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Chapter 1: Introduction

1.1 Purpose of This Book

Negotiating an oil and gas lease can be overwhelming, especially if you're unfamiliar with its
terms and long-term implications. Many landowners unknowingly sign leases that heavily favor
oil companies, leading to decades of lost opportunities and reduced income.

This book is designed to:

1. Simplify the components of an oil and gas lease so you can confidently understand
every clause.

2. Provide negotiation strategies to secure better terms.

3. Protect your rights as a landowner while maximizing your royalties.

Whether you're negotiating your first lease or reviewing existing agreements, this guide will give
you the tools to make informed decisions.

1.2 Who Should Read This Book?

This book is specifically written for:

= Landowners and Mineral Owners: Individuals who own surface rights, mineral
rights, or both.

= Real Estate Professionals: Agents and brokers managing rural and energy-rich
properties.

= Attorneys and Legal Counsel: Professionals seeking to assist clients with lease
negotiations.

» Heirs and Family Members: Those inheriting land and mineral interests who need
guidance on existing or future leases.
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1.3 Why Oil and Gas Leases Matter

Oil and gas leases are legally binding contracts that can last for generations. If you don’t
negotiate terms carefully, you risk:

- Receiving unfairly low royalties.
- Allowing operators unrestricted use of your surface property.
- Losing control of your land due to clauses that extend the lease indefinitely.

Example: Some oil and gas leases signed in the 1930s in East Texas are still active today
because the wells continue to produce. A single missed clause—like a Pugh clause—can mean
a portion of your land remains leased indefinitely, preventing you from using or leasing it to
someone else.

The goal of this book is to help you avoid these pitfalls and secure a fair agreement.

1.4 A Brief History of Oil and Gas in Texas

The modern oil and gas industry began in 1859 with the first commercial oil well drilled in
Titusville, Pennsylvania. However, it was the discovery of oil in Spindletop, Texas, in 1901
that transformed Texas into a global oil powerhouse.

S 20 0 ) s/ e cos,
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The East Texas Oil Boom

In 1930, the discovery of the East Texas Oil Field near Kilgore launched one of the
largest oil booms in history.

Landowners were suddenly approached with leases promising quick riches.

Many signed "developer-friendly" leases that lacked protective clauses like Pugh
clauses, depth severance, or shut-in royalty limits.

Impact Today: Some of these leases remain active because oil companies met the minimum
requirements to keep production going.

Wells are maintained just enough to keep the lease alive.

The landowners (or their heirs) lose opportunities to renegotiate terms or explore other
land uses.

1.5 What This Book Covers

Throughout this book, we will break down the following key topics:

1.

w

Royalties: What they are, how they’re calculated, and why a cost-free royalty clause is
essential.

Pugh Clauses: How they prevent parts of your land from being tied up unnecessarily.
Shut-In Royalties: Why you must limit how long a shut-in well can hold your lease.
Legal Descriptions: Why tax office descriptions are insufficient and how to verify deed
records.

The Landman’s Role: Understanding the tactics used by landmen and how to negotiate
effectively.

Historical Leases: What we can learn from long-term leases still active today.

Lease Review Checklist: A practical guide to review and negotiate key lease terms.

Page | 3
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1.6 Key Takeaways

By the end of this book, you will:

- Understand the critical components of an oil and gas lease.

- Recognize which clauses need careful negotiation.

- Have a clear checklist to review any lease offer.

- Be equipped to protect your property rights and secure a fair deal.

1.7 Final Thoughts

Oil and gas leases are complex but manageable
when you have the right information. This book
will serve as your step-by-step guide to
understanding, reviewing, and negotiating leases
that protect your property and financial interests
for years to come.

‘ Next: Chapter 2 — Essential Lease Components
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Chapter 2: Essential Lease Components

2.1 Overview

At its core, an oil and gas lease is a legal agreement that allows an operator (lessee) to explore
and produce oil and gas from a landowner’s (lessor’s) property. However, not all leases are
created equal—the details of key components can drastically impact the rights, obligations, and
financial returns for landowners.

This chapter covers the key components of an oil and gas lease, how they work, and what you
should negotiate to protect your interests.

/D
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2.2 The Primary and Secondary Term

Primary Term

The primary term is the fixed period during which the oil company can drill or explore for oil and
gas. If no production begins, the lease typically expires at the end of the primary term.

- Common Length: Typically 3 to 5 years.
- What to Negotiate: Keep the primary term short to prevent the operator from holding
your land without developing it.

Example:

- Alease with a 3-year primary term means the operator must start drilling or release the
lease at the end of three years.

Secondary Term

The secondary term begins after the primary term and lasts as long as there is production in
paying quantities.

- Why It Matters: Some leases last for decades because a single well produces minimal
oil or gas, just enough to keep the lease alive.
- Pitfall: Without clear limitations, your land can be held indefinitely.

Key Tip: Include clauses like continuous operations or a Pugh clause to ensure operators
cannot hold unused portions of your property.

2.3 Royalty Clause
What Are Royalties?
A royalty is the landowner’s share of the oil or gas produced, paid without deducting drilling or

production costs. Royalties are typically expressed as a fraction, such as 1/8th or 1/5th of
production.

/D
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How Are Royalties Calculated?

1. Gross Proceeds vs. Net Proceeds:
- Gross Proceeds: No deductions for post-production costs like transportation or
processing.
- Net Proceeds: Royalties calculated after deducting costs.

