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Due to today’s low cost environment, oil and gas production on many leases is being halted.

[1]

While this may

save immediate costs, it can have long-term consequences, as lessees may inadvertently forfeit leased acreage,
breach their supply contracts, or both.
Many articles address how lessees can preserve a lease into its secondary term, but today, many lessees find
themselves already beyond this point. Given these circumstances, this article assumes that a lease is already in
its secondary term and highlights several relevant lease interpretation issues.
First, the article examines what constitutes paying quantities as background for what savings clauses replace.
Next, the article examines savings clauses, turning first to shut-in clauses, next to cessation of production, then to
force majeure, and finally to pooling. The article then examines possibilities concerning midstream contracts and
closes with a discussion on finance concerns.

1. Paying quantities
Modern oil and gas leases tend to continue during the secondary term for as long as the lease can produce oil and
gas. [2] Even where the habendum clause only uses the word “produce” nearly all states read “production” to mean
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“production in paying quantities.” [3]
States diverge, however, on what “production in paying quantities” means in this context. A majority of states,
including Texas, Louisiana, and New Mexico require actual, physical production and marketing. [4] The minority view,
generally holds that the lease may be held by a well capable of producing so long as the operator diligently seeks a
market. [5]
Where actual, physical production and marketing is required, either because the lease expressly says so or a court
reads this into “produce,” states almost universally agree a well produces in paying quantities when it “pays a
profit, even a small one, over the operating expenses.” [6] Still, varieties exist. One variety concerns the inputs for
how to calculate profit less expenses. For example, states differ with regards to what constitutes an “operating
expense.” [7] Another variety concerns marginal wells. Texas, for example, asks whether a reasonable prudent
operator would continue to operate a marginal well for “the purpose of making a profit and not merely for
speculation” in the same manner in which the well was operated. [8] What a reasonably prudent operator would do is
a fact intensive question that may involve the price at which the lessee can sell the produce and the relative
profitableness of other wells in the area, both as measured over a reasonable period of time. [9]

2. Shut-in royalty
Most modern oil and gas leases contain a shut in clause, although many variations exist. [10] They also tend to be
limited to gas wells. [11] Functionally, these clauses allow the lessee to maintain their lease by substituting actual
production through payments when a well that is capable of production is not producing. [12] Despite the varieties in
the clauses, common issues emerge, such as the following three. [13] First, what does it mean to shut in a well?
Second, which leases can be maintained through shut-in payments? Third, what limitations do these provisions
include, particularly in light of today’s market conditions?
First, shutting in a well “does not refer to any particular type of engineering operation but refers to the absence of
current production.” [14] To “shut in” a well means to alter its legal status.
Second, to support shut-in payments, the well must generally be capable of production at the time the well stops
producing. [15] What “capable of production” means varies by state and lease. For example, in Texas, a well is
“capable of producing” if it is not producing because there is no available market, or when the well can be turned on
and begin flowing without additional equipment or repair. [16] In Kansas, however, a well is “shut in” when it is
sufficiently complete to be capable of producing, even if it has not actually produced in paying quantities in the
past. [17]
Third, lessees looking to shut in wells due to market conditions are encouraged to examine (1) whether the lease
allows this, either through lease language or judicial doctrine; (2) if allowed, whether payments are considered
covenants or conditions of the lease; and (3) how are payments calculated.
It is unclear whether a lessee can rely on a shut-in provision to maintain its lease while lessee waits for market
conditions to improve, assuming (1) a market does exist, although prices may be lower than desired, and (2) there
is no lease language that would otherwise allow this. [18] Some states are more tolerant of decisions not to sell into a
depressed market than others. [19] Lessees are encouraged to read their lease for provisions that leave the decision
of whether to shut in up to the lessee’s good faith judgment. [20] However, even where shut-in payments are
allowed, the lessee’s implied duty to market with diligence likely remains. [21] If violated, this could independently
terminate the lease in many states, although in Texas it is the rare case where money damages would not be an
adequate remedy. [22]
A missed payment may also automatically terminate the lease or give rise to a breach of contract claim. Which
remedy applies depends on whether the payment is a condition or covenant of the lease. Payment is a condition
when the payment itself is the constructive production. Payment is a covenant when a well capable of producing
satisfies constructive production. States also vary on how they interpret conditional language. In Texas, when
conditional, missed payments can trigger forfeiture regardless of express language to this effect. [23] But in
Oklahoma, where the capacity to produce holds the lease for purposes of the habendum clause, failing to properly
tender payment would not terminate the lease unless a lease “clearly provides for forfeiture…upon failure to make
timely payment.” [24]
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Besides timing, payments can be missed due to the payment of an insufficient amount. Pugh clauses affect
payment calculations. Pugh clauses provide that acreage on the lease which is properly pooled during the primary
term, survives into the secondary term whereas the other, non-pooled, non-productive acreage is released. [25] Pugh
clauses redetermine the acreage on which a shut-in payment is due, or where shut-in payments are due on a per
well basis, may redetermine how many wells count towards shut-in royalties. [26]

