STATE OF NEW MEXICO
COUNTY OF SANTA FE-
FIRST JUDICIAL DISTRICT

SUN-WEST OIL AND GAS, INC.,
Appellant, No. D-0101-CV-200200752

V.

NEW MEXICO OIL CONSERVATION
COMMISSION, and BETTIS, BOYLE &
STOVALL,

Appellees.

AGREED MOTION TO DISMISS

COMES NOW Appellant, Sun-West Oil and Gas, Inc., and pursuant to Rule 41(A)(1),
moves the Court to dismiss this appeal that was instituted pursuant to Rule 74, NMRA 2002, for
the reason that the Order appealed from has now expired, rendering this appeal moot. Counsel
for Appellees New Mexico Oil Conservation Commission and Bettis, Boyle & Stovall are
unopposed to this motion. An agreed order is submitted herewith.

WHEREFORE, Appellant Sun-West Oil and Gas, Inc. prays that the Court enter an order
dismissing this appeal.

RESPECTFULLY SUBMITTED,
STRATTON & CAVIN, P.A.

%Mld)/

Se\fy H. Cavin, Jr.

Stephen D. Ingram
40 First Plaza, Suite 610
Albuquerque, New Mexico 87102
(505) 243-5400

ATTORNEYS FOR SUN-WEST OIL AND GAS, INC.



I hereby certify that a true and correct
copy of the foregoing was served via
first class mail to:

Stephen C. Ross

Special Assistant Attorney General

New Mexico Oil Conservation Commission
1220 South St. Francis Drive

Santa Fe, New Mexico 87505

Attorney for New Mexico Oil Conservation Commission
William F. Carr
Holland & Hart

PO Box 2208
Santa Fe, New Mexico 87501-2208

Attorneys for Bettis, Boyle & Stovall
this 54 day of June, 2002.

STRATTON & CAVIN, P.A.

o Ty —

Stephen D. Ingram




STATE OF NEW MEXICO
COUNTY OF SANTA FE

FIRST JUDICIAL DISTRICT
SUN-WEST OIL AND GAS, INC.,

Appellant, No. D-0101-CV-200200752

V.

NEW MEXICO OIL CONSERVATION
COMMISSION, and BETTIS, BOYLE &
STOVALL,

Appellees.

AGREED ORDER OF DISMISSAL

CAME ON TO BE CONSIDERED Appellant’s Agreed Motion to Dismiss, and the
Court finds that said Motion is well taken and should be granted;
IT IS THEREFORE ORDERED that this action is hereby dismissed, with each party to

bear its own costs.

ART ENCINIAS, DISTRICT COURT JUDGE



APPROVED:

STRATTON & CAVIN, P.A.

o (I Do

My H. Cavin, Jr.

Stephen D. Ingram

Post Office Box 1216

Albuquerque, New Mexico 87103-1216
(505) 243-5400

ATTORNEYS FOR SUN-WEST OIL AND GAS, INC.

By:  Telephonically Approved June 4, 2002
Stephen C. Ross
Special Assistant Attorney General
New Mexico Oil Conservation Commission
1220 South St. Francis Drive
Santa Fe, New Mexico 87505
(505) 746-3440

ATTORNEYS FOR APPELLEE NEW MEXICO OIL CONSERVATION COMMISSION

HOLLAND & HART

By:  Telephonically Approved June 5, 2002
William F. Carr
PO Box 2208
Santa Fe, New Mexico 87501-2208
(505) 988-4421

ATTORNEYS FOR APPELLEE BETTIS, BOYLE & STOVALL
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COUNTY OF SANTA FE Tanta Fe. Rio akifl 5
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Santa Fg. Nﬁfx 272 04-2265

SUN-WEST OIL AND GAS INC.,,
Appellant,
No. D-101-CV-200200752
Vvs.

NEW MEXICO OIL CONSERVATION COMMISSION, AND
BETTIS, BOYLE & STOVALL,

Appellees.

