, development, or equipment, such amount shall be paid to the
party or parties who bore the costs which are so refunded; and

(e) Any liability to account to a third party for prior production of oil and gas
which arises by reason of title failure shall be borne by the party or parties whose
title failed in the same proportions in which they shared in such prior production;

Id. Art. IV. B.I. As to loss by nonpayment or erroneous payments, AAPL Form 610-1982
provides:

If, through mistake or oversight, any rental, shut-in well payment, minimum royalty
or royalty payment, is not paid or is erroneously paid, and as a result a lease or
interest therein terminates, there shall be no monetary liability against the party who
failed to make such payment. Unless the party who failed to make the required
payment secures a new lease covering the same interest within ninety (90) days from
the discovery of the failure to make proper payment, which acquisition shall not be
subject to Article VIII. B., the interests of the parties shall be revised on an acreage
basis, effective as of the date of termination of the lease involved, and the party
who failed to make proper payment will no longer be credited with an interest in
the Contract Area on account of ownership of the lease or interest which has
terminated. In the event the party who failed to make the required payment shall
not have been fully reimbursed, at the time of the loss, from the proceeds of the
sale of oil and gas attributable to the lost interest, calculated on an acreage basis,
for the development and operating costs theretofore paid on account of such interest,
it shall be reimbursed for unrecovered actual costs theretofore paid by it (but not
for its share of the cost of any dry hole previously drilled or wells previously
abandoned) from so much of the following as is necessary to effect reimbursement:

(a) Proceeds of oil and gas, less operating expenses, theretofore accrued to the
credit of the lost interest, and acreage basis, up to the amount of unrecovered costs;

(b) Proceeds, less operating expenses, thereafter accrued attributable to the lost
interest on an acreage basis, of that portion of oil and gas thereafter produced and
marketed (excluding production from any wells thereafter drilled) which, in the
absence of such lease termination, would be attributable to the lost interest on an
acreage basis, up to the amount of unrecovered costs, the proceeds of said portion
of the oil and gas to be contributed by the other parties in proportion to their
respective interests; and,

(c) Any monies, up to the amount of unrecovered costs, that may be paid by any
party who is, or becomes, the owner of the interest lost, for the privilege of
participating in the Contract Area or becoming a party to this agreement.

Id. Art. IV. B. 2.; see also RM Form 1, § 4.2. For still another version of title failure
provisions, see Crow Drilling & Producing Co. v. Hunt, 254 La. 662, -, 229 So. 2d 487,
492 (1969).

344. Under AAPL Form 610-1982, the prescribed period is ninety days. See supra note
343.

345. With respect to the renewal and extension provisions of the operating agreement, see
supra text accompanying notes 336-39. If an area of mutual interest clause has been added to
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a party to acquire the lost interest, the interests of the parties under
the operating agreement are prospectively revised to proportionately
reduce the interest of the party whose interest failed and future
obligations for that interest under the operating agreement are dis-
solved. No retroactive adjustment is made for either expenses incurred
or revenues received by the lost interest. Any losses from third party
liability for conversion are attributed to the party originally asserting
ownership of the defective interest. 46 The remaining parties to the
operating agreement are expressly absolved from any personal obli-
gation to refund any expenses previously incurred by the losing party.
However, the party is afforded protection similar to that usually
granted good faith trespassers. If the title failure results in an increase
in another party's interest in the operating agreement, the losing
party is entitled to receive future proceeds attributable to the increased
interest, after the deduction of operating costs and burdens, up to
the losing party's unrecovered costs, assuming the well to be a
producing well.147 Similarly, if the true owner of the failed interest
who is not a party to the operating agreement later pays for any
costs previously incurred by the losing party, such payments are to
be refunded to the party whose interest failed.

As to liability to third parties, an effort is made to make the
party with a failed title solely liable for any conversion of production
attributable to the failed interest. The potential success of this pro-
vision in some situations is suspect. If the operating agreement is
construed as a joint venture, there may be no way for the parties to
escape third party liability. If not, the provision is no more than an

the operating agreement, it may be advisable to insert a reference to this new provision in
conjunction with the renewal and extension clause if the terms of the area of mutual interest
clause are broad enough to affect acquisition of the interest in question here.

346. Often added to a failure of title provision based on individual loss is a prohibition
on charging legal expenses to defend an interest to the joint account. For example, AAPL
Form 610-1982 provides:

No charge shall be made to the joint account for legal expenses, fees or salaries, in
connection with the defense of the interest claimed by any party hereto, it being the
intention of the parties hereto that each shall defend title to its interest and bear all
expenses in connection therewith.

Id. Art. IV. B. l.(f).
347. The AAPL Form 610-1982 provision on this matter does not address the situation

where only part of the failed interest is acquired by a party to the operating agreement. If
this is the case, fairness and consistency would dictate that the expenses recoverable from the
operating agreement party be limited to a proportion of the expenses attributable only to the
interest remaining subject to the operating agreement.
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indemnity clause. Likewise, should the operating agreement be inter-
preted to effect a cross-conveyance of initial interests, all parties may
be proportionately liable for conversion. The realignment of interests
following the title failure should be construed to result in a second
cross-conveyance to vest the remaining parties with good title to their
cotenant interests. Nevertheless, during the prior period of produc-
tion, each cotenant had a good claim to only a portion of the
production he received. As to production in excess of the amount to
which his true title permitted him, each would be liable for conver-
sion. Thus, again, the provision is more a requirement for indemnity.
All parties remain directly liable to the outside owner. With respect
to the loss of an interest from failure to make a leasehold payment,
there is no need for concern over liability to third parties. Because
the title to the interest was good at the time revenues were received,
no legitimate claims for recovery could be asserted by the new owner.

Other forms of losses can also occur. In terms of title, one
notable loss is termination of a lease for failure to develop the
property under the requirements of its habendum clause. This and
other losses not addressed above are often treated as joint, rather
than individual, losses. No adjustment is made in the interests at-
tributed to the parties under the operating agreement. This is clearly
appropriate where the loss, such as expiration of the lease, has
resulted from development and operational decisions of the enterprise
under the terms of the operating agreement. It should also be noted
that a loss of a leasehold interest on nonpayment of a shut-in royalty
resulting from the operator's failure t6 promptly notify the nono-
perators of the well's being shut-in is deemed a matter of joint loss
and removed from the interest readjustment requirements of the
individual loss provisions.3 48

In cases where the parties share a common title from a joint
acquisition, such as a farmout arrangement, any title loss will affect

348. AAPL Form 610-1982 provides:
Operator shall notify Non-Operator of the anticipated completion of a shut-in gas
well, or the shutting in or return to production of a producing gas well, at least
five (5) days (excluding Saturday, Sunday and holidays), or at the earliest opportunity
permitted by circumstances, prior to taking such action, but assumes no liability for
failure to do so. In the event of failure by Operator to so notify Non-Operator, the
loss of any lease contributed hereto by Non-Operator for failure to make timely
payments of any shut-in well payment shall be borne jointly by the parties hereto
under the provisions of Article IV.B.3.

Id. Art. VII. E., 2.
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each party equally. In practical effect, any loss will be a joint loss.
It is common in this situation to simplify the operating agreement
by removing provisions on individual loss, subjecting all losses to
the joint loss provision.3 49

Given the uncertainty of ownership absent the benefit of title
examination prior to entering the operating agreement and the impact
failure of title can have on one's anticipations, it has become all too
common for parties to delete provisions dealing not only with title
examination but also with loss of title.350 This practice does not
achieve any guarantees or protections for the parties. It only raises
crucial questions on rights and liabilities when title problems are
uncovered. At a minimum, the parties must make a determination
of whether and when individual or joint loss will establish the legal
standard for the loss of interests in the contract area. A decision to
delete these provisions must be an informed and considered one due
to the implications it has on the assumption of other parties' errors
and misfortunes. The provisions are well coordinated with other
clauses in the operating agreement35" ' and deserve credit for contrib-
uting significantly to the maintenance of proper relations between
the parties. 52

E. Personal Property-Equipment and Production353

A review of the property provisions of the operating agreement
would be incomplete without noting that there are distinct forms of

349. It should be noted that instruction 4 of AAPL Form 610-1982 provides guidance on
precise modifications to the form necessary to convert it to a strictly joint loss operating
agreement.

350. See, e.g., Crow Drilling & Producing Co. v. Hunt, 254 La. 662, -, 226 So. 2d
487, 493 (1969).

351. Dooley v. Cordes, 434 P.2d 289 (Okla. 1967) (failure of title provision not in conflict
with nonconsent penalty provisions in operating agreement).

352. Attention must still be given to the impact of previous agreements by the parties on
title matters and their impact on the operating agreement. See Crow Drilling, 254 La. at -

226 So. 2d at 488.
353. For other articles on the subject of this section, see Burford, The Operator's Rights

and Responsibilities in Marketing Production, 1983 Institute on Oil and Gas Agreements
(Rocky Mt. Min. L. Foundation, Sante Fe, New Mexico); Ellis, The Production of Gas from
Joint Interest Properties, 21 INST. ON On & GAS L. & TAX'N 47 (1970); Fell, Marketing of
Production From Properties Subject to Operating Agreements, 33 INST. ON OIL & GAS L. &
TAx'N 115 (1982); Hillyer, Problems in Producing and Selling, By Split or Single Stream, Gas
Allocable to Diverse Working Interest Ownership, 16 INST. ON OIL & GAS L. TAX'N 243 (1965);
Upchurch, Split Stream Gas Sales and the Gas Storage and Balancing Agreement, 24 ROCKY

MTN. MIN. L. INST. 665 (1978); Note, Oil and Gas: Production Imbalance in Split Stream
Gas Wells-Getting Your Fair Share, 30 OKLA. L. REV. 955 (1977).
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personalty addressed and affected by the instrument. As with the
provisions on real property, the treatment afforded personal property
interests is designed to support the general structure of the joint
enterprise and dictate rights and obligations not readily apparent in
the general provisions of the operating agreement. The principal
forms of personalty involved in the joint operations include the
equipment and materials installed in the wells and on the surface to
produce, treat, store and move the production and, if operations are
successful, the hydrocarbons.

These items are closely associated with the mineral estate but
retain or obtain a distinct identity as personal property as a result
of the peculiar nature of mineral operations. Most of the equipment
installed in the course of operations is affixed to the surface or
subsurface of the land. Nevertheless, it is not treated as a full-fledged
fixture transferable with the land but is instead classified as a trade
fixture which continues to be owned, at least for a reasonable period
of time, by those who undertook the related operations.35 4 The oil
and gas reserves, on the other hand, are a part of the real property
which constitutes the mineral estate in their original state in the
reservoir. Upon being severed from the land and reduced to control
at the wellhead these resources convert to personalty. 355 As personal
property, these substances are subject to rules other than real property
law and to distinct provisions of the operating agreement.

1. Equipment and Materials

As with the mineral and leasehold working interests within the
contract area, the operating agreement makes it clear that the equip-
ment and material acquired in the course of operations are owned
jointly by the parties in the same proportions as those established
for production and liabilities.35 6 Despite this mutual interest, the

354. Jones v. Joseph Greenspon's Son Pipe Corp., 381 I11. 615, 46 N.E.2d 67 (1943). This
status may be only temporary; if the equipment is not removed in accordance with the terms
of the lease, ownership transfers to the lessor and the equipment becomes a full-fledged fixture
of the mineral estate. 4 WILLIAMs & MEYERS, supra note 7, § 674.

