
THE AMOCO CASE: THE IMPLIED
COVENANT TO SEEK FAVORABLE

ADMINISTRATIVE ACTION

I. INTRODUCTION

During the past fifty years the petroleum industry has been
subject to increasing regulation by administrative agencies. Tradi-
tionally, matters related to development of an oil and gas lease and
protection of the lessor's interest were not expressly included in
the written lease.1 Since the early history of oil and gas litigation
courts have implied covenants when an oil and gas lease fails to
express the lessee's obligation to develop and protect the lease. In
recent years, implied covenants have been expanded to matters of
management of the lease.$ Thus, the implied covenant obligating
the lessee to seek favorable administrative action has emerged.

Professor Maurice H. Merrill was the first to emphasize the
emerging doctrine which requires the lessee to perform in an ad-
ministrative proceeding, as well as in the oil field.4 In the past,
both commentators and judicial authorities have skirted the issue
of whether to adopt the emerging implied doctrine. The Texas Su-

1. See R. HEMINGWAY, THE LAW OF On. AND GAS § 8.1, at 365 (1971); Walker, The
Nature of the Property Interests Created by an Oil and Gas Lease in Texas, 11 Tx. L.
REv. 399, 399 (1933).

2. See, e.g., Texas Pac. Coal & Oil Co. v. Barker, 117 Tex. 418, 431, 6 S.W.2d 1031,
1035 (1928) (implied duty to protect against drainage); Coats v. Brown, 301 S.W.2d 932,
935-36 (Tex. Civ. App.-Texarkana 1957, no writ) (implied duty to develop); Magnolia Pe-
troleum Co. v. Page, 141 S.W.2d 691, 693 (Tex. Civ. App.-San Antonio 1940, writ ref'd)
(implied duty to drill an offset well); Texas Pac. Coal & Oil Co. v. Stuard, 7 S.W.2d 878,
882-83 (Tex. Civ. App.-Eastland 1928, writ ref'd) (implied duty to diligently develop).

3. See, e.g., Empire Oil & Ref. Co. v. Hoyt, 112 F.2d 356, 360-61 (6th Cir. 1940) (duty
to conduct operations on the leasehold with due care); Harding v. Cameron, 220 F. Supp.
466, 470 (W.D. Okla. 1963) (reasonably diligent marketing); Wadkins v. Wilson Oil Co., 199
La. 656, 658, 6 So. 2d 720, 724 (1942) (duty to use modern production techniques); Amoco
Prod. Co. v. Alexander, 622 S.W.2d 563, 570 (Tex. 1981) (duty to seek exception to well
spacing regulation). See generally 5 H. WLIAMs & C. Mzmyxs, OIL AN GAS LAW § 861, at
424 (1980).

4. M. MERRILL, COVENANTS IMPLIED IN OnL AND GAS LEs § 228, at 269 (Supp. 1964).
See Merrill, Fulfilling Implied Covenant Obligations Administratively, 9 OKLA. L. REv. 125,
125 (1956); Merrill, Current Problems in the Law of Implied Covenants in Oil and Gas
Leases, 23 Tax. L. REV. 137, 141 (1945).
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preme Court, in Amoco Production Co. v. Alexander," ended the
mystery, holding that the lessee in an oil and gas lease has an im-
plied duty to seek favorable administrative action.6 The Texas
court reasoned that the lessee owed the lessor the duty to do
whatever a reasonably prudent operator would do under the facts
and circumstances.7 Thus, in Amoco the lessee's failure to seek a
Rule 37 permit,8 allowing additional offset wells to prevent drain-
age from the lease, made him liable to the lessor for the loss arising
from the drained oil.9

This article will briefly discuss the history of implied cove-
nants in oil and gas leases and in greater detail examine the basis
for a covenant's implication. A brief review will be made of the
various categories of implied covenants and the standards used to
enforce them. Moreover, this article, emphasizing Texas authority,
will examine the development of the implied covenant to seek
favorable administrative action including: the rationale used by
courts to enforce it, the dilemma the implied covenant could im-
pose on oil and gas lessees, the implied covenant's limitations, and
finally the covenant's long-range effect on the oil and gas industry.

II. ORIGINATION AND DEVELOPMENT OF IMPLIED COVENANTS

A. History

Implied covenants in oil and gas leases were originated in 1889
by the Pennsylvania Supreme Court in Stoddard v. Emery.10 The
litigation evolved around an express development clause;" how-

5. 622 S.W.2d 563 (Tex. 1981).
6. Id. at 570. The Texas Supreme Court rejected Amoco's argument that there is no

Texas authority for imposing an obligation to seek administrative relief and upheld the
court of civil appeals imposition of an implied covenant obligating the lessee to seek excep-
tions to regulations limiting the drilling and production of wells. Id. at 569-70.

7. Id.
8. Tex. R.R. Comm'n, Rule 051.02.037 (1975). Rule 37 regulates the spacing of wells

and provides for exceptions to prevent waste or confiscation. No well may be drilled nearer
than 1200 feet to any other well, and no well may be drilled nearer than 467 feet to any
other property, lease, or subdivision line. Id. Rule 051.02.037(a)(1). These distances provide
for a maximum density of one well for every forty acres. Id. Rule 051.02.037(b).

9. 622 S.W.2d at 570.
10. 128 Pa. 436, 18 A. 339 (1889). See M. MERRILL, COVENANTS IMPLIED IN OIL AND GAS

LEASES § 10, at 40-41 (2d ed. 1940), where Merrill finds the legal groundwork for the Stod-
dard decision in two earlier Pennsylvania cases, Bradford Oil Co. v. Blair, 113 Pa. 83, 4 A.
218 (1886) and Brown v. Vandergrift, 80 Pa. 142 (1875).

11. The expression "oil and gas lease" does not identify any particular form of

460 [Vol. 14:459



THE AMOCO CASE

ever, the court in dictum stated that absent a development clause,
"[t]here would of course have arisen an implication that the prop-
erty should be reasonably developed, 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 con-
trolling. 12 From the dictum in Stoddard emerged the implied cov-
enant which obligated the operator to protect the lease from drain-
age."8 In 1897 the doctrine expanded to Ohio where the Ohio
Supreme Court, following the Pennsylvania precedent, held that,
in addition to the duty to develop, the lessor had an implied duty
to prevent drainage.14

Although lessor-lessee implied covenants originated in 1889,
the doctrine was not fully recognized until Brewster v. Lanyon
Zinc Co.'5 The court, establishing the implied duty of the lessee to
develop and protect the lease from drainage, wrote:

Whatever is implied in a contract is as effectual as what is ex-
pressed. Implication is but another name for intention, and if it
arises from the language of the contract when considered in its
entirety, and is not gathered from the mere expectations of one or
both of the parties, it is controlling.

... 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. 6

The Brewster opinion has been adopted by most courts as the ra-
tionale for implying covenants in oil and gas leases.' 7 Notably,
Texas was also on the forefront of jurisdictions adopting the doc-

instrument but, rather, is a generic term descriptive of a general class of instru-
ments by which the owner of the oil and gas rights grants to another a limited or
conditional privilege to produce those minerals, certain rights therein being re-
tained by the grantor or "lessor."

Walker, Defects and Ambiguities in Oil and Gas Leases, 28 Tzx. L. Rav. 895, 895 (1950).
For a discussion of the assimilation and evolution of the express oil and gas lease provision,
see Veasey, The Law of Oil and Gas, 18 MICH. L. Rav. 652, 652-72, 749-73 (1920).

12. 128 Pa. at -, 18 A. at 339.
13. Kleppner v. Lemon, 176 Pa. 502, -, 35 A. 109, 109 (1896).
14. Harris v. Ohio Oil Co., 57 Ohio St. 118, -, 48 N.E. 502, 505 (1897).
15. 140 F. 801 (8th Cir. 1905). The judge found an implied obligation on the lessee to

drill additional test wells. Id. at 809.
16. Id. at 809, 811.
17. See 5 H. WE.LLAMS & C. MymRs, supra note 3, § 802, at 7.
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trine of implied covenants in the decision of Emery v. League."8 In
Emery the Texas Court of Civil Appeals held that under a lease
agreement the lessor had an implied obligation to use reasonable
diligence to develop and explore wells.19

B. The Basis for Implication

Implied covenants in oil and gas leases have been the subject
of dispute for decades. To understand the development of implied
covenants one must first understand the contractual characteristics
of an oil and gas lease. Basically, the characteristics of an oil and
gas lease transaction involve the transfer to the operator (lessee)
the exclusive privilege of. exploring, drilling, and extracting miner-
als from the premises.20 In return the operator promises to pay
royalty" to the owner (lessor) on minerals produced from the
land.2 2 During the course of the lease transaction many unforesee-
able events can occur.2 Drafting a lease contract with express pro-
visions for every possible event is virtually impossible. Therefore,
if a conflict arises which no express lease provision solves the court
must imply a convenant which best represents the parties' inten-
tions when the lease was initiated.2 '

18. 72 S.W. 603 (Tex. Civ. App. 1903, writ ref'd). See M. MERRILL, supra note 10, § 13,
at 47 (citing other jurisdictions which have adopted the doctrine of implied covenants in oil
and gas leases).

19. 72 S.W. at 607.
20. 5 H. WILLIAMS & C. MEYERS, supra note 3, § 802.1, at 10.
21. "The term 'royalty' is held to mean a share of the product or the proceeds there-

from, reserved to the owner for permitting another to use the property." H. WILLIAMS & C.
MaYERS, OIL AND GAS TERMS 656-58 (1981). In applying the principle of "royalty" to oil and
gas, its scope is narrowed to oil and gas produced for which the lessee must account to the
lessor under the terms of the lease. See 1 H. WILLIAMS & C. MEYERs, supra note 3, § 202.3,
at 25-26.

22. 5 H. WILLIAMS & C. MEYERS, supra note 3, § 802.1, at 10.
23. Unknown factors which affect a lessee's conduct also bearing on the lessee's future

operations include geological conditions, reservoir mechanics, and conservation regulations.
See 5 H. WILLIAMS & C. MEERS, supra note 3, § 802.2, at 11.

