Guidance on Gas Leases

for Farmland Protection Entities

in West Virginia


This guidance on gas leases is being outlined for the West Virginia Agricultural Land Protection Authority and the county Farmland Protection Boards.  Federal policy is described below, as well as suggested policy to be adopted for use with local monies.  Background information compiled by a working group of West Virginia Land Trusts is also attached, as well as excerpts from articles and on-line resources. 


 In most cases, the gas drilling operations are being accomplished through a lease with the landowner.  This lease can be fairly open-ended, giving the gas driller wide latitude in the type and scope of operations, or the lease can limit the activities that the gas driller may undertake.  An open-ended lease can operate in much the same way as severed mineral rights, where the surface owner no longer owns the rights to the minerals below the surface, nor controls the method of their extraction.  Farmland protection boards in the state of West Virginia have incorporated into their programs prohibitions against accepting easements with severed mineral rights unless the right to those minerals is subordinated to the easement; the mineral rights are repurchased; or the likelihood of extraction is 'so remote as to be negligible', in accordance with IRS regulations.  This document will deal with the activity of gas drilling whether it be through lease, or through a severing of the mineral rights.

Introduction

The substantial increase in gas leases in the Marcellus Shale corridor of West Virginia has caused land conservation organizations to determine what their policies would be in the event the landowner is  considering both signing a gas lease and placing  a conservation easement on the property.  The issue is a complex one, and policies should address various funding situations, including:   where there is Federal matching money from the USDA-NRCS; where only local farmland protection board money is used; and consideration if a policy should be altered due to the  donation of an easement.  

Much has been learned from surrounding states, especially Pennsylvania, where actual drilling in the Marcellus has taken place.  The technique used to extract the gas is substantially different than historical drilling for gas, which was allowable under most conservation easement programs. 

A quick history and current status of this technique is summarized as follows (please see attached excerpts from articles and on-line resources):

· Hydraulic fracturing (known as fracking or frac'ing) is a common technique used to stimulate the production of oil and 
· natural gas. Typically, fluids are injected underground at high pressures, the gas-containing formations fracture, and the oil or gas flows more freely out of the formation. 

· A substantial amount of water, 1 million up to 5 or 6 million gallons, must be used in the fracking process.  This water is often taken from underground sources or nearby streams.

· The water with additives used in the drilling process (hereby identified in this document as 'frack fluids' whether it is the treated water mixture before, during or after injection into the Marcellus wells) is a new and unique component of this new gas drilling process. 

· The materials added to the water to produce the frack fluid does not have to be disclosed under Federal laws.  In recent testimony, a Halliburton executive said it would be like Coca-Cola disclosing their formula.  And while an industry executive recently at a Pennsylvania conference said 'just think of it as jello”, the U.S. Department of Energy lists water produced from this gas drilling as among the most toxic of any oil industry byproduct, and once back to the surface, dealt with as toxic industrial waste.  The EPA has said that the fluid “can be very damaging to the environment and public health if it is discharged to surface water or the land surface.”  Chemicals used  in the fracking process may include such toxins as benzene, chromates, heavy metals and other organic and inorganic compounds.  In addition, once utilized in the process, the fluid brought back to the surface, or “flowback”, is very saline and may contain toxic metals and radioactive particles that are found in the geologic formations and released during the process.    

· Inconsistently, the frack fluid being injected is not subject to regulation under the Safe  Drinking Water Act.   In addition, the entire drilling process is exempt from the stormwater management provisions of the Clean Water Act.  As a result of work by special task force on energy policy convened by Vice President Dick Cheney in 2001, it was recommended that hydraulic fracturing be exempted from the Safe Drinking Water Act and the Clean Water Act.  The legislation that followed, the Energy Policy Act of 2005, specifically prohibited Federal regulation of hydraulic fracturing except when diesel fluids are used.

· While the U. S. House of Representatives committee on Oversight and Government Reform in October 2007 decried the loophole which gives oil and gas companies the ability to pump toxic chemicals into drinking water with little or no accountability, no new Federal regulations have been forthcoming from either Congress or the Administration.

· Without Federal regulations of the gas drilling process, states themselves are left to cope with the toxic waste that is then brought back to the surface after the drilling process.  While in Western states this waste is often put into pits to evaporate, in Eastern states the movement has been to store the fluid in tanks to either be “land applied” or to be taken somewhere to be treated.

· Pennsylvania may be at the forefront of the waste disposal with a recent task force established to investigate the possibilities.  Current suggestions include using the fluid to water down dusty roads or to send the waste to existing treatment plants.  The PA DEP, however, recently sent a letter to sewage treatment plants warning them that wastewater from Marcellus drilling may cause operational problems in meeting permit effluent limits.  Generally, neither water nor waste treatment plants are equipped to treat the level of toxins found in the frack fluid without technology upgrades.  The costs of such upgrades may be prohibitive.  