355. See, e.g., Phillips Petroleum Co. v. Mecom, 375 S.W.2d 335, 339 (Tex. Civ. App.-
Austin 1964, no writ).

356. See, e.g., AAPL Form 610-1982, Art. III. B; see also AAPL Form 610-1956, § 10.5.
Compare RM Form 3, § 2.2C (personal property apportioned by interest in expenses, not
producton, in unit operations). Other provisions affecting equipment in the context of non-
consent penalties and the operator's lien are discussed in conjunction with these provisions
earlier in this text.
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property is placed in the exclusive control and possession of the
operator throughout the term of the operating agreement. This
possession and control places in issue the legal status of the operator
with respect to this equipment. In theory, the operator could occupy
the position of bailee35 7 or constructive trustee.38 The liability of the
operator in these capacities is modified by provisions in the operating
agreement limiting the exposure of the operator to malfeasance
amounting to gross negligence or willful misconduct. Aside from
procedural matters, any special status of the operator in this con-
nection is largely academic, which is attested to by a dearth of cases
between operators and nonoperators over their respective rights in
equipment. Disputes between parties to the operating agreement on
the issue of equipment and material more often focus on the propriety
of accounting methods used to charge the parties for the acquisition
cost of the equipment.35 9

2. Production

Operating agreement provisions on production 36
0 are also limited

in scope, focusing on disposition of the oil and gas, but have greater

357. A bailment involves the delivery of personal property from one person to another to
be redelivered upon completion of a specific purpose. D & D Assoc. v. Sierra Plastics, Inc.,
570 S.W.2d 205, 206 (Tex. Civ. App.-Waco 1978, no writ). The bailee has no property
interest in the item bailed beyond exclusive custody and possession. Miller v. Peck, 258 S.W.
887, 888 (Tex. Civ. App.-El Paso 1924, writ dism'd w.o.j.). Thus, if the equipment and
material used in joint operations are viewed as items purchased by all parties who then deliver
exclusive control of them to the operator, to be later returned for salvage, the agreement
resembles a bailment. This characterization carries the advantage of allowing the operator, as
bailee, to sue third parties on his own to recover the full amount of damages to the equipment
and material. Mims v. Hearon, 248 S.W.2d 754, 757 (Tex. Civ. App.-Dallas 1952, no writ).

358. A constructive trust will often be imposed on property acquired in some breach of
duty or unfair dealing. Thus, where several parties each contribute to the purchase of property
and the single purchaser takes legal title in his own name, a constructive trust arises under
which each party has equitable title proportionate to his contributions therefor, if the acquisition
of equipment under the operating agreement is construed as one in which each nonoperator
contributes money to the purchase and the operator makes the purchase in his own name, a
constructive trust can be imposed on the personalty for the benefit of the nonoperators.

359. See COPAS Accounting Procedures Form 1974, Art. II. 4 & 7, and Art. IV.
360. AAPL Form 610-1982 provides:

Each party shall take in kind or separately dispose of its proportionate share of all
oil and gas produced from the Contract Area, exclusive of production which may
be used in development and producing operations and in preparing and treating oil
and gas for marketing purposes and production unavoidably lost. Any extra expen-
diture incurred in the taking in kind or separate disposition by any party of its
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impact on the parties, leading some authorities to describe the pro-
visions as deceptively simple.36' The provisions are built around the
conviction that each participant must be able to take his share of
production in kind and dispose of it in his own manner. By one
theory, the right to an equal opportunity to sell production from a
well is part of the correlative rights of the parties as working interest
owners.3 62 An essential corollary to this approach is a requirement
that each party separately bear any additional expense incurred in
its sale of the production . 63  This authority to take in kind is

proportionate share of the production shall be borne by such party. Any party taking

its share of production in kind shall be required to pay for only its proportionate

share of such part of Operator's surface facilities which it uses.

Each party shall execute such division orders and contracts as may be necessary

for the sale of its interest in production from the Contract Area, and, except as

provided in Article VII. B., shall be entitled to receive payment directly from the

purchaser thereof for its share of all production.

In the event any party shall fail to make the arrangements necessary to take in

kind or separately dispose of its proportionate share of the oil and gas produced

from the Contract Area, Operator shall have the right, subject to the revocation at

will by the party owning it, but not the obligation, to purchase such oil and gas or

sell it to others by any time and from time to time, for the account of the non-

taking party at the best price obtainable in the area for such production. Any such

purchase or sale by Operator shall be subject always to the right of the owner of

the production to exercise at any time its right to take in kind, or separately dispose

of, its share of all oil and gas not previously delivered to a purchaser. Any purchase

or sale by Operator of any other party's share of oil and gas shall be only for such

reasonable periods of time as are consistent with the minimum needs of the industry

under the particular circumstances, but in no event for a period in excess of one (1)

year ...
In the event one or more parties' separate disposition of its share of the gas causes

split-stream deliveries to separate pipelines and or deliveries which on a day-to-day

basis for any reason are not exactly equal to a party's respective proportionate share

of total gas sales to be allocated to it, the balancing or accounting between the

respective accounts of the parties shall be in accordance with any Gas Balancing

Agreement between the parties hereto, whether such Agreement is attached as Exhibit

"E", or is a separate Agreement.

Id. Art. VI. C.; see also AAPL Form 610-1956, § 13; RM Form 1, Art. 22; RM Form 2

§§ 6.3 and 6.4 (omitting one year limit on operator sales); RM Form 3, Art. 11 (operator

sales, if any, to be at market price prevailing in area and not less than price operator receives);

Beren v. Harper Oil Co., 546 P.2d 1356, 1357 (Okla. Ct. App. 1975); Puckett v. First City

Nat'l Bank, 702 S.W.2d 232, 235-36 (Tex. App.-Eastland 1985, writ ref'd n.r.e.).

361. McCollam, supra note 3, at 276.

362. Seal v. Corporation Comm'n, 725 P.2d 278, 288 (Okla. 1986), appeal dismissed sub

nom. Amerada Hess Corp. v. Corporation Comm'n, U.S. -, 107 S. Ct. 1265, 94 L. Ed.

2d 126 (1987).

363. AAPL Form 610-1982 also requires each party to reimburse the operator for the
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motivated by more than a commitment to the pursuit of individual
business opportunities once the main purpose of the joint production
efforts has been realized. There are grounds for arguing that the
separate disposition of production assists in avoiding anti-trust alle-
gations. However, the primary impetus behind the right to take
production in kind has been supplied by the advantage of avoiding
the joint enterprise under the operating agreement being classified as
an association taxable as a corporation.

Following the Supreme Court decision in Morrissey v. Commis-
sioner,36 establishing five characteristics to be applied in determining
whether an association is to be treated as a corporation for tax
purposes,3 65 the Internal Revenue Service issued a ruling in I.T. 3930366
confirming that the arrangement under the typical operating agree-
ment exhibits some but not a majority of these attributes. One of
the major prerequisites missing in the operating agreement was that
of joint profit, which was due to the right of each party to take and
dispose of his share of production independently of the efforts of
other participants or through revocable agencies.3 67 This position was
amplified under I.T. 3948,368 which accepted as consistent with the
prior determination the use of an agent to commit a party's produc-
tion to sales contracts for reasonable periods of time, not to exceed
one year, consistent with the minimum needs of the industry. 369

"proportionate share of such part of Operator's surface facilities which it uses." The provision
has been criticized as administratively cumbersome and the suggestion made that the cost of
such facilities be borne by all parties in proportion to their interest in the contract area, an
approach which appears to be common among many operators despite the provisions of the
operating agreement. Derman, Joint Operating Agreement: Working Manual 19 (ABA Section
on Natural Resources Law and the National Energy Law & Policy Institute, 1986).

364. 296 U.S. 344 (1935).
365. The five attributes included (1) title to property, (2) centralized management, (3)

continuity of the enterprise after death of a participant, (4) continuity despite transfers of
beneficial interests, and (5) limited personal liability. Id. at 359. Not all features must be
present to treat the organization as a corporation; presence of a majority is sufficient.

366. I.T. 3930, 1948-2 C.B. 126.
367. Id. at 129.
368. I.T. 3948, 1949-1 C.B. 161.
369. Id. at 163. In periods of shortage, the operator has occasionally negotiated a call on

nonoperator production. This has raised the issue of the effect of a call on the tax consequences
of the operating agreement. It has been suggested that the call does not adversely affect the
parties in this context if they are careful to include all restrictions mandated by the IRS on
the theory that the granting of the call is nothing more than the exercise of the right to
separately dispose of production. 2 WauLLAMS & MEYERS, supra note 7, § 427 (1987). Limited
authority also seems to confirm that calls on production will not violate antitrust laws or the
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The latter interpretation was a significant concession to the
industry. The operating agreement has traditionally permitted the
operator to purchase or sell the production of any party failing to
separately dispose of his share. This power is revocable at will by
each party to the operating agreement and any participant retains
the ability to exercise its right to take in kind its share of production
not previously delivered to a purchaser.3 70 The operator's election to
buy production or exercise his agency authority is subject to certain
limitations. First, any sale must be at the "best price obtainable" in
the area. Second, to insure compliance with IRS rulings, no sales
contract can extend beyond a minimally reasonable period of time
and in no event for a period over one year. Third, some operating
agreement forms require that advance notice be given or approval
obtained from the nonoperator before the operator can commit the
nonoperator's share of production to a sale. Finally, it should be
noted that the type of production covered by this arrangement may
be limited. Although the 1956 and 1977 versions of AAPL Form 610
allow the operator to buy or sell the nonoperator's share of oil or
gas, the basic version of the 1982 form restricts this authority to oil
alone.

3 71

The operator is under no obligation to purchase or arrange the
sale of the nonoperator's production.172 Where he does undertake
this responsibility, he may subject himself to fiduciary duties.3 73 This

rule against perpetuities. Greenshields v. Warren Petroleum Corp., 248 F.2d 61 (10th Cir.),
cert. denied, 355 U.S. 907 (1957); Portland Gasoline Co. v. Superior Mktg. Co., 243 S.W.2d
823 (Tex. 1951).

370. In addition to being a condition to favorable tax treatment, this right of revocation
may be beneficial to the nonoperator if his gas production is still regulated under the Natural
Gas Policy Act and the Natural Gas Act. Although gas dedicated to the interstate market by
the operator's sale may not be diverted without abandonment authority from the Federal
Energy Regulatory Commission, the nonoperator may file for a rate change for his new
contract under the more favorable terms of section 4 of the Natural Gas Act. See Phillips v.
Federal Energy Regulatory Comm'n, 586 F.2d 465 (5th Cir. 1978).

371. Alternate provisions are available for AAPL Form 610-1982 which allow the sale of
both oil and gas by the operator. In such a case, the operating agreement requires: "Notwith-
standing the foregoing, Operator shall not make a sale, including one into interstate commerce,
of any other party's share of gas production without first giving such other party thirty (30)
days notice of such intended sale." This provision was particularly useful when the operator's
sale might dedicate the gas to interstate commerce under the Natural Gas Act.

