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Fracking Risks To Secured Oil And Gas Lenders 

Law360, New York (July 29, 2015, 10:13 AM ET) --  

“From a supervisory perspective, risk is the potential that events, 
expected or unexpected, will have an adverse effect on a bank’s 
earnings, capital, or franchise or enterprise value.” Office of the 
Comptroller of the Currency, Oil and Gas Production Lending: 
Comptroller’s Handbook 11 (April, 2014) (“OCC Booklet”). To be sure, 
depressed commodity prices represent the primary repayment risk 
for oil and gas industry borrowers — a risk the OCC is actively 
monitoring. See OCC, Semiannual Risk Perspective 17 (Spring 2015). 
 
But commodity prices are not the only source of risk. The OCC 
identifies seven categories of risk that financial institutions must 
manage when lending to exploration and production companies. One 
of these risk categories — credit risk — takes into account threats to 
an operator’s ability to find, develop and profitably bring to market 
extracted hydrocarbons posed by changes to law and regulations 
governing the operator’s activities. 
 
Currently, the biggest legal and regulatory challenges for oil and gas 
industry participants and their lenders relate to the hot-button issue of hydraulic fracturing (or 
“fracking”), where a number of recent developments put credit risk front and center. 
 
Fracking Basics 
 
Hydraulic fracturing is not a drilling technology, but rather a well “completion” or “stimulation” process 
designed to improve a well’s ability to drain a formation. Fracking involves pumping high-pressure fluid 
into a rock formation to create small cracks or fractures through which oil and gas can pass more easily. 
Proppant — aggregate material such as sand or ceramic beads — is then pumped into the formation to 
keep the fractures open after the fracking fluid is removed. Typically, reclaimed fracking fluid is then 
reused, cleaned or disposed of, possibly in underground injection wells, along with saltwater (brine) that 
is brought to the surface with the oil and gas. Coupled with horizontal drilling, fracking has allowed for 
hydrocarbon extraction from formations that would not otherwise be economical to drill. 
 
Proponents of fracking emphasize its enormous economic benefits, cleaner air via increased reliance on 
natural gas as a fuel source for electricity generation, and independence from unstable foreign oil-
producing countries. Opponents of fracking raise concerns about water supplies, increased seismic 
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activity, increased oil spills, and continued reliance on nonrenewable energy sources, among other 
things. These disparate views have led to battles over the appropriate regulation of fracking operations. 
 
Recent Developments: BLM Regulations 
 
The Bureau of Land Management recently promulgated final rules effective on June 24, 2015, that 
regulate fracking operations on federal and tribal lands. See 43 CFR §§ 3160–3162.5. As the BLM’s 
summary of the final rule explains: 

Key changes to the final rule include the allowable use of an expanded set of cement evaluation tools to 
help ensure that usable water zones have been isolated and protected from contamination, ... a 
requirement to demonstrate well integrity for all wells, more stringent requirements related to claims of 
trade secret [fracking fluid compositions] exempt from disclosure, more protective requirements to 
ensure that fluids recovered during hydraulic fracturing operations are contained, additional disclosure 
and public availability of information about each hydraulic fracturing operation, and revised records 
retention requirements to ensure that records of chemicals used in hydraulic fracturing operations are 
retained for the life of the well. 
 
The new regulations will affect wells on over 700 million acres of land. Failure to comply with the rules 
can subject an operator to written notices of violations, assessments, civil penalties and even lease 
cancellation. 43 CFR § 3163.1–.2. The BLM estimates that the incremental cost of complying with the 
new regulations will be about $11,400 per well, while industry groups have argued that the amount is 
closer to $100,000. In response to the regulations, two industry groups and several western states filed 
suits challenging the BLM’s authority to enact the regulations. 
 
Recent Developments: State and Local Restrictions 
 
The past several years have seen numerous efforts by states and local communities to limit or ban 
fracking operations. Legislation passed by local communities often raises the issue of whether state 
constitutions or state laws governing oil and gas activities preempt local ordinances. The results of 
litigation concerning the legitimacy of fracking moratoria have been mixed. 
 
