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I. 

II. 

A. 

YOU ARE IN THE OIL AND GAS BUSINESS 

Significant Investment To Oversee 

1. Many royalty owners fail to actively manage their 
oil and gas assets. 

2. Failure to manage your oil and gas assets usually 
results in a loss of income. 

3. Importance of organizations like the National 
Association of Royalty Owners. 

B. Developer/Lessee View Of The Royalty Owner: 

A. 

1. Passive nonparticipant. 

2. Does not share in the risk of development. 

3. Not necessary to consult royalty owner when making 
basic lease interpretations or lease management 
decisions. 

DOCUMENTS WHICH GOVERN DEVELOPMENT 

Oil & Gas Lease 

1. Typically 
rights: 

gives the developer the following 

a. Exclusive right to explore for, develop, and 
produce specified minerals. 

b. Right to make extensive use of the surface to 
exercise development rights. 

c. Option to terminate the agreement at any 
time. 

d. Potential right to retain all rights in the 
property for an indefinite period of time. 

e. Obligation to pay mineral owner a share of 
minerals as a royalty on production. 

2. Each of the basic lease "rights" can be leveraged 
to generate additional benefits for the mineral 
owner and land owner. 

B. Division Order 

1. Commonly used to "clarify" lease provisions. 
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III. 

2. Many times "clarification" will result in a loss 
of income to the mineral owner. 

3. Benefits obtained in the oil and gas lease must be 
protected against erosion through the division 
order or any other subsequent document which the 
mineral owner signs. 

C. Other Documents 

A. 

Other documents which can adversely affect income under 
the lease include: Any sort of ratification, pooling 
agreement, or other form of agreement which may affect 
the developer's obligations created by the oil and gas 
lease. Although it may be prudent for you to sign a 
document, such as a pooling agreement, you should 
ensure it does not contain objectionable provisions 
which are unnecessary to accomplish the main purpose of 
the agreement such as pooling separate tracts for 
development. 

PRELIMINARY CONSIDERATIONS - WHY LEASE? 

The Hold Out 

1. In many cases, refusing to lease, until the oil or 
gas play has progressed, will be in the mineral 
owner's best interests. 

2. Many factors, however, affect this decision: 

a. Share of 
control. 
versus 15%. 

mineral interest under your 
or 100, undivided interest 

b. Areal extent of mineral interest. 640 acres 
versus 10 acres. 

c. Bonus being offered and the significance of 
the amount in relation to your share of the 
mineral interest and its areal extent. 

d. Current drainage by activities on adjacent 
lands. 

e. Prospect for development if leased. 

f. Existence of forced pooling laws. 

B. Alternatives To The Oil And Gas Lease? 

1. Options for the mineral owner include: 
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IV. 

A. 

a. Develop the minerals yourself. 

b. Seek out some 
developer. 
liability risk. 

form 
Share 

of joint venture with a 
the investment and 

c. Consider less tradtional forms of 
compensation. Royalty until developer 
recoups costs of drilling with right, upon 
payout, to convert to a net profits interest 
or working interest. 

2. Most of th~ options require a cash investment by 
the mineral owner and increase their potential 
liability. They also require more intense 
involvement by the mineral owner. 

3. Best development option for most mineral owners 
remains the oil and gas lease - but a revised form 
of lease agreement which minimizes ambiguity and 
lessee discretion. 

THE OIL & GAS LEASE - THE BASICS 

The "Relationship" 

1. Although there is no standard form of oil and gas 
lease, oil and gas leases create a standard 
relationship. 

2. Courts tend to interpret the rights and 
obligations of the parties to the lease referring 
not only to the express terms of the lease but 
also their concept of what the relationship 
created by the lease requires. 

a. Although many courts have used this technique 
to protect the interests of the mineral 
owner, the results are unpredictable and may 
result in an interpretation adverse to the 
mineral owner. 

b. Compare the market value royalty results in 
Oklahoma, Texas, and Kansas. See pages 12 
-13 of this Outline. 

B. Lease Structure 

1. The basic structure of the oil and gas lease, like 
the relationship it creates, has become 
standardized, consisting of the following clauses: 
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a. Granting Clause 

b. Habendum (Term) Clause 

c. Drilling/Delay Rental Clause 

d. Royalty Clause 

2. Granting Clause - defines the scope of the rights 
conferred upon lessee. 

a. Land encompassed by the grant. Surface and 
subsurface extent. 

b. Purpose of the grant. 

c. Substances encompassed by the grant. 

d. Easement burdening the surface estate 
necessary to exercise the grant. 