372. Andrau v. Michigan Wisconsin Pipeline Co., 712 P.2d 372, 376 (Wyo. 1986).
373. For an expanded discussion of this issue, see Smith, supra note 3, § 12.03[7]. The

operator may also have an obligation to act as a prudent operator in marketing production
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could arguably be the case where the entire operating arrangement
has been declared a joint venture or partnership. It may also arise
in other jurisdictions simply because of the special agency relationship
which arises in the context of this provision alone. In any event, the

operator must take care not to place himself in a conflict of interest
which precludes him from complying with the express limitations of

the operating agreement. For example, an operator making gas sales
under a single contract from several contract areas and including
production of nonoperators who are not involved in each area may
face a dilemma under FERC Order No. 456 in deciding whether to
seek a price increase for old gas by automatically subjecting other
categories of production to possible price reductions. 374 If one non-
operator's price can be increased but only at the risk of reducing the
price received by another, the operator cannot sell the gas at the

"best price possible" for both parties and must breach the provisions
of one of the operating agreements.

The operator must also be cautious of the use of the production

after his purchase of the nonoperator's share. In Crosby-Mississippi
Resources Ltd. v. Saga Petroleum U.S., Inc. , 7 5 the operator pur-
chased the nonoperator's share of condensate production at the
maximum lawful price and subsequently refined the production for
sale at an elevated price.3 76 The nonoperator asserted that the oper-
ating agreement had created a joint venture and the operator violated
its resulting fiduciary duty by failing to share the profits from the

sale of the refined products.3 77 The court held that no joint venture
existed in the operating agreement because the scope of the agreement
did not extend to the refining and marketing of production. 78 The
nonoperators received precisely what was required under the express
terms of the operating agreement. No unjust enrichment resulted. 79

Although the result appears defensible and just, care must be taken

for the nonoperator. See Greenshields, 248 F.2d at 68-69. However, if the nonoperator
subsequently signs a division order with the purchaser, the status of the division order as a
contract of sale may relieve the operator from accountability since he is not in privity to the
contract. See Amerada Petroleum Corp. v. Melton, 139 Okla. 119, 281 P. 591 (1929).

374. See Smith, supra note 3, § 12.03[71[iv].
375. 767 F.2d 143 (5th Cir. 1985).
376. Id. at 144.
377. Id. at 145.
378. Id. at 146.
379. Id. at 147-48.
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in relying on the case. Changes in surrounding circumstances and
equities could easily lead to a contrary result. Anytime the operator
undertakes to act as agent for the nonoperators and acquires their
production which he uses to his own advantage, he runs the risk of
creating conflicts of interest and abusing his responsibilities under
the operating agreement.

3. Gas Balancing for Split Stream Sales

If the operator is not providing the market for all production
by buying the production of the nonoperators or agenting its sale,
the right to take in kind raises the possibility of split stream con-
nections and resulting imbalances in the production received from
the various parties to the operating agreement. The presence of
separate sales to multiple purchasers often results in one party being
in a position to deliver production while another is not. Delays in
negotiations, construction of transmission facilities, and acquisition
of licenses or certificates, as well as demand fluctuations in divergent
markets, are common and affect the capacity of sellers and purchasers
to facilitate sales. At the same time, it makes little sense to restrict
production to a fraction of the well allowables so that the well
produces no more than the aggregate of what currently selling parties
could dispose of. Efficient management of the reserves and the danger
of drainage dictate that production proceed at the full rate permitted
by regulation. As a result, parties able to conduct sales will dispose
of greater quantities than they would otherwise be allowed to receive.
Imbalances of a lesser magnitude can also result from the practical
difficulty of monitoring and controlling the flow of production to
several purchasers .180

Where there is no agreement between the parties on the man-

agement of imbalances, three methods of rectifying the situation have
been suggested: balancing in kind, allowing the underproduced party
to take a disproportionately large percentage of production until the
deficit in his account is "made up;" periodic cash balancing; and
cash balancing upon reservoir depletion. 8 1 By custom, such imbal-
ances have been settled in kind.38 2 Two Oklahoma cases have modified

380. The responsibility to maintain a reasonable balance in deliveries is vested in the
operator. Beren v. Harper Oil Co., 546 P.2d 1356, 1358 (Okla. Ct. App. 1975).

381. Id. at 1359.
382. Id. at 1360.
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this practice to require cash balancing where the reservoir is essentially
depleted or no marketing arrangement is available, either of which
would make balancing in kind infeasible. 3 3 One Louisiana case
appears to imply cash balancing is a right of the underproduced
party at all times. " It has been noted 35 that the cash balancing
solution is analogous to the accounting device used under the rule
of cotenancy which requires the producing cotenant to pay proceeds
of production to his nonparticipating joint owners after reasonable
expenses are recovered.8 6 The cash remedy is not only efficient, but
also appears quite natural and appropriate where the parties to the
joint operation are concurrent owners, whether prior to or as a result
of cross-conveyances implied in pooling or unitization of the contract
area.

One difficulty involved with cash balancing is the determination
of the appropriate value of the production to the underproduced
party's interest. Should the monetary settlement be based on the
market value of the gas or the contract price at which it was sold?
Is this value to be determined as of the time the gas was produced
or at the time of balancing? One suggestion would seek to place the
underproduced party in the position he would have attained had the
imbalance not occurred by employing the price which the under-
produced party would have received if he had been marketing the
gas as it was produced.8 7 This solution appears to have been endorsed
in one of the Oklahoma cases. 38

The problem of balancing, particularly with respect to natural
gas production, has become extensive enough for the more recent
operating agreement forms to allow the attachment of a gas balancing
agreement of the parties choice as an exhibit to the operating agree-
ment. 389 This affords the parties an opportunity to employ the meth-
ods they prefer to use in adjusting any imbalance. The appropriate

383. Id.; United Petroleum Exploration, Inc. v. Premier Resources, Ltd., 511 F. Supp.
127, 131 (W.D. Okla. 1980).

384. State ex rel. Superior Oil Co. v. Texas Gas Transmission Corp., 242 La. 315, 136
So. 2d 55 (1961).

385. Kutzschback, supra note 3, at 7-35.
386. See supra text accompanying note 8.
387. 5 KUNTZ, supra note 27, § 77.3, at 408-09.
388. United Petroleum Exploration, Inc. v. Premier Resources, Ltd., 511 F. Supp. 127,

131 (W.D. Okla. 1980).
389. This accommodation is almost compelled in AAPL Form 610-1982 by eliminating the

operator's option to sell gas production for any party failing to take his production in kind.
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circumstances for applying cash or in kind balancing, the time at
which balancing will be accomplished, the value to be utilized when
making a cash adjustment, and allowances for BTU and other quality
adjustments are issues which must be considered by the parties when
balancing must be accomplished from separate reservoirs. Given the
magnitude of the values at stake, the parties must take such agree-
ments most seriously. 390

The imbalance in production converts the relationship of the
parties from that of simple cotenants or joint venturers to one which
includes a debtor/creditor component. The underproduced party is
dependent on the volume of remaining reserves and the solvency of
the overproduced party for full redress. In terms of the parties'
property interests, their titles become burdened or benefitted by the
obligation to balance the parties' accounts. What begins as an eq-
uitable, correlative right to a fair share of production can expand to
a substantial obligation which attaches to the interest of some parties.
This is an obligation not identifiable from public records, necessitat-
ing detailed inquiry to determine the full character of one's title in
working interests associated with the contract area.

4. Payment of Royalties

Each oil and gas lease included in the contract area will impose
an obligation on the lessee to deliver a royalty on all production to
the lessor.39' Although the lessor may have the option to take the
royalty in kind for oil and condensate (and in a very few cases
natural gas), it is most common for the lessee to pay the lessor a
fraction of the proceeds derived from the sale of production attrib-
utable to the lease or a fraction of the market value of such
production. Under the pooling provisions of the lease, and under
many forced pooling statutes,3 92 production from any location within
the unit will be apportioned among the leases on an acreage basis,

390. These private agreements and the agreements implied by judicial decision can be
overriden by statute. See OKLA. STAT. tit. 52, §§ 541-547 (Supp. 1988).

391. See 3 KuNrrz, supra note 27, §§ 38.1-38.3.
392. For example, the Texas Mineral Interest Pooling Act provides:

For the purpose of determining the portions of production owned by the persons
owning interests in the pooled unit, the production shall be allocated to the respective
tracts within the unit in the proportion that the number of surface acres included
within each tract bears to the number of surface acres included in the entire unit.

TEX. NAT. REs. CODE ANN. § 102.051(a) (Vernon 1978).
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the apportioned production being treated as though it were obtained
from its associated lease. The lessor is then entitled to a royalty
based on a stated percentage of the production apportioned to his
lease, regardless of the fact that the production was obtained from
a well on another lease within the unit.

The operating agreement also has provisions addressing the
payment of leasehold royalties. On the surface it is, again, a relatively
simply provision, but the context of joint operations complicates its
application. This is especially true when split stream sales and pro-
duction imbalances exist among the working interest owners respon-
sible for the royalty payments. A full comprehension of the provisions
in the operating agreement requires an understanding of the rules on
the payment of royalty for production from jointly operated prop-
erties.

The courts have devised two methods for calculating royalties
on unit production. The "tract allocation" approach requires that a
royalty owner be paid on the basis of the proceeds received by his
lessee from the sale of the unit production allocated to the tract in
which the royalty owner holds an interest. This method was first
employed in Arkansas Louisiana Gas Co. v. Southwest Natural
Production Co., 93 which involved the payment of royalties under a
statute pertaining to compulsory units.194 In contrast, the "weighted
average" method dictates that any participant in the unit who sells
production pay royalties to each royalty owner within the unit from
the proceeds the seller receives from his sale. The weighted average
method has had a limited application, having originated in Shell Oil
Co. v. Corporation Commission,3 95 another case involving a com-
pulsory pooling situation. Shell Oil was based on a statute with
distinctly different provisions on royalty payments from that em-
ployed in standard leases and in the statute in issue in Arkansas
Louisiana Gas Co.396 Under the "weighted average" method, lessors

393. 221 La. 608, 60 So. 2d 9 (1952).
394. Id. at __ , 60 So. 2d at 10-11.
395. 389 P.2d 951 (Okla. 1963).
396. The Oklahoma statute then in effect provided:

In the event a producing well, or wells, are completed upon a unit where there are,
or may thereafter be, two (2) or more separately owned tracts, any royalty owner
or group of royalty owners holding the royalty interest under a separately owned
tract included in such spacing unit shall share in the one-eighth (1/8th) of all
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contributing low royalty leases are disadvantaged by having to pay
unexpectedly higher royalties to lessors with greater royalty fractions
in other leases, diluting their expected gains. Working interest par-
ticipants with an abnormally high royalty obligation receive a cor-
responding benefit in the weighted reduction of their royalty burden
in the unit as a whole. This danger was not a problem in the Shell
Oil decision because the controlling statute set a ceiling on the
weighted royalty obligation at one-eighth, the minimum common
royalty in use in the industry.

