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I. INTRODUCTION

In the realm of oil and gas law, the implied covenant to seek favorable
administrative action is the youngest of all the implied covenants. Though
long posited as inevitable or necessary,1 it did not receive judicial recognition
in Texas until 1981 in Amoco Production Co. v. Alexander.2 While Amoco
mentioned several possible types of administrative actions that lessees should
seek, of interest here is the neglected administrative action complained of in

1. See Patrick R. Gordon, The Amoco Case: The Implied Covenant to Seek Favorable
Administrative Action, 14 TEx. TECH L. REV. 459, 459 (1983).

2. 622 S.W.2d 563, 568 (Tex. 1981).
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Amoco: seeking a Rule 37 exemption.' This comment will briefly discuss the
origins of implied covenants, correlative rights, and Rule 37. It will then
examine the duty of a lessee under the regime of each in the context of loss
of the mineral owners' estate to adjacent lands. Specifically, it will focus on
the elements of breach of the implied covenant to prevent drainage and the
nature and sufficiency of the evidence needed to prove such. Next, it will
examine possible courses of action for a lessee facing drainage and the
potential rationales behind each. The conclusion of this comment will discuss
the implied covenant to seek favorable administrative action beyond Amoco.

II. EARLY HISTORY OF OIL AND GAS

A. The Rule of Capture

Oil in Texas has a long history, with the first well at Melrose in
Nacagdoches County producing oil in 1866.' The Texas legislature first
attempted to regulate the industry twenty-three years later, in 1889, with the
passage of H.B. 167, entitled "An Act to Provide for the Inspection of Refined
Oils Which are the Product of Petroleum, and Which May Be Used for
Illuminating Purposes within This State, and to Regulate the Sale and Use
Thereof, and to Provide Penalties for the Violation of the Same."5 As the title
indicates, the focus of the Act was not the regulation of production but the
regulation of the product after it was reduced to possession.6 Indeed, the
Texas Act reflected the usual and prevalent view that exploitation trumped
conservation. 7 "The last half of the nineteenth century was a time for
grabbing the riches in the land and the land itself."'

But capture of the surface did not mean capture of the possible oil and
gas below. As one court put it, "[p]ossession of the land, therefore, is not
necessarily possession of the gas."9 Property law at the time was largely
governed by the ad coelum doctrine, a doctrine ill-suited to protect rights in
a migratory mineral.' ° Given the limited technology available, the

3. Id.
4. Railroad Commission of Texas, Chronological Listing of Key Events in the History of the

Railroad Commission of Texas (1866-1939), at http://www.rrc.state.tx.us/history/h0l.html (last visited
Oct. 16, 2005) [hereinafter Key Events].

5. Act approved Apr. 5, 1889, 21st Leg., R.S., ch. 103, 1889 Tex. Gen. Laws 12, 122., repealed
by Act of Feb. 4, 1891, 22d Leg., R.S., ch. 7, § 1, 1891 Tex. Gen. Laws 8.

6. Id.
7. R.O. Kellam, A Century of Correlative Rights,12 BAYLOR L. REv. 1, 11 (1960).
8. Id.
9. Westmoreland & Cambria Nat. Gas Co. v. De Witt, 18 A. 724, 725 (Pa. 1889).

10. Stuart T. MacDonald, A Comparative Analysis of the Influence of the Rule of Capture on Oil
and Gas Conservation Legislation in Texas and Oklahoma, 52 OnL GAS & ENERGY Q. 289, 289 (2003).
The name of the doctrine comes from the phrase, "cujus est solum, sjus set usque ad coelem et ad
infernos," which translates roughly into "surface owners may claim all above and below their lands." See

[Vol. 7:179



BOTH EYES OPEN OR ONE EYE CLOSED?

understanding of the nature of oil and gas at the time was largely filled with
inaccuracies and misconceptions. As a 1925 Texas case stated, "oil in its
normal state is of a fugitive nature, restlessly and ceaselessly moving about
in the bowels of the earth in response to natural forces and influences which
have never been fathomed or mastered by human science."" But the general
concept that oil and gas could be drawn from under the land of another was
correct.' 2 Because oil and gas were thought to be like water or wild animals,
the law adopted the same governing principle-the rule of capture. 3 "Water
and oil, and still more strongly gas, may be classed by themselves, if the
analogy be not too fanciful, as mineral ferae naturae."' 4 As defined by the
Texas Supreme Court, the rule of capture

simply is that the owner of a tract of land acquires title to the oil or gas which
he produces from wells on his land, though part of the oil or gas may have
migrated from adjoining lands. He may thus appropriate the oil and gas that
have flowed from adjacent lands without the consent of the owner of those
lands, and without incurring liability to him for drainage. The nonliability
is based upon the theory that after the drainage the title or property interest
of the former owner is gone. 5

This view was followed by the Supreme Court in Brown v. Spilman, which
said: "[i]f an adjoining owner drills his own land and taps a deposit of oil or
gas, extending under his neighbor's field, so that it comes into his well, it
becomes his property."' 6

The rule of capture continues to influence the law of oil and gas. 7 For
example, after the discovery of oil, owners would produce as much oil as fast
as they could, which often led to price collapses. 8 This practice was
condoned by the courts, which typically held that the owner of the mineral
estate had the "right to produce all of the oil and gas that... flow[ed] out of
the well on one's land."' 9 As was noted in the Elliff v. Texon Drilling Co.
decision, a landowner was not liable for draining oil from the land of

11. Tex. Pac. Coal & Oil Co. v. Comanche Duke Oil Co., 274 S.W. 193, 194 (Tex. Civ.
App.-Fort Worth 1925), rev'd, 298 S.W. 554 (1927).

12. MacDonald, supra note 10, at 289-90.
13. Id. at291.
14. Westmoreland, 18 A, at 725.
15. Elliff v. Texon Drilling Co., 746 Tex. 575, 580, 210 S.W.2d 558, 561-62 (1948).
16. 155 U.S. 665, 670 (1895).
17. See Browning Oil Co. v. Luecke, 38 S.W. 3d 625,632 (Tex. App.-Austin 2000, pet. denied)

(recognizing that "[t]he rule of capture is an ancient doctrine in oil and gas law that serves as a basis for
many statutory and regulatory provisions").

18. Key Events, supra note 4. In January of 1901, Anthony F. Lucas's salt dome gusher at
Spindletop in Jefferson County produced so much oil that the price ofoil reached an all-time low of thirty-
four cents a barrel. Id.

19. Brown v. Humble Oil & Ref. Co., 126 Tex. 296, 305, 83 S.W. 935, 940 (1935).
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another.2" Therefore, the only way adjoining owners could protect their
mineral estate from drainage by others was either to drill offset wells, draining
their share before the reservoir was exhausted, or to drain another neighbor's
estate.2 While the rule of capture helped define early rights in oil and gas, "it
invariably opened the door to waste and inefficient development. '22 For
example, in 1893 the Pennsylvania Supreme Court found that the rule of
capture prohibited a grant of injunction to prevent waste.23 Texas repeatedly
found it necessary to pass laws against waste, such as storing oil above ground
in open pits and flaring natural gas to recover oil.24 Under the rule of capture,
waste of oil and gas was common throughout the states.25

B. Concerns Over Waste and Modifications of the Rule of Capture

1. Statutory Modifications

In 1917 concern over waste and overproduction led Texans to adopt a
constitutional amendment, directing the legislature to pass laws for the
preservation and conservation of all natural resources and modifying the
common law rule of capture.26 But it was not until 1919 that the Texas
Legislature moved to require conservation of oil and gas by forbidding waste
and granting jurisdictional control to the Texas Railroad Commission. 27

Seven months later, in November 1919, the Railroad Commission adopted the
nation's first well-spacing rule: Rule 37.28 Originally, Rule 37 forbade the
drilling of any well within 300 feet of another and prohibited any well within
150 feet of a property line.29 In 1928 the United States Supreme Court upheld

20. Elliff, 210 S.W.2d at 561-62.
21. See Westmoreland & Cambria Nat. Gas Co. v. De Witt, 18 A.724, 725 (Pa. 1889) (discussing

the rule of capture).
22. MacDonald, supra note 10, at 293.
23. Hague v. Wheeler, 27 A. 714 (Pa. 1893).
24. SeeActofMar. 31, 1919, 36th Leg., R.S.,ch. 155, art. 1, 1919Tex. Gen. Laws285(amended

1977) (current version at TEX. NAT. RES. CODE ANN. §§ 85.045-.047 (Vernon Supp. 2004)) (forbidding
production that would constitute waste and defining waste); Act of Aug. 12,1931, 42d Leg., I st C.S., ch.
26, § 1, (f) and (i), 1931 Tex. Gen. Laws 46 (amended 1977) (current version at TEX. NAT. RES. CODE
ANN. § 85.046 (Vernon Supp. 2004)) (forbidding the creation of unnecessary fire hazards and surface
waste); Act of Apr. 15,1935, 44th Leg., R.S., ch. 76, §2(h), 1935 Tex. Gen. Laws 180 (amended 1977)
(current version at TEx. NAT. RES. CODE ANN. § 85.046 (Vernon Supp. 2004)) (forbidding the storage of
oil in open pits).

