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~ Securities Regulation As Gap-Filler: The
Example of Hydraulic Fracturing

By Wendy Gerwick Couture*

| I Introduction
Hydraulic fracturing is a controversial well stimulation process
used to maximize the extraction of underground resources like oil and
gas. Indeed, this process has been the unlikely subject of the Oscar-
mminated documentary Gaslands,? a responsive documentary Frack-
Nation that was recently screened for members of Congress,® and the
drama Promised Land starring Matt Damon.* Many opponents of
unregulated hydraulic fracturing have criticized the slow federal
regulatory response to hydraulic fracturing. Often lost in this outery
i the recognition that the securities laws already regulate hydraulic
fractur%ng. This Article explores the securities regulation of hydraulic
fracturing and draws some broader conclusions about the gap-filling

role of securities regulation.
thThlS Article proceeds in four additional parts. Part II summarizes
¢ current perception that the federal government has been slow to
regulate hydraulic fracturing. Part III explains how the Securities
Xl‘;'lhange Act’s periodic disclosure requirements operate to regulate
Ru ¢ companies that engage in hydraulic fracturing operations. Part
0Wexi)llams how the Exchange Act’s proxy access rules operate to al-
o § argholders to include various hydraulic fractl}rlng'related
= IH)sals in the proxy statements of public companies. Finally, Part V
tioe Y concludes with some reflections on the role of securities regula-
" 85 a gap-filler to address novel issues affecting public companies.

& P.e rceived Slow Federal Regulatory Response to Hy-

faulic Fracturing
reTher e has been significant public and scholarly outcry for a federal
Jo?latory response to hydraulic fracturing.® For example, Prgfessor
n t-y Freeman argued in a recent New York Times Op-Ed that only a
oa onal regulatory system can strike the right balance, simultane-
t}l: sly realizing hydraulic fracturing’s energy promise and minimizing
€ risks while respecting state authority.”
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wor. 41:2 2013] THE ExAMPLE OF HYDRAULIC FRACTURING
ng or “fracing” is & process used by oil and gas produc-
king of some oil and gas wells. Water,
ted under high pressure

fractures and thus
in the formation to

Hydraulic fracturi
N the completion or re-woOIKiis
sand and certain chemical additives are injec
into subsurface formations to create and prop open
enable fluids that would otherwise remain trapped

flow to the surface.

Other definitions referred to this technique as a means to “improv/el

a well's production,”17 to “stimulate” production,18 to “maximize pro-

ductivity,”*® to “increase the productivity,”“ to “allow flow of
hydrocarbons 1nt,o2 the wellbore”™;*' to “stimulate and improve the flow
of hydrocarbons,” to «gllow oil or natural gas to flow more freely to

the wellbore.”
Additionally, most companies emphasized the importance of hy-

draulic fracturing to their businesses, deseribing the technique as one

that the company “routinely” uses,” that is “required to economically
to produce commercial

develop the properties,” that is “necessary

quantl’cu,e’f6 of oil gnd natural gas from many of the reservoirs that we

operate,” that is used as a means to increase the “productivity of
27 gnd that a “significant

almost every well that we drill and complete,”
28 Qeyeral companies provide

{nalquty of our operations utilize.
:ﬁ:f;f;% }l{lformat1on about the importance of hydraulic fracturing to
T i lllty to access their reserves. For example, Approach Resources
Opc;d r: osed: “All of our proved non-producing and proved pndevel-
s 2 IS:I‘VGS a}ssoma'ted with future drilling, completion and
troleuﬁle}llon projects will require hydraulic fracturing.”® Laredo Pe-
Pl s oldings, Inc. disclosed: “[A]pproximately 59% of our total
ated proved reserves as of December 31, 2012, require hydraulic

fracturing_nao

img:;? rprisingly, almost all of th
LTh s of the federal regulatory respon
cost, 31?{ i:Omglpnly cited the following antiCIPEE, !
sati(,)n ? ay, ln(;reased difficulty of production, curt:allrsr:ent or ces-
an ef of production,* and reduced amount of production. Indeed, in
state ort to secure safe harbor protection for their forwar.d—lookmg
ing ments, almost half of the companies identified hydrauhc_fract_ur—
in. regulation® in their «meaningful cautionary statements identify-
élllg important factors that could cause actual results to differ materi-
suy from those in the forward-looking statement.” S.omewhat
inrpnslngly’ in light of the apparent importance of hydraulic ﬁ'?sctur-
: g to these companies’ operations and the risks of ltegulatlon, few
ompanies mentioned the term “hydraulic fracturing” in the “Manage-
‘81ent s Discussion and Analysis of Financial Condition and Results of
perationg” (MDd&A) section of the 10-K-=