The issue of royalty payments on production from voluntary
units has been addressed by two Texas decisions, with contradictory
results. In TXO Production Corp. v. Prickette, 97 the court deter-
mined that the unit operator in a split stream context was required
to pay royalty to the plaintiff-lessors from the date of first produc-
tion, despite the fact that the plaintiff's lessee had not managed to
market his share of the gas until twenty-one months later.3 98 The
decision was based on the provisions of the pooling clause of the
lease entitling the lessor to a pro rata share of production from the
unit, which accrued from first production.399 In effect, this result
compels application of the weighted average approach, requiring the
selling parties to pay royalties accruing on production throughout
the unit. The opposite result was obtained in Puckett v. First City
National Bank. In this case, the plaintiff-lessors sought to compel
royalty payments by all unit participants, motivated by the fact that
the party contributing their lease to the unit was receiving a lower,
interstate price for the production while others were obtaining higher,
intrastate prices for their share of the gas produced.40 1 The court
endorsed the "tract allocation" approach under the facts of the case,

production from the well or wells drilled within the unit ....
OKLA. STAT. tit. 52, § 87.1(d)(4) (1961). In interpreting the effect of this provision on the
pooling clause of the lease, the Oklahoma court commented:

While it is true that under their lease agreements with their lessees [the plaintiffs]
have authorized their lessees, respectively, to dispose of the gas produced from their
separate tracts, the statute supersedes their lease contracts and directs that each lessor
will share in 1/8th of all production from the unitized area.

389 P.2d at 954 (emphasis in original).
397. 653 S.W.2d 642 (Tex. App.-Waco 1983, no writ).
398. Id. at 644.
399. Id.
400. 702 S.W.2d 232 (Tex. App.-Eastland 1985, writ ref'd n.r.e.).
401. Id. at 235-36.
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noting that the unit parties other than the plaintiffs' immediate lessee
had no contractual obligation to the plaintiffs.4 2 In the course of
the opinion, the court rejected the argument that the pooling of the
leases effected a cross-conveyance transferring a portion of the plain-
tiffs' lease to each working interest participant in the unit sufficient
to impose an obligation on the plaintiffs. 4°3 The court narrowly
construed the holding in cross-conveyancing cases asserting that none
had involved the question of royalty allocation °40 This ignores estab-
lished theories. The result is clearly appropriate in jurisdictions where
a cross-conveyance does not occur. It significantly confuses the law
where implied cross-conveyances have been accepted for years.

Logically, the cross-conveyance theory compels a holding that
each unit participant owes a royalty obligation to each lessor in the
unit. Having exchanged fractional interests in his leases for similar
interests in other leases, each party becomes a cotenant lessee under
each lease. By privity of estate, each is burdened with the duty of
paying a royalty under each lease for production received which is
attributable to the lease. Viewed from the position of the parties
prior to the pooling and cross-conveyance, this result describes the
"weighted average" method of royalty calculation. From the per-
spective of unit ownership after a cross-conveyance, there is no
difference between the result of applying the "weighted average"
approach and the "tract allocation" approach. Where all working
interest owners are cotenant lessees, they must each make royalty
payments to each lessor based on the royalty provision of the
respective lease contracts.

The advantage of the result in Puckett is that no working interest
owner is straddled with a royalty obligation different from that of
his own lease which he brings to the joint operation. As previously
noted, the possible increase of lease burdens is the danger in the
"weighted average" approach. The royalty payment provisions of
the operating agreement attempt to provide some protection from
this and other problems. The typical operating agreement provisions

402. Id. at 236.
403. Id. at 237.
404. Id. at 237-38. This ignores the fact that these "procedural" cases hinged on title

questions and that some cross-conveyancing cases directly determine title. See supra text
accompanying notes 52-55, and cases cited.
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on royalty 4°5 provide that each party entitled to a share of production
shall pay the royalty which may be due and payable under the leases
contributed to the unit. No attempt is made to specify whether the
"weighted average" or "tract allocation" approach is to be applied.
This is left to state law reflecting the applicable lease and statutory
provisions. However, the obligation is limited in two ways. First, the
royalty-paying party is required to pay lease royalties only up to a
stated fraction inserted into the provisions of the operating agreement
unless the lease or leases he had contributed bear a greater burden,
in which case he alone is responsible for such excess payments. 4

0
6

This protects all participants from the disadvantages of the weighted
average approach.i The parties may be subject to suit by individual
lessors asserting the application of the weighted average approach

405. AAPL Form 610-1982, Art. III. provides in part:
B. Unless changed by other provisions, all costs and liabilities incurred in operations
under this agreement shall be borne and paid, and all equipment and material
acquired in operations on the Contract Area shall be owned by the parties as their
interests are shown in Exhibit "A". In the same manner, the parties shall also own
all production of oil and gas from the Contract Area subject to the payment of
royalties to the extent of which shall be borne as hereinafter
set forth.

Regardless of which party has contributed the lease(s) and/or oil and gas interest(s)
hereto on which royalty is due and payable, each party entitled to receive a share
of production of oil and gas from the Contract Area shall bear and shall pay or
deliver, or cause to be paid or delivered, to the extent of its interest in such
production, the royalty amount stipulated hereinabove and shall hold the other
parties free from any liability therefor. No party shall ever be responsible, however,
on a price basis higher than the price received by such party, to any other party's
lessor or royalty owner, and if any such other party's lessor or royalty owner should
demand and receive settlement on a higher price basis, the party contributing the
affected lease shall bear the additional royalty burden attributable to such higher
price. ...

C. Unless changed by other provisions, if the interest of any party in any lease
covered hereby is subject to any royalty, overriding royalty, production payment or
other burden on production in excess of the amount stipulated in Article III. B.,
such party so burdened shall assume and alone bear all such excess obligations and
shall indemnify and hold the other parties hereto harmless from any and all claims
and demands for payment asserted by owners of such excess burden.

Id. Art. III. B. & C. Note that in RM Form 1, sections 3.4, 4.3, 4.4, 5.1, and 6.1, the
operator agrees to pay all royalties and charge such payments to the parties in proportion to
their beneficial interests in production. This includes payment of nonoperating burdens if
shown in Exhibit A.

406. While the more recent form quoted in note 405 supra allows the parties to select a
minimum common royalty fraction, AAPL Form 610-1956 established a fixed fraction of one-
eighth. This can be contrasted to RM Form 2, Art. 20.2, which simply provides that each
party shall be responsible for the payment of its own lease royalties.

407. In AAPL Form 610-1982, this interpretation in cross-conveyance states is dependent
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but they are protected to a degree by the contractual obligation and
indemnity of the party bringing the excessively burdened lease to the
transaction.

Second, the parties are protected by, in effect, an indemnity
against the assertion by royalty owners (other than those to whom
they were originally obligated before pooling) that royalties are to
be calculated on amounts greater than the proceeds obtained under
the participant's sales contract. This insulates the participants from
the claim that a price in another party's sales contract must be
employed in royalty calculations or that the participant's contract
price is below the market value required to be employed under the
lease terms for determining royalty payments. Again, if a cross-
conveyance has occurred, the participant may be liable to lessors on
such a theory, but he has some protection in the contractual under-
taking of the party contributing the lease to bear the burden of the
price differential.

IV. VALIDITY AND ENFORCEMENT

Because these various property provisions place significant res-
trictions and encumbrances on the property rights of the parties,
disagreements over their application must be anticipated. The likeli-
hood of dispute is only compounded by some of the ambiguities in
the provisions discussed earlier in this paper. In any litigation con-
cerning the terms of the operating agreement, validity and enforce-
ability play a major role. To examine these problems, this paper will
first focus on disputes between the parties to the instrument and
their potential assertions that the provisions of their agreement are
void for failure to comply with traditional limitations and require-
ments for real property transactions, including those imposed under
the statute of frauds, the rule against perpetuities, and the rule on
restraints against alienation. Finally, the discussion will turn to the
binding effects of the operating agreement on third parties and
consider the status of the agreements in the instruments as covenants
running with the land and the necessity of recording the instrument.

on linking the provisions in paragraph B to the stipulations in paragraph C of Article III.
This is a natural implication of the parties original intent in the declaration that no cross-
conveyance shall be deemed to have occurred. Even though this latter provision is otherwise
ignored by some courts, its presence in the instrument does indicate the context in which other
provisions should be construed.
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A. Disputes Between Parties Bound by the Operating Agreement

1. Statute of Frauds

In general, both mineral interests4°5 and oil and gas leaseholds409

have been treated as real property interests. As such, they are subject
to the rules relating to real property, including the statute of frauds. 410

Although a statutory matter and, therefore, subject to local variations
in content and interpretation, the statute of frauds as it relates to
real property customarily precludes enforcement of an instrument
pertaining to the conveyance of real property unless the agreement
has been reduced to writing and signed by the party alleged to be
bound by its terms.4 1 1 Agreements within the sphere of the statute
of frauds must embody the essential terms of the transaction, provide
a sufficient description of the affected property to permit identifi-
cation, and exhibit the signature of any party to be obligated under
its provisions.

The statute of frauds has been held to require that oil and gas
leases 4 2 and contracts for their transfer be in written form.413 One
opinion suggests that the operating agreement must also comply with
the statute of frauds. In Sonat Exploration Co. v. Mann,4 4 certain
working interest owners whose property was included in an explor-
atory unit signed a series of AFEs but never executed the unit's

408. 1 KUNTZ, supra note 27, § 3.1, at 84; Kutzschback, supra note 3, § 7.02[l][a].
409. 1 WILLIAMS & MEYERS, supra note 7, § 214.
410. 1 KUNTZ, supra note 27, § 3.2, at 369.
411. The English Statute of Frauds withheld enforcement "unless the agreement or some

memorandum or note thereof should be in writing and signed by the party to be charged
therewith or some person by him lawfully authorized." 37 C.J.S. Frauds, Statute of § 4 (1943).

The Texas version, as it pertains to real property, now provides in section 26.01 of the
Texas Business and Commerce Code:

(a) A promise or agreement described in Subsection (b) of this section is not
enforceable unless the promise or agreement, or a memorandum of it, is

(1) in writing; and
(2) signed by the person to be charged with the promise or agreement or by

someone lawfully authorized to sign for him.
(b) Subsection (a) of this section applies to . . .

(4) a contract for sale of real estate . ...