Negotiate a Cost-Free Royalty Clause to avoid deductions.

2. Affiliate Sales: Ensure royalties are based on fair market value, not artificially low
prices from sales to affiliated companies.

Key Tip: A royalty of 1/5th (20%) is increasingly common, replacing the old 1/8th standard.

2.4 Bonus Payments

What Is a Bonus?

A bonus payment is the upfront, one-time payment made to the landowner in exchange for
signing the lease. Bonuses are calculated per net mineral acre.

Example:

- If you own 50 net mineral acres and the bonus is $1,000 per acre, the total bonus
payment is $50,000.

Negotiation Tip:

- Insist on a non-refundable bonus payment, ensuring the operator cannot reclaim the
payment even if the lease expires.

Page | 7
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2.5 Delay Rentals

Delay rentals are payments made during the primary term to extend the lease when no drilling
has begun.

- Paid-Up Leases: Modern leases are often “paid-up,” meaning all payments (including
delay rentals) are made upfront.

- Why It Matters: Delay rentals were historically used to maintain leases year-by-year but
are now less common.

Key Tip: Confirm that the lease is “paid-up” to avoid uncertainty about annual payments.

2.6 Shut-In Royalties

What Is a Shut-In Royalty?

Shut-in royalties allow an operator to pay a small annual fee to keep the lease active if a well is
drilled but not producing (e.g., no market exists for the gas).

What to Negotiate:
1. Time Limit: Add a clause stating the lease cannot be held by shut-in payments for more
than 2 consecutive years.
2. Payment Amount: Ensure shut-in payments are significant, such as $50 to $100 per
acre annually.

Example:

- Without time limits, a lease could be held indefinitely by paying a small shut-in fee, even
though no production is occurring.

Page | 8
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2.7 Warranty of Title

The warranty of title clause obligates the landowner to guarantee ownership of the mineral
rights.

What to Do:
- Strike the Clause: Delete the warranty of title to avoid liability for unclear ownership or

disputes.
- Oil companies conduct their own title research and don’t rely on this warranty.

2.8 Other Key Terms to Watch

Proportionate Reduction

If you own less than 100% of the minerals, the proportionate reduction clause adjusts your
royalty and payments accordingly.

Legal Description

- Ensure the lease contains a valid legal description of your property based on the
deed, not tax office records.

Example:

- Tax office descriptions are often vague and incomplete. Use proper survey descriptions
to avoid disputes.

2.9 Key Takeaways

Keep the primary term short and clearly define the conditions for extending the lease.
Insist on a cost-free royalty clause to avoid unnecessary deductions.

Include time limits for shut-in royalty payments.

Delete the warranty of title clause to limit your liability.

Verify the legal description against the deed, not tax records.

/D
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‘ Next: Chapter 3 — The Pugh Clause and Why You Need It
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Chapter 3: The Pugh Clause and Why You Need
It

3.1 Introduction to the Pugh Clause

The Pugh clause is one of the most important additions to an oil and gas lease for landowners.
Named after a Louisiana attorney who first popularized its use, the Pugh clause ensures that
unused portions of your land are released if they are not actively producing oil or gas.

Without a Pugh clause, oil companies can tie up an entire lease—even if only a small portion
of the land is included in a producing unit.

Why It Matters:

- Protects non-producing acreage from being indefinitely held under lease.
- Allows landowners to renegotiate leases or lease unused land to other operators.

—
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3.2 What Problem Does the Pugh Clause Solve?

When a lease contains a pooling clause, it allows the oil company to combine your land with
other tracts to form a pooled unit. Production from the pooled unit extends the lease for all
included acreage, even if only a tiny portion of your land is in the producing unit.

Example Without a Pugh Clause

- You sign a lease covering 320 acres.

- The oil company pools 20 acres into a unit with adjacent land and drills a producing well.

- Even though 300 acres are unused, production on the pooled 20 acres keeps the lease
active for the entire 320-acre tract.

The result: You lose control of the unused 300 acres.

3.3 How the Pugh Clause Fixes the Problem

The Pugh clause modifies the pooling clause by limiting the effect of production to only the
pooled or producing acreage.

Types of Pugh Clauses
1. Horizontal Pugh Clause:

- Releases all acreage not included in the pooled unit at the end of the primary
term.
- Ensures the operator cannot hold non-producing tracts indefinitely.

2. Vertical Pugh Clause:
- Releases deeper or shallower formations that are not actively producing oil or

gas.
- Protects your right to lease non-producing depths to other operators.

/D
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3.4 Horizontal Pugh Clause in Action
Scenario:

- You sign a lease for 320 acres.
- The oil company includes 20 acres in a pooled unit and drills a successful well.

Without a Pugh Clause:

- The entire 320-acre tract remains under lease, even though only 20 acres are producing.

With a Horizontal Pugh Clause:

- Atthe end of the primary term:
- The 20 acres in the pooled unit remain under lease.
- The remaining 300 acres are released and available for new leases or other
uses.

3.5 Vertical Pugh Clause in Action

Scenario:

- The operator drills a well that produces oil from 1,000 feet below the surface.

Without a Vertical Pugh Clause:

- The lease holds all depths—even those deeper than 1,000 feet—preventing you from
leasing unused formations.

With a Vertical Pugh Clause:

- The operator retains rights to the producing depth (e.g., 1,000 feet).
- All formations 100 feet below the producing horizon (or as defined) are released.
- You can now lease deeper formations to other companies.