3. Habendum (Term) Clause - defines the duration of 
the grant. 

a. Primary 
in the 
effect. 
clauses 
specified 

Term - the period of time, specified 
lease, during which it will remain in 

(Subject to the operation of other 
which may extend or reduce the 
term.) 

For Example: "This lease is for a term of 
three years from the effective date." 

Also known as the "term" clause. 

b. Secondary Term - a contingency which extends 
the lease beyond the primary term. 

For Example: "This lease is for a term of 
three years from the effective date and so 
long thereafter as oil or gas, or either of 
them, is produced from the leased land." 

Also known as the "thereafter" clause. 

4. Drilling/Delay Rental Clause - limits the duration 
of the lease unless the lessee develops the leased 
land or pays a "rental" to delay development. 

a. Limitation on the primary term of the lease. 

b. Lessee has the option (under the typical form 
of "unless" drilling/delay rental clause) to 
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v. 

A. 

either drill or pay delay rental. 
lessee drills or pays rental, 
terminates. 

Unless the 
the lease 

5. Royalty Clause - specifies (ideally) the lessor's 
share of production, substances subject to the 
royalty obligation, costs chargeable to lessor's 
share, how it will be valued and paid, and when it 
is payable. NOTE: the typical form of royalty 
clause is hopelessly unclear on many of these 
issues. 

6. Miscellaneous Express Clauses most of the 
remaining clauses found in the typical lease are 
designed to expand or qualify the operation of the 
four basic clauses. Por example: 

a. Pooling Clause provides a mechanism to expand 
the scope of the habendum clause and modify 
the drilling/delay rental and royalty 
clauses. 

b. Completion, dry hole, cessation, shut-in 
royalty, and force majeure clauses are 
designed to expand the duration of the lease 
under the habendum clause. 

7. Judicially-Defined Implied Obligations - express 
lease clauses are affected by judicial attempts to 
balance the relative positions of the lessor and 
lessee under the standard relationship created by 
the oil and gas lease. 

CREATING A MORE LUCRATIVE LEASE RELATIONSHIP 
THE GRANTING CLAUSE 

Scope Of The Mineral Grant. 

Pind out what the developer wants to do. Are they 
looking for shallow oil or deep gas? Structure your 
lease to be as stingy with the grant as possible. 

1. Smallest acreage area possible. 

Por Example: X 
years. At the 
otherwise in the 
well on the leased 

leases 640 acres from A for 3 
end of 3 years, unless provided 
lease, X needs only 1 producing 

land to maintain the lease. 

X leases 640 acres from~ for 3 years. However,~ 
requires that X enter into a separate lease for 
each quarter section (160 acres). At the end of 3 
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years, I must have 4 producing wells (one on each 
lease) to maintain its leases on the same 640-acre 
area. 

2. Smallest vertical area possible. If the lessee is 
only interested in a formation commonly found 
within 2000 feet of the surface, limit the grant 
to the depths discussed. 

3. Limit the substances subject to the grant. Avoid 
"oil, gas, and other minerals" descriptions. 
Focus only on the minerals that you discuss. 

"Component" or "Constituent" Substances: 

Suppose you authorize lessee to produce only 
hydrocarbon gases from the land. What happens if 
the hydrocarbon gases can only be produced with 
constituent nonhydrocarbon gases - like helium? 

The "problem" arises when the component substance 
becomes valuable because someone is able to 
extract it from the hydrocarbon gas stream. It 
has taken 25 years of litigation to resolve this 
issue under the standard form lease. 

My Suggested Approach: Give the lessee rights to 
the component substance but limit the grant to the 
period of time the substance is produced without 
separation. Give the lessor the right to separate 
the component substance at any point on or off the 
leased premises. Have your attorney consider the 
following clause: 

COMPONENT SUBSTANCES 

Substances, other than Leased Substances [defined to include 
oil and hydrocarbon gases in another portion of the lease], 
produced in the same production stream as Leased Substances, are 
called "Component Substances." LESSEE is given title to 
produced Component Substances. 

However, if LESSOR provides for the separation of Component 
Substances, or LESSEE or any third party separates Component 
Substances, title to the Component Substances, to the extent 
they are actually separated from the production stream, shall be 
in LESSOR. LESSOR may arrange for separation of Component 
Substances either before or after the Component Substances leave 
the Leased Land. 
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B. Exclusive Rights? 

1. Some rights, such as the right to drill on the 
property, must be exclusive. 

2. Other rights, such 
geophysical surveys of 
exclusive. 

as the right to conduct 
the property, need not be 

c. Surface Rights. 

1. Provide for flexibility in your present and future 
land use needs. Common problem - what structures 
can I place on the property after the lease is 
granted but before any drilling in the area takes 
place? 