25. See MacDonald, supra note 10, at 292; see, e.g., Hague, 27 A. at 714-17.
26. See TEX. CONST. art. XVI, § 59(a). "[T]he preservation and conservation of all natural

resources of the State are each and all hereby declared public rights and duties, and the Legislature shall
pass all such laws as may be appropriate thereto." Id.

27. 1919 Tex. Gen. Laws at 285-88 (amended 1977).
28. Key Events, supra note 4.
29. See 1919 Tex. Gen. Laws at 285 (amended 1977) (empowering the Railroad Commission to

make and enforce regulations concerning conservation of Texas's oil and gas resources; cf. 16 TEX. ADMIN.
CODE § 3.37 (West 2005) (Tex. R.R. Comm'n, Statewide Spacing Rules) (delineating spacing requirements
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the Texas Legislature's grant of authority to the Railroad Commission as a
valid exercise of the state's police power to control the development of natural
resources.

30

2. Common Law Modifications

Nearly thirty years prior, the same Court, holding that it was within the
police power of the state to regulate the production of oil and gas, upheld an
injunction protecting correlative rights by preventing waste.3 Thus, along
with the development of statutory modifications of the rule of capture, early
oil and gas decisions also introduced the notion of correlative rights.32 In
Ohio Oil Co., the Court noted that unrestrained capture could result in the
taking of an undue proportion by one to the detriment of others or result in
waste, which would annihilate the rights of the other common owners.33 As
one commentator noted, "the decision was a courageous disavowal of the
unlimited rule of capture., 34 This decision expressed the growing belief that
rule of capture needed modification-correlative rights-in order to protect
property rights in oil and gas.35

In Texas, correlative rights were defined as:

merely a convenient method of indicating that each owner of land in a
common source of supply of oil and gas has legal privileges as against other
owners of land therein to take oil or gas therefrom by lawful operations
conducted on his own land; that each such owner has duties to the other
owners not to exercise his privileges of taking so as to injure the common
source of supply; and that each such owner has rights that other owners not
exercise their privileges of taking so as to injure the common source of
supply.

36

imposed by the Railroad Commission); Kellam, supra note 7, at 15 (discussing an Ohio case where the
"plaintiff alleged that the custom was that wells were to be placed 200 feet distant form property lines"
while the defendant had "march[ed] his wells in a row along the property lines, just 25 feet away from the
boundary.").

30. See Oxford Oil Co. v. Atl. Oil & Prod. Co., 22 F.2d 597, 599 (5th Cir. 1927) (holding that
neither the enabling statute nor the spacing rule violated the Fourteenth Amendment or the Contract Clause
of the Constitution); see also Kellam, supra note 7, at 19 (listing various regulations of the oil and gas
industry that were upheld as valid police actions by the Supreme Court.); Brown v. Humble Oil and
Refining Co., 126 Tex. 296, 83 S.W.2d 935, 941 (1935) (citing several cases which uphold mineral
regulation as a valid exercise of the state's police powers).

31. See Ohio Oil Co. v. Indiana, 177 U.S. 190 (1900) (granting an injunction forbidding an
operator from flaring gas to obtain oil).

32. See Kellam, supra note 7, at 18-24 (discussing early oil and gas cases and the growth of
correlative rights, e.g., Ohio Oil).

33. Ohio Oil, 177 U.S. at 209-10.
34. Kellam, supra note 7, at 20.
35. Ohio Oil, 177 U.S. at 209-10.
36. Elliff v. Texon Drilling Co., 746 Tex. 575, 580, 210 S.W.2d 558, 562-62 (1948).
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Correlative rights are often identified by the conduct prohibited, using
such terms as "'waste,' 'undue proportion' and the various tortious invasions
of properties which are capable of exploiting the common source of supply."37

By establishing a property interest in a common source of supply, mineral
owners then have the common law remedies for trespass available to protect
that right.38 After Elliffv. Texon Drilling Co., the rule in Texas was that "the
law of capture is no refuge when one negligently wastes the oil and gas of a
common reservoir.""

By the 1950's, the rule of capture evolved to include correlative rights,
and an owner of a mineral estate had statutory and common law protection
against waste by adjacent landowners.40 Further, not only did the landowner
have recourse to the courts for protection of correlative rights, the state had
an interest in protecting those rights and enacting waste prohibitions and other
regulations. 4' Accordingly, Rule 37 incorporates provisions for the prevention
of waste and protection of correlative rights, or protection from confiscation.42

Each approach provides a basis for preventing waste, promoting
efficiency of production, and protecting the rights of all mineral owners.43

"Well spacing requirements, proration, and laws relating to unit operations,
both permissive and mandatory, were bound to and did have a marked effect
upon the 'just and equitable share' of each landowner or producer." 44

III. THE LESSEE AND THE COMMERCIAL DEVELOPMENT OF OIL AND GAS

Much of the development of oil and gas is accomplished through leases.45

The use of the term "lease" in an oil and gas context refers to an instrument
through which the owner of the mineral estate grants another party the
exclusive right to enter the named premises to explore for and extract any oil
or gas found therein.46 In Texas, an oil and gas lease is a fee simple
determinable conveyance of the minerals from the lessor to the lessee.47

Though called a lease, it operates as a deed.4
' The initial term of the lease is

37. Kellam, supra note 7, at 5.
38. Id. at 26.
39. Id. at 27.
40. MacDonald, supra note 10, at 293.
41. Id. at 294; Kellam, supra note 7, at 30.
42. See 16 TEX. ADMIN. CODE § 3.37 (West 2005).
43. See id.
44. Kellam, supra note 7, at 30.
45. Gary B. Conine, Speculation, Prudent Operation, and the Economics of Oil and Gas Law, 33

WASHBURN L.J. 670,674 (1994). This is so because few owners of a mineral estate possess the necessary
capital and expertise needed to exploit the estate. Id.

46. David W. Hardymon, Adrift on the Implied Covenant to Market: Regulation by Implication,
24 ENERGY & MiN. L. INST. ch. 8, § 8.02(2) (2004).

47. Patrick H. Martin and J. Lanier Yeates, Louisiana and Texas Oil and Gas Law: An Overview
of the Differences, 52 LA. L. REv. 769, 823-24 (1992).

48. Id.

[Vol. 7:179
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for a limited time but if certain actions occur, the lease term may extend
indefinitely.49 In exchange for this right, the mineral owner lessor is usually
compensated in the form of royalties on any oil or gas produced-often one-
eighth of the oil or gas produced or its equivalent." Although the parties to
a lease are free to negotiate its terms, all leases carry certain implied
covenants unless altered by express terms.5'

One reason for the implication of covenants is to effectuate the intention
of the parties.5 2 When the parties intend to develop the property for the
production of oil and gas and situations arise that are not covered by the
express terms of the lease, the parties' underlying intentions should be
effected as best as possible. 3 The rationale for implying covenants is that
instruments that create potentially perpetual relationships cannot adequately
delineate all possible contingencies. 4 Thus, under the "intention-
effectuating" basis, implied covenants fill in the necessary gaps.5 Similar to
the intention-effectuating basis is the "cooperation basis." Williams and
Meyers state that the "broad ground on which implied covenants are properly
rested is believed to be the contract principle of cooperation. ''56 Simply put,
the lease is the expression of a cooperative venture between the lessor and the
lessee "to extract minerals for the mutual benefit of both parties."57 Thus,
under the cooperation basis, covenants are implied to prevent or compel one
party to act or refrain in situations where only one party may benefit.5

Williams and Meyers trace the birth of implied oil and gas covenants to
the 1889 Pennsylvania case, Stoddard v. Embry. 9 Though only mentioned in
dictum,60 the language in Stoddard laid the groundwork and, by 1905,

49. Id.
50. Conine, supra note 45,at 675.
51. Bruce M. Kramer, The Interaction Between the Common Law Implied Covenants to Prevent

Drainage and Market and the Federal Oil and Gas Lease, 15 J. ENERGY NAT. RESOURCES & ENVTL. L.
1,4(1995).

52. Gordon, supra note 1, at 463-64 n.30.
53. Id. at 462-64.
54. Id. at 464.
55. See id. at 464-66.
56. 5 HOWARD R. WILLIAMS & CHARLES J. MEYERS, OIL AND GAS LAW § 802.1, at 8 (Patrick H.

