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The narrow definition of gross negligence in the
2007 Canadian Association of Petroleum Landmen
Operating Procedure highlights the varied definitions
across oil and gas contracts of gross negligence. The
jurisprudence with respect to gross negligence does
not follow particular patterns, and focusesinstead on
each case's specific facts; this has, in the author’'s
view, led contract draftersover timeto specify in detail
what is and is not gross negligence. The article
provides a framework for analyzing situations where
gross negligence may have occurred and provides
contract drafting suggestions in respect of gross
negligence.

Une définition étroite de négligence grave dans
I’édition de 2007 de la Canadian Association of
Petroleum Landmen Operating Procedure souligneles
diverses définitions de négligence grave dans les
contrats pétroliers et gaziers. La jurisprudence en ce
qui concernelanégligencegravenesuit pasdemodéle
précis et cible plutdt les faits particuliers a chaque
cause. Selon |'auteur, cette situation amena les
rédacteurs des contrats au fil du temps a préciser ce
qui constituait une négligence grave et ce qui n'en
constituait pas. L'article fournit un cadre pour
analyser lessituationsouil peuty avoir eu négligence
grave et donne des suggestions en la matiere aux
rédacteurs de contrat.
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|. INTRODUCTION

The genesis of this article is twofold.

First, as pointed out by Douglas G. Mills, Carolyn A. Wright, and Julie JM. Inch,* the
Canadian Association of Petroleum Landmen (CAPL) CAPL 2007 Operating Procedur€?

All of Norton Rose Fulbright Canada L L P, Calgary. The authorswould like to thank AngelaClark and
Amy Binder for their invaluable assistance in preparing this article.

! Douglas G Mills, Carolyn A Wright & Julie JM Inch, “Exploring the Balance of Power in the
Operator/Non-Operator Relationship Under the CAPL Operating Procedure” (2010) 48:2 AltaL Rev

363.

2 Canadian Association of Petroleum Landmen (CAPL), 2007 CAPL Operating Procedure (Calgary:
Canadian Association of Petroleum Landmen, 2007), online: CAPL <http://www.landmen.ca/pdf/
operating_procedures/2007/final/2007%200perating%20Procedure%20T ext%20(Fina %20Annotate

d%20V ersion%6202008).pdf> [2007 CAPL].
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changed the scope of the operator’s liability from the 1990 version.? It expanded the scope
of matters for which the operator was entirely liable (as opposed to those matters for which
the non-operators and the operator shareliability pro rata in accordance with their working
interest); and second, and more importantly for this article, the 2007 CAPL includes a
specific definition of gross negligence.* For certain of the operator’s functions, the non-
operators must show that the operator was grossly negligent before it will be entirely liable
for damages; otherwise, each of the parties must share liability pro rata.® The definition of
gross negligencein the 2007 CAPL hasthe effect of requiring the non-operatorsto show that
the operator committed wilful misconduct or acted with reckless disregard or wanton
indifference. This article will show that this gross negligence standard as defined may be a
very high bar for the non-operatorsto clear to show that the operator was grossly negligent.

Second, two recent cases, Adeco Exploration Company Ltd. v. Hunt Oil Company of
Canada, Inc.® and Trident Exploration Corp. (Re),” have highlighted the material difference
between the types of operations conducted by operatorsin the field and those “ operations”
undertaken in land and contract administration. Under the rubric of the 1990 CAPL, each of
the working interest owners must bear its pro rata share of liabilities unless the operator is
grossly negligent, and thisisirrespective of whether the operation conducted by the operator
relates to the field or to contract administration.® In each of Adeco and Trident, the Court
foundthat the operator wasgrossly negligent initsconduct of administrativeresponsibilities.

In our view, these two cases should have sent a chilly wind through land departments
everywhere. Subseguent to these cases being issued, we have had several discussions with
businessand legal representativesin energy related enterprises, and the question “what does
gross negligence actually mean?’ is one of the most frequently asked questions by their
clients, and one for which thereis not a straight or cogent answer. “It means whatever you
want it to mean” is not aresponse that many clients find useful, notwithstanding that it may
be the most correct response. Especialy inlight of the decisionsin Adeco and Trident, many
of these representations feel as though gross negligence, as found in these cases at least,
occurs as a matter of course in industry. Moreover, what is and is not gross negligence is
difficult to determine, unless contractually defined, and even then courts can use an
admittedly blurry standard to remedy perceived inequitable results.

Thisarticleprovidesaframework for analyzing situationsinvolving grossnegligence. We
will look at industry contracts and the relevant case law, both in Canada and elsewhere.
Finally, in light of the historical and jurisprudential background, we will provide drafting
examples and operational guidance, so that parties can prepare themselves for unforeseen
situations. The endgame is providing more certainty with respect to results. In light of the
cases referred to above, however, and in the absence of clearer drafting, there is now more
uncertainty with respect to gross negligence, not less.

3 CAPL, 1990 CAPL Operating Procedure(Calgary, Canadian Association of Petroleum L andmen, 1990)
[1990 CAPL].

2007 CAPL, supra note 2, art 1.01.

Ibid, art 4.02.

2008 ABCA 214, 437 AR 33 [Adecq].

2012 ABQB 242, 65 Alta LR (5th) 166 [Trident].

1990 CAPL, supra note 3, art 401-402.

® N o g s
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Il1. DEFINITIONS OF GROSSNEGLIGENCE

Simple negligence directs that a defendant must engage the degree of care expected of a
reasonable person, similarly situated;® afinding of negligence resultsin the weighing of the
risk of and gravity of injury to the defendant against the costs incurred by a plaintiff to
remediate or eliminate the risk.® Given the inherent flexibility built into the doctrine of
negligence, as Lewis Klar has noted, it is curious that the doctrine of gross negligence was
developed at all.™

However, over time, legislators and contract draftspeople developed a shorthand for the
most egregiousforms of negligencethat fell short of being wilful and could be distinguished
from an intentional tort.

Black’s Law Dictionary defines gross negligence as follows:

1. A lack of dlight diligence or care. 2. A conscious, voluntary act or omission in recklessdisregard of alegal
duty and of the conseguences to another party, who may typically recover exemplary damagelﬁ12

In Canada, the Dictionary of Canadian Law defines gross negligence by drawing from
judicial consideration of the doctrine.’® First from Walker v. Coates:

1. Conduct in which if there is not conscious wrongdoing, there is a very marked departure from the
standards by which responsible and competent people in charge of motor cars habitually govern
themselves, ™

Next from Holland v. Toronto (City of) as follows:

2. The circumstances giving rise to the duty to remove a dangerous condition, including notice, actual or
imputable, of itsexistence, and the extent of the risk which it creates— the character and the duration of the
neglect to fulfil that duty, including comparative ease or difficulty of discharging it — these elements must
vary in infinite degree; and they seem to be important if not vital, factorsin determining whether the fault
(if any) attributable to the municipal corporation isso much morethan merely ordinary neglect that it should

be held to be very great, or gross negligence.

15

And finally from British Columbia Telephone Co. v. Quality Industries Ltd., “A high or
serious degree of negligence.” 6

Flowing fromthesearetwo distinct definitional streams. Thefirst definesgrossnegligence
inrelationto simplenegligencesuch as: “alack of dight diligenceor care”; “ much morethan
merely ordinary neglect”; or a “serious degree of negligence.” Like ordinary negligence,

10
11
12
13
14
15
16

LewisN Klar, Tort Law, 4th ed (Toronto: Thomson Carswell, 2008) at 361.
Ibid.

For more discussion on thisissue refer to ibid at 362.

Black's Law Dictionary, 9th ed, sub verbo “gross negligence” [Black's).
The Dictionary of Canadian Law, 3d ed, sub verbo “gross negligence.”
Ibid, citing [1968] SCR 599 at 601 [emphasisin original].

Ibid, citing [1927] 1 DLR 99 at 102 [Holland].

Ibid, citing (1984), 59 BCLR 68 (BCCA) at 71.
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gross negligence is based on an act or omission and does not incorporate amental element.
It requires a court to look at the behaviour of the defendant and apply a negligence test: it
combinesthe* reasonable person” test set out above with arefinement reducing the standard
of behaviour further — the “ marked departure from the standard of behaviour” drawn from
McCulloch v. Murray’ is a common test.

The second stream contemplates an act of negligence in combination with “wanton” or
“reckless’ disregard. Introducing the requirement of recklessness adds a mental element to
gross negligence. It requires a court to infer a state of mind onto the party committing the
negligence. Measuring the standard of behaviour isnot enough; the plaintiff must also show
that the tortfeasor was, at a minimum, “consciously indifferent,” or reckless.

The second stream requires a higher threshold of proof than the first. In order to show
reckless disregard, the plaintiff must either show evidence that the defendant was reckless,
or infer reckl essnessfrom the defendant’ s actions. However, courts have often described the
two varieties of gross negligenceinterchangeably, making it increasingly difficult to predict
when gross negligence will be found. In Adeco, for instance, the Court stated that gross
negligence amounts to “very great negligence,”*® “conscious wrongdoing,”*® and “‘ a very
marked departure’ from the standard of care required.”® The evolution of gross negligence
over time provides some illustration of why courts now seem to use different ideas
synonymously.

