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I ntroduction

In recent years, oil & gas producers based in
the Gulf Coast, Mid-Continent and Rocky Mountain
regions have shown a renewed interest in California oil
& gas exploration and production. Many of these
companies and their counsel find they have no one with
direct experience in Cadlifornia matters in their
organizations and have only genera, anecdota
awareness of California oil & gas law or of the
business, quasi-legal and legal issues involved in
operating in California. Various stereotypes come to
mind and some companies ill have a
“never-in-California’ policy when they look at new
deals. Despite the sometimes unfavorable impressions
of the state held by some, others have concluded that
the opportunities in California are such that a
substantial investment is warranted.

The purpose of this paper istwo-fold: Firgt, to
give the reader an overview of the history of the E&P
business in California and some of the fundamental
features of Cdlifornia oil & gas law, and second, to
describe some of the current or developing issues or
trends in the oil & gas industry in California. The
second area is of interest, of course, to those whose
clients are becoming involved in Cdifornia
transactions, but aso because some of the
developments may become more established in
Cdlifornia and find their way to other states, such as
Texas.

Of course, with such a wide-ranging scope,
this paper can only skim along the surface of each of its
topics. A number of the issues are appropriately
subjects for a separate paper or even a separate seminar.
Nevertheless, the goa of the paper is to introduce
concepts and present an overview, with the expectation
that the discussion will be only a starting point for those
seeking to thoroughly investigate a particular subject.

|. California's Historic Role in U.S. Qil & Gas
Business

A. Pre-World War 11
1. Early Days

The earliest oil & gas production activities
began in Cdlifornia in the 1860's and 1870's? By the
1890’ s there was significant oil production. Around the
turn of the century, after the Kern River Field near
Bakersfield was discovered, California became the top
oil-producing state in the nation, producing
approximately 24.4 million barrels that year.

Small independents were leaders in the early
days of the California oilpatch, but many companies
that are recognized today, such as Union Oil Company
of Cdlifornia, Shell Oil Company, Standard Oil
Company of California and Richfield Oil Corporation,
had prominent roles in the development of California’s
oil and gasindustry aswell.

The stories of the early explorationists in
Cdlifornia, their wheeling and deading and of
unregulated operations in the field are similar to those
in Texas and other magjor oil producing states.
Inevitably, the abuses arising from the unrestrained
application of the Rule of Capture that occurred in an
unregulated setting led to efforts at state regulation and
to the adoption of more scientifically-based approaches
to conservation and the prevention of waste.*

During World War |, Cadifornia, still the
country’s biggest producer, continued to develop its ail
and gas reserves. In 1912, President Taft had created
the Naval Petroleum Reserve No.1 at Elk Hillsin Kern
County, and in 1918, Standard Oil Company completed
the discovery well, proving up that field.® In 1914, the
state was producing approximately 300,000 barrels of
oil per day.®



2. Between theWorld Wars

In the 1920’s, the discovery and development
of the Long Beach Field at Signal Hill and nearby large
fields in the Los Angeles Basin increased statewide
production dramatically, retaining the state's position as
the largest oil producing state in the country.” By the
time the Great Depression began in 1929, a number of
other significant fields had been discovered. The state
was producing 801,120 barrels of oil per day, with
additional shut-in production capability of 190,985
barrels per day.?

In 1929, the “Gas Act” was passed by the
legislature to deal with the problem of blowouts and the
waste of natural gas.’ In 1931, bonding and spacing
requirements were first imposed by statute.’® The 1931
spacing statute required well setbacks and one (1) acre
spacing.* (Not until 1978 did the state's conservation
commission impose anything other than one acre

spacing.’?)

Throughout the 1930’s, significant discoveries
continued and gas fields were developed in the northern
part of the state. In 1932, Union Oil Company of
Cdlifornia’s Rio Bravo well was the deepest producing
well in the world, and in 1938, Continental Oil
Company completed the first well in the world below
15,000 feet in the Wasco Field.® By the end of the
decade, however, California had been surpassed by
Texas, by alarge margin, as the number one producing
state.™

B. Post World War |1

Cdlifornia continued to develop additional
fields during the years of World War |1, with annual
production rising from 229.7 million barrelsin 1941, to
328.3 million barrelsin 1945." In the 1950's and 60's,
exploration and development drilling continued to
expand the state’'s producing reserves. One million
barrels per day of statewide production was first
achieved in 1953. In 1964, the Wilmington Field
became the second field in the country (after the East
Texas Field) to produce one billion barrels.*®

C. Offshore

Qil and gas exploration and production in the
waters off of Cadifornia's coast has generated
controversy for years. It continues to be a topic in
local, regional and national politics. A review of some
notable and notorious events gives a flavor for the
public debate.

1. Early Days

Thefirst offshore well in the United States was
drilled in the Summerland field near Santa Barbara
around 1897. The well was drilled from a wooden
pier. By 1915, two million barrels of oil had been
produced from the Summerland field, and many of the
wells were offshore® Drilling and producing from
wooden piers was apparently common for many years,
and some wells were located as far as 2,300 feet from
the shoreline.® In 1932, the first offshore drilling and
production “platform” was built in 38 feet of water.
Three wells were completed, but the platform was
destroyed in a storm afew years |later. %

In 1938, the legidlature passed the State Lands
Act which, among other things, permitted the
development of oil & gas reserves on state tidelands,
but only to prevent drainage®* Directiona drilling
became more common and onshore wells successfully
produced from offshore reservoirs. In 1952, an
artificial, offshore “island” was constructed in 42 feet
of water, one and one-half miles offshore from Sed
Beach.”? Eventualy, 41 wells were completed from
“Monterey Iland.”® In the 1950's, initial drilling from
ships was conducted and the growing body of scientific
data suggested that there were significant offshore
reserves to be exploited® In order to permit such
development, the Cunningham-Shell Tidelands Act of
1955% authorized the State Lands Commission to |ease
the state-owned tidelands, irrespective of any threat of
drainage. The first state lease issued under such act —
offshore of the Summerland field — was awarded in
1957, to Standard Oil Company of California and
Humble Oil & Refining Company who won with a
competitive bid bonus of more than $7 million® The
initial well proved up thefield.

Compared to the Gulf Coast, there are
relatively few offshore platforms off of the California
coast, either in state or federal waters. Plats prepared
by the Division of Qil, Gas, and Geothermal Resources
(“DOGGR”") — California's conservation commission
— showing the approximate locations of the various
offshore platforms and islands offshore California as of
early 1995 are included as Attachment 1.

2. OCSLeases— Santa Barbara Channel

In 1966, the first federal leases were granted in
offshore California waters. The fifth well drilled in the
Santa Barbara Channel from Platform A blew out in
1969 and was not brought under control until ten days
later® Aside from the litigation and regulatory
measures that resulted involving those particular parties
and that particular site, arguably this event was a



turning point for the modern oil & gas industry in
Cdlifornia.