Many companies discussed the important 10

secudﬂeBRewlationLanoumal e Su

e companies discussed the potential
ses summarized above in Pa
ticipated impacts: increased

le of water in hydraulic
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i

th Dakota, Ohio,
as well as in the

1\'(1[,.4
w Mexico, New York, Nor

isiana, Montana, Ne ) ;
Louis t Virginia, and Wyoming,

pennsylvania, Texas, Wes
Navajo Nation.
Finally, geveral ¢
ative public percep
rnmental organizations mi
purchasing oil and natural gas produced from W
hydraulic fracturing in their completion process,” that negative pub-
lic perception might lead to “greater opposition, including litigation, to
ol and gas production activities using hydraulic-fracturing tech-

niques,_”59 and that governmental authorities in the exercise of their
discretion might “cause the permits that we need to conduct our opera-

ions to be withheld, delayed, or burdened.”
context, this Article’s

In order to put these public disclosures in

author also reviewed some of the Securities and Exchange Commis-
sion’s correspondence with companies about their hydraulic fracturing
disclosures. The S.E.C. has been quite vigilant in mandating extensive
disclosures, such as those reflected in the 15 10-Ks discussed above.
In addition, surprisingly, in the summer of 2011, the S.E.C. asked a
number of companies to disclose to the S.E.C. the chemicals used in
their hydraulic fracturing fluid formulations, including the volume,
wneentration, and total amounts utilized.®' Even more surprisingly,
many of these companies responded by publicly disclosing this
;’,‘f‘l)rmegtlon." Other companies responded to this request confiden-
fla ly* and one company declined because “[t]he exact mixtures/
ormulations of chemical are considered proprietary by our service
PPOYlders, and we are not privy to this proprietary information.”

: Flna_lly, the specter of S.E.C. enforcement and securities litigation
Incentivizes companies to ensure the accuracy and completeness of

E}fleﬁi disclosures regarding hydraulic fracturing. Indged, t}‘l‘e law firm
Liti ng & Spalding recently published an article titled, Securities
itigation and the Energy Sector,” which warned its clients that their
dls‘.’l‘)Sures about hydraulic fracturing «could lead to shareholder 1iti-
gation and increased SEC involvement:.”es For example, thq S.E.C. 'has
5sued subpoenas to several companies as part of an inves_tlgatlon into
Whether companies are overstating the long-term product1v1ty of their

Naturg] gas wells.®®
ct, and the regulations promul-

ompanies discussed the risks associated with neg-
tion of hydraulic fracturing, including that non-
ght “restrict certain buyers from

gove
ells that have utilized

In sum. th S
’ e S Chan e A .

Bated thereundziu?giiixsignig cant disclosure requirements on

“mpanieg engageci in hydrauli turing operations.

Fi Securities Exchange® Act Proxy
raulic Fracturing a o
In addition to regulating periodic disclosures, the Securities
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*substantially implemented” exception in Rule 14a-8(i)(10).”" The

gE.C. was unable to concur because it “did not appear that ExxonMo-

bil has a policy that compares favorably with the guidelines of the
»78

proposal.”
A shareholder proposal, even if included in the company’s proxy

statement, must al_so receive the requisite number of shareholder
votes. The Institutional Shareholder Services, Inc. (ISS), which is
«stimated to advise half the world’s common stock,””® wields a
iremendous amount of influence on the success Or failure of share-
hol_der .propos_als."" The ISS recently issued the following proxy voting
gpldehnes, in favor of shareholder proposals requiring greater
gisclosure of hydraulic fracturing:
Generall’y vote FOR proposals req
company’s (natural gas) hydraulic fracturing
measures the company has taken to manage and
community and environmental impacts of those oper
¢ The company’s current level of disclosure of re
oversight mechanisms;
¢ The company’s current level of such dis
industry peers;
o gggential relevant local, state, or national regulatory developments;
¢ Controversies, fines, or litigation relate
: fracturing operations.®'
n sum, the Securities Exchange Act, and the regulations promul-

gated thereunder, require companies t0 include a variety of share-
fracturing on the companies’

g:(l)ger proposals related to hydraulic
thaty statements, and the ISS’s support for these proposals suggests
many of these proposals will be successful.

