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I. INTRODUCTION

In the past landowners had very little to say about the oil and
gas leases they executed. Generally, the lessor's input was re-
stricted to covenants regarding the use of the surface while the
lessee was drilling, insertion of some type of release of nonproduc-
tive acreage, and express covenants dealing with drainage or uni-
form development. These agreements were generally typed at the
end of the lease or added by a separate sheet of paper. Often they
conflicted with lease terms on the printed form or contained con-
fused wording which led to different interpretations. The enor-
mous increase in the price of hydrocarbon products has engen-
dered a corresponding increase in lease acquisition and drilling
activity and in competition for acreage. Many lessors now find that
they cannot only collect bonuses at premium rates, but that they
are in the rather unique position of being able to dictate many of
the terms of the oil and gas leases they execute. In order to seize
upon this opportunity, the lawyer representing such a royalty or
mineral owner should be aware of the many options available to
his or her client that go beyond traditional lease terms. This Arti-
cle discusses lease terms that benefit the lessor, some old and some
new, but all of which are made possible by the current economics
in the field of oil and gas. Of course, the usual caveat pertaining to
forms is applicable. No competent lawyer practices law strictly
from forms. However, the forms contained in this Article and the
notes that go along with them embody ideas and terminology for-
mulated from many sessions of negotiations and many draftings of
instruments, and it is these ideas, stated in the format provided in
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this Article, which will be of assistance to the lawyer representing
the landowner with minerals to lease.

II. DECISION TO LEASE

Before deciding how to approach the negotiation and promul-
gation of the lease, the mineral owner must arrive at a more basic
determination: How may the minerals best be utilized? For exam-
ple, a person owning a very large tract of land may wish to lease it
by "checkerboard," that is, by giving leases on alternating sections
or quarter sections. By reserving the right to inspect the drilling
and geological data accumulated by the lessee, the lessor will be
able to drill his or her own wells and offset the lessee's production
at far less risk. On the other hand, if the owner has an undivided
mineral interest totaling a small number of net mineral acres in a
large tract and it seems certain that the lessee has or will acquire
the remainder of the acreage, that owner may refuse to lease and
later share in production to the full extent of his or her fractional
interest rather than upon a royalty percentage. Such full share by
the mineral owner will commence upon recoupment by the lessee
of its cost of drilling, completing, and equipping the well or wells
involved. An alternative to "checkerboarding" or "holding out"
may be an agreement to a bonus plus back-in working interest af-
ter recoupment of costs by lessee, in lieu of royalty, or participa-
tion by the mineral owner in development of the mineral estate
from the outset. In most instances the alternatives set out above
will not be feasible or attractive to the mineral owner, and he or
she will simply want to lease. If one assumes the latter to be true,
the negotiations will commence with the two most important
items-bonus and royalty.

III. BONUS AND ROYALTY

A bonus is a cash payment made by the lessee to the lessor as
consideration for the execution and delivery of an oil and gas lease.
Royalty is the mineral owner's share of production free of ex-
penses, which is generally paid in dollars, although sometimes in
kind, from month to month.

A. Factors Affecting Amount of Bonus and Royalty

The negotiation of bonus and royalty is affected by numerous
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factors, such as the bonus and royalty being paid in the vicinity for
similar acreage, whether or not this is wildcat or proven acreage,
new discoveries in the geographical area under consideration, and
tax consequences. The negotiating parties should know or find out
what is occuring in the oil patch and try to determine why the
lessee wants this acreage. Is it for a wildcat or offset well? Is it to
complete a block or unit for drilling? Is it for the party negotiating
the lease or an undisclosed principal? What are other lessors in the
area receiving? Remember that the overriding royalty is becoming
a thing of the past in many areas and that an independent broker's
profit comes from the sale of the lease over and above its purchase
price. For this reason, there may be no leeway in the royalty of-
fered. Also, keep in mind the psychology of negotiation in this par-
ticular arena. Normally, the lessee prefers to pay a higher bonus
for a lower royalty; the lessor will generally accept a lower royalty
for a higher bonus check lying on the table. However, a royalty
may be far more valuable than a bonus in the long run. If negotia-
tion results in a higher royalty and a lower bonus than initially
offered, the lessor is essentially gambling with the lessee on pro-
duction. Finally, one very important aspect affecting the negotia-
tions is the tax consequence to the lessor. Bonuses constitute ordi-
nary income. The tax bracket of the lessor will affect bonus-royalty
leverage and should be discussed with the client prior to
negotiations.'

B. Deferred and Installment Bonuses

For tax reasons, the lessor may wish to defer collection of the
bonus until a subsequent year or to collect the bonus in install-
ments. A bonus is generally treated as taxable income in the year
in which the oil and gas lease is executed and the lessee becomes
liable to pay it. Deferred bonus payable in lump-sum or install-
ments avoids this rule only if the requirements of the Internal
Revenue Service are met. The following is a synopsis of these re-
quirements. Taxpayers who receive an installment bonus contract
must include its value in their gross income for the year in which
the lease is executed if the obligation is transferable or readily sal-

1. See generally F. BURKE & R. BOWHAY, INCOME TAXATION OF NATURAL RESOURCES
4.08, at 409 (1979); L. FisKE, FEDERAL TAXATION OF OIL AND GAS TRANSACTIONS § 2.07, at 2-
12 (1981).

[Vol. 13:14011404



DRAFTING OIL AND GAS LEASES

able. The same rule would seem to apply if the bonus can be
pledged, anticipated, or used as collateral. The reportable income
is the market value of the installment or deferred bonus
obligation.2

An agreement for deferred or installment bonus should in-
clude the following elements: (1) The names of the parties, (2) the
description of the oil and gas lease and acreage, (3) the amount of
bonus and the date of payment, and (4) the restrictions on
salability.

The following is an example of the necessary provisions in a
bonus deferment agreement:

1. As a part of the consideration for the execution and deliv-
ery of the oil and gas lease described above, Lessee agrees to pay
Lessor[s] a bonus of $100.00 per acre [prorated to Lessors' undi-
vided interests in the leased premises]. The bonus shall be pay-
able [on January 31, 1983] [in equal, annual installments of
$-, with the first payment due on January 31, 1983, the sec-
ond payment due on January 31, 1984, and the third payment
due on January 31, 1985].

2. The obligation on the part of the Lessee to make the pay-
ment described above shall be unconditional and shall be in addi-
tion to those obligations specified in the oil and gas lease de-
scribed above, and no relinquishment, abandonment, waiver or
release of said oil and gas lease shall alter the obligation of the
Lessee to make the payments called for by this agreement.

3. The payments set out above shall not become payable and
shall not be paid until [each] [the] date called for above. The
right on the part of Lessor to receive the installments described
above cannot be transferred by Lessor other than by will or by
the laws of descent and distribution of the State of Texas, and
[each Lessor's proportionate part of] such bonus shall be receiva-
ble only by the Lessor, or his [her] heirs. The right of [each] Les-
sor to receive [a proportionate part of] the bonus shall not be
subject to sale, assignment or gift, or be subject to any claim of
any creditor; nor subject to attachment, garnishment or other le-
gal or equitable process by or on behalf of any creditor of Lessor;
and shall not in anywise be liable or subject to the debts, con-
tracts, liabilities, engagements or torts of Lessor. The right to re-
ceive the bonus payment described above may not be pledged,
mortgaged, hypothecated or otherwise encumbered by Lessor and

2. Rev. Rul. 68-606, 1968-2 C.B. 42.
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any attempt to do so shall be void.
4. This agreement shall be binding upon the heirs, successors

and assigns of the parties.