Tip: Always include both horizontal and vertical Pugh clauses to protect your interests.

/D
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3.6 Key Benefits of a Pugh Clause

Prevents Forever Leases: Ensures unused acreage or depths are released.
Maximizes Your Property’s Value: Allows you to lease unused land or depths to other
operators.

Protects Landowners: Limits the oil company’s control to only the land or depths they
are actively developing.

3.7 Negotiating a Pugh Clause

When negotiating the Pugh clause, ensure:

1.

Clear Language: The clause must explicitly state that non-producing acreage and
depths will be released.

Specific Timeframes: Include a deadline (e.g., end of the primary term) for releasing
unused land.

Depth Limitations: Specify how “producing depths” are measured (e.g., stratigraphic
equivalent or specific depth below the surface).

Example of a Horizontal and Vertical Pugh Clause:
“This lease shall terminate at the end of the primary term as to all lands not included in a
producing unit and as to all depths below the base of the deepest producing formation.”

3.8 Key Takeaways

1.

w N

The Pugh clause ensures that non-producing acreage and depths are released from the
lease.

Use both horizontal and vertical Pugh clauses to protect your property.

Clearly define the terms and deadlines for releasing unused land or depths.

A well-drafted Pugh clause increases your ability to lease unused portions of your
property to other operators.

‘ Next: Chapter 4 — Shut-In Royalties and Protecting Your Interests
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Chapter 4: Shut-In Royalties and Protecting Your
Interests

4.1 Introduction to Shut-In Royalties

Shut-in royalties are a critical provision in oil and gas leases. They allow operators to keep a
lease active without production by making periodic payments to the landowner. While shut-in
royalties provide flexibility to oil companies, they can work against landowners if not carefully
negotiated.

What Is a Shut-In Well?

A shut-in well is a drilled well capable of producing oil or gas, but it is not currently in
production. This can happen because:

1. 2.
There is no nearby Prices for oil or gas

market or pipeline are temporarily
low.

3
The operator has
operational delays.
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4.2 How Shut-In Royalties Work

Shut-in royalties are annual payments made by the operator to the landowner to hold the lease
in force during periods when a well is shut-in.

Standard Shut-In Royalty Provisions

- Payment Amount: Usually calculated per acre (e.g., $10-3$50 per acre).

- Frequency: Typically paid annually.

- Duration: Some leases allow shut-in payments to hold the lease indefinitely, which can
disadvantage landowners.

4.3 Problems with Unlimited Shut-In Royalties

Problem #1: Indefinite Lease Duration

Without clear limits, operators can use shut-in payments to hold your lease for years—even
decades—without producing oil or gas.

Example:

- An operator drills a well that is technically “capable” of production but leaves it shut-in for
10 years.

- By paying a nominal shut-in royalty, they hold your land hostage while waiting for better
market conditions.

Problem #2: Low Payment Rates

Shut-in payments are often too low to compensate for the potential value of the lease.

Page | 16
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4.4 Negotiating Shut-In Royalty Protections

Limit the Duration

Include a clause that restricts how long the operator can hold the lease with shut-in payments.

- Standard Protection: Shut-in royalties can only hold the lease for 2 consecutive years
or 3 years total over the lease’s lifespan.

Sample Clause:
“This lease may not be maintained in effect by shut-in royalties for more than two consecutive
years or a cumulative total of three years during the life of the lease.”

Increase Payment Rates

Ensure that shut-in payments are substantial enough to fairly compensate you for holding your
land.

- Negotiate for $50-$100 per acre per year as a minimum shut-in payment.
Example:

- For 100 acres: A $100 per acre shut-in payment equals $10,000 per year, incentivizing
the operator to either produce or release the lease.

Define "Capable of Production”

Require the lease to define “capable of production” clearly to prevent operators from designating
non-viable wells as shut-in wells.

- Strong Definition: A well is only “capable of production” if it can flow oil or gas without
further significant repairs or stimulation.

/D
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4.5 Benefits of Strong Shut-In Protections

1. Prevents Indefinite Lease Extensions: Clear time limits ensure your land doesn’t stay
tied up without production.

2. Encourages Timely Production: Higher payment rates motivate operators to produce
rather than delay.

3. Protects Land Value: Released acreage can be leased to other operators, maximizing
your returns.

4.6 Example Clause for Shut-In Royalties

Here is a sample clause you can include in your lease:

“Notwithstanding anything herein to the contrary, this lease may not be maintained in force
solely by payment of shut-in royalties for any single period exceeding two (2) consecutive years,
nor for a cumulative total of more than three (3) years over the life of the lease. Shut-in royalties
shall be paid annually in advance at a rate of $50 per acre for each acre held by this lease. A
well shall be deemed capable of production only if it is physically able to produce oil or gas in
paying quantities without further reworking, stimulation, or repairs.”

4.7 Key Takeaways

1. Limit the Time: Include a 2-year consecutive or 3-year cumulative limit on shut-in
payments.

2. Negotiate Higher Payments: Ensure shut-in royalties are at least $50-$100 per acre

annually.

Clarify Well Conditions: Define what constitutes a well “capable of production.”

4. Protect Your Property’s Value: Strong shut-in protections prevent operators from
holding your lease indefinitely.

w

‘ Next: Chapter 5 — Legal Descriptions and Avoiding Common Errors
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Chapter 5: Legal Descriptions and Avoiding
Common Errors

P>
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5.1 The Importance of Legal Descriptions

The legal description is the backbone of an oil and gas lease. It defines the exact boundaries of
the land being leased and ensures there are no disputes over ownership or acreage.