Martin & Bruce M. Kramer eds., 2004) (1959).
57. Gordon, supra note 1, at 463.
58. See 5 WILLIAMS & MEYERS, supra note 56, § 802.1, at 3-4. For example, failure to prevent

drainage may benefit the lessee, who avoids the cost and risk of drilling a well, to the detriment of the
lessor, who will permanently lose a portion or all of his estate. Id.

59. Id.
60. Stoddard v. Emery, 128 Pa. 436, 442 (1889) (stating, in a case over an express development

clause, that even without such a clause "[t]here would of course have arisen an implication that the
property should be developed reasonably, and evidence of a custom of reasonable development by boring
a given number of wells in a certain space of time would have been competent, and perhaps controlling.")

20061
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"[i]mplied covenants reached full cruising speed."61 In Brewster v. Lanyon
Zinc,62 the court stated:

The subject [of how many wells ought to be drilled] was, therefore, rationally
left to the implication, necessarily arising in the absence of express
stipulation, that the further prosecution of the work should be along such
lines as would be reasonably calculated to effectuate the controlling intention
of the parties as manifested in the lease, which was to make the extraction of
oil and gas from the premises of mutual advantage and profit.63

While the above language implicates both the intention-effectuating basis and
the cooperation basis, the result is the same: "Whatever is necessary to the
accomplishment of that which is expressly contracted to be done is part and
parcel of the contract, though not specified."' As is the case in all implied
covenants, however, a covenant will be implied "only in the absence of an
express covenants covering the same subject matter., 65 Even if a lease
expressly covers an area of an implied covenant, such as specifying
mandatory off-set drilling requirements, a court may imply the relevant
covenant if equity so demands.66

Scholars identify several broad categories of implied covenants; the exact
number depends upon the commentator. The Texas Supreme Court in

61. 5 WILLIAMS & MEYERS, supra note 56, § 802.1, at 4,8.
62. 140 F. 801 (8th Cir. 1905).
63. ld. at 811.
64. Id.
65. Kramer, supra note 51, at 4.
66. Id.
67. For example, Professor Merrill names four broad categories:

I. The implied covenant to drill an exploratory well.
II. The implied covenant to drill additional wells.
III. The implied covenant for diligent and proper operation of the wells and for
marketing the product, if oil or gas is discovered in paying quantities.
IV. The implied covenant to protect the leased premises against drainage by wells on
adjoining land.

M. MERRILL, COVENANTS IMPLIED IN OIL AND GAS LEASES § 4 (2d ed. 1940).
Professor A.W. Walker, Jr., proposes four as well:

(1) the covenant to develop the premises with reasonable diligence;
(2) the covenant to protect the premises against drainage by using reasonable diligence
in drilling offset wells;
(3) the covenant to use reasonable diligence in producing the oil and in marketing or
utilizing the gas; and
(4) the covenant to use reasonable care in conduction all operations affecting the
lessor's royalty interest.

A.W. Walker, The Nature of the Property Interests Created by an Oil and Gas Lease in Texas, II TEX.
L. REV. 399, 401 (1933).
Professor Summers lists five:

1. A covenant to drill wells within a reasonable time, testing the land for oil and gas.
2. A covenant to drill test wells within a reasonable time after notice, even though the
lease provides for delay by the payment of delay rentals.
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Amoco, however, named only three broad categories: (1) to develop the
leased premises; (2) to protect the leased premises; and (3) to manage and
administer the lease.6

' Regardless of the number named by various
commentators, it appears that most are either restatements or subcategories of
the three listed by the Texas Supreme Court.69

For an implied covenant to have any value, it must be tied to some
standard of duty.7° This is because the nature of the relationship between the
lessor and the lessee carries an inherent conflict of interest. 71  While both
parties seek to maximize their value, the lessor does not bear the risk of loss
should a venture result in a dry hole." The lessor will profit on any venture
resulting in production, while the lessee "may question the advisability of
investing enormous sums of money in a highly uncertain venture."73 Thus,
there is a need for a standard of conduct that protects both the rights of the
lessor to royalties and the capital of the lessee from coerced action on wells
of dubious profitability.74

Most commentators have discussed three possible approaches to
ascertain whether the lessee has met the obligations of an implied covenant.75

3. A covenant, if oil or gas be found in paying quantities, to proceed with reasonable
diligence in drilling sufficient number of wells to reasonably develop the premises.
4. A covenant to protect the land from drainage through wells on adjoining lands, by
drilling offset wells.
5. A covenant to market the product of producing wells.

2 SUMMERS ON OIL AND GAS LAW § 395 (penn. ed.).
Williams an Meyers name six categories of implied covenants:

(1) The covenant to drill an initial well.
(2) The covenant to protect the leasehold from drainage.
(3) The covenant to reasonably develop the premises.
(4) The covenant to explore further.
(5) The covenant to market the product.
(6) The covenant to conduct with reasonable care and due diligence all operations on
the leasehold that affect the lessor's royalty interest.

5 WILLIAMS & MEYERS, supra note 56, § 806, at 28.1-2.
68. Amoco Prod. Co. v. Alexander, 622 S.W.2d 563 (Tex. 1981).
69. See, e.g., Yzaguirre v. KCS Res., Inc., 53 S.W.3d 368, 373 (Tex. 2001) (citing Amoco

Production and holding that, within the three general implied covenants, other duties exist).
70. Conine, supra note 45, at 679.
71. Id. at676.
72. Id.
73. Id.
74. See id.
75. 5 WILLIAMS & MEYERS, supra note 56, § 806.1, at 30; see also, John B. Fowles, Operation

Executive Freedom (of Contract): Following the Executive's Fiduciary Obligation From Manges to
Mugruder in Mineral Leasing, 2004 B.Y.U. L. REv. 235, 241-49 (2004), (discussing the spectrum of
duties between various parties present in the sphere of oil and gas relationships). Fowles identifies five
possible levels of duty, starting with the lowest and moving to the highest. Fowles, supra note 75, at
241-49. The first, and lowest, he terms "lowest common denominator" duties, which are typically the
duties owed between adjacent mineral owners. Id. at 241-42. The next duty he identified as the "minimal
duty of care between concurrent owners." Id at 242-43. The third level is the "reasonably prudent
operator" standard, which is followed by a "good and workmanlike manner" standard. Id. at 243- 45. The
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Generally, those covenants are: a fiduciary duty76 or an absolute duty, 77 a
good-faith standard,78 and the reasonable and prudent operator standard. 79 At
opposite ends of the spectrum lie the fiduciary duty and the good-faith
standard. Both extremes have been rejected."0 The fiduciary standard is
rejected because it favors the lessor to the point that the mutual benefit
underlying a lease is defeated.8' The good-faith standard has been rejected
under the same "mutual benefit" reasoning. 2 Despite rejection of both
extremes, such positions would have the benefit of efficiency and certainty. 3

For example, under a good-faith standard, an operator would be able to
operate more freely, acting or not acting only as the market dictates and not
constrained by considerations of the non-risk bearing lessor.84 Under such a
regime, however, a lessee's failure to consider the lessor would be punished
ex post, if at all, largely by the market because of the deferential nature of
good faith. 5 On the other hand, under a fiduciary standard the lessee would
be compelled to take any action that would result in production (and, thus,
royalties for the lessor), regardless of whether the lessee would profit.86 Just
as the good-faith standard would not protect the rights and goals of the lessor,
the fiduciary standard fails to protect the rights and goals of the lessee.

The standard applied to oil and gas leases and adopted by all major oil
producing states is the reasonable and prudent operator standard.87 Generally,
the standard requires that the lessee do all that a reasonable and prudent
operator would do under similar facts and circumstances.88 For now it is
sufficient to note that the reasonable and prudent operator standard is an
objective standard which gives "due consideration for the interests of both the
lessor and lessee. 89

IV. THE PREVENTION OF DRAINAGE AND RULE 37 TODAY

Initially, regulation of the oil and gas industry in Texas was neither well
received nor effective. 90 In 1932, the Texas Supreme Court upheld the

highest standard he identified as a near-fiduciary duty. Id at 245-48.
76. Fowles, supra note 75, at 241-46.
77. 5 WILLIAMS & MEYERS, supra note 56, § 806.1, at 30.
78. Fowles, supra note 75, at 241-49.
79. Id.
80. 5 WILLIAMS & MEYERS, supra note 56, § 806.1, at 31-33.
81. Id.
82. Id. at § 806.2.
83. See Conine, supra note 45, at 714.
84. Id.
85. 5 WILLIAMS & MEYERS, supra note 56, § 806, at 33-34.
86. Id.
87. § 806.3 at 35.
88. Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 567-68 (Tex. 1981).
89. Conine, supra note 45, at 679.
90. MacDonald supra note 10, at 309-11 (discussing the early failures of the Railroad
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spacing requirements against a challenge by the legislature that the
requirements were beyond the powers granted to the Railroad Commission
and generally unreasonable.9 Today, Rule 37's minimum distances are 1200
feet between each well and 467 feet from property lines.92 The original basis
for Rule 37 was to prevent waste.93 In a time when operators drilled as many
wells as possible, a rule restricting the well numbers in a certain area naturally
resulted in some limitation of overall production.94 As was noted in Exxon
Corp. v. Railroad Commission, "[t]he adoption of the spacing rule represents
an economic decision that the density of development should be regulated and
restricted, at least in part to prevent physical or economic waste from the
drilling of wells which are not reasonably necessary to drain a reservoir."95