C. Collection of Bonuses

The usual manner of payment of a bonus, other than deferred
or installment bonuses, is by sight draft. This gives the lessee an
opportunity to examine the title before the bonus is collected by
the lessor. The virtual explosion of exploration and production has
engendered a proliferation in the oil patch of both shady charac-
ters and small companies of limited financial ability. When utiliz-
ing an installment bonus agreement, it is wise to require an accom-
panying irrevocable letter of credit to secure the bonus payments.'
There is one caveat, however: the irrevocable letter of credit should
state on its face that it is nontransferable; otherwise, it should be
in a customary, legally enforceable form.

IV. THE LEASE

There are as many forms of the "Producers' 88"" lease as there
are stationery stores in Texas and Oklahoma. Regardless of the
form used, the lessee will probably be comfortable with it and will
want to use it. All other things being equal, the deal may not be
made if the lessee cannot use his own lease form. This leaves two
choices: line out offending provisions and interline necessary addi-
tions or insist on a custom-drawn instrument at the risk of termi-
nating the negotiations. Again, psychology plays a role; how
strongly does your client want to lease, and how badly does the
other side want the acreage? In particular, does your client need
that bonus check lying on the table? On the other hand, is the
lessee trying to complete a block of acreage? Is the acreage in-
volved within a proven field, near a new discovery, or in a wildcat
area? Finally, are you and the broker friendly with each other and
able to communicate, and is the broker capable of being persuaded
that your lease form will be acceptable to his or her principal? All

3. For the form of the letter, see Republic Nat'l Bank v. Northwest Nat'l Bank, 578
S.W.2d 109, 111 (Tex. 1978).

4. An interesting history of the term can be found in the following article: Moses, The
Evolution and Development of the Oil and Gas Lease, in Sw. LEGAL FOUNDATION 2D INST.
ON OIL & GAS LAW & TAX. 1, 27 (1951).
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of these factors have a bearing on whether your client signs a
printed form or a custom-drawn lease. Even if the lease is prepared
especially for the occasion, it must nevertheless protect the lessee
as well as the lessor. There are certain provisions, though hoary
with age, that are absolutely relevant today. 5 Using these provi-
sions and the lease form proposed to your client, it is possible to
draw a lease that reflects your lessor's enhanced bargaining power
in the current market. The following contractual provisions might
be appropriate to your negotiations.

A. Generally

1. Effective Date

The effective date of the lease should be set out as the first
substantive item of information, because the term of the lease and
rental payments are predicated upon the effective date of the lease:

THIS AGREEMENT, entered into and effective the - day of
, 19-, between , Lessor, and ,

Lessee;
WITNESSETH:

2. Granting Clause

This clause ordinarily recites consideration and lets the lands
for certain purposes,' including exploration and production of oil
and gas:

Lessor, in consideration of the sum of TEN AND NO/100 DOL-
LARS ($10.00) in hand paid, of the royalties herein provided and
the agreements of Lessee herein contained, hereby GRANTS,
LEASES and LETS exclusively unto Lessee for the purposes of
investigating, exploring, prospecting, drilling, mining for and pro-
ducing oil and hydrocarbon gas, conducting exploration, geologic
and geophysical surveys by seismograph, core test, gravity and
magnetic methods, or by injecting gas, water, and other fluids,
and air, into subsurface strata [laying pipelines, building tanks,

5. A good primer on various clauses of the oil and gas lease, both their development
and present applicability, can be found in Sw. LEGAL FOUNDATION 2D INST. ON OIL & GAS
LAW & TAX. (1951). Additionally, other examples of oil and gas leases and various forms of
particular clauses can be found in the seven-volume set E. KUNTZ, OIL AND GAS (1962), and
6, 7 WEST'S TEXAS FORMS, MINERALS, OIL AND GAS (1977).



TEXAS TECH LAW REVIEW

power stations, telephone lines, and other structures thereon to
produce, save, take care of, treat, transport and own said prod-
ucts,] . . .

Note that the bonus consideration is not specified. Many lessors do
not want the amount they received as bonus made public when the
lease is recorded. The portion of the granting clause in brackets
should be omitted if the lessor has no interest in the surface estate.

3. Property Description

The lease continues:

the following described land in County, Texas, to wit:
[Add a legally enforceable property description, that is, one which
is not in violation of the statute of frauds.]

If the lessor owns an undivided interest in the minerals in the
tract described, a limitation on warranty of title should be inserted
in the warranty clause.

Never include in the same lease the lessor's tract with other
lands owned by other lessors. Production of oil on another tract
will not only hold the lessor's acreage by production and reduce his
or her share of royalty, but it may also affect the lessee's obliga-
tions to reasonably develop the premises and prevent drainage. If
the lessee needs more acreage than the subject tract for production
of gas, the lessee may be protected by including a pooling provision
limited to gas and requiring that the entire leased premises be in-
cluded within the pooled unit.

4. Acreage

Rental, shut-in payments, and royalty are calculated on the
lessor's undivided interest in the number of acres leased. If the
term of the lease is less than one year or the lease is a "paid-up"
lease in which the bonus covers rental payments, the ordinary
acreage clause mentioning rental may not be appropriate and may
actually be confusing or ambiguous. A clause which may be used in
all situations is:

6. See part IV.A.9., at 1425-26.
7. French v. George, 159 S.W.2d 566 (Tex. Civ. App.-Amarillo 1942, writ ref'd).
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For the purpose of calculating any payments hereinafter provided
for which are based on acreage, said land is estimated to comprise

- acres, whether it actually comprises more or less.

5. Term

The term, as extended by production, is stated:

Subject to the other provisions herein contained, this lease shall
be for a primary term of - years from this date, and for so long
thereafter as oil or gas is produced from the lands described
herein.

The word "produced" means produced in paying quantities.' Some
lessees insist on an additional clause defining the secondary term:

for so long thereafter as oil or gas is produced from the lands
described herein, or as long thereafter as Lessee shall conduct
drilling or reworking operations thereon with no cessation of more
than - consecutive days until production results, and if produc-
tion results, for so long thereafter as oil or gas is produced.

If drilling operations are being conducted on the day that the pri-
mary term of the lease expires, the provision quoted above gives
the lessee the right to continue those operations until it reaches a
dry hole or production. However, later, during the secondary term
of the lease, production may cease, and the lessee will want the
right to commence drilling or reworking operations within a given
period of time, usually sixty to ninety days. If the lessor agrees to
give this right, then a second drilling or reworking clause with a
specific deadline for commencement of operations should be in-
cluded within the lease. Otherwise, the courts have held that upon
a temporary cessation of production during the secondary term of
the lease, the lessee has a "reasonable" amount of time in which to
commence drilling or reworking operations before the lease termi-
nates.9 It is better for the lessor to expressly allow the lessee a
sixty- or ninety-day reworking period rather than to allow the
lessee a "reasonable" amount of time to drill or rework. A concise
drilling or reworking clause for use in the secondary term is as
follows:

8. E. BROWN, THE LAW OF OIL AND GAS LEASES § 5.02 (1973).
9. See Samano v. Sun Oil Co., 621 S.W.2d 580 (Tex. 1981).
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If this lease is continued into the secondary term by production,
which thereafter ceases for any reason, this lease shall not termi-
nate if Lessee commences operations for drilling or reworking
within 60 days after the cessation of such production, and the
lease shall remain in force and effect for so long thereafter as
Lessee shall conduct drilling or reworking operations with no ces-
sation of more than 60 consecutive days until production results,
and if production results, for so long thereafter as oil or gas is
produced.

a. Release of Nonproductive Acreage

Formations not producing at the expiration of the primary
term should be released. The question is whether the lessee will
agree to release nonproducing formations behind pipe. Depending
upon how the negotiations go, the following provisions to the para-
graph on term may be utilized:

It is expressly agreed that this lease shall terminate [at] [_
years from the date of] the expiration of the primary term as to
all nonproducing zones, strata, or horizons more than thirty feet
[above or] below the lowest zone, stratum or horizon from which
oil or gas is being produced at that time, and shall also terminate
at that time as to all horizontal acreage in any zone, stratum or
horizon not included within a proration unit or other area of hori-
zontal acreage properly designated under the applicable statutes,
rules or regulations of the appropriate state oil and gas regulatory
agency and allocated to a producing well, unless Lessee is pres-
ently engaged in drilling, redrilling or reworking operations into
or in any such nonproducing zone, stratum or horizon, or horizon-
tal acreage composing a unit therein, and in that event, this lease
shall not terminate as to such zone, stratum or horizon, or hori-
zontal acreage composing a unit therein, until the completion of
such operations by Lessee without having obtained production of
oil or gas in paying quantities. After the expiration of the primary
term, should any well cease to produce oil or gas in paying quan-
tities, this lease shall terminate as to the acreage allocated to such
well if, as to such acreage, this lease is not otherwise maintained
in force by virtue of any other applicable provision of this lease.
Upon termination of this lease as to any zone, stratum or horizon,
or acreage within any such zone, stratum or horizon, Lessee shall
promptly furnish to Lessor upon Lessor's demand a written re-
lease accurately describing the terminated portion of the leased
premises, suitable for filing of record.

[Vol. 13:14011410
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b. Term When Drilling Program Involved

If the lease contemplates a drilling program, the term may be
stated differently:

This lease shall have a primary term coexistent with the Lessee's
compliance with the continuous development obligations herein-
after imposed upon it, and each well completed pursuant to the
drilling program shall support and maintain a separate leasehold
estate under this leasing instrument for so long as oil or gas is
produced in paying quantities or each separate leasehold estate is
otherwise maintained under the provisions of this agreement.
Should any well completed by Lessee cease to produce oil or gas
in paying quantities, the separate leasehold estate covering that
well and the acreage allocated to it pursuant to the drilling pro-
gram, shall terminate unless otherwise maintained in force by vir-
tue of any other applicable provisions of this lease, and upon ter-
mination, the Lessee shall promptly furnish to Lessor, upon
Lessor's demand, a written release accurately describing the
leased premises, suitable for filing of record.

6. Royalty

Most oil and gas leases give the lessor a fractional share of oil
production and provide that the lessee may purchase royalty oil
from time to time from the lessor at market price. As a practical
matter, very few lessors take oil in-kind and sell it themselves. Gas,
including casinghead gas, is another matter. The lessor may have a
distinct need for natural gas for irrigation or other agricultural use,
and it is important to bargain hard for in-kind gas royalty in that
circumstance. The lessor may also want to contract its royalty
share of natural gas on its own or sell its royalty share of casing-
head gas by processing agreement or casinghead-gas sales contract.
The lessee will probably commit the gas to a purchaser by con-
tract, and the lease must protect the lessor's right to take royalty
in-kind from time to time. If the lessor desires royalty gas in-kind
in lieu of money payments, whether for agricultural use or other-
wise, devise a way to protect this contractual right when the lessee
contracts gas for sale to a purchaser. Keep in mind that gas pro-
duced from the leased premises may be committed by contract to
interstate commerce. This possibility brings into play the rule
enunciated in Jicarilla Apache Tribe v. Federal Energy Regula-
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tory Commission."0 It was held in that case that where the entire
production from the leased premises was committed to interstate
commerce, the lessor could not withdraw its royalty share of gas
for its own use."

Royalty also may be payable from the proceeds of the sale of
the product, or it may be payable on the basis of the market value
of the product at the well. If gas is partially deregulated in the
future, the lessee may see the market value of gas escalate dramat-
ically, while he is receiving royalty based on proceeds flowing from
a gas purchase contract that does not preserve for him the in-
crease. Before negotiating for a proceeds or market value royalty
provision, consider carefully Exxon Corp. v. Middleton,' First Na-
tional Bank v. Exxon Corp.,'3 and Kingery v. Continental Oil
Co."' One solution, provided by example below, is to provide for a
proceeds type royalty for a number of years, convertible to a mar-
ket value royalty thereafter.

Another factor to consider, especially in a lease covering a
proven field, is escalating royalty. In some instances it is possible
to bargain for an initial royalty to escalate to a higher fraction
upon recoupment by the lessee of certain costs. Again, remember
that the lessor may want to take gas in-kind as royalty, and provi-
sions protecting his or her right to do so should also be included
within the escalating royalty situation.

The clauses that follow are alternatives designed to accom-
plish the objectives discussed above. They may appear confusing at
first, but they are in an order that will allow an attorney to pick
and choose the very best royalty features that derive from the
negotiation.

The Royalties to be paid by Lessee are:

a. Oil-Standard Clause
On oil, _. of that produced and saved from said land, the
same to be delivered at the wells or to the credit of Lessor into
the pipeline to which the wells may be connected. Lessee may
from time to time purchase any royalty oil in its possession, pay-

10. 578 F.2d 289 (10th Cir. 1978).
11. Id. at 291.
12. 613 S.W.2d 240 (Tex. 1981).
13. 597 S.W.2d 783 (Tex. Civ. App.-E Paso 1980), afl'd, 622 S.W.2d 80 (Tex. 1981).
14. 626 F.2d 1261 (5th Cir. 1980).
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ing the market price therefor prevailing for the field where pro-
duced on the date of purchase.

b. Gas-Market Value and Proceeds
Variations

(1) Gas-Standard Clause6

On gas, including casinghead gas or other gaseous substances pro-
duced from said land and sold or used off the leased premises, the
market value at the well of _/_ of the gas sold or used; pro-
vided, that on gas sold on the leased premises the royalty shall be

/ of the amount realized from such sale.

(2) Gas-Alternative Clause: Straight
Market Value

On gas, including casinghead gas or other gaseous substances
produced from said land, the market value at the well of
of the gas sold or used.

(3) Gas-Alternative Clause: Straight
Proceeds 6

On gas, including casinghead gas or other gaseous substances
produced from said land, /. of the proceeds received by
Lessee from the sale thereof[.]

(a) Gas-Proceeds to Convert to
Market Value After - Years
(Use with b(3) only.)

for a period of - years, and thereafter the market value at the
well of /_ of the gas sold or used.

(b) Gas-Proceeds to Convert to
Market Value Upon Contin-
gency (Use with b(3) only.)

provided, should any sale of gas, including casinghead gas or
other gaseous substances produced from said land, be made at the
tailgate of a manufacturing or processing plant, or should Lessee
use a portion of the gas in any other manner other than for drill-
ing and reworking operations, and other common, usual and ordi-
nary leasehold operations, or should the sale be part of a recipro-
cal sale between Lessee and third parties involving more than the

15. Most older "88s" use this clause.
16. Many form leases now incorporate this clause.
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lands described hereinabove, or between related entities, then in
such event Lessor shall immediately be entitled to royalty based
on -/- of the market value at the well of gas, including casing-
head gas or other gaseous substances produced from the leased
premises.

c. Gas-Alternative Clause-Gas In-Kind"
(Use in lieu of b through b(3)(b).)

On gas, including casinghead gas or other gaseous substances pro-
duced and saved from said lands, -/- of that produced and
saved, delivered to Lessor or to a pipeline of Lessor's choice at a
point on the land hereby leased or pooled herewith, if pooling is
expressly allowed herein, and downstream of any field separator,
delivery and connections for delivery of Lessor's gas to be at Les-
sor's expense and risk and of industry accepted standards to be
approved by Lessee.