Clearly, drilling for Marcellus gas is very different that the single well gas drilling operations of past decades.  The run-up in energy prices has caused the extraction of this natural gas to become more attractive.  The break-even costs has been estimated at $4.20 to $11.50 per thousand cubic feet (Mcf), with $6.64 per Mcf the median.  

Issue Areas

The fracking technique (described in the Land Trust document), involves the following concerning issues disallowed under the West Virginia standard easement language:

· extraction of substantial amounts of ground water

· creation of 6 to 7 acre ponds use of toxic polymers in the frack water used to extract the gas

· necessity of above-ground pipelines to transport the extracted gas

The following excerpts from the standard West Virginia easement clearly prohibit the above items:

11.  Removal of Natural Resources.   Ditching, draining, diking, filling, excavating, removal of topsoil or sand, gravel or rock on the Protected Property is prohibited, except when such activities are conducted in order to carry out activities permitted under this Easement, are in accordance with a conservation plan, do not exceed one (1) acre in total area and are restored within a reasonable time period.  The exploration, development, mining or extraction of minerals, oil, gas or any other hydrocarbon substance from the Property is prohibited.

17.  Utilities.  Grantor shall not sell, lease or grant an easement covering any portion of the Property where such sale, lease or easement is for the purpose of construction and installation of underground or above-ground public utility systems, including, but not limited to, water, sewer, power, fuel, sewerage pumping stations and cellular telephone or other communication towers.   The Grantor may install utilities necessary for the permitted residential and agricultural structures.

18.  Streams, Wetland and Water Bodies.  There shall be no pollution, alteration, depletion of surface water, natural water courses, lakes, ponds, marshes, wetlands, springs, subsurface water or any other water bodies, nor shall there be activities conducted on the Property which would be detrimental to water purity or which could alter natural water level and/or flow in or over the Property.  Nothing in this paragraph shall prohibit the creation or dredging of farm ponds. Structures and facilities associated with irrigation, farm pond impoundment, and soil and water conservation on the Property shall be considered an agricultural use.  Expansion and construction of ponds and structures outside the Farmstead Complex Area shall in accordance with the conservation plan.  Farm ponds shall not exceed  one acre in area.

There is also the consideration of whether the lease is non-developmental (no surface disturbance or structures; gas is extracted from an off-site location by use of horizontal drilling) or developmental (standard drilling protocol on the property itself).

Finally, conservation easement organizations will want to consider options for lands with severed/leased gas rights, including (1) subordination; (2) repurchase of the gas lease/rights; and (3) establishing conservation easements after the drilling has been completed.

Federal Policy from USDA-NRCS

The Federal guidelines for conservation easements have been adopted in the standard easement language in West Virginia.  Those prohibitions on toxic materials, depletion of ground water, large ponds, and above (or below) ground pipelines; these prohibitions can not be altered.  Conservation easements on lands with severed/leased gas rights could be recorded using Federal money under the following circumstances:

· use of non-developmental leases

· conversion of a developmental lease to a non-development lease

· repurchase of severed/leased gas rights

· subordination of gas rights

Some of these aspects will be discussed more fully below.

West Virginia Farmland Protection Policy

Each farmland protection board and the West Virginia Agricultural Land Protection Authority must adopt a policy regarding the ability to ease property with severed/leased gas rights.  This policy should be well thought out, approved in advance and written in to the program,  clearly communicated to landowners, and applied consistently.  While the local farmland protection boards may use local money or take donations as they see fit, a fully-informed and conscious decision must be made to vary from the well-tested Federal guidelines.

(1)  The repurchase of severed/leased gas rights would essentially be the same as having no gas lease on the land.  This would always be acceptable, however, legal counsel should be involved to ensure that the repurchase is executed properly and resolves any risk by the landowner or farmland protection board regarding future gas drilling activities.

(2)  A non-development lease is also acceptable, or the conversion of a developmental lease into a non-development lease achieves the same result.  Sample language is as follows for the contractual agreement:

AND WHEREAS, for the purpose of accommodating a perpetual  conservation easement on the leased land, GAS COMPANY, INC., as lessee, agrees to amend said lease to prohibit surface operations. The following clause shall be in effect for the duration of the lease: 

It is understood and agreed that Lessee, and its successors or assigns, shall not enter upon nor use the leased premises for conducting any surface or drilling operations hereunder. Any production from the leased premises shall be by way of pooling and/or unitization, or by directional drilling from a surface location on other lands and bottomed under the leased premises. 