24. See M. MERRILL, supra note 10, § 2, at 19; 5 H. WILLIAMS & C. MEYEs, supra note
3, § 801, at 2. "The implied covenant law remains a vital force in the current law of oil and
gas if it does no more than provide a basis for resolving such traditional controversies." Id.
See, e.g., Howell v. Union Producing Co., 392 F.2d 95, 104 (5th Cir. 1968) (interpret in view
of the intent of the parties); McCarter v. Ranson, 473 S.W.2d 235, 238 (Tex. Civ.
App.-Corpus Christi 1971, no writ) (implied obligations are as much a part of the lease as
though expressed); Flewellen v. Simms Oil Co., 134 S.W.2d 687, 693 (Tex. Civ. App.-El
Paso 1939) (covenant implied when necessary to effectuate the intention of the parties),
rev'd on other grounds, 138 Tex. 63, 156 S.W.2d 521 (1941).
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The basis for implying covenants in oil and gas leases is mul-
tifaceted. However, two major theories have evolved from a major-
ity of scholars and commentators. According to Williams and Mey-
ers, covenants implied in oil and gas leases reflect the broad
principle of contract law present in all relationships-the principle
of "cooperation. '25 Based on the reasonable expectations of parties
when they enter into an agreement, the principle of cooperation
requires that the parties act together in order to carry out the pur-
pose of the agreement."' The purpose of an oil and gas lease con-
tract is to extract minerals for the mutual benefit of both parties.2 7

The lessor must not wrongfully prevent diligent development s and
the lessee is obligated to protect the leasehold and provide neces-
sary marketing facilities.2 9 The "cooperative" basis is vitally im-
portant when unforeseen events occur which are not covered by an
express lease provision.

The second major concept instrumental to the development of

25. 5 H. WILLIAMS & C. MEYERS, supra note 3, § 802.1, at 8.1-9.
26. Id. § 802.1, at 8-8.1. "[Tjhe principle of cooperation requires that the lessee con-

duct operations calculated to accomplish the purposes of the lease agreement, namely the
exploitation of the mineral resources of the land." Id. § 802.1, at 10. In most instances, the
lessor's duty to cooperate is negative in nature and merely requires that he not obstruct the
lessee's operations. However, on occasion the lessor may be called upon to cooperate affirm-
atively by giving his consent to an operation proposed by the lessee. See E. KuNTz, LAW OF

On AND GAS § 56.3, at 41 (1978). See, e.g., Tide Water Assoc. Oil Co. v. Stott, 159 F.2d 174,
179 (5th Cir. 1946), cert. denied, 331 U.S. 817 (1947).

27. See, e.g., Southwest Gas Producing Co. v. A.D. Seale, 191 So. 2d 115, 120 (Miss.
1966) (applying the reasonably prudent operator standard); Western Natural Gas Co. v. Cit-
ies Servs. Gas Co., 507 P.2d 1236, 1241-42 (Okla. 1972) (application of principle of coopera-
tion to a gas purchase contract); 5 H. WILLIAMS & C. MEYERS, supra note 3, § 802.1, at 8-11.
Williams and Meyers cite Professor Edwin W. Patterson's quote, "the requirement of coop-
eration may properly be said to impose a duty in addition to that imposed by the terms of
the express promise." Id. at 9.

28. See, e.g., Tide Water Assoc. Oil Co. v. Stott, 159 F.2d 174, 179 (5th Cir. 1946), cert.
denied, 331 U.S. 817 (1947) (prudent recycling operation); Reed v. Texas Co., 22 II. App. 2d
131, -, 159 N.E.2d 641, 645 (1959) (secondary recovery by waterflooding); Pabst v. Rox-
anna Petroleum Corp., 125 Tex. 52, 62-63, 80 S.W.2d 956, 958-60 (1935) (unitization agree-
ment); Johnson v. Montgomery, 31 S.W.2d 160, 165 (Tex. Civ. App.-Amarillo 1930, writ
ref'd) (further development). Contra Rush v. King Oil Co., 556 P.2d 431, 435 (Kan. 1976)
(no duty to consent to unitization for secondary recovery).

29. See, e.g., Gazin v. Pan Am. Petroleum Corp., 367 P.2d 1010, 1012-13 (Okla. 1962)
(duty to market); Waggoner Estate v. Sigler Oil Co., 118 Tex. 509, 511, 19 S.W.2d 27, 29
(1929) (reasonable development); Cox v. Miller, 184 S.W.2d 323, 327 (Tex. Civ.
App.-Eastland 1944, writ ref'd) (market within a reasonable time); United N. & S. Oil Co.
v. Meredith, 258 S.W. 550, 555 (Tex. Civ. App.-Austin 1923) (protection), affd, 272 S.W.
124 (Tex. Comm'n App. 1925, judgmt adopted).
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implied covenants in oil and gas leases is based on the intent of the
parties.3 0 Professor Merrill states that the basis for implied lease
covenants is the belief that in executing the lease both the lessor
and the lessee expect that the property will be developed to pro-
duce oil and gas.3 1 This fundamental purpose of exploration and
development, along with the pertinent duties of the lessor and the
lessee, forms the basis for recognizing a continuing relation be-
tween the lessor and lessee and the doctrine of implied
covenants. 32

C. Methods of Implication

The courts have primarily applied two approaches for the im-
plication of covenants: implied in fact and implied in law. 3 A cove-
nant is said to be implied in fact if it derives its existence from
both the written lease agreement and the circumstances surround-
ing its execution.34 On the other hand, a covenant is implied in law
when it is added to the contract by the court to promote fairness,
justice, and equity. 5 There appears to be no clear basis for distin-

30. See, e.g., Danciger Oil & Ref. Co. v. Powell, 137 Tex. 484, 490, 154 S.W.2d 632, 635
(1941) (implied covenant must arise from the presumed intention of the parties); McCarter
v. Ransom, 473 S.W.2d 235, 238 (Tex. Civ. App.-Corpus Christi 1971, no writ) (implied
covenants are justified on the grounds of necessity and fair dealing). See also E. Kuwrz,
supra note 26, § 54.3, at 5-6. The implication of covenants is predicated upon the intention
of the parties and is one of fact, not law. Walker, The Nature of the Property Interests
Created by an Oil and Gas Lease in Texas, 11 TEx. L. Ray. 399, 404 (1933).

31. M. MERRILL, supra note 10, § 17, at 55-57. See Clifton v. Koontz, 160 Tex. 82, 96-
97, 325 S.W.2d 684, 696 (1959). "It is evident that the purpose of the lease was to explore
the premises, and if oil or gas was found therein in paying quantities, to produce and mar-
ket the same for the mutual benefit of both parties." Phillips v. Hamilton, 17 Wyo. 41, -
95 P. 846, 848 (1908). See generally V. KuLp, OIL AND GAs RIGHTS § 10.36, at 601-03 (1954).

32. See, e.g., Sinclair Oil & Gas Co. v. Masterson, 271 F.2d 310, 316 (5th Cir. 1959),
cert. denied, 362 U.S. 952 (1960); Willingham v. Bryson, 294 S.W.2d 421, 425 (Tex. Civ.
App.-Fort Worth 1956, no writ). Cf. Clifton v. Koontz, 160 Tex. 82, 97, 325 S.W.2d 684,
696 (1959) (criticizing Willingham v. Bryson, 294 S.W.2d 421 (Tex. Civ. App.-Fort Worth
1956, no writ)).

33. See 5 H. WILLiAms & C. MEYERs, supra note 3, § 803, at 14.4; Walker, The Nature
of the Property Interests Created by an Oil and Gas Lease in Texas, 11 TEx. L..RRv. 399,
402 (1933).

34. Danciger Oil & Ref. Co. v. Powell, 137 Tex. 484, 490-91, 154 S.W.2d 632, 635
(1941); Freeport Sulphur Co. v. American Sulphur Royalty Co., 117 Tex. 439, 441, 6 S.W.2d
1039, 1041 (1928). See E. KuNez, supra note 26, § 54.3, at 8; 5 H. Williams & C. Meyers,
supra note 3, § 803, at 14.5.

35. Waggoner Estate v. Sigler Oil Co., 118 Tex. 509, 524, 19 S.W.2d 27, 31-32 (1929);
Van Deventer v. Gulf Prod. Co., 41 S.W.2d 1029, 1035 (Tex. Civ. App.-Beaumont 1931,
writ ref'd). For recognition that the implication is in law, see Hinkle, Fundamentals of Oil
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guishing whether a covenant is implied in law or in fact. 6 How-
ever, case law has evidenced three possible consequences which
may arise from the distinction of law versus fact: running of the
statute of limitations,37 continued liability of the original lessee, 8

and venue.3 9

Both theories have conceptual difficulties. The implied in fact
approach objectively assumes that the parties actually intended
the implied covenants to be part of the lease. 0 On the other hand,
the implied in law approach is founded on the rationale that "the
court cannot make the contract for the parties."'4 ' The Texas Su-
preme Court, in Danciger Oil & Refining Co. v. Powell,42 adopted
the majority implied in fact approach emphasizing the controlling
importance of the parties' intentions as discerned from the circum-
stances surrounding the negotiations. 43 The court stated that "cov-
enants will be implied in fact when necessary to give effect to the
actual intention of the parties as reflected by the contract or con-
veyance as constructed in its entirety in the light of the circum-
stances under which it was made and the purposes sought to be

and Gas Law, 37 A.B.A. J. 571, 574 (1951).
36. See E. KUNTZ, supra note 26, § 54.3, at 12. The result of most decisions is that

implied covenants are to be treated as part of the written instrument. Id.
37. See Texas Pac. Coal & Oil Co. v. Stuard, 7 S.W.2d 878, 881 (Tex. Civ.

App.-Eastland 1928, writ ref'd). It has been held that covenants implied in fact give the
lessee the longer period of limitation applicable to written contracts. See 5 H. WILLIAMS &
C. MEaS, supra note 3, § 803, at 14.5.

38. See Gillet v. Elmhurst Inv. Co., 111 Kan. 755, 207 P. 843 (1922) (original lessee
remains liable for breach of implied covenants occurring after assignment of the lease).

39. See Petroleum Producers Co. v. Steffens, 139 Tex. 257, 162 S.W.2d 698 (1942)
(lessee under an obligation to perform the implied covenants where the lease specified, re-
gardless whether such obligation was implied in law or fact). When the covenant is implied
in fact, venue lies in the county where the leasehold is located. 5 H. WILLIAMS & C. MEYERS,
supra note 3, § 803, at 15-16.

40. See M. MERRILL, supra note 10, § 220, at 463. "Inferences of fact in the law of
contracts rest upon something more definite than such general impressions." Id. For another
discussion of Professor Merrill's view on this matter, see Kuntz, Professor Merrill's Contri-
bution to Oil and Gas Law, 25 OKLA. L. Rav. 484 (1972).

41. See A. CoRBIN, CONTRACTS § 561, at 531-33 (1952).
42. 137 Tex. 484, 154 S.W.2d 632 (1941).
43. Id. at 490, 154 S.W.2d at 635. The implied in fact approach is the majority rule.