RECORD ON APPEAL CONTENTS

COMES NOW Appellee, the New Mexico Oil Conservation Commission
(hereinafter referred to as "the Commission"), by and through its attorney of record
Stephen C. Ross, Special Assistant Attorney General, pursuant to Rule 1-074(H) NMRA
(2000), and files the following with the Clerk of the Court as the Record on Appeal in the
above-captioned matter, the following:

1. Order No. R-11573-B of the Commission, dated February 15, 2002 (Record
on Appeal at 0001-09);

2. Order No. R-11573 of the Oil Conservation Division, dated April 26, 2001
(RA at 00010-15);

3. Order No. R-11573-A of the Oil Conservation Division, dated September 24,
2001 (RA at 00016-21);

4. Transcript of the evidentiary hearing of December 4, 2001, stenographically

recorded (RA at 00022-49);



-

5. Transcript of proceedings before the Commission of February 15, 2002,
stenographically recorded (RA at 00050-54);
6. Transcript of proceedings before the Commission of April 26, 2002,
stenographically recorded (RA at 00055-60);
7. Items of which the Commission took administrative notice during the
evidentiary hearing of December 4, 2001 or in Order No. R-11573-B:
a. Transcript of the hearing of April 19, 2001 conducted by the Oil
Conservation Division, stenographically recorded (RA at 00061-96);
b. Exhibits introduced during the hearing of April 19, 2001 (RA at 00097-
141);
c. Transcript of the hearing of May 31, 2001 conducted by the Oil
Conservation Division, stenographically recorded (RA at 00142-188);
d. Exhibits introduced during the hearing of May 31, 2001 (RA at 00189-
233);
e. An article entitled "Compulsory Pooling in New Mexico" by Sealy H.
Cavin, Jr. (RA at 00234-249);
f. Order No. R-7335 of the Oil Conservation Division (RA at 00250-256);
9. Copies of the below-listed papers and pleadings filed in the proceedings of
the agency:
a. Application for Hearing de novo (Sun-West) and cover letter of

Stephen D. Ingram, October 22, 2001 (RA at 00257-59);

b. Letter of Stephen C. Ross (the Commission) dated October 26, 2001

(RA at 00260);
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c. Letter of Stephen C. Ross (the Commission) dated November 9, 2001
(RA at 00261);

d. Docket of Commission Hearing of December 4, 2001 (RA at 00262-
63);

e. Pre-Hearing Statement of Bettis, Boyle & Stovall dated November 27,
2001 (RA at 00264-71);

f. Letter of William F. Carr (Bettis, Boyle & Stovall) dated November 27,
2001 (RA at 00272-73);

g. Pre-Hearing Statement of Sun-West dated November 26, 2001 (RA at
00274-277);

h. Affidavit of Shane Spear and cover letter of Stephen D. Ingram (Sun-
West) dated December 7, 2001 (RA at 00278-280);

i. Letter of Stephen C. Ross (the Commission) dated January 3, 2002 (RA
at 281);

j- Letter of Stephen C. Ingram (Sun-West) dated January 7, 2002 (RA at
00282-84);

k. Application for Rehearing of Sun-West and cover letter of Stephen D.

Ingram dated March 4, 2002 (RA at 00285-89);

1. Notice of Appeal (Sun-West) filed April 10, 2002 (RA at 00290-300);

m. Letter of Stephen D. Ingram (Sun-West) dated April 17, 2002 (RA at
00301);

n. Letter of William F. Carr (Bettis, Boyle & Stovall) dated April 22,

2002 (RA at 00302-03); and
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m. Letter of Stephen D. Ingram (Sun-West) dated April 30, 2002 (RA at

00304-05).

Respectfully Submitted:

L/

Siephen C. Ross

Special Assistant Attorney General
Oil Conservation Commission
1220 S. St. Francis Drive

Santa Fe, New Mexico 87505
(505) 476-3451 (telephone)

(505) 476-3462 (facsimile)

Certificate of Service

I, Stephen C. Ross, hereby certify that a copy of the foregoing pleading was
mailed to counsel listed below, this 204t.day of May, 2002:

Stephen D. Ingram

Stratton & Cavin P.A.

40 First Plaza, Suite 610
Albuquerque, New Mexico 87102

William F. Carr
Holland & Hart and Campbell & Carr
P.O. Box 2208

Santa Fe, New Mexico 87504-2208 f I

STephen C. Ross
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SUN-WEST OIL AND GAS INC,,

Appellant,
No. D-101-CV-200200752
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NEW MEXICO OIL CONSERVATION COMMISSION, AND
BETTIS, BOYLE & STOVALL,

Appellees.

