UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 91-6137

IN THE MATTER OF: GHR ENERGY CORPORATI ON,
Debt or .
MEDALLI ON O L COWPANY, ET AL.,

Appel | ant s,
vVer sus
TRANSAMERI CAN NATURAL GAS
CORPORATI ON,
Appel | ee.

Appeal fromthe United States District Court
for the Southern District of Texas

(August 27, 1992)
Bef ore BRI GHT?, JOLLY, and BARKSDALE, Circuit Judges.
BRI GHT, Senior Crcuit Judge:
This is a case concerning overriding royalty interests granted
to Medallion G| Conpany and H S. Finkelstein [Medallion] on a

| easehol d estate under a farnout agreenent between TransAnerican

. Senior Circuit Judge of the Eighth Grcuit, sitting by
desi gnati on.



Nat ural Gas Corporation [TransAnerican] and EIl Paso Natural Gas
Conpany [El Paso].

Medal i on appeals the district court's affirmance of the
bankruptcy court's grant of sunmmary judgnent, whi ch determ ned t hat
Medal lion's overriding royalty interests in the La Perla Ranch
| easehol d estate did not survive the termnation of the farnout
agreenent between TransAnerican and El Paso.

In this appeal, Medallion challenges the bankruptcy court's
determ nation that: (1) Medallion's overriding royalties were
extingui shed by the term nation of the underlying farnout agreenent
and | easehold interest; and (2) Medallion's overriding royalties
did not increase commensurate with the increased i nterest acquired
by TransAnerican in the La Perla Ranch. W affirm but remand for

reformati on of the bankruptcy court's order.

l. BACKGROUND
A FACTUAL
In 1974, Medal lion and Good Hope Refineries, I nc.,

TransAnerican's predecessor, entered into an agreenment whereby
TransAnmeri can woul d assign to Medal lion a one-sixteenth overriding
royalty interest in gas and oil production frommneral rights that
Medal i on would assist TransAnmerican in obtaining. In 1975,
TransAnerican and El Paso entered into a farnout agreenent, for the
La Perla Ranch in Zapata County, Texas, under which El Paso granted
TransAnmerican the right to explore and devel op the La Perla Ranch

field and to obtain gas | eases thereupon.



In 1983, TransAnerican filed Chapter 11 bankruptcy. |n order
to settle various disputes, TransAnmerican and Medallion entered
into a settlenent [ Medallion settlenent] in 1987, which recogni zed
a one-sixteenth overriding royalty for Medallion in the net
revenues fromLa Perla Ranch under the 1975 farnout agreenent. The
settlenent also granted Medallion a one and one-half percent
overriding royalty on production fromcertain interests owned by
TransAnerican, including the La Perla | easehol d estate.

In 1990, TransAnerican and El Paso entered into a settl enent
[El Paso settlenment] of a dispute over a gas purchase agreenent
that covered certain gas produced fromLa Perla Ranch. As part of
the settlenent, TransAnerican termnated all prior agreenents
between the two parties, including the 1975 farnout agreenent and
all |eases thereunder, and El Paso assigned all of its mnera
interest in La Perla Ranch to TransAneri can.

B. PROCEDURAL

This action arose during the course of TransAnerican's
bankruptcy proceeding, when Medallion filed a notion to conpel
debtor's conpliance with the Medallion settlenment. |In the notion
to conpel, Medallion alleged that TransAnmerican owed it increased
overriding royalties because TransAnerican had acquired the La
Perla Ranch mneral fee interest in the settlenment with El Paso.
TransAnmerican countered with the argunent that it owed Medallion no
overriding royalties because the farnout agreenent and |easehold
i nterest, upon which Medallion's overriding royalties were based,

had been term nated between TransAnmeri can and El Paso. Both sides



filed nmotions for sunmary judgnent. The bankruptcy court granted
summary judgnent in TransAnerican's favor and the district court
affirmed its holding. This appeal followed.
1. DI SCUSSI ON

Qur reviewof a district court's grant of summary judgnent is
plenary and we apply the sane standard as the district court

applied. Lavespere v. N agara Mach. & Tool W rks, Inc., 910 F. 2d

167, 177, reh'qg denied, 902 F.2d 259 (5th Gr. 1990). Summary

judgnent is proper only if there is no genuine issue as to any
material fact and TransAnerican is entitled to judgnent as a matter

of law. Fed. R Cv. P. 56(c), quoted in Celotex Corp. v. Catrett,

477 U. S, 317, 322 (1986). In review ng the evidence, we nust view
the facts and inferences in the |ight nost favorable to Medalli on.
Lavespere, 910 F.2d at 178.

