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Maintaining Oil and Gas Leases

• An oil and gas lease grants a fee simple determinable to the Lessee

• A typical oil and gas lease contains 2 terms:

• Primary term: a specified term of years

• Secondary term (habendum clause): the oil and gas continues in force and effect for so 
long as oil and gas is produced in paying quantities

• An oil and gas lease may also be extended beyond the primary term by operation 
of a “savings clause” in the lease.

• Generally, the terms and provisions of an oil and gas lease are interpreted using 
the same principles as interpreting a contract and the specific terms of the oil and 
gas lease will control and must be reviewed carefully.



Lease Requirements

• What are the specific requirements in the lease:

• “production”

• “paying production”

• “production in paying quantities”

• “capable of producing in paying quantities

• Commencement of Operations

• Continuous Development Obligations



Production in Paying Quantities

• “[W]hether a well is producing paying quantities depends on (1) 

whether the well pays a profit, even small, over operating expenses 

[and] (2) if not, whether, under all the relevant circumstances a 

reasonably prudent operator would, for the purpose of making a profit 

and not merely for speculation, continue to operate the well as it had 

been operated.”  BP Am. Prod. Co. v. Laddex, Ltd., 513 S.W.3d 476, 

482-83 (Tex. 2017) (internal citations omitted).



Test for Determining Production in 

Paying Quantities

• Laddex sets forth a two-prong test to determine if a well is producing in 

paying quantities:

• First Prong – the Net Profits Test

• Second Prong – the Reasonably Prudent Operator

• The party claiming the lease has terminated has the burden to prove that the 

well is not producing in producing in paying quantities

• Generally, whether a well is producing in paying quantities is a matter for the 

jury; however, if an operator can prove that a well meets the first prong (the 

net profits test), then it may be decided as a matter of law, without a jury.



First Prong – Net Profits Test

• Is the well making any profit?

• Profit equals the well’s gross revenue less operating costs less marketing costs

• If there is profit (no matter how small), then there is production in paying 

quantities and the inquiry stops.



What are “costs”?

• Proper costs or deductions from the well’s gross revenue generally 
include ongoing costs, such as:

• Actual cash expended to produce the lease

• Lease royalties

• Marketing costs (connecting the well to a pipeline)

• Operating costs

• Other “fixed or periodic cash expenditures incurred in the daily operation 
of a well,” such as:

• Taxes, overhead charges, labor and repair

• Depreciation on salvageable equipment

• Periodic expenses allocated to the well to maintain production 



What are not “costs”?

• One time capital expenditures are not costs deducted from the well’s gross 

revenues, and generally include:

• Drilling and equipping costs

• Completion costs

• Reworking expenditures

• Overriding royalties, and

• Book depreciation

• The result is that all together the exploration, drilling and production may not 

be profitable, but the focus is on “ongoing” costs and whether the well 

generates any profit



Reworking versus Overhead

• Bomar Oil & Gas, Inc. v. Loyd, 2009 Tex. App. LEXIS 5505 (July 15, 2009 –
Waco) 

• The lessee purchased well head, casing, tubing and line heater and the 
dispute focused on whether those were “reworking” or “overhead”

• The court concluded that the expenses were reworking expenses and not 
chargeable to the well.

• The Court explained that the expenses were incurred prior to the re-working 
phase and were “one-time investment expenses” rather than cost of 
operating



Allocation of Overhead

• How should overhead costs be allocated across a field, covering multiple 

leases, wells and units?

• This is a common area of dispute

• Which expenses can properly be allocated?

• How should those expenses be allocated?

• Lessors – may try to allocate costs to low producing wells

• Lessees – may try to allocate costs to high producing wells.