Approach - Provide land owner with right 
any structure on the land up to the time 
is obstructed by actual drilling on the 

Flexible 
to place 
the area 
property. 
specified 
wants to 
buy that 
accurately 

Require future operations to be at a 
distance from any structure. If lessee 
drill closer to the structure, let them 
right at a later date when you can more 
value the right. 

Provide for future land uses as well as 
structures. For example, future use of land for 
irrigated agriculture or livestock raising. 

2. Absent specific guidelines in the lease, the 
lessee is given an implied right to use so much of 
the surface as is reasonably necessary to develop 
the granted minerals. 

Al though there is I an obligation to "accommodate" 
the lessor's concurrent land use, this concept is 
not well developed in the law and has been 
severely limited in many states - such as Texas. 

3. The Economics of Surface Use 

a. Should try to make lessee pay for each use it 
makes of the land. For example: purchase 
easements for roads and operation sites, pay 
a fixed amount for each foot of ground 
disturbed, pay rental for continuing land 
uses such as tank batteries and pumping 
units. Restrict use of water - if they want 
to use water, sell it to them. 

b. Require complete reclamation of the area upon 
termination of the lease, including plugging 

-9-



VI. 

A. 

of the well. May want 
obligation by requiring 
performance bond prior 
property. 

to secure this 
lessee provide a 
to entering the 

4. Educate yourself on the aggravations of having oil 
and gas operations conducted on your property. 
Don't rely solely upon state statutes to protect 
your interests you can ensure comprehensive 
protection only through your contract (the oil and 
gas lease) and persistent management of your 
contract rights. 

NOTE: Your contract is only as good as the party 
on the other side. Investigate the other party's 
reputation before you deal with them. If you 
don't know anything about them, and can't find 
anything out about them, don't deal with them. 

CREATING A MORE LUCRATIVE LEASE RELATIONSHIP 
THE HABENDUM (TERM) CLAUSE 

Multiple Sales Of The Right To Develop 

1. Chances are the right to develop your minerals 
will be sold a number of times before development 
actually occurs. However, only the lessee and 
subsequent assignors will profit from these sales. 

2. However, if the lease is for a short term, for 
example one year or less, the lessee will be 
forced to either develop the property or allow the 
development rights to revert to the mineral owner 
at the end of the lease term. The mineral owner 
can then lease the minerals to others or lease 
them again to the prior lessee - for a new bonus 
of course. 

B. Your Property Gets Developed First 

1. With a short primary term, the lessee will be 
forced to act with regard to your property first. 
The sooner the property is drilled, the more 
likely you will begin receiving income on your 
mineral investment. 

2. Beware of clauses which expand the potential 
duration of the grant without development or 
production. Attempt to limit their scope whenever 
possible. 
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VII. 

A. 

CREATING A MORE LUCRATIVE LEASE RELATIONSHIP 
THE DRILLING/DELAY RENTAL CLAUSE 

Mineral Owner In A Strong Bargaining Position 

1. Seek firm commitments to drill within a specified 
time. 

2. Failure to drill as required by lease; provide 
for a specified sum of money in damages. 

3. Although mineral owner may not be able to 
negotiate a firm drilling obligation, may be able 
to obtain a short primary lease term so that a 
drilling/delay rental clause is unnecessary. 

B. Mineral Owner Not In A Strong Bargaining Position 

VIII. 

1. Probably will not be able to obtain a lease term 
of one year or less. 

2. Focus negotiations on how much lessee should pay 
for the benefit of deferring development of the 
lease for an additional year. 

3. Decide whether you want to make the payment of 
delay rental an absolute obligation or a condition 
to the continued existence of the lease. 

a. If you make it an absolute obligation, make 
sure other provisions of the lease (such as 
the forfeiture clause) do not permit the 
lessee to back out of the obligation. 

b. Generally, mineral owners prefer automatic 
termination for non-payment of delay rental 
because the development rights are more 
valuable than the delay rental. However, 
like so many other terms of the lease, this 
needs to be considered in the context of each 
mineral owner's personal needs and desires. 

CREATING A MORE LUCRATIVE LEASE RELATIONSHIP 
THE ROYALTY CLAUSE 

Common form of royalty clause: 

"The royalties to be paid by lessee are: 

(a) on oil, and other liquid hydrocarbons saved at the 
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well, one-eighth of that produced and saved from said 
land, same to be delivered free of cost at the wells or 
to the credit of lessor in the pipe line to which the 
wells may be connected; 

(b) on gas, including casinghead gas and all gaseous 
substances, produced from said land and sold or used 
off the premises or in the manufacture of gasoline or 
other products therefrom, the market value at the mouth 
of the well of one-eighth of the gas so sold or used, 
provided that on gas sold at the wells the royalty 
shall be one-eighth of the amount realized from such 
sale. 

