T
NI 5F AW  FACULTY SCHOLARSHIP DIGITAL REPOSITORY

7-15-2021

Brief for the National Stripper Well Association as Amicus Curiae,
L. Ruth Fawcett Tr. v. Oil Producers, Inc. of Kansas

Joseph A. Schremmer

Charles C. Steincamp

Follow this and additional works at: https://digitalrepository.unm.edu/law_facultyscholarship

6‘ Part of the Oil, Gas, and Mineral Law Commons

I
4!
SCHOOL
OF LAW

SMALL SCHOOL.
BIG VALUE.


http://digitalrepository.unm.edu/law_facultyscholarship/
http://digitalrepository.unm.edu/law_facultyscholarship/
https://digitalrepository.unm.edu/law_facultyscholarship?utm_source=digitalrepository.unm.edu%2Flaw_facultyscholarship%2F866&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/864?utm_source=digitalrepository.unm.edu%2Flaw_facultyscholarship%2F866&utm_medium=PDF&utm_campaign=PDFCoverPages
http://lawschool.unm.edu/
http://lawschool.unm.edu/

Case 120611 CLERK OF THE APPELLATE COURTS Filed 2021 Jul 15 PM 4:41

No. 120611

IN THE SUPREME COURT
OF THE STATE OF KANSAS

- L. RUTH FAWCETT TRUST, CINDY K. PAGE-COLMER
Trustee, on behalf of itself and all other similarly situated,

Plaintiff/Appellate/Petitioner,
vS.
OIL PRODUCERS INC. OF KANSAS,
Defendant/Appellee/Respondent

BRIEF OF AMICUS CURIAE
NATIONAL STRIPPER WELL ASSOCIATION

Appeal from the District Court of Seward County, Kansas
The Honorable Linda P. Gilmore, Judge
District Court Case No. 2011-CV-000090

Charles C. Steincamp, #16086

Depew Gillen Rathbun & Mclnteer, LC
8301 E. 21st St. N., Suite 450

Wichita, KS 67206

(316) 262-4000, telephone

Co-Counsel for NSWA



Table of Contents

Table of AULROTIEIES .iiivieiiiiiiiiiice ettt et e e e e e e 11
I. Arguments and AUthOrities ... 1
a. The Economics of Gas Sales—In Reality.....coooveviiiviiiiiiiiiiiec, 2
b. The Economic Impact of the Class’s Theory......cccooeoivviiiiiiiiiiiieiiiiiiieee, 6
c¢. The Legal Impact of the Class’s Theory: Waste. ....ccccoevveveviiiiiieneeerireeennnn, 9

d. Avoiding Waste Is Merely a Matter of Enforcing the Parties’ Chosen
Liease LanguUage. ....cccoeeviuee et 11
T, COMCIUSION . .ottt ettt er e e e et e e e e e e e e e e e e e e e e et snreeeeaeese e s 15
Appendix A: U.S.E.I.A. Production Report
Appendix B: Fawcett I Brief of Amicus Curiae DCP Midstream, LP
Table of Authorities
Cases
Acme Propane, Inc. v. Tenexco, Inc., 844 F.2d 1317 (7th Cir. 1988).................. 5
Fawcett v. Oil Producers, Inc. of Kansas, 302 Kan. 350, 352, 352 P.3d 1032,
1085 (2015) ceeieieeeiee ettt et et e et e et a e et e e et e e et e e e e b et e e antaaeeaneas 9
Kansas-Nebraska Nat. Gas Co. v. State Corp. Comm'n, 169 Kan. 722, 732,
222 P.2d 704, T12 (1950) ..ttt 12
Levin v. Maw Oil & Gas, LLC, 290 Kan. 928, Syl. 9 2, 234 P.3d 805 (2010) .17
Tucker v. Hugoton Energy Corp., 253 Kan. 373, 381, 855 P.2d 929 (1993) ....12

Statutes

il



26 T.S.C. § BLBACNB) ovveeeeeeeeeoeeeeeee oo ee e eees s 3

KIS A § 55179 et e e e e e e e e e e e et aaeaaaeeaaas 12, 14
L I I 51 T 0 1 R TR 11, 12
Other Authorities

Joseph Schremmer & Charles C. Steincamp, Imputing Regulatory Failures in

Ol and Gas Licensing: A Discussion and Proposal, 57 WASH. L. J. 265, 270

KAN. CORP. COMM'N, ABANDONED OIL AND GAS WELL STATUS REPORT 4-5
(2021), https://kec.ks.gov/images/ PDFs- /legislative-
reports/2021_Abandoned_Oil_and_Gas_Well_Status_-Report.pdf............. 14

