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LANDOWNERSHIP PROBLEMS AND CIL DEVELOPMENT

By;
utanley W} Voel&er l/ -

. and
L. A. Parcher 2/

- What is petroleum?

, Chemists tell us that. petroleum end natural gas: are mixtures of a

: anber of chemical -compounds called "hydrocarbons," which probably R
originated from vegetable and animal materials in past geologlcal eras.
For many years, however, people believed ‘that crude oil and gas were of
mineral origin. The very word "petroleun" means "rock oil," being a con-
bination of two ancient Greek and Iatin words, petros (rock) and oleum .
(0il). The whole body of law which has grown up comcerning crude oil and

-natural gas is based on'a recogﬁlt on of the general practice of referrlng
to these resources as "minerals." Lecally, then, the term "minerals,"

vwhen used in a de°d or lease, usuallv includes oil and gas, as well as

~ coal, lirnite, salt dep051ts, ber+or1te, caramic clavs, metalllc oreu, and
fother uubstances. 2/ : . : : . Lo :

'What~are mlneral rights?

" The term "mlneral rlghts" 1nc1udes a grouo of prOperty vlghts
a35001ated with land.. Because most minerals are located below the sur-
face of the land, we erequent 7 refer to mineral rights as "subsurface"
rlghts to dlstlngu1sh them from "surface" rights such ‘as the rights to

-use the 1and surface for agricultural, forestry, rlght—ofdwav, recre-—
atlonal, and other purposes.. A landowner has the following inportant
powers, where his title 1ncludeu both surface end mlneral rlchts.”

(1) He may sell and transfer all or part of the mlneral rlghts,V
either with or ssparate from the surface rights. This is |
discussed later under the questions -pertaining to mlneral
deeds, mineral reservations, and royalty a8516nmenus. -

(Z)Mﬂe may deJelop the mlﬂeral resource -and use’ or. sell the

- .. products. Many North Dakcta farmers,’ for example, mine -
lignite on their own land for. home use and-at times even sell
part of the lignite. This right is seldom exercised in the
case of oil and gas, however, because few landowners have
sufficient capital to drill their own we1ls. ;

1/ Aﬂrlcultural Economlst, Bureau of Agrlcultural EconOplcs, USDA, North
Daxota Agrlcultural ollege, Fargo, N. Dak. - R P

2/ AgrchWtural Economlst Dk‘aquma Agrlcultaral Exnerlmept Statlon, Stlll-
water, Okla. - lir, Parcher eartlclpatlon in this studJ was made -
possible through the assistance of ithe Oklzhoma Agricultural Exxarlnent
Station and the Farm Foundation. /

3/ The courts of other States disagree on the question of whether building’
stene, sand and gravel are covered by a deed or lease of "minerals".
Inasmuch as the North Dakota Supreme Court has not ruled on this
question, we do not know whether these substances are legally "minerals"
in this state.



(3) He may enter into cil and gas leases with cil companies and in-
dividuals who are in the business to drill wells and produce
oil. O0il companies, waich have the financial backing and
technical knowhow necessary forfsucressful drilling and petroleum
production, seldom purchas: “the:'iand or-even the subsurface rights
in the land on which they decide to drlll. Instead, oil companies
generally prefer to operate on land owned by others under agree-
ments we call "oil and gas leases.” SRl e

Similarly, where mineral rights haVe been separated from the surface
title, the mineral owner may: (1) sell all or part of his rights, or (2)
extract and sell mineral products, or (3) araqt mlneral leases to operators
equloped to develop the mineral resource. : L :

Who owns the mineral rlahts

In the United States, we adhere to the 1eaal thOTV‘that land-titles
include mineral rights unless such rights have been ‘severed - from the land
and placed in separate owvnership by the present or previous landowner.’ This
is in marked contrast to the ownership systems found 1n many - 6ther countries,
where subsurface rights are held by the govermments. In the’ Prairie Provinces
of Canada, for example, most mineral rights are held bf’the "Crown" and are
administered by the provincial governments. Iands in Nerth Dakota.were '
formerly part of the Public Domain. The Federal Government transferred most
of the lands, together with mineral rights, to perute ‘and State ‘ownership
under the various homestead acts, railrcad crants, and grants to the State
of North Dakota. Congress lagally sould have re taired” the mineral rlghts
in these lands in Federal ownarship; but-only in’ rela+1vely few cases was’
this done.AL/. Consequently, the mineral- “1ghts in most lands in North Dakota
now are in private or State owmership, and onl lya small proportion is- in

Federal ownership. Whether mineral rights belong to the landowner or to-
someone else rqepends on the pfOVLSlonS of l,atem,s and deeds in the chain
of title to the land. V R S

What is an eil and gas lease?

It is an agreement by'whwch the owner of the m*neral rights grants
the exclusive right to someone else to come onto the 'land to drill for
and produce oil and gas. This agreement names the ‘parties to the lease,
gives the legal description of the land covered by the 1ease, and sets out
the variocus terms and condétwons ‘of - tne agreement.~ :

How are leases negotiated?

Varicus types of peopie contact landowners and cther mineral-right
holders to negotlate 0il and gas leases. An 011Mcompanj may send out its .
own agents (called "landmen") to contact landowners, or it nay authorize
an established broxer to secure leases within a specified area on a commission
basis. - In addition, many indeperdent dealers and "leasé scouts" make a
business of securing leases with the hope of sellwng nhem to 01¢ comnanles
at an increase in price. i

4/ Congress did retain the coal and lignite rights in some of the 1ands
thrown open to homestead entry in North Dakota.
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An 0il company frequently finds it necessary to be rather
. secretive about its future drililing plans, lest ceompetitors and
" speculators take advantage of any promising oil structure it Las located
by geological and geophysical surveys. In such cases, the company
dandman or the broker who contacts the landowners will refuse to dlvu*ge
the -name of the company fa-which he is securing the leases. Instead,
he negotlates the leases in his own pame and subsequently assigris
them to the company. After assignment .of a block of leases, it is
common practice for a company agent to contact each mineral owner and
obtain his signature on a document known as a "ratification of oil
‘and gas lease," the purpose of which is to ratify and confirm the
lease negotiated by the landman or broker. This enables the company.
to assure itself that there is no misunderstanding about the lease.

