
Operators Liable Only for Gross Negligence or Willful Misconduct In Texas

By: Martin P. Averill*

I. Reeder v. Wood County

On August 31, 2012, the Texas Supreme Court issued its long-awaited decision in Reeder
V. Wood County Energy, LLC et al. The decision addresses the scope of the exculpatory clause
in the 1989 AAPL Form 610 Joint Operating Agreement. Reeder has important ramifications for
both Operators and Non-Operators, and could materially alter the manner in which those parties
negotiate their respective contractual rights with respect to jointly owned prospects in the future.
It will also impact existing litigation and the parties' rights under existing Joint Operating
Agreements.

A. The 1989 Form JOA

Various provisions of the 1989 Form, in particular Article V.D "Rights and Duties of
Operator," appear to impose mandatory duties on the Operator—^the phrase "Operator shall" is
used Uberally throughout. Moreover, Article VILA imposes upon all parties an "obligation... to
act in good faith in their dealings with each other with respect to activities hereunder." The
COPAS Accounting Procedures, Exhibit C to the JOA, also contain various ostensibly
mandatory duties and impose a dispute resolution process in Paragraph 5 regarding audits by
non-Operators. Texas courts have for many decades addressed non-operator's claims that
operators allegedly breached of these duties, as well as more creative tort-type claims such as
negligence, fraud, unjust enrichment, constructive trust and breach of fiduciary duty.

Despite all of these seemingly mandatory obligations for the Operator, one clause in the
Agreement could trump them all. Article V.A.I of the 1989 JOA provides; "Operator shall
conduct its activities under this agreement as a reasonable prudent operator, in good and
workmanlike manner, with due diligence and dispatch, in accordance with good oilfield practice,
and in compliance with applicable law and regulation, but in no event shall it have any liability as
Operator to the other parties for losses sustained or liabilities incurred except such as may result
from gross negligence or willful misconduct." (Emphasis supplied). The difference between this
language and the language in Article V.A.I of the 1977 and 1982 Forms is that the earlier forms
required the Operator to "conduct all such operations in a good and workmanlike manner ...."
(Emphasis supplied).

^ Martin P. Averiil is a Member of Looper Reed & McGraw P.C. in Dallas, Texas, specializing in oil and gas
transactions and litigation. Mr. Averill's contact information is maverill@,lrmlaw.com. Direct Dial 214-237-6338.
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B. What Did The Court Decide?

The question before the Court was whether breach of contract claims are viable against
operators under a standard 1989 Form JOA. The Court held that breach of contract is not a
viable cause of action for non-operators, reasoning that Article V.A.l's "exculpatory clause"
shields operators in Texas from liability for all but gross negligence or willful misconduct. This
decision departs from prior Texas appellate decisions interpreting the differently worded
exculpatory clauses in the 1977 and 1982 Form 610 JOA. In those cases, the courts held that the
exculpatory clause was limited to operational activities rather than all activities under the JOA.

According to the Court, relying on "legal commentators" in the industry, this change in
verbiage was a "meaningful difference" that broadened the clause's protection of operators: The
phrase "such operations" in the earlier forms limited the clause's scope to operational activities
on the Contract Area or at the wellsite rather than to all actions under the JOA, while the new
language of "its activities xmder this agreement" applies to everything the Operator does in its
role as the designated Operator under the JOA.

With this decision, the Court essentially adopted the reasoning of the United States Court
of Appeals for the Fifth Circuit in the 1992 decision Stine v. Marathon Oil Co.—^where the Fifth
Circuit exempted operators from liability (under the 1977 Form) for "any acts done under the
authority of the JOA 'as Operator' "—and left little wiggle room for a contrary view: "Because
the parties modeled their joint operating agreement after the revised exculpatory clause in the
1989 Form, the operator is exempted from liability for activities under the agreement unless the
liability arises from gross negligence or willful misconduct."

