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ONE SIZE DOES NOT FIT ALL LEASES—IT’S TIME TO
AMEND BANKRUPTCY CODE SECTION 365

ABSTRACT

For far too long, Bankruptcy Code Section 365 has caused confusion among
parties to oil and gas leases when one party files for bankruptcy. This section of
the Bankruptcy Code is intended to provide relief to debtors who are party to an
unexpired lease or an executory contract, allowing a debtor-in-possession or
trustee to make the decision to either assume or reject the agreement. While this
concept is straightforward for standard lease agreements and contracts, courts
have struggled to determine whether oil and gas leases actually fall into the
category of a “lease” per se, an executory contract, or neither.

Many courts have held that oil and gas agreements are not actually leases,
despite their title, because they convey an interest in real property that exceeds
that of a leasehold interest. Some courts, however, have chosen to categorize
such agreements as unexpired leases, or even executory contracts. This
variation in court decisions is problematic because determining what category
to place an oil and gas agreement is of paramount importance in determining
whether the debtor has the right to reject the agreement in a bankruptcy
proceeding. Additionally, such variation has had the effect of producing
shocking results during bankruptcy proceedings, leaving parties to current oil
and gas agreements unsure of their contractual and property rights in the event
that a counterparty experiences financial distress.

To alleviate the uncertainty caused by the current caselaw, this Comment
proposes an amendment to Bankruptcy Code Section 365 that provides a
framework for consistency in evaluating oil and gas leases moving forward and
protections for the property rights of the contracting parties.
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INTRODUCTION

Historically, Bankruptcy Code (the “Code”) Section 365 has benefited
debtors seeking relief of obligations under unexpired leases and executory
contracts. However, despite this generally positive treatment of debtor interests,
the issue of whether Section 365 should apply to relieve (debtor) parties to oil
and gas leases remains a point of debate among the courts. Code Section 365
allows the trustee to assume or reject an executory contract or unexpired lease
of a debtor.! More specifically, this section of the Code aims, not only to relieve
debtors from their existing obligations under leases and contracts,? but also to
prevent third parties from ceasing business dealings with debtors.? In furtherance
of these goals, Section 365 gives debtors the option to either assume the
contracts and/or leases that benefit their estate, or reject those that do not serve
such interests.*

Agreements between landowners and producers of oil and gas are often
memorialized in “leases.” A plain reading of the word “lease” in such
agreements may cause one to assume that these agreements fall within the

' 11 U.S.C § 365(a) (2005).

2 See Cottman Transmissions, Inc. v. Holland Enterprises, Inc. (In re Holland Enterprises), 25 B.R. 301,
302 (E.D.N.C. 1982).

3 See Richmond Leasing Co. v. Cap. Bank, N.A., 762 F.2d 1303, 1310 (5th Cir. 1985).

4 See River Prod., Co. v. Webb (In re Topco, Inc.), 894 F.2d 727, 741 (5th Cir. 1990).
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purview of Section 365, thereby allowing a trustee or debtor in possession to
assume or reject an agreement in the case of a bankruptcy filing. Yet, some
courts argue that, with respect to oil and gas leases, the term “lease” is misnomer
because such leases are categorically different from the typical leases governed
by landlord-tenant law.’ This distinction hinges on the argument that the type of
interest conveyed in an oil and gas lease is often more substantial than that of a
typical lease agreement. Thus, the use of this terminology has led to disparate
results when courts attempt to address how the agreements should be treated
during a bankruptcy proceeding. Because it is often unclear what interest in real
property has been conveyed to the “lessee,” courts are left to grapple with state
property law when determining whether an oil and gas lease may be assumed or
rejected under the purview of Section 365.6

The recent decline in oil and gas production,’ paired with the economic
downturn caused by the COVID-19 pandemic, will likely elicit an increase in
bankruptcy litigation over oil and gas leases,® thus demanding a uniform
standard for addressing the treatment of such leases under Section. Therefore,
this Comment will explore the various positions taken by courts among the
several states, exploit the problematic nature of a lack of consistency in those
court rulings, and propose a solution that provides clarity to parties entering oil
and gas leases in the future. Because the current Code does not provide courts
with guidance on the treatment of oil and gas agreements, parties entering into
oil and gas leases are often ill-equipped to plan for the possibility of insolvency
by another contracting party. Consequently, the current Code should be
amended to incorporate such guidance.

I.  BACKGROUND

In a bankruptcy proceeding, contract and property questions generally arise
under state law and, therefore, must be evaluated pursuant to relevant state law
unless a countervailing federal interest exists.” When evaluating Code Section
365 in the context of standard landlord-tenant agreements, the language and
application of the statute is clear. With a few exceptions, and “subject to the

S Id. at739n.17.
See generally id.; Texaco, Inc. v. La. Land & Expl. Co., 136 B.R. 658, 662 (M.D. La. 1992).

7 See U.S. Oil and Natural Gas Wells by Production Rate, U.S. ENERGY INFO. ADMIN., https://www.eia.
gov/petroleum/wells/ (last visited Feb. 21, 2022).

