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Don’t Forget About Us

Considerations for Nonoperating Interest Owners During
Down Economic Periods in Oklahoma’s Oil and Gas Industry

By W. Jason Hartwig

hen Oklahoma’s oil and gas industry hit its most recent
downturn and oil prices began to fall, the impact on the
state’s oil and gas exploration and production compa-

nies was naturally the first matter for examination. It is easy to
forget the other interest owners who are directly impacted by the
same economic factors. Nonoperating interest owners, such as
working interest owners and royalty owners, are akin to silent
partners in a business in that they are not normally involved in
the day-to-day drilling and production operations. These interest
owners invest money in well operations and/or their leasehold
interests hoping for a return or additional income realized from a
once unproductive interest in land. Working interest owners and
royalty owners rely on their well operators to accomplish these
goals. As a result, these nonoperating interest owners will not
only feel the pinch from the fallout of the waning market but also

the accompanying actions of their well operators.

This article focuses on the position of these
nonoperating interest owners under a couple
of typical scenarios. First, the scope of liability
and the practical courses of action for a working
interest owner when a well operator stops pay-
ing invoices to third-party service providers and
vendors and the leasehold becomes subject to a
statutory oil and gas well lien. Second, the inter-
ests of nonoperating interest owners when their
well operator files for bankruptcy.

NONOPERATING OWNERS AND
STATUTORY OIL AND GAS WELL LIENS

A working interest owner who is current on
his joint interest billing statements suddenly
receives a notice of a lien against a well in
which he has invested. The working interest
owner reads over the notice and does not rec-
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ognize the name of the lien claimant, a third
party that has provided some service at the
well site for the last year. The notice specifically
names the working interest owner as a debtor
and subjects his leasehold interest to the lien.
After making a few phone calls, the working
interest owner comes to realize the well opera-
tor has not been paying the invoices for ser-
vices and materials provided by third parties.

Unfortunately, this is an all too common sce-
nario for working interest owners. During lean
economic times in the oil and gas industry,
laborers and vendors providing services and
materials to a drill site are more likely to forego
future business relationships and seek com-
pensation for unpaid invoices by way of filing
statutory oil and gas liens. Oil and gas well
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liens pursuant to 42 Okla. Stat. §144 operate to
protect laborers and vendors who provide
labor or services or furnish materials or sup-
plies for oil and gas operations.! Section 144
requires the lien claimant perform services
“under contract, expressed or implied, with the
owner of any leasehold for oil and gas pur-
poses . . . ”? Most often, the lien claimant will
have contracted with the operator of the well
and this privity of contract will form the basis
for naming the operator as debtor in the requi-
site statutory lien statement. Under §144, par-
ties in privity of contract with the lien claimant
may be held personally liable for the debts
secured by the oil and gas well lien.* Thus, the
contracting operator named in the lien state-
ment can be held personally liable for the debt
secured by the lien.

Lien claimants have no validly perfected lien
against working interest owners who are not,
at a minimum, named in the lien statement.*
Nonoperating working interest owners may be
held jointly and severally liable for the debt
secured by a §144 lien if there is privity of con-
tract between the interest owner and the lien
claimant, a court finds the existence of a min-
ing partnership or joint venture among the
operator and other working interest owners® or
the operator contracts with the lien claimant
acting as agent for the nonoperating working
interest owners.

In the absence of a mining partnership, a
joint venture or an agency relationship, the
liability of the passive, nonoperating working
interest owner is merely several liability.” The
Oklahoma Supreme Court’s early rulings
addressing the liability of working interest
owners upheld the principle that no personal
judgment can be obtained in the absence of
contractual privity and that liability of those
working interest owners named in the lien
statement would only extend to their respec-
tive leasehold interests.

The nature of the working interest owner’s
several liability has only recently come into
question regarding whether it is limited to the
interest owner’s leasehold interest and /or per-
sonal liability for his proportionate share of the
debt. Nearly seven decades after the Oklahoma
Supreme Court established the parameters for
working interest owner liability subject to an
oil and gas well lien, the court issued a curious
opinion in K&H Well Service, Inc. v. Tcina, Inc.,
which may have opened the door to allow for
personal, several liability up to each working
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interest owner’s interest in the leasehold that is
subject to the lien.