John W. Broomes, Waste Not, Want Not: The Marketable Product Rule
Violates Public Policy against Waste of Natural Gas Resources, 63 U. KAN.
L. REV. 149, 18286 (2014) ....veeiieiiiiiiiiee e e eeiiiee et e ettt e aa e 11

U.S.E.IA., U.S. OIL AND NATURAL GAS WELLS BY PRODUCTION RATE B30

(2020), https://www.eia.gov/petroleum/wells-/pdf/full_report.pdf./................ 3

111



1. Arguments and Authorities

Founded in 1934, the National Stripper Well Association (“NSWA”) is
the only national association solely representing the interests of the nation’s
smallest and most economically vulnerable oil and natural gas wells—
commonly called “stripper” wells. While the idea of having an oil or gas well on
one’s property might conjure visions of Jed Clampett striking it rich in the
backwoods, most gas operations operate on slim margins. Stripper wells, in
particular, operate on particularly small profit margins. A “stripper” well is
one that ekes out such small volumes of oil or gas “that the gross income
therefrom provides only a small margin of profit....” 8 WILLIAMS & MEYERS,
OIL AND GAS LAW, MANUAL OF TERMS, Stripper Well (2020). For tax purposes,
wells that produce 15 barrels of oil per day or 90 mcf (thousand cubic feet) of
gas per day during a twelve-month period are classified as stripper wells. 26
U.S.C. § 613A(c)(6).

The overwhelming majority of natural gas wells in Kansas are stripper
wells, averaging just 25.1 mcf per day. U.S.E.I.LA., U.S. OIL AND NATURAL GAS
WELLS BY PRODUCTION RATE B30 (2020) (attached as Appendix A). In total,
Kansas has approximately 20,000 of these low-volume gas wells. Id.
Astonishingly, stripper wells represent 97.8% of all Kansas gas wells and
collectively produce over 86% of all Kansas gas. Id. These stripper wells are

essential to the state of Kansas. They make it possible to efficiently recover
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natural gas from mature fields, like the Hugoton Gas Field, which would
otherwise be stranded unproduced and wasted. Stripper wells produce gas that
would otherwise remain underground and, in the process, generate tax
revenue for counties and the state, create jobs for Kansans in rural
communities, and pay royalties to landowners.

The “good faith” argument advanced by the Class in this appeal
threatens the existence of the stripper well industry in Kansas. The Class’s
goal is not to quibble about the supposed lack of good faith in one or two
isolated natural gas transactions. Rather, its theory is that producers across
the state are completing “paper title transfers” in bad faith en masse to swindle
the lessors under their leases. This theory is unmoored from the economic
realities of natural gas production and willfully ignores the express language
of the parties’ oil and gas leases.

a. The Economics of Gas Sales—In Reality

This case involves sales of raw natural gas at the wellhead of the
defendant’s wells to a midstream gas marketing company—a type of
transaction that is ubiquitous in Kansas. The current dispute arises over how
the royalty on these sales should be calculated under the defendant’s leases
with members of the Class. Like other commodities such as wheat, gas is
produced as part of a value chain. In wheat production, grain goes through

various improvements and middlemen in its journey from a farm to bread at a
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grocery store. Each middleman between the farmer and the ultimate consumer
adds value to the product while incurring costs.

Just so for gas. Gas producers typically sell their gas to midstream
marketers. Midstream marketers buy the gas in its raw form in the field and
then resell it at an interstate pipeline spot market after they have enhanced
its value through processing and transportation. The interstate pipeline
operator ships and delivers the gas to utility companies and industrial users.

For a number of reasons, it can be complicated for midstream marketers
and producers to determine the right price for raw gas. One reason is that raw
gas can be processed into multiple different commodities, including natural gas
liquids (like propane) and the residue gas (gas which can be burned for other
uses). Additionally, the composition of a well’s production can vary over time.
For example, wells which produce both oil and gas have changing oil-to-gas
ratios. Acme Propane, Inc. v. Tenexco, Inc., 844 F.2d 1317 (7th Cir. 1988)
(discussing declining oil to gas ratios over the well production cycle). Likewise,
a well’s gas quality (and the processing needed to prepare it for later sale)
fluctuates from year to year. To complicate matters further, the price that
natural gas fetches on large commodity exchanges typically changes by the
minute.

