Court of King’s Bench of Alberta

Citation: Durham Creek Energy Ltd v Chimera Management Group Ltd, 2025 ABKB 246

Date: 20250422
Docket: 2501 01277
Registry: Calgary
Between:
Durham Creek Energy Ltd.
Applicant
-and -
Chimera Management Group Ltd., Chris Lewis, Wtrshed Resources Ltd., and Kellie

D'Hondt

Respondents

Reasons for Decision
of the
Honourable Justice Colin C.J. Feasby

l. Introduction

[1] Durham Creek Energy Ltd (“Durham Creek’) commenced this action by Originating
Notice seeking a declaration that, among other things, the gross overriding royalty (“GORR”)
held by Chimera Management Group Ltd (“Chimera”) and Wtrshed Resources Ltd (“Wtrshed”)
is not an interest in land. Both parties agree that determination of this issue by the Court will
assist the parties govern their affairs.

[2] The question of whether GORRs are interests in land has been a source of litigation and
academic debate for many years. The law is now clear that GORRs can be interests in land but
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there is continuing uncertainty over how to determine if the parties to a royalty grant intended the
GORR to be an interest in land. There is a tension between textual and contextual approaches to
interpreting GORRSs in the case law. My view, as expressed in the following Reasons, is that the
approach to interpreting GORRs should be consistent with contemporary principles of contract
interpretation and should consider the language of the GORR together with evidence of both
purpose and surrounding circumstances.

1. Background

[3] Hudson’s Bay Oil and Gas Company Limited (“HBOG”) leased the petroleum and
natural gas rights in the lands from the fee simple landowners. HBOG then farmed its working
interest in the lease out to Pacific Petroleums Ltd (‘“Pacific”’) pursuant to a letter agreement dated
October 10, 1975 (the “Letter Agreement”). The Letter Agreement provided that the Pacific
working interest was subject to a GORR in favour of HBOG. The key paragraph is as follows:

Upon completion of the test well, Farmee shall earn a 100% working interest to
all rights in the farmout lands to the base of the Cretaceous formation subject to a
gross overriding royalty to Hudson’s Bay Oil and Gas Company Limited of 1/150
sliding scale (5-15%) on oil and 15% on gas.

[4] Today, Durham Creek stands in place of Pacific as the working interest owner and
Chimera and Wtrshed claim are successors to HBOG as owners of the GORR. Durham Creek
asks the Court to determine that the GORR is not an interest in land. Durham Creek says that
whether the GORR is an interest in land determines whether the GORR is payable to Chimera
and Wtrshed.

[5] Durham Creek’s position was initially that the GORR was extinguished in the bankruptcy
of Sequoia Resources Corporation (“Sequoia”) which held the GORR prior to Chimera and
Wirshed. But the GORR was an asset of Sequoia, not a liability, and was not disclaimed by the
trustee. Indeed, the trustee sold the GORR to Chimera and Wtrshed. Justice Armstrong issued
an Approval and Vesting Order in respect of the sale on December 2, 2024. Whether the GORR
was an interest in land or just a contractual right, it survived the Sequoia bankruptcy proceedings
and was transferred to Chimera and Wtrshed.

[6] Durham Creek now says that the question of whether the GORR is an interest in land is
relevant to whether it must accept the assignment of the GORR from Sequoia to Chimera and
Wtrshed. Durham Creek says that it may refuse the assignment if it is only contractual in nature
whereas it is bound by the assignment if it is an interest in land. Chimera and Wtrshed agree that
Durham Creek is bound by the assignment of the GORR if it is an interest in land but dispute
Durham Creek’s assertion that it may reject the GORR if it is only contractual in nature.

[7] The parties agree that it would be helpful for the Court to determine whether the GORR
is an interest in land and that there is no reason to defer this question to a trial. The parties
further agree that the evidence before the Court at a trial would be no different than the record
now before the Court.

I11.  Royalties as Interests in Land

[8] The question of whether a gross overriding royalty can be an interest in land has vexed
Alberta courts for decades: see generally G.J. Davies, “The Legal Characterization of Overriding
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Royalty Interests in Oil and Gas” (1972) 10 Alberta Law Review 232. Justice Major, writing for
the Court in Bank of Montreal v Dynex Petroleum Ltd, 2002 SCC 7 (“Dynex SCC”) settled the
issue by casting aside the common law restrictions on creating interests in land out of incorporeal
interests and held that whether a GORR is an interest in land depends on the intention of the
parties not whether the underlying interest in land is corporeal or incorporeal.

[9] Justice Bourque provided an excellent review of the pre- and post-Dynex SCC case law
in PrairieSky Royalty Ltd v Yangarra Resources Ltd, 2023 ABKB 11 at paras 20-66. Rather
than undertake a similar exegesis afresh, | adopt his summary of the law.

[10] The issue post-Dynex SCC is how to determine the intention of the parties. The reason
that this is a problem at all is because Dynex SCC is a terse decision that has sent conflicting
signals to lower courts.

