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Oil and gas exploration may have great economic implications for landowners however; a good 
lease is not exclusively about money.  A good lease is about maximizing economic gains, 
protecting the land resource and its usability.  The terms of a lease like any business deal should 
be favorable to both parties.  For each landowner there will be a different set of goals which 
influence the terms of a lease.  List what is important to you and work with an attorney to 
incorporate your desires into the lease contract. This factsheet we will discuss how an oil and gas 
lease may impact landowners.       
 
Length of lease 

At the top of a lease it will state the length of the primary term. For example, there may be a 
statement, “5-year oil and gas lease.” This is often referred to as the primary term or the period of 
time the company has before a well is drilled and found to produce in “paying quantities.”  From 
an economic standpoint, the sooner a company drills the sooner a landowner will receive royalty 
payments. Conversely, should no drilling take place, the shorter the length of the primary term of 
a lease, the sooner a landowner will be free to lease to another company. Drilling for oil and gas 
does not guarantee production. In most standard leases, there may be storage or payment clauses 
that hold a lease in effect even regardless of whether oil or gas are found. A property owner 
should clearly understand all of the different ways their lease may remain in effect. Once a well 
has begun production and is producing in “paying quantities,” the secondary terms of a lease go 
into effect. Furthermore, clauses are often added that will allow for the automatic renewal of a 
lease even if no well has been drilled. If the primary term of a lease is to expire, landowners may 
wish to ask for larger upfront bonus payment and/or rental payments for resigning.   
 
Understand the acreage being leased and the acreage on which payments will be made.  
Sometimes a standard lease may include a statement such as; “including all lands and interest 
therein, contiguous or appurtenant to said described land and owned or claimed by lessor, 
whether or not specifically described.” What acreage will be included in rental payments? What 
amount of land is tied-up in this lease? You may want to use the legal deed description of your 
land.  Words such as, “appurtenant to, claimed, now and in the future” may be unnecessary 
descriptions. It may be wise to state the acreage and the payment per acre per year. Some leases 
may be “Paid-up”.  This usually means that a payment per acre is determined or offered to a 
landowner. For example, let one assume a paid-up lease of $65 per acre.  $65 times the number of 
acres leased times the years leased would be paid at signing. In this example for each acre leased 
the landowner would receive ($65 X 1 acre X 5 years) = $325 per acre paid at the signing of the 
lease. Another way payments are made is on a acre basis is by paying a signing bonus. For 
example, the landowner is paid $1000 per acre at the signing of the lease. In this case the 
subsequent delayed rental payments are usually quite low, $5-$10 per acre per year.  Nothing is 
wrong with either scenario. In many cases at the end of the primary term delayed rentals can be 
used to automatically continue the lease. This is fine as long as you feel you are adequately 
compensated.   
 



 
 
 
Storage of gas, brine, oil and other materials  

Storage clauses or payment clauses may be utilized to keep a lease in effect regardless of whether 
oil or gas are found.  A property owner should clearly understand all of the different ways their 
lease can stay in effect. If you do not intend for your property to become a storage unit for oil and 
gas produced elsewhere, make sure that this is clearly stated in the lease. It may be wise to work 
with your attorney to create a separate lease agreement for storage if that is your desire.  
 
Strata, pipelines  
There may be some advantages to the landowner in leasing to a drilling company only the 
formations that the company intends to develop. This may free the landowner to lease deeper or 
shallower formations to another company. In addition, leasing a specific formation to the drilling 
company may limit the arbitrary assignment or sale of other strata.     
 
Consider the following statements regarding what is being leased: does hereby lease and let unto 
the Lessee, for the purpose of drilling, operating for, producing and removing oil and gas  thereof, 
and of storing and holding in storage, and removing (sometimes herein referred to as gas storage 
purposes, storage shall only pertain to oil, gas and brine produced from this leased premise.), 
including gas lying thereunder, by pumping through wells or bore hole, in and from the marcellus 
shale formation lying thereunder, and of placing tanks, equipment and structures thereon to 
procure and operate for the said products, and of laying pipe lines thereover to transport the same 
from the leased premises and “from other premises” on, over and across the leased premises.  
Lessor reserves all non-producing formations. Lessor reserves the right-of-way on all lands.  
Tanks, compressor stations, gas and oil lines shall be treated in this lease the same as the oil and 
gas well.  These items may not be assigned; easements and/or right-of ways shall not be created 
without written consent of landowner.  This lease only pertains to oil, natural gas, natural gas 
liquids and related hydrocarbons, (referred to in this document as constituents and/or product 
from which royalty is derived). All other minerals are retained by the Lessor. 
 