On appeal, Medallion argues that the district court erred in
holding that its overriding royalties were extinguished by the
termnation of the 1975 farnout agreenent and underlying | easehol d
estate between TransAnerican and El Paso. First, it contends that
when TransAnerican acquired the mneral fee rights, in effect,
TransAnerican's |easehold interest merged wth E Paso' s
reversionary interest. Thus, Medallion's overriding royalties in
the | easehol d coul d not be w ped out because the concept of nerger
shoul d not operate to destroy Medallion's interests. |n support of
its contentions, Medallion relies on portions of the settlenent
bet ween Medal lion and TransAnerican. As part of the settlenent,

TransAneri can



agree[d] to assign and convey to [Medallion] an
overriding royalty interest of one and one-half percent

(1¥249 of all oil, gas, other hydrocarbons, and all other
mnerals . . . produced and saved fromor attributed to
the interests owed by [ TransAnerican] . . . as of April
23, 1987, at 12:01 a.m, in and to all . . . "Leases,"

"Agreements” and [] all other interests in |and
., In each case covering or consisting of |and
situated i n Webb and/ or Zapat a Counti es, Texas, owned by

[ TransAnmerican] . . . as of April 23, 1987, at 12:01
a.m, and any increase in the quantity of interest
therein owned by [TransAnerican] . . . which is based

upon any additional or greater interests therein received
or realized by [ TransAneri can] under reversions or other
ternms of any contracts or agreenents in existence as of
April 23, 1987, at 12:01 a. m

Schedul e A of the Supplenent to Stipulation, at 1-2.
TransAnmerican al so agreed to

convey to [Medallion] . . . an overriding royalty
interest equal to one-sixteenth (1/16th) of the net
revenue i nterest earned, acquired or otherw se received,
and to be earned, acquired or otherw se received, by
[ TransAnmerican] . . . under the said Agreenent of March
18, 1975 [the farnout agreenent], with El Paso, as
suppl enent ed and anended .

Assi gnnent of Overriding Royalty, Attachnent to Schedul e B of the
Suppl enent to Stipulation, at 4.
Both overriding royalties were subject to an extension and
renewal provision, stating that the overriding royalty
shall also apply, extend to and include each and every
renewal or extension of an oil and gas | ease covered by
this Assignnment which is acquired by [TransAnerican],
directly or indirectly, prior to or within one (1) year
of the expiration or termnation of said oil and gas
| ease.
ld. at 7; Assignnent of Overriding Royalty, Attachnent to Schedul e

A of the Supplenent to Stipulation, at 6.



Al so, both of Medallion's overriding royalty interests were
subject to the following clause, allowng TransAnerican to
termnate at wll any of its underlying interests:

It is expressly agreed that operations, if any, on [the

| ands covered hereby], and the extent and duration

thereof, as well as the preservation of such |ease by

rental paynents or ot herw se, shall be solely at the w |l
of [TransAnerican].

Medal l'ion's contention that the El Paso settlenent resulted in
a nerger of the leasehold and reversionary interests s
unpersuasive. TransAnerican termnated the | easehold estate and
farnmout agreenent and acquired the mneral fee estate, free and
clear of the |eases. No | easehold remained in existence, thus
there could be no nerger.

"The term overriding royalty' has a well defined nmeaning in
Texas. It is an interest which is carved out of, and constitutes
a part of, the working interest created by an oil and gas | ease."

Guss v. CQummins, 329 S.W2d 496, 501 wit ref nr e (Tex. Cv.

App. 1959) (citations omtted). In the case at hand, TransAnerican
agreed "to pay an overriding royalty, a certain share of the
production, to [ Medallion] as consideration for [its] services in

procuring a | ease on certain lands." 3 W L. Summers, The Law of

Ol and Gas § 554, at 625 (1958).

The bankruptcy court, in response to Medallion's claimthat
its overriding royalties continued beyond the term nation of the
underlying | easehold estate and farnout agreenent, stated that:

An overriding royalty interest, because it is carved out
of a |easehold interest, is limted in duration to the
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| easehol d interest's life, and the term nation of that
| easehol d estate extinguishes the overriding royalty.
Sunac Petroleum Corp. v. Parkes, 416 S.W2d 798, 804,
[reh"g of cause overruled] (Tex. 1967); Keese V.
Continental Pipe Line Co., 235 F.2d 386, 388 (5th Cr.
1956) (unless instrunment creating overriding or royalty
i nterest nakes express provision to the contrary, the
interest continues or ceases with the | easehold estate
out of which it is carved and cannot survive term nation
by surrender or release of the | easehold estate by the
owners).

The pl ai n | anguage of the Medal lion Settl enent shows
that Medallion's interest is not perpetuated should the
farmout agreenent termnate. Nothing in the Medallion
Settlenent provides that if TransAnerican acquires a fee
interest in the La Perla Ranch properties, Medallion's
overriding royalty interest would be redeterm ned to be
a non-participating royalty interest applicable to the

new y-acquired interest. |In fact, the provisions relied
upon by the Medallion Goup provide that Medallion's
overridi ng royal ty interests rel ate only to

TransAnerican's interests in effect as of April 23, 1987,
at 12:01 a.m As of that date, TransAnerican's worKking
interest consisted solely of |easehold interests. Not
until January 1, 1990 did TransAnerican's interest in the
La Perla Ranch becone a mneral fee interest. Moreover,
the Medallion G oup acknowl edges in its Opposition to
TransAnerican's Mtion for Sunmmary Judgnent that its
percentages were "carved out of TransAnmerican's
properties.” [citation omtted] Thus, Medallion's
overriding royalty interest, because it was carved out of
TransAnerican's | easehol d i nterest, was exti ngui shed when
TransAnmerican's | easehold estate was tern nated. See
Sunac and Keese, supra.

