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For many years, the well-established law in
Texas has been that a mortgaged property could
be sold by the foreclosing party to satisfy the
debt owed. How did this affect an oil and gas
lease executed subsequent to the date of a pre-
existing mortgage? Foreclosure upon a lien
generally acted to terminate any oil and gas
lease which had been executed subsequent to the
date of the pre-existing lien. In other words, if a
borrower took a mortgage on his property, and
afterwards entered into an oil and gas lease, that
oil and gas lease would usually terminate if the
borrower defaulted on his note and the property
was foreclosed upon.

Historically, most onshore oil and gas wells
were drilled and completed in rural areas, where
larger tracts of land were the norm. Part of the
process of leasing, drilling, and producing on oil
and gas properties is securing a title opinion
covering the land. A critical element of the title
examination is to determine whether there were
any outstanding liens on the property, since, as
mentioned above, foreclosure could lead to
termination of the oil and gas lease. Therefore,
if the title attorney’s examination revealed the
existence of a lien, mortgage, deed of trust, or
other similar instrument acting to encumber the
property, he usually made a requirement similar
to the following:

REQUIREMENT: You should
obtain and furnish for our
examination either a recorded
release or a subordination of
any unreleased liens,
mortgages, deeds of trust, or
other  similar  instruments
identified in the Encumbrances
on Title section of this Opinion.
In the alternative, it will be
necessary for you to assume the
attendant business risk with
respect to any claims that may
be asserted by the grantees of
such  instruments  regarding
payments made to the owners of
interest in the Subject Lands.

Usually, the release is obtained in a situation
where the note had been fully paid but, for
whatever reason, the release was not initially
located by the landman in his search through the
official public records of the county where the
property is located or the release was not
properly filed in said records. A subordination
agreement is one where the lending party agrees
to assign the pre-existing lien a lower priority to
a subsequent oil and gas lease. As a result, it is
as if the lease had been executed and recorded
prior to the lien.

Why was the title attorney’s requirement
necessary? It is a common practice for lessees to
take oil and gas leases on lands which are
subject to previously recorded mortgages, liens,
or deeds of trust, or similar instruments. Texas
being a “first in time, first in right” state, these
leases were considered “junior” or inferior to the
previously recorded lien. Therefore, foreclosure
on a pre-existing lien, without subordination,
generally caused the oil and gas lease to
terminate.

You may have noted that a foreclosure on a pre-
existing lien generally caused an oil and gas
lease to terminate. Foreclosure did not always
cause the oil and gas lease to terminate. Factors
to consider included:

(a) Did the lien attach to the real property,
as opposed to simply a structure or other
improvement?

(b) Were the minerals already severed from
the surface? In other words, did the
borrower only have the right to
encumber the surface?

(c¢) Did inverse order of alienation apply?
This is a whole other topic for
discussion, but basically it concerns the
order in which the property interests of
encumbered property are sold.
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Notwithstanding these possible exceptions, the
mere risk of lease termination made the title
attorney’s requirement necessary and prudent.

Beyond a release or subordination from the
lender, was there anything clse that the lessee
could do to protect the lease? The answer is yes.
The clever lessee often included a Lease
Subordination Clause in the oil and gas lease,
which generally read as follows:

Lease Subordination _Clause:
Lessee, at its option, may pay
and discharge any taxes,
mortgages, or other liens
existing, levied, or assessed on
or against the leased premises
and, in the event it exercises
such option, it shall be
subrogated to the rights of any
holder or holders thereof, and
in addition to its other rights,
may  reimburse itself by
applying to the discharge of any
such mortgage, tax, or other
lien, any vroyalty or rentals
accruing hereunder.

However, this solution was not without
problematic issues of its own. The lessee was
forced to constantly monitor for foreclosure
notices on the property. The lessee often saw
this clause as a justification to waive or ignore
the release/subrogation requirement. The lessee
could be placed in a position requiring it to deal
with the lending parties. The amount of the
outstanding loan might render its repayment
from the borrower’s production revenue
improbable. The size and location of the leased
property would certainly call into question
whether the lease was worth saving.

So, the bottom line under Texas faw had been
that when there was a mortgage, deed of trust, or
other similar encumbrance recorded prior to the
oil and gas lease, the lessee should always seek a
release or subordination, because depending on
the surrounding facts, a foreclosure may put the
lease in jeopardy of termination.

The Barnett Shale: The Basis for Change

The Barnett Shale is a massive geological
formation, the productive part of which is
estimated to stretch from the City of Dallas west
and south, covering 5,000 square miles and at
least 18 counties in Texas!. Some experts have

! “Barnett Shale Information,” from the Website of
the Railroad Commission of Texas found at
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said that the Barnett Shale formation is the
largest onshore natural gas field in the United
States?. A large portion of the formation lies
under the Fort Worth metropolitan area. The
formation had been well-known for many years,
but the large-scale development of the formation
did not occur until certain horizontal drilling and
hydraulic fracturing (“fracking”) technologies
were perfected.