See R. HEMNGWAY, supra note 1, § 8.2, at 367. See, e.g., Gillet v. Elmhurst Inv. Co., 111
Kan. 755, 207 P. 843 (1922); Warfield Natural Gas Co. v. Allen, 248 Ky. 646, 59 S.W.2d 534
(1933); Texas Pac. Coal & Oil Co. v. Stuard, 7 S.W.2d 878 (Tex. Civ. App.-Eastland 1928,
writ ref'd). Williams and Meyers believe that the principle of "cooperation" is the correct
basis for implying covenants, rather than the implied "in fact" or implied "in law" distinc-
tion. 5 H. WILLIAMS & C. MEERS, supra note 3, § 803, at 20.
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accomplished thereby.""
Whichever method of implication a court adopts, the ultimate

effect depends on whether the court believes that implication of
the covenant is appropriate under such circumstances.46 If the
court believes that the lessee owes a duty to perform it will justify
the implication of a covenant based on equity." If the court does
not believe the lessee owes a duty it will stay in close context to
the textual words of the lease agreement, ultimately finding no im-
plied covenant.47

III. THE CLASSIFICATION OF IMPLIED COVENANTS

A. Categories of Implied Covenants

In the absence of express provisions to the contrary, certain
covenants imposing duties on the lessee are implied in an oil and
gas lease.48 Commentators differ on the classification of implied
covenants in oil and gas leases;4' however, this variance between

44. 137 Tex. at 490, 154 S.W.2d at 635.
45. See 5 H. WILLIAMS & C. MEYERS, supra note 3, § 803, at 19-21. The distinction

between implied in law and implied in fact is a false dichotomy and the principle of "coop-
eration" is the correct basis for implying covenants. Id. § 803, at 20. Even if such distinction
is made, it is of questionable utility. See E. Kum'z, supra note 26, § 54.3, at 12.

46. See 5 H. WiLLims & C. Mains, supra note 3, § 803, at 19.
47. Id. For an excellent discussion on the implied in law and in fact distinction, see

Walker, The Nature of the Property Interests Created by an Oil and Gas Lease in Texas,
11 TEx. L. REv. 399, 402-08 (1933).

48. See Freeport Sulphur Co. v. American Sulphur Royalty Co., 117 Tex. 439, 441, 6
S.W.2d 1039, 1043 (1928). Where there has been an express covenant pertaining to a partic-
ular matter about which the parties are contracting, there is no room for an implied cove-
nant relating to the same matters, and none will be created by law. Id. This policy has been
used consistently in mineral leases. See, e.g., Dallas Power & Light Co. v. Cleghorn, 623
S.W.2d 310, 311 (Tex. 1981).

49. Professor Merrill classifies implied covenants as follows:
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, supra note 10, § 4, at 23. An eminent authority, Professor A. Walker, Jr.,
proposed this classification:

(1) the covenant to develop the premises with reasonable diligence;
(2) the covenant to protect the premises against drainage by using reasonable dili-
gence in drilling offset wells;
(3) the covenant to use reasonable diligence in producing the oil and in marketing
or utilizing the gas; and
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scholars is only in a definitional sense. Consequently, implied cove-
nants are generally grouped into categories according to the factual
basis of the dispute between the lessor and lessee." A majority of
implied covenants may be summarized under three broad catego-
ries:"1 (1) to develop the leased premises; (2) to protect the leased
premises; and (3) to manage and administer the lease.5 Dissecting
these three broad categories unveils basic duties which may fall
upon the lessee by implication. For example, the first category, im-
plying the covenant to develop the leased premises, imposes upon
the lessee the duty to drill an initial well followed by a duty to
reasonably develop the lease after production has been initiated."
Next, under the implied covenant to protect, the lessee has the
duty to protect against drainage along with the duty not to act
detrimentally to the lessor's interest."4 Finally, the third and
broadest category, relating to the management and administration
of the lease, imposes on the lessee the implied duty to produce and

(4) the covenant to use reasonable care in conducting all operations affecting the
lessor's royalty interest.

Walker, The Nature of the Property Interests Created by an Oil and Gas Lease in Texas,
11 TEx. L. REv. 399, 401 (1933). Williams and Meyers classify implied covenants as follows:

(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 H. WILLIAMS & C. MEYERS, supra note 3, § 806, at 26-27. See R. HEMINGWAY, supra note 1,
§ 8.1, at 364.

50. Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 567 (Tex. 1981). See R. HEMING-

WAY, supra note 1, § 8.1, at 365.
51. See R. HEMINGWAY, supra note 1, § 8.1, at 365.
52. Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 567 (Tex. 1981); R. HEMINGWAY,

supra note 1, § 8.1, at 365.
53. See R. HEMINGWAY, supra note 1, § 8.2-.5, at 368-83. In Texas the implied cove-

nant to develop and further explore is questionable based on the Texas Supreme Court
decision in Clifton v. Koontz, 160 Tex. 82, 97, 325 S.W.2d 684, 696 (1959). In that decision
the court criticized an earlier Texas decision, Willingham v. Bryson, 294 S.W.2d 421 (Tex.
Civ. App.-Fort Worth 1956, no writ), which supported the covenant to develop and to
further explore. 160 Tex. at 97, 325 S.W.2d at 696. See, e.g., Waggoner Estate v. Sigler Oil
Co., 118 Tex. 509, 511, 19 S.W.2d 27, 29 (1929) (reasonable development).

54. R. HEMINGWAY, supra note 1, §§ 8.5, 8.7, at 382-83, 386-90. See Amoco Prod. Co. v.
Alexander, 622 S.W.2d 563, 568 (Tex. 1981); United N. & S. Oil Co. v. Meredith, 258 S.W.
550, 555 (Tex. Civ. App.-Austin 1923) (protection), af'd, 272 S.W. 124 (Tex. Comm'n App.
1925, judgmt adopted).

19831



TEXAS TECH LAW REVIEW

market, to operate with reasonable care, to operate with the most
modern technology, and in some situations to seek favorable ad-
ministrative action.55

Williams and Meyers propose six classifications of implied oil
and gas lease covenants." The sixth category, the covenant to per-
form all operations on the leasehold that affect the lessor's royalty
interest with reasonable care and due diligence, is a catch-all pro-
vision, overlapping the covenants pertaining to drilling, producing,
and marketing.57 Furthermore, this covenant is merely another for-
mulation of the general duty of the lessee to accomplish the ulti-
mate purposes of the lease agreement.58 A breach of this covenant
may give rise to a cause of action in tort, rather than in contract."9
However, any suit for breach of an implied covenant will depend
on proof of negligence, whether the action is premised'upon tort or
contract.60 Overall, however, the contract theory is more applicable
to most categories of implied covenants."1

55. R. HzMINGWAY, supra note 1, § 8.9, at 391-99. See Harding v. Cameron, 220 F.
Supp. 466, 470 (W.D. Okla. 1963) (reasonably diligent marketing); Amoco Prod. Co. v. Alex-
ander, 622 S.W.2d 563, 570 (Tex. 1981) (favorable administrative action).

56. See supra note 49 and accompanying text.
57. See 5 H. WILLIAMS & C. MszyRS, supra note 3, § 861, at 424. See generally Brown,

Oil and Gas Lease-Implied Covenant to Use Due Care, 19 Tsx. L. Rzv. 80 (1940).
58. See 5 H. WILLIAMS & C. MazvRs, supra note 3, § 861, at 424. Four types of dis-

putes fall within the ambit of this covenant
1. claims by the lessors that operations on the land have been carelessly conducted
causing damage to the royalty interests;
2. claims by the lessor that premature abandonment of the lease has damaged the
royalty interests;
3. claims by the lessor that the lessee has failed to maximize the recovery from the
land by using advanced production techniques; and
4. claims by the lessor that the lessee failed to seek favorable action by a regula-
tory commission that would have benefited royalty interests.

Id.
59. See id. § 861.1, at 426; Salim, Implied Covenants Between Assignors and Assign-

ees of Oil and Gas Leases: Policy and Precedent, 31 Sw. L.J. 905, 910 (1977).
60. An implied covenant is simply an implied promise by the lessee not to be negli-

gent. See Empire Oil & Ref. Co. v. Hoyt, 112 F.2d 356, 360 (6th Cir. 1940). In cases adopting
one theory or the other, no difference is usually found in the outcome. See, e.g., Shannon v.
Shaffer Oil & Ref. Co., 51 F.2d 878 (10th Cir. 1931); Warner v. Shell Petroleum Corp., 132
Kan. 937, 297 P. 682 (1931). On the other hand, some cases indicate that the difference in
theory may help the defendant. See, e.g., Indiana Oil, Gas, & Dev. Co. v. McCrory, 42 Okla.
136, 140 P. 610 (1914). See also Guth v. Texas Co., 155 F.2d 563, 566 (7th Cir. 1946) (tort
theory must be avoided when cotenant fails to join other cotenants in the action).

61. See Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 571 (Tex. 1981) (implied cove-
nants are part of the lease and contractual in nature).
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B. The Three Standards

One of the major problems arising when a lessor claims that
the lessee breached an implied lease covenant is the standard of
conduct which should be imposed on the lessee. There are three
views on this standard: (1) the duties are absolute,62 (2) the duties
are governed by a test of good faith," and (3) the duties are gov-
erned by the reasonably prudent operator starfdard."4 The view
that the lessee's duties are absolute means that the operator is lia-
ble without fault regardless of the reasonableness of his actions.6 5

The opposite view is the good faith standard which establishes
that the operator's performance is measured by his own subjective
opinion without regard to reasonableness. 6 According to Williams
and Meyers, both of the above tests fail to meet the contractual
requirements of the principle of cooperation, a basis upon which
implied covenants originated. 7

The intermediate third view, the prudent operator standard, is
adopted by the majority of jurisdictions." This standard
originated in the landmark decision of Brewster v. Lanyon Zinc
Co.," where the Eighth Circuit required a higher standard of con-
duct than the subjective good faith standard and adopted the pru-
dent operator standard. 70 In essence, the prudent operator stan-

62. Gas Ridge v. Suburban Agricultural Properties, 150 F.2d 363, 365 (5th Cir. 1945)
(continuation of lease depends on continuance of production); Garcia v. King, 139 Tex. 578,
585-86, 164 S.W.2d 509, 512-13 (1942) (lease ceases after primary term when production is
no longer in paying quantities).

63. See Kellar v. Craig, 126 F. 630 (4th Cir. 1903); Colgan v. Forest Oil Co., 194 Pa.
234, 45 A. 119 (1899).

64. Brewster v. Lanyon Zinc Co., 140 F. 801, 814 (8th Cir. 1905); Clifton v. Koontz, 160
Tex. 82, 95-96, 325 S.W.2d 684, 695-96 (1959).

65. 5 H. WILLIAMS & C. MEYERS, supra note 3, § 806.1, at 29.
66. Id. § 806.2, at 34-35. A distinct majority of jurisdictions applying the good faith

test include Indiana, Kentucky, Pennsylvania, West Virginia, and Wyoming. Id. at 32-34.
See M. MERRILL, supra note 10, § 134, at 313-15.

67. 5 H. WILLIAMS & C. MEyEms, supra note 3, § 806.2, at 34-35.
68. Id. § 806.3, at 35. See Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 567-68 (Tex.

1981); Shell Oil Co. v. Stansbury, 410 S.W.2d 187, 188 (Tex. 1966); Clifton v. Koontz, 160
Tex. 82, 95-96, 325 S.W.2d 684, 695-96 (1959).