I1l. HISTORY OF GROSS NEGLIGENCE IN CANADA

Gross negligence wasintroduced in Canada by statute in an effort to limit the liability of
those unjustly exposed — for example, driversof gratuitous passengers, first responders, and
municipalities performing essential services.? However, gross negligence came without a
statutory definition, leaving interpretation of the term to the courts.

Thefirst meaningful discussion of gross negligence wasin Kingston v. Drennan,? which
involved a City of Kingston bylaw requiring that every public road, street, bridge, and
highway be kept in good repair. The bylaw further limited the City’s liability to persons
falling owing to snow or ice on sidewalks to those damages caused by the City’s gross
negligence. A woman who slipped climbing over a snow bank onto the sidewalk was
severely injured and brought an action against the City. The Court noted that, in the past,
judges went so far as to say there are no degrees of negligence (that is, they did not
distinguish gross negligence from simple negligence), but concluded that it needed to give
gross negligence some meaning to give expressionto thelegislature’ sintent.? What resulted
was the first Canadian definition of gross negligence: “very great negligence.”

17 McCulloch v Murray, [1942] SCR 141 at 145 [Murray].
18 Supra note 6 at para 55.
1 Ibid.
2 Ibid.
2 GHL Fridman, The Law of Tortsin Canada, 2d ed (Toronto: Carswell, 2002) at 402.
2 Kingston (City of) v Drennan, [1897] 27 SCR 46 at 60 [Kingston].
Ibid.

23

2 Ibid at 60.
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The Supreme Court of Canadaal soweighed inongrossnegligenceinHolland.”® Thiscase
again dealt with legislation governing snow removal which exonerated the City of Toronto
fromliability for injuries caused by dlippery sidewalks, except in the case of the City’ sgross
negligence.?® Chief Justice Anglin for the Court noted two important factors in deciding
whether thewrongful act was dueto gross negligence or ordinary negligence: (1) knowledge
of the risk; and (2) the length of time the risk of damages occurring is negligently left
unanswered.”

The principle of gross negligence really began to take shape in response to gratuitous
passenger provisions in automobile legislation. Legislatures initially sought to fully
indemnify driversfrom any right of action at all by guest passengers.”® Over time, the guest
passenger’ s right of action was limited to driver conduct amounting to gross negligence or
wilful and wanton misconduct.”® The leading Supreme Court of Canada case is Murray™®
which dealt with the construction and application of section 183 of Nova Scotia’s Motor
Vehicle Act,* affecting drivers indemnity. Chief Justice Duff for the Court provided the
following, which has found its way into nearly all subsequent gross negligence cases:

All these phrases, gross negligence, wilful misconduct, wanton misconduct [in the Motor Vehicle Act, s.
183], imply conduct in which, if there is not conscious wrong doing, there is a very marked departure from
the standards by which responsible and competent people in charge of motor cars govern themselves.
[S]ubject to that, ... it isentirely aquestion of fact for the jury whether conduct falls within the category of
grossnegligence, or wilful misconduct, or wanton misconduct. Thesewords, after all, arevery plain English
words, not difficult of application by ajury whose minds are not confused by too much verbal analysi s

Itisclear from the case law that gross negligence continues to be decided on the facts of
each case.** Moreover, the common law structure of determining whether gross negligence
exists has not changed significantly sincethe 1940s. The “ very marked departure” language
from Murray shows up in contractual definitions today — the only question for a court
would be the standard from which there was a very marked departure.

In these cases, we see a contrast being drawn among gross negligence, recklessness,
wanton misconduct, and wilful misconduct. Gross negligence does not require that the state
of mind of the defendant be shown (only that it was grossly negligent), that the injury was
reasonably foreseeable, and that the behaviour is a “very marked departure from the
standards which responsible and competent people ... govern themselves.”* This is an
objectivetest. Each of recklessness, wanton misconduct, and wilful misconduct requiresthat
the plaintiff show that, at aminimum, the defendant had actual knowledge of therisk of harm
and was wilfully blind to the consequences.

= Holland, supra note 15.

% Ibid.

2z Ibid at 102.

zg i]gr(ljn Singleton, “Gross Negligence and the Guest Passenger” (1973) 11:1 AltaL Rev 165 at 165.
id.

%0 Murray, supra note 17.

8 SNS 1932, c 6.

2 Murray, supra note 17 at 145 [emphasis added].

33 Crinson v Toronto (City of), 2010 ONCA 44, 100 OR (3d) 366 at para 46.

i Murray, supra note 17 at 145.



288 ALBERTA LAW REVIEW (2013) 51:2

Nevertheless, in recent years courts have blurred the distinction among each of these
constructs; each case must be decided on its own facts. Therefore, in order to find gross
negligence, these constructs can become conflated. Broadly speaking, however, while at
common law these elements do not need to be shown in order to prove gross negligence, if
thereis evidence of recklessness, as an example, gross negligence becomes much easier for
the plaintiff to prove. In our view, if a party is reckless or exhibits wanton disregard, by
definition gross negligenceislikely to have occurred, regardless of the damages or the ease
with which the damages could have been avoided. However, without evidence of
recklessness, other factors become much more important in the determination of gross
negligence — the amount of the damages, the results of non-compliance, and the relative
ease of avoiding the damagesin thefirst place. Aswe will show later, contractual drafting
is heading towards requiring recklessness be shown before gross negligence can be shown,
whichwill makeit much more difficult to prove gross negligence. In some energy contracts,
thishasthe effect of putting much more pressure on the non-operatorsto look after their own
interests actively.

IV. RELATED TERMS

Gross negligence has three legal constructs related to it, each of which imposes a mental
element:

. wilful misconduct;
. wanton disregard; and
. recklessness.

The law with respect to each of these constructs is summarized below, to show overlap
with, and distinguishing factors from, gross negligence.

A. WILFUL MISCONDUCT

Wilful misconduct is commonly associated with gross negligence because in many
agreements, including the 2007 CAPL and the Association of International Petroleum
Negotiators (AIPN) International Operating Agreement (JOA) 2012, the terms are used
interchangeably.® In the AIPN’s 2002 version, the definition is of “Gross Negligence /
Wilful Misconduct.”®

Early case law from the Supreme Court of Canada defined wilful misconduct as
“misconduct to which the will is a party. Something opposed to accident or negligence; the
misconduct not the conduct must be wilful.”® Black's Law Dictionary defines it as

% 2007 CAPL, supra note 2, art 4.02; AIPN, International Operating Agreement (JOA) 2012 (Houston:
AIPN, 2012) [2012 AIPN].

% AIPN, International Operating Agreement (JOA) 2002 (Houston: AIPN, 2002) Joint Operating
Agreement (2002) [2002 AIPN].

s Lewis v Great Western Railway Co, (1878) LR 3 QBD 195 (NSCA) at 206.



GROSS NEGLIGENCE IN CANADIAN ENERGY CONTRACTS 289

“misconduct committed voluntarily and intentionally.”* In the context of American law,
Toby Hewitt notesthat wilful misconduct can be distinguished from mere accident and goes
far beyond negligence, even gross negligence.® Hewitt al so notesthat a person’ sknowledge
and appreciation that his or her behaviour is “wrong conduct” meets the threshold.*

Similar to gross negligence, wilful misconduct has mainly been applied in motor vehicle
cases. In Murray, however, the two concepts were distinguished from each other by Chief
Justice Duff:

| am, myself, unable to agree with the view that you may not have a case in which the jury could properly
find the defendant guilty of gross negligence while refusing to find him guilty of wilful or wanton
misconduct.**

He went on to say that although the phrases were not equivalent, they were similar.*?

Thus it appears the elements of wilful misconduct are: (1) misconduct; (2) committed
voluntarily; and (3) committed intentionally. However, recent agreements, such asthe 2007
CAPL and the 2012 AIPN, have given gross negligence and wilful misconduct the same
contractual effect, and this may have had the consequence of conflating the two concepts.

B. WANTON DISREGARD OR M ISCONDUCT

“Wanton” hasbeen used in the definition of grossnegligenceinthe 2007 CAPL, the AIPN
model agreementsand the Petroleum Joint V enture Association (PV JA) model agreements.*®
Wanton is also one of the terms used in the Murray decision to distinguish gross
negligence.