TEX. Bus. & CoM. CODE ANN. § 26.01 (Vernon 1987).
412. 2 KUNTZ, supra note 27, § 22.1, at 110.
413. 1 KUNTZ, supra note 27, § 13.1, at 369.
414. 785 F.2d 1232 (5th Cir. 1986).
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operating agreement. 4 5 Upon their failure to pay invoices submitted
by the operator, suit was filed alleging that the working interest
owners were obligated to reimburse their proportionate share of the
costs incurred by the operator by virtue of their signing the AFEs. 41 6

The court held that the AFEs contained no promise to pay for such
costs, that no detrimental reliance was involved in the case, and that
there was no proof of an industry custom which would bind the
signer of an AFE who had not executed an operating agreement. 4 7

In passing, the Fifth Circuit Court of Appeals speculated that Mis-
sissippi law "would require that contracts involving oil and gas
development be reduced to writing. ' ' 418 The court does not explain
its conclusion but cites another Mississippi case419 which determined
that a sales contract for minerals requiring the purchaser of the
product to sever the mineral from the land was within the Mississippi
statute of frauds. 420 It appears that this conclusion would not be
upheld in all jurisdictions. The breadth of the statute of frauds varies
from state to state, depending on the statutory version adopted.
There are statutes of frauds in some states which apply to conveyances
or contracts for conveyances of real property but delete the common
law inclusion of instruments affecting interests in land. Thus, under
the Texas statute, 42' a contract for development of an oil and gas
lease would not be subject to the statute of frauds. 422

Nevertheless, there are individual provisions of the operating
agreement involving transfers or agreements for transfers of real
property interests which must clearly comply with the statute of
frauds to be enforceable. Provisions granting the operator's lien,
nonconsent penalties requiring relinquishments and forfeitures, and
acreage contribution clauses guaranteeing future assignments are in
this category. Additionally, property provisions granting various op-
tions to acquire interests inside and outside the contract area may
be subject to the statute of frauds requirements. Decisions pertaining

415. Id. at 1233.
416. See id.
417. Id. at 1235.
418. Id. at 1234 n.l.
419. Id. at 1234 n.1 (citing Bell v. Hill Bros. Constr. Co., 419 So. 2d 575 (Miss. 1982)).
420. Miss. CODE ANN. § 15-3-1(c) (1972).
421. TEX. Bus. & COM. CODE ANN. § 26.01 (Vernon 1987).
422. Placer Energy Co. v. E & S Oil Co., 692 S.W.2d 197, 199 (Tex. App.-Fort Worth

1985, no writ).
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to agreements other than operating agreements have held that one
form of option, the preferential right to purchase relating to mineral
interests, must comply with the statute of frauds.4 23 On the other
hand, another Fifth Circuit opinion applying Texas law has held that
an area of mutual interest clause in an agreement of limited part-
nership was not subject to the statute of frauds and was enforceable
despite a failure to describe the area of interest affected by the
provision. 424 The court determined that the provision was not a
contract for the sale or transfer of real property but a statement of
fiduciary obligation. 425 Each partner was required to make an offer
under certain conditions but the provision was not the offer itself
and therefore free of any constraints under the statute of frauds. 426

Even if we assume that all or parts of the operating agreement
are governed by the statute of frauds, it would appear that the usual
forms of operating agreement are sufficient to be declared valid,
provided care is taken in their use. Although not inconceivable that
an operating agreement could be oral, arrangements for most con-
temporary joint operations are sufficiently complex to necessitate the
use of a written agreement. The popular operating agreement forms
generally cover essential terms in detail, and contemplate a legally
sufficient description of the interests included in the contract area.
As a complex transaction, there are numerous terms beyond the
essential elements of its various agreements which must be specified
to fully delineate the parties' intended rights, but the failure to detail
all nonessential terms does not necessarily impair the instrument. If
not essential, such terms may be implied 427 or supplied by parol
evidence 428

423. See Cherry v. Salinas, 355 S.W.2d 833, 834-35 (Tex. Civ. App.-San Antonio 1962,
writ. ref'd n.r.e.); Noxon v. Cockburn, 147 S.W.2d 872, 874 (Tex. Civ. App.-Galveston
1941, writ ref'd); see also Michael v. Busby, 139 Tex. 278, 162 S.W.2d 662 (Tex. 1942); Cove
Invs., Inc. v. Manges, 588 S.W.2d 792 (Tex. Civ. App.-San Antonio 1979), rev'd on other
grounds, 602 S.W.2d 512 (Tex. 1980). The danger lies primarily in failing to provide a full
specification of terms for the future sale at the time the option agreement is signed. Even
where terms in a future third party agreement are adopted as the option terms, the absence
of a formula for determining the sales price in a package transaction may be a fatal deficiency.
See Reasoner, supra note 206, at 60.

424. Palmer v. Fuqua, 641 F.2d 1146, 1158-59 (5th Cir. 1981).
425. Id. at 1158.
426. Id. at 1158-59.
427. See, e.g., Ray v. Brush, 112 Kan. 110, __, 210 P. 660, 661 (1922) (term of undated

oil and gas lease presumed to commence upon delivery).
428. See, e.g., Hill v. McIntyre Drilling Co., 59 S.W.2d 193, 195-96 (Tex. Civ. App.-
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The danger with operating agreement forms, as with the oil and
gas lease, is failure to complete blanks or select options. Provided
such oversights do not involve essential terms in provisions within
the statute of frauds, the instrument as a whole remains enforceable
although the incomplete provision may be declared invalid,' 29 its
terms supplied by parol evidence, 430 or a practical construction fur-
nished by action of the parties. 43

With respect to the description, care must be taken to ensure
accuracy and completeness. This task is greatly facilitated by the
ability to incorporate lease descriptions by reference to the original
instrument.432 Here, too, deficient descriptions may be clarified by
parol evidence as long as they do not contradict the initial description
in the operating agreement. But, as with other real property trans-
actions, failure to adequately identify the property affected by the
agreement can render the agreement ineffectual against that interest. 433

It is more likely that statute of frauds problems will develop
under the operating agreement for failure to ensure that the instru-
ment is fully executed by all parties or by their authorized agents.
Because thorough title examinations are not likely to be available
when the operating agreement is signed and may not be obtained
thereafter 4 34 it is easy for errors to be made. In the case of indivi-
duals, there is often a failure to check local requirements on joinder
of spouses to ensure that both husbands and wives execute the

428. See, e.g., Hill v. McIntyre Drilling Co., 59 S.W.2d 193, 195-96 (Tex. Civ. App.-
Texarkana 1933, writ ref'd) (primary term of oil and gas lease). But see Grow v. Davis, 110
Kan. 214, -, 203 P. 683, 684 (1922) (oil and gas lease invalid for failure to provide date
of payment for delay rentals).

429. See Love Petroleum Co. v. Atlantic Oil Prod. Co., 169 Miss. 259, -, 152 So.
829, 831 (1934) (delay rental clause of oil and gas lease); Riddle v. Keechi Oil & Gas Co., 74
Okla. 73, -, 176 P. 737, 739 (1918) (surrender clause of oil and gas lease invalid with
amount of surrender payment left blank); Fleming v. Head, 228 S.W. 302, 303 (Tex. Civ.
App.-El Paso 1921, no writ) (delay rental clause of oil and gas lease).

430. Boone v. Morgan, 240 S.W. 956, 958 (Tex. Civ. App.-El Paso 1922, writ ref'd).
431. Bearman v. Dux Oil & Gas Co., 64 Okla. 147, -, 166 P. 199, 201 (1917); Carey

v. Texas Pac. Coal & Oil Co., 237 S.W. 309, 312 (Tex. Civ. App.-Fort Worth 1921, writ
ref'd).

432. McElroy v. Danciger, 241 S.W. 1098, 1102 (Tex. Civ. App.-Amarillo 1922, no writ).
This usually depends on the validity of the original description, but in the case of the operating
agreement, if the lease description is deficient the lease is invalid and will not be an interest
subject to the operating agreement.

433. See Westland Oil Dev. Corp. v. Gulf Oil Corp., 637 S.W.2d 903, 910 (Tex. 1982).
434. See supra text accompanying notes 341-42.
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instrument where required for the instrument to cover community
property, homestead, and other marital interests. Similarly, a lack
of care is sometimes exhibited in ensuring that parties representing
corporate and partnership parties sign in a correct and authorized
capacity.

It should be noted, however, that failure of a single party to
execute an operating agreement will have no effect on the validity
of the instrument with respect to executing parties if the agreement
provides that it "shall be binding upon each party who executes the
same . ..regardless of the failure of any other party to execute the
same. ' 4 35 It should also be recalled that partial performance is an
exception to the requirement that an agreement be signed by the
party alleged to be subject to its terms.436 Thus, a party may be
bound by the operating agreement even if he has not executed the
document if he fails to object to the operator's activities in that
capacity over a number of years. 43 7

2. Rule Against Perpetuities43 s

The rule against perpetuities, 43 9 or its statutory equivalent,40 has
been applied in virtually every state. Concisely, the rule states that

435. Southwest Gas Prod. Co. v. Creslenn Oil Co., 181 So. 2d 63, 68 (La. App. 1965).
Nevertheless, a sample operating agreement which is attached to another instrument but which
has incomplete provisions and is unexecuted is of no effect. King-Stevenson Gas & Oil Co. v.
Texam Oil Corp., 466 P.2d 950, 956 (Okla. 1970). Further, modifications to an operating
agreement are not binding on parties other than those accepting the terms of the amendment.
See Osborn v. Rogers, 363 P.2d 219, 222 (Okla. 1961); McFarlane v. Clevenger, 665 S.W.2d
819, 824-25 (Tex. App.-Corpus Christi 1984, writ ref'd n.r.e.). On the other hand, an
operating agreement termed "preliminary" by the parties can be effective until later modified
if so intended by the parties. Chevron U.S.A., Inc. v. Martin Exploration Co., 447 So. 2d
469, 472 (La. 1984). Estoppel may also play a role in binding a nonexecuting party to the
terms of the operating agreement. See Great W. Oil & Gas Co. v. Mitchell, 326 P.2d 794,
800 (Okla. 1958).

436. See Pou v. Dominion Oil Co., 265 S.W. 886, 888 (Tex. Comm'n App. 1924, opinion
adopted).

437. Auster Oil & Gas, Inc. v. Stream, 764 F.2d 381, 389 n.7 (5th Cir. 1985).
438. For additional materials on the rule against perpetuities and the rule on restraints

against alienation in the context of mineral properties, see Abright, supra note 206, at 807-
13; Kemp & Newman, Hidden Rule Against Perpetuities Problems in Oil and Gas Transactions,
32 ROCKY MTN. MIN. L. INST. 16-1 (1986) [hereinafter Kemp & Newman]; 1 KUNTZ, supra
note 27, §§ 17.1-17.4; Reasoner, supra note 206, at 60-67; Reidy, Perpetuities and Mineral
Development, 22 ROCKY MTN. MIN. L. INST. 15 (1976); Scott, Restrictions on Alienation
Applied to Oil and Gas Transactions, 31 ROCKY MTN. MIN. L. INST. 15-1 (1985) [hereinafter
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"[n]o interest is good unless it must vest, if at all, not later than
twenty-one years after some life in being at the creation of the
interest."441 The policy behind the rule is one of preventing constraints
on the alienation of property beyond a reasonable period of time to
promote the commercial use of property. 442 It is apparent that the
rule applies not only to surface interests but also to mineral estates
and oil and gas leaseholds.4 3 It is equally obvious that the restrictions
placed on the transfer of interests in the various provisions of the
operating agreement are subject to the rule and susceptible to being
declared invalid under a mechanical application of its restrictions.
Specifically, the reversionary rights and the carried interests of the
nonconsent penalty, the preferential right to purchase, the area of
mutual interest clause, the provision on renewal and extension of
leases, and the acreage contributions clause all seek to assure the
conveyance of interests at a point in the future which may exceed
the limitations prescribed in the rule.

Generally, the rule against perpetuities has been applied to
invalidate options for the acquisition of property interests if the
exercise of the option could potentially occur beyond the time limi-
tations of the rule." The preferential right to purchase and other
provisions in the operating agreement are sufficiently analogous to
such options that the courts have had to consider the application of
the rule against perpetuities.4 45 Fortunately, there appears to be a
trend to relax the inflexible application of the rule and to give effect
to the intention of the parties." 6 Accordingly, there are a number of
grounds espoused by the courts for loosening the strictures of the
rule, some of which are well suited for application to optional rights

Scott]; Sellingsloh, supra note 206, at 42-47; 2 WILLIAMS & MEYERS, supra note 7, §§ 322-26
(1987).

439. The rule was first announced in Howard v. The Duke of Norfolk, 21 Eng. Rep. 665
(1682).

440. See, e.g., TEX. PROP. CODE ANN. § 112.036 (Vernon 1984).
441. J. GRAY, THE RULE AGAINST PERPETUITIES § 201 (4th ed. 1942) [hereinafter GRAY];

RESTATEMENT OF PROPERTY § 374 (1944).