[11] Before Dynex SCC, Courts looked for “magic words” that indicated whether an
instrument created an interest in land. This approach was exemplified in Vandergrift v Coseka
Resources Ltd, (1989) 67 Alta LR (2d) 17. The magic words approach was rejected in Bank of
Montreal v Enchant Resources Ltd, 1999 ABCA 363 (“Dynex CA”) at para 73 in favour of a
contextual approach. Dynex CA identified the following non-exclusive set of indicia that could
be used to identify whether an interest in land had been created:

1. The underlying interest is an interest in land (corporeal or incorporeal);

2. The intentions of the parties, as evidenced by the language of the grant and any
admissible evidence of the surrounding circumstances or behaviour, indicate that
it was understood that an interest in land was created/conveyed;

3. The interest is capable of lasting for the duration of the underlying estate.

[12] Dynex SCC affirmed the decision in Dynex CA but failed to address the contextual
approach set out in Dynex CA and instead at para 22 quoted from Vandergrift. The passage
Justice Major quoted from Vandergrift directs courts to determine if “the language used in
describing the interest is sufficiently precise to show that the parties intended the royalty to be a
grant of an interest in land, rather than a contractual right to a portion of the oil and gas
substances recovered from the land.” Dynex SCC commands Courts to look at the language of
the royalty grant arguably to the exclusion of the purpose of the royalty grant or evidence of the
surrounding circumstances: Elisa Stewart and Joel Henderson, “A Tale of Two Interests:
Reframing Dynex to Account for Surrounding Circumstances in Determining Whether a Gross
Overriding Royalty is an Interest in Land” (2020) 18 Annual Review of Insolvency Law 215 at
227. Alicia Quesnel observed that “[t]hose who prefer the strict method of interpretation can at
least take comfort that earlier cases ... may still be relevant” because Dynex SCC quoted
Vandergrift: Alicia K. Quesnel, “Modernizing the Property Laws that Bind Us: Challenging
Traditional Property Law Concepts Unsuited to the Realities of the Oil and Gas Industry” (2003)
41 Alberta Law Review 159 at 176.

[13] The Vandergrift quote floats in the ether without any approving or disapproving
commentary from Justice Major or any indication as to its significance, so Courts and
commentators have been left to guess whether it is meant to be a refinement or rejection of the
Dynex CA indicia or something else altogether. David LeGeyt and his co-authors speculated
that the Vandergrift quote signals a rejection of the Dynex CA indicia: David LeGeyt, Ashley
Weldon, Natasha Wood, and Brendan Downey, “Let’s Talk About Royalties: The Continued
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Uncertainty Surrounding the Creation and Legal Status of the Overriding Royalty” (2019) 57
Alberta Law Review 335 at 347. Professor Bankes politely observed that “because the Supreme
Court itself did not offer much guidance on the question of how to assess the intentions of the
parties, lower courts have sometimes struggled with the question of how to apply Dynex”: Nigel
Bankes, “The Legal Status of a Gross Overriding Royalty Carved out of a Crown Lease”
ABLawg.ca (January 11, 2023). Justice Lauwers in Third Eye Capital Corporation v Dianor
Resources Inc, 2018 ONCA 253 at para 73, citing an earlier article by Professor Bankes, made a
similar criticism of Dynex SCC. The confusion sowed by Dynex SCC concerning the correct
approach to determining whether a GORR is an interest in land is evident in the cases reviewed
by Bourque J in PrairieSky.

[14] The correct approach, in my opinion, is to use the Dynex CA indicia to determine
whether the GORR is an interest in land. The first Dynex CA indicum is uncontroversial and
consistent with Dynex SCC. The second Dynex CA indicum aligns with the contextual approach
to ascertaining the intention of parties to contracts that has developed in the time since Dynex
SCC was decided by allowing for consideration of the surrounding circumstances and purpose of
the royalty grant: see Creston Moly Corp v Sattva Capital Corp, 2014 SCC 53 at 47-49 and IFP
Technologies (Canada) Inc v EnCana Midstream and Marketing, 2017 ABCA 157 at para 79.
The Dynex SCC/Vandergrift narrow focus on the language of a royalty grant to the exclusion of
purpose and surrounding circumstances must be rejected because it is out of step with
contemporary contract interpretation. The third Dynex CA indicum has been used by other
courts since Dynex SCC: see, for example, Manitok Energy Inc (Re), 2018 ABKB 488 at para
24 where Horner J observed that the GORR was structured to have the same duration as the
underlying interest in land. The Dynex CA approach is, in my opinion, consistent with the
approach Bourque J outlined in PrairieSky at paras 59-66.

[15] To the foregoing criticism, | add that the Dynex SCC/Vandergrift demand for language
that is “sufficiently precise” to create an interest in land is unhelpful. Whether a royalty is an
interest in land or just a contractual right is determined according to the civil standard of proof.
Neither Dynex SCC nor Vandergrift explains if the words “sufficiently precise” are consistent
with proof on a balance of probabilities or whether the words imply a different standard.
Regardless, it is a distraction from the task at hand, which is determining on an objective basis
whether the parties, on a balance of probabilities, intended the GORR to be an interest in land.