From its inception, Rule 37 has allowed the Railroad Commission to
grant exceptions to the spacing requirements.96 Originally, Rule 37 allowed
the Railroad Commission to grant exceptions "in order to prevent waste or to
protect vested rights., 97 Today, Rule 37 permits exceptions "in order to
prevent waste or to prevent the confiscation of property. 98 Waste is the
ultimate loss of oil,99 regardless of how it is lost.l°" The prevention of waste,
under Rule 37, tilts more toward the protection of correlative rights than
toward conservation. 101

Commission in regulating the East Texas Field and the vigilante conflicts between various producers).
91. Rogers v. Lynn, 51 S.W.2d 1113, 1114 (Tex. 1932) (affirming R.R. Comm'n of Tex. v. Bass,

10 S.W.2d 586 (Tex. Civ. App.-Austin 1928)); see also Brown v. Humble Oil and Ref. Co., 126 Tex. 296,
83 S.W.2d 935, 941 (1935) (listing multiple cases upholding the validity of Rule 37).

92. 16 TEx. ADMIN. CODE § 3.37 (West 2005).
93. See supra Part B.1.
94. While fewer wells will affect the overall amount of oil produced, it requires production

limitations on the amount each well can produce to more fully effect the prevention of waste. See
MacDonald, supra note 10, at 300-01 (dividing production limiting regulations into two general
categories; maximum efficient rate of extraction restrictions or market demand restrictions).

95. 571 S.W.2d 497, 501 (Tex. 1978).
96. Act of Mar. 13, 1919,36th Leg., R.S., ch. 155, art. 1, 1919 Tex. Gen. Laws 285; cf. § 3.37

(West 2005).
97. Art. 1, 1919 Tex. Gen. Laws at 285.
98. 16 TEX. ADMIN. CODE § 3.37 (West 2005).
99. Gulf Land Co. v. Atl. Ref. Co. 134 Tex. 59, 131 S.W.2d 73, 80 (Tex. 1939).

100. See Elliffv. Texon Drilling Co., 146 Tex. 575, 210 S.W. 2d 558, 563 (Tex. 1948) (holding
oil lost by the negligence of an adjacent owner was waste); Application of Edge Petroleum Operating
Company, Inc. for an Exception to Statewide Rule 37 to Drill Well No. ]A on the Hanley Hicks Lease,
O'Connor Ranch (Frio Consolidated) Field, Goliad County Texas, Rule 37 Case No. 0234402; District
2 (2003) [hereinafter Edge Petroleum] (finding that a well drilled at a regular location would fail to capture
the same amount of gas that could be captured at an exception location). Thus, without an exception well,
the gas at that location would be wasted because no one would be able to capture it. Id.

101. See Kellam, supra note 7, at 36-39 (discussing conflict between protection ofcorrelative rights
and conservation and how sometimes the enforcement of one comes at the detriment of the other); cf. R.R.
Comm'n ofTx. v. Bass, 10 S.W.2d 586, 587 (Tex. Civ. App.-Austin 1928), affid, 51 S.W.2d 1113 (Tex.
1932) ("[Rule 37] has a conservation basis, and was promulgated for two purposes, one to reduce the fire
hazard, and the other to minimize the danger of water percolation into the oil stratum from wells drilled
in too great a number, or in too close proximity."); see also MacDonald, supra note 10, at 302 (stating that
by limiting the amount of land a single well can drill, spacing requirements serve a conservation function).
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Confiscation is defined as depriving operators of a fair chance to recover
the oil or gas under their land. 2 Confiscation generally refers to drainage. 103

Whether the Railroad Commission grants or denies an exception permit is
within its discretion. °4 Depending on the specific facts and circumstances,
the Railroad Commission can grant the permit based upon either the waste
prevention rationale, the confiscation rationale, or both.'°5

While the Commission's grant of exceptions is discretionary, the Texas
Supreme Court requires that the decisions be based upon the evidence from
each case."° In order for a Railroad Commission order to be upheld, the
supreme court requires a fair and just order that does not deprive owners or
lessees of their property.'0 7 The early cases testing the validity of Rule 37
exemptions involved owners seeking well permits for small tracts of land,
attempting to circumvent the requirements of Rule 37.18 From each new,
unique challenge, a new rule often arose.1°9 For example, voluntarily
subdividing a single tract into smaller tracts does not authorize a permit as a
matter of law."0 Rule application often led to rule modification. The rule
against permits for small tracts voluntarily subdivided was refined by what is
known as the "Century Doctrine"; that is, where any tract of land is
voluntarily subdivided to the point that no subsection is large enough to meet
Rule 37, the Commission may grant an exception to one of the subdivisions
based on the development capabilities of the pre-subdivided tract."' While
the Commission may grant exceptions to small tract owners to prevent
drainage or waste, such owners do not receive a permit as a matter of right,
but may justify permits if a substantial amount of oil can be recovered from
such a well." 2 Thus, one of the factors the Railroad Commission uses when
evaluating a Rule 37 exception request is whether the owner will be deprived

102. Gulf Land Co., 131 S.W.2d at 80.
103. Id. Williams and Meyers define drainage as the "[m]igration of oil or gas in a reservoir due

to a pressure reduction caused by production from wells bottomed in the reservoir." WILLIAMS & MEYERS,
supra note 56, § 342.

104. See 16 TEx. ADMIN. CODE § 3.37 (West 2005) (stating that the commission "in order to
prevent waste or to prevent the confiscation of property, may grant exceptions to permit drilling").

105. Gulf Land Co., 131 S.W.2d at 84.
106. Brown v. Humble Oil & Refining Co., 126 Tex. 296, 83 S.W.2d 935, 944 (1935).
107. Marrs v. Railroad Commission, 142 Tex. 293, 177 S.W.2d 941, 950 (1944).
108. See R.R. Comm'n of Tx. v. Bass, 10 S.W.2d 586, 587 (Tex. Civ. App.-Austin 1928), afftd,

51 S.W.2d 1113 (Tex. 1932) (pertaining to a parcel of land 3,190 feet long and, at its widest, 56.7 feet
wide); Brown, 83 S.W.2d at 938 (pertaining to a three acres tract).

109. See, e.g., Exxon Corp. v. R.R. Comm'n of Tex., 571 S.W.2d 497,501-02 (Tex. 1978); Gulf
Land Co., 131 S.W.2d at 80; Magnolia Petroleum Co. v. R.R. Comm'n ofTex. 138 Tex. 484, 109 S.W.2d
787, 791 (1937).

110. Smith v. Stewart, 68 S.W.2d 627,628 (Tex. Civ. App.-Austin, 1934) affid, 126 Tex. 292, 83
S.W.2d 945 (1935); see Nash v. Shell Petroleum Corp., 120 S.W.2d 522, 524-25 (Tex. 1938) (noting that
the voluntary subdivision rule's "only basis is to prevent circumvention" of the spacing rule and without
it the spacing rule would be unenforceable and ineffective at achieving its aims).

111. Magnolia Petroleum Co., at 791.
112. Gulf Land Co., 131 S.W.2d at 80.
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of a "fair chance" to recover the gas or oil under the land.' 13 This necessarily
means that the Railroad Commission considers reasonable economic
factors,1 4 including the likelihood that the allowed well will be profitable." 5

The lessee of a small tract of land, bound by the covenant to prevent
drainage, can plead several defenses for failure to act. For example, if the
lessee possesses a tract foreclosed from development by voluntary
subdivision, the law requires no action." 6 Alternatively, the lessor may plead
that Railroad Commission spacing requirements prevented him from
drilling."' Another defense is to plead the absence of substantial drainage,
i.e., the lessor was not deprived of his fair share of the minerals under the
land." 8 A lessee, faced with suit claiming failure to protect, may admit the
right to a well and drainage but claim unprofitability of the proposed
operation. 9

V. THE LESSEE AND THE IMPLIED COVENANT TO PREVENT DRAINAGE

As noted above, the lessee is bound by several covenants. '20 Of concern
here is the implied covenant to protect the leased estate from drainage, or the
offset well covenant, and a subset of that covenant: the duty to seek favorable
administrative action through application for a Rule 37 exception. The basis
of the drainage covenant is to ensure "that the lessor will not suffer a
permanent loss of oil or gas due to 'migration of the hydrocarbons from the
leasehold to the neighboring land."""' This covenant is implied because
"once a landowner grants a lease, he can no longer protect his own interests
in the production."' 22 A lessee is obligated, therefore, to drill an offset well

113. Id.
114. Exxon Corp., 571 S.W.2d at 501-02.
115. Id.
116. Gulf Land Co., 131 S.W.2d at 80.
117. See Willingham v. Bryson, 294 S.W.2d 421,425 (Tex. Civ. App.-Fort Worth 1956, no writ).