3. Cessation of production
Cessation of production clauses and the temporary cessation of production doctrine allow lessees to hold their
leases for a limited time when the lease’s holding wells become incapable of production. [27] Unlike shut-in clauses,
which may or may not be in the lease, cessation of production protection is generally available, however to what
extent may depend on whether the lease has a cessation clause.
When a lease contains a cessation styled clause, the court’s temporary cessation doctrine may be unavailable.
For example, in Texas, the temporary cessation doctrine did not apply when the lease contained a provision “in the
habendum clause [that expressed] a time limitation within which continued drilling or reworking operations must be
conducted.” [28] An absence of such time limitation or cessation style clause, may be to the lessees detriment: a
Texas court held a lease terminated after the lease ceased production “without regard to the reasonableness of the
operator’s actions.” [29]
The cessation of production doctrine generally offers protection “when a lease, though not producing, is one that a
reasonable prudent operator would continue to hold.” [30] Evidence to show what a prudent operator would do may
involve (1) what ceased production; (2) how long it lasted; and (3) what the lessee did to restore production. Of
these inquiries, what caused the cessation may be the most limiting. For example, Texas extends its protection
wider than mere mechanical failures but appears to stop short of extending it for “market based interruptions.” [31]

4. Force majeure
Unless the lease contains a force majeure clause, the remedy offered by it is unavailable, though jurisdictions
may still recognize impossibility and frustration of purpose. [32] Force majeure clauses allow the lease to continue
by way of constructive production when performance is interrupted by a cause that is outside the parties control
even if the event might be foreseeable. [33] These clauses have tended to become so specific that their contours
“dictate the application, effect, and scope of force majeure.” [34]
What is considered outside a party’s control could be a purchaser being unable to take production if the lease does
not require the lessee to find another purchaser. [35] It may also be a rule or regulation of the government which
prevents the lessee from complying with lease covenants. [36] In today’s markets, when downstream servicers are
unable to take delivery, force majeure could offer a means to maintain leases.

5. Pooling
The pooling clause expands the area from which “production” may be achieved and as such may be a mechanism
to continue a lease. [37] However, lessees with leases already into their secondary term are encouraged to be
cautious when pooling acreage. The two questions courts generally ask when parties pool is (1) whether the lease
allows it, and (2) whether the exercise was proper. [38] The later analysis tends to involve a question of good and bad
faith. [39]

6. Midstream considerations
Most companies have long-term midstream agreements that include gathering, processing or marketing
arrangements – possibly all three. These agreements may include commitments to deliver a fixed quantity or
volume of product. Failing to satisfy this threshold often triggers a penalty, even if the level of production is
sufficient to satisfy the lease. Accordingly, producers may advise their midstream counterparts to discuss
suspending commitments or restructuring their agreements.
Alternatively, difficulties faced by midstream companies may present lessees the opportunity to rely on force
majeure provisions. Midstream companies may impose restrictions on producers due to restrictions placed on them
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by downstream servicers. These downstream restrictions may translate into a “force majeure” situation as being an
event outside its control. Nevertheless, it is critical to examine all agreements and leases carefully to determine if
such protection is possible.

7. Finance concerns
Although there is usually no “continuous operation” requirement under a reserve based loan or other credit facility
that an E&P borrower is required to comply, the entire structure of credit facility should be reviewed prior to any
program to shut in wells; despite the lack of “continuous operation” requirements, there are various covenants in
current credit facilities that taken together as a whole could be implicated by such a program. Attention to an E&P
borrower’s covenants, including notification obligations in the event of a material adverse change, should also be
assessed. The decrease in revenue from production should be evaluated in light of any revenue based financial
covenants and any covenants regarding hedging price risk for the E&P borrower’s production.

8. Conclusion
Despite today’s low cost environment, lessees do have solutions that allow them to halt production while
maintaining their lease. The first step in identifying these solutions is for lessees to have a firm understanding of
their leases and any restrictions in their credit facilities. After better identifying the mechanisms that trigger
penalties and forfeitures, lessees are better prepared to forecast future operations, given the constraints of their
lease and credit facilities.
Learn more about the implications of these issues by contacting any of the authors.
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