In K&H, the Oklahoma Supreme Court
addressed the liability of a contract operator
and a 5 percent working interest owner for
unpaid reworking and drilling services that
subjected the well sites to §144 liens." With re-
spect to the contract operator, the court affirmed
the trial court’s determination that the operator
cannot be liable for the debts secured by the
liens, because the operator owned no working
interest in the wells and contracted with the
lien claimant as an agent for disclosed princi-
pals (i.e., the working interest owners)." The
court did hold the 5 percent working interest
owner liable and ruled the lien claimant could
foreclose against the 5 percent leasehold inter-
est, because the operator contracted with the
lien claimant while acting as agent for the work-
ing interests.” The court further ruled “[u]pon
remand unless a mining partnership is found to
exist between Tcina Holding Co., Ltd. and the
other record leasehold owners, Tcina Holding
Co., Ltd. can only be found liable for five percent
(5%) of the contracted for charges.”” Thus, in
addition to allowing lien claimant to foreclose
working interest owner’s leasehold interest, the
court also granted the lien claimant a money
judgment against to the extent of working inter-
est owner’s 5 percent interest even in the absence
of a mining partnership.” In a footnote, the court
reveals the basis for this ruling is its reliance
upon its earlier decision in Sparks Brothers Drill-
ing Co. v. Texas Moran Exploration Co.:"®

Appellee misreads Sparks when it asserts
that it holds when no mining partnership is
found to exist, each participant’s liability
for a well’s drilling costs is in rem only.
Sparks holds that each participant’s liability
— when no mining partnership exists — is
limited to that quantum of interest [here
5%] which each participant possesses in
the well, i.e., each participant is severally
liable for expenses in direct proportion to
the quantum of leasehold-interest owned.
The obligation is not just in rem but rather
is both in rem and in personam."®

In Sparks Brothers, the Oklahoma Supreme
Court addressed the issue of whether a 25 per-
cent working interest owner in a well should
be held joint and severally liable for services
and materials furnished in the completion of
the well.” In reversing the lower court’s ruling,
the court held that a nonoperating working
interest owner under a joint operating agree-
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ment that expressly stated it did not create a
mining partnership was liable only to the
extent of its interest in the leasehold for debts
that the operator failed to pay.”® At the begin-
ning of the court’s opinion, it states “[i]f there
is not a mining partnership, then [the working
interest owner] is severally liable, that is liable
only to the extent of its interest in the well.”” The
court, however, did not expand on the nature
of this liability and whether it extended only to
the working interest owner’s leasehold interest
or subjected the working interest owner to per-
sonal liability to the extent of his interest.”

Although it would appear the K&H case
would allow lien claimants to both foreclose on
a working interest owner’s leasehold interest
and hold him personally liable to the extent of
his interest, the opinion could be relegated to
the specific facts of the case for several reasons.
The K&H court relies upon the Sparks Brothers
decision, but the Sparks Brothers opinion does
not indicate that the several liability of a pas-
sive working interest owner necessarily in-
cludes in personam and in rem liability. The
K&H opinion would contradict longstanding
Oklahoma Supreme Court precedent regard-
ing the liability of working interest owners,
even though the court did not specifically
overrule or even address any of its past deci-
sions. Most importantly, the K&H court spe-
cifically found the presence of an agency
relationship between contract operator and
the working interest owners with respect to
operator’s act of contracting with the lien
claimant. The underlying facts of the K&H case
create some natural limitations on its future
application and may be interpreted with
respect to its ruling regarding the personal lia-
bility of working interest owners to apply in
those cases involving an agency relationship
between the contracting party (agent) and the
other working interest owners (disclosed prin-
cipals). Thus, while the K&H case creates some
question regarding the nature of this liability as
in rem and/or in personam liability, the liability
of passive, nonoperating working interest
owners should be regarded as several liability
with respect to their leasehold interests thereby
allowing lien claimants to foreclose on the
working interest owners’ percentage interest in
the lease.