8 See Bankruptcy Filings by US Energy Producers at Four-Year High, OIL & GAS 360 (Aug. 2, 2020),
https://www.oilandgas360.com/bankruptcy-filings-by-us-energy-producers-at-four-year-high/.

®  Frontier Energy, LLC v. Aurora Energy, Ltd. (In re Aurora Oil & Gas Corp.), 439 B.R. 674, 680
(Bankr. W.D. Mich. 2010).
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court’s approval,” the trustee in these standard agreements “may assume or
reject any executory contract or unexpired lease of the debtor.”'® When adhering
to the common use of the word “lease” to guide our understanding of this statute,
there are certain scenarios in which there the term has an obvious meaning. For
example, a party to a standard lease agreement is unlikely to argue that a building
lease for a term of years conveys any interest other than a leasehold interest in
real property. However, because the interest conveyed in an oil and gas
agreement differs from that of a landlord-tenant agreement, this understanding
of the term “lease” fails to adequately capture the nature of such agreements.'!
A lessee in the example above has the right to occupy the building for a term of
years, and at the end of the lease, he must either vacate the premises or renew
the lease for another term. However, oil and gas leases are often structured in
such a way that the “lessee”—who is typically an oil and gas producer—has the
right to occupy and use the land until the oil reserve becomes depleted. This
open-ended type of conveyance begs the question: is the conveyance actually a
leasehold or something more?

Assuming that an oil and gas lease might be something other than a “lease,”
we must also determine whether such a “lease” might, instead, constitute an
executory contract pursuant to the language of the statute.'> When making this
determination, the first question is: what is an executory contract?
Unfortunately, the Code does not provide a definition. However, in an effort to
ascertain its meaning from other sources, courts have looked to the “Countryman
Definition” of executory contracts, which sets forth two distinct limitations for
their scope.!® First, contracts in which the obligations of both parties are
materially underperformed at the time of the bankruptcy filing are executory
contracts.'* Second, contracts in which either party has fully performed do not
constitute executory contracts, regardless of whether the nonperforming party is
the bankrupt party'® or the non-bankrupt party.'® Additionally, while Section

1011 U.S.C. § 365(a) (2018).

""" In re Topco, Inc., 894 F.2d at 739 n.17.

2. Cf 11 U.S.C. § 365(a) (2018).

13 See generally NLRB v. Bildisco & Bildisco, 465 U.S. 513, 522 1.6 (1984) (citing S. Rep. No. 95-989,
p.- 58 (1977) (“The Bankruptcy code furnishes no express definition of an executory contract, see 11 U.S.C.
§ 365(a) (1982 ed.), but the legislative history of [Section] 365(a) indicates that Congress intended the term to
mean a contract ‘on which performance remains due to some extent on both sides.’”).

14 See Vern Countryman, Executory Contracts in Bankruptcy: Part 1,57 MINN. L. REV. 439, 461 (1973)
(“[C]ourts have treated a variety of contracts as executory contracts under the Act where the obligations of both
the bankrupt and the other contracting party remained at least partially and materially underperformed at
bankruptcy.”).

15 Seeid. at 451.

16 See id. at 458.
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365 does not expressly state what definition courts should apply, legislative
history suggests that Congress supports a definition consistent with the
Countryman meaning, and notes that executory contracts do not typically consist
of agreements in which the only obligation remaining for one party is payment
to the other party.!’

Because an oil and gas lease may be interpreted as conveying something
other than a leasehold interest, the term “lease” within Section 365 must be
interpreted in a way that makes sense within the legislative intent of the Code as
a whole. A primary objective of the Code is to provide an ‘“honest but
unfortunate debtor” with a fresh start.!® This purpose raises the question of
whether the treatment of oil and gas leases as executory contracts or unexpired
leases—subject to rejection pursuant to the debtor’s “business judgment”—is at
odds with the idea of an “honest” debtor.!” When courts decline to recognize
that oil and gas leases convey anything more than a leasehold interest, they often
defer to the debtor’s business judgment as to whether the lease should be
assumed or rejected— opening up the possibility of a savvy lessee rejecting any
lease on the table regardless of the actual feasibility of its continued performance
or potential consequences of its rejection for other contracting parties.?’

State courts vary in their level of experience interpreting oil and gas leases,
and, consequently, tend to reach differing conclusions when determining
whether such agreements convey a freehold interest, leasehold interest, or no
interest at all.?! Further, a court’s perspective as to whether an oil and gas lease
is subject to Code Section 365 depends on whether state law recognizes such
agreements as conveying a vested fee interest in real property.?? Though many

17" See S. Rep. No. 95-989, at 58 (1978) (“Though there is no precise definition of what contracts are
executory, it generally includes contracts on which performance remains due to some extent on both sides. A
note is not usually an executory contract if the only performance that remains is repayment.”).

18 Local Loan Co. v. Hunt, 292 U.S. 234, 244 (1934) (“[1]t gives to the honest but unfortunate debtor . . .
a new opportunity in life and a clear field for future effort, unhampered by the pressure and discouragement of
preexisting debt.”).

