Factors to consider when structuring an oil and gas lease royalty

In difficult economic climates (high drilling costs, low commodity prices for natural gas) producers are driven to maximize their returns in any way possible.  Lower bonus amounts and lower royalty percentages can easily be quantified in terms of what they add to the bottom line.
Although royalties are typically defined as being “free of all costs”, the rising percentages being demanded by landowners have led to producers being creative with the creation of Market Enhancement Clauses.  I could be wrong but I think Chesapeake invented this clause.  There is nothing inherently wrong with a producer wishing for a royalty owner to bear his proportionate share of expenses that are incurred in making either natural gas or oil “more valuable” or making it salable.  In many areas of the U.S. both crude oil and natural gas can be “sour”, meaning it contains the highly toxic H2S (hydrogen sulfide) and it must be treated to remove this before it can ever be sold (this is not an inexpensive treatment)… technically the product prior to treatment has no value whatsoever.  At the end of the day, paying on “net proceeds” versus “gross proceeds” or adding a market enhancement is simply done to add to a company’s bottom line.  These are all generally negotiable points, however, virtually all companies’ use some form of lease data software and sometimes their ability to negotiate specific line items of a lease are limited by what their lease data software allows them to do.  A field landman might have the flexibility to give you certain modifications, but more likely he isn’t authorized to make modifications and if there are modifications, they slip by without notice.  The limitations of the lease data software that I mentioned comes into play when a lease modification either doesn’t get “picked up” by the individual that enters the lease into the system, or the system itself has no “check box” to allow for a modification and thus it simply gets ignored.  For instance, say the landman agrees to allow for a lessor to have his royalty percentage increase if the production level of a well were to exceed a specified volume of natural gas or oil during a given time period.  If there is no check box on the lease data entry to draw this to the attention of the accounting department then it will never get noted and you won’t ever see the increase in your royalty.  Companies abhor these types of freewheeling landmen who get creative in order to get a lease signed because they know that they have no means by which to properly administer these types of provisions.  They would require manual computations and companies would rather be subjected to a SEC investigation before having to do manual computations for royalty checks.  Companies such as Chesapeake, Exxon Mobil, Range, and Shell all have hundreds of thousands of leases and it is extremely expensive to pay for the manpower to manually administer leases with square peg provisions that don’t fit round peg lease data entry systems.  
Whether or not you as a landowner can successfully say “no” to a market enhancement clause or other similar method to burden the royalty with post production costs is going to depend upon whether you are in an area that has several companies competing for leases.  If they know they are the only game in town they will likely tell you to go pound salt and present you with a take it or leave it proposition in terms of accepting their “standard lease offer”.   Finally, be warned that some companies (Chesapeake comes to mind) have a very liberal interpretation as to what constitutes an enhancement.  