Allocation of Overhead

• Sullivan & Garnett v. James, 308 S.W.2d 891 (San Antonio – 1957)

• The lease had one well that only produced 6 barrels some months, but was 
operated in conjunction with 5 other neighboring wells

• Lessee attempted to allocate costs based on production so that lower 
producing wells would have lower costs

• The court rejected Lessee’s argument and explained that Lessee’s argument 
would allow a situation where “if a well produced as much as one dollar per 
annum revenue over and above taxes, it would be production in paying 
quantities, regardless of the actual operating and administrative expenses 
incurred.”



Administrative Expenses

• Administrative expenses must be traced back to the specific well.

• Skelly Oil Co. v. Archer

• “[I]tems of overhead charges which can be traceable to the actual expense of 

production of the well’s product for marketing should be considered in determining 

whether or not the well is producing in paying quantities.”

• Ladd Petroleum Corp. v. Eagle Oil & Gas, Co.

• Not chargeable as overhead is “the elimination of a single well would not 

materially reduce such expense.”



Allocation of Depreciation

• Bookkeeping Depreciation

• This is not actual depreciation, but just an accounting charge based on acquisition 
costs of tangible property.

• Bookkeeping depreciation is not chargeable against gross revenue

• Actual Depreciation

• This is actual depreciation on salvageable equipment being used to produce gas 
from a well

• Actual depreciation must be proved through evidence, cost of particular equipment 
and rate of depreciation in light of actual wear and tear (this can be difficult to 
establish and likely will require expert testimony)

• Actual depreciation is properly chargeable against gross revenue



Time for Period for Determining Net 

Profits

• A “reasonable time under circumstances”

• Clifton v. Koontz, 325 S.W.2d 684, 690 (Tex. 1959)

• “There can be no arbitrary period for determining the question of whether or not a 

lease has terminated for the additional reason that there are various causes for 

slowing up of production, or a temporary cessation of production, which the courts 

have held to be justifiable.  We again emphasize that there can be no limit as to 

time, whether it be days, weeks or months, to be taken into consideration in 

determining the question of whether paying production from the lease has 

ceased.”



Reasonable Time Periods

• Garcia v. King, 164 S.W.2d 509, 510 (Tex. 1942)

• 8 months

• Peacock v. Schroeder, 846 S.W.2d 905, 910 (Tex. App. – San Antonio 1993)

• 12 months

• Ballanfonte v. Kimbell, 373 S.W.2d 119, 121 (Tex. App. – Fort Worth 1963)

• 13 months

• Pshigoda v. Texaco, Inc., 703 S.W.2d 416, 419 (Tex. App. – Amarillo 1986)

• Two time periods of 17 months and 24 months



The Second Prong:

The Reasonably Prudent Operator

• The inquiry focuses on whether the lessee has a reasonable basis for 

continuing the well as it has been operated:

• Out of an expectation of future profit, or

• For mere speculation that a future profit may be realized

• The courts focus on the reasonableness of the expectation



Factors Considered in Evaluating 

Reasonableness

• The depletion of the reservoir and the price for which the lessee is able to sell his 
production

• Quantity of production

• Proration Rules

• Capability of being marketed

• The relative profitableness of other wells in the area

• The operating and marketing costs of the lease

• The operator’s net profit

• The lease provisions

• A reasonable period of time under the circumstances

• Whether or not the lessee is holding the lease merely for speculative purposes



BP America Production Co. v. Laddex, 

513 S.W.3d 476 (Tex. 2017)

• Two main issues:

• Whether application of the rule against perpetuities rendered a top lease void?

• Did BP’s lease terminate due to a failure to produce in paying quantities and what 

was the appropriate timeframe to submit to the jury?

• BP only had one producing well on the leased premises.  In August 2005, 

production from the well slowed significantly for a period of 15 months.  In 

November 2006, production resumed to quantities comparable before the 

slowdown.



Laddex, cont.

• The Texas Supreme Court concluded that a top lease can violate the rule 

against perpetuities and be rendered void.  However, Laddex’s top lease was 

not void because it granted the lessor’s right of reverter (or a portion of it).  

Thus, the top lease constituted a present conveyance of a vested interest.