(1) Gas-In-Kind Royalty Defined
Lessor's share of gas shall be designated "royalty gas" and Lessor
shall have the right to take, receive and dispose of all or any part
of royalty gas at any time and from time to time, by sale by con-
tract to a purchaser of its choice or by use, for irrigation, or other
agricultural purpose.

(2) Gas-Royalty on Gas Not Taken
As to such _/_ royalty gas not delivered to and taken by Les-
sor from time to time, the royalty thereon shall be -/ of the
(Use (a), (b), or (c) below)

(a) Gas-In-Kind Royalty Based on
Market Value and Proceeds

market value at the well of gas sold or used off the leased prem-
ises; provided that on gas sold on the leased premises the royalty
shall be _/_ of the amount realized from such sale.

(b) Gas-In-Kind Royalty Based on
Straight Proceeds

proceeds received by Lessee from the sale thereof.
(c) Gas-In-Kind Royalty Based on

Straight Market Value
market value at the well of the gas sold or used.

17. Instead of using a gas in-kind royalty clause, the lessor may simply want gas for
irrigation. In that event, use one of the clauses in b through b(3)(b) and follow with f(1).
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(3) Gas-In-Kind Royalty: Volume of
Gas's

The volume of royalty gas to be delivered to Lessor hereunder
will be that proportion of the / royalty gas owned by Lessor
plus any proportion of the _/ royalty gas owned by parties
other than the Lessor and which other parties so direct Lessee to
deliver to Lessor.

(4) Gas-In-Kind Royalty: Balancing

In the event Lessor should take or cause to be taken any, up to all
of its royalty share of gas produced, saved and attributable to the
leased premises, the parties agree they will enter into an appro-
priate gas balancing agreement.

(5) Gas-In-Kind Royalty: No Obliga-
tion to Produce"

Without change of any obligations of Lessee otherwise incident to
this lease, Lessee shall not be obligated to produce gas from a
well or wells on or attributable to the leased premises solely to
supply royalty gas to Lessor, nor shall Lessee be obligated to
compress gas so as to deliver Lessor's royalty gas to Lessor or per-
sons or entities taking such royalty gas through Lessor.

(6) Gas-In-Kind Royalty: Connection
Clause

Lessor shall make connection to Lessee's gas line at a point to be
designated by Lessee, and any connection shall be under the di-
rect supervision of Lessee or the purchaser of Lessee's gas or any
other designee of Lessee.

(7) Gas-In-Kind Royalty: Costs Clause

Lessor shall be responsible for all costs incurred in making the
connection to Lessee's gas line, including labor, pipeline, regula-
tors, and any other necessary equipment, which equipment shall
first be approved by Lessee or its designee, but Lessee's approval
shall not be unreasonably withheld.

18. If the lessor owns an undivided interest in the premises, it may be appropriate to
provide for the purchase of other royalty gas. This clause may facilitate such an
arrangement.

19. This clause is not recommended because it may invalidate other provisions of the
lease, despite the disclaimer language.
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(8) Gas-In-Kind Royalty: Indemnity
Clause2"

Lessor agrees to indemnify and hold Lessee harmless from any
actions, debts, damages, or any liability, including, but not lim-
ited to, injury to property or injury or death to Lessor or others
arising out of or which may occur as a result of the taking and use
of royalty gas under the lease, or malfunction of any regulator or
other equipment.

(9) Gas-In-Kind Royalty: Force
Majeure Clause

Without change of any obligations of Lessee otherwise incident to
this lease, Lessee shall incur no monetary liability whatsoever to
Lessor or others in the event a well to which Lessee is connected
ceases to produce or is shut-in for any cause, including, but not
limited to, governmental order, law, rule or regulation, or in the
event said well is shut-in for repairs, workover, shortages of mate-
rial, act of God, war, riot, insurrection, acts of others, or any cause
beyond the control of Lessee, or in the event Lessee determines to
plug and abandon said well for economic reasons. Lessee shall en-
deavor to advise Lessor of any anticipated shut-in but shall incur
no liability for failure to do so.

(10) FERC Clause for Use with In-Kind
Royalty Clause 1

If Lessee commits the gas produced from the leased premises to a

20. This clause should not be used unless the lessee specifically requests it.
21. Another way of protecting lessor's right to take gas in-kind can be found at clause

h in part IV.A.6.h., at 1422. The dramatic escalation of the price of irrigation gas has con-
verted the interesting dilemma posed by Jicarilla Apache Tribe v. Federal Energy Regula-
tory Comm'n, 578 F.2d 289 (10th Cir. 1978), into a high-stakes problem for the lessor. Ide-
ally, the lessor should have the right to ratify the gas sales contract and require a provision
within it that somehow protects in-kind royalty rights. Whether or not the lessee or a pro-
spective purchaser will go along with these provisions is a tough question. One lessor re-
cently obtained the following provision in his lessee's gas sales contract with a third party
purchaser:

The natural gas committed to interstate commerce by this contract is produced
pursuant to a lease under which Lessors reserve their right to take royalty gas in-
kind from time to time and at any time. The volume of royalty gas which may be
taken by Lessors at any one time is equivalent to twenty-five percent (25%) of the
total volume of gas produced from the lands shown on Exhibit "B" to this con-
tract. Therefore, Buyer and Seller agree as follows: (1) As to twenty-five percent
(25%) of the total gas in and under and which may be produced from the lands
described in Exhibit "B," this contract shall be executory in nature and shall not
presently cover or pertain to such gas; and (2) As to any month which Lessors fail
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purchaser for interstate transmission or use, or otherwise dedi-
cates the gas to interstate commerce, it shall in any such contract
or other dedication of the gas protect Lessor's right to take roy-
alty gas in-kind by predicating and conditioning the commitment
upon FERC or other appropriate regulatory agency approval and
authorization of Lessor's in-kind royalty rights.

d. Oil and Gas-Escalating Royalty

(1) Oil and Gas-Alternative Clause:
Escalating Royalty Based on Re-
coupment of Leasehold Costs22

The royalties to be paid by Lessee on production of oil, gas or
casinghead gas (herein called "production") shall escalate upon
recoupment by Lessee of its actual costs of drilling, testing, com-
pleting, and equipping a well or wells on the leased premises,
from a base of -/- to a ceiling of / as follows:
(a) -/- of the [market value at the well] [proceeds from the
sale] of production from each well until Lessee has recovered
_% of its actual costs of drilling, testing, completing and equip-
ping the well or wells; and
(b) Thereafter, an additional -/- of the [market value at the
well] [proceeds from the sale] of production from each well each
time Lessee recovers an additional _% of its actual costs of
drilling and completing that well, but not to exceed a total roy-
alty of /_ of production from each well.

to take all or part of their gas as in-kind royalty, this contract shall thereupon
become effective as to such royalty gas, but only when received by the Purchaser
(though the contract shall continue to remain executory as to that portion of gas
in the ground attributable to in-kind royalty). Purchaser agrees, by its filings and
applications and other procedural treatment of the gas subject to this contract, to
exclude in-kind royalty gas from interstate commitment until actually recieved by
Purchaser, and to protect and preserve to Seller the in-kind royalty rights of its
Lessors pursuant to Seller's contractual agreement with Lessors. It is further
agreed that this contract shall not become effective until Seller obtains FERC ap-
proval or acquiescence to the in-kind gas royalty exclusion set out above.

The acceptability to purchasers of this language appears to depend on the availability of gas
for their markets. The clause should work. It excludes from dedication or commitment to
interstate commerce a portion of the gas reserves and it is buttressed by the requirement of
FERC authorization. However, regulatory law knows no restraint from private contract. If
the lessor seeks to influence the gas purchase or sales contract covering production from the
leased premises, clause h, allowing lessor to ratify the contract, will be necessary.