19 See Laura Coordes, Don’t Assume It’s a Lease! Applying § 365 to Oil and Gas Conveyances, AM.
BANKR. INST. (May 3, 2017, 5:16 PM), https://www.abi.org/committee-post/don’t-assume-it’s-a-lease-applying-§-365-to-
oil-and-gas-conveyances (discussing the decision in /n re Sabine Oil & Gas Corp., 547 B.R. 66 (Bankr. SD.N.Y.
2016)) (suggesting that the allowance of the rejection of a midstream oil and gas lease may encourage oil
production companies to file for bankruptcy with the intention of rejecting undesirable leases).

20 See In re Sabine Oil & Gas Corp., 547 B.R. 66, 71 (Bankr. S.D.N.Y. 2016).

2l See supra note 19.

22 See River Prod., Co. v. Webb (In re Topco, Inc.), 894 F.2d 727, 739 n.17 (5th Cir. 1990) (explaining
that states which recognize oil and gas leases as conveying of a freehold interest in real property, it is unlikely
that such agreements will be treated as unexpired leases).
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jurisdictions do not view oil and gas leases as unexpired leases, exceptions do
o 23
exist.

To effectively discern each court’s position on this issue, an understanding
of how the property interests at stake are commonly defined becomes necessary.
As noted supra, many courts begin their analysis by determining what interest
in real property has been conveyed by the lease in question.?* A fee interest in
property, often referred to as a “fee simple,” is defined as “[a]n interest in land
that, being the broadest property interest allowed by law, endures until the
current holder dies without heirs.”?® However, this definition of a fee interest is
not helpful when discussing oil and gas leases. The fee interest, more commonly
recognized in terms of oil and gas agreements, is that of the fee simple
determinable. A fee simple determinable is “[a]n estate that will automatically
end and revert to the grantor if some specified event occurs.”?® Although not
every court uses the term “fee simple determinable” when discussing oil and gas
leases, this type of interest makes the most sense in context, at least one court
discusses the possibility of the interest in property ceasing at the time oil is no
longer produced.?’” However, the time at which such an interest “vests” is also at
issue in many of the cases discussed infra. Black’s Law Dictionary defines the
term “vested” as “[h]aving become a completed, consummated right for present
or future enjoyment.”?® Additionally, it is helpful to know exactly what
constitutes “real property.” Real property is defined as “[l]Jand and anything
growing on, attached to, or erected on it, excluding anything that may be severed
without injury to the land.”* Piecing together the above definitions, a “vested
fee interest in real property” is a current or future right to enter and use land.*

Another type of interest commonly discussed by courts during analysis of
oil and gas leases is that of the leasehold interest. A leasehold is “[a] tenant’s
possessory estate in land or premises.”! This definition is vague,—it tells us
very little about the type of interest conveyed. However, Black’s Law Dictionary

23 See Frontier Energy, LLC v. Aurora Energy, Ltd. (In re Aurora Oil & Gas Corp.), 439 B.R. 674, 678
(Bankr. W.D. Mich. 2010) (departing from the notions of other jurisdictions that oil and gas leases convey a
freehold interest in real property).

2 See, e.g., In re Topco, Inc., 894 F.2d at 740.

25 Fee Simple, BLACK’S LAW DICTIONARY (11th ed. 2019).

26 Fee Simple Determinable, BLACK’S LAW DICTIONARY (11th ed. 2019).

27 See, e.g., Frontier Energy, LLC, 439 B.R. at 676.

28 Vest, BLACK’S LAW DICTIONARY (11th ed. 2019).

2 Real Property, BLACK’S LAW DICTIONARY (11th ed. 2019).

30 See Vest, BLACK’S LAW DICTIONARY (11th ed. 2019); Fee Simple, BLACK’S LAW DICTIONARY (11th
ed. 2019); Real Property, BLACK’S LAW DICTIONARY (11th ed. 2019).

31 Leasehold, BLACK’S LAW DICTIONARY (11th ed. 2019).
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provides that “[a]lthough a leasehold has some of the characteristics of real
property, it has historically been classified as a chattel real.”*? Looking to the
definition of “chattel real,” one will find that it is defined as “[a] real-property
interest that is less than a freehold or fee.”>*> In summary, many courts are
looking to determine what level of interest is conveyed by an oil and gas lease.*
If a fee interest is conveyed, the lessee has greater rights than those of a lessee
who conveyed only a leasehold interest.

Due to the variety of oil and gas agreements currently used in the industry,
it is also prudent to understand each type before exploring existing caselaw.
Many of the cases discussed below relate to upstream oil and gas agreements.
Upstream oil and gas agreements are agreements “[o]f, relating to, or involving
the exploration and production activities of oil companies and their contractors,
including the drilling of wells onshore, the use of land rigs, and onshore
operations in support of offshore activities.”*> On the other end of the spectrum,
there are downstream agreements, which are agreements “relating to, or
involving the process by which hydrocarbons are brought to market, including
refining, processing, petrochemical transportation, and marketing of refined
hydrocarbon products.”*® Midstream, while not defined in Black’s Law
Dictionary, is commonly understood as the part of the oil and gas chain where
products of upstream operations are moved, stored, or processed to prepare such
products for downstream use.>’ Moreover, while upstream agreements are likely
to contemplate drilling operations, midstream agreements are more likely to
pertain to pipeline transportation or well storage of oil and gas products intended
to eventually be brought to the downstream market. Specifically, “gas gathering”
agreements discussed below are midstream agreements pertaining to systems of
pipelines with the intent to use such pipelines to gather and move gas.*®

Having delineated the many concepts present in the caselaw surrounding oil
and gas agreements, the next step in understanding the problematic nature of
these agreements with respect to the Code is to explore the caselaw. Below are

2 d.