- and- it lets each landowner know witk which company he is-actually

dealing.

Each lease, assignment, and ratification generally is signed
and acknowledged before a notary, and recorded and indexed in the office
of the county register of deeds in much the same mamner as are deeds '
and mortvages.

Tho are the partiesﬁtovan-o l and gas lease? -

The lessor is “che landovmer - (ov‘ the minsral-ri ght holder, if
subsurface rights in the tract have been separated from surface rights).
The lessee is the person or company who acquired variocus rlghts from
the mineral-right owner, including the exclusive right to drill for oil
and gas, for a limited time. In case the amineral rights in a tract
are owned by twe or more parties; it is advisable for each of them to .

sign as lessor. .Generally, an oil company will not start drilling . -~

operations on such a tract until it has secured leasts from each -owner ..
of mineral-rights. These owners.-may join in signing-one lease document -
or, if more convenient, they may negotiate separate lease documents
covering each fractional interest. :

That is the owner's rovaltv in an oil and gas 1ease9 o

The owner's rqyaltj is. the slare of productlon reserved by the-
mineral owner under an oil and gas iease., The customary: royalty is one-
eighth (that is, 121 percent) of the oil produced and marketed from
the tract. The one-eighth oil royalty has become firmly fixed bj'custom,
Just as the landlord!s share of the grain produced on‘his farm -
customarily is one-fourth in many North Dakota communities. Only rarelyf
do leases provide for an oil rcyslty either more or less than one—
eighth. Most oil and gas leases provide that the ovmer's royalty may
be paid in kind, but, as a practical matter, it.is paid as a cash"
equivalent, comouted on the basis of the market prﬂce of crude oil 1n '
that field on each day of production. - : S

Mbst leases in North Dakota provvde for a gas royalty of ‘one-~
eighth of all gas marketed or used off the tract, although there is -
considerable variation among leases in the wordvng of the- gas-royalty
clause. Some leases, for example, specifically provide that the royalty
shall be paid on gas used in the manufacture of casinghead gasoline,
while others do not. Some leases authorize the lessee to shut in wells
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producing only gas, in which case the owner is to:receive a stated amount,
such as $50 or $100 annually per well, during the pex‘.Lodu ‘no gas is pro-
duced, Many leases allow the- landonner to:uge gas. for heatlnv and’
lighting in the principal residence on the traﬂt free of charge by making
his own comnections with the well at kis-own risk and expense. In some
parts of the country, a2 common ‘gas royal ty is ‘a flat rate per well, but--
no leases of this type have been noteu in Norﬁh Dakoua oy'Dhe euthors.A

In case the o0il and as rl hts are owned by two or more owners, the
royalty is- divided among them in proportion to their respective interests,
Thus, if a person owns half of the oil and gas rights in a tract on which
there is.a producing. Well, he will receive one-half of .the royalty, which
would be equivalent to one-sixteenth (6.25 percent) of the total production.
If he owns one-fourtn of the oil and gas reghus, he will receive one-fourth
of the royalty, wnich would be equlveleut to one thirty-second (3.125 per-
cent) of the total producticm. - - e P

That is the working inierest?

This is the portion of production of a producing well (usually
seven-eighths) waich is reteined by the lessee (that is, the oil company)
to pay overhead, drilling costs, prouuctlon ‘custs) salaries, wages,
1nterest on borrowed money, other costs, and- u1v1dends to sbocknolders.

What is a bonus°

A bonus is an initial-cash payment which is sometimes paid by the .-
lessee to the owner of the mineral rights at the time the lease is negotiated.
Where paid, the bonus frequently constitutes.a sizable .portion of the re-:
turn which the mineral owner geis.-from the lease. The bonus is not a part
of the annual rental rate appearing in the contracU, as 1t 1s pald only
once, at the beginning of the lease.

That is the delay rental9

The terms "rentdls" and "delay rentals“ in the case of the usual
0il and gas lease mean the same thing -- they refer to the annual payments
made by the lessee (the 0il company) to keep the lease in force. The-
usual type of oil and cas lease.is so worded that-it terminates at the end
of one year unless the lessee has started to drill.-a well or unless the
lessee pays the mineral owner the annual de’av rentals stated in the lease.
There are several reasons why an 0il company- may not want to drill a well
within one year. It may already have more land under ‘lease than it can
‘drill during the year with available rigs; it may be unable to obtain
additional rigs, equipment, casing, or other supplies; it may want to con-
duct more. geological or geophysical work btefore deciding whether or not - -
to drill on that tract at all, or it may wish to wait.for better market
conditions before drilling. At the same time it may wish to keep the
tract under lease to prevent competitors from leasing it, at least unitl
such time that it has decided the chances of flndlng oil on: that tract
are not very good. ‘ : :
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The payment of delay rentals on or before the agreed date
(called the anniversary of the lease) keeps the lease in force for -« o -
another year, - In a spnse, delay rentals constitute ‘a Dayment ty the -
company for the privilege of delaying drilling operations. Ii tne ,
company neither drills nor pays delay rentals on or before the -
anniversary date, the lease automatically -terminates, The owner, hows-
ever, must accept payment if offered before this date, in which case
he cannot negotiate a lease with: anyone else untll alter the leaoe
explre : ST wiel e V

Uncer other ty?es of lease, which are not commonxin~North,ﬁAkota,
the company does not forfeit tne leasehold by failing to drill or to
pay rentals, although~itVis‘legalLy'liable for accrued .rentse .

What is the term of an 011 and gas 1ease°

Most 0il and ges leases are d rawn’ for a pr&many term, Whlch is
usually 5 to 10 years, and as long thereafier as oil or. gas. 1s,produced:
from the land, or as long as the leasee is engaged in drilling or - ’
reworking operations. After drilling starts, the lessee usually is not
chligated to pay rentals, unless and until the drilling ends with a
dry hole. .