Referring to the underlined areas above, the writer has attempted to narrow the scope of the lease 
to oil, gas, related hydrocarbons of a particular formation. The landowner has attempted to retain 
all other formations so that these may be leased in the future.  Likewise, the landowner has taken 
precautions so as not to create right-of-ways. In addition, the landowner mentions assignments, 
attempting to retain the right of consent. If a landowner agrees to assignment of all or part of a 
lease it might be wise to share in the profit each time the lease is assigned.  I can not say if the 
above terms are written well from a legal standpoint but it is clear in this case what is important 
to the landowner.  For each landowner the above mentioned factors are important and should be 
individually prioritized and potentially negotiated with the leasing company.  
 
How long does the lease last?  
Once a well has been drilled and is producing in “paying quantities,” the lease can remain in 
effect for an indefinite period and triggers the secondary terms of the lease. The term “paying 
quantities” is purposely vague. As a landowner, consider this term closely. Production will not 
last forever.  Ask yourself: “How little compensation am I willing to accept to keep the lease in 
effect?” You may want to define “paying quantities” in economic terms or specify a minimum 
payment per month from production that you will accept.  
 
 
 



Royalty, delay rentals, shut-in, spud fee   
When comparing the economic components of a lease, there may be subtle differences.  
Is the oil and gas royalty paid to you free of any deductions, such as treating, separating, etc.? The 
list of possible deductions from a royalty check can be long and you will not have the means to 
measure them, making it virtually impossible for you to evaluate the accuracy of your payments.  
You may want to negotiate access to company records pertaining to your well. Company 
portfolios and stockholders reports occasionally state the average royalty paid. Deeper gas wells 
are paying from 12.5% to 20% royalty. It may be possible to negotiate a percentage reduction 
from the published rate for oil and gas if a company insists on royalty deductions. In addition, it 
may be possible to list and or limit the deductions made from the royalty.  The way production 
royalty is calculated can make a difference, since royalty payments can be based on quality and 
quantity of oil and gas production.  If oil and gas companies vary in their ability to market 
hydrocarbons, should royalty be based on locally published rates or on actual company receipts? 
In addition, should you as the landowner be paid based on wellhead production or based on point 
of sale? Landowners should carefully review all statement pertaining to royalty payments.   
 
The delay rental is a payment to the landowner, usually paid annually on a per acre basis, and 
paid until a well is drilled and producing in “paying quantities.” This same payment may also be 
discussed in the area of a lease that deals with “shut-in.” Shut-in royalty is a payment in lieu of 
the production royalty. It is usually paid at the same rate and manner as the delay rental. 
 
Leases often contain a “shut-in royalty.” This is a payment to be made to the landowner when the 
well is not being produced for economic reasons. Shut-in does not necessarily mean that a well is 
incapable of production; it simply means that it is not at the company’s discretion. This payment, 
unless otherwise stated, may keep a lease in effect and payment will most likely be the same as 
the delay rental rate. 
 
A spud fee is a payment made to the landowner for drilling on their property. This can be an 
important economic component to the landowner.  There is a tremendous range in payments 
made to landowners for drilling on their property but may range from nothing to $15,000 per 
well. A spud fee helps to compensate the landowner for the loss of use of the land utilized at the 
well site.  
 
Often not mentioned in leases are accurate descriptions of how and when payments are to be 
made.  In addition, not described well in most leases are the consequences for nonpayment. If rent 
and royalty are not paid within a defined amount of time it is reasonable that the lessee incur 
compounded interest at a specified rate, from the due date until lessor or landowner is paid in full. 
Furthermore, the lessor may desire to terminate the lease after a designated amount of time and 
having provided written notice to the lessee for non-compliance. Should this occur, the lessor 
may need to assume quiet title and should recover all cost associated with such action. 
 