IV.  Analysis

[16] The dispute between the parties turns on the second Dynex CA indicum, the intention of
the parties. The first Dynex CA indicum is satisfied because the parties agree for the purpose of
this application that the underlying interest is an interest in land. The third Dynex CA indicum
was disputed by Durham Creek on the basis that the current royalty is limited to the Mannville
formation rather than applying to all strata to the base of the Cretaceous formation and thus part
of the GORR has not lasted the duration of the underlying interest in land. Though there is no
evidence on the point, the royalty must have been amended sometime between its creation and
today. The point of the third Dynex CA indicum is that the interest is capable of lasting for the
duration of the underlying estate not that it has, in fact, lasted the duration of the underlying
estate. The inquiry is directed to the time at which the grant is made and does not consider
subsequent events. The GORR in issue in this case was capable of lasting the duration of the
underlying leasehold interest.
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[17] Atthe outset considering the second Dynex CA indicum, I note that there is no evidence
of circumstances surrounding the creation of the GORR. Neither of the parties before the Court
are the original parties to the Letter Agreement and it is not known if the individuals involved in
creating the Letter Agreement are alive today let alone if they remember anything about the
circumstances surrounding the formation of the Letter Agreement nearly 50 years ago. Further,
neither party called an expert witness who could speak to the practices of the oil and gas industry
in the 1970s. The purpose of the GORR and other contextual considerations relevant to
interpretation must be inferred from the Letter Agreement itself.

[18] The first point relevant to interpretation of the GORR is that both Durham Creek’s
working interest and Chimera and Wtrshed’s GORR originate in the same paragraph of the
Letter Agreement. The fact that the GORR originates in the same paragraph as the working
interest to which it attaches supports the view that the GORR is the same type of interest as the
working interest. And there is no dispute that Durham Creek’s working interest in the lease is an
interest in land. Of course, such an inference could be negated through use of appropriate
language, but there are no words in the Letter Agreement that indicate that the GORR is a
different or lesser nature of interest than the working interest.

[19] The second point that supports a finding that the GORR is an interest in land is the
language used in the Letter Agreement. The Letter Agreement specifies that the working interest
to be earned is “subject to” the GORR. Dynex CA rightly rejected the “magic words” approach
to interpretation seen in Vandergrift, but that does not mean that the words are irrelevant.
Instead, it means that the words are to be read in context including considering evidence of the
surrounding circumstances and the purpose of the grant. The words “subject to”, when used in
relation to legal rights, indicate the ordering of rights. The words “subject to” as used in the
Letter Agreement may indicate that the GORR is an interest in land and the working interest is
subordinate to the GORR. The words “subject to” could also be interpreted to mean that the
GORR is a contractual right that burdens the working interest. The words “subject to”” are not
dispositive though, in my view, they are more suggestive of an interest in land than a contractual
right.

[20]  The third and most important point for interpreting the Letter Agreement is the
economics of the transaction between Pacific and HBOG. HBOG was the holder of the lease,
and it may be inferred that a well had to be drilled to hold the lease. For whatever reason,
HBOG farmed the opportunity out to Pacific. Pacific drilled the well, earned the working
interest, and assumed HBOG’s obligations to the lessor. The main consideration in the
transaction flowing back to HBOG was the GORR. The key thing to understand is that HBOG
did not get paid up front for the working interest; its consideration was deferred and contingent.

[21] Therisk in a transaction where one party transfers value up front and the other receives
deferred and contingent consideration is that the deferred and contingent consideration may
never materialize. One way this can happen with a contractual GORR is that a future transferee
of the lease refuses to accept the assignment of the GORR obligation. Indeed, this is exactly
what Durham Creek says that it is entitled to do now. Prudent and informed parties entering a
farm out arrangement in the place of Pacific and HBOG would recognize the risk that HBOG (or
its successors) may be denied the deferred and contingent consideration by unanticipated future
events and would want the GORR to run with the underlying leasehold interest to protect against
that risk.

2025 ABKB 246 (CanLll)



Page: 6

[22] The Court of Appeal explained the business logic of GORRs being interests in land in
Dynex CA at para 36 in terms that are applicable to the present case:

Royalties ... are investments in a particular piece of property, not in a particular
operator or company. There are other means for investing in the owner or
operator. The investment return on a royalty results from the success of the
property regardless of who owns or is working the property. These unique
functions and characteristics apply equally to overriding royalties as well as
royalties. The fact that overriding royalties are not granted from the whole of the
mineral interest but from the working interest does not change their role in oil and
gas production.

[23] Common sense and business efficacy suggest that the GORR in issue in the present case
should be interpreted to be an interest in land if the language used permits such an interpretation.

[24] Taken together, the common origin of the working interest and the GORR in the same
paragraph of the Letter Agreement, the words “subject to” indicating that the working interest is
subordinate to the GORR, and the economics of the Letter Agreement transaction all support the
conclusion that the GORR is an interest in land.

V. Conclusion

[25] Durham Creek’s application is dismissed. If the parties are unable to agree on costs, they
may provide written submissions of 3 pages or less supported by a Bill of Costs.

Heard on the 17" day of April, 2025.
Dated at the City of Calgary, Alberta this 22" day of April, 2025.

Colin C.J. Feasby
J.C.KB.A.
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