33 Chattel Real, BLACK’S LAW DICTIONARY (11th ed. 2019).

34 See generally In re Clark Res., Inc., 68 B.R. 358; In re Frederick Petroleum Corp., 98 B.R. 762;
Energetics, Ltd. v. Whitmill, 497 N.W.2d 497.

35 Upstream, BLACK’S LAW DICTIONARY (11th ed. 2019).

36 Downstream, BLACK’S LAW DICTIONARY (11th ed. 2019).

37 Bethel Afework et al., Midstream Oil and Gas Industry, U. CALGARY: ENERGY EDUC., https:/
energyeducation.ca/encyclopedia/Midstream oil and gas industry (last updated Jan. 31, 2020).

38 See Alta Mesa Holdings, LP v. Kingfisher Midstream, LLC (In re Alta Mesa Res., Inc.), 613 B.R. 90,
96 (Bankr. S.D. Tex. 2019) (“The intent of the parties was to build a gathering system of pipelines from the
initial receipt points to market delivery points.”).
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examples of how courts have ruled in such cases in a few states to demonstrate
the varying outcomes.

A. Texas

As the nation’s largest oil producer,®® Texas seems the most appropriate
starting point for identifying varying ways in which courts have chosen to handle
property interests created by oil and gas leases. In Texas, oil and gas leases
convey a freehold interest in land and therefore are not treated as unexpired
leases or executory contracts.*’ In an oft cited footnote, the court in In re Topco
noted that, “[t]he term ‘oil and gas lease’ is a misnomer because the interest
created by an oil and gas lease is not the same as an interest created by a lease
governed by landlord and tenant law.”*! Though the footnote in Topco is largely
regarded as dicta, it is supported by the Texas Supreme Court decision in
Cherokee Water Co. v. Forderhause, in which the court held that an oil and gas
lease executed by a landowner and a third party violated a preemptive right to
purchase oil and gas as granted in the original deed.*? Perhaps providing the
clearest explanation of how courts treat oil and gas leases in Texas, the court in
Good Hope Refineries, Inc. v. Benavides noted that “Texas courts characterize
the conveyance as creating a determinable fee interest in the minerals in place,
which interest reverts automatically to the grantor upon failure to drill or pay.”*

Although the aforementioned precedent exists in Texas with respect to
upstream oil and gas agreements (agreements contemplating exploration and
drilling),* the more recent decision in In re Sabine Oil & Gas Corp. has created
new concerns for parties to similar midstream agreements.* Midstream
agreements contemplate the transportation and storage of oil and gas products
by way of pipelines, tanks and other infrastructure.*® Despite the fact that the

3 Oil and Petroleum Products Explained: Where Our Oil Comes From, U.S. ENERGY INFO. ADMIN.,
https://www.eia.gov/energyexplained/oil-and-petroleum-products/where-our-oil-comes-from.php (last visited
Feb. 13, 2021).

40 See River Prod., Co. v. Webb (In re Topco, Inc.), 894 F.2d 727, 739 n.17 (5th Cir. 1990).

4 Id at 739 n.17.

42 Cherokee Water Co. v. Forderhause, 741 S.W.2d 377, 379, 380 (Tex. 1987).

4 Good Hope Refineries, Inc. v. Benavides, 602 F.2d 998, 1001 (1st Cir. 1979).

4 Upstream? Midstream? Downstream? What'’s the Difference?, ENERGYHQ, https:/energyhq.com/
2017/04/upstream-midstream-downstream-whats-the-difference/ (last visited Feb. 13, 2021).

4 James Roberts, Trouble Down the Pipeline? What Sabine Oil & Gas Corp. May Mean For The
Midstream Service Sector, LEXOLOGY, https://www.lexology.com/library/detail.aspx?g=2d632978-89cf-4{f6-
916¢-acca99075a25 (“Should the Court’s decision be replicated by other bankruptcy courts, the threat to
midstream service providers of not being able to recover the funds already spent could affect negotiation
dynamics between distressed producers and service providers.”).

46 Supra note 44.
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agreements in dispute concerned pipelines in Texas, Sabine Oil & Gas Corp.
filed its bankruptcy petition in the Southern District of New York.*” The court
held that the debtor’s midstream gas gathering agreements should be treated as
executory contracts which could be rejected pursuant to Section 365 of the Code,
noting that it would be a “reasonable exercise of business judgment.”*® The
subsequent decisions of this case are of equal or perhaps greater importance in
understanding the confusion surrounding these agreements with respect to
Section 365 due to potential implications for third parties. Sabine sought and
was granted a declaratory judgment stating that the agreements did not include
covenants running with the land.* The decision was later affirmed by the Court
of Appeals for the Second Circuit.*

