
HOW IMPORTANT IS THE ROYALTY OWNER TO YOUR COMPANY'S PROFIT? 
MARY B. HOLMES, FINANCIAL SUPERVISOR 

SUN EXPLORATION AND PRODUCTION COMPANY 

ABSTRACT 

The purpose of this paper is to discuss and emphasize the importance of the 
royalty owner to the oil industry and the direct effect which unfavorable owner 
relations has on your company's profit. 

This paper will be divided into six principle parts: (1) Introduction; (2) 
The importance of the royalty owner; (3) The landman's role in royalty owner 
relations; (4) The royalty owner's role as the company's constituent; (5) Ways of 
preventing adverse relations with royalty owners; (6) Summary. 

INTRODUCTION 

The perception of your company through your actions will affect your rela- 
tions during the term of the leases and any future business you encounter with the 
royalty owner, his neighbor or his community. Unfavorable relations may result in 
cancelled leases or lawsuits which will in turn reduce your company's profit, thus 
affecting your shareholders, your future and your jobs. A satisfied royalty owner 
is the best public relation your company can have. These owners can persuade 
their neighbor or community leaders to deal with your company either favorably or 
unfavorab1.y. 

Every year millions of dollars and thousands of man hours are spent litigat- 
ing oil and gas related problems in the courts around the country. There is a 
tendency in our present society to litigate at the first signal of conflict 
especially against the major corporations. Many of the costly court battles, 
which often result in bitterness, could be avoided by arbitration or by any of us 
going that extra step to prevent an explosive situation. Lawsuits are lengthy, 

However, a clearer unde costiy, and can attract a'lot of unwanted publicity. 
standing of the responsibilities on both sides of an 
cation could resolve many of the problems that now end 

r- 
issue and more open communi- 
in litigation. 

ROYALTY OWNER IMPORTANCE 

The royalty owners (leaseholders) are one of the oil industry's most impor- 
tant assets. The industry could not extract or market their product without the 
right to the royalty owner's land. We in the oil industry have the most advanced 
technology, the most eff!'cient and productive engineers, and the m0ne.v from our 
investors; however, without that. valuable lease to explore, drill, and produce the 
oil/gas, we could not remain in business. 
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The importance of our royalty owners goes without saying, whether he is the 
landowner, the investor or the heir. They own the tract(s) of land we want to 
explore. The oil industry is not in the land purchasing business; therefore, we 
must lease to drill for our product. These leases set forth and provide the moral 
and legal obligations to the leaseholders: 

0 develop the land prudent1.y 
0 protect the surrounding lives 
0 settle for surface damages fairly 
0 pay lease rental or drill a well 
0 pay royalties in a timely and accurate manner 
0 withhold federal and state severance taxes 
0 respond to owner's inquiries promptly 

Years ago Sun had a costly and frustrating experience in a field in Louisi- 
ana. A timber company was the holding company of a particular section we wanted 
to lease. For some reason the timber company was unhappy with Sun's previous 
handling of property development and the royalty payments. Therefore, they leased 
the section to Arco and stated in the lease, “In the event that the lease or any 
portion thereof has been assigned to Sun Oil Company or any of its subsidiaries, 
this entire lease shall be null and void". In this case, previous unfavorable 
relations prevented our company from leasing the desired section. 

Fortunately, this situation does not happen often. In order to prevent 
dissatisfied royalty owners, our Division Order Department always tries to hold 
the basic Division Order. In this manner, Sun controls processing of royalty 
payments and the method of response to owner inquiries. Our staff tries to uphold 
an ethical and professional relationship with our owners. Our Division Order and 
Royalty Disbursements departments are keenly aware of our obligation to provide 
timely and accurate royalty payments. For this reason, we have a primary check- 
write on the 23rd of the month and a second checkwrite on the 25th of the month. 
The purpose of the second checkwrite is to provide for late run tickets or correc- 
tions to the previous calculations. We will also issue manual checks during the 
month as it is necessary. 