69. 140 F. 801 (8th Cir. 1905). The court held that "[w]hatever, in the circumstances,
would be reasonably expected of operators of ordinary prudence, having regard to the inter-
ests of both lessor and lessee, is what is required." Id. at 814.

70. Id. States which have adopted the majority reasonably prudent operator standard
include Arkansas, California, Colorado, Illinois, Kansas, Kentucky, Louisiana, Michigan,
Mississippi, Montana, Nebraska, New Mexico, North Dakota, Oklahoma, and Texas. 5 H.
WILLIAMS & C. MEYERs, supra note 3, § 806.3, at 37-38.2.
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dard serves the same function in oil and gas litigation as the
reasonable man standard has served in negligence actions.7 ' Under
this standard, the conduct of the lessee is compared to what a hy-
pothetical operator would reasonably do under similar facts and
circumstances. 2

The particular characteristics of the oil and gas industry favor
the reasonably prudent operator standard for imposing a duty to
act on the lessee. While the absolute standard is too stricts the
good faith standard is too subjective. 74 The intermediate reasona-
bly prudent operator standard lends itself to the unpredictable
facts and circumstances confronted at various stages in the lease.
The purpose of the oil and gas lease is the exploitation of the min-
erals under the leasehold. To accomplish this purpose, the lessee
must conduct those operations required by the lease in a reasona-
bly prudent manner.

In addition to the three standards of conduct, some jurisdic-
tions impose a higher duty on the lessee when certain specified
covenants are implied.7 5 The higher duty has been criticized as im-
practicable and uneconomical because the increased liability of the
lessee inhibits the blocking of large tracts.76

In sum, the various categories of implied covenants discussed
above, along with the three standards of conduct, establish the
proposition that the lessee is under the implied duty to do every-
thing that a reasonably prudent operator should do in operating,

71. 5 H. WILLIAMS & C. MEYERS, supra note 3, § 806.3, at 40-41.
72. Id. As long as it is recognized that implied covenants are contractual obligations

and not tort duties, the hypothetical reasonable man of negligence law is a useful analogy.
Id. § 806.3, at 41-42. See Sunray Mid-Continent Oil Co. v. McDaniel, 361 P.2d 683, 685
(Okla. 1961) (implied duty of lessee is ex delicto rather than contractual).

73. "It seems that most of the hardships which this theory.of an absolute duty to
operate was intended to obviate can be taken care of under the prudent operator theory."
M. MERRILL, supra note 10, § 145, at 337. See Kuntz, The Prudent Operator and Further
Development, 9 OKLA. L. REV. 255, 258-59 (1956).

74. A test of good faith performance has two practical defects: (1) it is difficult to
apply, and (2) its meaning is too vague. 5 H. WILLIAMS & C. MEYERS, supra note 3, § 806.3,
at 34-35.

75. See, e.g., Phillips Petroleum Co. v. Millette, 72 So. 2d 176, 178-79 (Miss. 1954)
(prudent operator standard inapplicable when the draining well was operated by a common
lessee). See also Shell Oil Co. v. Stansbury, 410 S.W.2d 187, 188 (Tex. 1966) (express lease
provision does not protect lessee from liability for drainage). See generally Comment, Lia-
bility of an Oil and Gas Lessee for Causing Drainage: A Standard for Texas, 51 Tax. L.
REv. 546, 556 (1973).

76. See 5 H. WILLIAMS & C. MEYERS, supra note 3, § 824.2, at 145-46.
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developing, and protecting the leased premises to insure the ac-
crual of the largest royalties practicable, provided there is no ex-
press clause relieving the lessee of his implied duty.77

IV. THE IMPLIED COVENANT TO SEEK FAVORABLE ADMINISTRATIVE

RELIEF

A. Professor Merrill's Proposal

Up to this point, attention has been focused on the develop-
ment of the most widely recognized implied covenants in an oil
and gas lease.7" Scholars, however, have suggested recognition of
additional covenants. For instance, Professor Merrill, noting that
the petroleum industry is subject to ever increasing regulation by
administrative agencies, suggested that the lessee should be subject
to an implied duty to represent the lessor before administrative
agencies.79 Merrill first proposed the new implied covenant to seek
favorable administrative action in a law review article in 1945.80 He
emphasized that the lessee in an oil and gas lease should take the
steps necessary to qualify him under the administrative regulations
to secure the largest possible "allowable." ' I As a leading advocate
for the new implied covenant, Merrill states in his treatise that
"[t]he intervention of public regulation simply means that the
lessee must perform his duty in the hearing room of the adminis-

77. See Walker, The Nature of the Property Interests Created by an Oil and Gas
Lease in Texas, 11 TEx. L. REV. 399, 401-02 (1933). See also Dallas Power & Light Co. v.
Cleghorn, 623 S.W.2d 310, 311 (Tex. 1981). The law in Texas is clear and well settled that
there can be no implied covenant when there is an express provision on point in the lease.
Freeport Sulphur Co. v. American Sulphur Royalty Co., 117 Tex. 439, 441, 6 S.W.2d 1039,
1043 (1928).

78. See supra note 49 and accompanying text.
79. M. MERRILL, supra note 4, § 228, at 269. The restrictions which have been upheld

as constitutional exercises of regulatory power include: (1) proration, (2) suspension of pro-
duction, (3) compulsory pooling, and (4) prohibition of wasteful practices. See Merrill, Cur-
rent Problems in the Law of Implied Covenants in Oil and Gas Leases, 23 TEx. L. REV.
137, 141 (1945). See also R. HEMINGWAY, supra note 1, § 8.9(D), at 395.

80. See Merrill, Current Problems in the Law of Implied Covenants in Oil and Gas
Leases, 23 TEx. L. REV. 137, 140-46 (1945). The question of the lessee's duty with respect to
administrative proceedings before regulatory bodies has been the subject of considerable
discussion. See Conn, Trends in the Application of the Implied Covenant of Further De-
velopment, 12 OKLA. L. REV. 470, 470 (1959); Eberhardt, Effect of Conservation Laws, Rules
and Regulations on Right of Lessors, Lessees and Owners of Unleased Mineral Interests,
FirtH ANNUAL INSTITUTE ON OIL AND GAS LAW AND TAXATION 125 (1954).

81. Merrill, Current Problems in the Law of Implied Covenants in Oil and Gas
Leases, 23 TEx. L. REV. 137, 141 (1945).
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trative agency and in the court room as well as in the field."5 2 Mer-
rill rationalized that under the reasonably prudent operator stan-
dard, 3 the lessee owes the lessor the obligation of due diligence in
the exploitation of the leased premises for their common benefit."
An additional argument presented by Merrill concerned the nature
of regulatory provisions. He emphasized that the very reason the
regulations are entrusted to administrative commissions, instead of
being enforced by statute, is to satisfy the need for individualiza-
tion and to allow adjustments to constantly changing situations
through amendment and modification. 5 Finally, Merrill argued
that the regime of administrative regulation is consistent with the
fundamental rules of property law, that is "the race to snatch and
exploit the fruitive bounties of nature";86 modern statutes do, how-
ever, provide a method for setting the rules that govern
competition. 7

Merrill's arguments stand for the principle that administrative
regulations should not be used by the lessee as an excuse for not
performing those duties normally required under the oil and gas
lease agreement. This is consistent with the basic view that the
lessee is operating for the benefit of the lessor, especially in such
instances where the lessee has all the operating rights. If the lessor

82. M. MERRILL, supra note 4, § 228, at 269.
83. See supra notes 68-70 and accompanying text. See also Clifton v. Koontz,. 160 Tex.

82, 95-96, 325 S.W.2d 684, 695-96 (1959) (the lessee, has the obligation to deal with the
leasehold in the same manner as a reasonably prudent operator).

84. M. MERRELL, supra note 4, § 228, at 269. Professor Merrill states: "If he [lessee]
fails to perform an act reasonably in his power which would increase his allowable produc-
tion, the lessor should be entitled to recover the royalty which would have accrued had the
lessee been 'on his toes.'" Id. See Merrill, Current Problems in the Law of Implied Cove-
nants in Oil and Gas Leases, 23 TEx. L. REV. 137, 141 (1945).

85. Merrill, Current Problems in the Law of Implied Covenants in Oil and Gas
Leases, 23 TEX. L. REv. 137, 143 (1945). See Railroad Comm'n v. Shell Oil Co., 139 Tex. 66,
161 S.W.2d 1022 (1942); Railroad Comm'n v. Marathon Oil Co., 89 S.W.2d 517 (Tex. Civ.
App.-Austin 1936, writ refd). Factors which suggest themselves are whether the adminis-
trative action sought relates to the duties required of the lessee under a particular leasehold.
See E. KUNTZ, supra note 26, § 59.1, at 103-04.

86. Merrill, Current Problems in the Law of Implied Covenants in Oil and Gas
Leases, 23 TEx. L. REv. 137, 142-43 (1945). See M. MERRILL, supra note 4, § 228, at 269.

87. Merrill, Current Problems in the Law of Implied Covenants in Oil and Gas
Leases, 23 TEx. L. REV. 137, 143 (1945). "Obviously, the most successful exploitation of any
lease under a regimen of public regulation requires attentive regard to the administrative
process by which the rules are [made] .... Id. For a further discussion of implied duties
imposed by administrative regulations, see Merrill, Fulfilling Implied Covenant Obligations
Administratively, 9 OKLA. L. REv. 125 (1956).
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shows that the regulation barring the lessee's performance can be
avoided by exception, then the lessor has made out a prima facie
case of breach of covenant.8 "

B. Precedent

The lessee's implied administrative duty originated from its
role as the representative of the lessor in administrative proceed-
ings.8 9 For example, in the first of these cases, Railroad Commis-
sion v. Humble Oil & Refining Co.,as the lease operator contended
that the owners of royalty interests were necessary parties to the
proceedings before the Texas Railroad Commission."1 Rejecting
this contention, the Austin appellate court stated: "The only inter-
est they [the royalty owners] had in the controversy was whether
the Humble [the lessee] was accorded a fair price for the gas. In
obtaining such a fair price the Humble was their agent and repre-
sentative with plenary power to act."' 2

Later, in an appeal from an order of the Texas Railroad Com-
mission granting an exception to Rule 37,91 the lease operator
urged that the royalty owners were necessary parties. Denying
the parties' argument, the Texas court held that the only interest
of the royalty owners is to receive their share of the produced oil or
its proceeds." The recognition of the lessee's function as the exclu-
sive representative of the lessor's interest in an administrative pro-
ceeding continued in later decisions." This duty had the appear-

88. Merrill, Fulfilling Implied Covenant Obligations Administratively, 9 OKLA. L.
REv. 125, 126-27 (1956).

89. See Merrill, Current Problems in the Law of Implied Covenants in Oil and Gas
Leases, 23 Tax. L. Rav. 137, 144 (1945).

90. 101 S.W.2d 614 (Tex. Civ. App.-Austin 1936), rev'd on other grounds, 133 Tex.
330, 128 S.W.2d 9 (1939).