Approximately 77,000 barrels of crude oil
were released as a result of the blowout. The spill
spread from the shoreline of Santa Barbara and Ventura
counties to the Channel Islands® The cost of the
cleanup was $120 million in 1992 dollars.*® The spill
“inundated the media with images of dying, oil-soaked
birds”* Partly as a result of the Santa Barbara
blowout, California became an innovator in
environmental protection regulation, and as one writer
noted, “the mover and shaker for the rest of the nation
and even the world on the environmental front.”*

The 1969 Santa Barbara blowout influenced
Congress in its consideration of a number of legislative
measures. First, Congress placed a moratorium on
leasing and development in federal waters off the
Cdlifornia coast. State and federal moratoria have
taken different forms and covered different geographic
areas over the years since then, but still remain as a
formidable obstacle to further development of offshore
Cdlifornia reserves. Second, Congress passed the
National Environmental Policy Act (“NEPA”), which
was later used by states and environmental groups to
challenge OCS lease sales.®® Congress |ater enacted the
Coastal Zone Management Act (“CZMA”) in 1972 and
extensive amendments to Outer Continental Shelf
Lands Act (“OCSLA”) in 1978 Cadlifornia has aso
enacted its own very strict coastal development regime
which represents an additional layer of regulatory
barriers to further offshore development.

The spill had a significant impact on emerging
theories of liability by polluters. In Union Qil Co. v.
Oppen,® the court alowed commercia fishermen to
recover their economic losses resulting from the 1969
spill.  The court found that there was a “specia
relationship” between the defendant (the oil company)
and plaintiffs, this relationship giving rise to a duty of
care.® The court further found that the defendant had
breached its duty of care® This reasoning was later
recognized by courts in Virginia and Alaska® These
courts allowed recovery for economic losses sustained
by commercia fishermen as a result of water
pollution.®

Perhaps just as significant as the changes in
the legal framework for offshore oil & gas exploration
and production, was the impact on the public image of
the oil business. Even today, decades later, references
will appear in the popular press comparing some recent
occurrence to the 1969 spill. In many ways, the public
relations damage to the industry has been more severe
than the legal constraints which resulted from the 1969
blowout.

3. Point Arguello

The modern day cautionary tale of the offshore
Cdlifornia oil & gas business is the saga of Point
Arguello, which continues to unfold even today. The
Point Arguello field platforms are located in federal
waters in the Santa Barbara Channel.

Point Arguello has been an expensive project.
Chevron and its partners invested more than $2.5
billion in the development of the field. The interest
expense alone during months of delay in bringing the
field into production was reported to be $500,000 per
day. Among other things, the working interest owners
paid $750 million in lease bonus to the federal
government; $20 million to Santa Barbara County to
build a desalination plant; $23 million to relocate a
school; millions to preserve rare butterflies and the
endangered Gaviota tarweed.®°

Chevron and other non-operating working
interest owners acquired the underlying leases in 1979.
After years of permitting and development work, the
platforms had been constructed and wells had been
drilled and completed by the late 1980’'s.** Production
did not begin immediately, however. The operator
needed a variety of permits and approvals to transport
the crude oil to shore, treat it and then to ship it to Los
Angeles area refineries. A tortured regulatory process
through various governmental agencies caused months
and months of delay. Production finally came on
stream in 1991, but subject to restrictions which caused
the producers to operate in a way which limited
production and ran up costs.*

The main issues causing the delay in
producing the field related to post-production
processing and transportation of the oil. The original
plan was to ship oil by tanker to Los Angeles area
refineries since the producers were unable to arrange
for pipeline transportation on satisfactory economic
terms. But Santa Barbara County prohibited Chevron
from tankering directly to Los Angeles. Instead,
Chevron was required to ship most of the production by
pipeline to Bakersfield and then north hundreds of
miles to San Francisco Bay, to be loaded on ships with
the ail then returning to the south by tanker along the
coastline to Chevron's El Segundo refinery in the Los
Angeles area.  Some oil was shipped via pipeline to
Bakersfield, then through Texaco’s pipeline to Martinez
(inthe Bay area), and then back to Los Angeles.®®

The apparent solution to the transportation
problem came in the form of the Pecific Pipeline, a new
pipeline first proposed in 1991. Once constructed, the
pipeline would allow Point Arguello production to be
shipped directly to Los Angeles, thereby satisfying both



the environmental and economic concerns of the
parties. In 1992, the Resources Agency and Governor
Wilson suggested a transition plan which would allow
Chevron to tanker oil directly to Los Angeles for three
years during the pipelin€'s construction.  Local
environmentalists were opposed to the interim plan.
But Santa Barbara County authorities announced that
they would approve the plan in exchange for Chevron’'s
firm commitment to use the future pipeline. Chevron
was opposed, however, to some conditions and
“milestones’ proposed in the County’ s proposed plan.*

In August of 1992, the Santa Barbara County
Board of Supervisors approved a plan (Chevron’s third
application since 1989 for tanker permit) that allowed
Chevron to ship oil from Point Arguello. Chevron, in
turn, rejected the plan as uneconomic. The County
wanted Chevron to sign a binding commitment to use
the pipeline prior to allowing Chevron to start its
tankering operations. Chevron wanted to start
tankering before making any commitments to the future
use of the pipeline.®® Severa rounds of litigation took
place. Solutions that appeased one agency were
unacceptable to another.

Eventualy, the Cdlifornia Coasta
Commission granted Chevron an interim tankering
permit that imposed stringent conditions. The interim
permit had an expiration date of January 1, 1996. The
Coastal Commission’s approval did, however, alow
Chevron to boost production to 85,000 barrels per
day.”® But the permit was conditioned on Chevron
signing, by February 1, 1994, a throughput agreement
with any pipeline holding the required permits.*’ That
deadline arrived, and Chevron — having not yet signed
athroughput agreement — lost its permit in early 1994.
In May of 1994, however, Chevron committed to send
an average 110,000 b/d for 10 years through the Pacific
Pipeline® The current status of the Pacific Pipeline
permitting process is described below.

D. Recent
Developments

High-Visibility Projects or

The four projects or developments described in
this section are examples of the political and economic
climate in which California producers operate. While
none of them is typical of the day-to-day experience of
Cdlifornia operators, they are representative of the
forces with which the E& P industry must contend.

1. Pacific Pipeline Project

The Pecific Pipeline is a crude oil pipeline
proposed to be constructed by the Pacific Pipeline
System, Inc., a joint venture of the Southern Pacific
Railroad, Chevron, Texaco, and Exxon.”® The origina

plan was to build a 170 mile pipeline from Point
Arguello to Los Angeles County refineries. The
pipeline would carry 130,000 barrels a day and would
cost around $200,000,000.° Over time, the project was
scaled back somewhat and is now planned to be 132
miles long, with capacity of 130,000 barrels a day, and
acost of $170 million.>*

The Pacific Pipeline seemingly had a better
political chance of success than previous pipeline plans
because 90% of its route would be within the existing
Southern Pacific Railroad right of way.** Two original
routes, proposed by the Pacific Pipeline organizers,
were generally opposed by the Sierra Club and the
Coalition Against the Pipeline (“CAP”").>® One of the
routes (the Santa Clarita route) was specificaly
opposed by the members of Chumash Nation's Owl
Clan. Another (the Ventura route) was opposed by the
Friends of Ventura River, an organization dedicated to
preservation of wetlands>  Environmental interest
groups were divided on the subject; the Pacific Pipeline
was strongly supported by the Environmental Defense
Center, a lobbying group opposed the use of tankers by
Chevron.® The real fight for the project started in
April of 1993, when the first negative environmental
report relating to the Pacific Pipeline was issued.* The
Los Angeles City Council adopted a resolution
opposing the pipeline®  After the City Council
resolution, the California Public Utility Commission
(“PUC"), which supports the project, started a series of
workshops explaining its, mostly favorable,
environmental report.®