The lease cannot be e’torded QjOPd its: prlmary term‘by the pay-V
ment of delay rentals. If o0il or gas is not produced during the S
primary term of the lease, either because nc wells are drilled or be-
calus all completed wells are dry holes, and if no well is being drilled
or reworking operations are being carried on, the lease- termlnaJes at
the end of the primary term. A lease of this type is an annual renew=
aole lease -at the option of the lessee during the primary term. ‘That -
is, the lessee (o0il company) can terminate the lesse at Will before '
the eAplraulon of the primary term, but the minsral owmer cannot do .
so. However, if the lessee violates explicit or implied agzreements of
the lease, the mineral owner may file suit for cancellation of the
lease. : e . R

Obv1ously, it would be unfair for the oil company “to have 1ts
lease expire at the end of the primary term if it is ac tually drilling
a well on that date. Conscqupntlv, most leases contain a clause which -
permits the company to retain the lease in force after the expiration
of the primary term until it has completed any well, either as a
producer or as a dry hole, which was scart&d before the explratlon dateaV

Is a long or short primary term more advantaveous for zhe nlneral owner?
‘The most common prlﬂary term for leases granted by prlvate owners
in North Dakota is 10 years, although many leases for 5= and 7= year -
terms have also been reccrded. Whpre the State or a political sub-— :
division holds the mineral rights, thelsgsgg Jenerally are for Sﬁyear"V
termse. R . : . ‘
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Whether a long or short primary . term is the more-advantageous to
the landovner (or mineral owner) depends upon‘the ‘loeal situvation.  If,
for example,; drilling and exgloratOFYawork ‘in the locality .convinces the
oil company that chances of fﬂnd«ng’01lvon ‘the tract are remote, it may
choose toterminate the lease. ' Brokers and oil scouts éstimate that the
average life of 1C-year leases is aboubt 7.years. In situations'of this
sort, a lO0-year term may.be siightly more sdviantageous than a .5-year
term to the owner, because the oil company.sometimes.might choose to
pay delay rentals at the sixth and seventh anniversaries of a 10=year-
lease, whereas it would not be w1l¢1ng to undergo Bhe expense of re-
negotlanlng a Sﬁyear lease. . O  RET RN

On the other nand if nearby dr1711ng and exploratory work in-
dicates good possibilities of finding oil on the tract, the oil company
probably will make greater efforts to drill:those leases on which the:
primary terms are nearing expiration, ‘because if it fails to drill be-
fore:expiration.date, it may not be able to renew the leases except by
paying-higher delay rentals:and bonuses. ..In this 51tuatlod, a S—year
term may be more advautageous to uhe ownerg . Do

What hapoens 1f the flrat Well orllled is a élr:)rho]_e‘P

In many cases where the first well drilled on a lease is a dry hole,
the-o0il company-allows the-lease to terminate.- Frequently, however, it may
wish to keep the lease in force, in which case the provisions of tne lease
deterane whether any'furuaer rentals are to be Dald. SR

»mbst of;the leassg in North Daﬁota examlned by the authors provide
that. if the first well drilled is a dry hole the lesses may keep the
lease in force for the rest of the primary term, either by drilling ,
additional wells or oy‘payment of the delay rentals spe0111ed in tne lease.

e A fem leas es, howaver, prov1de that upon conpletlon of dry'hole the
lessee may retaln the lease in force for the rest of the primary term with-
out payment of rentals or driiling additional wells. This wording is less
advantageous to the owner than the more usual one mentioned above, inas—
much as it may result in his rece1v1ng less rehtals.

What.rentals and~bonuses can the.owner expect to receive?«

The amount of bonuses and delay rentals which an oil company will:
pay depends upon many factors, the most important. of which is the amount:
of competition for leases. WNaturally, the competition is greatest where
the bidders for le ases have the most confidence that oil will be found.
Competition also arises where one bidder tries to get a lease within an
area where another bidder is trying to get'a soiid block of leases. In
new, unexplored territory, a company may not be willing to lease at-all
unless it can secure a large acreage in a fairly solid block at a very -
low rate per acre. Prior to the discovery of oil in Williams County in -
April 1951, for example, large acreages had 'been leased by oil companies
at annual delay rentals of 10 cents per acre and with little or no bonus
being paid. After discovery, the lease rates offered increased very
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rapidly for several months, finally lLeveling off at $1.00 or $1.25 per .
acre, which seems to be about the standard rate for undeveloped lands

in the older oil-producing areas of the Mid-continent and Rocky Mountain
regions. . The effect of increased competition.after oil discovery was
more noticeable in the cash bonuses cffered. These increased from - -
virtually nothing to several deollars per acre. Six months af'ter the
discovery well was brought in,. the most usual bonuses offered were
$10.00 to $12.50 per acre. One tract in the vicinity of the discovery
well was reported to have been leased for a cash bonus of $137.00 per
acrea S 5 : :

Except in the northwest countiés,vhdwever,,rentalS'and bonuées are
not high at the present time. Through the central and eastern parts of
the State, for example, owners may be offered rentals as low as 50 cents’
. per acre, with little or no cash bonuss - . TR R

How are mineral rights sold or otherwise transferred?

Mineral rights are transferred by deed-and coatract for deed in.
the same manner as other interests in real estate.- A1l or part of the
rights in all or some of the minerals may be transferred by the same
deed which transfers the land. The ownership of mineral rights may be:
separated from the surface rights by "mineral deeds" and "mineral . <
reservations." The owner of the wmineral rights may sell the right to -
participate in any futuvre royalty payments by an instrument known as a
"royalty deed" or "royalty assignment." : '

What is'a mineral deed?

