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WEST VIRGINIA SUPREME COURT
OF APPEALS SENDS WELCOMING MESSAGES
TO ENERGY INDUSTRY

Two recent holdings from the West Virginia
Supreme Court of Appeals resolved significant
areas of uncertainty for many oil and gas
operators and removed substantial, and
arguably inequitable, burdens on them. In
Leggett v. EQT Production Company, __ S.E.2d
__, 2017 WL 2333083, (W.Va., May 26,
2017) and Gastar Exploration, Inc. .
Contraguerro, __ S.E.2d __, 2017 WL
2418399, (W.va. May 31, 2017), the Court
permitted operators to share the costs of
production with royalty interest owners and
alleviated potential restrictions on operations
by not requiring a non-participating royalty
owner’'s consent to pooling. The favorable
holdings for the industry could prompt more
robust development in the state.

First, in Leggett, the Court held that W.Va.
Code § 22-6-8, which operates to convert a
flat-rate gas royalty in many old oil and gas
leases to one based on volume, allows a
producer to deduct from the royalty reasonable
post-production expenses incurred using the
net-back or work back method of calculation.
Briefly, EQT was the successor lessee of an oil
and gas lease originally executed in 1906 that
was held by production by several wells drilled
on the leased premises. The lease provided

for a flat-rate royalty for gas production from
all wells drilled prior to 1982; however, wells
permitted and drilled after 1982 were subject
to West Virginia's “flat rate statute” (W.Va.
Code § 22-6-8), requiring an operator, prior to
obtaining a permit to drill an oil and gas well,
to file an affidavit that the owner of the oil or
gas would be paid “not less than one eighth of
the total amount paid to or received by or
allowed to the owner of the working interest at
the wellhead” for oil and gas produced.
(Emphasis added).

Plaintiffs commenced a lawsuit that ultimately
landed in federal court in the Northern
District of West Virginia, contending that EQT
impermissibly deducted post-production costs
from plaintiff-lessors’ royalty payments. To
aid its resolution of the matter, the federal
court certified questions to the Supreme
Court of Appeals of West Virginia. West
Virginia's high court initially ruled against EQT
by relying on its interpretation of “at the
wellhead” used in the leases in question in
Tawney v. Columbia Natural Resources, LLC,
633 S.E.2d 22 (W.va. 2006) and Wellman v.
Energy Resources, Inc., 557 S.E.2d 254
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(W.Va. 2001) to prohibit deduction of
post-production costs under the flat-rate
statute. However, upon petition by EQT, the
Court vacated its earlier decision by taking the
uncommon step of revisiting the issue and
determining  that the  prior  majority
misapprehended the law.

A key component of the Court’s analysis was its
recognition of a pivotal shift in the energy
industry from 1982, when the flat-rate statute
was enacted, and natural gas production
practice today. The Court explained that in
1982, oil and gas sales routinely occurred “at
the wellhead,” being where the natural
resource first emerges from the ground. From
there, pipeline operators purchased the
product and bore the expense of prepping the
oil and gas in a marketable form. However,
after Congress deregulated the natural gas
market in the late 1970’s and 1980’s, thereby
forcing producers to market the oil and gas
themselves, oil and gas no longer were sold “at
the wellhead”; rather, they were sold
downstream where its sales price was greater
because it had been enhanced, a process that
added expense to producers.

With this sea of change in sales practice in
mind, the Court next had to navigate around
the precedent set in Wel/lman, which held that
every oil and gas lease imposes an implied
covenant to market on the lessee, thereby
making West Virginia a marketable product rule
jurisdiction, and Tawney, which endorsed
Wellman’s adoption of the implied duty to
market, found the phrase “at the wellhead”
ambiguous, thereby construing it against
lessee, and held that “at the wellhead” did not

permit deduction of post-production costs.
However, the Court in Leggett dispatched the
applicability of Wellman or Tawney by finding
that the circumstances in Leggett were
different in a dispositive way: Wel/man and
Tawney involved interpretation of negotiated
leases between independent parties, thereby
allowing those courts to apply common law
principles of contract construction and
interpretation, whereas the flat-rate statute
required the Court to apply judicial principles
of statutory construction because statutes
cannot be construed against any party, the
parties bound by the statute had no say in how
the statute was drafted, and implied
covenants do not apply to statutes.

