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Topics to Discuss:

I. What?  What are allocation wells and production 
sharing agreement wells?

II. When?  When should you use them?  What are 
the legal ramifications?

III. How?  If you move forward, what are the 
mechanics of using them?
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I.  What are PSA Wells & Allocation Wells?

So you want to drill a lateral and you want to cross a boundary 
between already pooled units, or leases or units with no pooling 
authority???
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But what about…..
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…or...
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…or…

6



 How do you cross from one unit to another when pooled entities are 
already formed for vertical wells … or when there are unpooled leases?

 You could re-form the unit – but if you are reducing the size or dissolving 
it entirely, that requires consent of all owners.

 What about Production Sharing Agreements or Allocation Wells?

o Interest owners agree that production from horizontal well will be 
“shared” between the units by entering into “Production Sharing 
Agreement”, or PSA.

o Production allocated to each unit will be treated for lease and royalty 
payments as if it was produced from the unit.
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(A) PSA Wells



Operators want to drill laterals that cross boundaries of pooled units or 
units, but they don’t have pooling authority!

 The PSA well was created to deal with this situation. 

o It is a contractual agreement in two (or more) pooled units that allows 
horizontal well to be drilled with part of its productive drainhole under 
each unit

o It generally affects only production from wells that cross leases or units, 
and purports to increase the ultimate recovery of hydrocarbons.

 QUESTION:  Which policy is more important in the regulatory world –
reduction of waste, or protection of correlative rights?
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(A) PSA Wells



Railroad Commission Policy  

 Informally, the RRC says the operator 
must represent in his permit application 
that he has PSA’s from 65% of interest 
owners in both (or all) units

 Note that this policy means that a lessee 
can drill across boundary lines between 
pooled units even when 35% of interest 
owners have not consented to a contractual 
method for sharing production
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(A) PSA Wells


Chart1

		Signed

		Not Signed



PSA

Sharing Agreement

0.65

0.35



Sheet1

				PSA

		Signed		0.65

		Not Signed		0.35

		3rd Qtr		1.4

		4th Qtr		1.2

				To resize chart data range, drag lower right corner of range.







History!
YEAR RRC Policy/Procedure

October 23, 1998 Industry representatives meet with Larry Borella, RRC Assistant General Counsel, and RRC staff 
to established procedure for permitting vertical PSA wells drilled on or near lease-lines.

June 22, 2006 Industry representatives meet with Colin Lineberry, RRC Director of Hearings, and RRC staff to 
establish procedure for permitting horizontal PSA wells.

June 13, 2007 Devon representatives meet with RRC staff “for the purpose of clarifying the process to ensure 
compliance and full disclosure” in process.

June 14, 2007 RRC issues “RRC Guidance Document Newark, East (Barnett Shale) Horizontal Wells Drilled 
Pursuant to Production Sharing Agreements”.

October 23, 2007 RRC Commissioners vote 2-1 to approve Rule 37 Case No. 0253549, where Devon had 98% sign-
up in one tract and 100% in the second tract.  First PSA horizontal well!!!

September 22, 2008
RRC staff denied PSA well permit because less than 90% of interest owners were signed up.  
Devon appealed again and won.  Informal RRC policy is permit approval with 65% of interest 
owners signed up.

April 21, 2010
Devon Energy files well permit application for “Taylor-Abney-Obanion Allocation Well”.  Even 
though Devon did not have the requisite 65% of interest owners for a PSA, the RRC still 
approved the permit.  First Allocation Well!!!!
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(B) Allocation Wells

 An allocation well is a horizontal well that traverses the boundary 
between two or more existing leases that have not been pooled,
and for which no agreement exists among interest owners as to how 
production will be shared.

 Yes, emphasis added.  Read that again.  

No. Agreement. Exists. 
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 The RRC says that on “tracts” that have a valid lease, you can get an 
Allocation Well Permit without the qualifier that you have to 
provide for a PSA Well Permit – that 65% of interest owners have 
signed an agreement as to how production proceeds will be 
divided.

 However, the RRC notes that you cannot incorporate “tracts” into 
your Allocation Unit that the wellbore does not traverse.

o Not an exclusion of tracts in an existing pooled unit that a proposed 
well did not traverse.
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(B) Allocation Wells



 In 2009, Professor Ernest Smith was asked several questions by outside counsel for Devon
Energy about a specific set of facts for horizontal drilling. One question was whether a PSA
was necessary to drill a horizontal well?

 His answer walks a tightrope of Texas oil & gas law:

o PSA is “highly desirable” to avoid litigation over royalties

o Might be “logistically impossible” to find all royalty owners, or to get them to agree

o So “the absence of such an agreement does not preclude drilling”!

o But, “Devon's proposed method of allocating production to each Units on the basis of that
Unit's percent of completed reservoir along the horizontal wellbore appears to be fair and
reasonable, but is subject to attack on the ground that allocation must be done on the basis of
actual production from each Unit.” (emphasis added)
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(B) Allocation Wells



II. When should I use them?  What are the ramifications?

(A) Browning v. Luecke 
considerations.