22. This series should be used in lieu of clauses b through b(4); however, the right to
take gas in-kind may be preserved by inserting clauses c(1) through c(10) after clause d(6).
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(2) Escalating Royalty: Recompletion
Costs

If Lessee recompletes or reworks a well, it shall be entitled to re-
duce Lessor's royalty to -- until it recoups _% of the cost
of recompletion or workover, at which time the royalty shall esca-
late to its previous percentage of production from such well.

(3) Escalating Royalty: Centralized
Equipment Allowed

For the purposes of computing Lessor's royalty, the cost of equip-
ment located at centralized locations, such as tank batteries,
heater-treaters and separators, as well as pipelines leading to
them, shall not be directly attributable to any one well, but shall
be allocated to all of the wells which the centralized equipment
serves.

(4) Escalating Royalty: Dry Hole Clause
Should Lessee drill a dry hole, _% of the expenses connected
with drilling of the dry hole shall be allocated to all wells com-
pleted and capable of production of oil and casinghead gas on a
pro rata basis, in determining the amount of royalty payable
under each such well.

(5) Escalating Royalty: Definitions
By the term "actual costs of drilling, testing, completing and
equipping" a well, is meant all normal and reasonable costs com-
monly associated with labor, material and equipment necessary to
drill, test, and complete a well capable of production of oil or gas,
including the turn-key or day work costs of drilling, the costs of
logging and testing, fracturing, acidizing and otherwise treating
the well, the costs of pipe and casing, pump jacks, heater-treaters,
lines, separators and tank batteries, and other equipment com-
monly utilized in the production of oil or the transportation of
gas and other normal costs; provided, the costs which Lessee may
recoup shall not include overhead expenses, management or pro-
motional fees, or other expenses not actually paid by Lessee to
third parties dealing at arm's length with the Lessee for direct
expenses in connection with the well or wells drilled on the leased
premises. The reference to reworking or recompletion costs ap-
plies to the expense of workover rigs together with the necessary
equipment and labor costs associated therewith. Should Lessee
utilize the services or equipment of an associate, partner, subsidi-
ary corporation, or any other entity related to Lessee in an eco-
nomic or managerial sense, the costs incurred to such entity shall
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not be the type of expense Lessee shall be entitled to recoup
before escalation of royalty.

(6) Escalating Royalty: Right to
Purchase Oil and Condensate

Lessee may from time to time purchase any royalty oil or conden-
sate in its possession, paying the market price therefor prevailing
for the field where produced on the date of purchase, and may
commit by sales contract any royalty casinghead gas to which
Lessor may be entitled as hereinafter set forth, subject to Lessor's
ratification of any such contract.

(7) Escalating Royalty: Right to Take
Gas In-Kind

2 3

(8) Escalating Royalty: Right to Inspect
Lessee's Records of Costs and
Expenses

Lessor shall have the right at any time, and from time to time
upon reasonable notice to Lessee, not to exceed five (5) days, to
inspect any and all records in the possession of the Lessee, or its
agents, servants or independent contractors, pertaining to the
costs of drilling, testing, completing and equipping any well or
wells drilled pursuant to this lease. Lessor shall also have the
right to inspect records of production, receipts from sale of pro-
duction, and actual results of measurements of production such
as charts or graphs in possession of Lessee.

(9) Escalating Royalty: Requirement for
Measuring Devices on Each Well24

Regardless of where centralized tank batteries, heater-treaters
and separators, points of sale and sales meters may be located,
Lessee shall install on each well on these leased premises meter-
ing devices for oil and casinghead gas, and natural gas, immedi-
ately downstream of each such well. Lessor shall have the right to
inspect these records as set out above.

23. Use clauses c(1) through c(10).
24. This clause is necessary in the event that a drilling program is used or that acreage

reverts when a well ceases production and no reworking or redrilling is done. The lessor will
want to know that each well is producing in paying quantities.
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e. Market Value Defined

(1) Gas-Market Value Contractually
Defined

Upon commencement of Lessee's obligation to account to Lessor
for royalty based on market value at the well of gas produced, the
market value of the gas shall be prospectively determined on an
annual basis by calculating the mathematical average of the high-
est prices paid at the well per Mmbtu from wells located in the
county in which the leased premises are located. The contracts
utilized to calculate the mathematical average constituting mar-
ket value at the well shall constitute comparable sales. It is ex-
pressly agreed between the parties that for the purposes of this
contract, the term "comparable sales" shall mean either wellhead
or off-premises first sales of natural gas of comparable physical
quality to the gas produced from the leased premises, but which
may be interstate or intrastate in nature, and which may cover
gas which is either regulated by a state or federal regulatory
agency as to price, terms of sale or otherwise, or remains unregu-
lated. The parties expressly state their intention that the royalty
payable under this lease shall be based upon the highest price for
gas which is free and available for sale at the time gas is produced
hereunder and of comparable physical quality to the gas pro-
duced from the leased premises. If insufficient qualifying con-
tracts have been executed during the year ending in the month in
which the prospective determination of royalty must be made,
then the following year's market value shall be determined to be
the same as the preceding year's.

(2) Gas-Optional Clause: No Interrup-
tion of Royalty Payments

In the event Lessor and Lessee cannot agree upon market value
for any year, Lessee shall continue to pay to Lessor royalty upon
the same basis prevailing during the preceding year until resolu-
tion of the dispute and Lessor shall not have waived or be es-
topped to assert a higher royalty price by the acceptance of such
checks or the execution of division orders. In that event, it is
agreed that should it be determined that Lessee has not paid
proper amounts of royalty during the disputed period, Lessee
shall be liable to Lessor for interest at the rate of _% per an-
num on all sums due and unpaid to Lessor.
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f. Right to Purchase Royalty Share of Gas

(1) Right to Purchase Agricultural Gas2 5

Lessor shall have the right during the existence of this lease to
purchase from time to time gas produced from the leased prem-
ises for agricultural purposes. The amount of gas which Lessor
may purchase shall be equivalent to its percentage of royalty in
total production. If Lessee commits the gas produced from this
leased premises to a purchaser for interstate transmission or use,
or otherwise causes the gas to be dedicated to interstate com-
merce, it shall in any such contract or other dedication of the gas
protect Lessor's right to purchase such gas.

(a) Price Equals Market Value

The price to be paid Lessee by Lessor for gas for agricultural use
shall be the market value at the well of the gas sold and delivered
to Lessor from time to time.

(b) Price Equals Royalty Basis

The price to be paid Lessee by Lessor for gas sold for agricultural
use shall be based upon the value assigned to the gas by Lessee in
accounting to Lessor for royalty.

(c) Gas -No Obligation to
Produce

2 6

Without change of any obligations of Lessee otherwise incident to
this lease, Lessee shall not be obligated to produce gas from a
well or wells on or attributable to the leased premises solely to
supply gas for agricultural us to Lessor, nor shall Lessee be obli-
gated to compress gas so as to deliver Lessor's agricultural-use gas
to Lessor or persons or entities taking such gas through Lessor.

(d) Connection Clause
Lessor shall make connection to Lessee's gas line at a point to be
designated by Lessee, and any connection shall be under the di-
rect supervision of Lessee or the purchaser of Lessee's gas or any
other designee of Lessee. Lessor shall be responsible for all costs
incurred in making the connection to Lessee's gas line, including
labor, pipeline, regulators, and any other necessary equipment,
which equipment shall first be approved by Lessee or its designee.