C. The Litigation

The parties were not getting along on major operations decisions. Reeder, the operator,
sued Wood County Energy (in which he was a 45% partner) and the other non-operators alleging
that as operator he had the exclusive right of possession of certain well bores and for other
claims. The defendants coxmterclaimed that he illegally produced oil, fraudulently reported oil
from one formation as being produced from another, and failed to sustain production in the
quantities required by the JOA. All parties alleged conversion, violations of the Texas Theft
Liability Act, and other misdeeds.

The jury found that Reeder breached his duties as operator. The non-operators were
awarded damages and a declaration that Reeder owned no interest in the two formations at issue.
The Court of Appeals agreed but the Supreme Court reversed. After holding that only gross
negligence or willful misconduct were actionable under the 1989Form, the Court then examined
Reeder's conduct in light of the evidence and found "no evidence that Reeder knew about the
peril but did not care about the consequences."
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D. The Takeaway—Litigation under Existing JOAs, Negotiations in Future

What impact will Reeder have on future joint operations in Texas and litigation about
joint operations? After Reeder, and under the express terms of the exculpatory clause, Non-
Operators may still sue Operators for gross negligence or willful misconduct, but proving these
claims is very difficult under existing Texas law. As explained in Reeder, gross negligence has
both an objective and a subjective component. Transp. Ins. Co. v. Moriel, 879 S.W.2d 10, 21-
22 (Tex. 1994). In examining proof of the subjective component, courts focus on the defendant's
state of mind, examining whether the defendant knew about the peril caused by his conduct but
acted in a way that demonstrates he did not care about the consequences to others. Determining
whether an act or omission involves peril requires "an examination of the events and
circumstances from the viewpoint of the defendant at the time the events occurred, without
viewing the matter in hindsight."

Aside from gross negligence (total lack of care) or willful misconduct (the Operator did it
on purpose), non-operators will have an uphill climb attempting any other type of claim. Non-
Operators likely cannot sue for standard negligence because the JOA exists. Under longstanding
Texas precedent, where a contract exists to govem the parties' relationship, tort claims (a "tort"
is a legal wrong in violation of a duty) are unlikely to succeed.

Non-Operators cannot sue for breach of contract, which is directly foreclosed by Reeder.
Claiming a breach of fiduciaiy duty will likely fail, as fiduciary duties are expressly disclaimed in
Article VILA of the 1989 Form. Even without this express limitation, past precedent from Texas
courts indicated a general reluctance to impose fiduciary duties on Operators except, rarely, in
extreme cases of self-dealing in the handling of joint monies (i.e., a species of "willful
misconduct"). Notably, this concept is incorporated into Article V.D.4 of the 1989 form JOA,
which establishes a fiduciary duty between Operators and Non-Operators to account for "any
funds of the Non-Operators advanced or paid to the Operator, either for the conduct ofoperations
hereunder or as a result of the sale of production fi-om the Contract Area." It is worth
questioning whether, despite this provision, a claim for breach of fiduciary duty could succeed
unless the Non-Operator proves willful misconduct. After Reeder, the Non-Operator would
likely need to prove such willful wrongdoing to circumvent the exculpatory clause. Query
whether COPAS Accounting Procedures and its audit and dispute resolution mechanism would
trump a lawsuit based on accounting matters.

There could be many ways that a Non-Operator could be severely damaged by an
Operator's actions that might fall short of gross negligence or willful misconduct. For instance,
if a COPAS dispute arises and the non-operator is correct that incorrect charges were made to the
joint account, what cause of action would the non-operator assert against the Operator to remedy
the improper charges? This example is even more interesting in light of the COPAS Exhibit's
inclusion of a dispute resolution mechanism which expressly contemplates the possibility of a
lawsuit after mediation. Another example: If the Operator negligently fails to obtain the
required insurance and an incident happens which results in a release event, a blowout, or
harm/death, or property damage for third parties, and the Non-Operators are sued, will the Non-
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Operators be able to assert indemnity claims against the Operator? Or if the Operator fails to
secure the necessary equipment and labor to drill a well and leases are subsequently lost, what
claims remain for the Non-Operators to remedy the damage caused? In all of these examples, if
the Operator's conduct was not intentionally wrong or grossly negligent, but merely just a
mistake, it is reasonable to question whether under Reeder the aggrieved non-Operator, despite
being right, will have any ability to remedy the mistake.