In light of these uncertainties, when midstream marketers purchase raw

natural gas at the wellhead of a producer’s wells, they determine the purchase
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INTRODUCTION AND SUMMARY OF ARGUMENT

DCp Midstream‘, LP (“DCP”) submits this amicus brief in support of Oil
Producers Inc. of Kansas (“OPIK”) and urges reversal of the Lower Courts’ prant of
partial summary judgment to Plaintiffs. Fawcert v. Oil Producers, Inc. of Kansas, 49
Kan. App. 2d 194, 306 P.3d 318 (2013). Asa midstream gas purchaser/gatherer from
OPIK and many other producers in Kansas, DCP is filing this brief because of the
importance to the natural gas industry of a predictable legal landscape and the need for

consistent interpretations of the royalty value provisions of Kansas oil and gas leases.
DCP believes that the Cowrt of Appeals opinion effectively rewrites oil and gas
leases that require paying royalty onA“prooeeds” of sales “at the well.” OPIK properly
paid royalties on the total proceeds received in its wéllhead sales. By requiring OPIK to
‘ pay royalties on the purchasers’ downstream resale price without .any deductions, the
Cowrt of Appeals erroneously assumed as a matier of law that the gas was not in
marketable condition at the well. But DCP’s gas purchase contracts with OPIK on their
face prove the gas was marketable at the well. In fact, DCP and its midstream
competitors routinely purchase raw gas at the wellhead under two part payment
percentage of proceeds (“POP”) and percentage of index (“POI”) contracts throughout
Kansas, demonstrating that the gas is marketable at the well, The Cowrt of Appeals
decision changes Kansas royalty law and will adversely affect midstream purchasers,

producers, and royalty owners.



ARGUMENT AND AUTHORITIES
L The Lower Courts erred in holding that royalties based on the proceeds of
OPIK’s sales at the wellhead did not comply with “at the well” lease
language and that the gas was not in marketable condition at the wellhead.

Al DCP’s role as a midstream gas purchaser

DCP is a gas gatherer and processor in Kansas and in memy of the producing
states in the United States. DCP is not a gas producer, nor is it affiliated with any gas
producer. DCP purchases raw natural gas at or near the wellhead from many Kansas gas
producers, including OPIK., Similarly, DCP is not a party to any lease between OPIK and
Plaintiffs. The terms of the arms’ length Gas Purchase Contracts between Kansas gas
producers and DCP determine the producers’ gas sale proceeds,

DCP negotiates with producers to purchase gas, typically at or near the wellhead,
DCP then gathers that production, often using compression, and typically delivers gas to
a gas processing plant for processing. Processing entails extraction of entrained liquid
hydrocarbons-in the raw gas, generally using cryogenic or refrigeration technologies.
This separation yields raw make natural gas liquids (“NGLs") and remaining residue gas,
NGLs include ethane, propane, butanes, and pentanes and natural gasoline (pentanes).
DCP and other gas gatherers and processors (such as ONEOK) add value to purchased
wellhead gas in several ways as they move it toward end consumers. Gatherers' and
processors’ contributions toward the higher end values that exist at downstream
consumption points include:

» receiving the raw gas at many field locations, often at low pressure;
s dehydrating the gas if not already dehydrated by the producer;

e compressing gas in the field and at plant inlets to increase pressure to that
needed for processing and for delivery to downstream interstate pipelines and
using fuel to do so;



» moving the gas from wellheads to a central processing plant and processing it
to recover NGLs;

e delivering raw make NGLs to the NGL pipeline connected to the plant;
¢ delivering residue gas to residue gas transmission pipelines; and

o marketing and managing deliveries of the residue gas and NGLs that are then
available in high quantities at a single point and at the higher pressures needed
for the deliveries to the downstream takers,

All of this work and activity moves the gas part of the way to the end-use market
and leads to revenues that exceed the wellhead gas values; otherwise, gas gathering and
processing companies could not continue in business. The Court of Appeals’ opinion
rests on a misimpression that wellhead gas is not marketable, and thus the producer has to
pay to make it so. This has no basis in fact. In fact, wellhead gas is very desirable for
both its NGLs and gas content, and there is active competition among multiple ggtherers
for wellhead gas purchases from gas producers like OPIK,

DCP is actively involved in the midstream segment of the energy industry as the
second largest natural gas gatherer and processor, the largest NGLs producer, and one of
the largest marketers of natural gas and NGLs in the United States. DCP operates 64 gas
processing plants and about 61,250 miles of gas gathering lines in the United States.
These aoti.vities oceur across 11 different states. DCP handles about 6 trillion Btus (or 6
Bef) of gas every d.ay, or about 12% of the nation’s production, and produces well over
400,000 NGLs barrels per day, or about 17% of all NGLs produced in the United States.