(B) Notice concerns.

(C) Klotzman PFD concerns.

(D) Translation to Allocation Wells 
& Lease Line Allocation Wells
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Browning v. Luecke case (38 S.W.3d 625 (Tex. App. – Austin, 
2000):

 Lessee was bound by an anti-dilution provision that restricted the quantity of lease 
acreage that could be pooled.

o Lessee could not get amendment; filed a pooling instrument that did not 
comply with anti-dilution provision, and then drilled anyway.

 Lessors sued, saying that pooling was not effective as to them.

o Said they were entitled to royalties based on all production.

 Court held that lessee must strictly comply with pooling provisions in the lease, and 
lessees must account to lessors for production on an unpooled basis.

15

(A) Browning v. Luecke considerations.



 Keep in mind also that the Luecke case was a Texas Court of Appeals case – the Texas
Supreme Court still has not addressed this issue.

 Further, the case was remanded to the trial court to reassess damages, and the parties later
settled.

 There are several unanswered questions:

o What is considered “reasonable probability”?

o Who has the burden of proof?

o What is the measure of damages if “reasonable probability” cannot be ascertained?
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(A) Browning v. Luecke considerations.



 No case law directly on point!

 Springer Ranch v. Jones, 421 S.W.3d 273 (Tex. App. – San Antonio 2013, no writ) regarding
“reasonable” allocation.

 Other cases? Started but settled…

– Spartan Texas Six Capital Partners, Ltd. v. Perryman (alleging improper pooling against EOG)

– Monroe Properties, Inc., SRO Land & Minerals, L.P. and the Lee M. Stratton Living Trust, Mary 
Elizabeth Stratton, Trustee v. Railroad Commission of Texas (protesting allocation permit issued 
by the RRC to Devon)

 See, Tex. Natural Res. Code Section 85.046(c) regarding commingling from different reservoirs.

 See, 16 Tex. Admin. Code Section 3.10 regarding commingling to prevent waste and protect
correlative rights.
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Still Little Guidance from the Courts!!!



 Haven’t oil companies been applying for PSA wells in 
horizontal situations since 2006?  

 Surely the courts would have addressed this by now?

 Why haven’t we seen more cases dealing with this issue?

 Why should we be concerned with the RRC Notice provisions?
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(B) Notice concerns.  



 16 Texas Administrative Code, Section 3.37:

(A) When an exception to only the minimum lease-line spacing requirement
is desired, the applicant shall file a list of the mailing addresses of all affected
persons, who, for tracts closer to the well than the greater of one-half of the
prescribed minimum between-well spacing distance or the minimum lease-
line spacing distance, include:

(i) the designated operator; (ii) all lessees of record for tracts that have
no designated operator; and (iii) all owners of record of unleased
mineral interests.

 No notice to Lessors, but money solves a lot of problems!

 Battle of the experts costs $$$.
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(B) Notice concerns.  



Klotzman (Allocation) #1H – Oil & Gas Docket No. 02-
0278952

 On July 26, 2012, EOG Resources, Inc., submitted an application to the RRC
to drill the Klotzman #1H in the Eagleville (Eagle Ford-2) field in DeWitt
County.

 Application was for an allocation well, purporting to form an 80-acre unit
with 40 acres from a 516.569-acre lease, and 40 acres from a 304.97-acre lease.

 Productive segment of the horizontal drainhole traversed the boundary
between the two leases and would produce from points within each lease.

 Application requested a Rule 37 exception, but EOG was its own offset and
waived the notice requirement and hearing.
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(C) Klotzman Proposal for Decision.



(C) Klotzman Proposal for Decision.

 Notice Questions:

o Generally only the parties designated under 16 T.A.C. 3.37 are entitled to notice of a
Rule 37 exception.

o An offset-royalty owner (like an NPRI) is not entitled to notice as there is no right to
lease – no executive right.

 However, four days after EOG’s application was filed, the Klotzmans, as royalty
interest owners, filed a protest with the RRC Drilling Permits Section nothing that
there was no PSA in place, nor any other agreement, regarding the applied-for well.
Further, the leases in question did not authorize pooling.

 So per the Klotzmans, EOG had no good-faith claim with which to drill the well.
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(C) Klotzman Proposal for Decision.

RRC Examiner Opinion:

 Everything centered on the single issue of whether EOG had a “good-
faith claim” to drill the well.

 No Texas statute that “authorizes” allocation wells per se.

 No real Commission form at the time of the hearing in December 2012.

o Now have Form P-16.
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(C) Klotzman Proposal for Decision.