The public relations battle also heated up.
Opponents of the planned route, including the CAP,
were placing posters in supermarkets, handing out
flyers, holding strategy meetings and ralies, and
preparing for litigation. The project sponsor mailed
12,000 letters explaining the project to those who
owned the property within 300 feet of the proposed
route. The company aso hired two public relations
firms to promote the pipeline to businesses, elected
officils and residents. Trade and business
organizations started a campaign of support, arguing
that the project would reduce unemployment.® At the
first of a number of public hearings conducted by PUC
in central Los Angeles, 25 out of 40 people spoke
against the pipeline.  Union members applauded the
project while the residents opposed it.%°

At the same time, Chevron and its partners
signed an agreement to ship certain volumes produced
from Point Arguello on the existing All America
Pipeline.®™ This development reportedly caused Pacific
Pipelines to delay its project until 19985  But
permitting work on the new pipeline went forward,
partly because of the support from PUC, which called it



“environmentally superior.”® Eventually, as a result of
the 1994 Northridge earthquake and the damage it did
to certain other pipelines, Chevron reportedly
committed to send an average 110,000 b/d for 10 years
through the pipeline.®*

In 1996, the public debate about the pipeline
heated up again between the labor and business
proponents of the pipeline and residents along the
intended route opposing the project. Another element
of the recent debate is earthquake risk. After the 1994
Northridge earthquake, an environmental report
suggested that, if the Pacific Pipeline ruptured like
some other pipelines had during that earthquake, 75%
of the water in Los Angeles would be contaminated.®
(By specia statute, the Pacific Pipeline will have
absolute liability without fault for certain discharges or
lesks and must demonstrate “sufficient financia
responsibility to respond to” such liabilities of up to
$100 million.%®®)

In March 1996, the Los Angeles City Council
ordered its lawyers to challenge the project if it were
approved by the state regulators.®  On April 11, 1996,
the PUC gave a preliminary approval, and the Los
Angeles City officials vowed to sue. Additionally, the
city may be expected to deny franchise agreements to
the operator of the pipeline that are needed where the
pipeline crosses streets and other city property. (If a
city refuses to grant a franchise, the pipeline operator
could use its powers of eminent domain to condemn an
easement, although in this case the City of Los Angeles
may challenge these powersin court.)

Whileit is premature to predict the outcome of
the public and political debate about the Pecific
Pipeline, there are powerful arguments for preferring
pipeline transportation of crude oil from Santa Barbara
County to Los Angeles area refineries, and such
arguments ought to win out in the end.

2. TheClearview Project

In order to overcome environmental and
aesthetic objections to new offshore platforms and
drilling, several operators have recently proposed
drilling projects in which offshore reservoirs would be
produced from onshore drillsites using extended reach
horizontal drilling technology.®® State agencies have
indicated the state’ s willingness to pursue such projects
and one may yet be undertaken, but an initial, highly-
publicized effort by Mobil — the Clearview Project —
was unsuccessful.

The Clearview Project was a $1.8 billion
endeavor initiated by Mobil to conduct extended reach
drilling from the Santa Barbara shore utilizing modern

horizontal drilling technology. The project originaly
called for drilling as many as 60 wells, storing and
processing oil and gas at the drillsites, and transporting
the product to refineries via an onshore pipeline.

The project was to generate 170 permanent
jobs and about $12 million/year in taxes and royalties to
the state and county governments.®® In June of 1995,
however, the University of California at Santa Barbara
(“UCSB"), rejected Mohil’s plan to set up its onshore
drilling operations at the company’s 17 acre site located
near proposed university housing. UCSB decided that
Mobil’s facility would be a hazard and “incompatible
with surrounding land wuses, both current and
proposed.”

On February 22, 1996, faced with opposition

from its lessor and from certain environmenta
protection interests, Mobil announced it was

abandoning the project. The concept has inherent
appeal, however, and, with the right surface location,
such projects would seem to be worth pursuing.

3. Alaskan North Slope Production and Exports

Another component of the E&P story in
present-day California does not directly involve
reserves located in the state but nevertheless has a great
impact on the oil & gas business in the state. Today,
much of the crude oil produced from the Alaskan North
Slope (“ANS") is shipped by tanker to California and
other West Coast destinations for refining and sale.
Thus, Cdifornia producers must sell ther oil
production into a market heavily influenced by higher-
quality Alaskan crude. A 1994 Department of Energy
report concluded that California crudes are sold to
California refiners at prices which range from $.90 to
$2.50 per barrel lower than its refined value relative to
ANS crude.™

In November 1995, President Clinton signed
into law S.395 which amends the Mineral Leasing Act
of 1920 to permit, under certain circumstances, the
exporting of oil produced in Alaska. Such export had
been prohibited by law since 1973, when the Trans-
Alaska Pipeline Authorization Act was passed.”
Recently, parties have announced tentative or
prospective arrangements for such exports.” Although
it istoo soon to tel if this development will have a big
impact in California markets, some producers believe it
will eventually lead to higher wellhead prices for
Cdlifornia crude since some of the current refinery
supply will be diverted to foreign markets, thereby
raising demand, and presumably prices, for California
crudes.



4. EIK Hills

The proposal by the federal government to sell
the Elk Hills Naval Petroleum Reserves has generated a
great deal of interest, political and otherwise.”* The Elk
Hills Naval Petroleum Reserves were created in 1912,
In 1995, the Elk Hills Field was the fourth highest oil
producer in the state, with estimated production of 22.6
million barrels and ranks as the 11th largest U.S. field.”
The field also produces a substantial amount of gas.
Recently, the operation of the federal government’s
interest has been criticized as being inefficient
compared to other producers.”® On February 10, 1996,
President Clinton signed a bill authorizing the sale,
which has been called the “largest federal government
divestiture since the sale of Conrail to the public in
1987”7 Investment bankers and a reservoir
engineering firm have been hired by the government to
assist with the sale; the eventual sales price has been
estimated to be in excess of $2.5 hillion.

E. Current Events& Facts

In 1994, California was the fourth largest oil
producing state in the country, behind Texas, Alaska
and Louisiana.”® For the year, 344.5 million barrels of
oil were produced from more than 44,000 wells in
Cdifornia™ Approximately 311 BCF of gas was
produced during 1994 from 1,261 gas wells. As of
1994, there were approximately 26,000 shut-in oil wells
and 662 shut-in gas wells® In 1994, more than 1,300
wells were drilled in Cadlifornia, the overwhelming
majority of them being development wells.®

In 1995, statewide California oil production
was estimated to have increased to approximately 351
million barrels, with declines from on-shore fields more
than offset by a 23.2% increase from federal offshore
leases.®? A statistical summary of other 1995 activity in
Cdliforniaisincluded as Attachment 2.