One thought that we always try to instill in our staff is "nonpayment of 
royalty may shut our well down". The royalty owners have a very powerful agency 
in Texas - the Railroad Commission. The Commission could shut down the well for 
non-payment of royalty. 

Exhibit I reflects a copy of our check stub and information provided to the 
owners. Sun, like the rest of the companies in the industr.y, is redesigning the 
current revenue and royalty disbursements system in order to provide better 
service to our owners and automate much of the manual effort brought on by the 
Winfall Tax. The comparative market and the ever-changing federal and state 
regulations have placed a great demand on our industry accountants and our com- 
puter systems. Most of our computer systems have been patched and repatched 
numerous times since DOE and IRS Winfall Tax regulations. Exhibits II and III 
reflect IRS Form 6248 and accompanying statements. These are required by the 
IRS to be issued by March 31 of each year. 

The generation of IRS Form 6248 has caused an administrative nightmare. 
Prior to the Winfall Tax the only reporting that was required to the owner was an 
IRS Form 1099. This form strictly requires the reporting of gross earnings from 
royalties or rentals for the year. Now, in addition to Form 1099, the IRS re- 
quires Form 6248 for oil and condensate production. Form 6248 requires the 
reporting of Winfall Tax calculation for the year at the owner's decimal interest 
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and the reporting of withholding of the tax by production year and calendar year. 
As you can see, there is a tremendous amount of information that must be accumu- 
lated, generated and printed each year. We must also maintain the owner's tax 
withholding status, i.e. independent, exempt royalty interest, Indian, charity, 
etc. Needless to say, this tax has created the burden of maintaining and updating 
massive master files. Last year Sun printed over 146,000 IRS Form 6248's and over 
800,000 detail statements. 

THE LANDMAN'S ROLE IN ROYALTY RELATIONS 

The landman's role is very important and delicate when dealing with the 
lessor or land owner. This is especially true when the land owner does not own 
the mineral rights. Your rig on his land reminds him daily that maybe years ago 
he made a bad business deal by not buying the mineral rights. The landman is the 
first contact or first link in a chain of employees that the owner will be in 
contact within the company. The landman will plant the first seed in a hopefully 
growing trust and confidence which can aid the growth in our dealings with the 
owners. It is imperative that the field and the administrative staff continue 
nourishing that seed. 

As you are aware, a sure way of starting bad relations with the land owner is 
not closing his gates and for his cattle to get out. This action might prevent 
our company from further leasing with him or his neighbor, or create bad feelings 
when the landman comes by to get him to sign a unit agreement. 

Many times the landman travels incognito and hires a brokerage firm to pro- 
vide a front at the county court house. Nothing drives prices up faster than 
knowledge or even rumors that a major oil company is buying leases. This is 
especially true in small communities. However, it is very hard to be inconspic- 
uous in a small town. Deep resentment for the oil industry is the case in some 
areas. This was especially the case in the Ranger Field for Sun. In the past, 
dozens of marginal operators had come looking for leases. The result had been a 
small token leasing fee, a dry hole, a wretched landscape, and sometimes lawsuits. 
Once the community in Ranger knew they were dealing with Sun, they were happy to 
be doing business with a major oil company at last. Many of the previously 
suspicious leasholders signed up. 

Once the search of title land ownership has been completed, the landman must 
search for the owners and convince them to sign a lease. Sometimes the landman 
has to convince them they own the mineral and leasing rights. We had a case in 
Ranger Field where our landman traveled to Lubbock to find a widowed heir of a 
large tract. She kept insisting, "but you must be mistaken, I don't own any oil'. 
For approximately two hours she refused to accept our documentation, but finally 
gave in - "Okay, I own it", she said. "All right", said the landman, "now I would 
like to lease your land from you. I am paying fifteen dollars an acre for a 
five-year lease". "Oh, no", she said, “I can't do that. I can't tie up my land 
for five years". After using much diplomacy and charm the landman finally receiv- 
ed his lease. 