• The Court addressed the issue relating to the timeframe contained in the 

charge to they jury that was used to determine whether BP’s well produced 

in paying quantities

• The charge to the jury identified the period of time from August 1, 2005 to 

October 31, 2006 – the 15 month period during which production slowed. 



Laddex, cont.

• The Court relied on its prior decision in Clifton v. Koontz, 325 S.W.2d 684, 690 

(Tex. 1959):

• “There can be no arbitrary period for determining the question of whether of not a 

lease has terminated for the additional reason that there are various causes for 

slowing up of production, or a temporary cessation of production, which the courts 

have held to justifiable.  We again emphasize that there can be no limit as to time, 

whether it be days, weeks, or months, to be taken into consideration in 

determining the question of whether paying production from the lease has 

ceased.”

• The Court concluded that the charge to the jury that asked the jury to 

consider production in paying quantities only as to a specific period unduly 

influenced the jury and was erroneous.



Savings Clauses

• A variety of common clauses that operate to save a lease if the Lessee 

complies with their terms.

• Commencement of operations typically maintains the oil and gas lease beyond 

the primary term



Operations

• Drilling or reworking operations means actual work or operations in which an 

ordinarily competent operator, under the same or similar circumstances, 

would engage in a good-faith effort with due diligence to cause a well or 

wells to produce oil or gas in paying quantities.  Ridge Oil Co., v. Gunn 

Investments, Inc., 148 S.W.3d 143 (Tex. 2004).

• In many instances, what constitutes “commencement of  operations” is a 

good-faith determination.  Texas courts have provided numerous examples of 

what constitutes activities that trigger the operations savings clause.



Physical Acts Target to Achieve 

Production

• “Operations” – Has the Lessee undertaken physical acts that are 
specifically targeted to achieve production of oil and gas? 

• Examples of operations include:

• construction of the well location, 

• bringing equipment to the location, 

• digging pits, 

• drilling water wells, 

• erecting a derrick, 

• followed by continuous operations, can constitute operations.  See 
Ridge Oil Co., supra.  



Ridge Oil Company

• Two Lessees with working interest under a single lease through assignment.  

One Lessee shut-in the only two producing wells, then top-leased.

• In Ridge Oil Co., Guinn was faced with an argument that they had not 

engaged in operations.  There were only two actions the Lessee could point 

to:  (1) the staking of a well, and (2) obtaining a drilling permit.  Those steps, 

without any other activity, were not “operations.”



Diligence Directed To Achieve 

Production

• Specific steps.

• Plus diligence.

• Cannot be “break in chain.”

• Timeliness of activity.



Valence Operating Co. v. Anadarko 

Petroleum Corp., 303 S.W.3d 435, 441 

(Tex. App.-Texarkana 2010, no pet.).

• Jury question?

• No drilling contract, no title opinion, no actual drilling.

Key – show bona fide intent to commence actual work on the proposed operation 

before the deadline and proceed with diligence to the completion of the well(s).



Enduro Operating LLC v. Echo Production, 

Inc. 413 P.3d 866 (N.M. 2018)

1. Actual drilling is conclusive proof, but not necessary.

2. Obtaining a permit is not necessary.

3. Consider activity at well site (e.g., leveling the location).

4. Can consider off-site commitment of resources, (e.g., drilling contract).



What if Production Stops?

• A cessation of production clause specifies what the Lessee 

must do to maintain the lease if production stops.

• Cessation of production falls into three categories:

1. Intentional Shut-in

2. Temporary Cessation

3. Complete Cessation



Shut-in Wells

• Governed by the specific shut-in provision in the lease and applies when the 

lessee has drilled a producing well, but is unable to produce the well (e.g., 

due to a lack of market)

• For shut-in payments to extend a lease:

• The well must be capable of production in paying quantities when it is turned on 

and it begins flowing without additional equipment or repair



BP America Production Co. v. Red Deer 

Resources, 526 S.W.3d 389 (Tex. 2017)

• Whether a lease was properly perpetuated by a shut-in provision

• When do you measure whether a well is capable of production in paying 
quantities?