Why the Legal Description Matters

1. Determines Ownership: Confirms who owns the mineral rights and the specific land

involved.

Prevents Confusion: Avoids disputes over boundaries or acreage.

3. Ensures Lease Validity: Without a proper legal description, the lease may not meet
legal standards, leaving it open to challenge.

N
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5.2 Common Errors in Legal Descriptions

Tax Office Descriptions

Tax office records are not legally sufficient for use in an oil and gas lease. They are often vague
and lack the detail required to identify the property with certainty.

Example of an Invalid Tax Description:
“Tract 14, XYZ County”

Why It’s Invalid: This description lacks precision, making it impossible to determine the exact
boundaries of the property.

Improper Boundaries or Surveys

Errors in survey boundaries can lead to disputes over acreage or ownership. Ensure that the
description matches the deed on record and includes precise measurements.

Incorrect Names on the Lease

Leases must list all legal owners of the mineral estate, using the exact names from the deed. If
names are mismatched, the lease may be legally defective.

Example:

- Deed Name: "John A. Smith, Trustee of the Smith Family Trust"
- Lease Name: "John Smith"

Why It’s a Problem: The lease may not cover the intended ownership, leading to disputes or
challenges.
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5.3 Valid Legal Descriptions

Deed-Based Descriptions

A proper legal description will refer to recorded surveys, subdivisions, or metes and bounds
found in the property deed.

Example of a Valid Legal Description:
“All of Lot 3, Block 4, Smith Subdivision, recorded in Plat Book 12, Page 34, XYZ County,
Texas.”

Or (for rural property):

“A 100-acre tract situated in the John Doe Survey, Abstract No. 123, XYZ County, Texas, being
the same property conveyed to [Lessor's Name] by deed dated January 1, 1980, recorded in
Volume 200, Page 150 of the Official Records of XYZ County, Texas.”

Accurate Acreage

The description must include the exact acreage being leased. If the lessor owns a fractional
interest, the lease should reflect that proportion.

Example:

- If the lessor owns 50% of the minerals in a 100-acre tract, the lease covers 50 net
mineral acres.
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5.4 Key Steps for Verifying Legal Descriptions
1. Obtain a Copy of the Deed

- Verify that the legal description matches the property’s recorded deed.
2. Work with a Surveyor

- If boundaries are unclear, consider having a licensed surveyor prepare a plat to
avoid disputes.

3. Ensure Consistency

- Cross-check the description against all related documents, including tax records
and prior leases.

4. List All Owners

- Confirm that the names on the lease match the deed exactly.

5.5 The Landman’s Role in Legal Descriptions

Landmen often draft the lease and provide the legal description. However, their primary job is to
secure the best deal for the oil company, not the landowner.

Important Reminder:
Do not rely solely on the landman’s description. Always verify the legal description
independently to ensure accuracy.
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5.6 Checklist for Reviewing Legal Descriptions

Use this checklist to ensure the legal description in your lease is correct:

1.

Is the description based on the deed?
- Avoid using tax records or vague references.
Are boundaries clearly defined?
- Confirm the description uses surveys, metes and bounds, or recorded plats.
Is the acreage correct?
- Ensure the lease covers the accurate number of net mineral acres.
Do the names match the deed?
- Verify that all owners are properly listed with their full legal names.
Is the description consistent across documents?

- Cross-check with prior leases, deeds, and tax records for consistency.

5.7 Key Takeaways

N

Always use the deed-based legal description for accuracy.

Cross-check all names and acreage against the deed to avoid errors.

Never rely on tax records for legal descriptions—they are insufficient for oil and gas
leases.

Verify descriptions independently, even if provided by the landman or operator.

‘ Next: Chapter 6 — How Long Does This Lease Last?
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Chapter 6: How Long Does This Lease Last?

6.1 Introduction

One of the most common misconceptions about oil and gas leases is their duration. While
leases may appear to have a fixed term, many can last indefinitely if not carefully negotiated.
This chapter explains how lease terms work and the clauses you need to include to ensure the

lease doesn't outlive its purpose.

Land Identification Lease Agreement Extraction
P . N > N . B /. N 5
Negotiation Drilling and Exploration

—
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6.2 The Primary and Secondary Term

Primary Term

The primary term is a fixed period during which the operator has the right to explore for oil and
gas. If no drilling or production occurs during this time, the lease typically expires.

- Common Length: 3to 5 years.
- Landowner Tip: Keep the primary term as short as possible to encourage timely
development.

Secondary Term

The secondary term begins if the operator establishes production in paying quantities during
the primary term. Unlike the primary term, the secondary term can last as long as production
continues.

Potential Pitfall: Operators often maintain minimal production to hold the lease indefinitely.

6.3 The Problem with “Forever Leases”

How It Happens

Without proper clauses, a lease can remain active for decades—even if there is only minimal
production. For example, some of the oldest oil leases in East Texas, signed in the 1930s, are
still active today because operators have managed to maintain just enough production to
meet lease requirements.

Impact on Landowners

- Missed Opportunities: Non-productive land cannot be leased to other operators.
- Decreased Land Value: Prolonged lease terms can limit surface use and other potential
land developments.