B. Louisiana

In Louisiana, there seems to be disagreement among the courts on how to
treat oil and gas leases—in some cases, courts have ruled that Section 365 does
not apply to oil and gas leases, whereas in others, they are treated as executory
contracts subject to Section 365.3! Louisiana derives its notions of property
rights from the French Civil Code, creating an even broader variation in
interpretation.> While some courts have ruled that oil and gas leases are not
unexpired leases or executory contracts, at least one court has ruled that an oil
and gas lease is in fact an executory contract.”> In a somewhat perplexing
decision, the court in Texaco, Inc. v. Louisiana Land & Exploration Co.
described mineral leases as conveying “real rights,”>* yet reached the conclusion
that a mineral lease was an executory contract.>® This decision seemingly

47 In re Sabine Oil & Gas Corp., 547 B.R. 66, 69 (Bankr. S.D.N.Y. 2016).

% Id at79.

4 Sabine Oil & Gas Corp. v. HPIP Gonzales Holdings, LLC (In re Sabine Oil & Gas Corp.), 550 B.R.
59, 62 (Bankr. S.D.N.Y. 2016).

0" Sabine Oil & Gas Corp. v. Nordheim Eagle Ford Gathering, LLC (In re Sabine Oil & Gas Corp.), 734
F. App’x 64, 65 (2d Cir. 2018).

1 See Texaco, Inc. v. La. Land & Expl. Co., 136 B.R. 658, 668 (M.D. La. 1992) (holding that a mineral
lease was an executory contract); /n re WRT Energy Corp., 202 B.R. 579, 585 (Bankr. W.D. La. 1996) (holding
that mineral leases were not unexpired leases or executory contracts).

2 See generally Leonard Oppenheim, Louisiana’s Civil Law Heritage, 42 L. LIBR. J. 249, 253-54 (1949)
(Property law in Louisiana finds its origins in the French and Roman Civil Codes, which in effect creates
terminology and doctrines that differ from those of states with legal roots in English common law.).

33 See Texaco, Inc., 136 B.R. at 668 (holding that a mineral lease was an executory contract); In re WRT
Energy Corp., 202 B.R. at 585 (holding that mineral leases were not unexpired leases or executory contracts).

3% Texaco, Inc., 136 B.R. at 666. Louisiana courts use the term “real right” synonymously with
“proprietary interest,” implying that the term refers to an ownership interest in property. Edward C. Abell Jr.,
Real Rights in Louisiana, 21 LA. L. REV. 462, 463 (1960).

55 Texaco, Inc., 136 B.R. at 668.
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suggests that even if a court recognizes an interest in real property other than a
leasehold interest, that interest can be subverted simply by calling the agreement
an executory contract. Additionally, in the courts analysis of executory
contracts, the Countryman definition is discussed at length—yet the court
reached the conclusion that the lessee had a continuing obligation to perform
and deemed the agreement an executory contract.’® The court, however, failed
to recognize that the lessee’s continuing obligations to make payments to the
lessor is not typically considered underperformance pursuant to the Countryman
definition of executory contracts.”’ The Texaco decision to treat a mineral lease
as an executory contract has been met with criticism, particularly by the court in
In re WRT Energy Corp.>®

Judge Parker discussed the nature of the OG&ML [Oil, Gas and
Mineral Lease] at length, and, further, discussed the difference
between the mineral lease and other more standard lease contracts.
Then, unexpectedly, he avoided deciding the issue . . . Judge Parker
avoided deciding whether the OG&ML was an unexpired lease within
the meaning of [S]ection 365(a), choosing instead to base his decision
on a finding that the OG&ML was an executory contract.>

The court went on to discuss the decision in /n re Ham Consulting Co. holding
that a mineral lease in Louisiana is not an unexpired lease.®® The WRT Energy
court held that mineral leases at issue were not unexpired leases or executory
contracts for purposes of Section 365.°! The debate in the Louisiana courts
exemplifies the broader debate and disagreement throughout the United States
as a whole.

C. Oklahoma

In Oklahoma, courts have found that oil and gas leases fall completely
outside the scope of Section 365, holding that such agreements are neither
unexpired leases nor executory contracts.®> However, the analysis offered by the
court in In re Clark Resources seems to be markedly different from Texas courts
which have reached the same conclusion.®® With respect to the unexpired lease

56 Id. at 667.
57 See Id. at, 667-68; Vern Countryman, Executory Contracts in Bankruptcy: Part 1, 57 MINN. L. REV.
439 (1973).
8 Inre WRT Energy Corp., 202 B.R. at 585.
¥ Id.
0 Id.
ol Id.
%2 E.g., Inre Clark Res., Inc., 68 B.R. 358, 360 (Bankr. N.D. Okla. 1986).
63 Compare In re Clark Res., Inc., 68 B.R. at 359-60 (holding that oil and gas leases create neither
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portion of Section 365, Oklahoma courts have held that oil and gas leases do not
give rise to an “estate in land”, but rather create an “interest or estate in realty.”®*
The interest created gives rise to a license to explore, but not a freehold interest
or leasehold interest in real property.> In Clark, the court looked to the
Countryman definition of executory contracts in making its final determination
that the oil and gas lease could not be rejected.’® The court ascertained that
neither the lessee nor the lessor had complex underperformed obligations under
the agreement.®’” The lessee’s only obligation to the lessor was to pay, and the
lessor’s only obligation to the lessee was to “defend their title to the lease land
and not to interfere with the lessee’s drilling operation.”®® Thus, the agreement
was not an executory contract.®’