Assuming the validity of the lien, working
interest owners are left with very few practical
options when subjected to a §144 oil and gas
well lien. If the working interest owner can
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afford to concede its working interest in a well
or the well has resulted in a dry hole leaving
the leasehold value very low, the working
interest owner can allow the lien claimant to
foreclose on the working interest owner’s
leasehold interest and he will no longer own
that interest. However, there may be circum-
stances where the working interest owner
would wish to retain his interest in a well for
any number of reasons such as the presence of
a profitable well on the leasehold or the work-
ing interest owner’s interest is subject to financ-
ing. In this case, a lengthy search of Oklahoma
case law has yet to reveal a case addressing
whether a working interest owner may retain
his proportionate share of the leasehold estate
subject to an oil and gas well lien by paying his
proportionate share of the debt to the lien
claimant. From a practical perspective, a work-
ing interest owner should be permitted to pay
his share of the debt and retain his leasehold
interest. This may be accomplished initially
without judicial intervention. The lien claimant
can be approached, the working interest owner
can pay his share of the debt, and the lien
claimant can release the working interest
owner from the lien. This release should pre-
clude the lien claimant from later seeking to
foreclose the working interest owner’s share of
the leasehold estate.

If a court allowed the working interest owner
to pay his share of the debt, the concept of
double recovery should preclude the lien
claimant from subsequently seeking to fore-
close the working interest owner’s leasehold
interest. In other words, if the working interest
owner is only in rem severally liable, the lien
claimant could not recover both the working
interest owner’s proportionate payment of the
debt and foreclose on the working interest
owner’s portion of the leasehold estate. Never-
theless, where the working interest owner has
paid its share of the costs to its operator and
the operator fails to pay third-party laborers or
vendors, working interest owners may find
themselves in the unfortunate position of hav-
ing to double pay their proportionate share of
fees for labor or materials directly to a lien
claimant as well in order to have the lien
removed from the leasehold estate.

NONOPERATING OWNERS AND
OKLAHOMA'’S OIL AND GAS OWNERS’
LIEN ACT OF 2010

When a well operator files for bankruptcy,
the nonoperating interest owners are not with-
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out recourse. Prior to 2010, working interest
owners and royalty owners were particularly
vulnerable when their operator filed for bank-
ruptcy with respect to oil and gas production
and production proceeds from a well. The
Delaware bankruptcy companion cases in I re
SemCrude, L.P* ( SemCrude litigation), marked
a necessary turning point for the status of roy-
alty owners and working interest owners alike
in bankruptcy with respect to their interests in
produced oil and gas and the sales proceeds.

SemGroup LP and its affiliates (SemCrude,
SemGas, Eaglwing) were in the business of
purchasing, marketing and distributing oil and
gas extracted from oil and gas wells in at least
eight different states including Oklahoma. In
2008, SemGroup affiliates and a large number
of Oklahoma producers entered into agree-
ments for the purchase and sale of oil and gas
from Oklahoma wells. From June 1 through
July 21, 2008, the Oklahoma producers deliv-
ered oil and gas to the SemGroup affiliates.
SemGroup and its affiliates filed petitions in
bankruptcy on July 22, 2008. However, the
Oklahoma producers did not receive payment
for the oil and gas delivered between June 1,
2008, and the petition date. The Oklahoma pro-
ducers asserted claims in bankruptcy against
SemGroup and its affiliates totaling $127 mil-
lion which represented the amount of unpaid
oil and gas sales proceeds.

The Oklahoma producers’ claims were met
by competing claims asserted by the lenders of
SemGroup and its affiliates. The lenders assert-
ed claims as secured creditors with priority
over the claims of the Oklahoma interest own-
ers in the produced oil and gas. These lenders
held prepetition security interests properly
perfected under Article 9 of the U.C.C. prior to
the SemGroup affiliates purchasing the oil and
gas from the Oklahoma producers. As a result,
the lenders, as secured creditors, demanded
any proceeds from produced oil and gas be
applied to settle their prepetition security
interests prior to the settlement of any claims
of the Oklahoma producers and any other
Oklahoma interest owners. Thus, in addition
to a large number of other issues, the Sem-
Crude court was charged with determining the
rights, status and relative priority of the inter-
ests of the Oklahoma producers in the oil and
gas sold to the SemGroup affiliates and the
proceeds therefrom.