In Kansas, DCP and its affiliates engage in gas gathering, gas processing and
treating, gas and NGLs transmission, and gas, helium, and NGLs marketing. Kansas is of
key importance to DCP operations for a number of reasons, DCP operates gas gathering
and transmission pipelines and supplies gas to the 700 MMecf/day capacily National

Helium Plant near Liberal in Seward County, Kansas, owned by DCP’s subsidiary



National Helium, LLC and operated by DCP. DCP operates about 1,921 miles of gas
gathering lines and operates for others 226 miles of gas transmission lines in Kansas.

DCP participates in an active market for the purchase of unprocessed wellhead
gas all across western Kansas. DCP has about 327 active gas purchase confracts in
Kansas, with many different suppliers covering 1,336 wells or delivery points near the
wellhead.

B. DCP’s wellhead purchase contracts with OPIK and other unaffiliated
producers

For decades, gatherers have negotiated wellhead sales contracts that value the gas
in a two-part payment based on percentages of the values the processor might receive at
the plant for the residue gas and NGLs portions only after the gatherer-processor has
performed the steps described above. These may be based on published gas index values
(“percentage of index” or “POI™), on the gatherer-prgc;:ssor’s actual resale proceeds for
both gas and NGLs (“percentage of proceeds™ or “POP”) or on both published gas and
NGLs index values (“POPI™). These ‘forms of confracting are flexible and market-based,
allowing gas values to change as the downstream residue gas and NGLs values change.
They satisfy a real need for longer term contracts that help to justify the large investments
in gathering, corpression, and processing infrastructure need to handle producers’ gas.
They represent the best way to value wellhead gas based on the values that the purchaser
can later derive from it.

Producers and midstream participants have been using POP, POI, and POPI .
contracts for many deoe;des. They represent the industry’s best thinking on the fairest
way to value wellbead gas by recognizing the purchaser’s downstream markets. They are

" by no means a recent fraudulent construct to avoid royalties, as the lower courts’ opinions



imply, For gas deliveries at the well, DCP pays producers the full wellhead value in a
two part payment calculation that pays the producer the wellhead value for the NGLs
contained in the gas and for the residue gas remaining and available for sale allocated to
that producer’s deliveries. These values are 100% of the wellhead sale site values.
Typical DCP Kansas Gas Purchase Confracts include these material terms:

¢)) Title usually passes from the producer to DCP at agreed wellhead or
wellhead area Delivery Points, the inlets to DCP gathering systems near each well.

2) As the agreed full compensation to the seller for purchase of the raw gas
and all of its constituents, DCP pays a full wellhead value that is usually the sum of two
agreed sets of values. The first is an agreed percentage of the value of the residue gas as
of the plant location that remains and that DCP allocates to that seller’s gas quantities.
The second is often the same agreed percentage of the value of the NGLs as of the plant
location that DCP allocates to the seller based on the tested NGLs quantities in the
seller’s raw gas. The residue gas values are today most often based on published index
quotations that apply to sales of gas at high pressuré and quantity at gas transmission
pipeline inlets (e.g., interstate pipelines) at the processing plant tailgate. An older residue.
gas valuation method, also still frequently used in the industry, is to base the seller’s
compensation on the processor’s actual residue gas proceeds as of the plant location.

(3) DCP usually bases NGLs values on the Oil Price Information Service
(*OPIS”) published NGLs values for NGLs market centers like Conway, Kansas, and
Mont Belvieu, Texas, less a location differential to adjust that market center value to a

plant location value (OPZS less NGLs transportation, fractionation and storage, or



“TF&S”). Of course, those values are very close to DCP’s actual NGLs sales values, and
DCP sometimes uses actual NGLs values as of the plant location instead.

Q)] DCP sometimes purchases wellhead gas using “percentage of index” or
“POI” pricing where the entire wellhead purchase payment based on a gas index value.