AccordingtoBlack’ sLaw Dictionary, “wanton” is*[u]nreasonably or maliciously risking
harm while being utterly indifferent to the consequences.”* “Wanton misconduct” is“[a]n
act, or failure to act when there is a duty to do so, in reckless disregard of another’ s rights,
coupled with the knowledge that injury will probably result.”*

Thereisalso “wanton disregard.” In R. v. Tutton, Justice Wilson gave a short description
of the Court’s view on wanton disregard while distinguishing it from gross negligence:

In short, the phrase“wanton or reckless disregard for thelives or safety of other persons’ signifiesmorethan
gross negligence in the objective sense. It requires some degree of awareness or advertence to the threat to

38 Black's, supra note 13, sub verbo “wilful misconduct.”
% Toby Hewitt, “Who is to Blame? Allocating Liability in Upstream Project Contracts’ (2008) 26:2
Journal of Energy & Natural Resources Law 177 at 201.

40 Ibid.

4 Murray, supra note 17 at 145.

a2 Ibid.

4 See e.g. 2007 CAPL, supra note 2; 2012 AIPN, supra note 35; 2002 AIPN, supra note 36.
a“ Murray, supra note 17.

:Z Black’s, supra note 13, sub verbo “wanton.”

Ibid, sub verbo “wanton misconduct.”
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thelives or safety of othersor aternatively awilful blindnessto that threat which is culpablein light of the
gravity of the risk that is prohibited.*”

Thefinding in Tutton wasin relation to section 202(1) of the Criminal Code dealing with
criminal negligence.® In that section, criminal negligence is where a person, in doing
anything or omitting to do anything, shows wanton or reckless disregard for the lives or
safety of others. Although the phrase wanton disregard was briefly mentioned in Murray, its
relevance is more appropriate in the context of the above section of the Criminal Code and
in section 163 of the Income Tax Act.*

C. RECKLESSNESS

Gross negligence is also regularly identified with recklessness. The Ontario Superior
Court, inMachiasv. Mr. Submarine Ltd. set out the elements of recklessness: (1) thecreation
of an obvious seriousrisk; and (2) such creation without consideration for therisk or, where
the risk is considered, taking the risk anyway.*

Black's Law Dictionary defines the term as:

Conduct whereby the actor does not desire harmful consequence but nonethel essforeseesthe possibility and
conscioudly takestherisk. [It] involves agreater degree of fault than negligence but alesser degree of fault
than intentional wrongdoi ng.51

Like gross negligence, recklessness appears to be something greater than negligence and
lessthanintentional wrongdoing. Recklessdisregard involves*® consciousindifferencetothe
consequences of an act.”%

Given these definitions, it is easy to confuse recklessness with wanton behaviour. The
distinction can be described asfollows: aparty who isacting recklessly isfully aware of the
unreasonable risk he or sheis creating, but he or she may still be attempting to avoid harm.
Someone acting wantonly may be creating the samerisk of harm, but he or sheis not trying
to avoid therisk of harm and isindifferent to whether harm results or not. In a sense, wanton
conduct can be described as “reckless plus.”>® However, this distinction illustrates the
difficulty of both terms being used interchangeably to describe gross negligence and also
how courts and contract drafters may use these conceptsinterchangeably. Our suggestion to
contract drafters its to distinguish among gross negligence, wanton behaviour, reckless
behaviour, and wilful misconduct wherever possible.

4 [1989] 1 SCR 1392 at 1407.

a8 RSC 1985, ¢ C-46.

% RSC, 1985, ¢ 1 (5th Supp).

50 2002, 24 BLR (3d) 228. See also Black's, supra note 13, sub verbo “recklessness’ for a similar
definition.

st Black's, ibid, sub verbo “reckless.”

52 Black's, ibid, sub verbo “reckless disregard.”

s Rollin M Perkins & Ronald N Boyce, Criminal Law, 3d ed (Mineola, NY: Foundation Press, 1982) at
879-80.
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To summarize differences among the terms above:

Terminology

Elements

Notes

Wilful misconduct

(2) Misconduct; (2) committed
voluntarily and intentionally.

Intentionally committing a
wrongful act.

Wanton

(2) Unreasonably or maliciously
risking harm; (2) indifferent to
the conseguences.

Indifferent to arisk of harm
being committed.

Wanton misconduct

(2) Act or failure to act when
thereis aduty to do so; (2)
reckless disregard of another’s
rights; and (3) knowledge that
injury will likely occur.

Knowing of the risk of harm but
not caring how it will effect
others.

Wanton disregard

(2) A threat to the lives or safety
of others; (2)(a) some degree of
awareness or advertence to the
threat; or (b) wilful blindnessto
that threat, culpablein light of
the degree of risk.

Either knowing of the risk of
harm or being wilfully blind to it.

Recklessness

(1) Creating an obvious and
serious risk; (2)(a) doing so
without giving any thought to the
possihility of there being any
such risk; or (b) having
recognized that there was risk
involved, neverthel ess deciding
to take the risk.

Creating the risk and doing so
without caring about the risk or
knowing about the risk and doing

it anyway.

Reckless disregard

(2) A threat to the lives or safety
of others; (2) some degree of
awareness or advertence to the
threat; or (3) wilful blindnessto
that threat, culpablein light of
the degree of risk.

Either knowing of the risk of
harm or being wilfully blind to it.

The chart above illustrates the differences among the concepts but also how they are
different from“very great negligence.” Using any of theseterms, the plaintiff must show the
defendant’ s state of mind.
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V. GROSSNEGLIGENCE AND ENERGY CONTRACTS
A. THE ROLE OF THE OPERATOR

In the development of joint lands, joint owners elect an operator among themselves.
Accordingly, the operator wearstwo hats: joint owner and independent contractor for therest
of the joint owners (in otherwords, the non-operators).> Clause 3.03A of the 2007 CAPL
defines the operator’ srole as follows:

The Operator is an independent contractor in activities hereunder. It will supply or cause to be supplied all
material, labour and servicesreasonably necessary for [the operationsauthorized and conducted for thejoint
account which means the sharing of benefits, risks, costs, expenses and obligations (“ Joint Operations”)].
Itwill determinethe number of employeesand contractorsrequired for Joint Operations, their selection, their
hours of labour and their compensation, and they will be regarded as the Operator’'s employees and
contractors. The Operator’ sstatus as an independent contractor doesnot alter itsresponsibility for liability
and indemnification, which will continued to be governed by [ the liability and indemnity provisions] of this
Agreement.*®

Therefore, whilecontractual faultisusually apportioned between contracting partiesbased
ontheir failureto perform, the operator’ sstandard of performanceislimited by contract. The
role of the operator carrieswith it significant risk and little financial reward (although there
are clear planning and process advantages in being operator). In order to allocate this risk
more fairly, the industry devised aregime where all matters relating to the joint operations
were borne by the joint account. Each of the operator and non-operators are responsible to
the joint account in an amount proportionate to their respective working interest. Thisis so
even though the operator alone is responsible for conducting joint operations. The only
exception is where the costs arise as a result of the operator’s gross negligence or wilful
misconduct, in which case the operator alone bears the costs.

Over time, asMills, Wright, and Inch have shown,* the operator’ s contractual ly required
standard of performance diminished under the 1990 CAPL and increased under the 2007
CAPL, in that there are several basic operating duties, where, if breached, the operator is
liable for simple breach of contract. However, for those items where the operator is liable
only for its own gross negligence (which are the major operator’s duties under the 2007
CAPL), the operator’ s standard of performance has decreased, due to the addition of a new
definition of gross negligence. In our view, the 2007 CAPL sets an extremely high, and
potentially impossibly high, bar for the non-operators to clear before they can impose
liability on the operator for the operator’ s gross negligence.

4 Mills, Wright & Inch, supra note 1 at 366.
5 Supra note 2 [emphasis added].
% Mills, Wright & Inch, supra note 1.



GROSS NEGLIGENCE IN CANADIAN ENERGY CONTRACTS 293

B. THE EVOLUTION OF GROSS NEGLIGENCE
IN OIL AND GASINDUSTRY AGREEMENTS

Instances in which the gross negligence test has been analyzed by the courts have
predominately involved head office matters — accounting, allocation, and land, not major
operational or wellsite damage. Considering how grossnegligence provisionsareworded in
industry agreements, it is worth asking whether the gross negligence standard was ever
intended to address head office matters at all or wasinstead intended to protect the operator
from claimsfor its own negligence with respect to operational or wellsite matters. Wellsite
matters are perhaps more appropriately indemnified because: (1) they carry the greatest risk
for the operator; and (2) operational damage is usually covered by insurance carried on by
the joint account or by the non-operators separately. A cursory survey of upstream energy
producers reveals that internal accounting and land mistakes are not covered by insurance.

Asaresult of case law, along with the stated desire of the CAPL drafting committee to
bring the gross negligence standard in the 2007 CAPL more in line with AIPN standards,*
the standard for gross negligence as set forth in the 2007 CAPL is markedly different from
the 1981 version or the 1990 CAPL, where gross negligence was undefined.® In the 2007
CAPL, for example, accounting mistakes are clearly excluded from the gross negligence
standard but land and maintenance of title documents are clearly included.