A mineral deed is an instrument by which the owner transfers - -
mineral rights to someone else. The usual mineral deed transfers all or
a stated proportion (such as one-half or one-fourih) of the rights in
some or all of the minerals. - Usudlly, a mineral deed to anything less
than all of the mineral rights in a tract does not trensfer all rights
in particular acres; instead, it transfers an undivided fractional in—-
terest in the mineral rights in all acres in the tract. SRR

When a mineral deed covers "oil and gas rights" or "rights in all
minerals", the buyer is entitled to. participate in the bonuses, rents,
and royalties from future oil and gas leasing. If oil is discovered: and
marketed from the tract, for example, thé owner of the deed to one-=half "
of the mineral rights will receive one-hzlf of the owner!'s royalty, that
is, one-sixeenth of the total production. If a mineral deed is issued
during the existence of an oil lease, the purchaser would not share in
the lease bonus (because that had been.paid sometime previously)s but
he would receive his proportionate share of any rentals and royalties
paid by the oil company thereafter. ° S ST

In case the fractional mineral-right holders join in signing the
same lease document, they would share the lease bonus and rentals in
proportion to their respective fractioral interests.. On the other hand,
where the oil company negotiates separate lease documents with each
fractional ovmer, the amount of bonus and rentals paid to each owner
would not necessarily be at the same rate,
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MOst mineral deeds expresslf grant tie f’gﬂt to enter upon the
tract to explore for minerals, to dlg-mlneSf to drill wells, and to use
as much of the surface area as i lecessary for producing and marketing
the petroleun or other minerals.’ Bven *Sucn rights-are not set forth
in a mineral deed, they pass to tne Dhye” aa an 1nc1dent to’ ownershlp of
the mineralses - - - i

v»The owher of the surface does not acquire title id»the improvemernts
or machirery placed on the tract by the mineral owner, for use in mineral
operations, ‘end the latter has- the- right %o rénove: such improvements and
machinery within a reasonable time aft&r: exhaustion'of thée minerals or
abandonment of . the: operations. fimilarily, an*6il-and gas-lessee has the .
richt to remove 1Wprovedents and machinery ‘at any time-during-the-lease
and within a reasonable tine aPter Ehe 1ease exnrlea._ '

That is the dlfference between a mlnera’ deed 1n pe“peuulTy and a m”neral
deed for a term certain? -7 S . ,

Most mineral ﬂeeds in North- Dakota apparently are: "1n perpetulty "
that: 1s, they are so drawn that ownership ‘of - -the ‘stated.shars of mﬂneral
rights is transferred forever to the buyers oP sucn deeds -and thelr
successors N :

Some mineral deeds are drawn for-a "iteérm c¢ertain," that is, for
specified term of years and for as long thereafter as oil or other minerals
are produced. Thus, if petroleum or other mineral is: not being produced
at the end of the stated term, the deed expires and the mineral rights are
automatically merged with the land title. On the other hand, if the minerals
are being produced at the end of the stated term the deéd does not ewplre
until such time as production ceases. This type- of-mineral deed is’being °
used more and more frequently in the soutnwestern oilfields. - The most
usual term is 20 years, but deeds for shorter-or longer periods than this
are not uncommon there., During the term period,-the holder participates
in le ase bonuses, rents, and royalties in - the same manner as does the
holder of a mlneval deed in perpetulty.

The advaqtare of the mlneral deed for a term certain is that the
mineral rights eventually are reunited automatlcally‘w1th the land title.
A disadvantagze of a term deed (especially if the term is only 10 or i5
years) is that it may not sell for as much as perpetual mineral deed.

What is a rovalty deed°

FoL all Draﬂtlcal purooSes the terms. "royalty deed," "royalty con-
veyance," and "royalty a531gnment" mean the:same thing. This type of
1nsnrument, 1n effect, trensfers Irom the owner of the m1nerals to the

i

!
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purchaser the right'to receive a stated share of the owner's royalty, -
if and when oil or gas is produced and marketed from the tracte. g/

There are two important differences between a royalty deed and
a mineral deed. The first of these is that a minersl deed transfers
ownership of mineral rights; including the right to lease, while a
royalty deed transfers a stated portlon of -the total production, pay-
able as a royalty. ThlS means that the holder of a- royalty deed does not
participate in the negotiation of oil and gas leases nor share in the
lease bonuses and delay reptals, as does the owner of a mineral interest.
The second dwfference is that the holder of a royalty deed cannct lease
nor require the leasing for development of the minerals, whersas the
owner of the minerals can lease his interest for that purpose.:

There are three kinds of royalty deeds, as far as the length of
term is concerned: (1) & royalty deed may be so worded that it runs no
longer than the ex1st1ng oil and gas lease on the tract. This means-
that if the oil company allows the lease to- expire because of failure to
drill or to pay. delay rentals at an anniversary date, the royalty deed
also expires. (2) A royalty deed may be drawn for a specified term of
yvears and as long thereafter as oil or gas is produced in paying -
quantltles. A deed of -this type expires at.the end of the specified -
term--say, 20 years--if oil or gas is nobt being produced. On. the other
hand, if oil or gas is being produced at the end of the speeified term,
the deed does not expire until production ceases. (3) Royalty deeds
may be perpetual, 1n‘wh1ch case the buyer of the deed (or his successors)
participate in 21l future royaltﬂes, reoardless of when oil or gas is
fO'\mdo .

Vhat are mineral reservations and exceptions?

A mineral reservation occurs when the seller retains all or some
stated portion of the mineral rights when he sells a tract of land. This
is usually accomplished by a clause in the deed excepting and reserving
the mineral interest which is retained.s From the words "excepting and
reserving," we find the common usage of the terms "mineral éxception”
and "mineral reservation." Although there is a techhical distinction-
between "excepting" something from the conveyance and "reserv1ng"

g/ Formerly, many royalty deeds actually were worded in terms of a
fraction or percentage of the mineral owner's royalty. Such deeds
generally included a clause b; which the sellers agreed to refrain
from entering into oil and gas leases on the described lands which
did not provide for an owner's royalty of at least the usual one-
eighthof the productions. Inasmuch as the owner's royalty is a .~
fraction of total production, the question sometimes arose as to
whether the fraction being conveyed by a particular deed was a
fraction of the ovmer's royalty or a fraction of the total production.
Nowadays, the more common practice is to word royalty deeds in terms
of a fraction of the total production, to be payable from the owner!'s
royalty. This eliminates the confusion which may stem from the use
of the double fraction and also eliminates the question of the min-
imum royalty that the seller of the royalty deed must provide in
subsequent oil and gas leases.
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some+h1ng from it, the words are frequently used 1nterrhangeably and the
technical dlstlnctlon has become r lat : 'mportant as a practlcal
mattérs Ot . ‘

As in the case of meneral deeds, a mlneral interest may be Te=-
- served perpetually or for a term of years. - Thée holder-of mineral-
rights by way of reservation has the same rights as the holder of a
similar interest by way of mineral deed. That is, he participates in-
the negotiation of o0il and gas leases; he receives his ‘proportionate
share of bonusesy delay rentals, and royalties; and he may transfer
all or part of his mineral.rights by mineral deed or rcyalty assign-
mente.