442. 1 KUNTZ, supra note 27, § 17.1.
443. 2 WILLIAMS & MEYERS, supra note 7, § 320.1, at 660 (1986).

444. See, e.g., Melcher v. Camp, 435 P.2d 107 (Okla. 1967) (preferential right to acquire
oil and gas lease invalid).

445. Reasoner, supra note 206, at 65-71. See, e.g., Producers Oil Co. v. Gore, 610 P.2d
772, 774 (Okla. 1980).

446. First Nat'l Bank & Trust Co. v. Sidwell Corp., 236 Kan. 867, -, 678 P.2d 118,
126 (1984).
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in oil and gas interests. Emphasizing the commercial context of
mineral activities and the economic benefits derived from provisions
invalidated by the strict application of the rule, several decisions have
declared the rule inapplicable to provisions in the operating agree-
ment. The leading case is Producers Oil Co. v. Gore."4 7 The Okla-
homa Supreme Court had declared that a pre-emptive right to acquire
an oil and gas lease, if and when one were granted on certain
property, was void as a violation of the rule."8 When the validity of
a preferential right to purchase an Oklahoma oil and gas leasehold
interest later arose in the context of an operating agreement, the
Tenth Circuit Court of Appeals certified the question to the Okla-
homa Supreme Court. As part of its rationale for declaring the rule
against perpetuities inapplicable in this latter instance, the Oklahoma
court determined:

The court is of the strong view that the rule against perpetuities
should not apply to oil and gas operating agreements. From its
inception in 1682, this court-made rule of law, the genius of
English judges, was designed to further alienability and to prevent
the tying up of property within the family line for generation on
generation. It could not have been intended to apply, it should
not apply and no worthwhile social or economical purpose is
served by applying it to this common, frequent and useful type
of oil and gas transaction." 9

Opinions by other courts have voiced the same perception. 40 In a
related approach, some courts have distinguished the preferential
right from options which restrain alienation by a continuing and
unending authority to acquire the property. Because the preferential
right can only be exercised when the present owner decides to sell
and on the terms accepted by the proposed buyer, the provision has
been held not to offend the commercial purpose of the rule. 451

A second basis for the decision in Producer's Oil distinguishes the
case from the earlier Oklahoma decision and may narrow the use of

447. 610 P.2d 772 (Okla. 1980).
448. Melcher, 435 P.2d at 114-15.
449. 610 P.2d at 774 (quoting Producers Oil Co. v. Gore, 437 F. Supp. 737, 742 (E.D.

Okla. 1977)).
450. See Greenshields v. Warren Petroleum Corp., 248 F.2d 61, 70-72 (10th Cir. 1957),

cert. denied, 355 U.S. 907 (1957); Cambridge Co. v. Eastern Slope Inv. Corp., 700 P.2d 537,
540 (Colo. 1985); Denney v. Teel, 688 P.2d 803, 807-10 (Okla. 1984); Harnett v. Jones, 629
P.2d 1357, 1362-63 (Wyo. 1981).

451. Weber v. Texas Co., 83 F.2d 807, 808 (5th Cir.), cert. denied, 299 U.S. 561 (1936).
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the broad policy grounds for declining to apply the rule against
perpetuities against operating agreements. However, the additional
rationale is more firmly founded on precedent and has equally
extensive implications for the operating agreement. The court noted
that the rule against perpetuities is not applied to an option to
purchase when the option is contained within a lease and the pre-
emptive right is limited to the duration of the leasehold. 4 2 The court
concluded that the preferential option under the operating agreement
was similarly limited to the term of each lease within the contract
area. The interest imposed by the operating agreement provision
could only remain viable as long as the lease itself was in effect.
Thus, the rule against perpetuities was declared inapplicable. 4

1 Care
must be taken with respect to mineral interests included in the
operating agreement in order to insure that the various options in
the document do not violate the rule against perpetuities as to these
interests. If the mineral interest is a fee interest of unlimited term,
the rationale in Producer's Oil would not apply. However, the
provisions of the operating agreement which deem such interests
subject to a lease should allow the application of such reasoning to
the property clauses of the operating agreement if the provisions of
the hypothetical lease are construed to release the mineral interest
from the operating agreement upon expiration of the supposed lease
term. If the hypothetical lease provisions are inadvertently omitted,
this may not be a viable argument.

Another contemporary approach draws on the fact that the rule
against perpetuities does not cover personal contracts which do not
create property rights. 4 4 By characterizing the offensive provision as
a contractual obligation rather than as an unvested property interest,
the rule can be avoided. Thus, in First National Bank & Trust Co.
v. Sidwell Corp. ,'41 the court upheld the validity of an area of mutual
interest clause in a development agreement by determining that the

452. Producer's Oil, 610 P.2d at 775-76; see RESTATEMENT OF PROPERTY § 395 (1944).

453. 610 P.2d at 776; see Hartnett, 629 P.2d at 1362-63 (preferential right to purchase

contained in joint venture agreement not voided by rule because partnership would terminate

upon death of any partner which by definition is a life in being). It should be noted that the

rationale in Producer's Oil is based strictly on the term of the leases included in the operating

agreement. The holding is not contingent on any particular termination provisions in the

operating agreement itself.
454. See GRAY, supra note 441, § 329.

455. 234 Kan. 867, 678 P.2d 118 (1984).
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provision did not involve the vesting of future interests in real
property but was a purely contractual duty.4 5 6

Under these and similar arguments, the rule against perpetuities
has been declared inapplicable to pre-emptive rights457 and area of
mutual interest provisions 458 relating to oil and gas leases. It would
appear that the same rationale would also free the renewal and
extension clause of the operating agreement from the limitations of
the rule against perpetuities. The provisions of the acreage contri-
butions clause, however, do not create an option but would likely
be construed as a firm obligation to transfer any acquired interest.
Moreover, the interests acquired may conceivably include other than
leasehold interests or interests of a limited term. As a result, some
of the stronger arguments against application of the rule against
perpetuities are inappropriate and the status of the acreage contri-
butions requirement under the rule is uncertain.

It has been ably argued459 that the right of the carried party to re-
acquire his working interest after recoupment under the nonconsent
provisions of most operating agreements, which as previously
discussed4 ° generally assumes the nature of a reversionary interest,
production payment or mortgage, creates no problem under the rule
against perpetuities. Under the Abercrombie mortgage theory and
the Herndon production payment theory, the carried party is never
divested of his working interest. Even under the Manahan reversion-
ary theory, the most that occurs is the creation of a fee simple

456. Id. at __, 678 P.2d at 126-27; see also Courseview, Inc. v. Phillips Petroleum Co.,
158 Tex. 397, 404, 312 S.W.2d 1297, 202-03 (1957). If the provision creates no interest in real
property but is a covenant only, it must be a covenant which runs with the land to bind future
transferees not personally assuming the obligations of the operating agreement. See infra text
accompanying notes 474-78. Other techniques used by courts to avoid harsh implications of
the rule are the "wait and see" doctrine under which the court defers its determination of
validity until the end of the perpetuities period to determine if vesting occurs within the time
constraints of the rule rather than speculating on future facts and the "cy pres" doctrine
under which the instrument can be reformed to avoid perpetuities problems. Kemp & Newman,
supra note 438, §§ 16.0411] & [2]. For statutory application of the cy pres concepts, see TEx.
PROP. CODE ANN. § 5.043 (Vernon 1984).

457. Weber v. Texas Co., 83 F.2d 807, 808 (5th Cir.), cert. denied, 299 U.S. 561 (1936);
Producer's Oil, 610 P.2d at 774; Cherokee Water Co. v. Forderhause, 641 S.W.2d 522, 526
(Tex. 1982); see Hartnett, 629 P.2d at 1362-63.

458. Greenshields v. Warren Petroleum Corp., 248 F.2d 61, 70-71 (10th Cir.), cert. denied,
355 U.S. 907 (1957); First National Bank, 235 Kan. at -, 678 P.2d at 126-27.

459. See I KUNTZ, supra note 27, § 17.4.
460. See supra text accompanying notes 101-07.
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defeasible with the carried party retaining a vested possibility of
reverter or right of entry. It is suggested, however, that if the typical
operating agreement nonconsent provision is restructured to substitute
a covenant to reconvey in place of a self-actuating reversion, potential
perpetuities problems arise if the contingent event for reconveyance
might occur beyond the time permitted by the rule. However, under
the distinction provided in the Producer's Oil decision, it would
appear that even the latter form of the nonconsent penalty would
retain its validity since the interests could not be reconveyed beyond
the term of the leasehold interest involved.

3. Rule on Restraints Against Alienation

Restrictions which unreasonably interfere with the free transfer
of real property interests are void under the common law rule on
restraints against alienation.4 6 The purpose of this rule, like that of
the rule against perpetuities, is to promote the full utilization of land
by encouraging its development.4 62 The distinction between the two
rules lies in the fact that the rule on restraints against alienation is
concerned with transfer restrictions on interests already vested in one
of the parties while the rule against perpetuities applies to restrictions
which defer the vesting of an interest and continually interfere with
other transfers.4 63 Like the rule against perpetuities, the rule on
restraints against alienation applies to mineral and oil and gas inter-
ests .64

On policy grounds, common law restrictions on undue restraints
on alienation are constrained by the same respect for commercial
development as observed in the discussion on perpetuities. As long
as the restraint is indirect and ancillary to a legitimate commercial
purpose, it is likely that the restriction will survive the rule against
restraints. 65 Thus, it has been held that the preferential right to
purchase in an oil and gas context does not restrain alienability.4

461. See, e.g., Shields v. Moffitt, 683 P.2d 530, 534 (Okla. 1984) (lease restricting
assignment by lessee without lessor's written consent is void).

462. Scott, supra note 438, § 15.03[2].
463. Dollapi v. Campbell, 45 Cal. App. 2d 541, -, 114 P.2d 646, 649 (1941).
464. 2 WILLIAMS & MEYERS, supra note 7, § 320.1.
465. Reasoner, supra note 206, at 61.
466. Weber v. Texas Co., 83 F.2d 807, 808 (5th Cir.), cert. denied, 299 U.S. 561 (1936);

see 4 RESTATEMENT OF PROPERTY § 413(1), comment c (1944).
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On these same grounds, other option rights on mineral properties in
the operating agreement should not be void under this rule of law.

Transfer restrictions contained in the surrender clause and the
maintenance of uniform interest provisions of the operating agree-
ment have not yet been examined by the courts in this context.
Consistent with the treatment afforded the pre-emptive right and the
concern for promoting commercial development, both should logi-
cally be declared enforceable. Although the surrender clause precludes
release and the resulting reversion of the leasehold to the lessor, the
effect of the clause is to keep the property in the hands of parties
interested in pursuing its development . 67 Similarly, there is no doubt
that the provisions requiring the operating agreement parties to
maintain uniform interests throughout the contract area limit free
transferability. But, being clearly designed to facilitate commercial
development of the contract area, there should be little reason to
believe that the minimal constraints of the provision would render it
void.