V. :
tioncnguﬂ.u ding Remarks About the Role of
ithin the Federal Regulatory Scheme
regulate hydraulic

fr:;}tlssf’ examples of how the securities laws : !
ab0utnng’ albeit indirectly, will hopefully spark a broader discussion
g the role of securities regulation within the federal regulatory
marme' When novel issues arise, there is often a delay pefore the pri-
tiony fefieral regulator can implement comprehensive new re_:gula-
an s, with the delay in federal regulation of hydraulic fracturing as
B example. When novel issues affect public companies, the securities
isws serve as a gap-filler by requiring ce . disclosures about these
; Sues and by mandating that shareholder proposals about these 18-
ues be heard. In addition to gerving as & gap-filler, therefore, the
Isclosure and access requirements may actually help inform the pri-
Mary federal regulator about the corporate and shareholder interests

by the states and tribes, the

2t issue, the various strategies followed
©2013 Thomson Reuters ® Securities Regulation Law Journal e Summer 2013 213
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L.C, Form 10-K (filed on March 11, 2013);

.13,3?,'113emal Resources, Inc., Form 10-K (filed on Feb. 28, 92013); Eagle Rock Energy
Catre P, Fom 10.K (iled on 0K *2013), EP Energy LLC, Form 10-K (filed
. March 1, 9013); EV Energy Partners, L.P., Form 10-K (filed on March 1, 2013);
Gastar Exploration Ltd. and Gastar Exploration USA, Inc., Form 10-K (filed on
March 11, 2013); Laredo Petroleum Holdings, Inc., Form 10-K (filed on March 12,
3013); Northern 0il and Gas, Inc., Form 10-K (filed on March 1, 2013); PostRock
Energy Corporation, Form 10-K (filed on March 12, 2013); QR Energy, LP, Form 10-K
(fled on March 6, 2013); Resolute Energy Corporation, Form 10-K (filed on March 7,

2013).
#Resolute Energy 10-K, p.23.
"Northern Oil 10-K, p.ii.
tal 10-K, p.ii; Eagle Rock

j“Approach 10-K, p.4; Constellation 10-K, p-15; Continen
10K, p.31; EV Energy 10-K, p.18; Gastar 10-K, p.19; Laredo 10-K, p-25; QR Energy

10K, p.23.
%EP Energy 10-K, p.15.
%Chesapeake 10-K, p.20.
7PostRock 10-K, p.23.
2(arrizo 10-K, p.25.
BCabot 10-K, p.20.
%REagle Rock 10-K, p.50; Gastar 10-K
Energy 10-K, p.23. ’ :
®EV Energy 10-K, p.22.
%EP Energy 10-K, p.34.
ZChesapeake 10K, p.32; Laredo 10K, p.22.
Continental 10-K, p.37.
®Approach 10-K, p.3.
¥Laredo 10-K, p.22.
Ene:;goxtglatiox} 10.K, p.22; Eagle Rock 10K, p.50-53 EP
p.34; Laredo 10-K, p.25; Resolute 10-K, p.23.

32
uEP Energy 10-K, p.35; EV Energy 10-K, p.34.
uCOHStellation 10-K, p.22; Eagle Rock 10-K, P 50-51; Laredo 10-K, p-25-
“Chesapeake 10-K, p21; EP P JOT pri B, BastEs 10K, p-34
Reay Chesapeake 10-K, p.21; Constellation 10K, P-22 Eagle Rock 10-K, p.50-51
solute 10-K, p.23.
8, :
Lact dCamzo 10-K, p.3; Approach 10-K, p.iii; Eagle Rock 10-K, p-1;
370 10-K, p.25; QR Energy 10-K, p-8-
m15 US.CA. §§ T72-2()(1)A)E) and 78u-5()IAD):
haw Companies describe in their MD&A “any known trends or unc
“nf:v};adb(l)r that the registrant reasonably expects will have a materl
rable impact on net sales 0T revenues 0T incom : C JAIH:
f"g“.lation s-:€ Item 303(a)(3). Under Q.E.C. guidance, dis¢ n and analysis 18
t;’l‘l\lll‘ed “unless a company is able o “onclude either that it 18 not reasonably likely
at the trend, uncertainty oF other event will occur or come to fruition, or that a ma-

e SewritleeaegulationLaw

A Constellation Energy Partners L

p-19; QR Energy 10-K, p-23; Resolute .

