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The phone rings. It's your owner relations department. They just received a 
call from a lessor who has been taking a closer look at the information 
provided along with the lessor's oil and gas royalty checks. The lessor 
wants to know why you are deducting post-production costs, such as 
transportation or compression of gas, when calculating the lessor's royalty.

The deductibility of post-production costs can have significant implications 
for an oil and gas lessee. Several commentators have addressed this 
issue in-depth over the years.1 This article is intended to provide an 
introduction to the deductibility of post-production costs under fee oil and 
gas leases.2

Production Costs vs. Post-Production Costs

Normally, the lessee under an oil and gas lease, not the lessor, is 
responsible for paying the expenses of exploration and production.3 These 
generally include the costs associated with geophysical surveying, drilling, 
testing, completing, and reworking a well, as well as secondary recovery.4

Post-production costs that may, or may not, be deductible when calculating 
the royalty generally include gross production and severance taxes, 
transportation costs, and the costs of dehydrating, compressing, or 
otherwise processing gas (such as the extraction of liquids from gas or 
casinghead gas).5

Lease Provisions

When determining whether post-production costs are deductible from the 
royalty, the lease should be carefully examined. Sometimes the lease 
terms will specify whether post-production costs are deductible. For 
example, as part of the royalty clause, a lease may provide:

Lessee shall have the right to deduct from Lessor's royalty on any gas 
produced hereunder the royalty share of the cost, if any, of 
compression for delivery, transportation and/or delivery thereof.6

But what if the lease does not include a provision such as the one above? 
Or what if the lease provides for the payment of royalty based on market 
value or net proceeds “at the well”7 but does not spell out the types of post-
production costs that are deductible before the royalty is calculated? Is that 
enough?

“At the Well”



The following is an example of a gas royalty provision with “at the well” 
language:

Royalties to be paid by Lessee are: . . . (b) on gas, including 
casinghead gas or other gaseous substance, produced from said land 
and sold or used, the market value at the well of one-eighth (1/8) of the 
gas so sold or used, provided that on gas sold at the well the royalty 
shall be one-eighth (1/8) of the amount realized from such sales[.]8

Bice v. Petro-Hunt, L.L.C.9 provides an example of the majority view on 
deducting post-production costs when the royalty clause contains “at the 
well” language.10 In Bice, the North Dakota Supreme Court determined 
whether processing costs for sour gas were properly deducted when 
calculating the royalty under oil and gas leases that contained “market 
value at the well” language. The Court noted that the majority of oil and 
gas producing states have adopted the “at the well” rule and “interpret the 
term 'market value at the well' to mean royalty is calculated based on the 
value of the gas at the wellhead.”11 The Court also noted that in states that 
have adopted the “at the well” rule,12 a lessee has the option of calculating 
the market value at the well through the “comparable sales method” or the 
“work-back” (a/k/a “net-back”) method.13 The comparable sales method 
involves “'averaging the prices that the lessee and other producers are 
receiving, at the same time and in the same field, for oil or gas of 
comparable quality, quantity, and availability.'”14 Under the work-back 
method, the “market value at the well” is determined by deducting 
reasonable post-production costs (incurred after the product is extracted 
from the ground) from the sales price received at a downstream point of 
sale.15

The Court found that the gas at issue had “no discernible market value at 
the well before it is processed . . . .”16 The Court reasoned that “[s]ince the 
contracted for royalty is based on the market value of the gas at the well 
and the gas has no market value at the well, the only way to determine the 
market value of the gas at the well is to work back from where a market 
value exists . . . .”17 Adopting the “at the well” rule, the Court held that the 
operator properly deducted post-production costs for processing prior to 
calculating the royalty.18

A similar result was reached in Emery Resource Holdings, LLC v. Coastal 
Plains Energy, Inc.19 In Emery, the federal district court in Utah was asked 
to interpret oil and gas leases that contained “at the well” royalty 
clauses20 and determine whether post-production gathering and 
processing costs were deductible.21 The Court noted that “[t]he majority of 
courts . . . have found 'at the well' royalty clauses to mean that natural gas 
is valued for royalty purposes at its wellhead location and 
condition.”22 Predicting what a Utah court would do when faced with this 
situation,23 the Court inEmery held that the “at the well” language in the 
leases was clear and that the parties intended for the royalty to be 
calculated according to the market value at the well.24 Thus, the Court 
allowed the operator to deduct post-production costs incurred from the 
wellhead separators to the pipeline in determining the market value at the 
well prior to calculating the royalty.25



In some states, however, including the words “at the well” in the royalty 
provision may not be enough. For example, inRogers v. Westerman Farm 
Co.26 the Colorado Supreme Court determined whether post-production 
costs were properly deducted under leases that provided for royalty “at the 
well” or “at the mouth of the well.” The Court held that the leases were 
“silent” as to the allocation of post-production costs, even with “at the well” 
language.27 The Court held that “[a]bsent express lease provisions 
addressing allocation of costs, the lessee's duty to market requires that the 
lessee bear the expenses incurred in obtaining a marketable product. 
Thus, the expense of getting the product to a marketable condition and 
location are borne by the lessee.”28 After the product is “marketable,” any 
further costs incurred in improving the product or transporting it may be 
shared by the lessor and lessee.29 The point at which the gas is 
“marketable” is a question of fact for the judge or jury to decide.30 Thus, in 
Colorado,31 lease language that defines the royalty as being payable “at 
the well” or “at the mouth of the well” is not enough to allocate post-
production costs.32

Conclusion

Now is the time for lessees under fee oil and gas leases to carefully 
examine their records, on a lease-by-lease basis, and determine whether 
they are properly deducting post-production costs prior to calculating the 
royalty. The deductibility of post-production costs depends on the lease 
terms and the laws of the state where the leased lands are located. 
Lessees should not, and in some states cannot, rely on “at the well” 
language to provide for the deduction of post-production costs. As needed, 
lessees should modify their lease forms to specifically provide for the 
deduction of post-production costs and identify all of the post-production 
costs that are deductible.

How to increase attention to detail in title examination.
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