25. This is for use in lieu of in-kind royalty rights.
26. This clause is not recommended because it may invalidate other provisions of the

lease, despite disclaimer language.
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(e) Indemnity Clause2 7

Lessor agrees to indemnify and hold Lessee harmless from any
actions, debts, damages or any liability, including, but not limited
to, injury to property or injury or death to Lessor or others aris-
ing out of or which maysoccur as the result of the taking and use
of gas for Lessor's agricultural purposes under this lease, or the
malfunction of any regulator or other equipment.

g. Appointment of Agent to Pay Royalty

Should Lessee sell, assign, farm out or otherwise convey any of its
right, title or interest in the leasehold estate and as an incident of
such conveyance cause a segregation between two or more parties
of the responsibility to pay all or a part of the royalties herein
provided, Lessor shall have the right to require the appointment
of one agent to act for and on behalf of all of Lessee's successors
and assigns in making the payment of royalty required hereunder.
The parties shall, within 30 days of Lessor's written demand, des-
ignate their agent in a writing suitable for recordation and deliver
it to the Lessor. Thereafter, the agent shall pay to the Lessor all
royalties due on all production of oil, gas and other minerals from
the leased premises. In the event the agent shall fail to pay royal-
ties on a monthly basis, or shall incorrectly tender royalties, Les-
sor shall have the right to require that all of the proceeds from
sale of production of oil, gas or other minerals from the leased
premises be placed into escrow pending resumption of proper
payment of royalty.

h. Right to Ratify Gas Sales Contracts
It is expressly agreed by and between Lessor and Lessee that Les-
sor shall have the right to inspect, approve and ratify any gas
sales contract by which production of gas or casinghead gas from
the leased premises is sold. This right is a part of the fundamen-
tal consideration for the execution and delivery of this lease and
may be exercised in the sole and absolute discretion of the Lessor.

(1) Shut-in Provision for Failure to Ratify

In the event Lessor refuses to ratify any gas or casinghead gas
sales contract negotiated by Lessee, any provision in this lease
limiting the number of shut-in royalty payments shall be inappli-
cable, and Lessee shall have the right to pay shut-in royalty pur-
suant to the provisions of this lease for so long as Lessor exercises
the discretion granted herein to refuse to approve and ratify a
contract for the sale of production from the leased premises.

27. This clause should not be used unless specifically requested by lessee.
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(2) Ratification Not to Be Unreasonably
Withheld

Lessor will not unreasonably withhold its ratification of any such
sales contract.

i. Right to Inspect Records of Production

Lessor. shall have the right to inspect or designate an agent to
inspect production records, records kept and received in connec-
tion with the sale of production from the leasehold premises,
measuring devices, and records pertaining to income derived from
production from the leasehold premises. This right of inspection
may be exercised periodically at the office of Lessee, or wherever
said records may be kept.

7. Shut-in Royalty, Rental, and Depositary Bank

These clauses are important to the lessee and give rise to little
in the way of negotiation. The best shut-in clause provides for pay-
ment soon after the well is shut in (sixty to ninety days), with suc-
ceeding shut-in payments to be made periodically (usually annu-
ally) and with a limit on the number of shut-in payments which
may be made so that the lease may not be held indefinitely by a
shut-in well. 8 It might be profitable to negotiate for escalating
shut-in royalty and rental payments.

Rental payments are even more subject to standardization
than shut-in payment clauses. If the lease is a "paid-up" lease,
rental will not be required, and it is sufficient to state at some ap-
propriate place in the lease, "This is a paid-up oil and gas lease.
Lessee has tendered to Lessor and Lessor has accepted all rentals
due during the primary terms." If the lease contains a drilling pro-
gram, rental will not be required. In both instances, rental should
be mentioned. In the latter instance, the provision for rental
should state:

In lieu of any rental obligation, Lessee has agreed to a continuous
development program more fully set out hereinbelow, and each
separate lease created pursuant to this one leasing instrument
covering wells completed pursuant to that drilling program shall
require no rental, nor shall this master lease covering the unde-
veloped acreage require rental, it being contemplated by the par-

28. The shut-in royalty clause is very well treated in 3 H. WILLIAMS, OIL AND GAS LAW
§ 631, at 393 (1980). The author quotes representative clauses in the text.
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ties that the continuous development obligations shall be in lieu
of any rental obligation.

In some instances the lessor will want shut-in royalty and rental
paid personally, rather than to a depositary bank. This makes it
easier to determine if the lessee is in compliance with these obliga-
tions. The lessee, of course, will want a rental bank provision be-
cause of the bookkeeping complications and inherent danger of los-
ing the lease by being unable to find the proper party to whom the
payment should be made. In many instances, the lessor's capitula-
tion to the lessee's needs in these regards provides a way of getting
something the lessor needs elsewhere in the lease.

8. Noncontroversial Clauses

This is a good point to discuss certain other clauses that are
not generally the focal point of controversy in negotiating an oil
and gas lease. These include clauses allowing surrender of all or
part of the leasehold premises, and free assignability of the lease,
the dry-hole clause, the force majeure clause, and the regulatory
clause. The lessee must have each clause and will probably submit
acceptable language for each clause. There are some interesting
ideas pertaining to these clauses.

It might be wise to append to the surrender of premises clause
the right of the lessor to receive thirty day's written notice of
lessee's intention to plug and to abandon any well on the leased
premises and to exercise an option to assume the operation of the
well, subject to all of the obligations that go with its operations.
This is especially important to irrigation farmers who might want
to utilize an abandoned gas well for irrigation fuel. Generally the
lessor will be required to pay to the lessee the salvage value of the
casing in the hole.

Sometimes the lessor will want to restrict assignability by cov-
enant that the lease will not be assigned to a particular oil com-
pany that has done him wrong in the past. This is not a good idea.
Another proviso which may be added to the assignability clause is
the stipulation that the original lessee will forever be liable for all
royalty payments. This is a good idea, but is probably not feasible.

The dry-hole clause gives the lessee the right to resume the
payment of rental during the primary term or the right to com-
mence a well or reworking operations within a certain number of
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days after drilling a dry hole or cessation of production after the
primary term. Additionally, this clause sometimes provides that if
at the expiration of the primary term oil or gas is not being pro-
duced, but the lessee is engaged in drilling or reworking operations,
the lease shall remain in force as long as operations are prosecuted
with no cessation of more than a stated number of days. This
clause is also known as a drilling or reworking clause. In the event
the lessor demands a drilling program as a part of the considera-
tion for delivery of the lease, this clause will have to be substan-
tially reworked, as follows:

If prior to discovery of oil or [casinghead] gas on the leased prem-
ises Lessee should drill a dry hole or holes thereon, Lessee shall
be entitled to credit against the time periods in the drilling obli-
gations contained in this lease for the drilling of such dry hole or
holes. If, after discovery of oil or [casinghead] gas, the production
thereof should cease from any cause, this lease shall not termi-
nate if Lessee commences additional drilling, redrilling, reworking
or recompletion operations within - days thereafter or, if it be
within the primary term, stays in compliance with the drilling ob-
ligations contained in this lease. This lease shall remain in force
so long as operations are prosecuted pursuant to the drilling pro-
gram contained herein, and if such operations result in the pro-
duction of oil or [casinghead] gas, the lease shall remain in force
for so long thereafter as oil or [casinghead] gas is produced from
any well or wells drilled pursuant to the drilling program.

Another standard form which should be given the lessee as a
matter of right is a clause allowing free use of oil, gas, and water
from the land, except water from the lessor's wells, for all drilling
operations, with royalty to be computed after deducting any so
used. However, note three important features.