The Oklahoma producers asserted two pri-
mary arguments that they held secured claims
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with priority over the SemGroup lenders: 1)
the Oklahoma Production Revenue Standards
Act? (PRSA) created an implied trust with
respect to production proceeds in favor of the
Oklahoma interest owners and 2) the Oklaho-
ma Oil and Gas Owners’ Lien Act of 1988%
(1988 Act) provided the Oklahoma interest
owners with a first priority statutory lien. The
SemCrude court held that the PRSA did not cre-
ate a trust with respect to production and pro-
duction proceeds, and the 1988 Act carved out
an exception for U.C.C. Article 9 secured credi-
tors, such that working interest owners lost
priority to Article 9 secured creditors in oil and
gas production. The absence of an implied
trust and the lack of a statutory lien with prior-
ity over Article 9 secured creditors were two
weaknesses with respect to the position of
Oklahoma interest owners that led to the pas-
sage of the Oklahoma Oil and Gas Owners’
Lien Act of 2010* (2010 Act).

The 2010 Act grants each interest owner an
oil and gas lien to secure the obligations of the
first purchaser of production to pay the sales
price to the extent of each interest owner’s
interest in oil and gas sales derived from an
incident to the interest owner’s oil and gas
rights.” The basic characteristics of the lien cre-
ated under the 2010 Act include the following;:
1) it continues uninterrupted in oil and gas
upon and after severance; 2) it continues unin-
terrupted in oil and gas production proceeds;
3) it is not dependent on possession of or title
to the oil and gas; 4) it is transferred when oil
and gas rights are conveyed or transferred,
except to the extent any oil and gas rights are
retained and 5) it terminates when the sales
price is received.” In the typical scenario where
the first purchaser pays a representative of the
interest owners in a well, such as the operator,
the interest owners’ lien continues uninterrupt-
ed in the proceeds in the possession of the repre-
sentative until the owners are paid in full.”

The 2010 Act strengthened the working inter-
est owners’ lien under the original 1988 Act in
three key areas. First, the 2010 Act affirmatively
establishes Oklahoma law shall govern oil and
gas transactions with Oklahoma interest own-
ers.” One of the critical decisions by the Dela-
ware bankruptcy court during the SemCrude
litigation was that Delaware law applied to
determine whether a security interest was per-
fected, not the laws of the states where produc-
tion occurred (i.e., where the states’ oil and gas
liens may be applied). Since the lien is created
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incident to ownership of oil and gas rights, the
lien created by the 2010 Act is not a U.C.C.
Article 9 security interest but rather arises as
part of a real estate interest of the interest
owner in the minerals.” As a result, the appli-
cable law under governing choice of law prin-
ciples is the law of the state where the well is
located.” The 2010 Act eliminates the need to
follow the law of other states with respect to
perfection of liens, particularly the need to file
lien or financing statements in the debtor’s
state of incorporation.

Second, the 2010 Act strengthens the position
of Oklahoma interest owners by creating an oil
and gas lien that “exists in and attaches imme-
diately to all oil and gas on the effective date of
the [2010 Act],” which is April 19, 2010, and
“continues uninterrupted and without lapse in
all oil and gas upon and after severance . .. and
to all proceeds.” In other
words, an Oklahoma interest
owner essentially receives an
automatic lien in his propor-
tionate share of the oil and gas
production and any subsequent
sales proceeds until he receives
his share of the proceeds from
production.”? Furthermore, the
“oil and gas lien is granted and
exists as part of an incident to
the ownership of oil and gas
rights and is perfected automati-
cally without the need to file a
financing statement or any other
type of documentation.”* The
nature of the lien provided for
under the 2010 Act is truly auto-
matic by omitting the need for
filing any statement of the lien for the purposes
of perfection.