If an Operator's breach relates to a financial obligation. Article VII.D of the JOA might
present an interesting dilemma after Reeder. Article VII is titled "Expenditures and Liability of
Parties." Article VII.D. 1 addresses "Defaults and Remedies," and allows non-Operators to
appoint a replacement Operator effective immediately if the Operator fails to cure its default
within thirty days of notice thereof. Article VILD.2 allows "Non-defaulting parties" to sue to
collect the amounts in default for the benefit of the joint account and at joint account expense and
further provides: "Nothing herein shall prevent any party from suing any defaulting party to
collect consequential damages accruing to such party as a result of the default." The viability of
this provision after Reeder may hinge on the difference between the Operator as Operator and the
Operator as just another working interest owner. As operator, the Operator has very little actual
financial responsibility (vis-a-vis the Non-Operators) for the costs of joint operations—^the
working interest owners pay those costs as a general matter. Thus, this provision may be relevant
only in cases where the Operator who owns an interest in the Contract Area does not pay its
proportionate share of costs for its working interest in the Contract Area.

11. Removal of Operator

Removal of the operator remains viable, but would do nothing to remedy past harms. The
Operator may be removed only for "good cause" by a majority vote of Non-Operators. "Good
cause" is defined in Article V.B.I, to include gross negligence and willful misconduct, but also
"the material breach of or inability to meet the standards of operation contained in Article V.A.
or material failure or inability to perform its obligations vmder this agreement." A material
breach, generally, is one that is significant enough to destroy the value of the contract, rather than
a minor failure to comply with the contract's terms. Regarding removal, injunctive relief may be
available to Non-Operators, and in fact may be easier to obtain in light of Reeder, Since Non-
Operators arguably have no ability to obtain a damages award for negligence or standard
breaches of contract, they may have no "adequate remedy at law." Having a "remedy at law" can
be a major obstacle to getting injunctive relief

Some key cases on removal are:

Tri-Star Petroleum Company v. Tipperary Corporation, 101 S.W.3d 583 (Tex. App. - El
Paso 2003, pet. denied), involved an appeal firom a temporary injunction issued by the district
court requiring Tri-Star to relinquish its status as operator imder a 1989 Form 610 JOA and
prohibiting interference with the successor operator's assumption of control while the non-
operators sought a final judicial determination regarding operator removal. The court found the
last peaceable non-contested status was after the vote to replace the operator, meaningthe status
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quo enforced by the injunction was that point after the vote where the operator had been removed
W- by the terms of the JOA to carry out its duties by improperly assessing charges, failing to supply

reasonable information requested by non-operators, commingling fimds and allowing premature
loss of acreage. The injunction therefore did not remove the old operator—^it just made the
removed operator recognize the new operator. The court also rejected the operator's defense that
the gross negligence standard should apply in cases involving a temporary injunction for
financial failures and accoimting, and held that the operator had acted in a grossly negligent
manner.

R& R Resources v. Echelon Oil, No. 03-05-00479-CV, 2006 WL 66458 (Tex. App. -
Austin 2006, no pet.)(unpublished opinion), the trial court granted a temporary injimction,
preventing the operator fi-om opposing the designation of a new operator after being voted out by
a majority vote for failing to meet financial obligations such as late payments, high operation cost
and failure to install continuous treating system under. The court upheld the grant of a temporary
injunction, citing Tipperary and the 1989 JOA for the rule that "[f]ailure to make prompt
adjustments to an operating account and improperly assessed charges...have been bases for
finding that an operator 'failed or refiised to carry out its duties.'"

Indigo Oil, Inc. v. Wiser Oil Co., No. 05-96-00984-CV, 1998 WL 839591 (Tex. App.—
Dallas Dec. 7, 1998). The operator managed a gas field under a 1989 Form 610 JOA. A non-
operator complained of deficiencies in operation, and held a meeting of other non-operators to
elect a replacement. The alleged deficiencies included improper handling of the gas and

/ excessive operating costs. The requisite removal votes of two or more non-operators owning a
majority interest were obtained. The operator responded by filing an action for declaratory relief
that the non-operators had no cause to remove it as operator. For the non-operators to prevail,
they had to show that the operator failed or refiised to carry out its duties. For the operator to
prevail, it had to establish that the non-operators lacked cause for removal. The trial court found
that the operator did not fail or refuse to carry out its duties under the joint operating agreement
and these findings were upheld on appeal.