A significant trend in the past few years in
Cdlifornia’s exploration and production business has
been the sale by major oil companies of large portfolios
of California properties. Perhaps the most visible of
those sales was the disposition by Unocal in April 1996,
of substantially all of its Cdlifornia producing
properties, and there also have been a number of
significant transactions involving other parties. While
this genera trend has been present in many states
throughout the oilpatch, it is especialy significant in
Cdlifornia where majors have controlled the land
position in much of Southern California. Independents
— some based in California but many from out of state
— are buying properties, taking new leases,
reevaluating the mature fields throughout the state and
developing the newer fields.®®

Il1. Traditional E& P Topics

Cdlifornia’'s oil & gas law will be familiar to
most oilpatch lawyers. While much of the case law is
older, it forms a legal framework which is similar to
other major producing states. California, compared to
other states, has more statutory coverage of some
topics.®

A. Ownership Theories

With respect to the theory of ownership of
minerals, California is a non-ownership or “qualified
ownership” state.® A traditional California oil and gas
lease creates a determinable fee interest in the lessee.
The leasehold estate has been said to be in the nature of
a profit & prendre® Leases containing “and so long
thereafter” -type habendum clauses convey an interest
(a) for a definite term for exploration, and (b) for an
indefinite term for production. Oil and gas leases
containing “thereafter” clauses create interests in redl
property.®” Only when the lease is for a fixed number
of years, it is considered to be “chattel real,” i.e
personal property.® Interests in royalties are aso
interests in real property.*  Therefore, they are
recorded generally like “grants of real property.”®

B. LeaseForm

The California oil and gas lease looks different
from those found in the Gulf Coast, Mid-Continent or
Rocky Mountain regions. Examples of a major oil
company lease form and of the State Lands
Commission offshore lease form are included as
Attachment 3. Even printed form |leases tend to be long
and typewritten, “lessor-friendly” lease forms 20 to 30
pages long are not unheard of. Royalties tend to be
higher than some other regions, but perhaps not too
much different than from rates found in other
geographic areas with established production.

Historically, there has not been a “typical”
California lease form, although many leases contain an
“or” drilling clause, requiring the lessee during the
primary term to drill or pay rentals. The “unless’ lease
form more common elsewhere provides that the lease
terminates unless the lessee commences a well or pays
rentals within the prescribed period. Thus, failure to
timely pay delay rentals under an “or” lease would not
automatically terminate the lease, but give the lessor a
cause of action for damages for breach of the
covenant.”

In some areas of the state, leases are typically
not recorded; rather a memorandum giving notice of the
lease is recorded with the county recorder. County
recorders in some counties are very demanding with



respect to the form and contents of documents
presented for recording.”®  With respect to legal
descriptions, the practice of incorporation by reference
is permitted.** Thus, it is not necessary to set forth in a
deed or other conveyance the legal description or some
other term if such term is found in another recorded
document and referred to in the current document. The
practice has an unusual application in the case of
“fictitious oil and gas leases’ and “fictitious deeds of
trust,” but the principal is the same as is found in many
other states.® Qil and gas leases are not enforceable
after 99 years from the commencement of the term
thereof.** The termination of all or part of any oil and
gas lease is usually evidenced of record by a quitclaim,
not a release or partial release that are commonly used
elsewhere.”

C. Implied Covenants

The law of most oil and gas producing states
provides that there are implied in each oil and gas lease
certain covenants deemed made by the lessee
California recognizes implied covenants®  Many
Cdlifornia oil and gas lease forms contain a provision
negating the existence of implied covenants, but courts
have also held that the negation of one kind of implied
covenant does not necessarily negate al such
covenants.” For example, an express development
covenant may negate the implied covenant of further
development, but did not prevent a lessee from being
obligated to drill a protection well to counteract
drainage.’® So, although an express covenant found in
the lease will not aways negate an otherwise implied
covenant, the argument can be made with somewhat
greater force with a Cdifornia lease containing
expansive and thorough provisions, than might be the
case with a two page, “Producers 88" lease form from
the local printing company.

While California follows the general rule that
the oil & gas lessee has the right to use so much of the
surface estate as is reasonably necessary and convenient
for the enjoyment of its rights, there is a statutory
mechanism for forcing the lessee to release certain
portions of the surface in some urban areas.*™

D. Lease Maintenance

Historically, California production has been
sold at wellhead prices which are low compared to
other regions of the country. In the last ten years
particularly, California producers have struggled with
operating profitably in the older, smaller fields.
Cdlifornia follows the general rule of most producing
states that, in the absence of lease savings clauses, the
lessee must have actual production in paying quantities
after the expiration of the primary term in order to

perpetuate the lease.!% California's case law on how
“paying quantities’ isto be calculated is similar to other
major producing states. In general, an oil and gas lease
terminates if oil or gas is not produced in “paying
quantities.”**®

When “paying quantities’ appears in the
habendum clause of the lease, it means production in a
quantity sufficient to yield a return in excess of
operating and marketing costs (the drilling and
equipment costs are not added to this equation).’® If
“paying quantities’ appears in the development
provisions of alease, however, it operates primarily for
the benefit of the lessee as a limitation on his obligation
to drill additional wells'® In that case a “paying
quantity” is such a quantity as would lead to an
expectation of a substantial profit after accounting for
drilling and completion costs.

With many wells shut-in or temporarily
abandoned because of low prices and high operating
costs, concerns about the contamination of fresh water
supplies have caused regulators to focus on idle wells.
A further discussion of idle wells appears below.

E. Other Miscellaneous Items

The following is a collection of miscellaneous
points of interest to practitioners involved with
California properties:

u Documentary Transfer Taxes. A
grant or transfer of an oil & gas interest is usualy
subject to a documentary transfer tax. The tax has a
county component (currently $1.10 of tax per $1,000 of
value) and, in some places, a city component. The tax
must be paid at the time the document is recorded. A
documentary transfer tax isimposed on “realty sold.”*®
While many “leases’ generally are not considered
“sales’, long term leases are’® In Thrifty Corp. v.
County of Los Angeles, the court held that, under
Sections 11911 and 61 of the Revenue & Taxation
Code, a lease lasting more than 35 years from the date
of grant or atransfer constitutes “change of ownership”
and therefore a“sale.”'®

Section 61(a) of the Revenue and Taxation
Code states that a creation, renewa, sublease,
assignment or other transfer of the right to produce or
extract oil, gas or other minerals is considered to be
“change in ownership” “regardliess of the period during
which the right may be exercised.”'® “A mineral lease,
regardless of its duration, is a separate taxable estate in
real property. The transfer of such an interest is
obviousy a change of ownership of the minera
estate...”®  Since, under the Thrifty case, the
definition of “sale” is tied to the definition of “change



in ownership,” any grant or a transfer of an interest is
subject to the documentary transfer tax.

This general rule is subject to few exemptions.
Section 11911 exempts from the tax any conveyances
of interests whose vaue (and consequently
consideration paid) do not exceed $100.™* No tax is
imposed when a conveyance occurs to secure a debt. ™
It is not imposed when the property is foreclosed by a
mortgagee. ™

u Other Taxes. There is severance
tax."* Ad valorem taxes are assessed separately on the
mineral estate.™

u Oil & Gas Lien Act. Cdifornias
oilfild mechanic's lien statute follows a genera
scheme familiar to most oilpatch lawyers™®  Some
features of California statute that might be different
from the systems established in other states are that the
operator of the well is arguably entitled to the statutory
lien as well as third party suppliers and laborers, the
entire leasehold appears to be subject to the lien, and
upon proper notice, the purchaser of production is
required to suspend payment of production revenues
attributable to the affected interest.