91. Id. at 615.
92. Id. at 623. This case was later reversed by the Texas Supreme Court on other

grounds, Humble Oil & Ref. Co. v. Railroad Comm'n, 133 Tex. 330, 128 S.W.2d 9 (1939).
93. See supra note 5 and accompanying text.
94. Shell Petroleum Corp. v. Railroad Comm'n, 137 S.W.2d 797, 798 (Tex. Civ.

App.-Austin 1940, no writ).
95. Id. "Our examination of the many rule 37 opinions ... fails to disclose that it has

ever been suggested that royalty owners are necessary or even proper parties to an appeal
from a Commission order granting or refusing a drilling permit." Id.

96. See, e.g., Smith v. Carter Oil Co., 104 F. Supp. 463, 467-68 (W.D. La. 1952). "[lit
was the duty of [the lessee] .. . a driller of the well to apply for the hearings in order that
the owner of each tract within the unit might be afforded the opportunity to recover or
receive his just and equitable share of the oil and gas in the pool." Id. See Sun Oil Co. v.
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ance of being an implied obligation to seek favorable
administrative rulings; however, there were no specific applications
of this doctrine.' Finally, while commentators were discussing the
problems the new covenant could create in the oil and gas indus-
try,98 the California District Court decided Baldwin v. Kubetz. 9

Baldwin involved an action to cancel00 a sublease based on
the lessee's failure to perform express drilling obligations.' 0 ' The
lessee defended, first, on the inability to drill due to a zoning re-
striction and, second, that the lessee had no duty to seek a vari-
ance to the zoning restriction.10 2 The Baldwin court held that the
lessee was obligated, expressly or implicitly, to attempt to obtain
the drilling permit through a zone variance. 03 In so holding, the
court stated:

In this, as in every contract, there is the implied covenant of good
faith and fair dealing; that neither party will do anything that
would result in injuring or destroying the right of the other to
enjoy the fruits of the agreement. [Citations]. The law will there-
fore imply that under its agreement appellant was obligated in
good faith and by its reasonable and best efforts to develop, ex-
ploit, produce and make sales .... I"

Ten years later, the Oklahoma Supreme Court, in Sinclair Oil

Potter, 182 S.W.2d 923 (Tex. Civ. App.-Austin 1944), rev'd on other grounds, 144 Tex. 151,
189 S.W.2d 482 (1945). The lessees are invested with full control of the leased premises
including all incidental rights. Such rights import duties for which the lessee would be liable
if breached. Id. at 926; Shell Oil Co. v. Railroad Comm'n, 164 S.W.2d 773 (Tex. Civ.
App.-Austin 1942, writ ref'd). See Conn, Trends in the Application of the Implied Cove-
nant of Further Development, 12 OKLA. L. REV. 470, 485 (1959).

97. Merrill, Fulfilling Implied Covenant Obligations Administratively, 9 OKLA. L.
REV. 125, 126 (1956).

98. Id. See 5 H. WILLIAMS & C. MEYRs, supra note 3, § 861.4, at 433. Contra Conn,
Trends in the Application of the Implied Covenant of Further Development, 12 OKLA. L.
REV. 470, 486 (1959).

99. 148 Cal. App. 2d 937, 307 P.2d 1005 (1957).
100. The discussion of remedies available for breach of an implied covenant is beyond

the scope of this paper. For an excellent discussion of remedies, see generally M. MERRILL,

supra note 4, §§ 146-176, at 339-91.
101. 148 Cal. App. 2d at -, 307 P.2d at 1006-07.
102. Id. at __, 307 P.2d at 1008-09.
103. Id. The evidence before the court conclusively indicated that the lessee would

have been successful in obtaining a zoning variance had he submitted an application. Id.
104. Id. at -, 307 P.2d at 1009 (quoting Brawley v. Crosby Research Found, Inc., 73

Cal. App. 2d 103, 112, 166 P.2d 392, 397). The court held that the lessee's defenses ignored
the basic requirement of fair dealing. Id.
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& Gas Co. v. Bishop,105 addressed the implied obligation of the
lessee to seek favorable administrative relief.'0 6 In Sinclair the
lessee failed to obtain relief from the Corporate Commission to
protect the lease from drainage. The Oklahoma court took judicial
notice that the statute permitted the desired relief, holding that
although both lessor and lessee had access to the regulatory com-
mission a greater responsibility should be borne by the lessee.1 0 7

The Sinclair rationale follows that of most commentators who rea-
son that the lessee, who has exclusive charge of the leased prem-
ises, will be most familiar with the conditions which may demand
granting an exception to the regulations. 10 8

The implied duty of the lessee to seek favorable administra-
tive relief was again reviewed by the Oklahoma Supreme Court in
Sunray DX Oil Co. v. Crews. 09 In Sunray it was alleged that the
implied duty to seek favorable action was breached by the lessee
for failing to oppose an allowable order permitting the operator on
an adjoining premises to drill a second well and to attribute this
acreage to other wells." 0 The court evaded the issue concerning
the implied covenant to seek favorable administrative action by
concluding that the lessee was entitled to rely on the judgment of
its own experts in determining whether to oppose the administra-
tive application."' Thus, the decision posed the first argument
over what a lessee must do to satisfy his duty." 2 The decision also
introduced the limitations of duty issue on the enforceability of
the new implied covenant." 3 The Sunray court reasoned that if
the defendant (lessor) relied in good faith on the judgment of its
experts in regard to the application to the Corporation Commis-

105. 441 P.2d 436 (Okla. 1967).
106. Id. at 446-47.
107. Id. "Had [the] lessee gone to the Corporation Commission, the relief which would

have been accorded appears speculative but in any event the lessee would have exhausted
all legal avenues available." Id. at 447.

108. See R. HEMINGWAY, supra note 1, § 8.10, at 395; M. MERRMLL, supra note 4, § 228,
at 269; 5 H. WmLums & C. MEYRS, supra note 3, § 861.4, at 431-33.

109. 448 P.2d 840 (Okla. 1968).
110. Id. at 844-45.
111. Id. at 845-46. "In our opinion, the case at bar can be determined without our

deciding the validity of the implied covenant suggested by Prof. Merrill or without our de-
ciding whether such implied covenant. . . would require the lessee to appear before a regu-
latory agency .... ." Id. at 845.

112. See infra notes 201-04 and accompanying text.
113. See infra notes 154, 161 & 168 and accompanying text.
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sion, ruling in favor of the lessees would place the court in a di-
lemma.1 ' Thus, the court held that the lessee's failure to present a
defense against applications filed by an adjacent operator for in-
creased allowables was reasonable under the circumstances. 115

C. The Emerging Doctrine

The lessee in an oil and gas lease has the duty to do whatever
a reasonably prudent operator would do under the facts or circum-
stances."' This rationale was followed by the Texas Supreme
Court in the landmark decision of Amoco Production Co. v. Alex-
ander,"1 holding that the lessee as a reasonably prudent operator
has an implied duty to seek favorable administrative action." ' The
Texas court adopted Professor Merrill's view that the lessee has an
implied duty to represent the lessor in an administrative proceed-
ing.' 19 In Amoco the leasehold owner owned eighty percent of the
entire field, which was an active water-drive field. 20 The Alexan-
der leases were down-dip from Amoco's remaining leases.' Amoco
initiated a plug-back program' in an effort to improve its compet-
itive position in the field.2 " The program greatly accelerated the
drainage of the Alexander leases since they were down-dip from
Amoco's adjacent leases.12 4 As a result, the Alexanders sued Amoco

114. 448 P.2d at 845. "If it [the lessor] had appeared before the Corporation Commis-
sion to defend or help defend against the Shell [adjacent operator] applications ... it
would have had either to submit evidence detrimental to the plaintiffs' [lessee] position or
to commit or condone perjury." Id.

115. Id. at 845-46.
116. See supra note 84 and accompanying text.
117. 622 S.W.2d 563 (Tex. 1981).
118. Id. at 570.
119. See M. MERRILL, supra note 4, § 228, at 269. See also Merrill, Current Problems

in the Law of Implied Covenants in Oil and Gas Leases, 23 TEx. L. REV. 137, 137 (1945). It
does not follow that a lessee can establish the "impregnable defense" that existing regula-
tions preclude performance of its implied obligations to the lessor. Id. at 141.

120. 622 S.W.2d at 566. In an active water-drive field, water below the oil moves for-
ward as the oil is pumped out of the reservoir. Id. at 565-66.

121. Id. at 566. A down-dip well is located low on the producing structure "where the
oil is furthest from the field." H. WILLIAMS & C. MEYERS, OIL AND GAS TERMS 805 (5th ed.
1981). An up-dip well is "located high on the structure where the oil is nearest to the surface
of the field." Id.

122. A plugged well is one that is sealed off, preventing the migration of oil to either
the surface or another stratum. H. WILLIAMS & C. MEYERS, OIL AND GAS TERMS 552 (5th ed.
1981).

123. 622 S.W.2d at 565-66.
124. Id. at 566. "The greater the production [of oil] from updip leases, the sooner the
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for breach of contract for failure to protect the Alexander lease
from drainage."' 8

The Amoco court was presented with two conflicting issues:
whether Amoco, as lessee, had a duty to protect the lessor from
field-wide drainage and, if so, whether Amoco had an implied duty
to apply to the Railroad Commission for a permit to drill addi-
tional offset wells. 1 6 Affirming the Houston Court of Civil Appeals
decision, 2" the Texas Supreme Court rejected Amoco's contention
that it had no duty to protect the lessor's lease from drainage. 28

Amoco contended that there was a difference between local and
field-wide drainage and holding the lessee liable for field-wide
drainage would impose a new obligation on Amoco. 29 The court
found that the duty to protect against drainage includes protecting
the lease from field-wide drainage'30 and stated: "[T]he Court of
Civil Appeals has not imposed a new obligation upon Amoco. The
jury. .. has determined that Amoco failed in its duties under the
implied covenants to protect the leasehold.'' 1

To implement its holding that Amoco as lessee was obligated
to protect the lease, the court held that Amoco had an implied
duty to seek favorable administrative action because a spacing reg-
ulation prevented Amoco from drilling offset wells without a rule
37 exception.13 2 Amoco contended that there was no Texas author-
ity to impose an implied administrative obligation on the lessee. 33

wells on downdip leases will be watered out because of the water-drive pushing oil to the
highest part of the reservoir. The downdip leases, therefore, are the first to water out." This
has been termed as field-wide drainage. Id.

125. Id. Amoco contended that it had no duty to protect the Alexander leases from
drainage, since the drainage was field-wide. Id. at 567.

126. Id. at 563.
127. Amoco Prod. Co. v. Alexander, 594 S.W.2d 467 (Tex. Civ. App.-Houston [1st

Dist.] 1979), modified and aff'd, 622 S.W.2d 563 (1981). For a further analysis of the appel-
late court decision, see Note, Oil and Gas-Implied Covenants-Lessee is Under Implied
Duty to Protect His Lessor From Field-wide Drainage Caused by Lessee, 12 ST. MARY'S
L.J. 600 (1980).