Gifford Operating Co. v. Indrex, Inc., No. 2:89-CV-0189, 1992 U.S. Dist. LEXIS 22505
(N.D. Tex. 1992) (unreported decision), the operating agreement in question appears to be the
AAPL 1977 Form. Non-operators owning 50% or more of the working interest voted to remove
the operator as provided for in the JOA. The opinion lists in detail nimierous alleged operational
defects by non-operators. However, the court felt that the operator must be fi-ee to exercise its
good judgment, and noted that the operator can only be removed if it failed to operate the well in
a good and workmanlike manner. The court disagreed with the non-operators and found that the
operator did operate the wells in a good and workmanlike manner and could not be removed
even by a vote ofmore than 50% of the working interest owners.

III. Future joint operations

At the end of the day, the parties to any contract have the ability to define their
relationship and expectations in that contract. Naturally, knowing and trusting your Operator is
an obvious good business practice for any working interest owner in any state. Parties with
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longstanding relationships and plans for future operations will want to maintain those
relationships and resolve disputes amicably. But due diligence and past practice go only so far.

Given their limited ability to fix operational miscues after the fact, Non-Operators in
Texas would be well advised to heighten their monitoring of operations, notices, lease issues and
financial issues. Simply relying on the Operator to get things done is no longer a reasonable
manner of conducting business. One cautionary note, however: Exercising control over
operations could expose Non-Operators to claims of joint and several liability resulting fi-om a
joint venture, agency or "mining partnership". Monitoring and oversight, without actual control,
would not likely rise to the level of control required in Texas for such a finding. See, e.g., Ayco
Dev. Co. V. G.E.T. Serv. Co., 616 S.W.2d 184, 186 (Tex 1981).

If total operational exemption from liability is not intended by the parties to a JOA, the
exculpatory clause should be modified to specifically reflect the intended limits of the Operator's
exemption. In addition, even though it would not fix the harm already done, non-Operators may
wish to make removal ofan Operator easier by shortening the removal timefi-ame, broadening the
definition of "good cause" for removal, or deleting good cause altogether and allowing removal
at will. Reeder also presents potential new disclosure and risk warning dilemmas for those in our
industry raising capital fi-om third parties through private placements—if something goes wrong,
investors will want recourse that may no longer be available after this decision.

If an Operator will not modify the JOA's form language as requested by a Non-Operator,
the Non-Operator could refuse to sign the JOA and rely instead on its common law rights and
remedies with regard to the development and operation of jointly owned minerals. It is fair to
question, after Reeder, just what benefit Non-Operators receive from being a party to the JOA. If
the Operator is insulated from any liability for its actions under the JOA except for, essentially,
purposeful malfeasance or complete lack of care, and other provisions therein actually constrain
Non-Operators and penalize them in certain circumstances—including among others non-consent
penalties of 300% or more rather than the common law rule of straight cost recoupment,
restrictions on assignment rather than free alienability of property rights, and the granting of liens
for failure to pay costs—Non-Operators may simply decide to forego the decades-old practice of
entering into a JOA and fall back on their common law rights as co-tenants.