This clause is from an oil and gas lease form 
distributed by the Kansas Blue Print Co. Inc. titled: 
"Form 88--(Producers) Kan., Okla. & Colo. 1962 Rev. 
BW. II 

A. Lessor's Share Of Production 

1. 1/Sth is not a sacred fraction. Like any other 
provision of the lease, you can get whatever you 
are able to negotiate. Your success at 
negotiating the lease will depend upon your 
bargaining power and prowess. 

2. Royalty is 
provision. 

negotiable like any other lease 

3. Royalty clause usually states lessor's right to 
royalty as a fractional share of: 

a. Production, 

b. Value of production, or 

c. Proceeds from a sale of production. 

4. Most royalty clauses provide for a share of 
production when the substance is oil or other 
liquid hydrocarbons (the right to "take in kind"). 

If the substance is gas, most clauses provide for 
a share of the proceeds or market value. 

5. If the lessor has the right to take their royalty 
in kind, lessor retains title to a share of the 
substance until it is sold by lessor. 
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If the lessor has a right to payment of the 
proceeds or market value of production, title to 
the substance is in the lessee when produced, 
subject to lessor's contractual claim for payment 
of proceeds or value. 

6. If lessor fails to sell or otherwise dispose of 
their in-kind production, the lessee is generally 
regarded as having the right to sell the lessor's 
share of production and pay the proceeds to 
lessor. 

However, the lessee, or purchaser, will usually 
obtain the lessor's written permission to make the 
sale by having the lessor sign a "division order." 

B. Valuation of Lessor's Share of Production 

1. What is the production from the well worth? What 
is the market value of the production? 

With oil, this has seldom been an issue because it 
is typically sold under short-term contracts in a 
market which readily reflects a value for the 
commodity. 

Gas, however, is more difficult to value. 
Long-term contracts, inability to freely transport 
to a market, or alternative markets, and federal 
regulation each make it difficult to ascertain a 
market value for gas. 

2. ILLUSTRATION: 

Assume a mineral owner has entered into an oil and 
gas lease providing for a 1/Sth royalty. If gas 
is being sold under a long-term contract [entered 
into in 1960 when $0.80/MCF was a good price for 
gas] for $0.80/MCF, will the lessor's royalty be 
calculated using the $0.80/MCF value? 

Assume the current price being paid for similar 
gas in the area is $8.00/MCF. Should lessor's 
royalty be calculated using the $8.00/MCF value? 

What if federal regulation establishes the maximum 
lawful price for this particular gas at 
$4.00/MCF. Should the $4.00 figure be used to 
calculate lessor's royalty? 

NOTE: If the value of the gas is anything other 
than $0.80/MCF, the lessee's inability to realize 
the higher market prices (due to the long-term 
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contract) will result in the lessee perhaps paying 
a greater royalty on the gas than it receives for 
sale of the gas. 

3. This "market value" problem generally will not 
arise unless the lease requires calculation of 
royalty based upon the "market value" of 
production. Courts have taken varying approaches 
to this issue: 

4. 

a. 

b. 

c. 

Oklahoma Oklahoma courts, recognizing 
lessees generally must enter into long-term 
contracts to market gas, equate market value 
to the amount received by the lessee under 
the long-term gas sales contract. In our 
Illustration, the Oklahoaa lessee will pay 
royalty using the $0.80/MCF value. However, 
lessee must have entered the gas contract in 
good faith and obtained the best price 
available at the time the contract was 
entered. Tara Petroleum Corp. v. Hughey, 630 
P.2d 1269 (Okla. 1981). 

Texas Texas courts look to current market 
value of the gas but consider its legal 
characteristics. The Texas lessee will pay 
royalty using the $4.00/MCF value. First 
National Bank of Weatherford v. Exxon Corp., 
622 S.W.2d 80 (Tex. 1981). 

Kansas - Kansas courts look to current market 
value without considering the legal 
characteristics of the gas. The Kansas 
lessee will pay royalty using the $8.00/MCF 
value. Holmes L. Kewanee Oil Co., 233 Kan. 
544, 664 P.2d 1335 (1983). 

As the 
sales 
thereby 
market 
leases. 
11. 

gas industry becomes less regulated, more 
will occur "off the leased premises," 

requiring calculation of royalty using a 
value approach under many standard form 

See sample royalty clause at pages 10 -

a. However, 
industry 
gas more 
value 
lingering 

the same deregulation of the gas 
should make current prices paid for 
reflective of its current market 

assuming no limitations created by 
long-term contracts. 

b. May also have a situation today where the 
market value of gas is actually less than the 
price being paid to the developer under its 
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gas contract. 
royalty owner 
contract price 
market value? 