The heyday of the Barnett Shale leasing began
in the early to mid-2000’s which led to the
unprecedented leasing of many thousands of
urban properties in Fort Worth and surrounding
communities. Those properties included typical
residential lots, shopping centers, church
properties, public parks, airports, and so on.
Many of these residential lot propertics were
subject to pre-existing mortgages, and lessees
were submitting to lending institutions requests
for subordinations by the thousands. Lenders
soon became overwhelmed with these
subordination requests, and were sometimes
slow to respond. Some lenders were
uncomfortable with issuing subordinations, as
they were unfamiliar with the oil and gas
business, and were unsure of the impact of such
a subordination.

Oil companies would group hundreds of leased
residential lots, along with other urban
properties, to form a pooled “unit.” These units
were pooled together to form larger tracts of
land for purposes of horizontal drilling. The
Texas Railroad Commission (the “RRC”)
governs issues such as well location and
spacing. The RRC established the Barnett Shale
Field Rules, which provided that no well shall be
drilled nearer than 330 feet to any property line,
lease line, or subdivision line.

This led to a significant problem. Each unit
consisted of hundreds of residential lots, among
other types of properties. Many of these lots
were subject to pre-existing mortgages, and
many of which the lessees did not secure lien
subordinations. The sub-prime mortgage crisis
of the mid to late 2000’s led to a large decline of
home prices, mortgage delinquencies, and
eventually, massive numbers of foreclosures on
residential properties. As these residential
properties were foreclosed upon, the oil and gas
lessees found themselves in the precarious
position of having a large number of their
Barnett Shale leases terminated. The now-
unleased lands created new lease boundaries

http://www.rrc.state.tx.us/oil-gas/major-oil-gas-
formations/barnett-shale-information/
2 Ibid.
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with the previously formed units, which caused
the lessees to have to seek other cures, such as
securing a new lease from the bank or the new
owner of the foreclosed property, change the
drillpath location, or apply for a Rule 37 spacing
exception to the RRC.

The Cure

The State of Texas has put forth its solution to
the problem. On January 1, 2016, Section 66.001
of the Texas Property Code, titled “Sale of
Property Subject to Oil or Gas Lease,” became
effective. Here is a brief overview of the statute:

M Foreclosure will not terminate an oil and gas
lease if (a) the lease has not terminated or
expired on its own terms and (b) the lease
was executed and recorded in the real
property records of the county before the
foreclosure sale.

X The borrower’s interest in the lease,
including the right to receive royalties or
other payments due and payable after the
foreclosure date, passes to the purchaser of
the foreclosed property.

K The foreclosure sale terminates any right
granted under the oil or gas lease for the
lessee to use the surface of the real property.
This eliminates the traditional dominate
nature of mineral rights over surface rights.

B An agreement, including a subordination
agreement, between lessee and lender or
lessee and purchaser of foreclosed property
controls over any conflicting provision of
the statute.

K This statute does not apply to a lien not
attached to a mineral interest in
hydrocarbons in the mortgaged property.

K The statute applies only with respect to a
foreclosure sale for which (a) the notice of
sale is given on or after the effective date of
the statute (January 1, 2016), or (b) a
judicial foreclosure commenced on or after
the effective date of the statute.

X This statute is retroactive in nature.
What does the future hold? Depending on

who vou are, is the cure worse than the
disease?

The impact of the new statute varies depending
on the party. Lessees find themselves with
greater certainty as to their oil and gas lease not

being terminated by foreclosure. However, the
lessee must consider the impact of losing the
rights to use the surface if there is a foreclosure.
This is usually of no consequence in non-
drillsite locations, but if the property is the
drillsite location, this is obviously critical.
Losing surface use may require the lessee to
obtain a surface use agreement from the lender
or new property owner, or from an owner of an
adjacent tract for directional or horizontal
drilling purposes.

In many cases, the lessee will likely waive the
title opinion’s subordination requirement for
non-surface use tracts.

Lending institutions may find that they have
lowered collateral value because of the lender’s
uncertainty as to whether, in case of foreclosure,
they will be in a position to sell the mineral
estate unencumbered by oil and gas leases. The
retroactive nature of the new law may have a
negative impact on lenders and parties that
acquire foreclosed properties. Constitutional
challenges for an improper taking may be on the
horizon. On the positive side, lenders will likely
find that they have fewer requests for
subordinations.

Borrowers may be faced with restrictions on
their ability to enter into oil and gas leases due
to anticipated changes in language in new loan
documents. Anticipated new language includes a
consent clause, under which lenders may start to
require that borrower obtain lender’s consent
before leasing minerals, and a recourse clause,
under which lenders may seek to establish
recourse in the form of damages or penalties if
borrower leases minerals without consent.

Loss of surface rights opens up a number of
areas of concern, such as (a) when the property
is a well site, (b) determining the plugging and
abandonment requirements, (c¢) ownership of
surface equipment and facilities, and (d) good
faith and bad faith trespass issues.

Notwithstanding the new statute, the prudent
lessee should strongly consider securing a
subordination agreement (a) if the leased
property might ever be used as a surface location
and (b) due to potential challenges to the new
law.
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