128. 622 S.W.2d at 567-68.
129. Id. at 567. Amoco contended that the court of civil appeals' holding expands the

offset drilling obligation beyond the point of fairness and workability by including within it
the obligation to offset field-wide drainage. Id. at 568.

130. Id. The court followed the reasoning established in Shell Oil Co. v. Stansbury,
410 S.W.2d 187, 188 (Tex. 1966).

131. 622 S.W.2d at 568.
132. Id. at 570. See supra note 8 and accompanying text.
133. 622 S.W.2d at 570.
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The court, however, held that "Amoco owed the Alexanders the
duty to do whatever a reasonably prudent operator would do if the
Alexanders were its only lessors in the field."13" Furthermore, those
duties imposed under the reasonably prudent operator standard
would not be implied unless the lessee's actions were mutually
beneficial to both the lessor and the lessee. 13 5 Specifically, the
court held that there is no duty unless an amount of oil can be
recovered to equal the cost of administrative expenses, drilling or
reworking, equipping a protection well, producing and marketing
the oil, and yielding to the lessee a reasonable expectation of
profit.

1 3 e

Jurisdictions other than Texas have also been reluctant to ex-
pressly recognize a separate and distinct duty to seek favorable ad-
ministrative action. In Louisiana, for example, the duty to seek
favorable administrative action was raised in Pierce v. Goldking
Properties, Inc.1 3

7 where the lessor brought action to cancel the
lease for failing to protect the leasehold from uncompensated
drainage.13 8 The lessor alleged that the lessee had an implied obli-
gation to represent the lessor before the Commission of Conserva-
tion.13 9 Finding that the lessor acted as a reasonably prudent oper-
ator, the Louisiana appellate court held that the lessee had not
breached either of the alleged implied duties.14 0 In Goldking, how-
ever, the lessee filed an application before the regulatory commis-

134. Id. The Texas court expanded further on the administrative covenant, stating:
"The duty to seek favorable administrative action may be classified under the implied cove-
nants to protect the lease, or to manage and administer the lease. Regardless of category,
the standard of care in testing Amoco's performance is that of a reasonably prudent opera-
tor under similar facts and circumstances." Id.

135. Id. at 568.
136. Id. The Texas Supreme Court concluded that the implied covenant to protect

against drainage is a part of the lease, thus contractual in nature; therefore, no exemplary
damages should be allowed. See City Prods. Corp. v. Berman, 610 S.W.2d 446, 450 (Tex.
1980) (no exemplary damages unless a distinct tort is alleged and proved). See, e.g., A.L.
Carter Lumber Co. v. Saide, 140 Tex. 523, 526, 168 S.W.2d 629, 631 (1943) (exemplary dam-
ages can be recovered only upon proof of a tort).

137. 396 So. 2d 528 (La. Ct. App. 1981).
138. Id. at 529. The lessor contended that Goldking (the lessee) was obligated to delay

production on adjacent tracts until the effective date of the unitization order, when the
lessor would be entitled to share in the royalty. Thus, the lessee's failure constituted a
breach of the implied covenant to protect from drainage. Id. at 531.

139. Id. at 529. The lessor alleged that the lessee had failed to diligently submit appli-
cation to the Commission of Conservation to seek unitization. Id.

140. Id. at 531.
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sion and subsequently attended the hearing, which ultimately re-
sulted in the granting of the desired order.14 The Louisiana court's
holding is similar to Amoco in that liability may be avoided if the
lessee makes a reasonable, diligent, and conscientious effort in at-
tempting to obtain the desired administrative ruling.

In an earlier decision, U.V. Industries, Inc. v. Danielson,142

the Montana Supreme Court discussed the implication of the ad-
ministrative duty in an oil and gas lease. 4 3 The Danielson court
was also presented with an action for breach of an implied cove-
nant to prevent drainage.14 4 In this case, however, the lessee con-
tended that the lessor, rather than the lessee, had the responsibil-
ity to apply to the Conservation Board to seek an exception.4  The
court, in a complex opinion, held that the lessee had an implied
obligation to prevent drainage, provided no state rule or statute
would be violated. "6 No such rule existed, but the Danielson court
held that had there been such a rule the lessee would have had an
implied duty to seek an administrative exception.147 The court rea-
soned that the lease gave the lessee exclusive rights to drill and the
lessor would have been unable to apply for a rule exception any-
way. 148 Although the Danielson court failed to hold the lessee lia-
ble for breach of contract, the court's opinion can be added to a
growing list of decisions expressly finding that the lessee may be
subject to an implied obligation to seek favorable administrative
action.

Generally, the case law applying the implied covenant on the
part of the lessee to seek favorable administrative action in an oil

141. Id. at 530. The court record reflected a diligent and conscientious effort by the
lessee, first, by obtaining the advice of an expert (geologist), followed by promptly initiating
measures to obtain approval of the Commission of Conservation for the creation of a new
unit. Id. at 532.

142. 602 P.2d 571 (Mont. 1979).
143. Id. at 581.
144. Id. at 584. The court concluded that the enactment of Montana's Oil and Gas

Conservation Act has not, per se, eliminated the common-law right under the offset drilling
rule. Thus, the lessee has an implied duty to protect his lessor's premises from drainage.
Doing so must not violate the act or a valid rule or order of the board. Id.

145. Id. at 581.
146. Id. at 584.
147. Id. at 581 (citing Baldwin v. Kubetz, 148 Cal. 2d 937, 307 P.2d 1005 (1957)). The

court held that the administrative remedy was not available to the lessor because of the
terms of the lease. The lessee had been given the sole and exclusive right to drill. Id.

148. See supra note 8 and accompanying text.
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and gas lease requires that the lessee act only as a reasonably pru-
dent operator. Although the majority of opinions involve a com-
mon lessee, their holdings should also be valid when applied to a
noncommon lessee. A majority of court opinions, however, do hold
that a diligent and conscientious effort by the lessee will alleviate
his liability for breach of the implied covenant to seek favorable
administrative action. Therefore, in addition to demonstrating de-
fendant-lessee's obligation to the lessor, the plaintiff-lessor has the
burden of proving a prima facie breach of duty by the lessee stem-
ming in part from the failure to make the necessary application to
the administrative agency.1" 9 The defendant-lessee may exonerate
himself by establishing that a reasonably prudent operator would
not have submitted application to the administrative agency; in
the alternative, the lessee may establish that he made a conscious
good faith effort to obtain the desired ruling.150 The extent to
which a lessee must pursue available remedies is discussed in the
following section.

D. The Limitation of Duty

The duty to seek favorable administrative action is included
as part of the general duty of diligent and prudent operation. Cer-
tain factors, however, suggest that the lessee does not have such a
duty in all circumstances. The factors are whether the lessee's ac-
tions are mutually beneficial for both the lessor and the lessee, 15

the likelihood of success in seeking or challenging the particular
administrative regulation, 52 and whether the administrative action
relates to the implied operations of the lessee.1 5

1

The first limitation, restricting a lessee's duty to act only in
those situations which are mutually beneficial, applies to most im-

149. For a discussion on the burden of proof in implied covenant cases, see M. MER-
RILL, supra note 10, § 118, at 269-70.

150. For a primary application of the implied duty to seek favorable administrative
action for a rule 37 exception, see Merrill, Fulfilling Implied Covenant Obligations Admin-
istratively, 9 OKLA. L. REV. 125, 128 (1956).

151. See E. KUNTZ, supra note 26, § 59.1, at 103-04.
152. See Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 570 (Tex. 1981).
153. See supra note 49 and accompanying text; E. KUNTZ, supra note 26, § 59.1, at

103. The duty of the lessee in this respect is appropriately included as part of the general
duty of diligent and prudent operation. Id. See generally 5 H. WILLIAMS & C. MEYERS,

supra note 3, § 861, at 424.
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plied covenants.15
4 Courts generally hold that there is no duty to

act unless enough oil and gas can be recovered to equal the various
expenses incurred by the lessee and would yield the lessee a rea-
sonable profit.15 5 In Sinclair Oil & Gas Co. v. Bishop,56 the
Oklahoma Supreme Court held that the lessee is not required to
test for a well without proof that the present production would not
be injured, that the new well would be profitable, and that testing
would be in the best interest of both the lessee and the lessor.1 57

The mutual benefit limitation was also discussed in Elliott v. Da-
vis,"'58 where the Amarillo Court of Civil Appeals held that in an oil
and gas lease, the lessee, as well as the lessor, has a substantial
interest which must be considered and the lessee should not be
required to subordinate his interests entirely for the benefit of the
lessor.159 The court reasoned that should a conflict of interest arise
between the lessor and the lessee, the lessee must exercise his im-
plied powers in fairness and good faith, taking into consideration
the interests of both the lessor and the lessee.'60 Limiting the
lessee's actions only to those which will be mutually beneficial is
based on the rationale that the lease arrangement was entered into
for the production of oil and gas to benefit both parties.

The second limitation requires that the probability of success
be considered when determining if a lessee has a duty to seek or
resist administrative action.' According to most opinions a lessor

154. See, e.g., Empire Oil & Ref. Co. v. Hoyt, 112 F.2d 356, 360 (6th Cir. 1940) (im-
plied covenant of diligent operation); Harding v. Cameron, 220 F. Supp. 466, 470 (W.D.
Okla. 1963) (implied covenant for reasonable diligent marketing); Amoco Prod. Co. v. Alex-
ander, 622 S.W.2d 563, 568 (Tex. 1981) (implied covenant to protect against drainage); Clif-
ton v. Koontz, 160 Tex. 82, 97-98, 325 S.W.2d 684, 693-94 (1959) (implied covenant of fur-
ther development); Elliott v. Davis, 553 S.W.2d 223, 226-27 (Tex. Civ. App.-Amarillo 1977,
writ ref'd n.r.e.) (implied covenant to pool).

155. See Sinclair Oil & Gas Co. v. Bishop, 441 P.2d 436, 446 (Okla. 1969); Amoco
Prod. Co. v. Alexander, 622 S.W.2d 563, 568 (Tex. 1981); Clifton v. Koontz, 160 Tex. 82, 96,
325 S.W.2d 684, 695 (1959); E. KUNTZ, supra note 26, § 59.1, at 103-04.

156. 441 P.2d 436 (Okla. 1968).
157. Id. at 446. The court stated that "[t]he ensuing question is whether lessee was

acting in its own interest and in the interest of the lessors when it permitted the offset wells
to flare ... " Id. at 447 (emphasis added).

158. 553 S.W.2d 223 (Tex. Civ. App.-Amarillo 1977, writ rerd n.r.e.).
159. Id. at 226-27.
160. Id. "[I]n every contract, there is the implied covenant of good faith and fair deal-

ing, that neither party will do anything that would result in injuring or destroying the right
of the other to enjoy the fruits of the agreement." Id. (citations omitted). See Baldwin v.
Kubetz, 148 Cal. App. 2d 937, -, 307 P.2d 1005, 1009 (1954).