Will the Kansas or Texas 
be able to share in the gas 
or will they be limited to the 

c. Royalty clause should state that the mineral 
owner is to be paid either market value or 
proceeds, whichever is greater. 

e. What are "proceeds?" 

Difficult to determine the extent of proceeds 
because the lessee obtains a number of benefits 
under the gas sales contract. 

For Example: Is the right to have the gas 
redelivered at some point after the initial sale 
(which generated the "proceeds"), so the producer 
can process it, a "proceed" from the sale of the 
gas? 

Is the obligation to make payments for gas even 
though it is never taken a "proceed?" 

6. When do we determine market value or the proceeds? 

Often this is tied to a particular point in time 
by the royalty clause - such as "market value at 
the well" or proceeds from the sale "at the well." 

However, still have the questions: What is market 
value? and What are proceeds? 

7. Costs Charged Against the Royalty owner's Share 

Once the market value/proceeds issue is resolved, 
still must determine what costs can be deducted 
from this gross amount to arrive at the lessor's 
net royalty share of production. 

Royalty generally defined as a cost-free share of 
production. The lessee (working interest owners) 
must pay for all development (and thereby incur 
the risk), the lessor receives a share of 
production without having to contribute toward the 
cost of drilling, completing, equipping, and 
producing wells on the leased land. 

a. Lessee's commonly charge 
their proprotionate 
"post-production" expenses. 
separating the production 
post-production function. 

royalty owner with 
share of 
The problem is 

function from the 
Difficult when 



b. 

lessee has an implied obligation to market 
production under the oil and gas lease. 

Some courts have 
costs required to 
calculating royalty. 

allowed 
market 

lessee to deduct 
production before 

Other courts view the marketing function as 
part of the production process contemplated 
by the lease and deny deduction of 
post-production expenses. 

c. The battle is raging in Oklahoma. Lessees 
have won at the Corporation CoDIDlission level. 
Lessors have taken the battle to the Oklahoma 
Legislature and the courts. 

d. A carefully worded royalty clause would 
eliminate the dispute. 

NOTE: The terms of the oil and gas lease 
will control this issue unless it is unclear 
or amended by some other document - like a 
division order. 

c. Other Lease Clauses Affecting Royalty Calculation 

1. The typical form of oil and gas lease will contain 
clauses which affect how delay rental, shut-in 
royalty, and royalty will be calculated. These 
clauses may significantly reduce the amount due 
under the clause authorizing the payment. The 
three most common of such lease clauses are: the 
proportionate reduction clause, pooling clause, 
and entirety clause. 

2. Proportionate Reduction Clause 
"lesser interest" clause. 

also called a 

"If said lessor owns a less interest in the above 
described land than the entire and undivided fee 
simple estate therein, then the royalties and 
rentals herein provided shall be paid the lessor 
only in the proportion which his interest bears to 
the whole and undivided fee." 

a. Regardless of the lessor's actual mineral 
ownership in the leased land, the oil and gas 
lease typically states the lessor owns, and 
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leases, 100% of the mineral interest in the 
leased land. 

b. Lessor's right to lease benefits is then 
reduced to reflect their actual ownership of 
minerals in the leased land. 

c. Protects lessee's net revenue interest in the 
lease by ensuring lessee does not contract to 
pay more than the specified royalty (e.g. 
1/8th) to gain control of all the minerals 
encompassed by the lease. 

d. For Example: Using the previous 
proportionate reduction clause, A grants~ an 
oil and gas lease which purports to cover all 
the mineral interest in Section 30. Assume A 
owns 50% of the mineral interest in Section 
30. 

Although the lease, on its face, indicates A 
will receive $640 in delay rental and shut-in 
royalty, and a one-eighth royalty on 
production, the proportionate reduction 
clause will reduce each item ("royalties and 
rentals") to "the proportion which his [A's] 
interest [50%] bears to the whole undivided 
fee [100%]." 

Therefore, the lease entitles A to only $320 
in delay rental and shut-in royalty (50/100 x 
$640) and a one-sixteenth royalty on 
production (50/100 x 1/8). 