 In the hearing, EOG agreed that there was no pooling authority
and noted that it tried to obtain such authority, but was
unsuccessful.

 But then EOG stated that it was just taking acreage from two
leases to form a separate unit – it was not pooling.

o Pooling occurs where tracts from two or more leases are
combined for the purposes of drilling a single well.

o Argument that EOG’s actions were the very definition
of pooling!
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 The examiners agreed that EOG was pooling, and that EOG had no authority to do so under the leases.

o Texas courts say there is no power to pool without express authority, so EOG had no good-faith claim with
which to drill the well.

 Further, according to the examiner, the RRC did not have authority to grant permits for allocation wells,
as they are just proposed wells with leased acreage lacking pooling authority.

o While the RRC has broad authority to prevent waste, they cannot take away a property right – in this case,
the Klotzmans’ pooling authority – and give it to an operator like EOG.

 Therefore, the examiners recommended that EOG’s application be dismissed.

The result at public conference?

OVERRULED!
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(C) Klotzman Proposal for Decision.



(C) Klotzman Proposal for Decision.
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 Special Field Rules for most horizontal shale plays typically
have lease line spacing of 330’ on either side of the lease line.

 Technical data shows additional recoverable reserves in the 660’
“box” around the lease line area.

 Solution?  Threading the needle!  Drill down the lease line!

 But how does the interplay of the RRC and the real world affect 
this?
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(D) Translation to Allocation Wells & Lease Line Allocation Wells.



(D) Translation to Lease Line Allocation Wells.

 Problems:

In theory, we are planning this:
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(D) Translation to Lease Line Allocation Wells.

In reality, we get this:
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(D) Translation to Lease Line Allocation Wells.

 In terms of setting out a DOTO, which approach are you
using?

 Are production allocation agreements part of your materials?

 Typically see one of two approaches:

(1) 50/50 Approach

(2) “Box Rule”
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(1) 50/50 Approach

“For the portion of the Productive Drainhole Length 
adjacent to or on the Tract 1, proceeds from production shall 
be paid according to the terms and provisions of the 
applicable Lease(s) but allocated fifty percent (50%) to the 
Interest Owner(s) in Tract 1 multiplied by the Allocation 
Factor and fifty percent (50%) to the Interest Owners in 
Tract 2 multiplied by the Allocation Factor.”
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(2) Box Rule Approach

“For purposes of allocating production and payment of royalties attributable
to the Subject Well, the production shall be allocated to each tract on its
percentage surface acreage basis of the Production Sharing Area. Each
tract’s percentage acreage basis is a fraction, the numerator of which is the
number of surface acres from that tract which lie within the Production
Sharing Area and the denominator of which is the total number of surface
acres in the Production Sharing Area. Proceeds from such allocated
production will be paid to the Interest Owner’s current and collective pro
rata ownership interest in the Leases (and/or unit, as the case may be) as if it
were production from their respective tract.”
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(D) Translation to Lease Line Allocation Wells.

 Which approach are you using?  Box Rule or 50/50?

 Are production allocation agreements included as part of your 
materials examined?

 If there are no production allocation agreements (or less than 
100% execution by interest owners), how do you set forth 
ownership?
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DOI Methodology
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DOI Methodology
Box Rule
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DOI Methodology
50/50 Rule



The Fine Print.

Based upon the information provided to this office, the Subject Well is an allocation
well that crosses the ____Lease and the ______ Pooled Unit. As a cautionary note,
we point out that the use of an allocation well permit in developing separate tracts is
accepted by many in the oil and gas industry, but the use of same and its ability to
circumvent traditional pooling provisions has not been fully litigated by the courts.
Further, the Materials Examined do not include production allocation agreements
executed by and between all relevant parties. You are advised to obtain production
allocation agreements from all interest owners in order to reduce the risk of potential
litigation, and to advise us of same. In the event that you are unable to secure
production allocation agreements from all parties agreeing to the allocation formula
set out therein, you are advised that additional comments, requirements and revisions
may be necessary based upon evolving case law.
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In setting out the ownership herein, we note that you have advised us that the Subject Well
is an allocation well that follows the lease line between separate units. You have likewise
requested that we set out ownership on the basis of [50/50 or box rule] of production to
each group of lessors in and on each adjoining DPU. However, you are advised that an on
the ground, as drilled plat may reflect a different ratio.

If you do not receive completed allocation agreements from ALL parties, you are advised
that additional investigation will be required to ascertain which portions of the as-drilled
wellbore would be allocated to each of the parties refusing to execute the allocation
agreement and to each party that remains an unleased cotenant. You are advised to obtain
an on the ground, as drilled survey that properly outlines what portions, along with lateral
lengths, are located on each tract. In the event that you are unable to secure production
allocation agreements from all parties agreeing to the allocation formula set out therein, you
are advised that additional comments, requirements and revisions will be forthcoming.
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The Fine Print.