1. GROSS NEGLIGENCE IN CAPL OPERATING PROCEDURES
AND “NON-CAPL” OPERATING AGREEMENTS

a 1981 CAPL Operating Procedures and Non-CAPL Operating Agreements
i. United Canso Oil & Gas Ltd. v. Washoe Northern Inc.*

Thefirst major caseinvolving gross negligencein the oilpatch and its effect on operators
liability is United Canso.

The exclusion of operator’sliability in United Canso operating agreement provided:

6. Liability

[€)] Joint-Operator’s right of action against Managing-Operator is strictly limited to action for |oss,
damage or costs caused by the gross negligence or wilful misconduct of Managing-Operator in the

performanceof, or inthefailureto perform, Managing-Operator’ sobligationsunder thisAgreement.

(b) Loss, damage or costs caused to the parties or any of them from third party claims arising out of
operationsfor thejoint account shall beborneand paid by the parties, other than Managing-Operator,

57 CAPL, Annotations (Calgary, Canadian Association of Petroleum Landmen, 2007), online: CAPL
<http://www.landman.ca/pdf/operating-procedures/2007/final /2007%200perati ng%20Procedure%20
Annotati ons%20(Final 2008).pdf>.

8 2007 CAPL, supra note 2; CAPL, 1981 CAPL Operating Procedure (Calgary, Canadian Association
of Petroleum Landmen, 1981) [1981 CAPL]; 1990 CAPL, supra note 3.

% (1991), 121 AR 1 (QB) [United Canso].
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in proportion to their interests in the particular Properties involved, but Managing-Operator shall
save Joint-Operators harmlessfrom any such claimsto the extent that the same are attributableto the
gross negligence or wilful misconduct of Managi ng—Operator.60

This language suggests that a“very great negligence” or “marked departure” threshold*
would be the appropriate test — gross negligence was undefined in the contract.

United Canso involved a dispute among a number of producers, with Husky, Asamera,
and Lasmer operating over time, and United Canso being one of the non-operators. United
Canso wasthe successor to three carried interests and party to the governing Joint Operating
Agreement. United Canso had been under-allocated proceeds of production dueto amyriad
of accounting errors by the various operators, who were successors as operator under the
Joint Operating Agreement. United Canso argued that thefailureto keep proper accountswas
a breach so egregious that it amounted to gross negligence. United Canso had to bring its
claim under the Joint Operating Agreement, rather than in unjust enrichment, because other
partieswho had been over-all ocated proceedsno longer had thefundsto repay United Canso.
Accordingly, the equities of repayment rested with United Canso; it was owed the money,
and the operators argued that they were required to meet a gross negligence standard only
in the allocation of production proceeds (that is, each did not have to allocate correctly, or
even negligently, but grossly negligently before it was responsible). Otherwise, each of the
parties to the Joint Operating Agreement would have to pay its pro rata share of the under-
allocated amounts to United Canso.

Justice Hutchinson found that the constituting agreements had not been properly
interpreted, which resulted in a failure to follow the correct accounting procedure.®> He
found, however, that clause 6(a) above limited the operators' liability to situationsin which
it was grossly negligent, regardless of the activity being performed (including allocating
production in accordance with the accounting procedure).®

The Court explored an array of definitionsof “grossnegligence,” asthey had been applied
in the oil and gasindustry, relying largely on American jurisprudence, and noted that most
Texas courts favoured the interpretation of “gross negligence” offered by Judge Stayton in
Missouri Pacific Ry. Co. v Shudford:

Gross negligence, to be the ground for exemplary damages, should be that entire want of care which would
raisethe belief that the act or omission complained of wasthe result of aconsciousindifferenceto therights
or welfare of the person or personsto be affected by it.... Gross negligence s positive or affirmative, rather
than merely passive or negative as ordinary negligence often, and perhaps usually, is.5

This phrase clearly contemplates that a mental element would need to be proved by the
plaintiff before gross negligence would be found. The use of the words “conscious
indifference” is a strong indicator that the plaintiff would need to show actual evidence of

€0 Ibid at para 320.

e Murray, supra note 17 at 145.

62 United Canso, supra note 59 at para 202.
&3 Ibid at para 345.

6 10 SW 408 at 411.
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the recklessness of the defendant. Justice Hutchinson also adopted the analysis used in
Murray, below, and suggested that showing that either the defendant was reckless, or
exhibited a“marked departure from the standard of behaviour” would have been sufficient
to show gross negligence.®

The Court found that Husky was partially protected from liability. The Court did not
accept that a number of small errors over 13 years could be described as “conscious
wrongdoing” or a“very marked departure” from the standard of care required.®® However,
between February 1981 to when Husky turned over responsibilities of Managing Operator
to Asamera, one of the other partiesin 1982, Husky’s failure to account to United Canso
constituted gross negligence or wilful misconduct. The reason was that one of the
beneficiaries of the overpayment was arelated Husky entity.®” Thereisanimplicationin the
case that Husky owed a higher duty of care (and therefore the threshold establishing gross
negligence was lower) where one of its related parties benefitted.

Itisnot clear, but the Courtimpliesthat it was easier to find consciousindifference where
aHusky related party stood to gain. The findings with respect to Husky starkly illustrate the
importance of the equities in each of these cases. While Husky’ s actions may have been no
different before and after aHusky entity wasthe payee of the overpayment, the Court found
that it had been grossly negligent. As a practical matter, courts likely find gross negligence
easier to award when there is a sense that one of the parties is unduly benefiting.

The Court found that Asameraand Lasmer as operators had the responsibility to interpret
the constituting agreements correctly and to allocate the proceeds received properly. The
Court found the following factors were of assistance when determining whether these
defendants crossed the threshold from negligent to grossly negligent:

. full disclosure of the accounting and interpretation problemswas made to Asamera
and Lasmer at the time they acquired their interests and they “must have realized
that there was areal risk that they were paying monies to the other Joint Operators
which might properly have belonged to the plaintiff;”

. “Asamera attempted to resolve the problems which it inherited from the Husky
defendants through a series of meetings,”® but there was no final result and both
Asamera and Lasmer “simply continued on recording revenues, expenses and
capital expenditures’;”

. “neither Asamera nor Lasmer sought advice and directions elsewhere”;" and

& Murray, supra note 17 at 145.

23 United Canso, supra note 59 at para 345.
Ibid.

e Ibid at para 341.

& Ibid at para 342.

o Ibid.
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. “the outstanding issues were either ignored or else a calculated risk was taken by
Husky the accounting was correct or that the plaintiff would not pursue the
i$ueS." 72

The Court found that these failures amounted to gross negligence, as they exhibited a
“very marked departure from the standards by which reasonable and competent companies
inalike positionto that of Asameraand Lasmer ... should habitually govern themselves.” ™
The Court went on to suggest what would have prevented such afinding of grossnegligence,
and stated that an operator’s proper recourse was to seek advice and directions from the
Court concerning the accounting issues.™

Theresult in United Canso appears to have had the effect of starting the industry down
theroad to contractual ly limiting the gross negligence standard. In many other circumstances,
what would conventionally be thought of as negligence or simple breach of contract was
viewed as gross negligence as aresult of the way the contract was drafted in order to give
the aggrieved parties aremedy. In the abstract, it does not appear that any of the operators,
but specifically Asamera and Lasmer, were grossly negligent. However, it appeared to be
unacceptabl e to the court to limit the recovery of non-operatorsto gross negligence, as such
drafting allows the operator to commit manifest error. This decision shows how the courts
were (and are) unwilling to allow manifest errors, and if gross negligence is the way they
haveto doit, so beit.

ii. The 1981 CAPL Operating Procedure: Erehwon Exploration Limited
v. Northstar Energy Corporation™

The first case dealing with the issue of gross negligence under CAPL, with perhaps
unexpected results as a result of expansive contractual interpretation, is Erehwon. In
Erehwon, Northstar made a number of accounting errors and levied inappropriate charges
in its capacity as operator under a 1981 CAPL and relied on United Canso to show that,
provided thelanguageis specific enough, agross negligence standard would be upheld. This
argument was categorically rejected by Justice Hunt, as she then was.

First, Justice Hunt compared the exclusion language in United Canso to the 1981 CAPL.
In United Canso, the joint-operator’ sright of action was “strictly limited to action for loss,
damage or costs caused by the gross negligence of the Operator.” ”® The 1981 CAPL does not
limit aright of action. Instead it states:

The Operator shall not be liable to the Joint Operators for any loss or damage incurred by any of them
relative to any operations carried out pursuant to this Operating Procedure except that ... the Operator shall
be solely liable for any loss or damage of whatsoever nature when such loss or damage is caused by the

2 Ibid.

5 Ibid.

“ Ibid at para 346.

5 (1993), 147 AR 1 [Erehwon.