3. Pooling Clause 

a. Many times oil and gas leases contain a 
pooling clause which authorizes the lessee to 
combine the leased land with adjacent lands 
to permit development in accordance with 
state spacing and prorationing laws. 

b. The effect of a pooling clause is to combine 
leased acreage in a designated area to form a 
"pooled" unit. Mineral owners contributing 
acreage to the pooled unit will share in 
production from the unit. Each mineral 
owner's share of production, however, will 
generally be proportionate to their share of 
the acreage included in the pooled unit. 

c. For Example: A owns the minerals in the 
Southwest Quarter of the Southwest Quarter of 
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Section 30 (40 acres). Lessee~, pursuant to 
pooling clauses in ~•s leases with!,~, and 
Q, declares a pooled unit consisting of 
Section 30 (640 acres). ~ owns the minerals 
in the East Half of the Southwest Quarter (80 
acres) and Q owns the remainder of the 
minerals in Section 30 (520 acres). 

A well 
of the 
Assuming 
royalty 
pooling 
royalty 

is completed on the Southwest Quarter 
Southwest Quarter of Section 30. 
each lease provides for a lessor's 

of one-eighth, the typical form of 
clause will adjust each lessor's 

as follows: 

1/8 x 1/16 ( 40/640 acres)= 
1/8 x 2/16 ( 80/640 acres)= 
1/8 x 13/16 (520/640 acres)= 

1/128 
2/128 

13/128 

This assumes, as is typically 
party's participation will 
according to the surface 
contribute to the pooled unit. 

the case, each 
be determined 
acreage they 

4. Honapportionment and the Entirety Clause 

a. Leases sometimes contain an "entirety clause" 
which provides that if ownership of the 
leased minerals is divided into separate 
tracts, after the lease is entered into, the 
lease benefits, including royalty, will be 
apportioned among the various tract owners on 
a surface acreage basis. 

b. For Example: !, owner of the minerals in 
Section 30, leases to ~ on 1 January 1988. 
On 2 January 1988 ! conveys the minerals in 
the Southwest Quarter of Section 30 to~- On 
1 February 1988 a producing well is completed 
on the Southwest Quarter of Section 30. 

If the lease did not contain an entirety 
clause, most state courts have held that 
royalty in this situation will not be 
apportioned, ~ would receive all the royalty 
since production is from the Southwest 
Quarter. 

However, assume the lease contains the 
following form of entirety clause: 
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"If the leased premises are hereafter owned 
in severalty or in separate tracts, the 
premises, nevertheless, shall be developed 
and operated as an entirety, and royalties 
shall be paid to each separate owner in the 
proportion that the acreage owned by him 
bears to the entire leased acreage." 

c. Under our example, A will receive 
three-fourths (A owns minerals under 480 
surface acres comprising the 640 leased 
acres--480/640 = 3/4) of the royalty and~ 
will receive one-fourth (~ owns minerals 
under 160 surface acres comprising the 640 
leased acres--160/640 = 1/4). 

In states applying the nonapportionment rule, 
if the lease did not contain an entirety 
clause A would not receive any of the 
royalty, but A's mineral interest would 
continue to be subject to the terms of the 
lease. 

D. Payment Of Royalty 

1. Details of payment usually not mentioned in the 
lease. 

2. Some states have passed legislation specifying 
when royalty must be distributed. 

3. Interest on suspended royalty required by statute 
or court ruling in many states. 

4. Payment information - how is the check calculated? 
A few states have legislation specifying the 
minimum information requirements. May want to 
retain right to inspect well site, test meters, 
gauge tanks, and audit lessee's books. Necessary 
to have access to information to ensure you are 
receiving the benefit of the lease terms you 
negotiated. 

5. My Suggested Approach: Note the following clause 
gives the lessor the right to take gas in kind as 
well as oil. With the new regulatory climate for 
gas, this right will be useful (and valuable) to 
the lessor. This form also requires the lessee to 
pay a royalty on all production from the leased 
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land, even flared or vented production. 

The lessor has the option to join in a long-term 
gas contract to determine the value of gas for 
royalty purposes. However, note that royalty will 
be calculated using a value as though all price 
and other contract benefits are obtained by the 
lessee without regard for whether they are ever 
requested by the lessee or paid or delivered by 
the gas purchaser. This permits the lessor to 
look at the contract and determine if it is 
acceptable without concern for regulatory delay, 
litigation, or inter-company politics commonly 
used to settle major contract disputes. 

Have your attorney consider the following clause: 

SECTION 10. ROYALTY 

LESSEE will deliver to LESSOR a Royalty as follows: 

A. LESSOR'S SHARE OF PRODUCTION. 

1. LEASED SUBSTANCES. 

There is excepted from this Lease and retained by LESSOR, 
out of Production from or attributable to the Leased Land, % 
of all Leased Substances Produced And Saved. 

2. PRODUCTS FROM LEASED SUBSTANCES. 

If LESSEE, or any affiliate of LESSEE, Processes a Leased 
Substance, LESSOR is entitled to % of the Leased Substance 
after Processing. LESSOR has the continuing option to either 
receive a Royalty on a Leased Substance before or after 
Processing. LESSOR elects, at this time, to receive Royalty on 
Leased Substances after Processing. 