Free gas 
For shallower wells, the lease should address the use of free gas for the landowner. In most 
leases, the amount of gas that can be utilized by the landowner is restricted to 150,000–300,000 
cubic feet. Very few leases allow for the unlimited use of free gas. If you utilize more gas than 
the amount specified, be sure that you pay the same rate as you are being paid. Likewise if you do 
not use your gift of gas you should receive payment based on the unused value.  A landowner 
may want to use the free gas in more than one building. If so, it may be wise to remove the one 
building or dwelling clause.   



Yet another option is to pay you an annual fee in lieu of free gas. This is most often utilized for 
deep high pressure wells. As the landowner it is in your interest to be sure the payment represents 
your heating costs and is adjusted annually to reflect true price. 
 
Resolving Disputes 
Disagreements between landowners and oil and gas lessees are inevitable. Landowner need to 
work with their attorney to insert phrases or clauses which will aid in swift, cost effective 
resolution. One possible method of dispute resolution is to utilize three disinterested persons, one 
appointed by the lessor, one by the lessee, and the third by the two so appointed, and the award of 
such three persons shall be final and conclusive. Leases often state issues are not binding unless 
they have been ruled so in a court of law.  This is redundant, since of course, this is always an 
option.  However, most landowners will not take a matter to court because of concern for cost. 
 
 
Water Protection 
While it is unlikely, it is possible your ground or surface water could be impacted from oil and 
gas exploration or development. Landowners would be wise to document flow rate and quality 
for all water sources prior to hydrocarbon exploration and or drilling. Many laboratories can 
perform basic screening of oil and gas contaminants. One such lab is the Penn. State Agriculture 
Analytical Laboratory. The cost is currently $65 and is subject to change.  Kits may be available 
through your local OSU Extension office. Penn. State may be contacted at 1-814-863-0841. 
It would be prudent for landowners to have the lessee test, at their expense and at a lab of lessor 
choice, for drilling contaminates and related constituents prior to exploration and/or drilling, and 
following well production.  If lessor determines there has been water contamination as a result of 
lessee’s activities, lessee agrees to provide lessor potable water (provided in like measure 
quantity/quality as to lessor judgment) and at no expense.  Work with your attorney to protect 
your water source.  
 
Noise Protection  

Each landowner places a different value on their serenity. Gas and oil production may impact that 
serenity. If production generates noise, such as a compressor station, the landowner may want the 
lessee to reduce noise to an acceptable level (opinion of lessor) and lessee will cover all costs 
associated with noise reduction.  
 
Government Programs and Taxes 
What if the development of your oil and gas changes your current agricultural use tax status?  
What if some government agency decides to tax emissions or transmission, are you protected in 
your lease? Landowners may want to protect themselves in their lease from this unforeseen cost.   
 
Liens  
Landowners will need a clause in their lease which protects them in an event a lien is placed 
against the lessor’s interest in their property as a result of lessee activities.  
 
Pooling & unitizing 
Pooling allows the drilling company to pool or form a drilling unit with adjoining property 
owners. Unless you have very few acres, exercise caution in granting a company unrestricted 
pooling/unitization or consolidation. If your land is unitized as part of a drilling unit, you will 
likely split the royalty with the other contributing landowners. The percentage of the royalty you 
receive is based on your acreage contribution to the drilling unit. When unitized if the producing 
well is not on your property you will most likely not receive the free gas payment. This particular 
area of a lease can be used to bind large tracts of land and tie up a formation. Pooling/unitizing is 



beneficial to the drilling company allowing them to treat the pooled land as a single lease.  Wells 
drilled anywhere on the pooled acreage may keep the lease in effect.  Some states have limited 
the amount of acreage drillers can pool into one unit. So how many pooled acres is required for a 
driller to efficiently develop the resource? That is difficult to answer.  However, from a large 
acreage landowner perspective; it would be beneficial to limit the pooled acreage to 640-1280 
acres.    
  
In closing, the opportunity to negotiate an oil and gas lease on your farm does not come along 
often. The terms agreed upon in your lease have the potential to affect the future operations of the 
farm and the real-estate value. Changes to the lease are usually addressed in an exhibit or 
addendum. Take time to understand the lease document and seek out an experienced oil and gas 
attorney for advice.  Weigh the factors in a lease, decide what is most important to you and 
understand what elements you can give up and what elements of the lease you will negotiate.   