For example, courts in Colorado and Ohio have upheld the right of state government to regulate oil and 
gas operations free from interference by conflicting local bans and restrictions. See, e.g., Colorado Oil & 
Gas Association v. City of Fort Collins, No. 2013CV31385 (Larimer Cnty. Dist. Ct. Aug. 7, 2014) (appeal 
filed); State ex. rel. Morrison v. Beck Energy Corp., 2015-Ohio-485, P1, 2015 Ohio LEXIS 299 (Ohio Feb. 
17, 2015). 
 
In contrast, New York and Pennsylvania have reached the opposite conclusion and authorized local 
communities to impose bans on fracking operations. See Matter of Wallach v. Town of Dryden, 23 
N.Y.3d 728, 2014 N.Y. LEXIS 1766, 16 N.E.3d 1188 (N.Y. 2014); Robinson Twp. v. Commonwealth, 83 A.3d 
901, 2013 Pa. LEXIS 3068 (Pa. 2013) (plurality). The decisions turn on state-specific constitutional and 
statutory "home rule" provisions and arguably policy choices as well. 
 
State-level regulation also goes in both directions. Shortly after New York courts ruled that local 
communities could impose fracking moratoria, the state completed a generic environmental impact 
statement (GEIS) concerning hydraulic fracturing. On the basis of that report, Gov. Andrew Cuomo’s 
administration announced that it would impose a state-wide fracking ban. Fracking operations had been 
put on hold while the GEIS was being completed. New York thus joins Vermont as the only two states to 



 

 

ban fracking. See 29 Vt. Stat. Ann. § 571. 
 
On the flip side, California conducted a similar study but chose to allow fracking subject to a regulatory 
regime designed to mitigate the risks associated with fracking operations. In a similar vein, Texas Gov. 
Greg Abbott recently signed legislation that prohibits cities and towns from implementing ordinances 
that regulate subsurface fracking activity. For the foreseeable future, legislation in both directions seems 
likely. 
 
Recent Developments: Linking Oil and Gas Activity to Earthquakes 
 
Mounting evidence suggests a link between certain aspects of oil and gas operations — primarily the 
disposal of wastewater in injection wells — and increased seismic activity. In April, both the U.S. 
Geological Survey and the Oklahoma Geological Survey released analyses indicating that wastewater 
disposal into injection wells appears to be responsible for increased earthquake activity in a number of 
states. Southern Methodist University in Texas also released a study in April linking saltwater disposal 
wells in northern Texas with earthquake activity. 
 
These studies do not link fracking activities themselves to earthquakes. Instead, the studies correlate the 
reinjection of brine into disposal wells with seismicity. The saltwater is a byproduct of most oil and gas 
wells regardless of whether fracking is involved, although recovered fracking fluids may also be injected 
into wastewater wells, along with naturally occurring brine. Thus, the connection to fracking is largely 
indirect: Fracking results in more oil and gas production, which, in turn, causes more water to be 
extracted and then reinjected back into the ground. 
 
Not surprisingly, the evolving understanding of the connection between oil and gas production activities 
and seismic events has begun to evoke a response. Following an earthquake near Youngstown in 2011, 
Ohio’s governor closed several injection wells in the vicinity of the quake. In 2014, the Texas Railroad 
Commission, which oversees oil and gas operations, implemented new regulations to address concerns 
about the relationship between injection wells and earthquakes. See, e.g., 16 Tex. Admin. Code §§ 3.9, 
3.46. And, in response to the USGS report, a bill was introduced in the California Assembly that would 
require more stringent regulation of injection wells and fracking operations, including prohibiting (1) 
well stimulation within an as yet to be determined distance from the epicenter of an earthquake 
following a magnitude 2.0 or greater event and (2) wastewater disposal and well stimulation within 10 
miles of a recently active fault. Cal. Assem. Bill No. 1490. It seems likely that induced seismic activity will 
be used more and more frequently to justify restrictions, moratoria or outright bans on certain oil and 
gas activities. 
 
What Does This All Mean for Secured Lenders?  
 