= Recording  Practices In  most
counties, recordings occur only twice per day, unless
arrangements for a “special recording” have been made
with the County Recorder’s office™” Unlike many
other states, the sequence of recording is not necessarily
determinative of the intended priority among
documents which are recorded “contemporaneously.”
A Preliminary Change of Ownership Report should be
filed with the county in connection with a
conveyance."® The recording statute is a “ race-notice”
type statute.™® The execution of deeds (which term
would include assignments of oil and gas leases) and
certain other instruments before a California notary
now requires the respective thumbprints of the
signatories be placed in the notary’ s journal %

I11. Some Differences

While much of Californiaoil & gas law would
be familiar to practitioners from other producing states,
there are a number of practicesin Californiathat will be
somewhat unfamiliar.

A. Titlelnsurancev. Title Opinions

In most states, parties seeking to determine
record title to a tract of land or the mineral or leasehold
rights underlying such land would retain atitle lawyer.
The title lawyer examines title as disclosed by the
public records and renders an opinion, giving his or her

conclusions, and presents a list of comments and
requirements. For many years in Cdlifornia, title
insurance companies routinely wrote title insurance
polices covering the surface, mineral and leasehold
estates and parties relied on those insurance policies in
lieu of opinions. Examples of such policies are
included as Attachment 4. Although title insurers are
less and less able and willing to issue new policies, in
those counties with a significant history of production,
titte companies ill have the capability to insure
mineral titles. Even today, properties are drilled,
financed and sold based on title insurance policies
covering the drillsite tract. In practice, the protection
afforded by the two alternatives may not be
distinguishable to the layman, but title insurance seems
less desirable than a good title opinion for severa
reasons. (1) the customer may not know who at the
title company is doing the actual work and is unable to
judge whether the examiner and his’her work is
reliable; (2) insurance companies do not regard
exceptions to title in the same way that mineral title
lawyers do — sometimes exceptions to title are shown
in policies which would not be shown in a good title
opinion and vice versa (stated another way, the
underwriter at the title company is in the business of
assessing and managing claims risk in the context of the
body of law governing insurance policies; the standards
followed by atitle lawyer and the goals and purposes of
a minera title opinion are different); (3) similarly, a
title company only shows the existence of an exception
to marketable title whereas a good title opinion
discloses not only the problem or issue, but should also
offer suggestions about the curative needed to satisfy
the requirement and give the reader some sense of the
relative importance of the exception; (4) often only the
drillsite tract, not the entire unit, is covered by the
policy; and (5) the amount of insurance (often
purchased prior to completion of the well) bears no
relationship to the value of the well if it is successful.

One by-product of the historical practice of
relying on title insurance and the fact that title has not
often changed hands in many of the major producing
fields in the southern part of the state is that there are
relatively few experienced title examiners.

B. Conservation Commission Practice — Spacing
& Poaling

DOGGR has had a less prominent role than
one might expect in the history of the development of
reservoirs and fields because of the statewide one acre
well spacing statute.***  Historically, DOGGR has not
been a significant administrative forum (either as a
barrier to what an operator wants to do or as a place to
seek relief from what that operator wants to do),



compared, for example, to the highly-refined Rule 37
practice before the Texas Railroad Commission.

C. Division Orders

In most states, if a well is completed as a
producer and commercial production commences, the
operator engages the title examiner to produce a
division order title opinion and from that document, the
operator prepares division orders. The division orders
are signed by each party entitled to share in production
from that well.

As described above, title opinions are not
aways obtained in Cdifornia Accordingly,
particularly in older fields, there is often no division
order title opinion or division order for a property.
Non-lawyers, working from whatever information is
available to them, calculate the division of interest and
pay accordingly. This makes due diligence in
acquisitions somewhat more difficult in that one cannot
compare record title to the division of interest shown in
a division order or division order title opinion. Nor
does one have the benefit of whatever protections a
well-written division order might offer in the way of
payees warranting title or the right to receive and retain
revenues attributabl e to the stated interest.

D. Secured Financing is Generally Recourse to
Property Only

Financing of the oil & gas properties is
generally covered by Californias version of the
Uniform Commercial Code (“Commercial Code’) and
by laws pertaining to the granting of liens against real
property. The Commercial Code became effective on
January 1, 19652  Under the Commercial Code, the
creditor's interest, created prior to the extraction of
minerals (including oil and gas), attaches upon
extraction.® The security interest is subject to the law
of the jurisdiction where the wells are located.**

Generally, description of collateral under the
Commercial Code does not have to be technical as long
asit is sufficiently descriptive.*®® Financing statements
filed with the Secretary of State to perfect interests in
oil or gas (@) must indicate that they cover ail, gas, or
accounts resulting from the sale of oil or gas at the
wellhead; (b) must recite that they are to be recorded in
the real estate records; (¢) must contain a description of
the real estate sufficient, if it were contained in a
mortgage of the real estate, to give constructive notice
of the mortgage; (d) must provide the name of the
owner of the real estate if the debtor has no interest of
record in the real estate.'?®

In addition to the filing of a financing
statement under the Commercial Code, lenders aso
require that a deed of trust be recorded in the real estate
records of the county in which the property is located.
Cdlifornia, like a handful of other Western states, has a
complex set of debtor-protection laws pertaining to real
property secured loans. The general effect of these
rules — usually referred to as the “one-action rule” and
the “anti-deficiency rules” — is to make loans secured
by real property non-recourse to the mortgagor in most
cases. Thus, a typical production loan in which a
working interest owner borrows money from a bank
and mortgages its working interest to secure the loan is
subject to those laws and the lender's rights and
remedies are limited accordingly. In one sense, this
may seem a beneficial feature of Californialaw from a
producer’s standpoint, but the net effect is to make
financings secured by California production somewhat
more complex and expensive since lenders must take
extrameasures to obtain alegal position similar to their
position in other states.

Cadlifornia Code of Civil Procedure § 726(a)
states that there shall be but “one form of action for the
recovery of any debt or the enforcement of any right
secured by mortgage upon real property. . . .,” and it
shall be for foreclosure. Both non-judicial and judicial
foreclosures of deeds of trust and mortgages are
permitted, but the creditor's choice of one over the
other involves certain trade-off’s and limitations. The
companion statutes, usually involved in any analysis of
borrower’s and lender’s respective rights, are the anti-
deficiency rules.**” Between them, the one action rule
and the anti-deficiency rules make for a mystifying
maze of illogical outcomes and general uncertainty for
lenders and their lawyers leading, at various times, to
the loss of the collateral, the loss of the right to obtain a
deficiency judgment or both. When your client
proposes a financing secured by California oil and gas
properties, be prepared for an interesting intellectual
experience.

IV. Current Developments & Trends

This section of the paper describes severa
areas of change in Cdifornia law affecting oil & gas
producers. Some of these changes are similar to trends
seen in other producing states, and some are more
unigque to California.

A. ldle& Orphan Wells

Commercial production of oil in California
started in 1876.*® Like many states with along history
of production, California has a problem with idle and
orphan wells® As of 1990, California had more than



70,000 completed oil or gas wells of which 40% were
reportedly idle.**®

By statute, an idle well subject to special
treatment is one which has not produced oil or natural
gas or been used for fluid injection for a continuous six
month period at any time during a consecutive five-year
period.™®" (For purposes of determining whether a well
is “idle” or producing, DOGGR has informally
indicated that it uses two barrels of oil or 10,000 cubic
feet of gas per day for a six month period as the cut-off
for “commercial production;” this standard does not
necessarily supplant the traditional “paying quantities’
analysis with respect to lease preservation.) An idle
well is defined by the applicable regulations as “a well,
other than a suspended well, that has not been officially
abandoned but on which the operator has ceased all
activity, including but not limited to drilling,
production, or injection.” A “suspended well” is awell
which is temporarily abandoned pursuant to the specific
abandonment requirements imposed by DOGGR and
tailored to reflect the unique conditions of individual
wells or oilfields.™® If awell isidle for a period of six
months or more, a city or a state may initiate
proceedings to order its abandonment.*?