B. COSTS. 

1 . DEVELOPMENT, 
COSTS. 

PRODUCTION, PROCESSING, AND MARKETING 

LESSOR's Royalty is not burdened by any expenses or charges 
relating to developing, producing, operating, treating, 
gathering, compressing, transporting, processing, manufacturing, 
or marketing Leased Substances or Processed Leased Substances. 
Such expenses are payable solely from LESSEE'S share of 
Production. 
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2. TAXES. 

Properly assessed taxes, levied against LESSOR's Royalty, 
can be deducted from LESSOR's Royalty to reimburse LESSEE or any 
third party properly paying such taxes. 

C. OPTION TO TAKE IN KIND. 

LESSOR has the continuing optfon to take all or any part of 
Royalty in kind by giving LESSEE/notice at least 30 days prior 
to the effective date of LESSOR's election. LESSOR will give 
LESSEE similar notice in advance of ceasing to take in kind. In 
the event LESSOR elects to take in kind, LESSOR can require 
LESSEE to deliver Royalty, without cost to LESSOR, to the 
pipelines, tanks, separators, or manufacturing plant tailgates 
which wells on the Leased Land may be connected. 

D. VALUE OF PRODUCTION NOT TAKEN IN KIND. 

To the extent LESSOR has not elected to take Royalty in 
kind, LESSEE will pay LESSOR an amount equal to the greater of: 

1. GROSS PROCEEDS. 

The gross proceeds from the sale of Leased Substances; or 

2. MARKET VALUE. 

The market value of Leased Substances. 

3. SALES CONTRACTS. 

If LESSEE plans to commit its share of Production from the 
Leased Land to a sales contract, LESSEE will provide LESSOR with 
a copy of the proposed sales contract. LESSOR has the option, 
within 30 days following receipt of the sales contract, to elect 
to have Royalty calculated according the the terms of the sales 
contract. If LESSOR elects, in writing, to commit to the sales 
contract, LESSEE will calculate LESSOR's Royalty based upon the 
proceeds paid to LESSEE under the approved contract. 

However, LESSOR's Royalty will be calculated as though any 
automatic price escalation clause, or other provisions having 
the potential to increase proceeds payable on production, (such 
as take-or-pay rights and severance tax reimbursements), became 
effective on the earliest date permitted under the contract. 
Royalty will be paid as though such amounts were paid to LESSEE, 
even though LESSEE fails to initiate the process to become 
entitled to the increased proceeds or fails to actually collect 
such increased proceeds. 

-21-



E. PAYMENT. 

LESSEE will pay LESSOR'S Royalty no later than 90 days after 
Production is obtained from the Leased Land. After the first 
Royalty payment, subsequent payments will be made no later than 
15 days following the month in which the Leased Substances were 
produced. Any amount not paid when due under this Subsection 
will bear interest at an annual percentage rate of 18%. 

[Payment documentation - monthly accounting information.] 

[Right to audit lessee's payment records.] 

F. DIVISION ORDER 

LESSOR agrees to 
ownership interest in 
However, such division 
NARO "Uniform Division 
as Exhibit A. 

sign division orders certifying LESSOR's 
Leased Substances and the Leased Land. 
orders will be in identical form to the 

of Interest Form" attached to this Lease 

G. DEFINITIONS. 

1 . "Royalty" means: 

LESSOR's share of Production provided for by this SECTION. 

2. "Produced And Saved" means: 

The Leased Substance has been extracted from the Leased Land 
and is available for sale or use. Any intentionally flared or 
vented gas, or gas from a Unit delivered under a free gas 
clause, is deemed to be Produced And Saved. Leased Substances 
unavoidably lost during prudent operations are not considered 
Produced And Saved. Subject to SECTION 1.G.2., Leased 
Substances used to to support Lease or Unit operations are 
deemed to be Produced And Saved. 

3. "Process," "Processed," and "Processing" mean: 

A Leased Substance is separated into various products or 
otherwise treated or altered to enhance its value. 

IX. 

A. 

KEEPING WHAT YOU'VE NEGOTIATED 

Assuming you are fortunate enough to obtain some major 
improvements over the traditional form of oil and gas 
lease, you must take the necessary action to ensure 
your negotiated righ~s are protected. 

-22-



x. 

B. Beware of Assignments 

To ensure 
assigning 
with in 
original 
assignee, 

you are not injured by 
the lease to someone 
the first instance, 

lessee responsible for 
or subsequent assignees, 

the reputable company 
you would never deal 

consider making the 
any failure of their 

to perform. 