TITLE PAGE

COMES NOW Appellee, the New Mexico Oil Conservation Commission, by and
through its attorney of record Stephen C. Ross, Special Assistant Attorney General,
pursuant to Rule 1-074(H) NMRA (2000), and states that the following are the attorneys
who represent the parties in this appeal:

Representing Sun-West Oil and Gas Inc.:

Stephen D. Ingram

Stratton & Cavin P.A.

40 First Plaza, Suite 610

P.O. Box 1216

Albuquerque, New Mexico 87103-1216
(505) 243-5400 (telephone)

(505) 243-1700 (facsimile)

Representing Bettis, Boyle & Stovall:

William F. Carr

Holland & Hart LLP

P.O. Box 2208

Santa Fe, New Mexico 87504-2208
(505) 988-4421 (telephone)

(505) 983-6043 (facsimile)
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Representing the New Mexico Oil Conservation Commission:

Stephen C. Ross

Special Assistant Attorney General
Oil Conservation Commission
1220 S. St. Francis Drive

Santa Fe, New Mexico 87505
(505) 476-3451 (telephone)

(505) 476-3462 (facsimile)

Rgectfully Submitted.

Stephen C. Ross

Special Assistant Attorney General
Oil Conservation Commission
1220 S. St. Francis Drive

Santa Fe, New Mexico 87505
(505) 476-3451 (telephone)

(505) 476-3462 (facsimile)

Certificate of Service

I, Stephen C. Ross, hereby certify that a copy of the foregoing pleading was
mailed to counsel listed below, this 20 day of May, 2002:

Stephen D. Ingram

Stratton & Cavin P.A.

40 First Plaza, Suite 610

P.O.Box 1216

Albuquerque, New Mexico 87103-1216

William F. Carr

Holland & Hart LLP

P.O. Box 2208

Santa Fe, New Mexico 87504-2208

2

Stephen C. Ross
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SUN-WEST OIL AND GAS INC.,
Appellant,
No. D-101-CV-200200752

V8.

NEW MEXICO OIL CONSERVATION COMMISSION, AND
BETTIS, BOYLE & STOVALL,

Appellees.

ENTRY OF APPEARANCE

COMES NOW Stephen C. Ross, Special Assistant Attorney General, and hereby
enters his appearance in this matter on behalf of Appellee, the New Mexico Oil

Conservation Commission.

Respectfully Submitted.

Yoo

Stephen C. Ross

Assistant General Counsel

Energy, Minerals & Natural Resources
Department

1220 S. St. Francis Drive

Santa Fe, New Mexico 87505

(505) 476-3451 (telephone)

(505) 476-3462 (facsimile)




Certificate of Service

I, Stephen C. Ross, hereby certify that a copy of the foregoing pleading was
mailed to counsel listed below, this /44 _day of April, 2002:

Sealy H. Cavin Jr.

Stephen D. Ingram

40 First Plaza, Suite 610
Albuquerque, New Mexico 87102

William F. Carr

Holland & Hart and Campbell & Carr
P.O. Box 2208

Santa Fe, New Mexico 87501-2208

‘gl

Stephen C. Ross
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STATE OF NEW MEXICO Sara o ¢
COUNTY OF SANTA FE Las s
FIRST JUDICIAL DISTRICT Gonta Fe, Nid 87504 280

SUN-WEST OIL AND GAS, INC.,
Appellant, No. D 0 !Dl ’&/ 900900 750’?

V.

NEW MEXICO OIL CONSERVATION
COMMISSION, and BETTIS, BOYLE &
STOVALL,

Appellees.

NOTICE OF APPEAL

Sun-West Oil and Gas, Inc. hereby gives notice of its intent to appeal to the D,sztnct Court
the February 15, 2002 Order No. R-11573-B entered in Case No. 12,601 (de nov{g undex; the
authority of NMSA 1978, § 7-2-25 and NMSA 1978, § 39-3.1.1. This appeal is takgﬁ agamst the

New Mexico Oil Conservation Commission and Bettis, Boyle & Stovall. A copy é}i‘the Order of

the New Mexico Oil Conservation Commission appealed from is attached as Exhibit “A” to this

Notice of Appeal.

RESPECTFULLY SUBMITTED,

STRATTON & CAVIN, P.A.

WP D —

Sealy H. Cavin, Jr.