In addition, the Medallion G oup expressly agreed
that the preservation of any |ease under the Farnout
agreenent was "solely at the will of [TransAnerican]."
Thi s | anguage clearly and specifically al | ows
TransAnerican to relinquish its obligation to pay the
Medallion Goup the 1-1/2% and 1/16th overriding
royalties by nerely term nating the | ease.

Mem Op. dated May 14, 1991, at 11-12.
We agree with this reasoni ng and adopt the bankruptcy court's
conclusion that Medallion's overriding royalties did not survive

the termnation of the | easehold estate and farnout agreenent.



Second, Medal lion argues that because gas production on La
Perl a Ranch continued unabated, TransAnmerican could not surrender
the |easehold interest and obliterate Medallion's overriding
royalties. |In support of this contention it quotes clause two of

an oil and gas | ease between EIl Paso and TransAneri can.

2. Subject to the other provisions herein
contained, this lease shall remain in force and effect
for so long thereafter as oil, gas, casi nghead gasoli ne,

or any of themis produced fromthe above-described | ands
or lands pooled therewth, or for so long as this | ease
i s extended under any subsequent provision hereof.

Exh. B to Exh. D to Affidavit, Bankruptcy Record No. 9541.

In the case of Fain & McGaha v. Biesel, 331 S.W2d 346, 347-

48, wit ref n r e (Tex. Cv. App. 1960), the Court of Gvi

Appeal s of Texas held that, where the | ease instrunent authorized
release of any part of the |easehold, the |easeholder could
surrender a portion of the estate and term nate an outstanding
overriding royalty interest. The court noted that although
production of gas and oil on the | easehol d never ceased, it did not
"believe this would be material or operate as a distinction in any
event." 1d. at 347.

In the present case, clause twelve of the |ease docunent
expressly authorized TransAnerican to surrender the | easehol d.

12. Lessee, its successors and assigns, shall have

the right at any tinme to surrender this | ease, in whole

or in part, to Lessor or its successors and assigns by

delivering or mailing a release thereof to the Lessor

and by placing a rel ease thereof of record in the county

in which said land is situated, thereupon, Lessee shal

be relieved fromall obligations, express or inplied, of

this agreenent as to the acreage so surrendered.

Exh. B to Exh. D to Affidavit, Bankruptcy Record No. 9541.



The cases cited by Medallion in support of its position are
i napposi te because the | eases therein did not allow the |essee to
surrender the |ease at will. Further, as noted above in the case
at hand, TransAnerican's | easehold interest was toremain in effect
so | ong as production conti nued, however, the termof the | ease was
subject to the operation of the other |ease provisions, including
cl ause twel ve all owi ng surrender of the | ease. Therefore, we hold
that TransAnerican was free to termnate the |easehold estate,
where the | ease | anguage expressly authori zed the surrender, and to
cut off Medallion's overriding royalties, despite the fact that gas
production never ceased on the | easehol d.

Finally, Medallion clains that TransAnerican owes it i ncreased
overriding royalties because TransAneri can expanded its i nterest by
acquiring El Paso's entire La Perla Ranch mneral fee interest. W
hold this argunment to be wthout nerit because Medallion's
overriding royalty interests depended upon the continued exi stence
of the | easehold estate and farnout agreenent. The extension and
renewal clause in the settlenent agreenent provided coverage for
new or renewal |eases acquired by TransAnerican, not for fee
i nterests. Al so, Medallion failed to show that any contract in
exi stence on April 23, 1987 entitled TransAnerican to receive the
La Perla Ranch mneral fee in the El Paso settlement. 1In sum the
termnation of the |easehold estate and the farnout agreenent
between TransAnerican and El Paso, wth the consequent

extingui shnent of Medallion's overriding royalties, precludes



Medal lion's claimto an increased overriding royalty. The parties
bargained for this result and we will not alter their bargain.

We AFFI RMt he bankruptcy court's opinion and order, as adopted
by the district court's judgnent and order; however, we REMAND for
reformati on of the bankruptcy court's order to refine its coverage
to exclude interests in the La Perla Ranch, which were not at issue
in this case. In affirmng, we note that, at oral argunent,
Medal I'i on expressly disclained reliance upon equitable relief and

chose to rely strictly upon the rel evant contractual provisions.

AFFI RVED. 2
2 Medal lion's Motion for Extraordinary Relief is hereby denied
as noot .

10