Having regarded Weliman and Tawney as
non-precedential and ineffectual, the Court
turned to the meaning of “at the wellhead” in
the flat-rate statute. Here, the Court observed
that its chief purpose was to “ascertain and
give effect to the intention of the Legislature”
at the time the statute was enacted. On this
point, the Court was firm, stating that the
Legislature’s intent in enacting the flat-rate
statute was abundantly clear: to end
“inadequate compensation” to landowners
subject to flat-rate leases and “restore a ‘just’
benefit to those upon whom a flat-rate lease
worked an ‘unfair, oppressive, [and] unjust
hardship’”. The Court did not believe that the
Legislature’s “purpose is undermined in any
fashion through the pro-rata deduction or
allocation of costs incurred to enhance the
value of the oil or gas.”

Furthermore, the Court rejected the
suggestion that the term “at the wellhead”
was ambiguous at the time the flat-rate statute
was enacted. Instead, the Court accepted the
term’s plain meaning because, at that time,
“at the wellhead” was an unambiguous term of
art in the industry and specific place of royalty

valuation.  The Court observed that the
aforementioned shift in oil and gas sales
practice made such valuation difficult.

Accordingly, the Court concluded that the
most logical and fair method to calculate this



value was the “industry-recognized ‘net back’
or ‘work-back’ method[.]”

Less than one week later, the Court
reached another result that lifted a potential
restriction on operators. In Gastar, the Court
reversed a trial court ruling regarding whether
the validity of a pooling provision in an oil
and gas lease and designation of a unit
is dependent wupon the consent and
ratification of non-participating royalty interest
(“NPRI”) holders.

The facts of Gastar were simple: Gastar
Exploration, Inc. (“Gastar”) acquired an oil
and gas lease from PPG Industries, Inc. (the
“PPG Lease") covering 3,000+ acres of land
in Marshall County. The PPG Lease contained
industry standard provisions related to
pooling, specifically granting Gastar the right
to pool or unitize parts of the leased premises
with other lands and leases and reducing the
royalty payable on production from any such
unit proportionately. Gastar did not seek to
obtain the NPRI holders’ consent to the unit
before declaring or designating the unit in the
public records and commencing operations.
In fact, the trial court determined that the
NPRI holders were unaware of their royalty
interest until contacted by Gastar to sign
ratifications to the PPG Lease after production
began. The NPRI holders refused to consent
to production, and they filed a declaratory
judgment action seeking a declaration of their
rights and status regarding the PPG Lease.

Relying on a legal theory of
cross-conveyancing of interests adopted by
Texas courts, the trial court granted summary
judgment in favor of the NPRI holders and
ruled that the PPG Lease and designated unit
were void until the NPRI holders consented to
and authorized the operations. The
cross-conveyance theory “is the premise that
mineral interests involved in the pooled unit
are actually conveyed to other owners within
the pooled unit in proportion to the acreage
allocated by each to the unit.”

On appeal, the Court noted that several
jurisdictions, including Texas, Mississippi,
lllinois and California, have adopted this
theory. However, the Court observed a
competing theory called the contract theory
for pooling, which “stipulates that property
interests themselves are not conveyed; rather,
this approach seeks to determine the
contractual rights associated with royalty
payments.” The Court reviewed West Virginia
precedent and determined that West Virginia
follows the contract theory of pooling. The
Court stated that affirming the trial court
would create uncertainty in oil and gas law in
the state as well as lead to the Draconian
result of an NPRI holder being able to obstruct
pooling agreements involving large swaths of
land and dozens of other interest holders.
Moreover, the Court found that the
cross-conveyance theory effectively
re-conveyed the executive right to lease to the
NPRI holders, a right that unequivocally is
uncharacteristic of an NPRI. Therefore, the
Court rejected the cross-conveyance theory
employed by the trial court and held that
consent of an NPRI holder is not required
when pooling or unitizing oil and gas leases.