The court stated,
We are of the opinion that the burden was on appellant to prove that he is precluded from
drilling another well by the spacing rules promulgated by the Railroad Commission, if such be
the fact. This appears to be a defensive issue, and there was no evidence on the point.

Id.
118. Finley v. Marathon Oil Co., 75 F.3d 1225, 1227-28 (7th Cir. 1996).
119. Reply Brief of Petitioner at 5, Kerr-McGee Corp. v. Helton, 133 S.W.3d 245 (Tex. 2004) (No.

02-0356).
120. Supra Part 111.
121. David W. Hardymon, Adrift on the Implied Covenant to Market: Regulation by Implication,

24 ENERGY & MIN. L. INST., ch. 8, § 8.02(2)(a) (quoting 5 WILLIAMS & MEYERS, supra note 56, § 821 at

78.1).
122. Id.
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in order to prevent drainage from neighboring lands.123 This applies whether
the drainage is local or field-wide. 24

A lessee breaches the covenant to prevent drainage when the lessor
shows that (1) there was "substantial drainage of the lessor's land, and (2) that
a reasonably prudent operator would have acted to prevent [the] substantial
drainage from the lessor's land."' 125

A. Proof of Substantial Drainage and the Expert's Role

One of the factors used by the Railroad Commission to evaluate Rule 37
exceptions is whether the well will produce in substantial amounts, that is,
prevent substantial drainage.' 26 Substantial drainage is best explained as
drainage that is more than minimal. 127 Though a lessor would argue any
drainage profiting the lessee should be acted upon, the general view is that
more is required, specifically, production in "paying quantities." '128

Production in paying quantities, as used in a breach of covenant suit, has been
long defined in Texas. 2 9 The term means that a well must produce enough oil
or gas to (1) pay for the cost of drilling, (2) cover the costs of producing and
marketing the mineral, and (3) "yield to the operator a reasonable profit."'131

In simple terms, a court will not grant relief when a "lessee must pay more to
protect from drainage than the offset well is worth."'13 1

Each element of a drainage case-presence of minerals, drainage of those
minerals, and likelihood of profitability from recovery of those minerals-
necessarily relies upon the testimony of experts. 132 "In determining whether
an expert's testimony constitutes some evidence, however, 'an expert's bare

123. Id.
124. Amoco Production Co. v. Alexander, 622 S.W.2d 563, 568 (Tex. 1981).
125. Id. at 567; see also Kramer supra note 51, at n.42 (stating "[ift is unlikely that a lessor could

prove substantial drainage but could not prove that an offset well would be profitable or, the converse, that
an offset well would be profitable but there was not substantial drainage.")

126. Supra Part V.
127. 5 WILLIAMS & MEYERS, supra note 56, § 822.1, at 85. Williams and Meyers note that two

Mississippi cases "indicate that substantial drainage means the same thing as production in paying
quantities; that is the drainage is not substantial unless there is sufficient oil or gas in place to repay costs
of drilling and operation plus a profit." Id.

128. See Kramer, supra note 51, at 9-10.
129. Gruy v. Reiter Foster Oil Corp., 150 S.W.2d 842, 844 (Tex. Civ. App.-Galveston 1941, no

writ).
130. Id. Note that production in paying quantities in a breach of drainage covenant case has

additional requirements beyond what is required when production in paying quantities is used in the
habendum clause-the clause in the least that governs whether the lease expires or is extended indefinitely.
Kramer, supra note 51, at 5. In a habendum clause sense, production in paying quantities means only
profit after operating costs have been met and does not include the costs of drilling and equipping the well.
Id. Further, the term of time used to measure whether a well is profitable is usually shorter in the
habendum clause case. 5 WILLIAMS & MEYERS, supra note 56, § 822.2, at 91-93.

131. 5 WILUAMS & MEYERS, supra note 56, § 823.1, at 96.
132. Id.
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opinion will not suffice' and '[t]he substance of the testimony must be
considered."" 33 Proof must be reasonably based upon facts and not just the
expert's opinion.'34 While proof of substantial drainage must necessarily rely
upon expert testimony, such testimony must be derived from the specific facts
of each case and not speculative or based solely upon the expert's opinion of
what the well could produce.'35 "Further, '[t]he underlying data should be
independently evaluated in determining if the opinion itself is reliable.' '

"136

The "proponent of the evidence bears the burden of demonstrating that the
expert's opinion is reliable,"'37 and that the expert "possess[es] special
knowledge as to the very matter on which he proposes to give an opinion." '38

If the proponent fails to do so, such "testimony is not reliable [because] it is
not evidence." '39 This is because "[t]rial courts must 'ensur[e] that those who
purport to be experts truly have expertise concerning the actual subject about
which they are offering an opinion."' 4

Relevant and reliable testimony requires more than the experts
qualifications in the specific subject matter upon which they testify.' 4'
Testimony is relevant if it is "sufficiently tied to the facts of the case that it
will aid the jury in resolving a factual dispute.' ' 42 "Evidence that has no
relationship to any of the issues in the case is irrelevant and does not satisfy
rule 702's requirement that the testimony be of assistance to the jury.' 14 3 To
establish reliability, the expert must show that the opinion is based upon
(1) reliable methodology and (2) a reliable factual foundation.'" Expert
testimony in Texas follows the version of Federal Rule of Evidence 702 used
in Daubert,145 which states "[i]f scientific, technical, or other specialized
knowledge will assist the trier of fact to understand the evidence or to
determine a fact in issue [an expert] may testify thereto."' 146 Thus, "the subject
of an expert's testimony must be 'scientific ... knowledge.' '1 47 That is, it
must be based on certain facts; relevant and the type usually relied upon.1 48

Further, scientific method and knowledge must form the basis of "scientific"

133. Kerr-McGee Corp. v. Helton, 133 S.W.3d 245,254 (Tex. 2004) (quoting Merrell Dow Pharm.
Inc., v. Havner, 953 S.W.2d 706,711 (Tex. 1997)).

134. Id.
135. Id.
136. Id. (quoting Havner, 953 S.W.2d at 713).
137. Helton, 133 S.W.3d at 254.
138. Gammill v. Jack Williams Chevrolet, Inc., 972 S.W.2d 713, 718 (Tex. 1998).
139. Helton, 133 S.W.3d at 254.
140. Gammill, 972 S.W.2d at 719, (quoting Broders v. Heise, 924 S.W.2d 148, 152 (Tex. 1996)).
141. E.I. du Pont de Nemours and Co. v. Robinson, 923 S.W.2d 549, 558 (Tex. 1995).
142. Id. at 556 (quoting U.S. v. Downing, 753 F.2d 1224, 1242 (3d. Cir. 1985)).
143. Gammill, 972 S.W.2d at 720.
144. Robinson, 923 S.W.2d at 558.
145. Daubert v. Merrell Dow Pharm. Inc., 509 U.S. 579, 589 (1993).
146. TEx. R. EvID. 702 (Vernon 2004) (emphasis added).
147. Daubert, 509 U.S. at 589-90.
148. Kerr-McGee Corp. v. Helton, 133 S.W.3d 245, 254 (Tex. 2004).
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testimony, and it must be more than a subjective belief or unsupported
speculation. 4 9 "In reviewing the reliability of expert testimony, the court is
not to determine whether the expert's conclusions are correct; rather, the court
should determine only whether the analysis used to reach those conclusions
is reliable."'"5 This is because "[u]nreliable evidence is of no assistance to the
trier of fact and is therefore inadmissible under Rule 702. ' 'I5,

1. Basis Facts of an Expert Opinion

The rule in Texas is that experts must introduce the facts relied upon into
the record. 52 In Merrell Dow Pharmaceuticals, Inc. v. Havner, the Texas
Supreme Court held that an expert opinion is unreliable if the expert draws his
opinion from unreliable foundational data.'53 Experts may rely upon the
production data of nearby wells in forming an opinion as to the likely
production of a hypothetical well.154 The argument that proof is too uncertain
when the expert's data comes from the production of nearby wells was
rejected early on in Texas. 55 When relying on nearby wells, however, an
expert must use comparable wells. 156 Though not an oil and gas case, in
Guadalupe-Blanco River Authority v. Kraft, the Texas Supreme Court held
that the trial court abused its discretion when it admitted the testimony of an
appraisal expert, stating, "a review of [the expert's] 'underlying data' reveals
that the local sales he relied on were not comparable to the condemned
easement."' 57

