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I.  
INTRODUCTION

As markets for groundwater rights evolve in Texas, there are various options to pursue the purchase or lease of additional water supplies.  Due to the limited availability of unappropriated surface water and groundwater shortages in many parts of the state, many transactions involve existing water rights, severed from the surface estate.  The purpose of this paper is to provide a basic overview of Texas groundwater law, including some major statutory changes over the last decade, and to identify practical considerations for purchasing or leasing groundwater resources.    

Surface water and groundwater are treated differently under Texas law.  Surface water is generally the property of the State, while groundwater is the property of the owner of the surface estate.  Surface water is regulated through a statewide regulatory program administered by the Texas Commission on Environmental Quality (“TCEQ”).  Groundwater is not so regulated, but legislation in recent years has created many more local groundwater conservation districts in various parts of the state, to provide some regulation of the withdrawal and use of groundwater within their jurisdictions.  Moreover, a new framework for regional and statewide water planning has also been implemented over the last decade, and affects many aspects of water rights transactions and project development.  Thus, parties contemplating or negotiating groundwater rights transactions must carefully consider which regulatory and planning entities have jurisdiction over those rights.     

II.
TEXAS LAW:  GROUNDWATER RIGHTS AND MANAGEMENT
A.  
Definition

Groundwater is water occurring under the surface of land, and can consist of  percolating water or artesian water, but not the underflow of a surface water river or stream, or the underground flow of water in confined channels.  Groundwater is presumed to be percolating unless proven otherwise.  Pecos County WCID No. 1 v. Williams, 271 S.W.2d 503 (Tex. Civ. App.—El Paso 1954, writ ref’d n.r.e.).

“Groundwater” is water percolating below the surface of the earth.  Tex. Water Code § 36.001(5).


“Artesian water” is groundwater confined under pressure by an impermeable geological layer, capable of flowing “above the first impervious stratum below the surface of the ground” when properly cased in a well.  Tex. Water Code § 11.201.  The only significant difference in the way in which percolating water and artesian water are treated under Texas law is that there are statutory provisions prohibiting the waste of artesian water and relating to artesian water produced from wells in the Edwards Aquifer. Tex. Water Code § 11.202(d)-(e).


“Underflow” is that portion of a surface watercourse that flows through the sand and gravel deposits beneath the surface of the bed of a stream, and is the property of the State.  The laws governing the allocation and use of surface water apply to underflow.  Tex. Water Code § 11.021(a); Texas Co. v. Burkett, 117 Tex. 16, 296 S.W. 273, 276 (1927).


The “underground flow of water in confined channels” means a subsurface watercourse that has all of the characteristics of a surface watercourse, including a bed and banks that form a channel, and a current of water. Denis v. Kickapoo Land Co., 771 S.W.2d 235 (Tex. App.—Austin 1989, writ denied).  Ownership of this type of subsurface watercourse is the same as for surface water.  Whether subsurface water is the “underground flow” of water in a defined subterranean channel, or percolating groundwater, is a determination that must be made on a case-by-case basis.  To date, no subterranean streams have been found in Texas.

B.  
Ownership:  The “Rule of Capture” and Common Law Restrictions


In 1904, the Texas Supreme Court applied the English common law rule of capture to groundwater, and held that the owner of land could pump unlimited quantities of water from under his land, regardless of whether his action drained water from under his neighbor’s land. Houston & Texas Central Railway Co. v. East, 98 Tex. 146, 81 S.W. 279 (1904).  Texas courts subsequently upheld the right of a landowner to capture and use groundwater even when it affects surface water supplies. Pecos County WCID No. 1 v. Williams, 271 S.W. 2d 503, (Tex Civ. App. – El Paso 1954, writ ref’d n.r.e.).  At common law, a landowner could use groundwater at a location other than his land, and sell groundwater that he captures below the surface of his land for offsite use by a third party.  Texas Co. v. Burkett, 117 Tex. 16 (1927).  As recently as 1999, the Texas Supreme Court declined to reconsider the holding of East and change the common law rule of capture to the beneficial use doctrine or a rule of reasonable use.  See Sipriano v. Great Spring Waters of America, Inc. a/k/a Ozarka, 1 S.W.3d 75, 80 (Tex. 1999).


There are only two significant limitations at common law on the landowner’s right to capture and use groundwater.  A landowner cannot capture and use groundwater maliciously, for the purpose of injuring a neighbor or in a manner that constitutes wanton and willful waste. City of Corpus Christi v. City of Pleasanton, 154 Tex. 289, 276 S.W. 2d 798 (1955). A landowner may be liable for damages if he negligently pumps groundwater in a manner that causes subsidence of neighboring land. Friendswood Dev. Co. v. Smith-Southwest Indus., Inc. 576 S.W.2d 21 (Tex. 1978).