First, Sun Oil Co. v. Whittaker 9 and Robinson v. Robbins Pe-
troleum Corp.,30 hold that the lessee has an implied grant of rea-
sonable use of the surface estate that extends to the use of water
from the leased premises for secondary recovery operations. Be
sure to restrict the drilling operations clause to use of water for
primary operations. If the lessee later decides secondary recovery
operations are necessary, that will be a subject for future

29. 483 S.W.2d 808 (Tex. 1972).
30. 501 S.W.2d 865 (Tex. 1973).
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negotiation.
Second, also remember that the lessee will probably be drilling

a water well for its operations and the lessor may want to receive
that water well at no cost, except for the obligation to reimburse
the lessee for the casing in the well.

Finally, if the lessor owns only the minerals, he or she has no
right to grant use of the surface, including use of water. In that
instance, the lessee will have to deal with the surface owner or
truck its water.

9. Warranty of Title

This is a standard clause by which the lessor warrants and
agrees to defend title to the mineral estate; allows the lessee to
discharge liens from royalty; and reduces royalty, shut-in royalty,
and rentals in the proportion that the lessor's interest bears to the
whole undivided fee in the mineral estate. If the lessor owns an
undivided fractional interest in the mineral estate, attempt to add
the following language to this clause: "This warranty is expressly
limited to the undivided interest in the leasehold premises owned
by the undersigned Lessor."

10. Unitization

Most "Producer 88" leases allow the lessee to unitize the
premises with other lands to meet the state regulatory require-
ments for acreage for gas production. These form leases generally
provide that all or any part of the premises may be included with
other lands to form a gas unit of 640 acres and that production
from any such tract shall be deemed production under such lease.
Care should be exercised in drafting the pooling clause, because
there are several problem areas.

First, the pooling clause should stipulate that all of the acre-
age must be included within any unit for production of gas. For
example, assume that the lessor leases 160 acres to Slant Hole
Drilling Company for a 1/th royalty. The lessee carves out five
acres to add to other tracts to form a 640-acre gas unit. Thus, the
lessor's 160 acres is held by production, and the lessor shall receive
a royalty of 5/640ths of 1/th instead of 160/640ths of 1/th as a
royalty. To avoid this unacceptable result, use Mr. Lawrence Pugh,
Sr.'s clause discussed by Professor Kuntz, in his treatise on oil and
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gas, or simply state in the opening phrase of the pooling clause
that "the Lessee is expressly granted the right and privilege to
consolidate the gas leasehold estate in each zone, stratum, or hori-
zon comprising the leased premises, but only in its entirety, with
the gas leasehold estates in lands adjacent or contiguous to the
land herein described; . . ."

Second, consolidation may sometimes be utilized to avoid the
obligation to further develop the leased premises or to drill offset
wells. This can be avoided by prohibiting more than one designa-
tion of a consolidated leasehold estate. It is not recommended that
multiple consolidations be allowed; rather, after initial pooling, the
lessee should be required to come back to the lessor for permission
to consolidate additional units.

11. Surface Estate Considerations

If the lessor owns the surface as well as the mineral rights, this
is the part of the lease that will enable an attorney to best impress
his client. The lessor may be receiving hundreds of thousands of
dollars in royalties because of carefully drafted escalating royalty
provisions, market value definitions, and other manifestations of
his attorney's expertise in the lease. However, many lessors con-
sider the surface of their land more important than the money gen-
erated by the mineral estate, even though it is often that money
which allows them to retain the surface. The following are surface
estate considerations that should impress a client:

Lessee shall have the right at any time during or for a reasonable
time after the expiration of this lease to remove all property and
fixtures placed by Lessee on said land, including the right to draw
and remove all casing. When required by Lessor, Lessee will bury
pipelines below ordinary plow depth, and no well shall be drilled
within - feet of any residence or barn now on said land without
Lessor's consent.
In the event a well is located upon land suitable for production of
crops, all equipment utilized for the production of oil or gas shall
be placed on the land at a location which will permit utilization of
circular sprinkler systems on said land, and tank batteries and
similar equipment shall be placed in the corners of said land, or
adjacent to fence lines or property lines, or at other locations des-

31. 4 E. KuNTz, OIL AND GAS § 48.4, at 225 (1962).
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ignated by the surface owner. Alternatively, Lessee may at its
own risk and expense place equipment in pits or other depres-
sions below the normal surface.
Lessee shall completely enclose within four-wire barbed fence all
oil wells, tank or storage batteries, separation and other equip-
ment, slush pits, and any other areas where livestock might
intrude.
Lessee agrees to consult with Lessor in the selection of road loca-
tions on the leased land to permit as little interference as possible
with agricultural uses of the land, and Lessee shall pay Lessor a
reasonable sum for surface taken by roads, drilling pads and
other surface taken at the well location, pipeline damages, and all
other damages to the surface estate customary and normally in-
curred in operations conducted under an oil and gas lease[.]

[or add)
provided, that any reasonable sum for any surface taken shall be

not less than the sum of $_ per acre for surface taken for the
well location, and the sum of $_ per rod for surface taken for
pipeline or roads.
Lessee shall construct all roads to completed wells, tank batteries
and related equipment, in a manner rendering them passable
under any weather condition. Surfacing with caliche or gravel
shall be deemed to meet this requirement. Lessee shall install and
maintain cattle guards adequate to handle truck traffic at all
fence crossings utilized by Lessee, whether or not these crossings
existed prior to this lease.
Lessee shall avoid oil spills at wellhead by checking stuffing boxes
daily and by constructing dikes around all tank batteries at a
minimum of 24" in height. All joints and feeder lines laid on the
surface of the ground shall be welded. Lessee shall not clean or
"blow out" its pipelines in a manner that leaves condensate, dis-
tillate or other hydrocarbon residue deposited on the surface of
the ground.
Lessee shall impose upon the agents, servants and employees of
its own and its independent contractors, safe speed limits, never
to exceed 35 mph, and prohibitions against hunting or fishing, the
discharge of firearms of any kind, or any other use of the prem-
ises for recreational purposes. When drilling and completion work
is finished at the well site, Lessee shall collect and carry off of the
leased premises all trash, junk, unusable equipment, containers or
fixtures, and any other personalty not necessary for the produc-
tion of oil, gas or other minerals. Oil spills shall be cleaned and
excavated. Oil saturated dirt shall be replaced with topsoil. Slush
pits shall be filled and the fill shall be covered with topsoil. All
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topsoil cover shall be of a depth of at least 12".
In the event Lessee shall fail to comply with any requirement to
protect, preserve or restore the surface of the lands, as agreed
herein, Lessor may provide Lessee with 72 hours' written notice
of Lessor's demand for affirmative action, and in the event Lessee
fails to commence whatever action is necessary to honor its com-
mitments set out above, Lessor may contract for whatever work is
necessary and Lessee agrees to pay Lessor as liquidated damages
twice the amount of the invoice for the work so performed.
Additionally, Lessee shall pay Lessor the reasonable value of any
livestock injured or killed as a result of Lessee's operations. For
each oil spill or blowout that covers more than 20 feet in radius
from any source, Lessee agrees to pay to Lessor as liquidated
damages the sum of $1,000 per occurrence. Any violation of
Lessee's agreement that its agents, servants and employees and
those of its independent contractors shall observe safe speed lim-
its and refrain from using the land for recreational purposes shall
be compensable in the sum of $500 per occurrence.

12. Multiple Tract Lease

It is unwise to include more than 640 acres under any one
lease, or segregated tracts under any one lease. In both instances,
production from one tract will hold all of the acreage. For conve-
nience, however, separate tracts may be leased under one leasing
instrument if the following clause is added:

By this instrument the Lessor and Lessee intend to create sepa-
rate, individual, independent oil and gas leases on each tract of
land described above, so that upon execution and delivery hereof,
separate leases are given, each being independent and distinct
from the other, and each lease being independently governed by
the provisions and conditions of this leasing instrument; it being
agreed and understood that this one leasing instrument is exe-
cuted and delivered in lieu of leases on each separate tract of land
for convenience only.