Wes-Tex Land Co. v. Simmons 158 and Vega Petroleum Corp. v. Hovey 159

present the type of data experts usually rely on in oil and gas cases. In
Simmons, the expert "testified that he had information about wells surrounding
the lease in question, the sand from which they were producing and history
and quantity of oil produced."'" In Hovey, the experts relied upon "lease
maps, structural contour maps, isopach maps, electrical logs and production
records."'' Though neither opinion reveals how such information was

149. Daubert, 509 U.S. at 590.
150. Helton, 133 S.W.3d at 254.
151. Gammill v. Jack Williams Chevrolet, Inc., 972 S.W.2d 713, 720 (Tex. 1998).
152. Reed v. Barlow 157 S.W.2d 933 (Tex. Civ. App.-San Antonio 1941, writ denied).
153. 953 S.W.2d 706,714 (Tex. 1997).
154. Vega Petroleum Corp. v. Hovey, 604 S.W.2d 388, 390 (Tex. Civ. App.-Eastland 1980, no

writ); County Mgmt., Inc. v. Butler, 650 S.W.2d 888, 890 (Tex. App.-Austin 1983, writ dism'd by agr.);
Wes-Tex Land Co. v. Simmons, 566 S.W.2d 719, 722 (Tex. App.-Eastland 1978, writ ref'd n.r.e.);
Taubert v Earle, 133 S.W.2d 145, 149 (Tex. App.-Fort Worth 1939 writ ref'd).

155. Tex. Pac. Coal & Oil Co. v. Barker, 117 Tex. 418,6 S.W.2d 1031, 1035 (1928).
156. Guadalupe-Blanco River Auth. v. Kraft, 77 S.W.3d 805, 808 (Tex. 2002).
157. Id.
158. 566 S.W.2d at 719.
159. 604 S.W.2d at 390.
160. 566 S.W.2d at 722.
161. 604 S.W.2d at 390.
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comparable, a recent Texas Supreme Court opinion, Kerr-McGee Corp. v.
Helton, shows how an expert's reliance upon nearby wells, without
accounting for any variations, cannot support an expert's assumption of
comparability.

16 2

When an expert testifies, some of the facts relied upon will be
assumed. 163 This is unavoidable because the testimony is an opinion as to the
likely production of a well that does not exist. But an expert cannot base the
entire testimony upon assumed facts. " In Kerr-McGee, the plaintiff s expert
(Riley), based his opinion largely upon assumed facts. 16 5  Though he
examined "numerous accepted sources, such as well logs, base maps,
production information, Railroad Commission records, and scout cards, to
obtain data about the area and the wells surrounding the hypothetical well's
location," Riley assumed that each of the existing wells and the hypothetical
well would produce at the same rate."6 Thus, Riley based his testimony to
the measure of damages on the production of a hypothetical offset well by
assuming that each of the three wells, draining from a common reservoir,
would have produced at the same rate. 167 The existing wells, however, did not
produce at the same rate and production varied greatly. 68 As was said in
Burroughs Wellcome Co. v. Crye, "[w]hen an expert's opinion is based on
assumed facts that vary materially from the actual, undisputed facts, the
opinion is without probative value and cannot support a verdict or
judgment."'6 9 Similarly, reliance upon accurate or undisputed data does not
make an expert's testimony reliable if the methodology or analysis used is
unreliable. 1

70

2. Methods and Analysis of Data to Form an Expert Opinion

Even if an expert relies upon sound underlying data, flawed methodology
or reasoning renders such testimony "unreliable and, legally, no evidence."' 7

As the Supreme Court stated:

Trained experts commonly extrapolate from existing data. But nothing in
either Daubert or the Federal Rules of Evidence requires a district court to
admit opinion evidence that is connected to the existing data only by the ipse

162. Kerr-McGee Corp. v. Helton, 133 S.W.3d 245, 255 (Tex. 2004).
163. Burroughs Wellcome Co. v. Crye, 907 S.W.2d 497, 499 (Tex. 1995).
164. Id.
165. Helton, 133 S.W.3d at 254-55.

166. Id. at 254.
167. Id. at 254-55.
168. Id. at 248.

169. 907 S.W.2d at 499.
170. Helton, 133 S.W.3d at 254-55.
171. Merrell Dow Pharm., Inc. v. Havner, 953 S.W.2d 706, 714 (Tex. 1997).
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dixit of the expert. A court may conclude that there is simply too great an
analytical gap between the data and the opinion proffered.'72

Thus, experts must demonstrate how their data supports their asserted
conclusions. For example, in Hovey, the expert testified that, after examining
the data from nearby wells, "the probability would be good that we get the
same type of well [as] the Gloria well."' 73 Based on that assessment, the
expert calculated the probable production of the hypothetical well using
Railroad Commission production reports from the area.'74

The expert's testimony of probable production forms the basis for
damages. Although damages must be proven with reasonable certainty,
mathematical precision is not required. 175 The Texas Supreme Court reasoned,

it does not come with very good grace from the defendant to insist upon the
most specific and certain proof as to cause and amount of damage when he
has himself been guilty of the most inexcusable violation of the covenants
which were inserted for the very purpose of preventing the result which has
come about. 176

That is to say, a plaintiff's expert evidence need not be of a "certainty that
excludes the possibility of doubt," rather, it requires only a "reasonable
certainty founded upon inferences legitimately and properly deducible from
the evidence."' 177 Thus, for an expert's testimony to be reliable, it must show
with a reasonable certainty that, based on the facts and circumstances of the
case, the expert's testimony is as near as possible to what would have actually
occurred.

Helton provides an example of lack of reasonable certainty.178 In Helton,
the Texas Supreme Court, finding fault with Riley's analysis, found that there
was "too great an analytical gap between the data and the opinion
proffered."' 79 The court summarized that even if Riley used the type of data
"relied on by petroleum engineers to estimate production, and even if the
underlying facts and data Riley used [were] accurate," the analytical gap
between the data and the conclusions was too great for the testimony to be
reliable.' 80 Much like the "analytical gap" in Gammill, 8' the analytical gap

172. Gen. Elec. Co. v. Joiner, 522 U.S. 136, 146 (1997).
173. Vega Petroleum Corp. v. Hovey, 604 S.W.2d 388, 390 (Tex. Civ. App.-Eastland 1980, no

writ).
174. Id.
175. Tex. Pac. Coal & Oil Co. v. Barker, 6 S.W.2d 1031, 1034-35 (Tex. 1928).
176. Id. at 1035.
177. Id.
178. Kerr-McGee Corp. v. Helton, 133 S.W.3d 245, 254-58 (Tex. 2004).
179. Id. at 258.
180. Id.
181. See Gammill v. Jack Williams Chevrolet, Inc., 972 S.W.2d 713, 727 (Tex. 1998) (discussing
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in Riley's testimony was neither his techniques nor the data upon which he
relied, but rather that he failed to show how his observations and methodology
supported his conclusions.'82

B. The Duties of the Reasonable and Prudent Operator

"The reasonable prudent operator standard has evolved into the standard
by which all actions taken by the lessee in the production and operation of the
wells on the leasehold are judged."' 83 To whom does this refer? The
reasonable prudent operator is a "hypothetical oil operator who does what he
ought to do not what he ought not to do with respect to operations on the
leasehold.""' While such a standard lacks precision, case law defines the
reasonable and prudent operator through the imposition of several duties.
With respect to the covenant to prevent drainage, the reasonably prudent
operator in Texas will perform duties such as "(1) drilling replacement wells,
(2) re-working existing wells, (3) drilling additional wells, (4) seeking field-
wide regulatory action, (5) seeking Rule 37 exceptions from the Railroad
Commission, (6) seeking voluntary unitization, and (7) seeking other available
administrative relief."'8 5 Of interest here is the duty to seek a Rule 37
exception from the Railroad Commission.