ROYALTY OWNER'S ROLE AS A CONSTITUENT 

Another way we look at the interest owner is as our constituent. We have a 
common interest. They are our partners and must be treated accordingly. There 
are many royalty and working interest owners and numerous royalty owner associa- 
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tions, and we often seek their support when there is pending legislation affect- 
i,ng our industry. Sun, like many major companies, spends a great many hours 
keeping our interest owners abreast of the federal regulations affecting them and 
the industry. Sometimes we are successful; other times we are not. One example 
was the Windfall Profit Tax. When President Carter spoke about taxing the "big 
oil companies", he never made reference to millions of royalty and working inter- 
est owners who would also be affected. Even though we sent literature to inform 
our royalty owners telling what it would mean to them, numerous calls were re- 
ceived by our office once the tax was passed. The owners were shocked that it had 
reduced their monthly royalty checks approximately by one-third, a substantial 
income cut. Most owners still believed that the tax was strictly for the "big oil 
companies". 

Today's owners are more sophisticated and organized than in the past. Their 
political clout has been felt at the state and national levels. One example is 
the passage of the Windfall Tax two barrels a day exemption for royalty owners 
effective January 1, 1982 and the exemption of independent producers for stripper 
production. Therefore, last January we enclosed Exhibit IV with our royalty 
checks. Here, we are urging our owners to contact their congressman concerning 
gas regulations. Hopefully with their support, removal of price controls from 
natural gas may be achieved. 

PREVENTING ADVERSE RELATIONS 

The land owners will have more contact with the field personnel than probably 
anyone else in the company. Therefore, it is essential that the image of the 
company be upheld. As I am sure you have experienced, a mad land owner can make 
your job very difficult. We had a case where the land owner was not the mineral 
rights owner; therefore, he was already unhappy. We leased the surface for a 
warehouse; however, every time the survev crew would come in and survey the land 
and place the stakes down for the dimensions, etc., the land owner would come out 
and pull all the stakes and throw them away. As you can see, that was not only a 
frustrating situation but costly. Our landman went to see the land owner and 
bought a few bushels of corn that were probably a bit overpriced. The tension 
between the land owner and Sun was eased and the work continued. In the long run, 
Sun probably saved money in future damages. 

One way of maintaining good relations is by paying the owners promptly and 
correctly. The field personnel might be doing an outstanding job to build good 
relations, but if the administrative staff does not pay the royalty in a timely 
manner, collect their taxes properly, or answer their inquiries professionally, 
this good foundation could be destroyed. There needs to be a lot of team effort 
between the field or district and headquarters personnel. 

Be familiar with the proper names and members of your companies which handle 
royalty owner inquiries. We had an instance where the wrong information was given 
and it has resulted in extensive man hours spent and the royalty owner still has a 
feeling of being short changed. Never try to estimate what the owner's income 
will be or give him any kind of tax advice. 

If you are in the field and the owner has a question or complaint, be sure to 
transfer that information to the proper party. If you are a landman, be familiar 
with your proper division order, contract and title, or royalty disbursement 
departments. 
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SUMMARY 

The purpose of this paper is to emphasize that an ounce of prevention may 
prevent a lawsuit later. While on the owner's land, be a good citizen and treat 
that property better than if you owned it. We represent our companies; the owners 
are not going to be angry at us but with our company and our industry. Good 
relations start in the field and are maintained all the way through the corpora- 
tion. Remember, working with royalty owners is a team effort, and most of all it 
is our leases that keep our companies in business. 
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645128 REVISED AS OF 11/29/82 FIGURE2 

r-r* 6248 

Producer or Uther tiecrptent ruer 

Name, address, and ZIP code Name, address, and ZIP code 

ANNUAL INFORMATION RETURN OF 
WINDFALL PROFIT TAX-- 198 1 

1 r.,-- 

SUN EU';";;;;"" AND PRODUCTION COMPANY 

;&AS 
TX 75221 

I 

Employer identiflcatton number Social recur~ty number. if any Employer ldentiflcation number 