% United Canso, supra note 59 at para 320.
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Operator’s gross negligence or wilful misconduct but no act or omission of the Operator, its agents or
employe&s.77

Itisavery finelegal distinction between limiting the right of action for loss arising from
the operator’ sgross negligence (asin United Canso) and limiting liability for lossor damage
to that caused by the operator’s gross negligence (as in Erehwon). Nevertheless, on that
basis, Justice Hunt distinguished United Canso. She went on to find that it was extremely
improbable that the intent of the drafters was that all liability for all operations to be
conducted by the operator were to be shared by the partiesin accordance with their pro rata
share, except where the operator was grossly negligent. She states:

[Itishard toimaginethat the parties could have intended Art IV to mean that the Operator could then carry
out its accounting obligations in a grossly negligent fashion. That they would agree, by contract, to stand
behind the Operator for uninsured third party losses arising from actions that are “negligent” as opposed to
“grossly negligent” is more understandable.

Many operationscarried out under CAPL are high-risk and the Non-Operators may be willing to accept that,
asa“first among equals’ acting on behalf of co-venturers, it would be expecting too much for the Operator
to have responsibility for losses caused by its negligence .... it is understandable that the parties have
accepted the gross negligent standard in relation to third party losses and have, in effect, agreed to pay their
share of losses resulting from the Operator’s negligence.

| do not see this reasoning applying to the accounting relations between the parties, however. It would give
the Operator much greater power to act asit wishesvisavisthe Non-Operators than seems to me consistent
with a reasonable commercial interpretation of CAPL. Potentialy, it would give the Operator a sort of
tyrannical role in relations to Non-Operators. | do not believe that this was the intention of the parties78

In fact, while Justice Hunt found that it was extremely improbable that this could have
been the intent of the parties, it was likely the intent of the CAPL drafting committee.
Northstar put forth evidencefromthe CAPL drafting committee asevidenceof theintent that
gross negligence had to be shown in all cases before the operator would be found to bear
morethan itspro rata share of liability. However, Justice Hunt was concerned that the gross
negligence standard was beingimposed inappropriately on operator’ scovenants. Inour view,
the words of the 1981 CAPL were clear — a gross negligence standard was the appropriate
standard. Nevertheless it stands to reason that accounting matters should be held to a
different standard from actions on awellsite, and this seems to be the Court’ s view as well.

Justice Hunt's sensible, if expansive, interpretation of the CAPL led to changes in the
1990 CAPL, and morerecently inthe 2007 CAPL, in which accounting mistakes are not held
to agross negligence standard. However, the 2007 CAPL drafting committee saw fit to hold
“maintenance of title documents’ to the gross negligence standard.™ It is this standard that
many non-operators have found troubling. Under the Western Canadian land system, the

” 1981 CAPL, supra note 58 at art 401.
78 Erehwon, supra note 75 at para 65.
™ 2007 CAPL, supra note 2, art 3.10.
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Operator is responsible for submitting renewals, for paying royalties, and for generally
maintaining crown leases; it isthe only party vis-a-vis the Crown who can do so. However,
the non-operators must show that the operator is grossly negligent before it can bear more
than its working interest share of liability.

b. 1990 CAPL Operating Procedure

Asaresult of Justice Hunt’ sdecisionin Erehwon, the CAPL adopted very strict limitation
of operator liability language in the 1990 CAPL, which holds an operator liablefor lossonly
where the act or omission constitutes gross negligence or wilful misconduct and was not in
accordance with instructions from the joint operators. The relevant clause is set out below:

ARTICLE IV
INDEMNITY AND LIABILITY OF OPERATOR

401 — LIMIT OF LEGAL RESPONSIBILITY — Notwithstanding Clauses 303 and 304, the Operator, its
Affiliates, directors, officers, servants, consultants, agents and employees shall not be liable to the other
Joint-Operators, or any of them, for any loss, expense, injury, death or damage, whether contractual or
tortious, suffered or incurred by the Joint-Operators resulting from or in any way attributable to or arising
out of any act or omission, whether negligent or otherwise, of the Operator or its Affiliates, directors,
officers, servants, consultants, agents, contractors or employees in conducting or carrying out joint
operations, except:

(b) when and to the extent that such loss, expense, injury, death or damage is a direct result of, or is
directly attributable to, the gross negligence or willful misconduct of the Operator or its Affiliates,
directors, officers, servants, consultants, agents, contractors or employees, provided that an act or
omission of the Operator or itsAffiliates, directors, officers, servants, consultants, agents, contractors
or employees shall be deemed not to be gross negligence or willful misconduct, insofar as such act
or omission was done or was omitted to be done in accordance with the instructions of or with the
concurrence of the Joi nt—Operators.80

The proviso at the beginning of the clause is a specific referenceto the obligation that the
operator has to operate in accordance with good oilfield practice and as an independent
contractor. Therefore, notwithstanding the operator’ scovenant to operatein accordancewith
good oilfield practice, it is never liable for more than its pro rata share except when it is
grossly negligent and the matter is done of its own accord. It would be difficult for Justice
Hunt to arrive at the same conclusion she did in Erehwon under the 1990 CAPL, given the
revised language. In our view, accounting mistakes (and perhaps more significantly, land
mistakes) would be held to a gross negligence standard — as they were in Adeco.

g 1990 CAPL, supra note 3 [emphasis added].
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i Adeco Exploration Company Ltd.
v. Hunt Oil Company of Canada, Inc.

The conclusion that land mistakes would be held to a gross negligence standard, but that
standard would be malleable, was borne out in Adeco. Hunt Oil Co. (Hunt Oil), Adeco
Exploration Company Ltd. (Adeco), and Shaman Energy Corporation (Shaman) were parties
to ajoint operating agreement which incorporated the terms of the 1990 CAPL. Hunt Oil was
designated operator, and two leases that expired in May 2001 were included in the Joint
Operating Agreement.

A month before expiry, Hunt Oil’ s landperson sought and obtained the consent of Adeco
and Shaman to have theleases continued. On theday of expiry, the continuation applications
were submitted, and they included well logs and production data. On 3 August 2001, the
Crown wrote to Hunt Oil and stated that only a portion of each lease would be continued,
unless* additional evidenceof productivity” was submitted to support the application within
one month of 3 August (Hunt QOil received the letter on 22 August 2001). Hunt Oil did not
submit any further information, and the contested portions expired. It was subsequently
determined that it would have been very easy to have the leases continued.

Therewere some clear mistakesmade at Hunt Oil. Thelandperson in charge of the parcels
said that it was her practice to consult with technical personnel to seeif anything else could
be submitted and was informed that Hunt Oil would have to let the |eases expire. It became
clear that the technical information was simply wrong.

Therewas some question at trial asto whether Hunt Qil provided notice of the application
to Adeco and Shaman, but it seems accepted by the court at trial that each of Adeco and
Shaman did receive copies of both the continuation application and the 3 August letter from
the Crown prior to the expiry date of 3 September and did not follow up with Hunt Qil. They
assumed that Hunt Qil, asagood operator, would have completed and submitted the revised
continuation application.

Justice Ritter for the Alberta Court of Appeal interpreted the 1990 CAPL as the drafters
likely intended — that the standard of performance that the operator is held to is anything
short of gross negligence, irrespective of what the operator’ s obligations are:

Thislanguage [in Section 401] is clear and unambiguous.... Here, what Hunt Qil failed to do in continuing
thelease, constitutes an omission in conjunction with Hunt Qil carrying out the joint operation. Pursuant to
the plain and ordinary meaning of the wordsin clause 401 of the 1990 CAPL, Hunt Oil isonly responsible

to the non-operators, Adeco and Shaman, if its omission amounted to gross negl igence.81

Relying on this language, the Court found Hunt Qil to have been grossly negligent in the
performance of its duties as operator by failing to continue the leases. In doing so, in our
view, the Court of Appeal significantly lowered the threshold for what acts or omissions
constitute gross negligence — land mistakes, if they were easy to rectify or easy to avoid,
could be held tantamount to gross negligence, and the operator would be held liable.

81 Adeco, supra note 6 at para 42.
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Justice Ritter examined a number of definitions of gross negligence:
+ “very great negligence’;®

» “conscious wrongdoing” or a “very marked departure” from the standard of care
required;® and

» “the character and the duration of the neglect to fulfil [the] duty, including the
comparative ease or difficulty of discharging it [are] important, if not vital, factorsin
determining whether thefault (if any) ... isso much morethan merely ordinary neglect
that it should be held to be a very great, or gross negligence,” and “conscious
indifference.”®

Justice Ritter did not distinguish between “very great negligence” and “conscious
indifference.” Instead, he conducted a hindsight examination of what Hunt could, or should,
have done differently, and Hunt's failure to do so constituted gross negligence. He
characterized the Hunt system for continuing leases as “ dreadfully deficient” — one which
should have treated continuation applications with more care. He compared the Hunt land
systemto alaw office where an unknowing person isresponsiblefor limitation periods, and
then checks with asimilarly uninformed person. He stated that he would have no hesitation
in determining that the firm in question was grossly negligent.