/D
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6.4 Clauses to Limit Lease Duration

To protect your interests, include clauses that prevent the lease from lasting indefinitely:

1. Pugh Clause

A Pugh clause ensures that non-producing acreage or depths are released from the lease, as
discussed in Chapter 3.

- Horizontal Pugh Clause: Releases non-producing acreage.
- Vertical Pugh Clause: Releases non-producing depths.

Example:
“This lease shall terminate at the end of the primary term as to all lands not included in a
producing unit and as to all depths below the base of the deepest producing formation.”

2. Continuous Operations Clause

This clause requires the operator to maintain ongoing development after the primary term or
release unused acreage.

Key Provisions:

- Time Limit: Specify a maximum gap (e.g., 90—-180 days) between drilling or reworking
operations.

- Release of Non-Producing Acreage: Require the operator to release unused portions
of the lease if continuous operations cease.

Example Clause:
“If, at the end of the primary term, production or operations cease, the lease shall terminate
unless lessee resumes drilling or reworking operations within 90 days.”

3. Depth Severance Clause

This clause limits the lease to depths currently being produced.

Why It’s Important: Without a depth severance clause, the operator can hold rights to all
formations indefinitely, even those not yet explored.
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Example Clause:
“At the end of the primary term, all rights below the stratigraphic equivalent of 100 feet below the
deepest producing formation shall be released.”

4. Minimum Royalty Clause

A minimum royalty clause ensures that the lease cannot be held by minimal production. If
royalties fall below a specified amount, the operator must pay the difference or release the
lease.

Example:
“If annual royalties do not exceed $10,000, the lessee shall pay the difference as minimum
royalties or release the lease.”

6.5 Lessons from East Texas Leases

Historical Context

The East Texas Oil Boom of the 1930s led to many leases that are still active today. These
“forever leases” remain in force because they lack:

1. Pugh clauses.
2. Limits on continuous operations.
3. Depth severance provisions.

What Landowners Can Learn

Modern leases must include protective clauses to avoid repeating the mistakes of early
agreements.
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6.6 Checklist for Limiting Lease Duration

Use this checklist to review your lease:
1. Does the lease have a Pugh clause?
- Ensure both horizontal and vertical clauses are included.
2. Isthere a continuous operations clause?
- Specify a time limit for restarting operations after production ceases.
3. Does the lease include a depth severance clause?
- Protect non-producing formations from being indefinitely tied up.
4. Is there a minimum royalty clause?
- Prevent the lease from being held by minimal production.
5. Arethe primary and secondary terms clearly defined?

- Avoid ambiguous language that could extend the lease unnecessarily.

6.7 Key Takeaways

1. Primary Term: Limit the primary term to encourage timely development.

2. Secondary Term: Protect against indefinite leases with Pugh clauses, continuous
operations clauses, and depth severance provisions.

3. Historical Lessons: Avoid the pitfalls of long-lasting leases by negotiating strong
protective clauses.

4. Act Proactively: Review leases carefully and insist on clear, enforceable terms to
protect your property’s value.

‘ Next: Chapter 7 — Understanding the Landman’s Role
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Chapter 7: Understanding the Landman’s Role
-]

7.1 Who Is a Landman?

A landman is the oil company’s representative responsible for acquiring leases and managing
the company’s rights to explore and produce minerals. While landmen often present themselves
as friendly negotiators, it's essential to remember:

The Landman Works for the Oil Company

Their primary goal is to secure the best possible deal for the oil company—not for you. They
are skilled negotiators trained to minimize costs and maximize the operator’s interests.
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7.2 What Does a Landman Do?

1. Research Property Ownership

Landmen review county records to determine:

- Who owns the mineral rights.
- The number of acres owned by each party.
- Whether existing leases or encumbrances apply to the property.

2. Approach Landowners

Once ownership is verified, the landman contacts landowners to discuss leasing their property.

- Tactic: Landmen often emphasize the immediate financial benefits (bonus payments)
while downplaying long-term lease implications.

- Tip for Landowners: Don’t rush into signing. Ask for time to review the offer with legal
counsel.

3. Negotiate Lease Terms

Landmen are responsible for drafting the initial lease agreement and negotiating terms with
landowners.

- Tactic: They typically offer a “standard” lease, which is heavily favorable to the oil
company.

- Tip for Landowners: Understand that every term is negotiable, and you can request
changes to protect your interests.

4. Secure the Lease

Once an agreement is reached, the landman ensures the lease is signed, notarized, and
recorded. They may also deliver the bonus payment, often via a bank draft.

- Warning: Avoid accepting bank drafts without verifying payment terms—some allow the
oil company to cancel payment if issues arise.
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7.3 Common Tactics Used by Landmen

1. The “Standard Lease” Pitch

Landmen often claim the offered lease is a “standard” agreement used by everyone.
- Reality: There is no standard lease. Most leases are drafted to favor the oil company.

Tip: Insist on adding protective clauses like Pugh clauses, cost-free royalty clauses, and
limits on shut-in royalties.

2. Creating Urgency

Landmen may pressure you to sign quickly, suggesting that:

- The offer will expire soon.
- Other landowners in your area have already signed.

Tip: Never rush. Take your time to consult with an attorney and evaluate other offers.

3. Downplaying Future Production

Landmen may downplay long-term implications, such as:

- Deducting post-production costs from royalties.
- How clauses (or lack thereof) can hold your land indefinitely.