Mineral reservations and exceptions have been included in many
conveyances of farm land in North Dakota. - The statutes requirs all -
agencies of the State of North Dakota +o reserve at least 50 percent
of the mineral rights in any State lands they sell. ' Several corpor-lv
ations (including the Northern Pacific Rallvoad the Federal Land =
Bank, and some insurance companies) years ago adopted the policy of -
reserving part of the mineral rights in land they sold., Few in-- -
dividuals, however, have followed this practice, altnough it'is exrected
that more w1ll do 50 in the future.

"~ In the past, the'amount of mineral rights sold with the'land'
seems to have had 1ittle or no effect on the selling prices of land.
Buyers and sellers apparently felt that mineral rights had only a :
nominal value. From now on, however, the amount of mineral rights ,
transferred with the land frequently will have.a strong influence on -
selllng prlces.

There has been vuch confusion in the use of mlneral exceptions
and reservations. A well-known oil authority has stated that "thers:
are more problems arising from mistakes made in exceptions and. reser— -
vations than in any other phase of oil and gas conveyances with the -
consequent result tha the intentions of tie parties in many cases
are not carried out." In order to avoid possible mistakés and the’
resulting disagreements and lawsuits, buyers and sellers should secure
competent legal service in the drafting of deeds involving mineral -
exceptions and reservationss o - R
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Vhat is group leasing or block leasing?

Mineral-right owmers sometimes can increase the attractiveness of
their holdings for oil and gas lea51ng by joining together and offerlnc
all their mineral acreage for lease as a unit. Oil companies may prefer
taking a large area under,lease‘at_ona‘ulme, thus sav1qg.them the trouble
of assembling the block and relieving them of considerable time and _
money which otherwiss would, bave 4o be spent in negotlat_ng with _each
individual owner.s R RPN SR ' i

‘A common p;ocedure for r'r(—:-'/ﬁ:ﬂng; a-group 1easp or block is for
the mineral owners to set up sqme- type of formal or informal organiz- . -
-ation, whﬂch takes .a lea:e option on.all available mlneral acreage :owned
by the merbers.. The rebresentqtlvcc of ‘the group ne@otlate with a
broker or oil company, and uh=n 1ease rates, oonuues, and other terms
are agread upon, the group assigns the lease -options to the broker or .
company.

Such a group lease is generally norc’attract1Ve to an 011 company
if it is in a solid bloclk, with no.inside tracts omitted from the lease.
Omitted inside tracts are a source of annoyance, or even danger, to .
the oil company. HMost companies feel that they can achieve orderly
development——and thus lower drilling costs—only if they cwn the e ase
on every acre in the block.

The 0r1nc1nal advdn age to owners of croup le331ng is that

" collective bdrgalnlnn and the.creation of virtually solid 1ease bTocks
usually result in higher average bonuses and rentals belng pald.v Mbre—z
over, oil companies freguently will make other concessions in order to
get .a d331rable block of le ases. . Some owners, however, may feel that.

a group lease 1is a disadvantage. Thay think they might get a nlgher
bonus or more. favorable terms if they stayed out of the block and con-
ducted their owm negotiations with brokers or oil companies.

Experience in other States has shown that there are serious dangers
for owners in group leasing. In some cases, landowners have been
victimized by unscrupulous promoters whe made exaggerated claims re-—
garding the value of ‘their services and the prospects for: fut ure.proflt.
The expected profits never materialized because the promoters obtained a
"ecut" or commission far out of proportion. to thelr contributions to the
group le ase.

What is meant by pooling of royalties?

Sometimes a group of mineral owners will form an organization or
"pool" to which they will assign a unl?orm portion (such as 25 or 50
percent) of their royalty rlghts in all minerals they own in return for
shares in the'pool. If oil is produced on any tract included in the
arrangement, all participants get a share of t%e royalties through
dividends on their shares in the pcol. The principal advantage of-a
royalty pool is that it provides greater chances of each participant
getting something out of the oil development., Of course, those owners
on whose land oil is found won't get as much royalty as they would if
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they had stayed out of the poole. It is like an insurance policy in ,;Qg
reverse——the participants in a royalty pool share the chance to bene-
fit, while the 1nd1v1duals in an.lnsurapcefprogram share the hazard

of loss. : T : §o

: Organlzatlons for poollng royaltles have sometlmes been used by
promoters in older oil-producing Statés.as a means of dekraudlng Jdand- -
owners. In typical ‘situations - of this’‘kind, the promoters: appropriated
valuable royalty rights, leaving little return for the landowners. = -~

Orie disadvantage with royalty ipools, which:are honestly created
and~justly onerated, is the great amcunt of nromotlonal and legal work’
required to orgahize them. It-is.mHot-edsy td 807 crganlze ‘a pool that all
participants will be-treated fairly.” In Horth:Ddkota, royalty pools- must
meet certain legal requ1rements ‘and- pract:ca; standards: establlshed by
the"State Securities -Commission: in an adttempt to -prevent- fraud.~'

What is meant by we11 spa01ng?

Wéll spaCIng refers to the: dlSuance between we;ls dne terms off»“
acres. Ten-acre spacing-means. that oniy - ‘one well may be.drilled on R
each 10-dcre tract, and uO-acre spaclng means on1J ‘one well per hO—f e
acre tract, : : . R _, L

North Dakota statutes provide that oil and gaS'wells may be
drilled only in accordance with rules and regulations established by
the North Dakota Industrial Commission. Well spacing is: only one of -
the many-subjects covered by these rules. . In 'the fall of 1951, the
Commission established LO-acre spacing for the Beaver Lodge-Madlson L
field in Williams County, each well to be .drilled as néar ‘as practic-'
able’ in the ‘center of.-the lL0-acre subdivision:of the sections Saveral
months later, the Commission denied the petition of oil companies to-
increase the spacing to 80 acres, even on a temporary basis. Wildcat
drilling outside of the Beaver Lodge field and the activities of

“speculators and brokers all seem predicated.on the assumption that
Li0-acre spacing will be established in other areas if oil is’ dlscovered{
Tt should be remembered; however,. that the Industrial Commission has =
the power to . establish d1¢fereﬁt spacing-patterns in-particular areas
and, under certain conditions, to:change the sPanlng pattern 1n anJ
0ilfield after public hearing on the matiter. 4

That are offset rights?