Stephen D. Ingram
40 First Plaza, Suite 610
Albuquerque, New Mexico 87102
(505) 243-5400

ATTORNEYS FOR SUN-WEST OIL AND GAS, INC.



Pursuant to Rule 74, NMRA 2002,

I hereby certify that a true and correct
copy of the foregoing was served via
first class mail to:

New Mexico Oil Conservation Commission
1220 South St. Francis Drive
Santa Fe, New Mexico 87505

William F. Carr

Holland & Hart

PO Box 2208

Santa Fe, New Mexico 87501-2208

this Atk day of April, 2002.
STRATTON & CAVIN, P.A.

By: J '

Stephen D. Ingram




STATE OF NEW MEXICO
ENERGY, MINERALS AND NATURAL RESOURCES DEPARTMENT
OfL. CONSERVATION COMMISSION

IN THE MATTER OF THE HEARING
CALLED BY THE OIL CONSERVYATION
COMMISSION FOR THE PURPOSE OF

CONSIDERING:
CASE NO. 12601

THE APPLICATION OF BETTIS, BOYLE AND STOVALL
TO RE-OPEN COMPULSORY POOLING ORDER NO.
R-11573 TO ADDRESS THE APPROPRIATE ROYALTY
BURDENS ON THE WELL FOR THE PURPOSES OF
THE CHARGE FOR RISK INVOLVED IN DRILLING
SAID WELL, LEA COUNTY, NEW MEXICO.

ORDER NO. R-11573-B

ORDER OF THE NEW MEXICO OIl. CONSERVATION COMMISSION

BY THE COMMISSION:

This case came before the Oil Conservation Commission (hereinafter referred to
as "the Commuission™) on December 4, 2001 at Santa Fe, New Mexico, and the
Cormmission, having carefully considered the evidence, the pleadings and other maierials
submitted by the parties hereto, now, on this 15th day of February, 2002,

FINDS,

1. Notice bas been given of the application and the hearing on this matter, and
the Commission has jurisdiction of the parties and the subject matter herein.

2. On October 23, 2001, Sun-West Oil and Gas Inc. (hereinafter referred to as
"Sun-West") filed a timely application pursuant to NMSA 1978, § 70-2-13 for review de
novo of Order No. R-11573-A of the Oil Conservation Division (hereinafier referred to as

"the Division").

3. Order No. R-11573-A provided that the undivided interest owned by Sun-West
was to be treated as an unleased mineral interest for the purpose of applying ordering
Paragraphs (8), (11) and (12) of Division Order No. R-11573.

EXHIBIT

‘g




Case No. 12601

-~ Order No, R-11373-B

Page 2

4. The Commission's review de novo is thus limited to whether Sun-West's
interest should be treated as an unieased mineral interest for purposes of ordering
paragraphs (8), (11) and (12) of Order No. R-11573 as the Division ordered.

5. The parties stipulated that the record of the Division procsedings would be
treated as the Commission's factual record. Curing the hearing of December 4, 2001, the
Commission took official notice of those proceedings but aiso requested that Sun-West
produce additional evidence of its relationship with Gulf Coast. Sun-West accordingly
submitted the Affidavit of Shane Spear, President of Sun-West Oil & Gas Inc. and Gulf
Coast Oil and Gas Company. Mr. Spears’ affidavit should also become a part of the

record of this matter.
6. The facts, apparenty largely undisputed,' are as follows:

a. the Dvision, in Order No. R-11573, ordered the compuisory pooling of

uncommitted mineral interests from the surface to the base of the Undesignated South
Flying “M” Bough Pool underlying Lots 3 and 4 (W/2 SW/4 equivalent) in Section 30,
Township 9 South, Range 33 East, NMPM, Lea County, New Mexico; ,

b. Bettis, Boyle & Stovall, the applicant for compuisory pooling,
proposed to dedicate the pooled acreage to its McGuffin "C” Welil No. 1, which it
proposed to dnll at a standard location in Section 30;

c. at the time the application was filed, Sun-West owned an unieased and
undivided 15% mineral interest in Section 30 and had not agresd to voluntary pooling;

d. Bettis, Boyle and Stovall attempted to reach an agreement with Sun-
West prior to filing of the application, but Sun-West agreed to lease its interest to Bettis,
Boyle & Stovall only for a 25% royalty and additional bonus;

e. when Sun-West failed to agree to voluntary pooling on acceptable
terms, Bettis, Boyle and Stovall, oni January 30, 2001, filed an appiication with the Oil
Conservation Division for compulsory pooling; -

f. notice of the filing of the appiication of Bettis, Boyie and Stovall and of
the hearing thereon was sent by certified mail and received by Sun-West on February 6,
2001; :

g on F ebruary 15, 2001, Sun-West executed a lease of its interest in the
lands that were the subject of the application in this case to Gulf Coast, reserving to itself
a royalty of 27.5%;