The court in Clark modeled much of its analysis after the slightly earlier
decision in In re Heston Oil Co., where the court noted that the term “lease” fails
to adequately describe the relationship between parties to such agreements.”
Both the court in Heston and the court in Clark discussed the prior decision in
In re JH. Land & Cattle Co., noting that the J.H. Land court’s finding that oil
and gas leases could be rejected pursuant to Section 365 was at odds with the
Oklahoma Supreme Court’s view of the interests created by oil and gas leases.”!
Oddly, the court in J.H. Land did not hold that oil and gas leases create an
interest in real property, but rather an “intangible personal property right.””> The
court did not consider whether the agreement was an executory contract subject
to rejection pursuant to Section 365.7° Rather, the court held that the agreement

freehold or leasehold interests) with Good Hope Refineries, Inc. v. Benavides, 602 F.2d 998, 1001 (1st Cir.
1979) (holding that oil and gas leases create a determinable fee interest in minerals).

% In re Clark Res., Inc., 68 B.R. at 358.

%5 Id. at 359.

The interest created by an oil and gas lease in Oklahoma is not “real estate” and conveys no real
interest in land itself, it is a chattel real, an incorporeal hereditament and a profit a’ prendre which
is in the nature of a license to explore by drilling and permits the lessee to capture oil and gas
which is then treated as personalty.

Id.

% Id.

67 Id. at 359-60.

8 Id. at 360.

® I

70 In re Heston Oil Co., 69 B.R. 34, 36 (N.D. Okla. 1986) (“The Oklahoma Supreme Court in several
cases has considered the characteristics of an oil and gas lease and has found that use of the term ‘lease’ is more
in ‘deference to custom’ than a description of the legal relationship involved.”).

7V Id.; In re Clark Res., Inc., 68 B.R. 358, 359 (Bankr. N.D. Okla. 1986).

2 InreJ.H.Land & Cattle Co., 8 B.R. 237, 239 (Bankr. W.D. Okla. 1981).

3 Id. at 238-39.
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could be rejected pursuant to a business judgment test.”* While the J.H. Land
opinion has been unpopular and questioned by other courts within the state as
well as courts outside of Oklahoma analyzing Kansas property law with respect
to Section 365, it has not been overturned.”

Turning to the arguably more complex analysis of midstream gas gathering
agreements, such as the agreement discussed above in Sabine,’® the Bankruptcy
Court for the Southern District of Texas recently had the opportunity to explore
the analysis in Sabine while reaching a differing conclusion in Alta Mesa
Holdings, LP v. Kingfisher Midstream, LLC (In re Alta Mesa Res, Inc.).”” The
gas gathering agreement at issue in Alta Mesa concerned property in Oklahoma,
and was therefore analyzed pursuant to Oklahoma property law.”® The court in
Alta Mesa held that gas gathering agreements convey a leasehold interest in real
property rather than a fee interest,”” however the court also found that this issue
alone is not dispositive of whether the leases in question could be rejected.®’ The
movant sought a declaratory judgment, arguing that the gas gathering
agreements could be rejected as executory contracts.’!

The court held that the gathering agreements could not be rejected because
they were not executory contracts, but rather leases that formed “real property
covenants running with the land.”®* In its analysis, the court explained that three
factors must be satisfied to form covenants that run with the land.®® “First, the
covenant must touch and concern real property. Second, there must be privity of
estate. Third, the original parties to the covenant must have intended to bind
successors.”®* The court went further to explain each of the elements, first stating
that “[i]f the value of the owner’s interest in the land itself is affected by the
covenant, either positively or negatively, the covenant touches and concerns the

7 Id. at239.

75 See Baker Farms, Inc. v. Sandridge E&P, LLC (In re Sandridge Energy, Inc.), No. 16-32488, 2018
Bankr. LEXIS 318, at *32-33 (Bankr. S.D. Tex. Feb. 5, 2018) (questioning the reasoning used in In re J.H. Land
& Cattle and holding that “oil and gas leases are not subject to § 365”); In re Heston Oil Co., 69 B.R. 34, 36
(N.D. Okla. 1986) (questioning the reasoning used in In re J.H. Land & Cattle).

6 E.g., In re Sabine Oil & Gas Corp., 547 B.R. 66, 70 (Bankr. S.D.N.Y. 2016).

77 Alta Mesa Holdings, LP v. Kingfisher Midstream, LLC (In re Alta Mesa Res., Inc.), 613 B.R. 90, 102
(Bankr. S.D. Tex. 2019).

8 Id. at 99-100.

" Id.at103.