Tip: Ask for detailed explanations of royalty calculations, lease duration, and other key terms.
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4. Offering Generous Bonuses

Landmen often highlight the upfront bonus payment to distract from unfavorable long-term
terms.

Tip: Ensure the bonus amount is competitive, but prioritize royalty rates, lease protections, and
duration over the bonus.

7.4 Questions to Ask a Landman

When dealing with a landman, ask these critical questions:

What is the bonus payment per acre, and is it non-refundable?

What is the royalty percentage, and are deductions allowed?

What is the lease’s primary term, and does it include an option to extend?
Does the lease include a Pugh clause to release unused acreage?

How are shut-in royalties defined, and is there a time limit?

Can | add a depth severance clause?

ok wd~

Tip: Document all answers and follow up with legal counsel to verify and negotiate terms.

7.5 How to Level the Playing Field

1. Hire an Attorney

Working with an experienced oil and gas attorney is one of the best ways to protect your
interests.

- Attorneys can:
- Review the lease for unfavorable terms.
- Negotiate key protections (e.g., cost-free royalties, limits on shut-in payments).
- Ensure compliance with state regulations.
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2. Research Market Rates

Learn what other landowners in your area are receiving for:

- Bonus Payments: Know the per-acre average.
- Royalty Percentages: 1/5th (20%) or 1/4th (25%) is common in competitive areas.

Tip: Use public resources or hire a consultant to gather market data.

3. Stay Informed

Educate yourself about the key clauses and pitfalls of oil and gas leases. By understanding the
landman’s role, you can negotiate with confidence and avoid common traps.

7.6 Key Takeaways

1. The Landman Works for the Oil Company: Their job is to secure the best deal for their
employer, not for you.

2. Every Term Is Negotiable: Do not accept a “standard lease” without revisions.

3. Take Your Time: Avoid rushing into signing; consult an attorney before agreeing to any
terms.

4. Ask Questions: Gain clarity on bonus payments, royalties, lease duration, and
protective clauses.

5. Level the Playing Field: Hire an attorney, research market rates, and stay informed to
protect your interests.

- Next: Chapter 8 — The Producer’s 88 Lease and Why It Favors the
Developer

Page | 33



CHAPTER 8




I  Under the Surface: The Landowner’s Guide to Oil and Gas Lease Negotiations
Chapter 8: The Producer’s 88 Lease and Why It
Favors the Developer

OIL AND GAS LEASE AGREEMENT

This Oil and Gas Lease Agreement (the "Agreement") is entered into on

(the "Effective Date") by and between

, an individual having their usual place of living at

(the "Lessor"), and

, a company incorporated under the laws of the State of

, having its registered place of business at , duly

represented by (the "Lessee"), collectively

referred to as the "Parties" and individually as a "Party".
WHEREAS the Lessor has the legal rights to control the use and access to oil, gas,
and/or other minerals of specific property and desires to lease the subsurface rights for

the exploration, drilling, and production; and

8.1 Introduction to the Producer’s 88 Lease

The Producer’s 88 is one of the most widely used lease forms in the oil and gas industry. While
its name suggests a standard or neutral agreement, the truth is that the Producer’s 88 lease is
heavily skewed in favor of the oil and gas company (the lessee).

This chapter explores the origins of the Producer’s 88, its common clauses, and why
landowners must carefully review and negotiate its terms.
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8.2 What Is the Producer’s 88 Lease?

A Misleading Name

The term “Producer’s 88” does not refer to a single, standard lease. Instead, it is a generic
name for a variety of oil and gas lease forms commonly used by operators. These leases were
originally created by oil companies and later published by firms like Pound Printing.

- The structure and terms are designed to favor the lessee, providing maximum
flexibility to the operator while limiting protections for landowners.

Historical Context

The Producer’s 88 lease has been used since the early 1900s, but its terms have changed over
time to address new industry practices, such as pooling and horizontal drilling. Despite these
updates, the leases remain primarily developer-friendly.

8.3 Key Features of the Producer’s 88 Lease

1. Favorable Terms for the Operator

Producer’s 88 leases include clauses that allow the operator to:

- Hold leases indefinitely through minimal production or shut-in payments.
- Deduct post-production costs, reducing royalty payments to landowners.
- Use the land extensively without additional compensation to the surface owner.

2. Minimal Landowner Protections

The Producer’s 88 lacks essential clauses that protect landowners, such as:

- Pugh Clauses: Ensures unused acreage or depths are released.

- Shut-In Limits: Prevents indefinite holding of leases through nominal payments.

- Cost-Free Royalties: Prohibits deductions from royalty payments for post-production
costs.
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3. Broad Pooling Authority

Pooling clauses in Producer’s 88 leases are often vague or overbroad, giving operators
significant discretion to:

- Pool small portions of land and hold the entire lease.
- Create excessively large units, reducing the landowner’s share of production.

4. Ambiguous Royalty Language

Royalty provisions often use terms like “market value at the well” or “net proceeds”, which
allow operators to deduct post-production costs for transportation, processing, and marketing.

Impact on Landowners:
These deductions can significantly reduce royalty payments, leaving landowners with less than
they expected.

8.4 Why the Producer’s 88 Favors Developers

The Producer’s 88 lease prioritizes the oil company’s flexibility and cost-efficiency over the
landowner’s rights. Key clauses favoring developers include:

1. Loose Definitions: Terms like “paying quantities” and “force majeure” are defined
broadly, allowing operators to hold leases with minimal production or delays.