The OCC reminds lenders that “O&G production is highly regulated in the United States, and changes in 
governmental policies can have a dramatic effect on the industry. Regulations may differ among states 
or even counties.” OCC Booklet 12. As the developments summarized above highlight, nowhere is this 
regulatory uncertainty and jurisdiction-by-jurisdiction variation more on display than with respect to 
fracking operations: special rules apply to wells on government lands; fracking operations may be put on 
hold or banned outright on a state-by-state or community-by-community basis; and the recent evidence 
regarding induced seismicity only promises to increase the patchwork of regulation. See also OCC 
Booklet 12 (“Technologies new to mass commercialization, such as fracking, are particularly susceptible 
to regulatory restrictions.”). 
 



 

 

Lenders need to be aware of the varying rules that apply to their borrowers’ fracking operations and 
take into account how regulations impact production costs and a borrower’s ability to repay debt 
obligations. Additionally, lenders need to stay on top of regulatory changes once credit has been 
extended and be prepared to take action when a new law or rule appears likely to impair a borrower’s 
performance. UCC 1-309, for example, authorizes acceleration when a party has a good-faith belief that 
the prospect of payment or performance has been impaired. Lenders should include acceleration 
clauses in loan documents and enforce them when a changing legal landscape threatens a borrower’s 
performance. Under the right circumstances, even the additional costs imposed by rules like those 
recently adopted by the BLM might justify a pledge of additional collateral from a borrower. 
 
The risk that a ban, moratorium or other burdensome regulation in a given jurisdiction will impair the 
ability of borrowers in that jurisdiction to satisfy their repayment obligations also highlights the need for 
lenders to have technologically and geographically diverse loan portfolios whenever possible. Again, this 
is a risk that the OCC specifically warns lenders about: “If the regulation [of a new technology like 
fracking] involves production restraints or even cessation, banks that have made loans based on the 
technology and communities that have built up around the technology will be significantly harmed.” 
OCC Booklet 12; see also id. 23 (“Excessive O&G loan concentrations have been a key factor in the 
failure of some banks during periods of steep price declines.”) 
 
The Risks are Real 
 
A recent case from New York brings the credit risk posed by a moratorium to life. In Beardslee v. 
Inflection Energy LLC, 2015 N.Y. LEXIS 657 (Mar. 31, 2015), the Second Circuit had asked the New York 
Court of Appeals to determine whether a force majeure clause kicked in as a result of the moratorium 
coinciding with an environmental review of hydraulic fracturing that led to New York’s current ban. 
Inflection Energy had become the operator under a series of leases but was unable to begin fracking 
operations as a result of the state’s moratorium. It argued that the moratorium constituted a force 
majeure event and that the primary term of the leases set forth in the habendum clause should be 
extended. 
 
Rightly or wrongly, the Court of Appeals held that the force majeure clause did not modify the primary 
term and thus the drilling rights simply disappeared. Had a lender extended credit to Inflection Energy 
on the basis of those drilling rights and the expected production — common components of the 
borrowing base supporting a credit facility — it could easily find itself with a borrower unable to pay and 
collateral that had evaporated. And if that lender had targeted the oil and gas industry and extended 
credit to other operators in New York, it might find itself in real straits. 
 
Can’t Avoid Fracking 
 
Recent estimates indicate that operators expect to use fracking to complete 80 percent or more of all 
new oil and gas wells. This means that most loans to oil and gas players relate to fracking operations, 
forcing lenders to assume some amount of the risk associated with a rapidly changing legal and 
regulatory landscape. This palpable risk should be studied and managed carefully by all oil and gas 
lenders. 
 
—By Matthew D. Clark and Colin C. Deihl, Faegre Baker Daniels LLP 
 
Matthew Clark is an associate in Faegre Baker Daniels’ Boulder, Colorado, office. Colin Deihl is a partner 
in the firm's Denver office. 



 

 

 
An earlier version of this article appeared in the June 2015 issue of Clarks’ Secured Transactions Monthly. 
 
The opinions expressed are those of the author(s) and do not necessarily reflect the views of the firm, its 
clients, or Portfolio Media Inc., or any of its or their respective affiliates. This article is for general 
information purposes and is not intended to be and should not be taken as legal advice. 
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