The specific gas purchase contracts that OPIK entered into in Kansas were sales
to ONEOK, UNIMARK, and Duke Energy Field Services, LP (“Duke”) (the previous
name of DCP Midstream, LP before January 1, 2007). Fawcett, 306 P.3d at 320, While
the Court of Appeals refers to DCP and “Duke” as separate entities having separate
contracts with OPIK, the record demonstrates they are one and the same. See ROA Vol, 5
Exhs. Q-S. The DCP/ljuke contracts dated 8-1-02 and 6-1-03 are both POI contracts.
ROA Vol. 5 Exhs. B-F at 29, 44, These contracts provide for sale by OPIK at a “site at
or near [OPIK’s] sources of production.” Id. at 30, 45, The price for these sales at or
near the wellhead is based on 100% of the index price published in an industry
publication for Panhandle Eastern mainline pipeline spot gas trades, less a fixed cents per
MMBtu gathering charge to compensate DCP for gathering, compression, and processing
costs and other expenses. The DCP “billing statement” referred to in the Court of
Appeals opinion, 306 P.3d at 320, relates to a well covered by the 8-1-02 gas purchase
contract of DCP/Duke, ROA Vol. 5 Exhs. Q-S at 5, and shows the calculation of the
contract price of the per‘centage of a gas price index less the gathering fee.

The ONEOK gas purchase contract with OPIK was a POP wellhead purchase
contract using a percentage of the proceeds of the resale after processing of both NGLs
and residue gas, less a pathering and compression fee. ROA Vol. 5 Exhs. B-F at 2, 23,

The UNIMARK gas purchase agreement with OPIK was a POP field purchase contract



using a percentage of UNIMARKs resale price, less costs incurred by UNIMARK for
gathering, treating, transportation, and compressing the gas. Id at 58.

POP! and POI? contracts have long been a feature of the natural gas indusiry. The
Supreme Cowrt of the United States, the U.S. Court of Appeals for the Tenth Circuit, and
courts in other jurisdictions with robust oil and gas law have uncritically described
wellhead POP and POI contracts (formerly called “casinghead gas contracts™) without
voicing any doubt as to the legitimacy or validity of these agreements. See Phillips
Petroleum Co. v. Wisconsin, 347 U.S, 672 (1954); Duke Energy Natural Gas Corp. v.
Comm'r of Internal Revenue, 172 F.3d 1255 (10th Cir. 1999); Deep S. Oil Co. of Tex. v.
Fe.d. Power éonzrn 'n, 247 F.2d 882 (5th Cir. 1957); Bowden v. Phillips Petroleum Co.,
247 S.W.3d 690, 708 (Tex. 2008) (citing Williams & Meyers at 751); Tana Ofl & Gas
Corp. v. Cernosek, 188 S.W.3d 354 (Tex. App.—Austin 2006, pet. denied). See also
Foster v. Apache Corp., 285 F.R.D. 632, 638 n, 10 (W.D, Okla. 2012) (finding no
material distinctions between POP and POI contracts and thus referring to both as POP
contracts). The Supreme Court of Texas has recognized such contracts as “common
throughout the natural gas industr)‘/.” Dynegy Midstream Servs., Lid, P’ship v. Apache
Corp., 294 SW.3d 164, 165 (Tex. 2009), Thus, POP and POI contracts are widely used
and accepted in the natural gas industry,

C, Contrary to the unsupported assumption by the Lower Courts,
OPIK’s gas was marketable at the wellhead where it was purchased.

! A POP coniract s “a gas purchase contract providing payient to the purchaser as a percentage of the
proceeds realized by the purchaser upon the resale of gas.” Bowden v. Phillips Petroleum Co., 247 SW .3d
690, 708 (Tex. 2008) (8 Williams & Meyers, Oil & Gas Law: Manual of Oil & Gas Terms (“Williams &
Meyers™), at 751 (2007)).

2 A POI conlract is a contract in which payment is based on “a percentage of the month’s prices under an
index-based gas value formula for the aggregate MMBtus at the wellhead” Naylor Farms, Ine, v,
Anadarko OGC Co., No. CIV-08-668-R, 2011 WL 7053789, at *2 (W.D. Okla. July 14, 2011).