! Sun-West disputed the finding of the Division that Sun-West and Culf Coast are affiliates and the
findings that the royalty interest reserved to Sun-West rendered the proposed weil uneconomuc.,
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h. onliy the lands within the umt at issue here were included in the lease tc

Gulif Coast;

1. Sun-West did not participate in the compuisory pooling hearing and
appeared through counsel during the second hearing on the re-opened application, but
presented no testumony;

J- Bettis, Boyle & Stovall's engineer, Bruce A. Stubbs, testified that Sun-
West's 27.3% overmriding royalty interest made drilling the McGuffin "C" Weil No. 1
unfavorable and undesirable. He testfied that while the proposed well would have
marginal economics using a 3/16 royaity and yield a 28.13% rate of return before taxes

and a 20% rate of return after taxes, a 1/4 royaity would yield a rate of retum of 19.18%
before taxes. He testified that a well will not be drilled when the rate of return is below

20%:;
k. Order Nc. R-11573 provided for recovery out of production
attributable to the interest of non-consenting working interest owners of reasonable well

costs of the proposed McGuffin “C” Well No. 1, together with an additional 200% of
these costs as a charge for the risk involved in drilling the well;

L. Order No. R-11573 further provided, in ordering paragraph (12), that
"[a]ny well costs or charges that are to be paid out of production shall be withheld only
from the working interests’ share of production, and no costs or charges shall be withheid

from production attributable to royaity interests";

m. on May 3, 2001, Bettis, Boyle and Stovall, apparently having learned

of the Sun-West lease to Gulf Coast, filed an application to reopen the case “for the
purpose of amending Division Order No. R-11573 to address the appropriate royaity

burdens on the proposed well for purposes of the non-censent penal

n. during the bearing on the application to re-open, Bettis, Boyle and
Stovall sought an order permitting it to recover the portion of well costs and of the 200%
risk penalty attributable to the mineral interest of Sun-West out of 87.5% of pmductmn
attributable to such mterest as though Sun-West's interest were unleased;

o. Sun-West Oil & Gas Inc. is a Subchapter S corporation incorporate
the State of Texas on December 9, 1991 and its principal place of business is in Hobbs

New Mexico;
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p. Gulf Coast is a subchapter C corporation incorparated in Deiaware on
November 6, 1980 and its principal place of business is in Midland, Texas. Gulf Coasz
has neither dnlled nor operated wells in New Mexico;

g. Shane Spear is the President of both Sun-West and Guif Coast but the
two corporations have differing stock ownership;

r. Sun-West and Gulf Coast share a telephone number and address, and
you speak to the same person when you discuss business matters with Sun-West or Guif

Coast;

s. when Bettis, Boyle and Stovall sought to contact Guif Coast to
negotiate terms of pooling, the individual who contacted Bettis, Bovie and Stovall to
negotiate on behalf of Gulf Coast was the same mdividual with whom Applicant had
previously discussed leasing of this interest from Sun-West; and

t. the interest of Sun-West in the proposed units was an unleased mineral
interest on January 30, 2001, when an application for compuisory pooling of all interests

therein was filed, and on February 6, 2001, when Sun-West received notice of the
application. The interest of Sun-West was a leased interest as of the dates of the

Division's orders.