The best insurance against your lessee assigning the 
lease to a questionable operator is to keep the lessee 
"on the hook" and ultimately responsible in the event 
their assignee fails to perform. 

C. Bonds And Escrows 

To the extent possible, secure the other party's 
performance through bonding. Bonding requires a second 
organization to respond in the event the lessee fails 
to perform. 

Escrow arrangements 
obligations such 
requirements. 

may be used to secure certain 
as surface damage or reclamation 

D. Security Interests 

A. 

If you are relying upon the "good word" of the lessee, 
protect your interests the same way a bank would when 
loaning money (your land and minerals) backed by the 
other party's promise to pay (or perform). Obtain a 
security interest in the lessee's property (the lease 
and any fixtures, equipment, or other property placed 
on the lease, the lessee's right to payment for 
production from the well - inventory, accounts). 

CAUTION - Obtaining a security interest is only part of 
the process. You must also ensure your interest 
"attaches" to the property and is "perfected." If the 
lessee isn't performing its obligations, it is likely 
others will be competing for the lessee's assets. 
Properly creating and perfecting your security interest 
may ensure you are at the front of the line when the 
lessee's assets are being divided among its creditors. 

MANAGE YOU OIL & GAS BUSINESS 

The Lease Audit 

1. After the lease is 
prepared to monitor 
the lease terms. 
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2. Surface Use 

The audit should begin with a review of lessee's 
surface use. Have all surface use restrictions 
been followed? 

3. Production Accountability 

Consider how production is being measured, tested, 
and stored. Is there gas being vented or flared? 
Is prodution being used on or off the lease? Do 
you have copies of the gas sales contracts under 
which your production is being sold? How is oil 
being sold? How is the sales price determined? 
Are there any exchange arrangements or treatment 
arrangements? If so, what are the terms of such 
arrangements? 

4. Royalty Accounting 

Look at royalty check receipts and compare total 
production figures with the sales that have been 
made from the lease. Are any costs being charged 
against the royalty share, or the value of 
production used to calculate the royalty share? 
If so, are such costs authorized by the terms of 
the lease? 

Is the value of production being calculated in 
accordance with the lease royalty clause? Are 
their any premiums being paid the lessee to sell 
to a particular crude purchaser? If so, have 
these amounts been included to calculate royalty? 
Are there any sales to affiliates? Is any of the 
production being processed to remove other 
valuable components? How are these dealt with for 
royalty purposes? 

5. Development Status 

Has the lease been fully developed? 
further development taking place on 
lands? What are the lessee's future 
developing your lease? Are there 
implied covenant violations? 

6. Documents to Collect 

Is there 
adjacent 

plans for 
potential 

During the lease audit 
and review all relevant 
operation of the lease. 
lessor may need to find 

the lessor should obtain 
documents which affect 

Documents which the 
to conduct the audit 

gas lease, pooling include: the oil and 
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declarations (agreements), division orders, gas 
sales contracts, crude sales contracts, processing 
agreements, exchange agreements, salt water 
disposal agreements, assignments, and production 
reports. 

1. The Audit 

The lessor should have a good idea, after 
reviewing lease operations and the relevant 
documents, whether the lessee is complying with 
the lease. The lessor should also have a clear 
understanding of how their monthly check is 
calculated by being able to trace production from 
the lease to the point of sale. 

The lessor will, in most cases, have to enlist the 
assistance of an accountant and attorney to 
evaluate whether the lessee's current procedures 
are in accordance with the terms of their 
contract. However, after an initial audit, the 
lessor should be able to periodically evaluate the 
lessee's performance with minimum assistance. 

B. Attitudes 

1. Demand to be treated they way lessees routinely 
treat their fellow working interest owners. Most 
of the economic demands made by the sophisticated 
(or well-represented) mineral owner are not new to 
the developer. They just aren't used to having 
such demands made by royalty owners. 

2. Lessees, in most cases, don•t intentionally try to 
cheat their lessors. However, consider the 
lessee•s position in the development process: 
They wrote the contract, they have control of the 
property involved, they unilaterally make 
decisions which significantly affect their 
economic well-being - chances are they will act to 
maximize their own interests which often 
results in a corresponding injury to the lessor. 

3. In many cases, to negotiate a workable lease, you 
must be prepared to forego the leasing 
opportunity. 
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Title: 

Date: 

Location: 

Program: 

Sponsor: 

Duration: 

RE-THINKING THE OIL & GAS LEASE-FOR 

MORE DOLLARS 

May 7, 1988 

Tulsa, Oklahoma 

Annual Meeting of the National Association of 

Royalty Owners 

National Association of Royalty Owners 

One Hour 