• The date the last gas sold or used?

• The date the shut-in royalty was paid?

• The date the valve was closed?

• The Texas Supreme Court explained that the terms govern the date when you 
measure production in paying quantities to determine validity of a shut in 
royalty payment.



Red Deer, cont.

• “Where gas from any well or wells capable of producing gas . . . is not sold or 

used during or after the primary term and that this lease is not otherwise 

maintained in effect, lessee may pay or tender as shut-in royalty . . ., 

payable annually on or before the end of each twelve month period during 

which such gas is not sold or used and this lease is not otherwise maintained 

in force, and if such shut-in royalty is so paid or tendered and while lessee’s 

right to pay or tender same is accruing, it shall be considered that gas is being 

produced in paying quantities, and this lease shall remain in force during each 

twelve-month period for which shut-in royalty is so paid or tendered. . . .”



Red Deer, cont.

• The well at issue had marginal production:

• In May 2012, the well had a 7-day period with no production, then resumed production 
(flowing gas for a period of time every other day)

• June 4, 2012, the well went 8 days with no production

• June 12, 2012, BP turned off the well valve

• June 13, 2012, BP sent notice that it was invoking the shut-in royalty provision and the 
well remained shut in since.

• Red Deer’s argument asserted that BP’s lease terminated due to a total cessation 
of production and was not saved by shut in provision.

• Unlike a cessation of production in paying quantities claim, a total cessation of 
production does not consider the reasonably-prudent operator inquiry.



Red Deer, cont.

• “The party claiming cessation of production must prove that (1) there has been a 
total cessation of production for a period longer than that permitted in the lease’s 
cessation-of-production savings clause; and (2) no other savings provision, such as 
a shut-in royalty clause, sustains the lease.”

• The Court explained that the relevant date under the shut in provision was the 
date the last gas was sold or used and not the date the shut in royalty was paid or 
the date the valve was closed.  Further, under the terms of the lease, BP was 
permitted to tender the shut in royalty at any time before the end of the 12 
month period which such gas is not sold or used.

• Accordingly, the Court concluded that Red Deer failed to establish the well was 
incapable of production in paying quantities on the date gas was lost sold or used 
and that BP did not properly invoke the shut in royalty provision



Temporary Cessation of Production

• Generally caused by an unforeseen and unavoidable mechanical breakdown or down 
hole issue

• The lease may contain a provision that governs a temporary cessation of production

• Temporary cessation of production doctrine:

• Where there is no production in paying quantities and a well ceases producing, 
then:

• If it is a total cessation, then the cessation is not temporary and the lease 
terminates

• If it is a temporary cessation, then the lease may remain in force if:

• The cessation is due to a sudden stoppage or mechanical breakdown, and

• The lessee exercises diligence to resume production within a reasonable 
time



Examples of Temporary Cessation

• Lawsuits and a need for a new gas line.

• Casing collapse requiring repair.

• Pressure issues in gas gathering system.

• Contract with purchaser expired and negotiations were ongoing.



Complete Cessation

• Generally, complete cessation of production will result in termination of the 

lease.

• Ridge Oil Co.  The Lessee cut off the electricity to the two producing wells.

• Seventy-nine days later Lessee took action.



Failure to Prosecute Operations

• When a Lessee fails to prosecute drilling or reworking operations without 

cessation of more than the number of days specified in the lease.

• “Drilling or reworking operations” generally means actual work or operations 

in which an ordinarily competent operator, under the same or similar 

circumstances, would engage in a good-faith effort with due diligence to 

cause a well or wells to produce oil or gas in paying quantities.



Failure to Prosecute Operations

• Your analysis should look to the applicable time period, the event from which 

the time period is measured, any limitation on the applicability of the clause 

(e.g., whether the operation must be before the discovery of oil or gas or 

whether production ceased after the discovery of oil or gas), and any specific 

definitions of the operations required.  