Energy 10-K, p.35; EV

Gastar 10-K, p-5;
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terial effect on the company’s liquidity. capital resources o results of OPeratipy ;
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iscussion and Analysis of Fip it

ancial Conditjon and Results of Operations, Seen
Exchange Act Release No. 8350, 2003 WL 22996757, *11 (Dec. 19, 2003),

0 paragraphs ip its MDg&4 Sectiny
aulic fracturing regulation, under the heahy,
atory Initiativeg.” Continenta] 10-K, p.74 1 :
“E.g., Cabot 10-K, p.30; Carrizo 10-K, p.33; Eagle Rock 10-K, p.50; Gastar 10K
P-26; Northern 10-K, p.11: QR Energy 10-K, p.35; Resolute 10-K, p.34,

|
“'Approach 10-K, p.16; EP Energy 10.K. P-28; Laredo 10-K, p.36.

“Ep Energy 10-K, p.16.
“Approach 10-K, p.5.
“Laredo 10-K, p.22.
“Chesapeake 10-K, p.20.
RV Energy 10-K, p.22; Laredo 10K, p.25. :
“E.g., Cabot 10-K, p.30; Carrigo 10-K, p.33; Eagle Rock 10-K, p.50; Laredo 0%

’ ; EV Energy |
“E.g. Cabot 10-K, p.27. Carrizo 10K, P-35; Continental 10-K, p.34; E '
10-K, P.31-32; Gastar 10-K, p.31.

51

-32; Gastar
10K Eg., Cabot 10-K, p.27- Continenta] 10-K, p.34; EV Energy 10-K, p.31-3
-1, p.31.

o
-K, p.22; Laredo
10 I:E.g.z’ Approach 10-K, p.5; Chesapeake 10-K, p.20; EV Energy 10K, p
K, p.22.

“E.g., Approach 10-K, P.5; EP En,
i 7
8., Approach 10- .5; EP E
10-K, p.22, 5 ? %

“Northem Gas 10, p.19.
“Chesapeake 10-
57

ergy 10-K, p.16. o
ergy 10-K, p.16; EV Energy 10-K, p.22;

9 2011]‘
tter, Carbop Natura] g Company 9 (Sept. 9, m-
ment iett‘ef‘ment tter, Comstocl Resourceg, Ine. ?185 (Aué’. 31, 2011); S‘E'gﬁtcﬁet-
g ang Corporatiop 113 (Aug, 17, 2011); S.E.C. Com"(’;MX Re- |
Y 25, 207 O %“Eg 08, 2011); S.E.C, Comment Le_tﬁerl’,roduction
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[V ,‘
spondence to the S.E.C. (Sept.

oration, Responsive Corre
e S.E.C.

5 9011); Stone Energy Corp [ ]
1 2011); Enduro Resource Partners LLC, Responsive Correspondence to th
Jaly 25, 2011)

#iComstock Resources, Inc., Responsiv
MLk Memorial Production Partners LP, R
(Aug. 11, 2011); GMX Resources Inc., Responsiv
9 2011} SandRidge Energy, Inc., Responsive Correspondence t

e Correspondence to the S.E.C. (Sept. 15,
esponsive Correspondence to the S.E.C.
e Correspondence to the S.E.C. (Aug.
o the S.E.C. (July 19,

2011).
#Carbon Natural Gas Company, Responsive Correspondence to the S.E.C. (Sept.
16, 2011).
Securities Litigation and

#paul L. Bessette, Michael J. Biles & R. Adam Swick,
the Energy Sector, Energy Newsl. (Aug. 2012), available at htt Jfwww.kslaw.com/libr

ar\ufnewsletters/EnergyNewsletter/2012/Aug1_15t/article2.html.

#Deborah Solomon, SEC Bears Down on Fracking, Wall. St. J. (Aug. 25, 2011)
(The SEC has also been investigating whether companies are overstating the long-
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