In recent years, a question has arisen as to whether a landowner has a property right in groundwater in place under his land, or whether the landowner’s property interest in the groundwater actually “vests” only when the landowner has “captured” the groundwater and put it to a beneficial use.  The issue has arisen in the context of whether a landowner can challenge the regulations of a groundwater district on the grounds that they constitute a “taking” of the landowner’s groundwater rights. The Edwards Aquifer Authority has argued that the rights of property owners to pump water in the future could not be “taken” by the Edwards Aquifer Act because such a right is not yet vested and therefore is not constitutionally protected. Barshop v. Medina County Underground Water Conservation Dist., 925 S.W. 2d 618, 626 (Tex. 1996).  In Barshop, the Supreme Court found it unnecessary to address the issue, expressly declining “to definitively resolve the clash between property rights in water and regulation of water.”  The issue has also arisen in the context of a property conveyance by a private party to a municipality, specifically regarding whether the landowner legally could – and properly did – reserve to itself the corresponding groundwater rights when conveying the surface estate.  That case (City of Del Rio v. Clayton Sam Colt Hamilton Trust, No. 04-06-00782-CV) has been recently briefed and is pending before the Fourth Court of Appeals.    

The common law rule of capture in Texas is facing a growing number of restrictions.  Groundwater conservation districts, where they exist, have the authority to adopt regulations that require permits for drilling wells and pumping groundwater, and that impose limitations on a landowner’s ability to produce groundwater and to export it outside the district.  Restrictive covenants which prohibit a landowner’s drilling of water wells have been held to be enforceable against the right of a landowner to access its groundwater. Dyegard Land P’ship v. Hoover, 39 S.W. 3d 300 (Tex. App.- Fort Worth 2001, no pet.).  Municipal ordinances prohibiting or limiting the drilling of wells may be found to be enforceable.   

C.  
Groundwater Conservation Districts and Groundwater Management 

The State has the power to impose reasonable regulations on real property, including groundwater, to protect the public health and welfare, as part of its police powers. In addition, the Conservation Amendment, Section 59, Article XVI of the Texas Constitution, declares the right and duty of the State to conserve and develop its natural resources and gives the legislature authority to pass all laws appropriate to these conservation goals. The legislature has emphasized that underground water or groundwater conservation districts (“GCDs”) are the State’s preferred method of groundwater management.  Tex. Water Code § 36.0015.  There are currently 85 confirmed GCDs and two subsidence districts in Texas; the 80th Legislature created several more in 2007, subject to confirmation elections.  TWDB records indicate that over half of the total land area of Texas, and more than 90% of the groundwater produced in Texas, is within a groundwater conservation district or a subsidence district. Organizational Meeting of the Senate Select Committee on Water Policy, 78th Leg., interim session (Jan. 14, 2004) (testimony of Kevin Ward, Executive Administrator, TWDB).

Groundwater conservation districts may be created by special legislation, or by the TCEQ upon petition of landowners within the proposed district. Tex. Water Code § 36.013 et. seq.  Chapter 36 of the Texas Water Code sets out the main regulatory powers of general law GCDs. However, most GCDs have been legislatively created, and thus may have powers and authority that differ from those of general law districts.  Although the legislation creating most districts follows closely the provisions of Chapter 36, it is important to review the enabling legislation of a legislatively created district, in order to determine the scope of its jurisdiction and authority.  Several notable examples of special law groundwater districts include the Edwards Aquifer Authority (EAA) in central Texas, and the Harris-Galveston Subsidence District and the Fort Bend Subsidence District.  These districts were created for very specific and unique purposes that go beyond regulating a water supply, and thus the regulatory requirements for transferring groundwater rights within these districts are unique.  Generally, though, most groundwater conservation districts have the authority to incur debt, levy taxes, charge for services, obtain easements and condemn property.  Tex. Water Code § 36.101 et seq.  Legislatively created districts may impose water use fees on pumping in the district, but general law districts do not have this authority.   Tex. Water Code § 36.205(c).  A GCD may impose additional fees for exporting water out of the district, but may not impose more restrictive permit conditions on transporters than it imposes on existing in-district users.  Tex. Water Code § 36.122.

Each GCD has the power to implement its statutory authority through rule-making and permitting. District rules may include well spacing and regulation of groundwater production – by means such as well production limits, limits based on acreage or tract size, rate of production limits, or “managed depletion” (an approach that aims to control the amount and rate of depletion district-wide over the long term).  Within certain constraints, a GCD may also regulate groundwater production in a manner designed to preserve “historic or existing use.”  Tex. Water Code § 36.116.  All wells are required to be permitted unless they are exempted by statute or the GCD’s rules.  Small wells, used solely for domestic and livestock purposes, wells used for oil and gas production, and wells existing at the time of the creation of the district are generally exempt from permitting, but still may be required to be registered with the district.  Tex. Water Code § 36.117.   Consequently, if land is within a GCD or a subsidence district, it is important to review the regulations of the district to determine any substantive or procedural requirements and limitations on the water rights owner’s (or lessee’s) ability to access and produce groundwater.   

Information and maps of groundwater conservation districts are available on the TWDB website: http://www.twdb.state.tx.us.  Copies of district rules and district management plans must generally be obtained from the district.