And following is language that should be inserted into the Deed of Conservation Easement:

That at no time shall any party enter upon the Property and conduct

surface operations related to the commercial extraction of natural

gas and oil including, but not limited to, activities related to

exploration, extraction, production, transportation and/or storage

of natural gas and oil; nor shall any facilities, pipelines or

equipment related to the same be constructed, erected or placed

upon the surface of the Property; nor shall the Property be used

for ingress and egress for such operations located on other

properties or for the transportation or storage of natural gas and

oil therefrom. Commercial extraction of natural gas and oil

underlying the Property shall only be permitted by the use of

recovery methods utilizing horizontal and/or directional drilling

from a surface location on lands other than the Property, and/or by

way of pooling or unitization production. Any and all such

operations shall be further subject to the requirements of Streams,

Wetlands and Water Bodies below, with the exception that the

removal of any water injected from adjacent properties during the production process shall not be considered a depletion of subsurface water. No such operations shall commence until the Grantee has been provided with written notice of the intent to initiate production of natural gas and oil from the Property, and have expressly approved and authorized the method and plan for production.

(3)  The final clearly acceptable way of easing land with severed/leased gas rights is a subordination agreement.  If the subordination agreement is NOT a conversion to a non-developmental lease, extreme caution should be exercised by the farmland protection board.  If the conservation easement has not been recorded and a gas lease has been signed, the subordination agreement should contain specific provisions for the following items:

· no above or below ground pipelines

· no use of frack water on the Property

· no drilling on the Property for water  to use as frack water

· no extraction of surface water on the Property to use as frack water

· no creation of ponds to be used either for or produced in the operation

· no roads or infrastructure on the Property

· no disposal of water, waste, “overburden” rock or soil on the Property 

Unfortunately, with clear delineation of the above prohibitions, it is unlikely that the gas drilling operator in the Marcellus shale could actually execute a developmental lease on the Property.  The signing of a generic subordination agreement without an understanding on the specifics may put the farmland protection board in a position to have to legally defend the misunderstanding with a very deep-pocketed gas driller.  It may be unlikely that the farmland protection board could prevail, or could financially sustain a court fight on each of the above points if a “generic” upholding of conservation values is signed by the gas driller.  Subordination of very specific operational aspects is suggested:

1. That the conservation easement granted to the parties of the second part (landowner/Grantor) by the Deed of Conservation Easement shall continue in perpetuity, and this agreement subordinating the Oil and Gas Lease encumbering the Property shall remain effective as long as the Oil and Gas Lease remains unreleased of record and in full force and effect, and shall be binding upon the parties hereto and their heirs, successors and/or assigns;

2. That the party of the first part (gas driller/Lessee), by entering into this agreement, is subordinating its financial interest in the Property to the conservation purposes outlined in the Deed of Conservation Easement including but not limited to:

· no use of toxic or hazardous wastes on the Property, including the fluids used in or  produced by the gas drilling or extraction process

· no drilling or use of ground or surface water from the Property

· no creation of ponds or storing of water  on the Property

· no roads or infrastructure on the Property 

· no above or below ground pipelines on the Property

Regardless of whether the easement is purchased with local money only, or is a donation, the same fiduciary duty under both IRS guidelines and West Virginia state law applies.  (See also the attached Land Trust memo for a discussion of IRS requirements and upholding conservation purposes.)

What if a Board wants to allow developmental leases?

If a local farmland protection board moves forward with a policy to allow developmental leases, the following issues should be clearly addressed in the board's policy and approved by their county commission.  The Deeds of Conservation Easement must be written to be consistent and allow for the clear intentions under the lease.

· Above ground transmission lines to capture the gas

· Drilling of water wells to supply the frack water

· Potential problems in karst topography

· Testing of water before, during and after operations

· Introduction of toxic materials into the ground and storage of the same on the property 

· Construction of ponds larger than 1 acre

· Removal or disbursal of the frack water from the property

· Potential for the board to be liable for the contamination of the property or adjacent property from the operations if an easement is held

· Limitation of the size of the disturbance area

· Restoration of the area once drilling is complete

· Construction of roads on the property to service the operations

· Resolution of impairment of conservation values and loss of the Federal tax deduction for the easement

· Loss of the farm use property tax rate due to revenue from drilling operations

· Responsibility to monitor the property during road construction, pipeline construction, active drilling, pond  creation and clean up

· Potential for liability from citizens or other groups due to a violation of public trust by a governmental entity 

· Monitoring of the capping of the well heads once production is completed and the sealing of the gas well itself

It may be extremely complicated, risky and inadvisable for a small local board to pursue this policy.

What other options may exist?

Several other options may be open to a farmland protection board if gas rights have been severed/leased:

· Wait until the drilling operations have been completed and the ponding removed.  The local board could likely put an easement on the property and allow for the pipelines and roads as a pre-existing condition.  Federal lawyers would evaluate the property as to what detriment this causes to the farming operation and conservation values before awarding Federal money.

· On a large property, exclude the portion of the property that would house the drilling operations and pond, while placing an easement on the remainder of the Property. This approach carries some risk if the Property were impacted by the operations or inadvertent contamination. 

This document was adopted by the WV Agricultural Land Protection

Authority at their meeting on January 22, 2009.  This is not meant

to be a legal document, and the WV Agricultural Land Protection

Authority takes no responsibility for its use or application.  Each

county Farmland Protection Board must adopt their own policy

regarding gas leases.