Third, the 2010 Act expressly provides for
super-priority over all other lienholders and
secured creditors. “Except for a permitted lien,
an oil and gas lien [created under the 2010 Act]
is a lien that takes priority over any other lien,
whether arising by contract, law, equity or oth-
erwise, or any security interest.”* A permitted
lien is essentially a mortgage or security inter-
est granted by a first purchaser which “secures
payment under a written instrument of indebt-
edness signed by the first purchaser.”* The
“instrument of indebtedness” securing a per-
mitted lien must have been accepted prior to
the effective date of the 2010 Act, with a fixed
amount of principal and maturity date.* Thus,
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...1he 2010
Act creates a super-
priority, automatic
lien in oil and gas
production and
production proceeds
for all Oklahoma
interest owners.

“a permitted lien does not include a mortgage
lien or security interest which secures payment
of any indebtedness incurred from and after
the effective date of [the 2010 Act] ... "

In sum, although production and any sales
proceeds may not be held in trust by a pro-
ducer on behalf of the other interest owners,
the 2010 Act creates a super-priority, automatic
lien in oil and gas production and production
proceeds for all Oklahoma interest owners. It is
inevitable that litigation will arise testing the
super-priority of the automatic lien created by
the 2010 Act against competing oil and gas liens*
and secured interests. Until such time, the 2010
Act should be interpreted as significantly
strengthening the position of Oklahoma interest
owners with respect to their rights in oil and gas
production and production proceeds.

Working interest owners and
royalty owners should be recog-
nized as creditors in their opera-
tor’s bankruptcy case with
prepetition claims resulting
from their automatic liens in
production and production pro-
ceeds pursuant to the 2010 Act.
From a practical perspective, it
is likely that an operator’s bank-
ruptcy estate will not include
unsold oil and gas production or
a significant amount of undis-
tributed production proceeds.
However, at a minimum, the
working interest owners and
royalty owners should take the
opportunity to have their claims
acknowledged by filing a proof
of claim in bankruptcy. A proof of claim is the
written statement filed in a bankruptcy case
setting forth a creditor’s claim which describes
the reason for and amount of the debt allegedly
owned by the debtor to the creditor along with
the secured status if the claim is secured. A
proof of claim must conform substantially to
the appropriate official form.” The deadline
for filing a proof of claim will generally
depend on the type of bankruptcy case. In a
Chapter 7 liquidation case, only if the case
trustee files a Notice of Possible Dividends,
then a creditor will be sent a notice of the
deadline (bar date) by which a claim is due.
The time for filing a proof of claim in a Chap-
ter 7 case is usually set at not later than 90
days after the first date set for the meeting of
creditors with a few exceptions.* In a Chapter
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11 corporate reorganization case, creditors
will receive a specific notice of the deadline
(bar date) by which a claim is due.”

CONCLUSION

As detailed throughout this article, the reali-
ty of dismal economic periods in this state’s oil
and gas industry is that nonoperating interest
owners may be left with few options that are
largely reactionary courses of conduct which
may prove fruitless in retaining leasehold
interests or securing undistributed proceeds
from production. The legal consequences of a
statutory oil and gas well lien, pursuant to 42
Okla. Stat. §144, have the potential to place
working interest owners in an inequitable posi-
tion in order to preserve their leasehold inter-
ests. However, the same interest owners have a
strengthened position with respect to oil and
gas production proceeds as a result of the auto-
matic lien created under the Oil and Gas Own-
ers’ Lien Act of 2010. The key to preserving
whatever interest the working interest owners
and royalty owners may be able to retain is to
avoid delay in taking action to preserve their
interests and to periodically monitor the opera-
tions and financial stability of its operators to
the extent possible. With knowledge of the
rights and liabilities of working interest own-
ers and royalty owners as detailed herein,
these interest owners will be able to act deci-
sively when faced with a statutory lien or the
bankruptcy of an operator.
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