Landowners should also be aware of the new tools for groundwater management implemented by the Texas Legislature over the last ten years, as these processes and the results therefrom can affect the regulation of groundwater in a specific area of the state.  Each GCD is required to develop a comprehensive management plan that addresses various management goals, includes specific performance standards and detailed actions and procedures to carry out the plan, and estimates various aspects of the groundwater resources within the district.  Tex. Water Code § 36.1071(e).  However, GCDs do not follow aquifer boundaries and more than one district may have jurisdiction over a single aquifer. The TWDB, by rule, has designated “groundwater management areas” for aquifers across the state, to promote coordination among GCDs.  Tex. Water Code § 35.004.  GCDs are required to engage in a joint planning process with other GCDs within the same groundwater management area that share jurisdiction over the same aquifer, in order to adopt “desired future conditions” for the aquifer.  Even if the subject land is located within a so-called “white area” where there is presently no groundwater conservation district, the planning decisions adopted by the GCDs within the groundwater management area may affect planning and groundwater use. 

TCEQ has statutory authority to designate a “priority groundwater management area” if the area is currently experiencing, or anticipated to experience within the next 25 years, critical groundwater problems, such as shortages, contamination of groundwater supplies, and land subsidence through the withdrawal of  groundwater.  Tex. Water Code § 35.007.  Once an area is designated a priority groundwater area, the landowners within the area may either (i) create one or more general law GCDs, (ii) have the area annexed to an adjoining GCD, or (iii) create one or more GCDs through the legislative process.  Tex. Water Code § 35.012.
III.  
PRACTICAL CONSIDERATIONS FOR GROUNDWATER TRANSACTIONS

1.  
Severability and Marketing of Groundwater Rights


Groundwater rights may be severed from the surface estate and leased or sold to a party other than the owner of the surface estate.  There are two general common types of groundwater lease arrangements: a) a long-term lease for a certain term of years; and b) a lease similar to an oil and gas lease, which would convey groundwater rights to a purchaser for a primary term (e.g., 5 to 10 years) and “for so long thereafter as groundwater is being produced in paying quantities.”  

Some factors to consider regarding whether to lease or purchase groundwater rights, or regarding what form of lease is more practical, include: a) willingness of property owners to lease or sell; b) escalation factors in lease arrangements; and c) requirements in lease arrangements to initiate groundwater production within a specific period of time and continue production to maintain the lease.

2.    
GCD Regulation and Permitting


Groundwater has become the currently favored source of water marketers, but presents its own challenges, not the least of which is the variety of regulatory regimes utilized by different groundwater conservation districts (GCDs).  One of the most significant aspects of evaluating a prospective lease or purchase of groundwater rights from within one or more GCDs is the permitting implications of the transaction, based on each district’s rules and management plan.  Important issues for a purchaser’s (or lessee’s) consideration include:

· Does the transaction involve the purchase or lease only of production rights of the groundwater, or of existing permitted rights?

· Are there any existing permits (production, drilling, etc.) that can be transferred to the purchaser?   If so:
· Do the terms or other limitations on those permits need to be amended to meet the purchaser’s needs?
· How and when should the transfer be completed, in relation to the closing?
· Do the district’s permitting requirements allow for adequate production, including exportation of groundwater if desired, by the purchaser, and for a sufficient term? 
· Are there any restrictions on changing the purpose or place of use of the groundwater?
· Are the district’s fees (e.g., for water use or export) prohibitive?
· Are there any aspects of the district’s rules that affect the relative advantage of well field design, or amount of contiguous acreage included in the permit?
· How might the district’s procedural rules affect the timing of the project?

3.  
Other Due Diligence 


Among the other issues that the purchaser (or lessee) of groundwater rights should consider in relation to a transaction are the following:


· What types of legal or technical (hydrological, well field design, appraisals, surveys, etc.) advice or data are necessary prior to closing on the transaction, and how should the closing be conditioned on the results of such analysis?

· Are there other regulatory entities or political subdivisions, in addition to a groundwater conservation district, that affect the viability of developing the particular groundwater resource (e.g., U.S. Fish and Wildlife Service, Army Corps of Engineers, TCEQ)?

· What method of pricing the groundwater rights is most appropriate for the transaction (e.g., based on amount of production, a flat price per acre, or pricing based on hydrological analysis estimating the saturated thickness of groundwater under the surface)? 

· To what extent, if any, will groundwater rights be reserved to the owner of the surface estate?

· What types of easement rights will be required to make use of the groundwater rights?

· What existing uses are being made of the surface (e.g., agricultural, oil and gas production, utility easements) that might affect the purchaser’s development of the groundwater rights, and that should be restricted by the transaction?

· Are there liens on the property that should be (partially) released and subordinated (with respect to the groundwater rights) as part of the transaction?

· What is required to get the water to its place of use?

· Does the source of financing the project (e.g., certain TWDB programs) affect the amount of water rights that must be acquired, or other terms of the transaction?

· Is it necessary to condition closing (on a purchase transaction) based on, e.g., the ability to secure appropriate permits or financing? 
4.
Recording 


For groundwater rights transactions, the deed, easement, and/or lease (and, if applicable, lien-related documents), should be recorded in the county or counties in which the surface estate is located.  
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