Using the statutory definition, as of 1990,
there were approximately 30,000 idle wells in
Cdlifornia. Of that number, approximately 14,000 had
been idle for five years and approximately 9,000 wells
had been idle for at least ten years.™* Presently, there
are approximately 5,000 15-year-idle-wells, out of
which 3,000 are located in areas with fresh surface
waters.*®® In Orange County alone, 40% of 3,000 wells
are ide. Approximately 100 wells per year are
plugged and abandoned in Orange County.**

A wel is considered to be “deserted” in
California when six months passes after a “suspension
of drilling operations and removal of drilling
machinery.”*>” An operator of the “deserted” well is
subject to a significant bond and a less significant
annual fee.*®

While “orphan well” is apparently not defined
under California law, DOGGR seems to have accepted
the BLM definition of an orphan well. Under an
agreement recently signed by BLM and DOGGR, an
“orphan well” is a well for which the operator is
deceased, defunct, bankrupt, or otherwise inaccessible,
there is no or insufficient bond coverage and the well
has not been plugged and abandoned.**®

B. Current Proposalsfor |dle/Orphan Wells

In 1994, Cdlifornia had 44,098 producing
wells. The number has been declining slowly but
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steadily from the 1985 peak of 55,079. The number of
wells plugged and abandoned each year rose from 1986
to 1990 but has been dowly declining since then. (In
1990, 3,064 wells were plugged and abandoned. In
1994, 2,069 wells were plugged and abandoned.**)

The issues arising from idle and orphaned
wells are being discussed in industry and regulatory
circles. Enlightened observers and participants
generaly believe that it is in the industry’s best
interests to take steps to deal with the issues presented
by idle and orphan wells rather than to wait until public
outcry or environmental activism produces a less
thoughtful and workable result.**

One current proposal to deal with California
idle wells was offered by DOGGR on January 18, 1996.
The proposal addresses more than 5,000 wells located
in Cadlifornia that have been idle for at least 15 years.
Specifically, DOGGR intends to require:

a. A pressure test of the casing from the top,
open perforation to the surface, and a casing inspection
log, which measures minimum inner casing diameter
from Effective Depth to the surface;

b. All 15-year-idle wells located in “Base of
Fresh Water” areas (3,000 wells) will have a casing
inspection log run showing the remaining casing wall
thickness and the extent of outer casing wall corrosion
in the casing from a DOGGR-approved depth to the
surface;

c. Testresults for wellsidle for 15 years or more
will be accompanied by a detailed written engineering
evaluation of the current condition of the wedll;
production costs; specific zones with recompletion
potential; and how the well integrates into the overall
production plan for the reservoir; and

d. The evaluation plan will also include the year
the well was idled, and a specific plan and timetable for
abandonment or returning the well to active status.

Wells will be excused from such testing if the
operator voluntarily files a Notice of Intention to
Abandon.'*

By way of comparison, reports from the State
of Kansas indicate that there are about 9,000 orphaned
wellsin that state which need to be P& A’ d by the state;
appropriations from the state’s general fund are
apparently being used to help with abandonment
costs.

While not involving idle or orphaned wells,
there will be several celebrated well abandonments this



summer. Earlier this year, Chevron received
permission from the Santa Barbara County Air
Pollution Control District (*APCD”) to abandon a
number of oldest offshore oil platforms. Platform
Hazel was built in 1957; Hilda — in 1960; Hope — in
1964; Heidi — in 1965. After these four platforms are
removed, only four producing platforms will remain in
Cdlifornia state waters. Holly off Santa Barbara and
Eve, Esther, and Emmy off Huntington Beach and Seal
Beach. (While Mobil originally planned to retire Holly
as a part of the Clearview Project, it abandoned these
plans after the project was terminated.***)

C. Regulatory Reform

Cdlifornia has a reputation as a high-cost place
to do business. Several years ago, DOGGR released a
preliminary evaluation of the incremental costs incurred
by California producers in complying with regulatory
requirements deemed by industry to be unduly
burdensome. The report was part of a proposa to
restructure and streamline various state agencies.*®
Although the restructuring has not yet occurred, the
draft report was viewed by producers as a step in the
right direction and may yet produce some positive
changes in the way the state agencies operate.

A positive development in recent months
involves DOGGR signing a Memorandum of
Understanding (“MOU") with the U.S. Bureau of Land
Management (“BLM”). The MOU became effective
March 15, 1996. The MOU is intended to clarify and
simplify permitting and regulatory processes for federal
lease operators. Under the terms of the MOU, permit
applications for wells located on so-called “ split estate”
tracts (typically federal mineras and fee owned
surface) and other situations where there is concurrent
state and federal jurisdiction, will have to be filed only
with one agency, subject to few exceptions. The new
guidelines are applied to down-hole well permits;
drilling; reworking; abandoning; surface operations;
underground injection control; idle/orphan wells and
bonding.**® If the program is successfully
implemented, other states may consider similar
measures. A copy of the MOU is included as
Attachment 5.

D. Tort-Based Environmental Developments

The E&P business is subject to ever-stricter
governmental and private measures designed to
safeguard the environment from pollution.  With
respect to federal laws, of course, the regulatory
framework and the statutory remedies available to the
government and private parties for violation of
environmental protection laws are basically the samein
Cadlifornia as elsewhere in the oilpatch. State and local
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regulation in California, however, has been perceived
as being somewhat tougher on industry than in other
states. Thisisthe case not so much because the oil and
gas production industry has been singled out for
especially harsh treatment, but rather as a natural result
of tighter regulation of all activities which could result
in pollution. Some years ago, California led the nation
in adopting tougher environmental statutes and
government policies. California operators have learned
to live with most of them. More recently, however, tort
claims have been utilized by landowners and others
with some success in environmental contamination
cases.

Long before environmental protection
measures were a matter for pervasive government
regulation, traditional tort law was used to compensate
those injured by oil field pollution. Those theories —
some with broader application than previously thought
— are dive and well in Cdifornia  Here are
applications of some of those theories:

n Fraud — Fraud was the central theme
of a highly-publicized case involving the transfer of an
old ail field in the Los Angeles area in the late 1970's
and early 1980's. According to the plaintiffs tria
brief, the buyer paid $2.3 million for the property (the
buyer was also the successor-in-interest to the lessor of
the land and part of the lease was surrendered to the
land owner in consideration of a payment of $60,000).
In late 1993, the transferees obtained a jury verdict
awarding actual damages of $41 million dollars and
punitive damages of $144 million against the seller, a
major oil company.’*’ The plaintiffs claimed that the
property was transferred to them with various hidden
defects and undisclosed conditions and that they would
incur substantial remediation costs for the clean-up of
oil field wastes and improperly abandoned wells. They
claimed the proper measure of damages for their injury
was the cost of repair and restoration, both past and
future. The plaintiffs claimed that fraud was involved
because, although apparently the seller’ s representatives
involved in the transaction personally had no
knowledge of the conditions, the seller had “corporate
knowledge.”