7. On these facts, Bettis, Boyle & Stovail argued to the Commussion that Sun-
West's private contract with Gulf Coast improperly sought to avoid the jurisdiction of the
Division and the Commission’ to impose compulsory pooling in appropriate
circumstances. Bettis, Boyle & Stovall argued that, but for the lease to Guif Coast, the
Oil and Gas Act would treat Sun-West's interest as an unieased mineral mterest with a
statutory 1/8 royalty interest and a 7/8 working interest, and the working interest would
have been subject to the costs of drilling the McGuffin "C" Unit No. 1 plus a 200% sk
penalty. Bettis, Boyle & Stovall claimed that the private contract with Guif Coast was
intended to avoid this resuit. Bettis, Boyle & Stovall further argued such private
contracts could avoid the Division's jurisdiction by permitting a party to free a larger
percentage of its interest from the costs of the drilling and create a smaller interest upon
which the risk penalty would apply. The net effect of these actions, Bettis, Boyle &
Stovall argued, is to reduce the Division's authority under the Oil and Gas Act, and to risk
or impair the ability of the party pooling the acreage to produce a viable weil because of
the findamental change in the economics wrought by the private contract.

8. Sun-West claimed that the Oil and Gas Act does not permit the Division to
retroactively declare its royalty interest unleased. Sun-West claimed that such action
would reduce the royalty interest, resuiting in a partial taking of its interest and a
complete taking of Gulf Coast's interest. Sun-West also claimed that the leasing of its
Interest was not taken to circumvent the jurisdiction of the Division and that substantial

? Further. references ta "the Division™ are also to the Commission. See NMSA 1978, § 70-2-6(B).

,,,«A
WW
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evidence is lacking for a finding that Sun-West and Guif Coast are affiliates. Sun-West
aiso clatmed that the Division's considerarion of pooling appiications is "standardless”
and the Division's Order ~ . .. - arsirary; Sun-West's argument in this regard was
based on its reading of Divisica cases cited as precedent by Bettis, Boyle & Stovall. Sun-
West also claxms that the Division's Order is not supported by substantial evidence
because evidence Is lacking to make a finding that the project was not economically
viable. Finally, Sun-West claims that Order No. R-11573-A operated retroactively
because it related back to the date of filing of the pooling application, not the time of the

actual pooling (the entry of the pooling order).

9. It would circumvent the purposes of the Oil and Gas Act to permit a party
owning an unleased mineral interest in a spacing unit at the time said party is served with
an application for compuisory pooling to avoid the cost recovery and risk penality
provisions of the Act by leasing or otherwise burdening or reducing that interest after the
application 1s filed with the Division and notice is served on the party.

10. Under certain circumstances, leasing, burdening or otherwise carving out a -~ W i
large non-cost-bearing interest may violate the correlative rights of interest owners and A -

create waste if the non-cost-bearing interest is so large as to affect the economic viability Bﬁ
of a prospect and prevent the drilling of a well. -

‘55:

-~

11. The Division has repeatedly cautioned parties about carving out excessive z
non-cost-bearing interests. See R-7335 (interest owners created 50% overriding royaities - W
in conveyances to their son and daughter, and the Division ordered either a voluntary
reduction in the overriding royalties or that they be excluded from the proration unit); R- /bm
7998 (similar facts and result); R-12087 (a net profits interest carved out by an owner that Vg*\w"‘”

[

would unnecessarily burden the project was found to be liable for its proportionate share )
of drilling and production costs and the risk penalty). g,(/lﬁ/

12. The record indicates that the lease to Guif Coast' was intended to circumvent
the Division's pooling authority and that the 27.5% myalty interest reserved to Sun-West
made the proposed McGuffin "C" Well No. | uneconomic and undesirable, threatened _
the correiatlve nghts of other interest owners and threatens waste. INYZ.Ca

13. On the first point, uncontroverted evidence’ indicates that the lease to Gulf v
Coast was intended to circumvent the Division’s pooling authority. For example, counsel o
for Sun-West drafted and disseminated an article entitled "Compuisory Pooling in New er
" That article states that ... parties that anticipate compulsory pooling of their o~ M

Mexico.

interests may want to consider carving out or conveying a non-cost bearing burden prior

to compulsory pooling. In this way parties being pooled can enhance their position.” A b \av "”'(\

copy of the relevant portions of the articie were presented as a demoustrative aid by o Do

counsel for Bettis, Boyle & Stovail without objection during the hearing of December 4, PRI

2001, and the Commussion takes official notice of a copy of the article. W/JU‘- ool bay.

—dlou J

Sun-West presented no evidence during the thres hearings condugfe LAe Catd 4,\ id

M.l‘;- @m?dr m'tcéz/;,‘ o (20 Bt s e



Case No. 12601
Order No. R-11573-B
Page 6

14. The lease of Sun-West's interest to Gulf Coast for a 27.5% royaity strongly F e S ders

suggests implementation of the strategy outlined by Sun-West's attorney in the
aforementioned article.