If you have any questions or
would like more information
on the issues discussed
above, please contact
John R. Whipkey, Esquire
at jrw@sgkpc.com or call
(412) 355-0200.

CONGRATULATIONS

John M. Tedder,
Shareholder

and Director,

was recently elected
the Chair of the
Allegheny County
Bar Association
Construction Law
Section. John has
been a long-standing
member of the Section, and most recently
served as Vice-Chair in 2016. The
purpose of the Section is to provide a
forum for information, education,
development, and encouragement of
professional relationships among the
members of the bar association in the
area of construction law and boasts a
membership of over 200 lawyers
practicing in this area.

Endia J. Vereen,
Associate, has been
elected as Secretary
and Treasurer of the
Corporate, Banking
& Business Law
Section for Allegheny
County Bar
Association (ACBA).
The ACBA is a legal
professional association with approximately
6,000 members of lawyers, judges and
legal administrators. The ACBA Corporate,
Banking & Business Law Section reviews
laws relating to corporations, commerce
and banking. It also provides educational
opportunities for members to expand their
knowledge on these subjects and
networking opportunities for members to
stay informed of developments in the field.
Ms. Vereen is a member of the firm’s
Corporate, Cyber Security, Financial, and
Real Estate Services Groups. She focuses
her practice on general corporate matters
and multi-state and federal consumer
credit and retail financial services.
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SUPREME COURT OF THE
UNITED STATES CLARIFIES PATENT
EXHAUSTION DOCTRINE

“A United States patent entitles the patent
holder (the “patentee”), for a period of 20
years, to exclude others from making, using,
offering for sale, or selling the patent holder’s
invention throughout the United States or
importing the invention into the United
States.” However, when a patentee sells an
item, its patent rights with respect to that item
“exhaust”, meaning that the patentee can no
longer use patent laws to control that item. In
Impression  Products, Inc. v. Lexmark
International, Inc., 137 S.Ct. 1523 (U.S.
2017), the Supreme Court of the United
States (“SCOTUS”) addressed two questions
concerning the exhaustion of patent rights.
First, whether a holder of a U.S. patent that
sells an item under an express restriction on
the purchaser’s right to reuse or resell the item
may enforce that restriction through a patent
infringement lawsuit.  Second, whether a
patentee exhausts its patent rights by selling
an item outside the U.S. where U.S. patent
laws do not apply.

Lexmark International, Inc. (“Lexmark’) holds
patents on the printer cartridges that it
designs, manufactures and sells. Since these
cartridges can generally be refilled and reused,
third parties, which the SCOTUS called
remanufacturers, acquire empty Lexmark
cartridges (both from within the U.S. and
abroad) and refill and resell the cartridges at
lower prices than the prices Lexmark charges
for its new products. To respond to this
competition, Lexmark developed a “Return
Program” as an option to follow when
purchasing cartridges. As part of the program,
Lexmark would offer customers the option to
purchase cartridges at a 20% discount if the
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customers would agree to use each cartridge
only once and not sell the cartridges to anyone
but Lexmark. To enforce this agreement,
Lexmark installed microchips in the cartridges

that would prevent Return Program cartridges

from being reused. The remanufacturers
developed methods to counteract the

microchips and continued
reselling Lexmark cartridges.