When a well penetrates the porous rock which comprlses an oil
reservoir, the natural pressure or "reqe:v01r -energy’ drives the o0il
through the reservoir rock to the.well and'towards the surface. 011

is thus "aralned" ¢rom a con51derable' area around ‘the well.

An oflset is a‘well which is drilled to preveﬂt dralnage -across-
ownership boundaries toward-a produ01ng'well\ In the usual case, the
offset . would be drilled directly opposite uhe produ01ng'we11 and the
samé distance from the property line. : :
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Generally, the lessor's right to compel offset drilling is a
matter of contract, uniess there is a State statute on this subjectes
Some lezses stipulate the 1ess0e's obiigations regarding offsets in
great detail. Jbsu of tu‘f”i, : 1:Horth Dakota, -however,: contain
little or nothing with respect’ to'ofiset drilling, leaving the lessee's
obligation to be determlned tnder general rules of 1aW‘Wh1ch may be
establlshed. - co

In many of the older oil prod101ng States,\the courtq have held
that if a lease does not contain an express requirement for offset
drilling, the lessee is bLound by an’ lmplled agreement. to drill offset
wells in accordance with the established practice of good operation in
each field, at least in circumstancsas where failure to drill would re~ ~
sult in loss to the mineral owner and drllllnv'Woald not result 1n an -
operating 1o<s to the 1essee. »

At preseﬁt there is no statute in morth Dakota governing oflset
drilllng, nor has the Supreme Court-had any occasion to rule-on-this
matter. In the absence of any law in North Dakota regarding offsets,
0il compenies are following a nuiber of rules, developed by oil-field

practice and the courts of:other States, in an effort to tréat -all:owners-——

of o0il rights as fairly as possible. These rules, which ‘possibly may
be moalPled latel by the.legislature or.ths couris, are brieily as
follows. - e S

(1) Tith hO—acre spacing, the offset wells of course nust be
drilled in. the ceniter of adjoining LO-acre tracts. Although
some authorities have questicned the hecessity of drilling
offsets on the diagonal forties, most oil: CCTpaanS in North
Dakota at present ar~ following the general practice of
drilling diagonal offsets as well as the direct offsets.

(2) Ownerships which are separated from the tract containing;the
producing well by intervening forties are not entitled to
offset wells. For example, if a well is located in any of the
inside forties of a section in a 51ngle ownershlo, no offsets
would be required.

*(3) If the land entitled to offset rights is under oil and gas
lease, the lessee (whether or not this be the company operat—
ing the producing well) may either: (a) start drilling the
‘of fset well within a "reasonable time" after the producing
well is comvleted; 6/ or (b) pay compensating royalties to
the owner of the oil rights, generally based on the amount of

drainage to the producing well, The latter represents an
additional expense to the lessee and usually the company will
prefer to drill the offset ranner than pay the comoensatlon.

(4) If the tract entitled to an offset well is not under lease, "
the owner of the oil rights cannot claim damages. In order
to protect his interests in the underlying oil, he must either
drill the well himself or put the land under lease with some-
one who is willing to put down a well.

6/ "Reasonable time" is generally interpreted as being 60 or 90 days.
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What should the ovner 1ook for. in an 011 and gas 1ease9 .

Eack owner must de01de for hlmuell Wnether he w111 81gn any lease
offored nim by a broker or lease:-scoubti: Vauprally, he will want to re—
ceive just as high a bonus and delay rentals as possible.: .If his holdings
are not in an area where there is considerable competition, however, his
opnortunity to bargain for nlgne; bonuseQ and rentals is leely to be
-rather llmlted. . :

So far as: known, -all lease forms being used by brokers and oil
companies in North Dakota are of the “"Producers 88" type. There are,
however, dozens of variations of this .type,-some of which are more
advantageous- -for the owners “than otiters,. . Génerally, each broker and .-
oil company has a definite preference for a certain lease form and does
nct like to make any changes in it. Nevertheless, they are sometimes
willing to make reasonable changes . in their lease forms, especially 1f
there is. con31derable competltlon lor 1GdS°S in ﬂle arsae

Here are a PeW things that the m¢ne"al owner mlght'well bear in
mind, some of which are dlscussed in more detail in preceding. sectlons-

Q) a royalty clause prov1d1ng for one—elﬂhth royalty, not only
on oil but also on natural gas and casinghead gasoline pro-
duced and marketed from the tract, is usually more advantageous
. Tor the owner than-a clause which permits the company to pay
an annual flat rate per'well if only gas .is proauced.

(2) A "shut-ln" CLadSG, which allows the lessee to- shut in wells
- which produce only 'gas is generally considered reasonable and
~ proper in new areas where. there is a lack of pipeélines and other
facilities for marketing gas. This clause should include pro-
vision for payment cf shut—ln roya1t¢es to uhe lessor on a
per-well basvs. ;- Lo

(3) If the tract is located--in an area of known production possibil-
ities, a short primary term (5 years) is generally more ,
advantageous to the owner, while if the tract is located in an
area of unkmnown pOSlellltleS, a long term (10 years) generally

.-1s more advantageous. -

(L) & "dry—hole"'clause,which provides that if the first well drilled

is a dry hole, the-lessee can retain the lease in force for the
- rest of the primary term without payment of rentals or conduct-

ing additional drilling, is undesirable from the lessor's
viewpoint. It may result in less delay rentals being paid dur-
ing the life of. the lease than would be the case under the more
common provision which requires the lessee to either forfeit
the lease or to drill or to pay delar rentals after completion
of a dry hole, ; V
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(5) Most lease forms used in North Dakcta include provisions
which give some protection to the surface owner, such as a.
clause to the effect that the lessee will not drill a well
within a stated distance from any house or barn on the trect'
a clause requiring the. lessee, when so requested by the -
landowner, to bury ali pipelines below plow depthj; and a
clause prov1dlsg that the lessee will pay for damages to
growing crops {or to growing crops and 1mprovemenns) caused
by the lessee's operations. The mineral owner, espe01ally
if he is also the cwner of the land, should assure hlmself ,