The court in Fawcett held that OPIK violated the implied covenant to market,
Fawcert, 49 Kan. App. 2d at 207-08, 306 P.3d at 326. In Fawcet! the court has turned the
marketable product info a rule of law that the location for calculating royalty must be at
the transmission pipeline. Fawcefr, 49 Kan. App. 2d 194, 203-04, 306 P.3d 318, 324,
The court appears to base this conclusion on the fact that the midstream purchasers from
OPIK at the wells resold the gas at downstream mainline pipelines. But nowhere in the
Faweett decision does the court address whether the gas was marketable at the well,

At most, Kansas’ implied duty to market in oil and gas leases requires only that
the gas be “marketable”—not that it exhibit all attributes of mainline transmission quality
gas. There is ample evidence of the existence of wellhead markets for raw gas in
wellhead quality and condition. Gatherers like DCP eagerly vie against each other to buy
wellhead gas, in its raw, unprocessed form. DCP and other midstreamn companies
routinely enter into wellhead purchaser contracts. Those arms’-length wellhead bargains
agreed between producers and wholly unaffiliated gatherers result in good faith deals at 2
full 100% o"f wellhead value, POP and POI contracts cause producers and royalty owners
to bear their share of expenses necessary to obtain higher prices in the separate residue
gas and NGLs markets that gatherers and processors can access after they contribute
significant value through their gathering and processing activities,

Gas has typically been marketable at the wellhead since the 1920s. See, e.g.,
www.ela.gov/dnav/ng/hist/n9190us3a.htm. While “interstate pipeline quality” gas ‘is
unquestionably “marketable” at inlets to interstate pipelines, as it is in a form suitable for
use by residential end users, that does not mean the gas is not marketable -in raw

unprocessed form at the wellhead. Reaching “interstate pipeline quality” at the wellhead



is not an attribute of being “marketable.” Multiple buyers and altemative commercial
uses do not require “interstate pipeline quality” gas. In fact, unlike transmission
pipelines, gatherers and processors like DCP very much prefer the NGLs contained in the
gas, and they would far rather have raw gas with NGLs content for processing than
“interstate pipeline quality gas,” from which NGLs content has been removed.

The Court of Appeals opinion appears to rest on the assumption that the OPIK gas
sold to DCP, ONEOK, and UNIMARK was not marketable at the wellhead, even though
it was actually sold and marketed at the wellhead to a buyer not affiliated with OPIK.
This finding not only ignores undisputed controlling facts and defies common sense, but
also completely ignores the marketing realities in the natural gas industry. DCP’s,
ONEOK’s, and UNIMARK's wellhead purchase contracts with OPIK are more the rule
than the exception. Most natural gas produced in Kansas is sold at the wellhead to
gatherer processors such-as DCP under wellhead purchase contracts. There is a vigorous
and active wellhead raw gas market. Of course, there are downstream markets for natural
gas as well, One such market exists at the tailgate of gas processing plants where treated
and processed natural gas ‘is sold in large quantities by gatherers such as DCP to
purchasers transporting on interstate or intrastate mainline pipelines. The POP and POI
contracts of DCP, ONEOK, and UNIMARK with OPIK allow the producers and their
associated royalty owners to share in the benefit of a downstream pipeline price for the
raw gas purchased at the wellhead from the producer. There are other market locations
even further downstream, sometimes thousands of miles away from the point of
production, at city gate locations where local utilities purchase at the tailgate of interstate

pipelines. And of course, there is a retail consumer market for natural gas where



residential and commercial customers purchase natural gas at their places of residence
and business. Each step in the chain of commerce adds value that the end consumer must
pay, or the product would not be available for long. However, t.he fact that there are
multiple downstream markets for natural gas does not establish that there is no market for
natural gas at the wellhead.

The concurring opinion of Justice McAnany in the Court of Appeals decision
illustrates how far from the realities of the marketplace the Fawcett opinion strayed. The
concurring opinion stated: “I do not ascribe to the notion that because there is some point
on every such curve where somebody would be willing to pay for the itém, each and
gvery item passes the test of marketability.” Fawcert, 306 P.3d 318, 327. By that
statement the court apparently assumes that wellhead sales under POP and POI contracts
are outliers. To the contrary, they are the norm.

