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With the fall of commodity prices and other worldwide issues, many oil and gas

exploration and production companies are considering whether to shut in certain

hydrocarbon wells. There are a number of considerations that producers should take

into account when evaluating whether to shut in production, including: (1) existing

contractual obligations (such as minimum volume commitments); (2) obligations under

any debt facility or facilities and/or hedging program; and (3) operational impacts.

But as producers weigh their options, plainti�s attorneys are simultaneously working

to combat producers’ e�orts. Consequently, another shut-in consideration producers

should evaluate is the potential for future royalty litigation.

The decision to shut in a well can give rise to royalty litigation and, speci�cally, claims

for breach of lease and breach of the duty to market. As with most royalty litigation,

the speci�c terms of the lease are key. Most modern oil and gas leases contain

provisions allowing for shut-ins, but not all expressly address them.

Sometimes shut-in provisions apply only to certain hydrocarbons (e.g., gas but not oil).

And some clauses limit when shut-ins can be applied, although many shut-in clauses

provide for the payment of a shut-in royalty to perpetuate the lease when there is a

gas well on the premises, but gas is not being sold or used due to a lack of market

(which is frequently construed as a lack of any physical market), lack of marketing

facilities or governmental restrictions on production.

Other shut-in provisions may impose lessor notice requirements, limitations on the

length of time a well can be shut in and/or required payment of shut-in royalties. Some

shut-in provisions further specify the timing for royalty payments — for example, prior

to shutting in a well, within a speci�ed time period after a well is shut in, or before the

lease anniversary date following shut-in.

Given these substantial variations, producers should carefully evaluate the terms of
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the speci�c shut-in provision, as well as the lease on the whole, to ensure compliance

with the lease’s terms. Noncompliance with any of these provisions can provide the

lessor grounds for a breach-of-lease claim.

A breach-of-lease allegation regarding a shut-in provision can be particularly

concerning for producers, because the requested remedy may be for lease termination

rather than damages due to cessation of production in paying quantities. Generally,

courts view termination as a disfavored remedy. However, in a majority of jurisdictions,

including California, Colorado, Illinois, Indiana, Kansas, Louisiana, Michigan, New York,

Ohio, Pennsylvania and Texas, once a well is shut in, a lessee’s failure to pay the shut-in

royalty — or to perpetuate the secondary term under other lease provisions — may give

rise to a lease-termination action.

That is because the payment of a shut-in royalty acts as a substitute for production,

enabling the lessee to extend or maintain the lease. Under those circumstances, the

failure to make a timely shut-in payment is the equivalent of cessation of production,

and the lease may automatically terminate.

Of course, this rule of construction can be overcome with clearly expressed, contrary

lease language. If the shut-in clause is worded so that the mere existence of a shut-in

well extends the lease, or if payment of shut-in royalty is expressed as a covenant (i.e.,

a promise to pay), a lessee’s failure to pay the shut-in royalty may give rise only to

damages — not to lease termination.

In a minority of jurisdictions, including Kentucky, Oklahoma and West Virginia, the

existence of a well capable of production is su�cient to hold the lease by production,

so long as the lessee is reasonably diligent in its marketing e�orts.  In those

jurisdictions, damages, rather than lease termination, are the default remedy for a

breach of a lease’s shut-in provision.

That said, lessors can still seek lease forfeiture under a separate action if they allege

that the lessee failed to market the hydrocarbons with necessary due diligence. And

again, express, contrary lease language can always change the background rules.

The decision to shut in a well can also give rise to claims for breach of the duty to

market, which imposes “an obligation upon the lessee to use due diligence to market

the gas and/or oil produced from a well.”  The standard is also referred to that of a

reasonably (or ordinarily) prudent operator, and it is a lower standard than that of a

�duciary.
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In most jurisdictions, the duty to market is an implied covenant that exists regardless

of whether the lease contains an express marketing clause. Rather, courts will read the

duty into the lease unless it is expressly disavowed.

The duty to market requires a lessee to make a “diligent e�ort to market the

[hydrocarbons] in order that the lessor may realize a return on his royalty interest,” and

“begin marketing the product within a reasonable time” after completion of the well.

Di�erent jurisdictions have di�erent rules regarding the appropriate remedy for a

breach-of-duty-to-market claim. For instance, under Colorado law, a lessor may seek

to cancel a lease.  Under Ohio law, in contrast, damages generally provide the

appropriate remedy.

The lessee’s obligation to market oil and/or gas is generally not relieved or suspended

by the decision to shut in a well. Rather, the lessee must still act as a reasonably

prudent operator in attempting to market the hydrocarbons.  Thus, a producer must

continually evaluate the decision to shut in a well. Maintaining a shut-in well after oil

prices rebound could itself give rise to a claim of breach of the duty to market.

On the other hand, producers may not escape royalty litigation by choosing not to shut

in a well. Producers could still face actions for beach of the duty to market if they fail to

act as a reasonably prudent operator and shut in the well when market conditions

demand.

Additional consideration should be given to the habendum clause of the lease. Under a

typical oil and gas lease, the habendum clause provides for a �xed term of one to �ve

years (the primary term) and thereafter, for so long as oil and/or gas are produced “in

paying quantities” (the secondary term).

Absent speci�c language in the lease explaining how paying quantities are to be

measured, the most common test for determining whether production is in paying

quantities looks to both whether lessee makes some pro�t (however small) over the

cost of operating the well — and whether or not, under all relevant circumstances, a

reasonable prudent operator would, for purposes of making a pro�t and not merely

speculation, continue to operate a well in the manner in which such well was

operated.

Thus, in the majority of states, a lessor must meet a fairly high burden of proof to

succeed in a claim that a well has ceased to produce in paying quantities, unless the

lessor produced evidence that a reasonable prudent operator would not have

continued to operate the well under the circumstances.
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As noted above, any shut-in analysis must be performed on a lease-by-lease basis to

understand the rami�cations of shutting in a well, taking into account the facts and

circumstances of operations on each lease, as well as the other contractual provisions

set forth in such lease. Many modern leases include Pugh clauses (either horizontal,

vertical or both), which may terminate portions of the lease outside of the currently

producing unit (for horizontal Pugh clauses) or formations below the deepest

producing formation (for vertical Pugh clauses) upon cessation of production or failure

of continued operations, even if shut-in royalties are paid.

Additionally, many leases contain savings clauses, such as a cessation of production

clause and/or continuous development clause, which permit perpetuation of a lease if

the lessee performs additional operations on the lease (i.e., reworks existing wells or

drill new wells) within speci�ed time periods, or if the lessee restores production from

the lease within a speci�ed time period. However, a producer attempting to rely on

such a clause should carefully review whether it requires hydrocarbon production to

be online by a speci�ed date and ensure that such restoration is operationally

feasible.

In sum, when considering whether to shut in a well, producers should begin with the

text of the lease, as well as the facts and circumstances giving rise to a potential shut-

in with respect to each separate lease. They should �rst evaluate whether the lease

contains a shut-in provision and, if so, what the speci�c terms are — particularly with

regard to the conditions upon which shut-in can be applied, notice, timing and

required payments.

Producers should also determine whether the lease is silent with regard to the implied

covenants, or if it speci�cally disallows them. Moreover, the state where the property is

located is key, as jurisdictions vary in terms of the remedies allowed, as well as the

standards they will apply to lessee’s actions.
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