As discussed above, the Railroad Commission has a discretionary right
to grant exceptions to Rule 37 spacing requirements if it may "prevent waste
or to prevent the confiscation of property."'81

6 This right allows the
Commission to grant an exception in cases where the mineral owner would
suffer loss of oil or gas to neighboring tracts. 8 7 The implied covenant to
prevent drainage includes the lessee's obligation to seek exceptions when
warranted. 1

88

The reasonable and prudent operator standard also includes
considerations of the lessee's interests. 8 9 The expectation of profit, or
production in paying quantities, is the major factor in evaluating whether the
lessee has acted as a reasonable and prudent operator.l 9° A reasonable and
prudent operator, evaluating whether to drill a new well, will likely consider

how the facts and the analysis presented too great a gap to be considered reliable).
182. Helton, 133 S.W.3d at 258.
183. David W. Hardymon, Adrift on the Implied Covenant to Market: Regulation by Implication,

24 ENERGY & MIN. L. INST., § 8.02(2)(e), at 223 (2004).
184. 5 WILLIAMS & MEYERS, supra note 56, § 806.3, at 42.1.
185. Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 567 (Tex. 1981).
186. 16 TEX. ADMIN. CODE § 3.37 (West 2005).
187. Id.
188. Alexander, 622 S.W.2d at 567.
189. See supra Part Ill.
190. Conine, supra note 45, at 680. The author lists reasonable expectation of profit as a

quantitative factor in the assessment of performance under the reasonable and prudent operator standard.
He also lists intent, or lack thereof, and unreasonable delay as non-quantitative factors. Id. at 680-81.
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whether he "(1) will recover his investment in the hypothetical well and the
expenses of operating it, and (2) [whether he] will make a reasonable profit
on the outlay."' 9 ' In Speculation, Prudent Operation, and the Economics of
Oil and Gas Law, the author, discussing the expectation of profit, said,

The determination of whether there is a reasonable expectation of deriving
a profit from investing in a proposed operation is based on the usual
formulation employed in investment theory. If revenues resulting from the
operation are reasonably expected to exceed costs and provide an acceptable
return or profit, there is reason to expect that the prudent operator would
elect to conduct the operations unless another factor dictates otherwise.'92

There are a variety of factors which could affect the profitability of a proposed
operation. The famous Brewster v. Lanyon Zinc Co. case lists the most
common, though not exhaustive, factors including:

[T]he quantity of oil and gas capable of being produced from the premises,
as indicated by prior exploration and development, the local market or
demand therefor or the means of transporting them to market, the extent and
results of the operations, if any, on adjacent lands, the character of the natural
reservoir-whether such as to permit the drainage of a large area by each
well-and the usages of the business."' 93

What constitutes a reasonable profit naturally turns on what is a reasonable
return on the investment in a new well. Williams and Meyers posit that "[t]he
return should exceed what the money could earn in high grade bonds or other
secure investments."'' 94 While "[a]lmost every well involves some degree of
risk; ... the return must be high enough to justify this risk."' 95 Although the
loss of minerals deprives both the lessor and lessee of benefit, sometimes "the
reserves at stake may be too small to justify the investment required to drill
the well."' 9 6 Thus, the evaluation of a reasonable return rests largely upon the
measure of the level of risk.' 97 Determination of the level of risk requires
inquiry into whether other reasonable and prudent operators would or have
found a similar level of risk acceptable.'98

191. 5 WILLIAMS & MEYERS, supra note 56, § 822.2, at 89.
192. Conine, supra note 45, at 681.
193. 140 F. 801,814 (8th Cir. 1905).
194. 5 WILLIAMS & MEYERS, supra note 56, § 822.2, at 90.1.
195. Id.
196. Conine, supra note 45, at 686.
197. Id. at 722-23.
198. Id. at 723.
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C. Effect of Failure to Protect the Lease from Drainage

If a court finds that a lessee allowed drainage when a reasonable and
prudent operator would have acted, the remedies can range from cancellation
of the lease to payment of damages.' 99 After the lessor has proven substantial
drainage and shown that the well would have been profitable, the lessor must
still prove damages, if that is the remedy sought.2 °" In Texas, the usual
remedy is payment of damages to the lessor.2 ' Given the expenses involved
in drilling a well and marketing the product, anytime the lessor has proven
substantial drainage and failure to act as a reasonable and prudent operator,
the potential amount of damages is high.2°2

This is not, however, how damages are measured. The measure of
damages may be based upon either the amount of mineral drained away or the
amount of mineral the hypothetical well would have produced.2 3  Both
methods might overcompensate the lessor. °4 Under a measure using the
amount drained method, the lessor may be awarded damages on oil or gas
drained that the hypothetical well would not have recovered even had it been
drilled.20 5 Under the lost production method, the lessor may recover damages
based on hypothetical production of oil or gas that would have remained
regardless of any adjacent drainage. 2' Regardless of the method used, a
lessee faced with defense of a breach of drainage covenant suit, could pay
more successfully defending a suit than would be paid in damages. Thus, it is
essential to factor the likelihood of lessor success, the amount of damages,
and the costs of defense.

Further, should a lessor be awarded damages, the lease is likely to remain
in force, and nothing prevents the lessee from subsequently drilling a well.207

199. MacDonald, supra note 10, at 289 (including other remedies such as: partial cancellation,
conditional cancellation; cancellation plus damages, and issuance of an injunction to drill an offset well).

200. Kramer, supra note 51, at 10-11. (Including other remedies such as partial cancellation,

conditional cancellation, cancellation plus damages, and issuance of an injunction to drill an offset well).
201. Waggoner v. Sigler Oil Co., 118 Tex. 509, 19 S.W.2d 27; see also Christie, Mitchell &

Mitchell Co., Inc., v. Howell, 359 S.W.2d 658 (Tex. 1962) (holding only when damages are incapable of

ascertainment will cancellation be granted). In fact, damages as the proper remedy is "universally ...
recognized as [the] proper relief for breach of the protection covenant." 5 WILLIAMS & MEYERS, supra

note 56, § 825.2, at 161.
202. See, e.g., Kerr-McGee Corp. v. Helton, 133 S.W.3d 245,250 (Tex. 2004) (upholding the trial

court's award of $1,432,618.11 in damages). For example, assuming initial drilling and marketing costs

of one million dollars, a reasonable profit of eight percent over costs, and a one-eighth royalty, the lessee
would be entitled to $135,000 in lost royalties. See id. Once the well has paid its cost and returned a
profit, under this example, it would have produced $1,080,000 worth of minerals. See id. Since royalties

are one-eighth of production, the lessor would be entitled to one-eighth or 12.5 % of the minerals produced

or its equivalent; here $135,000. See id.

203. 5 WILLIAMS & MEYERS, supra note 56, § 825.2, at 167.
204. Id.
205. Id.
206. Id.
207. Tex. Pac. Coal & Oil Co. v. Barker, 117 Tex. 418, 6 S.W.2d 1031, 1039 (1928).
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This course of action may have some merit when it is noted that all the oil and
gas recovered belongs to the lessee, because royalties upon any oil or gas
produced has already been paid in damages.2 "8 As suggested in Barker,
should the lessees seek to fulfill their duty post-judgement, then there is no
rule against the court decreeing specific performance on the part of the
lessor-for example, "delivery of the minerals on which the royalty had been
paid."2" Until production exceeds the royalties already paid, it may be useful
for a lessee to view the lessor as a prepaid mineral owner.2" ° Whether this
means drilling a marginal well would be more attractive to the lessor is
beyond the scope of this article.

VI. AN UNCERTAIN DUTY-WHEN TO ACT TO PREVENT DRAINAGE?

A. The Reasonable and Prudent Operator and the Affirmative Defense of
Uncertain Profitability or Success

"Every claim of improper operation made by a lessor against a lessee
should be tested against the general obligations of the lessee to conduct
operations in the manner of an ordinary, reasonable, and prudent operator so
as to effectuate the purposes of the lease agreement." '' While an oil or gas
lessee must comply with the terms of the lease regardless of profit, the
reasonable prudent operator can meet the duty of care in drainage cases, if the
operator determines that additional action will not result in recovery of oil
equal to the cost of such actions.2 12 This includes all costs, whether the cost
of drilling or reworking wells to the costs of marketing and production.2 3 If
a lessee ascertains that there is no reasonable expectation of profit in pursuing
additional action, then the lessee has complied with the covenant to prevent
drainage.21 4 Courts have not set a minimum profit margin largely because
each well is different in quality, costs of production, term of payout, and size
of reservoir.2 5

In the arena of administrative action, the lessee, as the exclusive
representative of the lessor, should seek favorable administrative action if

208. See id. at 1038-39.
209. Id. at 1039.
210. See 1 WILLIAMS & MEYERS, supra note 56, § 202.1, at 21. The difference between payments

to a mineral owner and a lessee is that mineral owners are only paid when the well meets payout-where
monies earned from production exceed costs, whereas a royalty owner is paid upon production. See id.
§ 202.2-3, at 25.