Moreover, if a continuous drilling program is contemplated, each
well should hold only the acreage included within the proration
unit for that well and the lease must provide:

By this instrument the Lessor and Lessee intend to create sepa-
rate, individual, independent oil and gas leases on each tract of
land allocated to a producing well pursuant to the drilling pro-
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gram set out hereinbelow, and it is expressly understood and
agreed that each such tract shall be held independent and dis-
tinct from all others, and be independently governed by the pro-
visions and conditions of this leasing instrument; it being the in-
tention and understanding of the parties that this one leasing
instrument is executed and delivered in lieu of leases on each sep-
arate tract of land for convenience only.

13. Continuous Drilling Programs

A continuous drilling program is generally used for leasing
acreage for oil production because oil production units are much
smaller than gas units. However, large tracts can be leased for gas
drilling programs. Care must be utilized in allowing only whole-
tract pooling and separate leasehold estates applicable to each
tract or well created by separate leases covering each tract or a
master lease with appropriate "independent lease" language.

Certain provisions have already been mentioned which must
be included if the lessor wants the lessee to commit to drill a cer-
tain number of wells or drill up the acreage generally. The obliga-
tion to pay rental during the primary term may be abrogated, 2

and the dry-hole clause will have to be tailored to continuous de-
velopment.83 Of course, as mentioned above, each tract supporting
a well should be a separate leasehold estate.3

4 The actual obliga-
tion to undertake the continuous development of the leasehold es-
tate may be stated as follows:

It is expressly agreed that Lessee shall conduct the following con-
tinuous development program on the leased premises.

The Lessee shall, within - days of the effective date of this
lease, spud its first well at a location selected by it. Thereafter,
Lessee shall spud a new well at intervals not to exceed - days
from the day total depth was reached in the preceding well. Each
well capable of production completed pursuant to this program
shall hold - acres, to be selected and platted by Lessee, as a
separate, individual leasehold estate pursuant to and governed by
all of the terms of this Master Lease but independent of any
other wells drilled pursuant to this lease. It is agreed that the
intervals between wells may be stacked; that is, Lessee shall earn

32. See part IV.A.7., at 1422-23.
33. See part IV.A.S., at 1423-25.
34. See part IV.A.12., at 1429.
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a separate interval for each well drilled to total depth, regardless
of the number of wells drilled, and may add these time periods
together to arrive at a determination when it must again com-
mence another well to be in compliance with its continuous devel-
opment obligation and hold the undeveloped acreage under this
lease for future development pursuant to the program. As long as
Lessee is actively engaged in drilling operations or is within the
intervals or time periods specified above, whether or not stacked,
all of the acreage conveyed to it by Lessor under this lease shall
be held by Lessee pursuant to this lease, regardless of whether
one or more wells results in a dry hole or is capable of production
but is shut in. However, if Lessee fails to commence its first well
within the time period set out herein, or if Lessee fails to com-
mence a subsequent well within the time periods mandated by
this continuous development program, all horizontal and vertical
acreage not properly platted and designated as a proration unit
by Lessee and held by a completed, producing well or a well capa-
ble of production but shut in, shall revert to Lessors. Upon de-
fault in the continuous development obligation, Lessee shall be
entitled to retain only the horizontal acreage in any zone, stratum
or horizon held by a producing or shut-in well properly desig-
nated and platted within proration units, and shall promptly re-
lease to Lessor the remainder of the leased premises by written
instrument properly executed and suitable for recordation. There-
after, each well previously completed pursuant to the program
shall be treated as an individual lease subject to all of the forego-
ing terms in this leasehold instrument and it is expressly agreed
that should any of the provisions of this lease conflict with this
paragraph, this paragraph shall govern and all of the other terms
of this lease shall be construed to effectuate the provisions of this
paragraph.

Several points should be discussed concerning this clause.
First, the obligation should commence on a date that is certain

of ascertainment, and the effective date of the lease is a good date.
Second, the spud date for each succeeding well should also be

certain. The date that the lessee completes the preceding well is
not a good manner to determine when the next well must be com-
menced. The lessee may choose to suspend operations or otherwise
delay completion of the well for any number of reasons, but the
date total depth is reached is generally shown on the driller's log.

Third, each well should hold a definite number of acres, usu-
ally governed by the regulatory agency.
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Fourth, if the lessee exceeds the requirements of continuous
development by drilling more wells than is necessary within a
stated period of time, it is only fair that it be allowed to stack time
periods to extend the time when it must again commence another
well.

Finally, all acreage not utilized by the lessee should be held
while it is drilling on other acreage, but upon termination of drill-
ing, both vertical and horizontal acreage should be released to the
lessor.

V. OTHER PROVISIONS

This Article has not undertaken an extensive consideration of
many traditional clauses such as the entirety clause, force majeure
clause (now sometimes called regulatory clause), domestic free gas
clause, pooling clause, proportionate reduction clause, surrender
clause, warranty clause, and other terms that are primarily for the
benefit of the lessee and generate little controversy.

There are several relatively simple provisions which should al-
ways be placed in a lease. For example, the lease should state that
the contract is performable in the county in which the lands are
located or the county in which the lessor lives, that the lessor will
be supplied with logs and drilling and completion information, that
the lessee shall separate condensate at the well and account for
condensate by the barrel, and that division orders shall not modify
the lease. 5 Other provisions include a statement within the lease

35. Division orders present the next problem for the attorney, after the lessor has exe-
cuted and delivered the lease and production is obtained from the leased premises. The
division order's true purpose is to bind lessors to their stipulated percentage of production
as royalty. Nevertheless, producers have expanded division orders to embrace a number of
protective devices which may constitute amendments or modifications of the oil and gas
lease. See Gregg, Title Examination and Division Orders, in Sw. LEGAL FOUNDATION 19TH
INST. ON OIL & GAS LAW & TAX. 29 (1968). The effect of a division order on royalties paya-
ble is best manifested in Exxon Corp. v. Middleton, 613 S.W.2d 240, 249 (Tex. 1981). The
oil and gas lease is the contract between the lessor and the lessee. A division order should
contain no more than the address of the producer; the effective date; a description of the
well or the leasehold; the name, address, and social security or tax identification number of
the royalty owner; and the amount of royalty payable, stated in the form of either a percent-
age or a decimal. Likewise, shut-in and rental division orders and transfer orders should be
strictly limited to their manifest purpose. However, obtaining acceptance of a skeletal divi-
sion order by a clerk located deep within a producer's corporate structure, unaccustomed to
dealing with forms other than those generated by the company, often requires personal con-
tact and communication.
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to cover hydrocarbon minerals only and to exclude any interest in
carbon dioxide, helium, or other nonhydrocarbon gas or gaseous
substance, and to provide that in the event any covenant implied
at law or in equity is stated within the leased instrument, such
statement does not constitute a waiver of any other covenant im-
plied at law or in equity.

VI. CONCLUSION

Negotiating an oil and gas lease that adequately protects the
lessor is one problem. Convincing the lessee to accept such a lease
is another. If the attorney protects the lessor, does not lose the
lessor's deal, establishes rapport with the lessee or broker, and ob-
tains acceptance of the tailored lease, and both sides, although
slightly unhappy with various aspects of the instrument, are gener-
ally pleased, then the attorney is entitled to every dollar of the
substantial fee to be charged for services rendered in negotiating
and formulating the leasing instrument.
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