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Tex. Supreme Court Splits Over Meaning of “Offset Well” in Shale Plays

June 5, 2018 | By Chris Halgren and Austin Brister

The Texas Supreme Court issued a narrow 5-4 opinion in Murphy Exploration & Production Co. — USA v. Adams on June 1,
2018, interpreting a common “offset” clause contained in a 2009 oil and gas lease. The majority held that the phrase “offset
well” in that clause does not necessarily refer to a well that would protect the leasehold against drainage, but instead referred
to a well drilled anywhere on the leased premises that was drilled to a depth required by the lease. The Court reached this
conclusion based on interpreting that phrase in light of “surrounding circumstances” evidence of the discovery of the Eagle
Ford and drainage patterns of horizontal shale wells. Four justices dissented in an opinion that, among other things, criticized
the majority opinion for disregarding the commonly understood meaning of the phrase “offset well,” which is a well designed
to protect the leasehold from drainage.

The clause at issue in the Murphy case provided:

It is hereby specifically agreed and stipulated that in the event a well is completed as a producer of oil and/
or gas on land adjacent and contiguous to the leased premises, and within 467 feet of the premises covered
by this lease, that Lessee herein is hereby obligated to...commence drilling operations on the leased acreage
and thereafter continue the drilling of such off-set well or wells with due diligence to a depth adequate to test
the same formation from which the well or wells are producing from on the adjacent acreage.

When a well on a neighboring tract triggered this clause, Murphy drilled a well 1,800 feet from the lease line and 2,100 feet
away from the triggering well. Murphy argued that this well satisfied the offset well requirement because it was drilled on the
leased premises and to the same depth as the neighboring well. The lessor argued the well did not qualify as an offset well
because it was not designed to protect against drainage.

The majority concluded that this offset clause did not require the drilling of a well that would actually protect against drainage,
but instead only required Murphy to drill a well that is (1) on the leased acreage and (2) to a depth adequate to test the same
formation from which the triggering well is producing. Importantly, the Court found that the offset obligation did not require
that the offset well be drilled in any specific location or any specific distance from the leased premises. Essentially, the Court
held that Murphy’s offset well could be anywhere on the leased premises, so long as it was drilled to the same zone as the
well that triggered the offset clause. This is precisely what Murphy did and, as a result, the Court held that Murphy satisfied
its obligation under this offset provision, as a matter of law.

The Court’s holding was largely founded on the “surrounding circumstances” identified by the majority. Particularly, the Court
focused on the fact that the leases were executed in 2009 and that the lessors did not dispute that the leases were drafted
with horizontal shale drilling in mind. The Court noted that “commentators have recognized” that “little or no drainage will
occur between the two tracts” in a shale play, assuming one is drilled and the other is not. Based on this understanding, the
Court concluded that the parties must have not intended for an offset well to be drilled in a location to protect against drain-
age, referring to any other conclusion as “illogical.” The Court limited its holding to “the circumstances at hand, which involve
unconventional production in tight shale formations.”
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Four justices dissented in an opinion that complained that the majority was “explaining on behalf of Murphy” why the parties
who negotiated leases (which did not include Murphy) could not have intended for the phrase “offset well” to retain its tradi-
tional meaning. The dissent concluded that the phrase “offset well” required Murphy to drill its offset well at a location where
a reasonably prudent operator would drill a well to protect the leasehold from actual or potential drainage, whether or not
any was occurring. All parties agreed that this offset clause could be triggered regardless of whether there was actual drain-
age, thereby distinguishing this clause from the implied covenant to protect from drainage. The dissent complained that the
Court’s holding effectively stripped the lessors of any leasehold protections that the offset clause could have been designed
to protect and that the word “offset,” as used in the lease, would have no meaning.

It is yet to be seen whether, and to what extent the Court’s willingness to interpret leases through the lens of unconvention-
al drilling will have on other lease provisions, and the role, if any, of expert engineering testimony in shaping what is seen
through that lens.

The attorneys at McGinnis Lochridge are available to discuss how the Murphy case may impact your current or future offset
obligations. Companies examining their offset obligations or negotiating new leases should pay close attention to the Mur-
phy case as it will likely guide Texas courts in the interpretation of offset obligation clauses going forward, at least in regard
to modern leases (executed in 2009 or later) covering minerals in unconventional shale plays. However, the sharp dissent in
this case is likely to motivate challenges to the presumed “intent” of the parties by lessors seeking to get around the result
in Murphy.
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