The factors used by the Court in determining whether gross negligence existed were:

» dthough a letter was received from Alberta Energy pointing out the deficient
applications, Hunt Oil did not contact Alberta Energy to request additional time;®

* Hunt Qil did not inquire why there had been a significant delay between when the
deficiency notice was sent and when it was received;® and

* Hunt Qil’s technical personnel was wrong in determining that the leases should be
continued.®

Fromthe outside, it appearsthat the Hunt Oil system isnot that different from every other
oil company in Western Canada. A land administrator and landperson are in charge of
continuations; they ask atechnical person if lands are worth continuing, and they respond
appropriately. These companiesare under pressure to reduce overhead and accordingly land
departments become overburdened. Somewhere along the way the system breaks down —
likely in communication between the land person and the technical person. It isdifficult to
see how this is gross negligence — it is a mistake or a series of mishaps. If anything, it is
negligence, but surely not gross negligence. Otherwise many other land departments are

82
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grossly negligent as a matter of course. Thetest is“markedly different from the standard of
behaviour required.”

It is aso worth considering why Adeco and Shaman were not required to mitigate their
damages. They had notice of the request to Hunt Oil to submit further information and did
not follow up with Hunt Oil to ensure the information was sent. The trial judge found that
“it was not unreasonabl e for Adeco and Shaman to assumethat Hunt Oil, asagood operator,
would do what the operating agreement requiredit to do,” ® and therefore Adeco and Shaman
were not contributorily negligent. However, as Justice Ritter pointed out, the test for Hunt
Oil was gross negligence — an admittedly very low standard. In the case where gross
negligence isthe standard, one wondersif it is not the responsibility of the non-operatorsto
mitigate their damages — in this case, by following up with Hunt Oil and ensuring that the
application went in on time. Theincorrect assumption from Adeco and Shaman contributed
to the leases being lost.

Nevertheless, failing toimpose agross negligence standard on Hunt Oil inthiscasewould
have the effect of unfairly depriving Adeco and Shaman of their rights under the leases,
wherethey relied on Hunt Oil to performitsobligations. Hereis perhapsthe greatest problem
with the use of the gross negligence standard in “ operations.” In an operator or non-operator
environment, non-operators are reliant on the operator to perform its duties. In return, the
operator gets to set the agenda for operations under the relevant agreement. It needs to
protect itself against claims by third parties, or claims where damages are easily
recompensable by insurance. Hence, the use of the “ gross negligence” threshold. However,
the use of the gross negligence threshold throughout the 1990 CAPL had unforeseen
conseguences. It is difficult to see the reasoning for not excluding maintenance of title
documents and other land administration matters from the gross negligence standard. In
return for the increased responsibility, the operator could charge alarger operating fee.

ii. Trident Exploration Corp. (Re)

The next case involving gross negligence is once again aland case. Trident Exploration
Corp. (Trident), Bearspaw Petroleum Ltd. (Bearspaw), Mutiny Oil & GasLtd. (Mutiny), and
F.M. Kaplan Technical Services Ltd. (Kaplan) were parties to a Pooling Agreement dated
12 April 2005. Trident was appointed operator of the lands, and the 1990 CAPL was
incorporatedinto the agreement. M utiny wasthebeneficial owner (intrust for othersaswell)
of the lease in the north half of the section, while Trident, Bearspaw, and Kaplan held the
lease in the south half of the section.

In June 2005, Alberta Energy issued a Gas Offset Noticeto Blaze, Trident, and Bearspaw
(asregistered owners of the leases). The notice provided that if the partiesfailed to respond
by 7 December 2005, the lessees would be deemed to surrender the lands down to the
producing section. Blaze forwarded a copy of the offset to Mutiny.

In response to the offset notice, Trident wrote aletter to Mutiny, Bearspaw, and Kaplan,
drawing their attention to the offset obligation and recommending that the obligation be

& Ibid at para 61.
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satisfied by paying the offset compensation to the Crown and that Trident would do soinits
capacity as operator. The 10 November 2005 letter stated “ Trident will make the payment
to the Crown and invoice the partners at their pooled interest share,” and asked Mutiny,
Bearspaw, and K aplan to provide their approval or non-approval of this recommendation.®
Trident added “[a]s we wish to satisfy this obligation as soon as possible, your prompt
response will be appreciated.”*® Mutiny subsequently verbally agreed with this approach.
Trident then received a written response to their letter from Bearspaw, who indicated that
Trident should not reply to the offset notice on behalf of al partiesand that Bearspaw would
send its own reply.

Trident acted on Bearspaw’ sletter but failed to notify Mutiny of the changein plans. The
next time this matter came to the attention of Mutiny was the following spring when Mutiny
discovered through public documents that it no longer had rights to the lands and that the
lands had been posted by Bearspaw. Mutiny sued Trident, claiming that Trident was grossly
negligent in failing to submit the information with respect to the offset to the Crown.

Justice Kent found Trident grossly negligent:

What Trident did was not amomentary lapse. It wrote aletter that can reasonably beinterpreted as meaning
that Trident would respond to the offset notice on behalf of al the partners. It received word from Bearspaw
that ... each partner should look after its own lease. Trident’s failure to advise Mutiny that the plan had
changed was something that could have been easily accomplished.... There was plenty of time for Trident
to ensurethat all partners understood what their obligationswere, given Bearspaw’ sresponse. That is gross
negl igence.91

In the Court’s view, Trident assumed the responsibility for complying with the offset
notice and then, when Bearspaw relieved Trident of its responsibility to do so with respect
to the Bearspaw lease, Trident simply did not follow up with Mutiny. Clear negligence —
but gross negligence?

In determining what amounted to gross negligence, the Court considered the Adeco case
and the various meanings of gross negligence noted there. The phrases cited in Adeco
included:

» very great negligence;

* conscious wrongdoing;

» avery marked departure from the standard of care;

* thecharacter and the duration of the neglect to fulfil [the] duty, including comparative
ease or difficulty of discharging it [are] important, if not vital, factorsin determining

8 Trident, supra note 7 at para 6.
90 Ibid.
o Ibid at para 24.
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whether the fault (if any) ... [is] so much more than merely ordinary neglect that it
should be held to be a very great, or gross negligence; and

 consciousindifference.®

We can seethat the Court in this case used what we have described asthe two definitional
streams of gross negligence — the “very great negligence’ standard, and the “mental
element” standard interchangeably. Given the Court’s conclusion, and the strong language
used by Justice Kent to describe Trident’s omission, the mental element standard would in
our view have been met; the Court would have found that Trident exhibited conscious
indifference.

This case again begs the question whether Mutiny did enough to mitigate its damages. If
gross negligence is the standard for maintenance of title documents, which it clearly isasa
result of the Adeco decision, should Mutiny have followed up with Trident to ensure that its
lease was being handled? Mutiny assumed that Trident would have done what it said it
would, but if gross negligence is the standard, such assumptions seem fool hardy .

C. 2007 CAPL Operating Procedure

In the 2007 CAPL, both the risk allocation provisions and the scope of gross negligence
were amended significantly. First, the drafting committee included the following definition
for gross negligence:

“Gross Negligence or Wilful Misconduct” means any act, omission or failure to act (whether sole, joint, or
concurrent) by a person that was intended to cause, or was in reckless disregard of or wanton indifference
to, the harmful consequences to the safety or property of another person or to the environment which the
person acting or failing to act knew (or should have known) would result from such act, omission or failure
to act. However, Gross Negligence or Wilful Misconduct does not include any act, omission or failureto act
insofar asit: (i) constituted mere ordinary negligence; or (ii) was done or omitted in accordance with the
express instructions or approval of all Parties, insofar as the act, omission or failure to act otherwise
congtituting Gross Negligence or Wilful Misconduct was inherent in those instructions or that approval.*

The effect of these changes is to further narrow the scope of the definition of gross
negligence, such that if the non-operators wish to show that the operator has been grossly
negligent and hence responsible for more than its pro rata share of liabilities, it must either
show reckless disregard, wanton indifference to harmful consequences, which such party
knew, or should have known would result from such act. The committee stated that it was
attempting to bring the definition of gross negligence further in line with the AIPN Model

92 Adeco, supra note 6 at para 23.

93 For an excellent discussion and useful suggestions for drafting see William M Laurin, “Operator
Liability for Administrative‘ Gross Negligence' " Energy Law Bulletin (18 June 2012), online: Lawson
Lundell LLP <http://www.lawsonlundell.com/media/news/300_EnergyBulletinOperatorLiabilityAd
ministrativeGrossNegligence.pdf>.

o 2007 CAPL, supra note 2, art 1.01.
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Joint Operating Committee.®® However, in doing o, it has, in our view made it extremely
difficult toimposeliability on the operator. After Adeco, weknow that the 1990 CAPL holds
that the operator must be shown to be grossly negligent in all cases before being held liable
for more than its pro rata share; now, under the 2007, the circumstances where the operator
must be shown to be grossly negligent are fewer, but actually showing that the operator was
grossly negligent is much harder.

If we unpack this definition, we see that:

(1) thenon-operators must show either intent to cause harmful conseguences (that is,
wilful misconduct); or reckless disregard or wanton indifference to harmful
conseguences; and

(2) that the consequences were actually or reasonably foreseeable.