According to the seler’'s trial brief, the
purchase and sale agreement contained disclaimers,
among others, to the effect that the properties were
being sold “as is, where is’ and aso contained
undertakings and indemnities purporting to make the
buyer liable for al post-closing cleanup and restoration.
Apparently the buyers conducted their own
investigation prior to the closing and agreed to rely
“solely” on their investigations. Nevertheless, the jury
verdict went against the seller and in favor of the
buyers.



u Trespass — In the context of oil and
gas lease arrangements, “where one has permission to
use land for a particular purpose and proceeds to abuse
the privilege, or commits any act hostile to the interests
of the lessor, he becomes a trespasser.” Cassinos v.
Union Oil Company of California®*® Where a
defendant injected offsite waste water into a well to
maintain production of oil on other (offsite) wells
constituted a trespass.**® In the context of drilling, a
trespass may ripen into a prescriptive right. Injunctive
relief may be granted against such a trespass without
showing any damage.™®

When a plaintiff seeks damages for loss of use
of the property as a result of atoxic contamination, the
plaintiff must establish that the contamination
constituted a permanent trespass or nuisance. Mangini
v. Aerojet-Genera Corp™ A trespass may be
considered a permanent or continuing injury depending
on nature and extent of contamination.® The crucial
test of the permanency of a trespass or nuisance is
whether the trespass or nuisance can be discontinued or
abated.™ “Abatable’” means that the nuisance can be
remedied at a reasonable cost by reasonable means.**
A trespass or nuisance can be seen as abatable only
after plaintiffs present some certain evidence showing
the extent of contamination.’

(Slant well drilling has a long history in
Cadlifornia jurisprudence. In an action to enjoin one
trespassing by the means of “crooked-hole drilling,”
plaintiff may obtain a permit to inspect the defendant’s
well. The correctness of the results of the survey is a
question of fact and left to the court’s discretion.’*®
Cdlifornia has a special statute of limitations with
respect to particular forms of subsurface trespass.
Section 349 3/4 (@) of the Code of Civil Procedure,
imposes a one-hundred and eighty day statute of
limitation for underground trespass.™’)

u Nuisance — The common law of
nuisance has been statutorily altered in California. For
example, certain idle, deserted, and hazardous wells are
public nuisances by statute.® The well spacing statute
declares improperly spaced wells to be public
nuisances.”® The leaving behind of various oilfield
wastes has been held to be a nuisance®® The usual
remedy for nuisance is the cost of abating the nuisance.
Deterioration in market value of property is the proper
measure for continuing nuisance which cannot be
abated.'®

In addition, negligence, negligence per se,
breach of contract, unjust enrichment, excessive use of
surface and claims for punitive damages are among the
other causes of action typically asserted in litigation by
landowners against oil & gas lessees.
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Although not all regulatory statutes confer a private
right of action on the landowner, violations of various
permits, regulations or statutes are often cited by
plaintiff-landowners as independent causes of action,
or, a least as instances of negligence per se or
violations of the prudent operator standard.

E. Regulatory Environmental Developments

Of course, operators must be concerned with
specific statutory and regulatory requirements in
addition to the somewhat more vague standards
imposed by tort law. This paper does not attempt to
cover recent developments in  Cdlifornia's
environmental protection laws. Instead, severa general
areas are discussed, as examples of the types of issues
producers must deal with in operating in California,
rather than a checklist of current developments.

1. Groundwater

A well-known recent case involved the
undetected, sub-surface leakage over many years of a
diluent. (Diluent is blended with heavier grades of
crude to make the oil easier to transport and process.)
In 1992, Cadlifornia Department of Fish and Game
officials received unconfirmed reports of oil leakage at
the Guadalupe Beach area of the Guadalupe Qilfield in
San Luis Obispo County, California. The leaks at
Unocal’s operation at Guadalupe turned out to be
among the largest in California history.'®?

Prosecutors could not confirm these reports
until later. No action for felony oil spill was
commenced within one year of the informer’sreport. A
court later ruled that the statute of limitations began to
run on the date of the first confidential report and not
on the date of the actual discovery of violation by the
Department.  The court therefore dismissed the
action.’®® The operator’s problems were far from over.

On August 23, 1994, Cdlifornia Coastal
Commission issued an emergency permit with special
conditions (“CDP”) to Unocal for oil spill site cleanup
work in the Guadalupe Beach area. Unocal asked for
the permit on July 1, 1994, to prevent hydrocarbon
(diluent) contamination caused by subsurface pipeline
leakage from seeping into the ocean. Unocal’s action
followed its agreement to pay $1.5 million to resolve
criminal charges brought by the County. Under the
permit, Unocal had to install a temporary sheetpile
coffer dam on the beach and remove the diluent-
contaminated sand and mobile diluent from inside the
coffer dam; to instal a temporary high-density
polyethylene retaining wall to prevent recontamination
of the remediation area; and to return clean sand to the



beach, remove the coffer dam, and restore the site to its
natural state.’®*

Unocal’s cleanup continued past the
October 15, 1994, deadline permitted by the emergency
CDP. Unoca requested an increase in the level of
contaminant allowed to remain in the “clean” sand and
permission to transfer sand from nearby dunes to fill in
the excavated area and install the underground barrier.
The Coastal Commission opposed both of these
requests.'®

By February, 1995, Unocal had completed the
cleanup.’® At that time, it faced severa lawsuits. In
the state criminal action,®” Unocal pled no contest to
three misdemeanor violations and agreed to pay $1.5
million to the California Department of Fish and Game,
the County of San Luis Obispo, and local
environmental projects. Unocal was criminally charged
with failing to report the leaks of diluent, in violation of
the state Water Code.

On March 23, 1995, the state also filed a civil
complaint against Unocal*® charging it with numerous
violations of several state environmental regulations.
The amount of civil penalties and damages sought was
not specified, but the maximum allowable fines total
over $200 million. The litigation is still pending.'*®

Largely as a result of the Guadalupe leaks,
DOGGR has been given additional authority to regulate
certain pipelines and is expected to promulgate
regulations in the future.*”

a. SurfaceWater

Cdlifornia crude oil produced from the San
Joaquin Valley (“SIV") and processed at San Francisco
Bay area refineries has particularly high levels of
selenium. The refining process removes selenium from
the ail to varying degrees, partially depending upon the
type of product manufactured. Making lighter products
such as gasoline, particularly the new “clean fuels,” will
tend to result in higher selenium discharges.*™* In 1991,
refineries in the Bay area processed a total of around
200,000 barrels per day of SV crude, approximately
one third of the 673,000 barrels per day output.”?

Processing the SV ail has posed some risk for
the major oil refiners. In 1993, Exxon and Unocal
allegedly violated the Clean Water Act by releasing
about 2,110 pounds of selenium into the waters of
Northern California.!”® In February 1995, Shell agreed
to pay $2.2 million in fines for excessive discharges of
selenium.’™  The state, environmental groups and a
commercia fishing organization filed the lawsuit to
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protect fish and wildlife from birth defects shown to be
caused by large doses of selenium.*”™

Northern California authorities have |ooked
for alternatives to SV oil to reduce the selenium
discharges. It was estimated that crude switching could
potentially reduce the discharges by a maximum of
50% if al the oil from SIV were replaced by the ANS
crude.