IV. Fiduciary duties

Texas is among those states that do not imply any generally applicable fiduciary duties on
oil and gas operators toward their fellow working interest owners. See, e.g., Luling Oil & Gas
Co., V. Humble Oil & Refining Co., 191 S.W.2d 716, 722 (Texas. 1945) (JOA does not of itself
establish a partnership); Norman v. Apache Corp., 19 F.3d 1017, 1025 (5**^ Cir. 1994) ("Texas
law is clear that such an agreement does not itself give rise to a fiduciary duty between the
operator and non-operating working interest owners."); Holloway, 970 S.W.2d 641 (no fiduciary
duty from JOA); Hamilton v. Texas Oil & Gas Corp., 648 S.W.2d 316 (Tex.App.-El Paso 1992,
writ refd n.r.e.) (no joint venture, so no fiduciary relationship).
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However, fiduciary duties may arise when marketing production in Texas. In Johnson v.
America Cometra, Inc., the Austin Court of Appeals addressed a complaint by a non-operator
alleging that the operator, who was marketing the non-operator's gas pursuant to binding division
orders which dedicated the non-operator's share of gas to the operator's third-party gas purchase
contract, had violated a fiduciary duty by failing to assert a take-or-pay claim against the gas
purchaser. The court rejected the operator's argument that it was not a fiduciary because it was
neither the agent nor the partner of the non-operator, instead holding that if an operator acts as
the agent of the non-operator in entering the gas purchase contract, then the operator "owes to the
non-operators all those duties owed by an agent to its principal." 837 S.W.2d 711, 716 (Tex.
App.- Austin 1992, writ denied). For an extended discussion of the Cometra case as it relates to
other Texas case law on the issue of fiduciary duties in a marketing context, see Bryant C. Boren,
Jr., 1996 Advanced Oil & Gas Short Course Operating Agreements (Univ. of Houston Law
Center 1996).

Citing Cometra, the Texarkana Court of Appeals has held that an operator selling gas for
nonoperators was acting as an "agent" who owed duties to account to its "principal." Long
Trusts V. Atlantic Richfield, 860 S.W.2d 439, 445 (Tex. App. - Texarkana 1993, writ denied). In
addition, appellate court affirmed finding that affiliate transaction was used to "perpetrate a
fraud," and the issue of punitive damages was submitted.

In another marketing case, the Tyler Court of Appeals in Holloway v. Atlantic Richfield
Co. held that the operator's marketing of interest owner's gas did not give rise to fiduciary duty
on the part of the operator to enforce its contract with buyer because the interest owner's gas was
not dedicated under operator's contract with buyer. 970 S.W.2d 641 (Tex. App - Tyler 1998).
While the court agreed with Long Trusts that the operator's marketing of the nonoperator's gas
carried with it certain limited duties to account and avoid conflicts of interest, the court held that
the operator is not acting as the nonoperator's agent in executing a gas purchase contract with a
third party unless the nonoperator's production is dedicated to that contract as it was in Cometra.

A case from the South Dakota Supreme Court held an operator liable for punitive
damages for financial misstatements and wrongful cost allocations under common law fraud
concepts. The JOA at issue was based upon the 1989 Form, which imposes a good faith
obligation on the operator. A vehement dissenter argued that the JOA supplanted the common
law, and that the majority should have relied solely upon the "bad faith" required by the 1989
Form JOA for liability for wrongful cost allocations. Grynberg v. Citation Oil & Gas Co., 573
N.W.2d493 (S.D. 1997).

North Dakota has held differently. In Grynberg v. Dome Petroleum Corp., 599 N.W.2d
261 (N.D. 1999), the non-operator argued that an operator had breached fiduciary duties in
inadequately keeping records on payout calculations. In holding that the contract was
dispositive of Grynberg's claims for breach of a fiduciary duty, the Dome Court held that
Grynberg failed to object within 24 months to the operator's costs under the COPAS procedures
attached to the joint operating agreement, and also that the JOA and the operating agreement
both specifically provided that the venture was not a partnership and that Dome had no liability
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except for gross negligence or willful misconduct under the exculpatory clause. Interestingly, the
W-- operating agreement in Dome was the 1977 form. The Dome court upheld the exculpatory

clause's preclusion of Grynberg's claim of fiduciary duty to maintain and retain records to
determine when payout occurred, and affirmed the trial court's finding that the operator's acts
did not constitute gross negligence or willfixl misconduct. The court held that "we conclude the
parties' contractual agreement is dispositive of Grynberg's claim for breach of fiduciary duty."
Id. at 268. In other words, the exact opposite holding fi-om Abraxas and the same as Reeder but
thirteen years earlier.

Page 9

1320393.1