375141488 231743284 
If the lnformataon on thts return 1s based on a Form 6248 recetved from another person. check this box lsee instructions~ 
and prov,de the name and employer identification number of the person who furnished YOU Form 6248: cl 

Name Employer identification number 

m Producer Or Other Recipient 

Type of Producer 

&$k”,b% boxes) El 

lndrvrdual 0 Partnershrp 

El 

Corporatron 0 Estate q Trust q U.S. citizen or enttty. or resident alien 

Resrdent of U.S. Possessrons Foreign cmzen or enttty. or non-resrdent alien 

Independent producer ember of “related group” 0 Pro 

tal interests 
nterests 
. . . . . . . . 

. . . . . . . 

A Subject to 70% tax rate 
B Subject to 50% tax rate 

2 Trer one, Sadlerochit oil: 

A Subject to 70% tax rate 
6 Subject to 50% tax rate 

3 Trer two oil taxed at 60% 

4 Tter two, 011 taxed at 30% 

5 Tter three, newly discovered oil 

6 Tter three, incremental tertrary oil 

7 Tier three, heavy oil 

I;arlrr Windfall Profit Tax Liability for Oil Removed During 198 1 

1 Amount of windfall profrt tax liability for oil removed durmg 1981 (fromPart III, line 8. column(e). 
2 Amount of windfall profit tax withheld with respect to oil removed during 198 1 

225 00 
225100 

3 If lme 1 IS greater than hne 2, subtract line 2 from line 1. This IS amount of underwithheld 

wmdfall profit tax . . . . . 

4 If hne 2 IS greater than hne 1 subtract line 1 from line 2. This is the amount of overwrthheld profit tax. 

w Amount of Windfall Profit Tax Withheld from Payments Made in 1981 

0.00 

0.00 

Windfall proftt tax withheld from payments made in 1981 (regardless of when -windfall profit tax 
liabihty arose). 215.00 
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FIGURE 3 

WINDFALL PROFIT TAX STATEMENT--OIL REMOVED IN 1981 PAGE: 1 

EMPLOYER I.D. 

OWNER: 645128 SUN EXPLORATION 
IREVISEDI 

AND PRODUCTION COMPANY 11/29/82 

OWNER: 645128 
DECIMAL INTEREST: 00312500 
SOC. SEC. i.75141488 
OWNERS EMPL. ID. 

PROPERTY: 49090000010 
PROPERTY NAME: 

ENTERPRI-SE FIELD UNIT 
OPERATOR NAME: 

SUN OIL COMPANY 
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41/83 

IiS2 
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60$5 

58190 

7i7 1 

1$8 

6j3 2 
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$87 

13;08 

4;g5 

13j82 

4128 

15/38 

3101 

14)50 

2129 

15190 

$58 

18/19 

170 

20/06 

2 3166 

26i55 

2 610 0 

13144 

6/81 

12131 
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TAX TIER AND TYPE TAX RATES 

RETAIN FOR TAX PURPOSES 
DUPLICATES CANNOT 

BE FURNISHED 
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FIGURE 4 

Everyone agrees: “The Natural Gas Policy Act Is Not Working” 
Problems 
l Premature abandonment 

of old gas wells. 
l Higher than market prices 

being paid by some 
pipelines for new gas 
results in lost gas markets. 

l Gas surpluses in some 
regions; poter LiaI of severe 
shortages in others. 

l Encourages imports. 

l Producers encouraged 
to develop higher cost gas 
first - an inefficient way 
to allocate capital. 

Solution 
Removal of price controls 
from natural gas will: 
l Provide for the develop- 

ment of the most cost- 
efficient reserves first. 
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l Eliminate distortions 
among markets and 
between inter- and intra- 
state pipelines. 

l Provide for the maximum 
production of reserves 
from existing fields. 

Your Congressman and 
Senators need to hear 
from you on this issue. To 
date, they have been hear- 
ing mostly from people 
who believe more regula- 
tion is the solution. 

Regulation got us in 
this mess; removing 
regulations can get 
us out. 

Sun Exploration and 
production Company 
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