While these environmental concerns would
favor switching, its costs would aso be high.
Refineries would have to change their processes to
accommodate a substantially different type of crude.
Tankering oil from Alaska would increase the tanker
traffic. In Exxon's estimates, crude switching would
cost the state economy about $150 million in addition
to costs to the refineries themselves.*"

Finally, note that the exporting of ANS crude may
reduce ANS oil as a percentage of total refinery
throughput in Californiarefineries.

2. Air Quality

Air quality in the Los Angeles Basin has been
a source of great concern, legislation, regulation and
litigation for many years. The generally poor quality of
the air in Los Angeles, however, has been steadily
improving and is much better than it was 20 years ago.

Less well known, however, are the air quality
problems elsewhere in the state. For regulatory
purposes, the state is divided into “air basins.” Los
Angeles County lies partly in the South Coast Air Basin
and partly in the Southeast Desert Air Basin.'’ The
Cdlifornia Air Resource Board (“CARB”) has the
authority to classify each air basin as an attainment or a
non-attainment area with respect to any state ambient
air quality standard. The identification is made on a
pollutant-by-pollutant basis. If the data is insufficient,
CARB identifies the area as unclassified.'™

For example, with respect to carbon monoxide
pollution, San Joaquin County is in attainment; the part
of Los Angeles County beonging to the Southeast
Desert Air Basin is in attainment; the part of Los
Angeles County belonging to the South Coast Air Basin
is in non-attainment; Sacramento County is not
classified as either in attainment or non-attainment.'”
Designations made by CARB are reviewed annualy
and updated as new information becomes available.'®

The 1990 amendments to the Clean Air Act
required states to develop state implementation plans
(“SIP") to combat excessive levels of ozone. California
failed to develop a SIP which prompted a federal court



to order EPA to prepare and impose on Cdlifornia a
federal implementation plan (“FIP").*

In response, on November 1994, California
approved a SIP to achieve national ozone standards
throughout the state and specifically in each of six
major ozone non-attainment areas of the state (San
Diego, Sacramento, the San Joaquin Valley, the South
Coast Air Basin, the Southeast Desert, and Ventura).*®

The classification as a non-attainment area
means that further improvements are required in air
quality in the western part of the Los Angeles Basin.
As the largest gasoline market in the world, however,
Los Angeles requires a substantial amount of gasoline
to be produced for delivery and sale in the area. Los
Angeles area refineries are natural markets for Santa
Barbara county oil .*%®

As aresult, various studies attempted to figure
out a way to reduce the oil and gas consumption in the
Basin. One study claimed that the environmental
benefits of substituting electricity for natural gas or fuel
oil in many applications would offset the investment
costs in areas with serious air quality problems such as
the Los Angeles Basin.'®

In 1992, the South Coast Air Quality
Management District (“SCAQMD”) adopted the
Regional Clean Air Incentives Market (“RECLAIM"),
a transferable discharge permit program designed to
control nitrogen oxide, reactive organic gas, and
sulphur oxide emissions in the Los Angeles Basin.*®

The net effect of this complex maze of
regulation is to cause oil & gas operators to re-evaluate
all aspects of their operations which contribute to a
degradation of air quality. For example, the practice of
using gas or liquids produced from the lease to power
internal combustion engines on pumps and compressors
involves exhaust emissions which the regulators are
seeking to minimize. Another example is the choice of
fuel to be used in the generation of steam to be injected
into Kern County’s heavy oil reservoirs. California
operations personnel work with those sorts of issues
and constraints on a regular basis. As is the case with
most governmental regulation, dialogue between the
regulator and the regulated is helpful in revising and
“fine-tuning” rules in order to impose the least
operational and administrative burden on the affected

party.
3. Soil Remediation
A difficult, but interesting set of legal issuesis

found in the context of plugging, abandonment and site
restoration/rehabilitation activities in old oilfields. The
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actual plugging and abandonment of wells is similar to
such activities elsewhere.  Soil remediation is a
particularly knotty issue in urban areas. The level of
hydrocarbons permitted to remain in the soil following
the abandonment of an ailfield is dependent on the
intended future use of the property. For example, if the
site of an abandoned ailfield is to be used for industria
purposes, the soil need not be cleaned of hydrocarbons
and other regulated substances to the same extent as if,
for example, it were to become a residential area or the
site of a childcare center. A problem sometimes arises
because, at the time of abandonment of afield, the next
use of the property has not necessarily been decided.
The operator wants to clean-up the site only once and is
understandably  unwilling to spend sometimes
enormous sums of money to remediate to the highest
possible standard permitted by the then existing zoning
classification. On the other side, the landowner is
uninterested in having to spend its own money at some
later time to bring the property up to a standard which
is then considered acceptable to the succeeding owner
or the appropriate regulatory authorities.'*®

The best solutions to those problems occur if
the next use of the lease or field can be identified prior
to the abandonment of the field. Irrespective of the
lease’s terms, California law will require the proper
plugging and abandonment of the wells and
decommissioning of other oailfield equipment and
facilities. If the landowner, the regulatory agencies and
the next user of the surface can agree on a
redevelopment plan, then the oil and gas operator can
tailor the soil remediation program and the filling and
grading program to meet those reguirements that the
permitting agencies will later impose on the
landowner/developer in  connection  with  the
construction of new improvements on the tract. While
this process is “much easier said than done,” it is surely
in the operator’ s best interests to anticipate and begin to
plan for these activities long before the lease reaches
the end of its economic life.

The Los Angeles Regional Water Quality
Control Board (the “Water Board”) has promulgated
general guidelines for soil remediation in order to
clarify the general standard applicable to P&A and soil
remediation activities within its jurisdiction. A copy of
the Water Board's Order No. 90-148 is included as
Attachment 6. This genera order, supplemented by a
specific order for each particular site, deals in a routine
manner with the bioremediation down to a certain level,
within a period of 365 days, of hydrocarbon
contaminated soil for jobs involving 100,000 cubic
yards or less of contaminated soil. Orders such as this
one give some certainty and predictability to the task of
estimating the time and expense of soil remediation
measures heeded in plugging and abandoning wells and



fields. Each site, however, involves reaching some
resolution with the operator, the landowner and the
regulatory authorities.

4. Electricity Deregulation

Cdlifornia consumers of electricity have
historically paid high prices for electricity and the PUC
and the legislature are considering various proposals to
deregulate the electricity business in California. By
some measures, the price of eectricity is 50% higher
than elsewhere in the country. Accordingly, California
producers — who are encouraged to use electricity as a
lease fuel rather than hydrocarbons produced from the
field because of air quality concerns — are keenly
interested in the deregulation of the electricity
generating and transmission industry. Whether such
deregulation occurs in California and what shape it will
finally take are open to debate, but lower prices to the
consumer of eectricity is one of the intended results.
Deregulation of electricity markets is being discussed
elsewhere in the country as well. Operators may have a
greater interest in the subject in California because of
the relatively high price of eectricity, but the issues
will confront producers in each location where
deregulation isimplemented.

Conclusion

Cdlifornia has an interesting spot in oilpatch
history. Its unique geography, geology and
demographics will make it a “one-of-akind” place in
the future as well. Our clients can successfully explore
for, develop and produce oil & gasin California. While
conventional oil & gas property law provides a
generaly familiar framework for the E&P business,
Cdlifornia will also continue to be a leader in the
developments of solutions to economic and regulatory
problems which face our industry.
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