B. Application and Priority Against Third Parties

1. Assignments and Subsequently Created Interests

Despite its restrictions, the operating agreement does not preclude
the assignment of interests in the contract area. Such transfers may
be subject to preferential rights of purchase or requirements for the
maintenance of a uniform interest, but these restrictions clearly
contemplate conveyances. The instrument expressly states that its
terms shall be binding on the assigns of each party,48 provided that
any transfer, including encumbrances, be made subject to the oper-
ating agreement and do not prejudice the other parties.6 9

Existing rights of the nonassigning parties are expressly protected
to a degree by the provisions on the maintenance of uniform interests

467. See supra text accompanying notes 274-80.
468. AAPL Form 610-1982, Art. XVI provides in part: "This agreement shall be binding

upon and inure to the benefit of the parties hereto and to their respective heirs, devises, legal
respresentatives, successors and assigns." See also RM Form 1, § 32.1; RM Form 2, § 31.1;
API Form § 18.1.

469. AAPL Form 610-1982, Art. VIII. D. provides in part: "Every such sale, encumbrances,
transfer or other disposition made by any party shall be viade expressly subject to this
agreement and shall be made without prejudice to the rights of the other parties."
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previously discussed. 470 But further safeguards are needed to eliminate
the adverse consequences which can accompany the creation (or
nondisclosure) of burdens, such as overriding royalty interests and
production payments, affecting the working interests contributed to
the contract area. Following an election by nonconsent parties not
to participate in subsequent operations, it is essential that those
electing to participate have a full understanding of these burdens and
the true net revenue interest represented by the nonparticipant's
working interest. Such information is necessary in ascertaining po-
tential return on the risks incurred and insuring that such burdens
are properly paid during the recoupment period or following forfei-
ture. More importantly, some restriction must be imposed to protect
the integrity of the structure of the operating agreement and dissuade
parties from purposefully or inadvertently devaluing their interests
through the creation of nonoperating burdens and thereby shifting
disproportionate cost obligations to the other participants by electing
not to participate in later operations, making it disadvantageous for
others to utilize their various options to acquire the burdened interest
in a later transfer or surrender, or undermining the value of the
operator's lien.

These safeguards are supplied by two devices contained in the
provisions of the operating agreement on subsequently created inter-
ests.4 7' First, any assignment or relinquishment of the burdened

470. See supra text accompanying notes 263-73.
471. AAPL Form 610-1982 D. provides:

If any party should hereafter create an overriding royalty, production payment or
other burden payable out of production attributable to its working interest hereunder,
or if such a burden existed prior to this agreement and is not set forth in Exhibit
"A", or was not disclosed in writing to all parties prior to the execution of this
agreement by all parties, or is not a jointly acknowledged and accepted obligation
of all parties (any such interest being hereinafter referred to as "subsequently created
interest" irrespective of the timing of its creation and the party out of whose working
interest the subsequently created interest is derived being hereinafter referred to as
"burdened party"), and:

(I) if the burdened party is required under, this agreement to assign or relinquish
to any other party, or parties, all or a portion of its working interest and/or the
production attributable thereto, said other party, or parties, shall receive said
assignment and/or production free and clear of said subsequently created interest
and the burdened party shall indemnify and save said other party, or parties,
harmless from any and all claims and demands for payment asserted by owners of
the subsequently created interest; and,

(2) if the burdened party fails to pay, when due, its share of expenses chargeable
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working interest to another party pursuant to the terms of the
operating agreement is to be free and unencumbered by the additional
nonoperating interest. The evident intent here is to place a prior
restriction on any subsequent burdens so that they must terminate
or be suspended during ownership by another party to the operating
agreement. The effectiveness of this restriction is clearly dependent
on the extent to which the subsequent nonoperating owner is provided
notice of the terms of the operating agreement. In the event this
provision is ineffective, the creator of the burden also agrees to
indemnify the other operating agreement parties against payments to
be made on such interests. Second, it is emphasized that the opera-
tor's lien is to apply against the subsequently created nonoperating
interest to secure the obligations of the creating party under the
operating agreement. This provision appears redundant of existing
real property law but is subject to the same caveat respecting notice
to the assignee.

These same safeguards are employed against existing burdens
which are undisclosed at the time the operating agreement is signed.
As previously noted, there is no requirement for any party to prove

the nature of his title prior to executing the operating agreement.
The only indication the parties have of the size of any party's interest
must come from the details of Exhibit "A" to the operating agree-
ment or disclosures between the parties. To ensure the validity of
the assumptions of the parties with respect to the interests with which
they will be joined and with whom they must share production, these
same restrictions are applied to undisclosed burdens.4 7 2 For patent
reasons, the terms of an instrument such as the operating agreement
coming into existence after the creation of the burden cannot be
imposed on the interest without the owner's consent. It is unlikely
in this situation that any benefit is gained other than through the

hereunder, all provisions of Article VII. B. shall be enforceable against the subse-
quently created interest in the same manner as they are enforceable against the
working interest of the burdened party.

Id. Art. Ill. D.
472. The problem which can arise is easily demonstrated under Texas law. A nonoperating

interest cannot normally be pooled without the owner's consent. See Montgomery v. Ritters-
bacher, 424 S.W.2d 210 (Tex. 1968). If a heavily burdened working interest is contributed to
a pooled unit and a producing well is drilled by the participants on that tract, the production
share of the participants will be determined only after the burdens are fully satisfied, reducing
the return of the operating parties.
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indemnity of a solvent party to pay undisclosed burdens from his
own funds in the event of an assignment or relinquishment under
the operating agreement. The very presence of such an indemnity
provision should, however, instill a degree of caution in parties
executing an operating agreement to insure their interests are accu-
rately reflected. 4"

Unfortunately, there is no guarantee that the party assigning his
working interest or a nonoperating interest will actually take the
pains to make the transfer expressly subject to the operating agree-
ment or otherwise provide notice of the instrument to his assignees.
For this reason, whether the terms of the operating agreement are
covenants running with .the land and whether notice of the operating
agreement is effectively provided to subsequent transferees may be
critical to the continuing effectiveness of the rights and benefits built
into the operating agreement.

2. Covenants Running with the Land

Many of the property provisions discussed earlier in this paper
can be construed to create interests in the real property in the contract
area, even though the interests may not vest until sometime in the
future. The operator's lien and future rights acquired under the
preferential right to purchase are only two examples. There are other
provisions, many of which have not been discussed, which are clearly
simple covenants. In this list are the waiver of partition, the com-
mitment to maintain a uniform interest, the cash contributions clause,
adjustments upon failure of title, and, indeed, even the agreement
to share production and expenses. In reality, the operating agreement
is predominately an instrument of covenants, rather than transfers
of real property interests. Even the realty interests to be acquired in

473. One deficiency in the provisions on subsequently created interests in AAPL Form 610-
1982 is the fact that burdens existing prior to the operating agreement are not regarded as
subsequently created interests as long as they are disclosed in writing before the instrument is
fully executed by all parties. Nevertheless, as previously noted, the operating agreement often
binds each party as he signs. It is unclear whether a party can delay disclosure until immediately
preceding execution of the agreement by the last party and still be able to assert sufficient
compliance with the provision or disclosure to avoid the adverse effects of having the
nonoperating interest treated as a subsequently created interest. There is an obvious disadvan-
tage to parties previously signing the operating agreement because they lose their opportunity
to evaluate the impact of the outstanding interest on future operations.
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the future, if viewed from the proper perspective, can be argued to
be mere covenants. 474

In those instances where the operating agreement grants a real
property interest, there should be no doubt that that interest will
continue to burden all leasehold and mineral interests contributed to
the contract area even though the contributed interest is later trans-
ferred to a third party, provided the transferee has notice of the
outstanding burden. Where the operating agreement creates no more
than a covenant, however, the issue of its binding effect on third
party assignees is more complex even apart from the issue of notice.

Covenants on the use and disposition of real property interests
can be categorized as either personal covenants, which bind only the
immediate parties to the agreement, or as covenants running with
the land, which obligate not only the immediate parties to the
understanding but future assigns as well. Interestingly, there is usually
no requirement in the operating agreement for a party assigning his
working interest to obtain a personal commitment from his assignee
to abide by the terms of the operating agreement. Making the
assignment subject to the operating agreement, as required in most
operating agreements, may provide notice of these covenants but
does not impose any personal obligation on the assignee.47

1 Expressly
requiring an assignor to secure a personal assumption of the operating
agreement from his assignee, though probably enforceable only
through an action for breach of contract, would give each party an
added incentive to insure that any subsequent owner of an operating
interest would not only receive notice of, but also be personally
bound by the operating agreement, eliminating the need for a deter-
mination of whether the covenants of the operating agreement run
with the assigned interest or whether the new owner had sufficient
notice of the operating agreement for it to encumber the interest.

In cases where the assignee has not expressly assumed the obli-
gations of his assignor under the operating agreement, the classifi-

474. See supra text accompanying notes 454-56.
475. Rosse v. Northern Pump Co., 353 S.W.2d 287 (Tex. Civ. App.-Austin 1962, writ

ref'd n.r.e.) ("subject to" is a term of qualification and not of contract); see also Chatham
Pharmaceuticals, Inc. v. Angier Chem. Co., 347 Mass. 208, -, 196 N.E.2d 852, 854 (1964)
(unless assignee expressly assumes assignor's personal duties, he is not bound to perform
them). But see Imperial Ref. Co. v. Kanotex Ref. Co., 29 F.2d 193, 199 (8th Cir. 1928)
(where assignor assigns all rights and delegates all duties in assignment, assignee can impliedly
undertake the performance of the duties by voluntarily accepting the benefits of the transaction).
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cation of the provision in question as a covenant running with the
land and the issue of notice of the covenant become highly important.
A covenant runs with the land if such was the intent of the parties,
its terms touch and concern the land, and there is privity of estate
between the. promisor and promisee.4 76 Where these elements are
present, agreements between joint operating parties, such as area of
mutual interest agreements, will be binding on subsequent owners
with notice of the encumbering instrument.4 77

It seems apparent that the provisions of the operating agreement
reciting its binding effect on assigns and requiring that assignments
be subject to the operating agreement exhibit an intent that the
burdens and benefits of the instrument attach to and pass with the
operating interest. It is equally apparent that the provisions of the
operating agreement confer a series of benefits and impose a host of
burdens that directly affect the value, use, and possession of the land
sufficient to meet the requirement that the covenants touch and
concern the property. Short of potential problems with the lease-
sublease distinction, which is usually ignored in oil and gas matters, 478

transfers of mineral or leasehold interests from a party to the
operating agreement to a third party appear to meet the requirement
of privity of estate.

The principle difficulty arises in determining whether privity of
estate existed between the original promisor and promisee, an essential
element in most jurisdictions. Where the operating agreement is
incorporated into an assignment of the properties within the contract
area from one party to another, the requisite privity is present.
However, if separately owned properties are brought together in a
pooling arrangement and the operating agreement is then imposed
for the first time, privity of estate may hinge on whether the
jurisdiction recognizes an implied cross-conveyances of interests. In
this context, acceptance of the cross-conveyance theory becomes
crucial. Without an actual or implied interchange of interests, no
privity of estate can exist by which the operating agreement's burdens
and benefits can reciprocally attach to the land of each party. Where

476. See, e.g., Stone v. Tigner, 165 S.W.2d 124, 127 (Tex. Civ. App.-Galveston 1942,
writ ref'd); see also 2 AMERIcAN LAW OF PROPERTY §§ 9.10, 9.11 & 9.13 (A.J. Casner ed.
1952); 20 AM. JuR. 2D Covenants, Conditions, and Restrictions, §§ 30, 33 & 37 (1965).