2. Pooling Without Consent: Operators can pool land without consulting the landowner,
often to the detriment of royalty calculations.

3. Operator’s Surface Rights: The lessee often retains broad rights to use the surface for
drilling, infrastructure, and storage without compensating the landowner.

4. Minimal Oversight: The lease includes no requirements for transparency in royalty
calculations or production data.
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8.5 Shortcomings of the Producer’s 88

While the Producer’s 88 is commonly presented as a starting point for negotiations, it includes
several shortcomings that landowners must address.

1. No Protection for Non-Producing Acreage

Without a Pugh clause, the lease allows operators to hold all leased acreage—even portions
that are not pooled or producing. This prevents landowners from leasing unused portions of
their property to other operators.

2. Unlimited Shut-In Payments

Producer’s 88 leases often allow operators to hold a lease indefinitely by paying nominal shut-in
royalties. These payments can keep the lease in force for years without actual production,
reducing the landowner’s opportunity for income.

3. Ambiguity in Royalty Calculations

The royalty language often lacks clarity, enabling operators to:

- Deduct post-production costs from royalty payments.
- Base payments on the operator’s contracts with affiliates, potentially undervaluing
production.

4. Overbroad Pooling Clauses

Pooling clauses in the Producer’s 88 typically give the operator excessive control, allowing them
to:

- Combine small portions of leased land with large tracts, diluting the landowner’s royalty
share.

- Form units that exceed the standard sizes for oil or gas wells, reducing overall efficiency
for landowners.
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5. No Limit on Depths or Operations

Producer’s 88 leases often allow operators to hold rights to all formations indefinitely, even if
only one formation is producing. This restricts the landowner’s ability to lease deeper or
shallower formations to other operators.

6. Surface Use Without Compensation

The lease typically grants the operator unrestricted access to the surface for drilling, roads, and
pipelines without requiring compensation for damages or loss of use.

8.6 The Landowner’s Role

While the Producer’s 88 is a common starting point, landowners should never accept it without
revisions. To address its shortcomings, landowners must:

- Work with an attorney to negotiate essential clauses like Pugh clauses, shut-in limits,
and cost-free royalties.

- Demand clear, specific language in royalty provisions, pooling clauses, and depth
limitations.

- Insist on fair compensation for surface use and damages.

Important Reminder: Every clause is negotiable, and you are not obligated to accept the terms
as presented.

8.7 Key Takeaways

1. The Producer’s 88 lease heavily favors developers, with minimal protections for
landowners.
2. Common shortcomings include:
- Lack of Pugh clauses to release non-producing acreage.
- Broad pooling authority that dilutes royalty shares.
- Ambiguous royalty language allowing deductions for post-production costs.
3. Landowners must review and negotiate the lease to address its flaws and protect their
interests.
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‘ Next: Chapter 9 — Building Your Lease Review Checklist
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Chapter 9: Building Your Lease Review Checklist

9.1 Why Use a Checklist?

:

Negotiating an oil and gas lease involves understanding complex terms and identifying clauses
that impact your financial and legal rights. A lease review checklist simplifies this process by

ensuring that you:

1. Cover All Key Terms: Avoid overlooking critical provisions.
2. Identify Red Flags: Spot terms that heavily favor the lessee.

3. Neiotiate Protections: Advocate for clauses that safeiuard iour interests.
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9.2 The Essential Lease Review Checklist

1. Verify Property Ownership and Legal Description

Accurate Legal Description: Ensure the lease references the deed-based legal
description, not tax office records.

Owner Names: Confirm that all property owners are listed with their full legal names, as
shown on the deed.

Net Mineral Acres: Verify the exact acreage covered by the lease.

2. Understand the Lease Duration

Primary Term: Limit to 3-5 years to encourage timely drilling.

Secondary Term: Ensure production in paying quantities is required to extend the
lease.

Pugh Clause: Include horizontal and vertical Pugh clauses to release unused acreage
and depths.

Continuous Operations Clause: Require timely drilling or reworking to maintain the
lease.

3. Analyze Bonus Payments and Royalties

Bonus Payment: Confirm the amount per acre and ensure it is non-refundable.
Royalty Percentage: Verify the rate (e.g., 1/5th or 1/4th) and compare it to local market
terms.

Cost-Free Royalty Clause: Ensure royalties are calculated based on gross proceeds,
with no deductions for post-production costs.

4. Evaluate Pooling and Unitization Clauses

Pooling Approval: Require your consent before pooling your acreage.
Unit Size Limits: Limit pooling to reasonable sizes (e.g., 160 acres for oil wells, 640
acres for gas wells).
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5. Protect Against Indefinite Lease Extensions

Shut-In Royalties: Limit shut-in payments to 2 consecutive years or 3 years cumulative
over the life of the lease.

Minimum Royalties: Include a clause requiring a minimum annual royalty payment to
prevent holding leases with minimal production.

Depth Severance Clause: Ensure unused depths are released at the end of the primary
term.

6. Clarify Royalty Payment Terms

Timely Payments: Specify deadlines for royalty payments (e.g., within 60 days of
production).
Interest on Late Payments: Require interest on overdue royalties.

Transparency: Demand access to production and sales records to verify royalty
calculations.

7. Surface Use Protections

Compensation for Damages: Include provisions for reimbursing surface damages to
crops, water, and infrastructure.

Restrictions on Surface Use: Specify areas where drilling, roads, or pipelines are
prohibited.