'_tnat the lease contalns these provlseons.; : ,

These are only a few of the many little thlngs in a lease whlch
sometimes may make con81derable difference in the amount the owner will
receive. Consequently; the wise owner discusses any proposed oil and -
gas lease with his attorney before he signs it. Chances are that the
landman or broker who is attempting to secure the lease is in a great
hurry to get all tracts in his block signed up, but the owner should not
letthis interfere with his right to seek legal advice. Some brokers and
companies encourage .each prospective lessor to discuss the proposed lease
with his attorney besore signing--they believe that if the owner fully
understands the meanlng of each leases provision at the outset, the re- -
lations between the oil.company and the owner will be more amlcable.

How are recorded 1eases canceTed at lease termination?

An unreleaSed;oil:end gas 1ease,veven though it may appear to be -
terminated by its own provisions, creates some doubt as to the valldlty
of any subsequent drilling lease on the tract. Consequently, it is to
the best imterests of both- mineral- ovners and the oil industry generqlly

that each lease be promptly canceled after termlnatlone '

The usual procedure at termination is for the 011.Q0mPaEY to
execute an instrumert by which it relinquishes all rights it may have hadg
in-the lease., This document is known variously as a release of lease,
termination notice, surrender of lease, and lease cancelation. In. the
past, most oil companies apparently sent these releases to the mineral
owners at lease termination. In some cases, the.owners put them.on
record, but in others they merely filed them away or destroyed them. -
Subsequently, when other companies or brokers attempted to get leases
on these tracts for which no cancelation of the previous leases had been
recorded, the former lessee would be ealled upon,to searcn his files and
execute another release. Because this frequently meant some expense
and trouble, several oil companies adopted the practice of recording the
surrender documents in the office of ‘the county register of deeds.

The 1951 session of the Vorth Dakota Leglslature made ‘this the
mandatory Urocedure, by making it the duty of each minéral or oil lessee
to execute and record the release document at lease termination. 7/ If
a lessee fails to do this within 60 days after lease termlnatlon, various

7/ Taws of 1951, ch. 233.
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procedures are specified by which the lessor may obtain and record a ter-
mination document. If lesses follow the mandates of the 1951 statute and
if lesscrs exercise their statutory rights under this act, the problem
created by unreleasad, though eXplr eése’ w1ll greatly diminish in
the future. =

But what about such IeaSes which are of record from the 19301's
and early 1940's? There are various ways of cance¢1ng these. The
simplest procedure, of course, is to obtain a lease surrender from the
lessee, if this party still exists and can be found, TWhere the primary
term of such lease has expired, some oil companies will accept a new
lease, if it is accompanied by affidavits from neighboring landowners
to the effect ‘that no well has been drilied on the tract. For smtuatlons
in which old leases cannot be canceled by these methods, resort can be -
made to procedures provided by the 1951 Aut 1nclud1ng JudlClal actlon to
obtain release of explred leases,

Should the 1andowner sell hlS mlneral r1ghts°

This is a difficult questlon which each landowver must decide for
himself. The usual reason for landowners selling mineral rights is- to
obtain immediate cashe. Sale of mineral rights, however, has several
disadvantages for the landowner, which he should evaluate in relation to
the offered price before he makes his decision. The situation is different
for each landowner and is continually changing with changing conditidnsa
Hence, only a few general guides can be suggested to help the landowner
to de01de whether to sell, ‘the proporulon to sell, and the price to accept

(1) If you decide’ to sell, try to sell rights to specific mlnerals,
such as "rights to oil and gas," rather than "rights to all minerals" or
"rights to oil, gas and other minerals.'" - By selling only oil and gas rights
you may be able to keep rights to iignite and other minerals which are, '
or may become, valuable to ‘you as a landcowneri Many North Dakota farmers,
for example, have home-use lignite mines on their property. 1In several
instances where ‘such farmers sold a portion of the rights in all mlnerals,
the purchasers later demanded a royalty on the llgnlte mined by the land-
owners.  Some mineral deeds areé so drawn as to cover-a stated portion of
the "rights in all minerals except lignite;" or "rights in all minerals,
except lignite, sand, gravel, and gold." From the landowner's viewpoint,
this may be more advantagedus than sélling rights in all minerals, al-—
though less desirable than selling rights to defini%ely specified minerals.
Inasmuch as fewer rights are transferred by deeds to specified minerals
than are transferred by deeds to all mlnerals, they may not be able to
command as high a price.

(2) Investigate the possibility of selllng oil and gas rlghts by
royalty assignment rather than by mineral deed. If the sale is by royalty
assignment, you will retain the powsr to negotiate drilling leases with -
oil companies in the future and to receive all bonus and rental payments.
As indicated previously, the division of legal control over mineral rights
among several parties may make it more difficult for oil companies to se-
cure leases. Because the purchaser of a royalty assignment. does not obtain
the right to participate in bonus and rental payments, royalty assignments
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generally do not sell for as high a price per acre as do mineral deeds.
In. fact, brokers report ithat the present market for royalty assignments
is very poor, except in the v1cln1ty of: exmst¢ng oil flelds.