477. See Westland Oil Div. Corp. v. Gulf Oil Corp., 637 S.W.2d 903, 908 (Tex. 1982).
478. 2 WILuAMS & MEYERS, supra note 7, § 412 (1987).
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the operating agreement is regarded simply as a joint venture ar-
rangement and the operating agreement is not part of an assignment
of leasehold interest, the obligations of the operating agreement are
strictly personal and must be assumed by each subsequent partici-
pant-there being no privity of estate with respect to the separately
owned tracts in the contract area. It can be argued that the contrac-
tual agreement to share production from anywhere within the contract
area has a sufficient nexus with the property rights of the parties to
attach the covenants of the operating agreement to the estates of the
parties. In the absence of firm guidance in judicial opinions, however,
the operating agreement may be deficient in some jurisdictions in
failing to attempt to require each assignee of an operating interest
to personally assume the duties imposed in the operating agreement.

3. Recording the Operating Agreement

Regardless of whether the issue involves the continuing effect of
a property burden or a covenant, any transferee must have notice of
the interest or provision to be bound by it. Until recently, the
customary practice was to avoid recording the operating agreement
in either the real property or U.C.C. records. 47 9 This practice prevails
despite four distinct advantages in proper recording and filing. First,
recording insures that constructive notice afforded in the recording
acts is imposed on assignees of operating rights, thereby binding
them to the terms of the operating agreement if they are construed
as covenants running with the land or as real property interests in
themselves. Second, it subjects nonoperating interests created after
the recording to the limitations imposed in the provision on subse-
quently created interests. Third, it protects the joint arrangement
from the "strong arm" provisions of the Bankruptcy Code which
permit a bankruptcy trustee or debtor-in-possession to avoid any
unrecorded instruments affecting real property if under state law the
instrument would be ineffective against a bona fide purchaser for
value. 80 Fourth, it establishes the priority of the operator's lien

against other mortgagees and secured parties taking security interests
in the lands within the contract area.

479. See Westland Oil, 637 S.W.2d at 908; see also Young 1, supra note 3, at 222
(discussing recording of operator's agreements). This lack of concern for recording of the
instrument is reflected in the lack of acknowledgment form or warnings in the model forms.

480. 1l U.S.C. § 544(a)(3) (Supp. IV 1986).
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With respect to third party assignees and lienholders, notice and
attendant priority can be established alternatively through inquiry
notice. Although not nearly as certain as actual or constructive notice,
inquiry notice will have the same beneficial effect. In Westland Oil
Development v. Gulf Oil Corp. ,481 the defendant acquired interests
in a producing field through two farmout agreements. An assignment
delivered pursuant to one of these farmout agreements recited that
the conveyance was subject to an operating agreement. 4 2 Review of
the operating agreement would reveal references to a related letter
agreement containing an area of mutual interest clause beneficial to
the plaintiff in the case. The plaintiff asserted his rights under the
area of mutual interest option in interests assigned to the defendant
under the second farmout agreement. 483 Neither the operating agree-
ment nor the letter agreement were of record. The court held the
defendant to be subject to the area of mutual interest requirement. 48 4

Not only was this agreement a covenant running with the land, but
the defendant was also imputed to be aware of the provision on the
basis of inquiry notice. 4 5 It was noted that under Texas law, any
purchaser is required to reasonably and diligently investigate any
reference in his chain of title until thorough knowledge of all matters
affecting his title is obtained.48 6 This includes knowledge of both the
instruments referenced in recorded documents and references in the
unrecorded but referenced instruments themselves. In general, trans-
ferees are imputed with knowledge if the existing facts would put a
reasonable person on inquiry which would lead to actual notice if
pursued with diligence. 487

The Westland case establishes inquiry notice of the operating
agreement if instruments referenced in the record documents them-
selves refer to and would lead to a discovery of the operating
agreement. It is at least arguable that such inquiry notice could be

481. 637 S.W.2d 903 (Tex. 1982).
482. Id. at 905.
483. Id. at 909.
484. Id. at 910.
485. Id. at 911.
486. Id. at 908; see also Pasternak v. Lear Petroleum Exploration, Inc., 790 F.2d 828, 834

(10th Cir. 1986) (parties to farmout agreement bound to notice of operating agreement
referenced in farmout).

487. Inquiry notice extends to that which could have been obtained through information
obtained by an agent or employee. T-Vestco Litt-Vada v. Lu-Cal One Oil Co., 651 S.W.2d
284, 293 (Tex. App.-Austin 1983, writ ref'd n.r.e.).
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obtained from other factors. The use of the operating agreement in
joint operations has become so customary and widespread, and so
essential to efficient joint operations, that it is arguable that any
party dealing with an undivided interest or a pooled interest should
make reasonable inquiry into whether an operating agreement exists,
particularly where the property is a producing property. Inquiry
notice can also be imposed through possession of a property by a
third party in a manner inconsistent with the owner's interest.48 1

Exclusive control and operation of an undivided property by a party
other than the owner may require investigation of the party's rights
which may reveal the existence of an operating agreement. Though
no cases address this issue, it conceivably presents another method
by which notice could be imputed if the operating agreement is not
recorded .489

Inquiry notice, however, is an uncertain method of imputing
knowledge of the burdens imposed by the operating agreement and
subject to considerable problems of proof. There is no assuredly
effective method of insuring notice against third parties and bank-
ruptcy trustees short of recording in the real property records in
accordance with local recording statutes. Recording the entire oper-
ating agreement is admittedly a costly effort. Accordingly, several
alternative devices have been utilized to facilitate recording. The most
prevalent appears to be the filing of a memorandum of the operating
agreement executed and acknowledged by all parties to the agreement,
or by the operator as attorney-in-fact for the nonoperators pursuant
to an effective power of attorney. 490 An affidavit by the operator
that an operating agreement is in effect within the contract area may
be employed, but will only impute constructive notice to tracts where
the operator has record title. 491

Despite such efforts, protection may still not be afforded the
security interests in the operator's lien against personalty, such as
equipment, production, and accounts. As liens on personal property,

488. 4 AMERICAN LAW OF PROPERTY § 17.12 (A.J. Casner ed. 1952).
489. Possession notice is sufficient to limit the strong arm provision of the Bankruptcy

Code. McCannon v. Marston, 679 F.2d 13, 16 (3d Cir. 1982).
490. The power of attorney may also have to be executed and acknowledged by all

nonoperators and recorded in any event.
491. Louisiana has encouraged this practice by statute permitting the operator's affidavit

to give notice of an operating agreement without execution by the nonoperators. See LA. REV.

STAT. ANN. § 9:2732 (West Supp. 1988).
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these interests are controlled by the Uniform Commercial Code,
which requires the filing of a financing statement in appropriate
records for priority.492 Other forms of notice are unavailing.4 93 Such
financing statements must specify the name and address of both the
debtor and secured party; be signed by the debtor; sufficiently
describe the collateral;4 94 and contain a recital that it is to be filed
in the real property records. 95 In the absence of a financing state-
ment, the Uniform Commercial Code permits the security agreement
itself to be filed for the same purpose, provided it contains all
relevant elements required of the financial statement. 496 The operating
agreement, if properly completed, generally accomplishes all these
objectives,4 97 with the exception of the recital for recording in the
real property records. 498

Some parties have now adopted a policy of attaching a non-
standard financing statement to the operating agreement and obtain-
ing its execution at the time the operating agreement is signed. It
must not be forgotten that the operator's lien favors not only the
operator but also runs against the operator's interest in favor of the
nonoperators. Some effort is required to insure that the operator
also signs a financing statement and confirms its proper and timely

492. U.C.C. § 9-312(5)(a) (1977) (as to perfected security interests, conflicting liens are
ranked by time of perfection; if unperfected, the first to attach has priority).

493. Id. comment 4.
494. Id. § 9-402. In Texas and some other states requiring the recital that the financing

statement is to be filed in the real property records, it is necessary that the description of
collateral associated with mineral interests include a description of the real property "sufficient
if it were contained in a mortgage of the real estate to give constructive notice of the mortgage
under the law of [the] state." TEX. Bus. & COM. CODE ANN. § 9.402(e) (Tex. UCC) (Vernon
Supp. 1988).

495. U.C.C. §§ 9-402(l) & (5).
496. U.C.C. § 9-402(a). A frequently overlooked requirement is the address of each party.

The model forms do not require this or provide a space reminding the parties to include such
information. It also should not be forgotten that the operator and nonoperators should be
identified as both debtors and secured parties since the operator's lien runs to both types of
parties.

A reproduction of the operating agreement could also be filed as a financing statement if
the original is filed elsewhere in the state or if the operating agreement itself provides for such
filing of a copy. U.C.C. § 9-402(1). The recital necessary for the latter authority is not included
in most operating agreements.

497. But see supra text accompanying notes 159 & 160. (concerning the adequacy of
collateral descriptions in the operating agreement).

498. This requirement can be overcome if the operating agreement is filed as a mortgage
against leasehold interests. See U.C.C. § 9-402(6).
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filing for the nonoperator. 4 99 This approach is still rejected by some
on the theory that it disrupts working relationships of trust and
confidence when the operating agreement is signed. This must be
weighed against the effect of not obtaining priority over other lien-
holders when obligations must later be enforced. As with any trans-
action, the operating agreement must be approached with a degree
of sophistication and mutual understanding of the possible ramifi-
cations of failing to take advantage of benefits afforded by law.

V. CONCLUSION

The operating agreement, like the oil and gas lease, is a complex
instrument of interdependent provisions. It is perhaps a bit simplistic
to segregate its property terms from the rest of the document for
special consideration. Their purpose and impact are relevant only in
the context of the overall enterprise. Isolation of the provisions does,
however, permit us to focus on their significance without being
distracted by the debate over fiduciary duties and clauses dealing
with operational decisions, financial commitments, and accounting
procedures.

The property provisions play a significant and sometimes crucial
role in providing the mechanisms by which a long-term agreement
can achieve both flexibility and security for its participants and in
assuring that the enterprise remains viable throughout its term.
Moreover, they impose duties of fairness and equity among partici-
pants where fiduciary obligations are normally not recognized or
extinguished by recitals in the agreement itself. All of this is achieved
while maintaining significant freedom in the transfer and disposition
of property interests.

Although there are ambiguities, inconsistencies, and deficiencies
in some provisions of the model forms, the various clauses function
and interrelate well in most respects. On the whole, there is little
doubt that each of the provisions examined in this paper serve a
useful and beneficial function. Deletion of any one of them should
be preceded by a careful assessment of the purpose of the provision
and the ramifications attendant with its removal from the instrument.

499. For oil and gas purposes, the financing statement or security agreement must be filed
in the county U.C.C. records to perfect against minerals, fixtures, and accounts, and the state
central records to perfect against equipment and contract rights. U.C.C. § 9-401(l).
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However, the benefits and protections interwoven into the op-
erating agreement will never be fully effective unless the parties take
full advantage of available statutory protections by complying with
the requirements of such statutes. Attending to completion of the
operating agreement form, description of the contract area, proper
execution and recording of the instrument is basic and simple, but
essential to the effectuation of the property provisions. Properly
utilized, the operating agreement contributes significantly to the joint
operations by providing a balance to the rights and duties of the
parties to achieve a harmony within the instrument and hopefully in
the relations of the parties.