80 See id. at103-07 (discussing whether the agreement constituted an executory contract).

81 Id. at 100.

8 Id. at98.

8 Id. at99.

8 Id. at 100.
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land.”® In this case, the gas gathering agreement created a surface easement
burdening Alta Mesa’s interest in the oil reserves by restricting use of the surface
land.®® During its analysis of whether such covenants touch and concern the land,
the court noted that contrary to the Sabine court’s finding that “surface
easement[s] do[] not touch and concern [] mineral estate[s,] . . . in the context of
an oil and gas lease, the surface easement is integral to the lessee’s ability to
realize the value of its mineral reserves.”®’

In its discussion of the second element determining whether a covenant runs
with the land, the court discussed vertical and horizontal privity, noting that
“[v]ertical privity relates to the relationship between the present owner of the
land and the original parties to the covenant[,]”® while horizontal privity relates
to the “relationship between the original parties to the covenant.”®® Vertical
privity was not at issue in Alta Mesa, however, the parties disputed whether the
existence of horizontal privity was required to create a covenant.”® Ultimately,
this dispute was inconsequential, as the court held that horizontal privity did
exist because the surface easement discussed above relates not only to the
surface of the land, but also to the mineral interests—without the easement, the
lessee would not have the opportunity to realize the value in the deposits below
the surface.”! The court also noted that the Sabine court held that a surface
easement did not create horizontal privity and seemed to suggest that the Sabine
court mistakenly analyzed the easement with respect to a fee mineral estate
rather than an oil and gas leasehold.”?

Lastly, the court discussed the third element of covenants running with the
land—intent to bind successors.”® Here the court found that the language of the
agreements was quite clear—each agreement specifically stated that it was “a

8 Id.at102.

8 Id. at 103-04.

8 Id. at 104.

8 Id. at 105.

8 Id

N Id.

o Id. at 102-03, 106.
92 Id. at 106.

In Sabine, the court found that the gatherer’s surface easement did not create horizontal privity
with respect to the producer’s mineral estate. However, Sabine centered its analysis around fee
mineral estates, not oil and gas leaseholds...Because a surface easement is a crucial component
on an oil and gas lease, the Court does not view this conveyance as creating privity only with
respect to the surface estate.

Id.
S



330 EMORY BANKRUPTCY DEVELOPMENTS JOURNAL [Vol. 38

covenant running with the land.”®* In accordance with the analysis it provided,
the court held that the agreements between Alta Mesa, LP and Kingfisher
Midstream, LLC created covenants running with the land and thus they could
not be rejected pursuant to Section 365.°> Although this court recognized that
Sabine was decided on its own facts, it also noted that “[t]o the extent that the
pronouncements in Sabine were intended to be generalized, this Court must
reject them”,’® suggesting that perhaps if the Sabine case had been decided by a
court in Texas rather than New York, the outcome may have been markedly

different.

D. Utah

In Utah, courts have held that midstream oil and gas leases contain covenants
that run with the land and therefore are not subject to rejection under Section
365.%" In light of the above discussion of both Sabine and Alta Mesa, it is worth
noting that the United States Bankruptcy Court for the District of Colorado also
recently decided a case involving midstream gas gathering agreements
concerning property in Utah.”® Badlands and Alta Mesa were both decided after
Sabine, and notably, both courts made little hesitation in distinguishing
themselves from the Sabine decision.”” Though the facts in Badlands vary
slightly from those in Alta Mesa, the ultimate determination was the same—the
agreements at issue were found to contain covenants running with the land and
therefore, Section 365 does not apply.'” The determination that covenants
running with the land preclude a debtor from rejecting a lease that conveys such
covenants is not at odds with the Sabine decision however—the Sabine court
said as much itself.'”! The distinction between these cases can be found, rather,
in the fact that the Sabine court found that the gas gathering agreements at issue
in the case did not contain any covenants running with the land.!%?

M id.

% Id. at 98-100.

9% Id. at 102.

97 E.g., Monarch Midstream, LLC v. Badlands Prod. Co. (/n re Badlands Energy, Inc.), 608 B.R. 854,
870 (Bankr. D. Colo. 2019).

% Id. at 861.

% Id. at 869 (Bankr. D. Colo. 2019); In re Alta Mesa Res., Inc., 613 B.R. at 102.

100 n re Badlands Energy, Inc., 608 B.R. at 875.

101 HPIP Gonzales Holdings, LLC v. Sabine Oil & Gas Corp. (/1 re Sabine Oil & Gas Corp.), 567 B.R.
869, 874 (S.D.N.Y. 2017) (“[I]t is not possible for a debtor to reject a covenant that ‘runs with the land,” since
such a covenant creates a property interest that is not extinguished through bankruptcy.”).