Protect Yourself.

Recommend a Production Allocation Agreement with mineral owners if at all possible.
Your Production Allocation Agreement should:

1. Use credible methodology in determining how your production is allocated, e.g.
actual production versus “estimated drainhole length”.

2. If you have NPZ’s or acreage deemed non-productive, exclude that from your
acreage allocation formula.

3. Insure that wherever possible you have a Production Allocation Agreement with as
many interest owners as possible.

4. Follow Springer Ranch “first to last take point” in correlative interval as part of your
methodology.

5. Remember: CREDIBLE ALLOCATION!
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Use a Production Allocation Agreement!
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Used to be a big pile of paperwork:

 Form W-1 Application

 Form PSA-12

 Authority Statement

o Includes percentage of participation in unit
o If less than 65% and for some reason you want 

to proceed with a PSA well instead of an 
allocation well, then you will need to request a 
hearing

 Acreage Allocation Worksheet

o Breakdown of activity for each contributing unit

 Plat showing external boundary of all tracts 
contributing acreage to the proposed well
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III. How? If you move forward, what are the mechanics of using them?



Now with a 
Form P-16!

Replaces most of the old forms and is 
now MANDATORY!

Note that you still need a plat to
support your application

o Plat should clearly show and label all
leases/pooled units (along with their
size) in their entirety that are being
used for subject well

o Should also show how much acreage is
being allocated from each lease to the
subject well
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Double-Assignment of 
Acreage?

You must comply with Statewide Rules 38 and 40!

SWR 40(d):

(d) Acreage assigned to a well for drilling and development, or for allocation of 
allowable, shall not be assigned to any other well or wells projected to or 
completed in the same field; such duplicate assignment of acreage is not 
acceptable.  However, this limitation shall not prevent the reformation of 
development or proration units so long as: (1) no duplicate assignment of 
acreage occurs; and (2) such reformation does not violate other conservation 
regulations. (emphasis added)
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Double-Assignment of Acreage?

You must comply 
with

Statewide Rules 38 
and 40!
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Please take note!
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Part of the Form P-16!
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The RRC’s Own Disclaimer

“Commission Staff expresses no opinion as to whether a 100% ownership interest in
each of the leases alone or in combination with a “production sharing agreement”
confers the right to drill across lease/unit lines or whether a pooling agreement is also
required. However, until that issue is ruled upon by a Texas court of competent
jurisdiction it appears that a 100% interest in each of the leases and a production
sharing agreement constitute a sufficient colorable claim to the right to drill a
horizontal well as proposed to authorize the removal of the regulatory bar and the
issuance of a drilling permit by the Commission, assuming the proposed well is in
compliance with all other relevant Commission requirements.” (emphasis added).

“Issuance of the permit is not an endorsement or approval of the applicant’s stated
method of allocating production proceeds among component leases or units. All
production must be reported to the Commission as production from the lease or
pooled unit on which the wellhead is located and reported production volume must
be determined by actual measurement of hydrocarbon volumes prior to leaving
that tract and may not be based on allocation or estimation.” (emphasis added).
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This language is now “boilerplate” at the RRC 
and is added to all PSA/Allocation W-1 

applications automatically upon submission!

“Payment of royalties is a contractual matter between the
lessor and lessee. Interpreting the leases and determining
wither the proposed proceeds allocation comports with the
relevant leases is not a matter within Commission jurisdiction
but a matter for the parties to the lease and, if necessary, a
Texas court of competent jurisdiction. The foregoing
statements are not, and should not be construed as, a final
opinion or decision of the Railroad Commission.”
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Legislative Help?

 If not addressed by the Texas Supreme Court, what about the Texas Legislature?

 House Bill 1552/Senate Bill 919 (Texas 84th Leg. Session 2015)

(d) Unless expressly prohibited by a lease, deed, or other contract, an operator or
lessee with the right to drill an oil or gas well on or produce or develop oil or gas from
each tract independently may, under a permit issued by the commission, drill,
operate, and produce oil or gas from an oil or gas well that traverses multiple tracts
in order to prevent waste, promote conservation, or protect correlative rights. If there
is not an agreement among any of the affected owners of royalty or mineral interests in
the tracts regarding the manner in which production from the well shall be allocated
among the tracts, the production shall be allocated to each tract in the proportion that
the operator or lessee reasonably determines reflects the amount produced from
each tract. The operator or lessee must send written notice of the production allocation
to each affected royalty or mineral interest owner at the owner's last known address.
(emphasis added)

55



Legislative Fail.
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GLO Leases?
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Thank you for your time!  If you have any questions, please feel 
free to contact me: 

Scott Petry
281.677.2529, ext. 700

SPetry@PetrySinex.com
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