In order to affirm summary judgment, the Court of Appeals necessarily held as a
matter of law that the OPIK gas sold at the wellhead was not marketable at the wellhead
even though the undisputed evidence was that the gas was sold to an unaffiliated
purchaser at the wellhead. The court cites no factual evidence in the record that proves
that the OPIK gas was not marketable at the wellhead, nor any evidence that the
producer’s “gross proceeds” are the “at the plant” values tha! include the gatherer-
processor’s entire margin on its resale. The court simply divined that the “gross
proceeds” are the “at the plant” values implicit in the purchase contracts, not the actual
wellhead values paid to OPIK., Then the court stated there could be no “deductions.” But
OPIK made no “deductions™ at all. Sure, the gas purchaser made adjustments to calculate

the full wellhead values, but these were not “deductions” from the producer’s real “gross
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proceeds.” OPIK already paid royalty on its actual gross proceeds. The court’s opinion
is based solely on its conclusion that the propér “gross proceeds” include the producer’s
value plus the entire gross margin of the gatherer-processor implicit in the terms of
OPIK’s wellhead sale contracts with DCP, ONEOX, and UNIMARXK. But if anything,
those contracts demonstrate just the opposite of the court’s conclusion. .They prove that
the gas was in fact marketable at the wellhead and was indeed marketed.

That raw gas at the wellhead is in marketable condition is shown by how
widespread such wellhead purchases are. DCP has approximately 327 active gas
purchase contracts in Kansas with 1,336 delivery points at or near the wellhead,

Once a producer n.nakes a sale at the wellhead at arms’ length to an unaffiliated
purchaser; it has fully satisfied any implied obligation to market gas under the loil and gas
lease. The resulting wellhead values are appropriate full royalty values.

The Court Appeals here made the same error as the class of royalty owners in a
Texas case which rejected claims that resale prices in POP contracts should be the basis
for royalties in “at the well” leases: “The Class erred by equating the sale of raw gas at
the well to the separate and distinct third-party sales of the residue gas and extracted
liquids on the open market . . . . Accordingly, by paying the Class royalties based on
100% of the money it actually received, Tana did in fact pay royalties on 100% of the
total volume of raw gas that it sold at the well.” Tana Oil & Gas Corp., 188 S.W.3d at
360.

D. The Lower Courts’ holding is contrary to Kansas law, would re-write
“at the well” leases, and is based on erroneous factual assumptions.

The OPIK oil and gas leases state that royalty will be calculated “at the mouth of

the well” or “at the well.” Fawcett, 49 Kan. App. 2d at 195, 306 P.3d at 320. Had the
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leases specified that the valuation of the production would be “at the mainline” instead of
“at the well,” the result urged by Plaintiffs and adopted by the Court of Appeals might
have made sense. Instead, the Lower Courts effectively rewrote the lease terms to reach
their result, But that approach is contrary to Kansas law. In Sternberger v. Marathon Oil
Company, éS? Kan, 315, 894 P.2d 788 (1995), this Court looked to the express terms of
the oil and gas lease to decide the case. Although the court found that Marathon had an
implied covenant to market the gas, it held the oil and gas lease provided that royalty
would be determined “‘at the well.” Id, at 322, 894 P.2d at 794. The Court held:

Scott, Voshell, and Molter are dispositive of the issue in this case. These

cases clearly show that where royalties are based on market price “at the

well,” or where the lessor receives his or her share of the oil or gas “at the

well,” the lessor must bedr a proportionate share of the expenses in
transporting the gas or oil to a distant market.

Id. at 324, 894 P.2d at 796.

In Sternberger the issue was whether Marathon could deduct what it incurred to
provide gathering services to move the gas from the wellhead to a mainline pipeline. In
contrast to Sternberger, there is actually no issue for OPIK regarding what the producer
may “‘deduct” from its sales price. In Sternberger, the producer (Marathon) owned the
well and the gathering system, and gathered and transported the gas to downstream sales
locations where the gas was actually marketed, raising the issue of whether transportation
and other costs incurred by Marathon itself prior to sale were deductible. In the instant
case, however, OPIK transferred title to DCP, ONEOK and UNIMARX at or near the
wellhead, where the gas is both marketable and actually marketed, -and the producer
(OPIK) deducted nothing from the proceeds it received from those midstream purchasers
in arms’-length sales transactions. Nothing in Sternberger requires OPIK to do anything

else in marketing gas and paying its royalties,
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This Court reaffirmed that the express lease terms govern in Coulfer v, Anadarko
Perroleum Corp., 296 Kan, 330, 292 P.3d 289 (2013). There, this Court held that
“Iplarties to an oil and gas lease are free to modify or change the terms of their
agreement, and their express contractual provisions shall control over general statutory
provisions, public policy concerns, or implied covenants.” 292 P.3d at 292, Syl. §10.