refilling and

Lexmark filed a patent infringement action
against Impression Products, Inc.
("Impression Products") and several other
remanufactures. By the time the case reached
the SCOTUS, Impression Products was the
only remaining defendant. Lexmark asserted
two bases for patent infringement. First, with
respect to Return Program cartridges that
Lexmark sold in the U.S., Lexmark argued that
the remanufacturers' conduct infringed on
Lexmark's patents because Lexmark expressly
prohibited the reuse and resale of these
cartridges (the parties agreed that Impression
Products knew of these restrictions). Second,
Lexmark alleged patent infringement regarding
the importation of all toner cartridges that
Lexmark sold outside the U.S. As to these
cartridges, Lexmark claimed that it never gave
anyone authority to import these cartridges, so
the remanufacturers infringed on Lexmark's
patents by importing the used cartridges. Any
contract action against the remanufacturers
would have been problematic since Lexmark
did not have contracts with them. Hence, the
patent infringement action appeared as
Lexmark's only real alternative for a possible
remedy against the remanufacturers.

The SCOTUS found for Impression Products
on both issues. As to the Return Program
cartridges, the SCOTUS observed that the
restrictions in Lexmark’s contracts may have
been enforceable as a matter of contract law,
but did not entitle Lexmark to retain patent
rights in the cartridges it sold. The U.S.s
highest court stated that, while a patent grants
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the patentee the right to exclude others from
making, offering for sale or selling the
patentee’s inventions, the patent exhaustion
rule places a limit on that right to exclude.
The SCOTUS summarized the patent
exhaustion rule as stating that once a patentee
sells an item, it has enjoyed all of the rights
secured by the limited monopoly granted by
the patent as to that item. It held that, since
the patentee has received its reward as to the
item sold, it has no basis to restrain the use
and enjoyment as to such item. The SCOTUS
further noted that the patent exhaustion rule is
not a presumption about the authority that
comes along with a sale. Instead, it is a limit
on the scope of the patentee’s rights. The
high court recognized that the right to use, sell
or import an item exists independently of the
Patent Act, and that what a patent adds is the
limited right to prevent others from using,
selling or importing an item, but that
exhaustion extinguishes that power to exclude.
It also recognized that even when a patentee
sells an item under an express restriction, the
patentee does not retain patent rights in that
item, and rejected the assertion that a
patentee can withhold or retain certain patent
rights in an item it sells. Therefore, the
SCOTUS held that once a patentee sells an
item, exhaustion means that that item passes
outside of the patent monopoly, and any
post-sale restrictions are a matter of contract
law, not patent law.

As for cartridges brought into the U.S. after
being sold abroad, the SCOTUS concluded
that an authorized sale outside of the U.S.
exhausts all patent rights, just like an
authorized sale in the U.S. Lexmark argued
that the Patent Act only permits the patentee
to exclude others from making, using, selling
or importing the patentee’s products in the
U.S. Lexmark argued that a domestic sale
triggers exhaustion because the sale
compensates the patentee for surrendering
U.S. patent rights. By contrast, a U.S.
patentee has no patent protection with respect
to a foreign sale, so it may not be able to sell
its product for the same price it could in the

U.S. and therefore is not sure to receive the
reward guaranteed by U.S. patent law. The
SCOTUS disagreed, holding that exhaustion is
a separate limit on a patent grant, and does
not depend on the patentee receiving a
premium price for selling an item. It further
noted that exhaustion is triggered when a
patentee sells an item and receives whatever
compensation it is willing to accept for the
sale. The SCOTUS held that the right to
exclude guarantees the patentee one reward
for each item that passes outside the scope of
the patent monopoly.

The SCOTUS ultimately held that exhaustion
occurs when a patentee gives up title to an
item in exchange for payment, and that
exhaustion does not arise because of the
parties’ expectations about whether patent
rights are transferred as part of a sale. What
matters, the high court concluded, is the
patentee’s decision to make a sale, not any
restrictions set by the patentee or the location
of the sale.

Impression  Products, Inc. v. Lexmark
International, Inc. underscores the importance
of analyzing and understanding the
intellectual property rights a party holds, and
that are being transferred, in any transaction,
as well as appropriately structuring a
transaction to protect any intellectual property
rights being retained.