161. See E. KUNTZ, supra note 26, § 59.1, at 107; 5 H. WILLIAMS & C. MEYEs, supra
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may allege a prima facie breach of duty by the lessee if he estab-
lishes by purported evidence facts on which to justify granting the
desired administrative relief. 162 Moreover, the lessor must establish
that it is likely that the lessee's application to the agency will be
successful;6 3 therefore, a lessee has no duty to seek an administra-
tive exception if the exception is not likely to be granted."' Fur-
thermore, courts have held that the lessee does not breach his duty
when he reasonably relies on the advice of experts in judging the
probability of success. 1 5 A lessee's good faith reliance on an ex-
pert's opinion may preclude the court from considering whether
the lessee has breached his duty to the lessor under the implied
covenant.'66 Therefore, if a reasonably prudent operator relying on
an expert's advice that efforts to seek administrative relief would
be fruitless fails to pursue such an administrative exception, this
limitation may shield the lessee from liability for allegedly breach-
ing the implied duty to seek favorable administrative action.1 7

The final limitation is a catch-all exonerating the lessee from
liability when the court determines that under the specific facts
and circumstances the lessee acted as a prudent operator. 6 ' For
the majority of jurisdictions which have adopted the reasonably
prudent operator standard, 69 this limitation is only a quasi-appli-

note 3, § 861.4, at 432-33. "Of course, it may be argued that the lessee should not be bound
at his peril to know the law. This argument is unconvincing, for the lessee had an earlier
opportunity to challenge the regulation." Id. at 432.

162. See Merrill, Fulfilling Implied Covenant Obligations Administratively, 9 OKLA.
L. REV. 125, 126, 127 (1956). More specifically, the lessor must show either: (1) the statutes
or orders do not prevent relief, (2) the statutes permit a relaxation so that the physical and
scientific fact make the application for relaxation expected, or (3) if relaxation is not per-
missible, the refusal violates the lessors' constitutional rights. Id.

163. See E. KUNTZ, supra note 26, § 59.1, at 107.
164. See Weymouth v. Colorado Interstate Gas Co., 367 F.2d 84 (5th Cir. 1966) (no

duty to seek increase in gas allowables). Cf. Oil & Gas Bd. v. Mississippi Mineral & Royalty
Owners, 258 So. 2d 767, 786 (Miss. 1972) (Patterson, J., dissenting) (Patterson stated that
the lessee has a duty to represent the lessors in such matters because of the greater exper-
tise and better access to information).

165. See, e.g., Pierce v. Goldking Properties, Inc., 396 So. 2d 528, 531 (La. Ct. App.
1981); Sunray DX Oil Co. v. Crews, 448 P.2d 840, 845-46 (Okla. 1968); Sinclair Oil & Gas
Co. v. Bishop, 441 P.2d 436, 447 (Okla. 1968); E. KUNTZ, supra note 26, § 59.1, at 107.

166. Sinclair Oil & Gas Co. v. Bishop, 441 P.2d 436 (Okla. 1968).
167. Sunray DX Oil Co. v. Crews, 448 P.2d 840, 845-46 (Okla. 1968).
168. See supra note 72 and accompanying text.
169. See supra note 68 and accompanying text. Texas follows the majority reasonably

prudent operator standard. Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 567-68 (Tex.
1981); Clifton v. Koontz, 160 Tex. 82, 96-97, 325 S.W.2d 684, 695-96 (1959).
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cation of the standard used to imply any other covenant.'" In
those jurisdictions which have adopted stricter standards for im-
plying specified covenants,7 the prudent operator standard may
create a conflict.1 72 For example, a lessee has an implied duty to
protect the lessor's land from drainage.1 73 In some jurisdictions,
when a common lessee is involved, the court may impose a some-
what higher standard of conduct on the lessee for implementing
this implied duty, especially when the drainage is caused by the
lessee's own wells on adjacent tracts.1 7' In such a case, jurisdictions
such as Mississippi have consistently ignored the reasonably pru-
dent operator standard of conduct while holding the lessee liable
to the lessor for drainage.1 7

5 In Phillips Petroleum Co. v. Mil-
lette, ' 76 the Mississippi Supreme Court held that the reasonably
prudent operator standard was not applicable when the draining
well was operated by a common lessee.1 7 7 The Millette court ap-
plied a quasi-fiduciary standard of duty, holding that the lessee
was strictly liable for substantial drainage caused by his own af-
firmative acts.1 78

Texas courts have continued to follow the reasonably prudent
operator standard for establishing implied covenants. 79 However,

170. See supra note 49 and accompanying text. For an excellent discussion of implied
covenants, see generally 5 H. WILLIAMS & C. MEas, supra note 3, § 861, at 424.

171. See supra notes 62 & 65 and accompanying text. The depletion covenant, as ap-
plied in California and Mississippi, dispenses with the prudent operator standard, imposing
a higher duty upon the lessee. See R.R. Bush Oil Co. v. Beverly-Lincoln Land Co., 69 Cal.
App. 2d 237, -, 158 P.2d 754, 759 (1945). See also Phillips Petroleum Co. v. Millette, 221
Miss. 1, -, 72 So. 2d 176, 178-79 (1954).

172. The higher duty rule has been criticized by commentators as impractical and un-
economical since it inhibits the practice of blocking off large tracts by increasing the liability
of the lessee. See 5 H. WILLIAMS & C. MEYERS, supra note 3, § 824.2, at 145-46.

173. See supra note 171 and accompanying text.
174. See Phillips Petroleum Co. v. Millette, 221 Miss. 1, -, 72 So. 2d 176, 183

(1954); Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 566 (Tex. 1981).
175. See, e.g., Monsanto Chem. Co. v. Sykes, 245 Miss. 207, _ , 147 So. 2d 290, 296

(1962); Phillips Petroleum Co. v. Millette, 221 Miss. 1, -, 72 So. 2d 176, 183 (1954).
176. 221 Miss. 1, 72 So. 2d 176 (1954).
177. Id. at -, 72 So. 2d at 178-79. The court avoided the express lease clause which-

prevented a breach of an implied covenant for drainage by holding that the lessee violated a
separate implied duty, the duty to do nothing to impair or destroy the value of the lessor's
property interest. Id. at - , 72 So. 2d at 181-82.

178. Id. at -, 72 So. 2d at 183. But cf. Monsanto Chem. Co. v. Andreas, 245 Miss.
11, -, 147 So. 2d 116, 118 (1962) (Millette was limited to facts so lessor must show bad
faith of lessee).

179. Clifton v. Koontz, 160 Tex. 82, 96-97, 325 S.W.2d 684, 695-96 (1959); Texas Pac.
Coal & Oil Co. v. Barker, 117 Tex. 418, 431-32, 6 S.W.2d 1031, 1035-36 (1928).
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in Shell Oil Co. v. Stansbury,180 the Texas Supreme Court ex-
pressly overruled a previous lower court decision which held that
the common lessee is subject to the ordinary standards of liabil-
ity.'8 ' The Texas court opinion bestowed upon the common lessee
a standard slightly above the reasonably prudent operator stan-
dard.182 Furthermore, in Amoco the Texas Supreme Court again
appeared to have raised the standard of the common lessee above
the reasonably prudent operator by holding Amoco liable for
breach of an implied covenant and by ignoring all the conflicts,
limitations, and dilemmas arising under a common lease.'8 3 More
specifically, the Texas court applied a standard analogous to the
"utmost fair dealing" standard, which is used to imply obligations
on the holder of executive rights.'84 The "utmost fair dealing"
standard falls between a fiduciary level and the reasonably prudent
operator standard.185 Conceptually, the Texas court's application is
closer to the strict quasi-fiduciary Millette standard.

Included in the duty to protect the leasehold from drainage is

180. 410 S.W.2d 187 (Tex. 1966).
181. Id. at 188 (expressly overruling Hutchins v. Humble Oil & Ref. Co., 161 S.W.2d

571, 573 (Tex. Civ. App.-Galveston 1942, writ refd w.o.m.) (lessee causing drainage does
not alter the ordinary rules of liability)).

182. See id. The Texas Supreme Court held that an express offset provision did not
limit the lessee's affirmative obligation to protect from drainage when the lessee is the one
causing damage. Id. The court bestowed upon the lessee an affirmative duty using a stan-
dard analogous to that of utmost fair dealing. Id. The utmost fair dealing standard is ap-
plied by Texas courts to imply obligations on the holder of executive leasing rights to pro-
tect nonparticipating municipal owners. See Schlittler v. Smith, 128 Tex. 628, 631, 101
S.W.2d 543, 545 (1937); Manges v. Guerra, 621 S.W.2d 652, 658 (Tex. Civ. App.-Waco
1981, no writ).

183. Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 567 (Tex. 1981). Although the
Texas Supreme Court expressly stated that the standard of care in testing Amoco's per-
formance is that of a reasonably prudent operator, the court's application appears to follow
the utmost fair dealing standard, a standard which imposes a duty of utmost good faith
requiring the lessee to act with the highest degree of care. See Kimsey v. Fore, 593 S.W.2d
107 (Tex. Civ. App.-Beaumont 1979, writ ref'd n.r.e.); Morriss v. First Nat'l Bank, 249
S.W.2d 269 (Tex. Civ. App.-San Antonio 1959, writ ref'd n.r.e.). Applying the somewhat
higher standard, the Amoco court ignored any conflict of interest imposed on Amoco as a
common lessee. Furthermore, the court expressly cited Shell Oil Co. v. Stansbury, 410
S.W.2d 187 (Tex. 1966), which is an earlier Texas Supreme Court decision bestowing a
higher standard of duty on the common lessee causing drainage. 622 S.W.2d at 567. See
infra notes 191-92 and accompanying text.

184. See Schlittler v. Smith, 129 Tex. 628, 631, 101 S.W.2d 543, 545 (1937); Manges v.
Guerra, 621 S.W.2d 652, 658 (Tex. Civ. App.-Amarillo 1963, writ ref'd n.r.e.).

185. See Manges v. Guerra, 621 S.W.2d 652, 658-59 (Tex. 1981).
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the implied obligation to seek favorable administrative action.1 86 A
majority of courts has followed the reasonably prudent operator
standard for implying this covenant. 8 7 However, in jurisdictions
such as Texas and Mississippi, where the lessor files suit against a
common lessee for drainage, including failure to seek a favorable
administrative exception, the reasonably prudent operator stan-
dard normally used to imply the duty to seek favorable adminis-
trative action may be set aside and the uncertain higher standard
may be imposed. As a result, the two standards may conflict. In
either event, the lessee is faced with a dilemma concerning which
standard will be imposed, and the duties to be performed to satisfy
each possible standard. This, as well as additional conflicts, is dis-
cussed in the following section.