15. Further corroborating is the fact that the non-cost-bearing burden carved cut - Lot 7

o,

by Sun-West was even greater than the burden demanded by Sun-West of Bettis, Boyle
and Stovall during negotiations, and Sun-West carved out and conveyed to Gulf Coast
only that portion of its property subject to the pooling application.

16. The timing of the lease (shortly after service of the appiication for
compuisory pooling) is also highly suggestive, as is the fact that Gulf Coast has not
drilled or operated wells in New Mexico heretofore, and the close relationship of the two
corporations, evidenced by the service of Mr. Spear as President of both and the
. representation of both by the same individuals. While it is evident that the corporations

are separate legal entities, the close relationship of the corporations provided Sun-West a

convenient means to implement the strategy described.

17. On the second point, the transaction between Sun-West and Guif Coast
implicates correlative rights and threatens waste. The lease would protect 27.5% of Sun-

4

<

Adn

e

K—ijv
G2l

s

West's interest from having to bear the costs of drilling and the 200% risk penalty. As . »° w/& i 43
W

the McGuffin "C" Weil No. 1 was a marginal economic prospect to begin with, if Sun-
West's reserved royality interest means the well is not drilled and resources underlying
Section 30 not recovered, interest owners would be deprived of their statutory
opportunity to recover the oil and gas underlying Section 30.

18. Protection of correlative rights and prevention of waste are critical functions
of the Division. See NMSA 1978, § 70-2-11. Its authority to regulate in matters relating
to conservation of oil and gas production is very broad. NMSA 1978, § 70-2-6.

19. The O1l and Gas Act permits the Division to order compulsory pooling of
interests when voluntary efforts are unsuccessful. NMSA 1978, § 70-2-17(C). Section
17 authorizes the Division to require that non-participating parties bear their
proportionate share of the costs of development and operations, plus a risk penalty up to
200%. Id. Such orders must be on such terms as are "fair and reasonable,” and must
protect the opportunity of interest owners to recover or receive without unnecessary
expense their fair share of the oil or gas or both. The Oil and Gas Act unambiguously
provides that an unleased interest invoived in compulsory pooling is treated as being a
1/8 royalty interest and a 7/8 working interest. Id.

20. It appears that a non-cost-bearing burden of 27.5% wculd render drilling of
the McGuffin "C" Well No. | unlikely. As noted previously, Bettis, Boyle & Stovall's
expert testified that while the proposed well wouild have marginal economucs using a 3/16
royalty interest and yieid a 28.13% rate of return after taxes and a 20% rate of return after
taxes, a 25% royalty would yield a rate of return of 19.18% before taxes. Bettis, Boyle
& Stovall's expert testified that a well will not be drilled when the rate of return is below
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20% and that Sun-West's higher overriding rovality interest through the Gulf Coast lease
made the well unfavorable and undesirable. —~ b K F pmecononmi

21. If the McGuffin "C™ Well No. 1 is not drilled as a result of Sun-West's
conduct, the correlative nights of the other interest owners would be violated and
resources would be left in the earth and wasted.

22. The foregoing argues in favor of weating Sun-West's interest as unleased as
ordered by the Division.

23. Sun-West's argument that the Division lacks authority to treat Sun-West's
interest as unleased is incorrect for the reasons stated in paragraphs 18 and 19.

24, Sun-West's argument that Order No. R-11573-A creates a partial taking of
Sun-West's interest and a complete taking of Guif Coast's mterest is misplaced. It is well
established that private contracts in derogation of an oii and gas conservation statute are
not enforceable, and that a reguiatory body that refuses to recognize such a contract is not
taking property in violation of a state constitution or the federal Constitution. Patterson
v. Stapolind Onl and Gas Co., 182 Okla. 155, 77 P.2d 83 (Okia. 1938). Sun-West did not
tender any evidence to this body tending to suppeort its allegation of a taking; in most
cases regulatory action becomes a "taking"” only when a property owner is deprived of all
or substantially all of the use of the property. Here, a reduced royalty would seem to
have the opposite effect given the testimony of Bettis, Boyle & Stovall that the McGuffin
"C" Well No. 1 would not be dnilled. Reducmg non-cost-bearing interests in appropriate
circumstances is a well-recognized reguiatory tool to ensure that waste is prevented and
correlative rights are protected. See 5 Williams & Myers, O1l and Gas Law, § 944, page

680 (2000).