• See, e.g., Stanolind Oil & Gas Co. v. Newman Bros. Drilling Co., 305 S.W.2d 

169 (Tex. 1957).



Other Savings Clauses – Delay Rentals

• A delay rental is:

• an amount to be paid, 

• according to the terms of the lease, 

• to allow deferral of drilling.  

Such clauses are normally applicable only during the primary term.  They do 

not extend the life of the lease past the Primary Term.



Difference between Delay Rentals and 

Shut-In Provisions

A Shut-In Royalty is:

• An amount paid or tendered annually at the end of each yearly 
period during which gas is not used or sold.

• Applies to wells that are capable of producing oil or gas in paying 
quantities, but the oil or gas cannot be produced

• The lease can be perpetuated once Lessee pays shut-in royalties in 
accordance with the terms of the lease.

• Some leases contain limitations on how long a lease may be 
maintained by payment of shut-in royalties alone.



Force Majeure Clause

• Commonly referred to as an “Act of God.”

• Generally, excuses the Lessee’s performance under the lease. 

• “Reasonableness.”



Force Majeure

• The inability to perform cannot be:

• because of the Lessee’s conduct, and 

• must be based on conditions beyond the Lessee’s control.

• The Lessee bears the burden of proving it is entitled to the defense.

• Control is the Key Question.



Force Majeure – Sample Provision

• If ... Lessee is prevented from complying with any express or implied 

covenant of this lease, from conducting drilling operations thereon, or from 

producing Oil and/or Gas therefrom, after effort made in good faith, by 

reason of war, rebellion, riots, strikes, fires, acts of God or any order, rule or 

regulation of governmental authority, then while so prevented, Lessee’s 

obligation to comply with such covenant shall be suspended upon proper and 

satisfactory proof ... and accepted ..., this lease shall be extended while and 

so long as Lessee is prevented, by any such cause, from drilling, reworking 

operations, or producing Oil and/or Gas from the Leased Premises.  



Dry Hole Provisions

• Dry Hole clauses typically allow the lease to be maintained if another well is 

drilled or reworked during a specified time frame.  

• Such clauses require a Lessee to commence additional drilling or reworking 

operations within a specific of number of days after a well is completed as a 

dry hole.

• Drilling or reworking operations mean actual work or operations in which an 

ordinarily competent operator, under the same or similar circumstances, 

would engage in a good faith effort with due diligence to cause a well or wells 

to produce oil or gas in paying quantities.



Dry Hole Provisions – Sample Provision

• If prior to the discovery of oil or gas on said land Lessee should drill a dry hole 

or holes thereon, or if after the discovery of oil or gas the production thereof 

should cease from any cause, this lease shall not terminate if Lessee 

commences additional drilling or reworking operations within sixty (60) days 

thereafter.  If at the expiration of the primary term oil or gas is not being 

produced on said land but Lessee is then engaged in drilling or reworking 

operations thereon, the lease shall remain in force so long as operations are 

prosecuted with no cessation of more than thirty (30) consecutive days, and if 

they result in the production of oil or gas, so long thereafter as oil or gas is 

produced from said land.



Continuous Development Provisions

• The continuous development clause modifies the leases’ habendum clause 
to address undeveloped acreage.  

• Some leases now specifically address continuous development during the 
primary term as well.  

• Such provisions can extend the lease into the Secondary Term if the 
operations are continuous and comply with the time requirements of the 
lease.  

• A common clause will require operations to be continuous without a lapse of 
more than a set amount of days.



Implied Covenant to Develop

• Under the implied covenant to develop, a Lessee is generally obligated to drill 

a well or wells on a lease that a reasonably prudent operator would drill.  

• A reasonably prudent operator is not required to drill unless there is a 

reasonable expectation of profit. 

• The duty to drill covers already producing formations and could extend to 

other formation(s), from which, in reasonable probability, are capable of 

production. 
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