In every case, the non-operators must show evidence either directly or by inference that
the operator had some advertent knowledge of the consequences and ran therisk anyway, or
was wilfully blind as to the conseguences. The “very great negligence” or “marked
departure” stream of interpretation has been excluded from the definition. When courts are
interpreting this definition, they will no longer be able to rely on the statements from the
Supreme Court in Holland and Murray and instead will be required to judge the operator’s
state of mind.

Defining negligence in this way added some certainty to the operator’ s risk profile, but
hasin our view significantly reduced the possibility that it would be held liablefor morethan
its pro rata share of damages. For example, based on the facts in Adeco and Trident, the
courtswould have found it significantly more difficult to impose liability on the operator as
the “marked departure’ test isno longer available under the 2007 CAPL. In Adeco, the non-
operators would have been required to show that Hunt's land system was deliberately
deficient, or that Hunt had recklessly set up its system, not caring about the consequences
that would result if continuations were missed. In Trident, the non-operators would have
been required to show that, by failing to send Mutiny notice that it would be responsible for
sending initsown offset election, it did so advertently, or in wanton indifference or reckless
disregard of Mutiny’ srights, rather than simply forgetting. It will not be enough to be grossly
negligent; now, the non-operators will have to show that the operator knew about the
consequencesor wererecklessabout the consequences. Matters* falling through the cracks,”
asin both Adeco and Trident, will not meet the test, even when the cracks are a mile wide.

Thedecisionin Adeco did have ahappy consequencefor operators, however: it confirmed
that the standard of performance beforeit becameliablefor morethanitspro rata share was
gross negligence, irrespective of the contractual duty being performed. In the 2007 CAPL,
there are severa of the operator’ s duties which do not have this limitation, and accordingly
the operator would be liable.®

o JimMacL ean, “Modificationsto 1990 CAPL Operating Procedure” (14 August 2007), online: <http://
www.landman.ca/pdf/operating_procedures/2007/final /M odifi cations(2)%20t0%201990%200per%
20Proc%620(June%202007).pdf>.

% Mills, Wright & Inch, supra note 1 at 377.
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Therisk allocation provisionsin the 2007 CAPL are set out below:
4.00 LIABILITY AND INDEMNIFICATION OBLIGATIONS
4.01 Indemnification of Operator

This Clause applies except insofar as the Operator: (i) is solely responsible for any Losses and Liabilities
under Clause4.02; or (i) may otherwisebeliableto any Party for breach of any of its contractual obligations
asOperator under thisAgreement, other than for itsdutiesunder Clause 3.04, Subclause 3.05A or Subclause
3.10A

4.02 Limit of Operator’s Legal Responsibility

The Operator, its Affiliates and their respective directors, officers and employees will not be liable to any
of the Non-Operators for any Losses and Liabilities resulting from or in any way attributable to or arising
out of any act, omission or failureto act, whether negligent or otherwise, of the Operator or its Affiliatesand
their respective directors, officers, agents, contractors or employees in the performance of the Operator's
dutiesunder this Agreement (including thosein planning or conducting any Joint Operation), except insofar
as:

(a) thoseLossesand Liabilitiesareadirect result of, or aredirectly attributableto the Gross Negligence
or Wilful Misconduct of the Operator, itsAffiliatesor their respectivedirectors, officers, employees,
agents or contractors; [or]

(b) the Operator may otherwise beliableto any Party for breach of any of its contractual obligations as
Operator under this Agreement, other than for Clause 3.04, Subclause 3.05A or Subclause 3. 10A.%

Hence, the operator’ s liability for covenants other than those contained in clauses 3.04,
3.05A, or 3.10A isnot limited to the gross negligence standard. For example, Clause 3.07,
requires the operator maintain “true and correct records and accounts,” and if it fails to do
S0, it can beliableto the non-operators for the entire amount of theloss, not just itspro rata
share.® There are anumber of similar obligationsin the 2007 CAPL for which the operator
does not have limited liability.

However, subclause 3.10A deals with the maintenance of title documents, and is thus
liablefor its pro rata share of liabilities arising from its failure to maintain title documents,
except where it is grossly negligent (as defined). This requires that:

Except asotherwise provided in thisAgreement ... the applicable Title Administrator [usually the Operator]
will, on behalf of the Parties and for the Joint Account, comply with the Title Documents, including the
payment of rentals and other actions required to maintain them in good standing.99

z; 2007 CAPL, supra note 2 [emphasis added].
Ibid.
9 Ibid.
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Therefore, non-operators will be required to show that the operator was reckless, or
wantonly indifferent before being held liable for more than its pro rata share of liabilities.

Inanironictwigt, initsannotation of Clause 3.10A, the CAPL drafting committee points
out how important it is to establish expectations around which party was responsible for
maintaining title documents, especially in a non-cross-conveyed pooling agreement. Of
course, thiswas exactly what happened in Trident. Trident’ s landman assumed that Mutiny
would be sending in its own offset response, while Mutiny’s landman, based on
communication from Trident, assumed that Trident would be.

2. PETROLEUM JOINT VENTURE ASSOCIATION

The PIV A provides another set of model agreements, and has developed a more flexible
definition of gross negligence, more consistent with the case law and less so with the AIPN
model.

The PJVA model form Unit Operating Agreement defines “ Gross Negligence” as:

a marked and flagrant departure from the standard of conduct of a reasonable Person acting in the
circumstances at the time of the alleged misconduct, or such wanton and reckless conduct or omissions as
constitutes in effect an utter disregard for harmful, foreseeable and avoidable consequenceﬁ100

Itisclear how this definition differs from the 2007 CAPL definition of gross negligence
or wilful misconduct — it includes both an objective and a subjective test, permitting the
non-operators some ability to recover against the operator without having to show reckless
or wanton conduct or omissions.

3. ASSOCIATION OF INTERNATIONAL
PETROLEUM NEGOTIATORS CONTRACTS

As the use of models became commonplace in domestic industries, the international
petroleum exploration and exploitation industry discovered a need for a similar model
agreement for theindustry’ s unique challenges. In 1990, the AIPN developed amodel joint
operating agreement based in large part on the American and Canadian models.*™ When it
came to gross negligence, the AIPN engaged the common practice in the international
industry of limiting operator liability to acts or omissions of gross negligence to reflect the
“no profit no loss” approach to operatorship.'®

Among a host of risks arising in international petroleum projects is the tendency for
operations to take place in hostile physical and geopolitical locations.’® With greater risk
comes greater concern about operator liability. It is not uncommon for well qualified
international operatorsto refuseto act as operator unlessthe joint operatorsindemnify them

00 petroleum Joint Venture Association Unit Operating Agreement (October 2003), Article 1, s 101(f).

01 ClaudeDuval etal, International PetroleumExploration and Exploitation Agreements: Legal, Economic
& Policy Aspects, 2d ed (New Y ork: Barrows Company, 2009) at 286-87.

102 Ibid at 293, 295.

05 |bid at 294.



GROSS NEGLIGENCE IN CANADIAN ENERGY CONTRACTS 307

from claims arising for their own gross negligence.’® Also given the broad range of risks,
the AIPN Model Contract contains more flexibility than its domestic counterparts.

The 1995, 2002, and 2012 versionsall provideadefinition of “grossnegligence.” Between
the 1995 AIPN and the 2012 AIPN, there have been no substantive changes to the definition
except in the 2002 AIPN when “wilful misconduct” was added as having the same
contractual effect as“grossnegligence.” Article 1.01 of the 2012 AIPN (whichiseffectively
the same as the 2002 AIPN) defines gross negligence/wilful misconduct as:

“Gross Negligence or Willful Misconduct” meansany act or failureto act (whether sole, joint or concurrent)
by any person or entity that was intended to cause, or wasin reckless disregard of, or wanton indifference
to, harmful consequences or ... harmful conseguences to the safety or property of another person or to the
environment which the person acting or failing to act knew (or should have known) would result from such
act, omission or failure to act.*®

This definition was incorporated, in large measure, into the 2007 CAPL. The difficulty
with simply transferring the AIPN definition into the CAPL agreement is that the AIPN is
a model agreement that is designed for the drafter to adapt to any number of different
jurisdictions. However, it is not a definition that aligns with the common law of gross
negligence, giving rise to the challenge of requiring the aggrieved party to show intent,
reckless disregard, or wanton indifference.

The importance of the AIPN model contracts in the Canadian energy industry has been
increasing, due to the prominence of large scale joint ventures for exploitation of upstream
shale or other assets, where the CAPL Operating Procedure has proved insufficient. For
instance, because the AIPN contract provides for an Operating Committee, and for Work
Programs and Budgets, many upstream joint venturers, especially those with international
operations or experience, have come to rely on the AIPN model as a useful starting point.
Further, the AIPN model is intended as a guide and has significant imbedded flexibility,
while the CAPL procedures have been drafted so that they can be used as a code for
operations throughout the basin.