(3) Avo;d selling all your 011 and gas. rlghts. In most cases,
landowners probably will find it to their advantage to sell not more
than half of their oil and gas rights, although under some conditions
they may find ‘it advantageous. to sell as much as three-fourths of them.
Reasons why landowners retain part of their oil and.gas rights include
the desire to receive part,qf,any,fumure lease and rcyalby payments and
to participate in negotiations for any oil and gas leases to the end
that they may be able to net provisions in leases which p“otact thelr
surface rightse : : . o 4 :

Another possible reason for retaining part of the oil .and gas
rights is the maintenance of the loan-security status of the land.
Studies in Oklahoma and Texas -point out that most credit agencies opere
atlng in ‘those States, as a result of experience with the problem, - -
require at least 50 percent of the mimeral rights to stay with the. sur-
face rights in order to qualify for a.maximum loans Whether this
requirement will be adopted by credit agen01eu in North Dak0ua remains -
to be seen. . : : :

It is especially dangerous for the landowner to sell his rights
in all minerals, or his rights in coal and lignite, without making
adequate provision for -protection of the surface, and for compensation.
for use of the surface cr for damages thereto. It is egually dangerous
to purchase land where rights in coal, lignite, or all minerals have
_ been severed from the suriace without such. provisions being made. ' Re-
cent research in utilization of lignite indicates a great expansion of
lignite mining ultimately will be possitle in North Dakota. Present
strip-mining methods destroy practically all cf the agricultural value
of the land, If the landowner does not own the coal and ligmite rlghts
—— as would be the case if he sells'rights in all minerals — some min-
ing company may acquire these rights and start stripping operations, or
threaten to do so. In that event, the rights and remedies available to
the landowner would depend to a large cdegree on the provisions of the
" grant or reservatlon which snve"ed tne mineral rlghts from the surface
' rlghts.

(L) Don't spll your 0il ard gas rights for a lesser amount than
a reasonable estimate of the future costs snd disadvantages. you can
~expect to experience as a result of the sale, One disadvantage of
selling oil and gas rights is that you would lose at least part of any
bonuses, rentsls, and royalties which-might be paid by lessees in the
future. The probable amount of these Luture,payments you will forego
dépends upon the proportion of the mineral rights sold, the wording
of the deed conveying these rlghts, the amount of drilling activity
in the area, whether oil or gas is actually found,  the future lea51ng
pollcy of oil companies in the areas, -and other factors. :




~18=

. Secondly, you will incur a rick of increased costs for bringing:
your abstract up to date, shouid you'w1sh to sell or mortgage-the land:

in the future. Many of those who are: bUJlng mineral rights in North
Dakota are reselling part of uha+ they buy: 1n3numerous small parcels.

In some-cases, these’ parcels are as- small a§ one-eighth of 1 percent of
the-total mineral rlghts in ‘a tract.: ‘Thus, resales bv mineral. buysars

ma2y result in anywhere from two or three te over 100 separate chains of
title to various interests in the total ownership of the tract. - Under
prasent procedures, all of the:recorded instruments in each chain of
title to mineral rights are included in the landowner's abstract of tltle,
the cost of which is directly: proportlonal to. the number of recorded
instruments.. Although speculation in-mineral rights is relatlvely new -

in North Dakota, landowmers alreacdy are heginning to complain of the
ircreased abstiracting and tltle—examlnatlon fees resuTtlng 1c‘rcm.f:c'atc‘f,lon--
a¢1zatlon of mineral rLghts. R T : . :

Thlrdly, 1f you,sell part of your ‘mineral: rlghus by m_neral deed,
you risk the possibility that subsequent: fractionalization of the part you
séll may proceed to the- p01nt where it would be 5o expensive for an oil
company -to negotiate -with the many: scattered ommers that it would refuse
to lease the tract. ‘This .would impair the incomeivalue of “the mineral
rights retained by you. OSuch situations are not uncommon in -the older
01l-produ01ng States and they may be expec+ed to occur in North Dakota.

In order to offset tle loss of future “income Prom drllllna ‘leases
and to fully protect himself agasinst all possible risks, .the landowner’
would have to receive at'leastzasumnbh‘perlmineral-acre for the o0il and
gas rights as the long~time or "normal" .agricultural value of the land -
per surface acre. Many landowners will not adhere strictly to this rule,
because of other considerations discussed in-the next paragraph. But:
this-rule does provide a good basing point from which the landowner can
figure what price he will accept for his mineral rights. It calls
attention to the fact - that the risks assumed by the landowner in selling
mineral rights are greater with n1gn qua ity farm land: than with low -
value land., 3 R Do ' s

(5) Give consideration to the amount of your indebtedness and néed
for ready cash in deciding the minimum price you will accept for your oil
and gas rights. Some farmers, for example, have found it advantageous to
sell part of their minerals at moderate prices in order to obtain funds
with which: to pay off mortgages, to fix up their homes, or to buy addition-
al farm equlpment. In their Bk dgmenu, the 1mnedLate sav1ngs in interest
‘costs or the advantages of” hav1nc adequate working c301ta1 for farm oper-—
ations offset to some extent the risks, d_scussed above, of future costs
and inconveniences associated with selling mineral rights. The heavily
encumbered landowner can ill afford to take the risks inherent in holding
out for high mineral prices., The debt-free farmer, on the other hand,
is in position to consider hoLd¢ng for higher prices than those currently
offered in his locality. If he does decide to hold for higher prices,

. however, he should recognlze the spsculative risks he is assuming.
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(6) Hedge during drilling operations on your land or on an ade
joining tracte During the several weeks! period that a well is being
drilled, the market price for oil and gas rights on that tract and ad-
joining tracts usually rises rapidly, often as high as 10 to 20 times
the agricultural value of the land. The landowner who wishes to get
as much as possible out-of his mineral rights under all contingencies
will watch the local market very carefully during the drilling period
and attempt to time the sale of part of his oil and gas rights when
competition has forced the price to high levels. If the well proves to
be a dry hole, the market for minerals in that locality,even at low
prices, may 3lmost disappear. Selling part of the oil and gas rights
at these high prices is a hedge.against a dry hole being drilled. If
the well comes in as a producer and the landowner has held back half of -
the mineral rights, he may still receive a nice royalty income.

(7) Final1y, alwa&s consult your attorney before signing away any
of your rights. An atitorney's fee is small compared with the possible
savings in dollars and the avoidance of trouble his services can mean to
Youa

Some instances have been reported of landowners signing deeds to
mineral rights under the mistaken impression they were signing oil and
gas leases., Frequently, the price received was only a small fraction
of current market values. If these owners had followed the practice
of obtaining competent legal advice before signing any instrument
affecting their land titles, these costly mistakes might have been
avolded.

Similarly, if you are about to buy land, consult your lawyer
regarding mineral rights which might be reserved or excepted and which
might be exercised in such a manner as +o cause vou loss or damage.:
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