Water Rights: Prohibit the operator from using your freshwater supplies without
consent.

8. Limit the Operator’s Assignment Rights

Consent for Assignments: Require your written approval for transferring lease rights to
another company.

Lessee Liability: Ensure the original lessee remains liable for all obligations, even after
assigning the lease.
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9. Address Environmental and Liability Concerns

Well Plugging: Include a requirement for well plugging and site restoration after the
lease ends.

Surface Restoration: Specify that the operator must restore the land to its original
condition.

Indemnity Clause: Protect yourself from liability for accidents or spills caused by the
lessee’s operations.

9.3 Common Red Flags to Watch For

Ambiguous Terms: Avoid clauses with vague or undefined language, such as “market
value at the well” or “reasonable use of the surface.”

No Pugh Clause: Without this, non-producing acreage can remain tied up indefinitely.
Broad Pooling Authority: Prevent the operator from pooling your land without limits or
your approval.

Unlimited Shut-In Payments: Ensure shut-in royalty clauses include clear time limits.

9.4 Final Tips for Using the Checklist

1.

Work with Professionals: Hire an experienced oil and gas attorney to review the lease
and help negotiate terms.

Research Local Terms: Compare bonus payments, royalty percentages, and lease
terms with other landowners in your area.

Ask Questions: Clarify any term or clause that seems ambiguous or overly favorable to
the operator.

Take Your Time: Never feel pressured to sign quickly—your property is a long-term
asset that deserves careful consideration.
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9.5 Key Takeaways

1. Athorough lease review ensures you understand and protect your financial and legal
rights.

2. Use the checklist to evaluate property descriptions, lease duration, royalties, surface
use, and other critical terms.

3. Identify and negotiate clauses to address red flags, such as unlimited pooling or
ambiguous royalty calculations.

4. Work with professionals to ensure the lease is tailored to your specific needs and

property.

‘ Next: Chapter 10 — Conclusion and Final Thoughts
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Chapter 10: Conclusion and Final Thoughts

FINAL
THOUGHTS

o l

10.1 Understanding the Power of Knowledge

Navigating the complexities of oil and gas lease negotiations can feel overwhelming, especially
when faced with seasoned landmen and legal jargon. However, armed with the knowledge from
this guide, you now have the tools to:

- Recognize the critical clauses and terms in a lease.
- Spot and address red flags that could lock you into unfair agreements.
- Negotiate from a position of strength to protect your financial and legal interests.
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Key Takeaway: Your property is a long-term asset, and understanding how to manage it
through thoughtful lease negotiations is essential to preserving its value for generations.

10.2 The Long-Term Impact of a Well-Negotiated Lease

An oil and gas lease is more than a short-term contract—it can shape the future of your land
and financial well-being for decades. By taking the time to negotiate fair terms, you:

Maximize Financial Returns: Secure competitive bonus payments and cost-free royalty
clauses to maximize your income.

Protect Your Land: Add surface use protections and environmental safeguards to
minimize disruption and damage.

Ensure Flexibility: Use Pugh clauses and depth severance provisions to keep unused
portions of your property available for future opportunities.

10.3 Common Pitfalls to Avoid

As you move forward, keep these pitfalls in mind to ensure a smooth negotiation process:

1.

Rushing the Process: Don't let pressure from a landman force you into signing a lease
prematurely. Take your time to review and consult with professionals.

Ignoring Ambiguous Clauses: Vague terms can lead to future disputes. Always clarify
language related to royalties, production timelines, and property usage.

Focusing Only on Bonuses: While bonus payments are important, prioritize long-term
considerations like royalty rates and lease duration.
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10.4 Key Steps Before Signing a Lease

1. Understand Your Property Rights: Verify ownership and legal descriptions to ensure
the lease accurately reflects your property.

2. Review the Lease Thoroughly: Use the checklist from Chapter 9 to evaluate every key
term.

3. Consult Professionals: Hire an experienced oil and gas attorney to negotiate terms
and add protections.

4. Research Market Terms: Know the typical bonus payments, royalty rates, and lease
clauses for your area.

5. Negotiate for Fair Protections: Don’t hesitate to demand Pugh clauses, cost-free
royalties, and limits on shut-in royalties.

10.5 Moving Forward with Confidence

The oil and gas industry thrives on partnerships between operators and landowners. By
equipping yourself with knowledge and being proactive in negotiations, you can forge a lease
agreement that benefits both parties.

Remember:

- Every lease term is negotiable.

- Your property’s value and potential should not be undervalued or tied up indefinitely.

- Protecting your rights today ensures that your land remains an asset for future
generations.

10.6 Additional Resources

To further assist you, explore these helpful resources:

- State Agencies: Contact your state’s oil and gas regulatory agency for guidance and
support.

- Landowner Associations: Join organizations like the National Association of Royalty
Owners (NARO) or state-specific groups to learn from fellow landowners.

- Legal and Professional Advisors: Work with trusted professionals who specialize in
mineral rights and oil and gas leases.

/D

Page | 46



I  Under the Surface: The Landowner’s Guide to Oil and Gas Lease Negotiations

10.7 Final Words of Advice

Negotiating an oil and gas lease is both an opportunity and a responsibility. With the information
in this guide, you have a roadmap to safeguard your property, maximize your returns, and
ensure a fair deal.

Take your time, ask questions, and never settle for less than what your land deserves.

Thank you for trusting this guide to assist in your journey. Best of luck with your
negotiations!
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