Thestandard clausein the 2012 AIPN providesthat the operator isindemnified against all
losseshowsoever arising, including from the operator’ sown gross negligence. However, the
option exists to require the operator to be liable for its gross negligence through the use of
optional clauses. If the parties elect to adopt the optional clause and thereby attach greater
risk and liability to the operator for gross negligence, there remainsthe further flexibility to
limit that risk and liability as much or aslittle as desired. The AIPN model permits parties
to choose from three options regarding damages that arise from gross negligence. Partiesto
an international JOA can elect for the operator to:

* bear all the damages arising from claims against the operator’ s gross negligence;

1oa Ibid.
105 gupranote 2.
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* bear only the actual costs of repairing or replacing the joint property damaged by the
operator’ s gross negligence; or

+ bear only a defined amount of the damages arising from such a claim.*®

Where anything short of all damagesfalling with the operator, the balance of the damages
and liabilities would be split in proportionate share with the other joint operators
participating interest in the JOA. Also, in any event under the AIPN Model Contract, the
operator isnever responsiblefor anything morethan its proportionate share of consequential
damages and environmental losses.'”’

Thisflexibility highlights another unique quality to the AIPN model contracts: they were
drafted in contemplation of usein both civil and common law jurisdictions. The AIPN Model
Contract includes a warning that Article 4.6, as set out above, may not be enforceable in
common law jurisdictions,'%®

VI. MACONDO

Gross negligence was in the spotlight recently in Louisiana. The concept is central to the
ongoing litigation surrounding the Deepwater Horizon oil spill. BP as operator of the
Deepwater Horizon platform is facing a myriad of liabilities, including compensatory
damages in private tort actions, civil penalties in environmental law, punitive damages
awarded under federal maritime and statetort |aw, the comparative all ocation of fault among
the defendants, and, most important for present purposes, contractual indemnification
obligations to co-defendants.*® Critical to determining the extent or applicability of these
liabilitiesisthe degree of negligence applied by the Court.*® A finding by the Court that BP
as operator was grossly negligent will not only have an impact contractualy, it may aso
determine liability and punitive damages under the Clean Water Act*™* and Oil Pollution
Act™? and impact damage awards in tort claims.*®

The Macondo well was jointly owned by BP, Anadarko, and MOEX, with respective
ownership shares of 65 percent, 25 percent, and 10 percent.** Under the governing joint
operating agreement, the losses are to be shared proportionately except those resulting from
a party’s gross negligence or wilful misconduct.™® If it is found that BP was grossly
negligent under the Clean Water Act and the Oil Pollution Act, then BPwill face 100 percent
of the liability rather than liability being limited to its 65 percent working interest.™®

16 puval et a, supra note 101 at 294.

07 Association of International Petroleum Negotiators, Model Contracts, online: AIPN <https.//www.aipn.
org/mevisitors.aspx> [AIPN Model Contract].

18 bid at iii.

19 Blaine LeCesng, “ Crude Decisions: Re-Examining Degrees of Negligencein the Context of the BP Qil

o Spill” (2012) Michigan State Law Review 103 at 105.
Ibid.

ui 33 YSC § 1251 (2006).

M2 33 USC §§ 2701-62 (2006).

M3 | eCesne, supra note 106 at 116.

4 bid.

15 |bid.

M6 |bid at 116.
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Furthermore, the requirement for BP to indemnify the joint owners from their liability will
be triggered.

VII. CONCLUSION AND DRAFTING SUGGESTIONS

Thisarticle has attempted to demonstrate that gross negligenceis, in the absence of clear
contractual drafting, an areawhere courts are not afraid to provide broad interpretation. The
decisionsin Adeco and Trident show awillingnessto find the operator grossly negligent. The
CAPL Drafting Committee has responded by providing a definition of gross negligencein
the 2007 CAPL which does not allow acourt to impose an objectivetest (that is, the“ marked
departure” test), and instead requires the non-operators to show the state of mind of the
operator. This may prove to be very difficult. Also, thisarticle has attempted to highlight a
difficult proposition: that the operator can only be held liable for failure to maintain title
documents where it is shown to be grossly negligent, and, even then, it must be shown to
have acted recklessly or wantonly before liability more than its pro rata share would be
imposed.

For the purposes of oil and gas operating agreements, there are three reasons why
establishing a clear definition of gross negligence is significant:

(1) toprovide clarity to the contracting parties, to avoid unpredictable outcomes;

(2) toestablishtheouter (or inner) boundary of where operators' liabilitiesarelimited;
and

(3) to establish the outer (or inner) boundary of where operators are indemnified for
carrying out their duties under the operating agreement and for carrying out joint
operations.

The difficulty with specific definitions of gross negligence is the expectations of the
parties. When contracting parties say “gross negligence,” do they actually mean
“recklessness,” or dothey mean “very great negligenceor recklessness’ ? Aninformal survey
of in-house counsel indicatesthelatter although theformer may infact be preferred. Further,
evenwith arestrictivedefinition of gross negligence, therearelikely situationswhere courts
will bend over backwards to find the operator grossly negligent to remedy perceived
inequities.

The obvious option available to contract draftspeopl eisto ignore the mandated definition
andinsert onein the head agreement whichismore useful or more applicableto the situation.
Below isan exampl e of arecently drafted definition of gross negligencefrom ajoint venture
agreement:

Gross Negligence means a marked and flagrant departure from Good Industry Practice at the time of the
aleged misconduct, or such wanton and reckless conduct or omissions as constitutes in effect an utter
disregardfor harmful, foreseeabl eand avoidabl e consequences. For greater certainty, GrossNegligencedoes
not include:
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(8 anindividua act or omission of an employee, agent, consultant, contractor or representative of a
Person that constitutes or results from an error in judgment or an honest mistake unless such act or
omission in the context of the relevant facts and circumstances amounts to conduct of the nature
described above;

(b) an act or omission of ordinary negligence; or

(c) anact or omission that was done or was omitted to be done with the Approval of the Management
Committee.

This definition provides both the “ marked departure” (also inserting theword “flagrant,”
containedinthe PJV A Model Contract), and arecklessnessstandardinthealternative; inthis
way, it allowsthe non-operators not to have to prove amental element, but only that the acts
of the operator were themselves so removed from good business practices asto warrant the
operator assuming liability.

Thefirst proviso isaso interesting — it allows that the operator can make mistakes, but
it does require the operator to have a system in place. Under this definition in Adeco, as an
example, Adeco might have been able to avoid a finding of gross negligence because
something fell through the cracks.

Other considerations that may impact the definition drafting include considerations of:

* therisk to operator or non-operatorsregarding factorsinternal to the agreement (extent
of limitation of liability);

* therisk tothejoint operationsregarding factors external to the agreement and thelevel
of control available to the operator to control those risks (extent of indemnification);

» the scope of the limit to liability or indemnity, this is, only the operator and its
affiliates, directors and officers or employees;

» the market for operators or for experienced and qualified operators;
 the applicable law of the agreement; and
« the source of injury contemplated in the limit to liability and indemnity provisions.

Ultimately, the best approach might be grounded in other considerations that impact the
relationship between the parties. In the case of limitsto liability, consideration may begiven
to the reputation and experience of the operator, the relationship between the parties, and
perhaps the overall size of the industry al impacting the comfort level of non-operators to
limit the operator’ s liability when they suffer damages. Where the comfort level is higher,
perhaps non-operators would be willing to consider only intention to cause harm rather than
deferring to some industry standard which may catch an operator off guard.
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In the case of indemnification, consideration may be given to external factors, such as if
the operator operating in acountry with atransparent and navigableruleof law. If not, it may
be unduly onerous on the operator to face potential gross negligence claims if, say, they
failed to properly renew aconcession they were unaware was subject to renewal dueto alack
of transparency.

Onething is certain, however. Simply assuming that the gross negligence standard isthe
same in all agreements is an error. The inherent flexibility of the concept, combined with
courts' desire to balance the equities, means that contract draftspeople should consider the
circumstances before adopting aparticular definition. Specifically, inour view, partiestothe
CAPL procedures need to be aware of the fact that the standard of performance of the
operator isavery low standard. The gross negligence standard governs throughout the 1990
CAPL, as aresult of Adeco. In the 2007 CAPL, the gross negligence standard requires the
non-operators to show that the operator showed reckless disregard. Non-operators are well
advised, therefore, to maintain shadow land systems, and, where the 1990 CAPL governs,
shadow accounting systems.

Finally, operatorsshould make moreof theargumentsaround contributory negligenceand
mitigation in the circumstances. In each of Adeco and Trident, at least on the factsdisclosed,
it would have been possible for each of the non-operators to have followed up with the
operator to check what was going on. Given the importance of the outcome, it would have
been prudent to do so, and one therefore wondersif a court will, in adifferent fact scenario,
imposeliability ontheoperator, but reduceitsliability becausethe non-operatorswereeither
contributorily negligent or failed to mitigate.