If you have any questions or
would like more information
on the issues discussed
above,  please  contact
Samuel J. Toney 1V, Esquire
at sjt@sgkpc.com or call
(412) 355-0200.

CONGRATULATIONS

Please join the firm
in congratulating
Nicholas L. Fiske
on being named
Senior Associate
effective July 1,
2017. Mr. Fiske

is a member of

the firm'’s Litigation
and Employment
Services Groups. His practice includes
general civil, commercial and construction
litigation matters in both state and federal
court.

NEW ATTORNEYS HAVE JOINED THE FIRM

Brandon T. Uram
is an Associate and
member of the firm’s
Corporate, Real
Estate, Construction,
and Litigation
Services Groups.

Mr. Uram’s corporate
and transactional
practice encompass-
es negotiating and drafting contracts and
lease agreements, financing transactions,
real estate acquisitions and dispositions,
mergers and acquisitions, and corporate
governance. He also has extensive
experience in matters relating to the
construction and development industries.
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NEW ATTORNEYS HAVE JOINED THE FIRM

Carla Chow is

an Associate and
member of the firm’s
Corporate, Real
Estate and Financial
Services Groups.
She regularly assists
clients with issues
related to entity
formation, general

corporate matters, mergers and
acquisitions, and financing transactions.
Ms. Chow also counsels individuals and
business clients regarding residential,
commercial, and industrial real estate
acquisitions and sales, and real estate
finance.

Casey E. Kuretich
is an Associate and
member of the
firm's Corporate
Services Group.
Her practice is
focused on general
corporate matters,

diligence activities
related to mergers and acquisitions, tax
and succession planning.

entity formation, due

IRS RENEWS PORTABILITY

FILING EXTENSION

The IRS has once again provided relief for late
portability elections. A “portability election”
can be made by a surviving spouse to claim the
unused portion of a deceased spouse’s federal
estate tax exemption, commonly referred to as
“DSUE” for “deceased spouse’s unused
exemption.” The IRS recently issued Rev.
Proc. 2017-34 to provide relief for taxpayers
who did not make a timely portability election.
The Ruling only applies to decedents with
dates of death on or after January 1, 2011.

Each person has the right to transfer assets
during lifetime or at death and pay no gift or
estate tax if the cumulative value does not
exceed the exempt amount, which is currently
$5.49 million. At death, if a married decedent
has not fully used the exemption, the unused
portion can be added to the surviving spouse’s
exemption by making the portability election.
This provides significant advantages for the
surviving spouse’s ability to transfer assets by
gift or at death, especially for a couple whose
net worth is (or may become) in excess of the
exemption amount.

Typically, a portability election is required to
be filed within 9 months of a decedent’s death.
However, many have failed to meet this filing

requirement, thereby losing the benefit for the
surviving spouse.

To take advantage of this late-election relief,
taxpayers must file a complete Federal estate
tax return (Form 706) before the later of two
years from the deceased spouse’s date of
death, or January 2, 2018. At the top of the
return, the taxpayer must note that the return
is filed pursuant to Rev. Proc. 2017-34.

If the filing is prepared correctly, the DSUE
will be available for the surviving spouse’s
estate to use, thereby reducing the exposure
to federal estate taxes. The IRS issued a
similar procedure for the extension of
portability elections in 2014, but it expired
that December. With Rev. Proc. 2017-34 that
opportunity is once again available.

If you have any questions
or would like  more
information on the issues
discussed above, please
contact Daniel A. Seibel,
Esquire at das@sgkpc.com
or call (412) 355-0200.

This Newsletter is privately distributed by Sherrard, German & Kelly, P.C. (SGKPC), for the general information of its clients, friends and readers. It is not a solicitation of,
nor is it an engagement for, legal services. The views expressed herein are limited to the circumstances presented and not a representation of the opinions of SGKPC or its
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any of the matters discussed in this Newsletter, consult legal counsel. Also, if you have questions regarding any of the items contained in this Newsletter, contact SGKPC
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