211. Id. at § 804.
212. Gordon, supra note 1, at 480.
213. Jd. at 478.
214. Id. at 480.
215. 5 WILLIAMS & MEYERS, supra note 56, §§ 822.1, at 90.1 (discussing "[wihat is a reasonable

profit?").
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warranted.2 16 The limitations of this duty are similar to the limitations of the
drainage covenant."' The duty to seek a Rule 37 exemption, like any
administrative action, requires that the action be mutually beneficial and have
a likelihood of success.2"' If an operator determines that there is no likelihood
of success in seeking favorable administrative action, then further action is not
required." 9 Some have argued that this duty extends to include a duty to
appeal any unfavorable rulings.22 At the least, it appears the lease operator
must show that a reasonably prudent operator would not submit an application
for favorable action to the Railroad Commission or "that he made a conscious
good effort to obtain the desired ruling."22'

In an action seeking a Rule 37 exemption, to demonstrate that a rule
change is necessary, the lessee must establish three elements.222 The first is
the presence of unusual conditions.223 This requires the petitioner to show that
the conditions under the tract for which an exemption is sought are different
from the conditions in adjacent parts of the field.224 For example, in Edge
Petroleum, a Railroad Commission Rule 37 opinion, "Edge established the
presence of unusual subsurface conditions through uncontradicted seismic
amplitude studies and net pay maps." '225 Edge's evidence showed that the
target reservoirs were small and highly localized.226 Thus, any well at a
regular location would likely miss the reservoirs."' Further, the evidence
showed that a well at a regular location would be "downdip" from the
exception location and likely possess other characteristics making it a poorer
well.228

Second, a lessee must prove that should the exception permit be granted,
that well would recover minerals not "recovered by any existing well or by
additional wells drilled at regular locations., 229 Returning to the Edge
Petroleum case, the Commission found that, because of the downdip location
of any regular well, the exception well would best recover the minerals in the

231reservoir.23 Last, the lessor must show the Commission that "the volume of

216. d. at 473.
217. Id.
218. Id. at 480-85. The author, discussing administrative action in general, however, listed three

limitations: (1) only when the action would be mutually beneficial, (2) the likelihood of success, and (3)
"whether the administrative action relates to the implied operations of the lessee." Id.

219. Id. at 459, 480.
220. Id. at 488.
221. id. at 480.
222. Edge Petroleum, supra note 100, at 3.
223. Id.
224. Id.
225. Id. at 4.
226. Id.
227. See id.
228. Id.
229. Id.
230. Id.
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otherwise unrecoverable hydrocarbons is substantial."23' Edge Petroleum
satisfied this last element with evidence that the exception well would recover
an additional 200 million million cubic feet (mmcf) of natural gas232-which
constitutes a substantial volume of gas.233

B. An Economic Analysis Justifying Inaction in the Face of Drainage

While the reasonable and prudent operator standard does not require the
lessee to drill an offset well unless such efforts will recover costs and return
a profit, there is no mention of the cost imposed by the lessor-the royalty.
In Finley v. Marathon Oil, Judge Posner discussed the problem of not
including royalties in the calculation of profitability. 234 After noting that the
Finleys were entitled to one-sixth--equal to 16.67 % of production, without
deduction, Judge Posner discussed how the inclusion of royalties can shift the
final calculus of profitability to the negative.235 Because a lessor is entitled
to gross production, the costs of production are of no concern to the lessor.2 36

[But] [s]uppose the oil had a value of 100, and cost 90 to produce.
Production would then be profitable from the standpoint of the property as
a whole and of course from the [lessor's] standpoint. But [the lessee] would
lose money because it would bear the entire cost and that cost (90) would
exceed its share of the revenues (83.33).237

While under the usual view of profitability, the well would be yield a profit
of ten; in reality, such a well would yield a loss of 6.67 to the lessee.2 38

The royalty also imposes additional costs on the lessee.2 39 The royalty
a lessor gains from production possesses peak value at present.2" This is due
to both inflation and opportunity cost stemming from an inability to invest
royalty proceeds in other ventures. 24 ' Thus, the lessee seeks to maximize
production in the present regardless of future value.242 From an overall
economic standpoint, however, "development decisions are best made by the
investor" who bears the risk of lOSS. 24 3 The risk-bearing party is best

231. Id. at 3.
232. Id. at 4.
233. Gulf Land Co. v. At. Ref. Co., 134 Tex. 59, 131 S.W.2d 73, 80 (Tex. 1939).
234. 75 F.3d 1225, 1230 (7th Cir. 1996).
235. Id.
236. Id.
237. Id.
238. See id.
239. See Conine, supra note 45, at 713.
240. Id.
241. Id.
242. See id.
243. Id. at 714.
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positioned to consider all factors and time exploitation "so that the value of
the resource is maximized over time.",2" This includes consideration of
factors not taken into account when a court evaluates whether a defendant
lessee acted as a reasonable and prudent operator.2

" A court considers only
whether there was substantial drainage and whether a reasonable and prudent
operator would have acted to prevent the drainage.246 The main, determining
factors focus only on a hypothetical well, and the court may ignore other wells
that drain lessor's fair share of oil from the lease.247 Thus, a drainage case
does not consider whether an existing well may produce the possibility that
additional production from an existing on-lease well may make up for lost
reserves.248 One commentator argued the test for profitability of an offset well
should consider the reduced production of existing wells.249

VII. CONCLUSION

Despite the voluminous litigation involving what a reasonable and
prudent operator should do, there are still instances where even the most
diligent operator lacks the information or incentive necessary to act. Further,
there exist situations that may call for inaction even if a court's calculus
would find otherwise. Additionally, a well-qualified, experienced expert can
fail to provide sufficient evidence testimony if the testimony is poorly
presented, even in a case of clear breach.250 A lessee faced with drainage may
sometimes find more traps than opportunities. As described above, a court
can find breach of the drainage covenant even when the overall profit picture
would suggest inaction, for example, when the offset well will likely be a
marginal producer. In such a situation, the lessee may be forced to choose
from among several losing propositions. First, it could drill the well even
though, because of royalties, the entire project will likely never make enough
to pay costs. 25 ' Second, the lessee could seek action from the Railroad
Commission. For example, the lessee could apply for a spacing exception to
drill closer to where the drainage is occurring. This requires additional
expenditures, however, that will not be recovered in a losing bid. These
expenditures include application costs, including the cost of retaining experts,

244. Id.
245. Id. at 729.
246. See supra Part V.
247. See Conine, supra note 45, at 729.
248. See id. It should be noted that the duty to seek an increase in a well's allowable production

would likely be included as one of the duties of the implied covenant to protect the lease or to manage the
lease. Id. Even if a court considered an allowable increase as a remedy,,it would still fall on the lessee
to make the application to the Railroad Commission. Thus, failure of the lessee to have instituted such
action prior to suit would weigh as evidence of less than reasonable and prudent operation. Id.

249. Id.at 731.
250. Kerr-McGee Corp. v. Helton, 133 S.W.3d 245,254-55 (Tex. 2004).
251. See supra Part V (discussing Finley v. Marathon Oil Co.75 F.3d 1225 (7th Cir. 1996)).
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and exploration costs. Recalling that one of the factors used to grant an
exception is whether the well would capture minerals otherwise lost,252 Edge
Petroleum shows that this evaluation is not based on "lost to the lessee/lessor"
but rather "lost to the market. '253 Thus, drainage to adjacent lands may not
automatically provide an exception. Further, the administrative action course
involves two gambles: the first occurs before the Railroad Commission and
the second occurs in the field. A win in round one does not guarantee a win
in round two (i.e., that the permitted well will return a profit when all costs,
including royalty and application costs, are considered). Thus, even favorable
administrative action may not adequately protect the lessee's interests.

In the last scenario, the lessee could do nothing, perhaps because he
judges the amount lost to be too little, calculates the prior two courses of
action as unlikely to produce a profit, or because existing on-lease wells may
capture any amount of oil that may be alleged drained. The court, however,
measures from the shoes of a reasonable and prudent operator under similar
facts and not an operator entirely within the shoes of the lessee. 254 This
reasonable and prudent operator, though, is blind to some facts. That is, the
court cannot or may not look at certain facts that dictate inaction, such as
existing on-lease wells or royalty costs.

Expanding existing implied covenants, while ignoring certain facts, may
not encourage economic development of mineral deposits, where drilling is
the only course of action that will not result in litigation. While some suggest
a greater role for the legislature in the form of compulsory lessee action,255 an
examination of the marketplace and the actions of experienced operators may
reveal the best course of action. An industry driven by profits is not likely in
need of additional statutes or judicially imposed implied covenants to
economically exploit resources. Rather, its drive for profit maximization
should produce sufficient impetus lest its sole source of revenue escape to
competitors. Thus, it may be reasonable to suggest that the Railroad
Commission, acting under its authority to promulgate rules for the prevention
of waste and to promote conservation, should open the eyes of the reasonable
and prudent operator to additional relevant factors.

by Jared Hall

252. See supra Part V.
253. See supra Part VI.
254. See supra Part V (discussing Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 567 (rex.

1981)).
255. See Gordon, supra note 1, at 492-93.
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