12 1d. at 877.
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To determine whether the covenants in question were covenants that run
with the land, the Badlands court used similar analysis to that in Alta Mesa.'®
In summary, the court looked to whether the covenants touched and concerned
the land, whether both horizontal and vertical privity existed, and whether the
parties to the agreement intended covenants to bind successors.! On all three
parts of this test, the court determined that each requirement did exist, and
therefore the covenants were covenants running with the land.'%

E. Ohio

In Ohio, it remains unclear whether oil and gas leases are subject to rejection
under section 365. Despite Ohio’s dominant presence in the oil industry, there
is surprisingly little relevant case law discussing oil and gas leases with respect
to Section 365. However, the court in In re Frederick Petroleum Corp. provided
vast discussion on the topic, giving insight as to how such agreements are likely
to be treated under Ohio law.!%® The court in Fredrick Petroleum Corp. reversed
a subsequent order which held that oil and gas leases conveyed an interest in
nonresidential real property.'?’ In its discussion, the Ohio court seemingly gave
deference to the decisions in both In re Clark and In re Heston regardless of the
fact that those cases did not touch on Ohio property law at all, stating, “[t]he
court feels that the Ohio courts, if given the opportunity to do so, would
characterize the property interest involved as being like or similar to the interest
recognized under Oklahoma law.”'%® In this case, the bankruptcy court held that
certain oil and gas leases had been forfeited and deemed rejected due to failure
of the trustee and the debtor to assume or reject the leases within the statutory
60 day period.'” However, the district court noted that rejection of the leases
could result in a “windfall to the lessor” and “deprive the estate” of a potentially
“valuable asset.”!'!” Furthermore, the court thoughtfully analyzed the effect of
such a rejection or forfeiture on third parties to oil and gas leases.!!!

On the other hand, since interests in oil and gas leases may be divided
through multiple assignments, the failure of the trustee to act within
sixty days and the resultant forfeiture could result in a loss of assets

103 In re Badlands Energy, Inc., 608 B.R. at 867.

104 1d.

105 Id. at 868-73.

106 See In re Frederick Petroleum Corp., 98 B.R. 762, 763 (S.D. Ohio 1989).
107 Id. at 767.

108 Id. at 766.

109 1d. at 763.

110 1d. at 767.

11 Id.
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assigned to third parties uninvolved in and perhaps without notice of
the bankruptcy proceedings.!!?

Considering the above analysis, the district court reversed the bankruptcy court’s
ruling that the leases were deemed forfeited.''

F. Michigan

In Michigan, caselaw suggests that oil and gas leases are treated as actual
leases subject to rejection under Section 365.''* In a decision unrelated to
Section 365, the Michigan Supreme Court attempted to provide guidance on
what interests are created in an oil and gas lease.!'> In Energetics, the Court
noted that oil and gas leases transfer only an interest in the oil and gas,''® and in
doing so, the Court cited a prior case in which the Court held that oil and gas
remain part of the realty until they are severed from it."!” The Court went on to
state that lessors in an oil and gas lease retain a reversionary interest in the
remaining minerals upon termination of the lease, characterizing such a
reversionary interest as a leasehold interest reverting back to the property
owner.''® However, in support of this proposition, the Court cited two Texas
cases.!'” As noted above, Texas law does not consider an oil and gas lease as
conveying a leasehold interest, but rather a freehold interest in real property.'?

It is unclear why the Michigan Supreme Court would choose to cite Texas
law to support a proposition that is somewhat fundamentally at odds with the
way in which Texas treats oil and gas rights, and this perplexing choice was
noted and discussed by the United States Bankruptcy Court for the Western
District of Michigan in Frontier Energy, LLC v. Aurora Energy, Ltd..'*' In
Aurora, Section 365 was at issue, and the Energetics decision was one of many
cases to which the court attempted to determine whether oil and gas leases could

g

113 Id.

114 See Energetics, Ltd. v. Whitmill, 497 N.W.2d 497, 502 (Mich. 1993).

115 Id.

16 14

4

118 1d.

19 Jd. (citing Jupiter Oil Co. v. Snow, 819 S.W.2d 466, 568 (Tex. 1991) and Kaiser v. Love, 358 S.W.2d
586, 587 (Tex. 1962)).

120 See River Prod., Co. v. Webb (In re Topco, Inc.), 894 F.2d 727, 739 n.16 (5th Cir. 1990).

121 Frontier Energy, LLC v. Aurora Energy, Ltd. (In re Aurora Oil & Gas Corp.), 439 B.R. 674, 678
(Bankr. W.D. Mich. 2010) (“[TThe [Michigan] Supreme Court characterized the reversionary interest as a
‘leasehold’ interest that reverts to the ‘interest owner,” even though it cited Texas law which generally treats a
lessee’s interest as a fee.”).
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in fact be rejected pursuant to the statute.'?? After discussing Energetics, the
court turned to a 1942 Michigan Supreme Court decision in which the Court
held that a lessee in an oil and gas agreement is “but a lessee for a determinable
term and [is] not seised of an estate of inheritance.”'?* While not exactly on point
(this case dealt with Michigan’s dower statute rather than the Code'?*), the
Aurora court found the language helpful in determining that Michigan law
“treats a lessee’s interest as a leasehold or profit d prendre, but not a freechold
estate.”!2

After having reached this conclusion, the court went on to discuss the plain
meaning of the word “lease,” citing the United States Bankruptcy Court for the
Northern District of Illinois, stating that lease commonly means:

[1] an agreement by the owner of property (the lessor) to allow
exclusive possession of that property by another person (the lessee),
[2] for a defined period of time, [3] in exchange for payment (“rent”)
by the lessee, [4] with the propel’[?/ reverting to the lessor at the end of
the lessee’s period of possession. 2

The court then stated that the oil and gas leases at issue fell squarely within this
definition of a lease, noting that the lessor conveyed an interest to the lessee in
exchange 