25. Sun-West's argument that the Division's review of compuisory poolmg
applications ts "standardless” and therefore arbitrary is misplaced and based upon a
muisreading of prior Division cases. The Oil and Gas Act provides detailed standards for
examination of applications for compulsory pooling, all of which were considered by the
Hearing Examiner in this case and were addressed in detailed findings and conclusions in
Order No. R-11573. The cases cited in paragraph 11, above, show that the Division has
treated excessive non-cost-bearing interests consistently for many years.

26. Sun-West's argument that no evidence exists that the project was uneconomic
also fails. Bruce A. Stubbs testified that a return of less than 20% after taxes results in
"unacceptable economics” and "unfavorable economics” and that the higher royalty of the
Sun-West lease created a rate of return of 19.18% percent before taxes. This more than
establishes that the project is not economically viable. Sun-West presented no testimony
on this or any other subject and Mr. Stubbs' testimony appears to support the propositicn

advanced.
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27. Sun-West's argument that Order No. R-11573-A operates "retroactively”
because it "relates back” to the date of filing of the pooling application, not the time of
the actual pocling (the entry of the peoling order) is not valid because it assumes that the
Jjurisdiction of the Division does not attach until issuance of an order. The jurisdiction of
the Division attaches once an application for compulsory pooling is filed and the parties
are properly served. If Sun-West's premise, that jurisdiction did not attach until the order
was issued, Is accepted, compulsory pooling could become a process without end and

subject to severe abuse.

28. In order to effect pooling of the subject untt on terms that are just and
reasonable under these circumstances, and to allow Bettis, Boyle & Stovall the
opportunity to recover or receive without unnecessary expense its just and fair share of
the o1l or gas or both underlying the subject unit, the interest of Sun-West should be
weated as an unleased mineral interest for the purpose of applying the cost recovery and
risk charge provisions of Division Order No. R-11573.

29. Due to the delay occasioned by the de novo review of Order No. R-11573-A,
the time for commencement of Appiicant’s McGuffin “C” Well No. 1, as provided in
ordering paragraph (2) of Division Order No. R-11573, should be extended to May 13,

2002.

30. In all other respects, Division Orders No. R-11573 and R-11573-A should
remain i full force and effect.

31. The Commuission has not been asked to address, nor should it address, any
issue regarding rights or duties as between Sun-West and Gulf Coast.

CONCLUSION OF LAW:

The Commission: concludes that the authority expressly conferred on the Division

and the Commission by the Oil and Gas Act is cumulative and not exclusive, and that the
Commission and the Division have authority pursuant to NMSA 1978, §§ 70-2-11(A)
and 70-2-17(C) to permit recovery of costs and risk charges out of production attributable
to a non-expense-bearing interest where necessary to effect pooling upon terms that are
fair and reasonable and to protect correlative rights and prevent waste, at least with
respect to interests created subsequent to attachment of the Division’s jurisdiction.

IT IS THEREFORE ORDERED:

1. The interest of Sun-West shall be treated as an unleased mineral interest for the
purpose of applying ordening Paragraphs (8), (11) and (12) of Division Order No. R-
11573, ‘
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2. The date for the commencement of Applicant’s McGuffin “C™ Well No. 1, as
provided in Ordening Paragraph (2) of Division Order No. R-11573, is hereby extended

to May 15, 2002.

3. In the event the operator does not commence drilling the well on or before
May 15, 2002, Ordenng Paragraph (2) of Order No. R-11573 shall be of no effect, unless
the operator obtains a time extension from the Division Director for good cause.

4. To the extent not in conflict with this Order, Division Orders No. R-11573 and
R-11573-A are hereby confirmed and shall be and remain in full force and effect.

5. Junsdiction of this case is retained for the entry of such further orders as the
- Commission may deem necessary.

DONE at Santa Fe, New Mexico, on the day and year hereinabove designated.

STATE OF NEW MEXICO
OIL CONSERVATION COMMISSION

\'/L'Oé WROTENBERY, CHAIR

< Al

JAMI BAILEY, MEMBER

ROBERT LEE, MEMBER
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