Courts in other jurisdictions have agreed on the meaning of the “at the well” lease
language. Se¢ Piney Woods Country Life Sch. v. Shell Oil Co., 726 F.2d 225, 240 (5th
Cir, 1984) (““[A]t the well’ refers not only to the place of sale but also to the condition of
the gas when sold, ‘At the well’ means that the gas has not been increased in value by
processing or transportation.”); Heritage Res., Inc. v. Natz‘onsbahk, 939 S.W.2d 118, 129-
30 (Tex. 1997) (“The words ‘at the well’ should be given their straightforward
meaning. Market value ‘at the well’ means the value of gas at the well, before it is
transported, treated, compressed or otherwise prepared for market.””). By authorizing the
sale of gas “at the well,” therefore, the leases permit the sale of raw gas at the well and
the payment of royalty from the proceeds :of such sales of unprocessed raw gas. In
Coulter v. Anadarko Petroleum Corp., 296 Kan, 336, 292 P.3d 289 {2013), the Court
revisited Sternberger and clarified the rule when the gas is marketable at the wellhead:

The lessee (o0il and gas company) must bear the entire expense of producing the

gas at the wellhead pursuant to the terms of the oil and gas lease. Additionally,

the lessee must also bear the entire cost of petting the gas in condition to be sold
pursuant to the court-made “marketable condition rule.” But once the gas is in
marketable condition, regardless of whether a market actually exists at that point,
the lessor (royalty owner) can be charged with his/herl/its proportionate share

(e.g., 1/8) of the cost to transport the gas to a market and a proportionate share of

the cost to enhance the value of the gas stream, e.g., the processing costs to

extract a saleable component such as helium.

292 P.3d at 306,
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Because there is no basis for the Court to assume that gas sold by OPIK was not
in marketable condition at the well, and because the gas purchase contracts and all the
industry evidence demonstrates the gas was marketable at the well, Kansas law requires
that OPIK pay royalties exactly as it did.

I1. The Holdings of the Lower Courts Would Undermine the Sanctity of

Contracts and Have Adverse Consequences for Royalty Owners, Producers,
and Midstream Purchasers,

A, The Lower Courts® decisions could undermine lease contracts and gas
purchase contracts,

To permit the Court of Appeals opinion to stand is to bless judicial rewriting of
both gas purchase contracts and leases. If Fawcert is not reversed, producers will, in the
short run, be forced to impute downstream prices they can never receive to the royalty
share of production. In the long run, industry standard POP and POI contracts like those
between DCP and its Kansas gas suppliers would be threatened. Producers may be
reluctant to enter POP and POI contracts with gas purchasers if they must pay royalties
on the gross amount of the resale of gas and NGLs by the midstream purchaser. But the
alternative to POP and POI contracts would be fixed price wellhead purchase contracts
that would deprive producers (and royalty owners) the benefits of at least a percentage of
the downstream market prices. A fixed price contract would avoid the alleged
“deductions.” But the term could not be. much beyond one month due to fluctuating
energy values, and monthly new contract negotiations or amendments would be
necessary, burdening the industry greatly. Obviously, for any longer term midstream
purchasers would be required to offer fixed prices lower than the POP and POI net prices

to account for the additional market price risk to the midstream companies of buying gas
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at a fixed wellhead price and reselling at changing spot prices at mainline pipelines. In
the end, producers and royalty owners would suffer.

B. The Lower Courts’ decisions would ultimately reduce natural gas
production in’ Kansas, reduce payments to producers, and reduce
royalty payments.

The Court of Appeals’ opinion threatens to undermine the reliability of contracts
that form the basis for €conomic develop‘ment: If Fewcert increases producers’ royalty
obligations materially beyond those initially agreed, producers will respond by finding
fewer well prospects to be economic or shut in wells sooner, reducing gas supplies, and
by shifting investment dollars out of state. These avoidable market distortions will injure
the long-term interests of both the natural gas industry and ultimately royalty owners. As
nothing in prior Kansas law warrants or requires these results, DCP urges the Court not to
impose such adverse consequences on the natural gas industry.

CONCLUSION

The decisions of the Lower Courts granting partial summary judgment to

Plaintiffs should be reversed. This Court should correct the errors of law in the Lower

Courts’ opinions and clarify the correct legal standard for royalty payments in Kansas

when gas is sold by processors at the wellthead to gas producers like DCP.

Curtis M. Irby, #7274
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155 North Market, Suite 1050

Wichita, Kansas 66202
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