E. The Dilemma

Certain conflicts may arise in which the lessee has a duty to
seek or to resist administrative action. In Amoco, for example, the
lessee was common to the adjacent tract causing drainage'5 5 and
the duty imposed on the lessee by the court presented a conflict of
interest over the administrative relief sought."8 9 While a prudent
operation of the lease would require the lessee to seek exceptions,
it would also be the duty of the lessee to challenge the exceptions
on behalf of the lessors owning adjacent tracts. 90 Thus, in Amoco
the lessee was faced with a direct conflict of interest.' Undoubt-
edly, in such a situation, the lessee should make a full disclosure to
the lessors of both tracts.' 92 Some commentators, however, suggest

186. Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 570 (Tex. 1981).
187. See supra notes 64 & 68 and accompanying text.
188. As used herein, "common lessee" refers to a lessee who holds more than one lease

from two or more lessors.
189. 622 S.W.2d at 569. "The conflicts of interest of Amoco as a common lessee, cause

us concern." Id. "These conflicts would not occur if Amoco was not a common lessee .
Id.

190. See E. KUNTZ, supra note 26, § 59.1, at 106-07; Note, Oil and Gas-Implied Cov-
enants-Lessee is Under Implied Duty to Protect his Lessor from Field-wide Drainage
Caused by Lessee, 12 ST. MARY'S L.J. 600, 608 (1980).

191. 622 S.W.2d at 569. Amoco argued that the court of civil appeals did not consider
that Amoco had obligations to all its lessors in the field, thus placing it between contrary
obligations from which there was no escape. "The fulfilling of one obligation necessarily
causes the breach of the other." Id.

192. See Hall Jones Oil Corp. v. Claro, 459 P.2d 858, 861-62 (Okla. 1969) (where the
lessee who owned adjoining leases was held liable for actual and punitive damages for delib-
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that under such a conflict of interest, the lessee should not have
the duty to represent the lessor in an administrative proceeding. 93

An additional conflict of interest raised when the lease involves a
common lessee is the lessee's duty to act under the reasonably pru-
dent operator standard only when such action would be of common
benefit for both the lessor and the lessee.' 9 In Amoco the court
found that under the implied covenant to protect the lease, the
lessee had a duty to drill an offset well, including the obligation to
obtain the necessary drilling permit through a zoning variance."'
However, the test to determine if the lessee must act is whether
the offset well will produce enough oil to cover the expenses and
yield a profit for both the lessor and the lessee.'96 When a third
party operates the draining well the economic interests of the les-
sor and lessee are united as long as the offset well is potentially
profitable; however, when the common lessee is also the draining
lease operator the problem becomes complex since the lessee has
no economic incentive to offset drainage.' 97 Many commentators
rationalize that the lessee should not be expected to exclusively
represent the interests of the lessor whose lease is being drained.1 8

Nevertheless, the Texas Supreme Court, in Amoco, held that the
lessee's status as common lessee would not affect the lessee's liabil-

erately making false reports which resulted in undue drainage from the plaintiff's lease); E.
Kuwrz, supra note 28, § 59.1, at 108. See, e.g., Pan Am. Petroleum Corp. v. Hardy, 370
S.W.2d 904, 908 (Tex. Civ. App.-Waco 1963, writ ref'd n.r.e.).

193. See E. KuNTz, supra note 26, § 59.1, at 107. Cf. Sun Oil Co. v. Potter, 182 S.W.2d
923, 926 (Tex. Civ. App.-Austin 1944), rev'd on other grounds, 144 Tex. 151, 189 S.W.2d
482 (1945).

194. See supra note 135 and accompanying text; E. KuNrz, supra note 26, § 59.1, at
106; M. MERRILL, supra note 10, §§ 21-22; 5 H. WILLIAMS & C. MEYERS, supra note 3, §
802.1, at 10-11.

195. 622 S.W.2d at 568-69. Specifically, Amoco's duty was to initiate the proper steps
to obtain a rule 37 exception. Id. at 569-70. See Tex. R.R. Comm'n, Rule 051.02.037 (1975).
In order to obtain a rule 37 exception on the basis of confiscation of property, there must be
a local situation producing excess net drainage with reference to adjacent lands. Byrd v.
Shell Oil Co., 178 S.W.2d 573, 575 (Tex. Civ. App.--San Antonio 1944, writ ref'd w.o.m.).

196. Amoco Prod. Co. v. Alexander, 622 S.W.2d at 568; Texas Pac. Coal & Oil Co. v.
Barker, 117 Tex. 418, 433, 6 S.W.2d 1031, 1036 (1928); Hardy, Drainage of Oil and Gas from
Adjoining Tracts-A Further Development, 6 NAT. RESOURCES J. 45, 51-52 (1966).

197. See Hardy, supra note 196, at 52; Comment, Liability of Oil and Gas Lessee for
Causing Drainage: A Standard for Texas, 51 TEx. L. REv. 546, 548 (1973).

198. See, e.g., Weymouth v. Colorado Interstate Gas Co., 367 F.2d 84, 95-97 (5th Cir.
1966); E. KUNTZ, supra note 26, § 59.1, at 108. Cf. Sinclair Oil & Gas Co. v. Bishop, 441 P.2d
436, 446-47 (Okla. 1967).
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ities to the lessor whose lease was being drained. e9 Therefore, the
court held that Amoco owed the lessors the duty to do whatever a
reasonable operator would do as if the drained lessor were its only
lessor in the field. 00

. Although being a common lessee poses a serious dilemma for a
lease operator, it is not realistic to expect the lessee to represent
the lessor's interest to the detriment of his (the lessee's) inter-
ests.201 Alternatively, he may surrender the lease causing drainage,
thereby having exclusive representation of the remaining lease."0 ,
Instead of surrendering the lease, the lessee may possibly work out
a satisfactory arrangement with one or all of the lessors in the
field. 03 This arrangement may result in the regulatory agency indi-
rectly becoming the forum to help the parties resolve the conflict.
Furthermore, the common lessee may attempt a field-wide unitiza-
tion of the lease.2

0" For example, a prudent operator would not
drill an unprofitable well but he might seek unitization for the pro-

199. 622 S.W.2d at 569. The court, in upholding Amoco's liability, held: "The reasona-
bly prudent operator standard is not to be reduced to the Alexanders [lessors] because
Amoco has other lessors in the same field. Amoco's status as a common lessee does not
affect its liability to the Alexanders." Id. But see Note, Oil and Gas-Implied Cove-
nants-Lessee is Under Implied Duty to Protect His Lessor From Field-wide Drainage
Caused by Lessee, 12 ST. MARY'S L.J. 600, 603 (1980) (stating that the court's reliance on
Baldwin v. Kubetz, 148 Cal. App. 2d 937, -, 307 P.2d 1005, 1009 (1957), as authority for
imposing the implied duty is unpersuasive since the lessee in Baldwin was not faced with
any conflict of interest).

200. 622 S.W.2d at 570. "We hold that an operator, who fails to act as a reasonably
prudent operator by not seeking Rule 37 permits, is liable for the loss caused by the failure
to drill the wells." Id. But see Amoco Prod. Co. v. Ware, 269 Ark. 313, -, 602 S.W.2d 620,
624 (1980) (refusing to imply a covenant to seek favorable administrative relief).

201. See E. KuN'rz, supra note 26, § 59.1, at 108. The alleged duty of the lessee to
represent royalty and mineral owners before regulatory agencies is discussed by a dissenting
opinion in State Oil & Gas Board v. Mississippi Mineral & Royalty Owners Ass'n, 258 So. 2d
767, 786 (Miss. 1971) (Patterson, J., dissenting).

202. See E. KuNTz, supra note 26, § 59.1, at 108; 5 H. WLLIAMS & C. MEYERS, supra
note 3, § 825.4, at 171-72 (lessee can surrender lease). A less attractive alternative would be
for the lessee to elect which position to take to assume the risk of proving that the other
position had no likelihood of success.

203. See supra note 202. Such an arrangement may be in the form of a unitization
plan. In Louisiana, an operator has a duty to seek unitization to protect a lease from drain-
age. See Williams v. Humble Oil & Ref. Co., 432 F.2d 165, 173-75 (5th Cir.) (construing
Louisiana law), cert. denied, 402 U.S. 934 (1971); Beaux v. Pan Am. Petroleum Corp., 163
So. 2d 406, 415-16 (La. Ct. App. 1964) (defining a unitized lease as one in which separately
owned tracts are included in a single lease); LA. R.v. STAT. ANN. § 30.9 (West Supp. 1982).

204. A unitized lease is one in which separately owned tracts are included in a single
lease. See Skeeters v. Granger, 314 S.W.2d 364, 367 (Tex. Civ. App.-Texarkana 1958, writ
ref'd n.r.e.). See generally 5 H. Wn.LL s & C. MYams, supra note 3, § 901, at 3-4.
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tection of his own interests as well as those of his lessors.2 0 5 This
alternative follows the mutual benefit rationale. However, in Texas
compulsory unitization is prohibited by law2os and, therefore, such
a plan must be purely voluntary.207 An additional alternative is
that the lessee may satisfy his implied duty by gathering all the
lessors in the field before a regulatory commission to work out a
satisfactory arrangement, rationalizing that a field-wide solution
would be the most efficient manner of production.20 8 Following this
alternative, the lessee would be acting as a reasonable operator
under the facts and circumstances.

Additional problems presented by the new implied covenant
involve how far the lessee's duty to seek relief extends. Initially,
the implied obligation to seek administrative relief extended to ob-
taining exceptions to rules set by administrative agencies or to re-
sist similar applications by others. 09 Most courts and scholars,
however, believe that the lessee's duty should extend to an implied
obligation to appeal or otherwise seek judicial review of unfavora-
ble administrative action and to challenge the constitutionality of
any order or the authorizing statute if a prudent operator would do
s0.210 Professor Merrill, the original proponent of the implied cove-

205. See Hardy, Drainage of Oil and Gas from Adjoining Tracts-A Further Devel-
opment, 6 NAT. REsouRcEs J. 46, 48 (1966). See generally 1 C. Mavmis, THE LAw OF POOL-
ING AND UNIZATION OF OL AND GAs Lzsm 1 (1976). Unitization is a more efficient method
of development and production because wells can be located so as to maximize the use of
reservoir pressure without regard to surface property lines. See 5 H. WnLuAMs & C. ME'vW,
supra note 3, § 901, at 3-4. The lessee, therefore, incurs no liability for drainage from one
portion of the unit to another. See id. § 955.2, at 730.

206. See Waters v. Bruner, 355 S.W.2d 230, 235 (Tex. Civ. App.-San Antonio 1962,
writ ref'd n.r.e.) (no duty to seek unitization); Tax. NAT. REs. CODE ANN. § 101.012 (Vernon
1978) (no person required to enter into unit agreement); Comment, Prospects for Compul-
sory Unitization in Texas, 44 Tax. L. REv. 510 (1966).

207. In Texas the lessee can only attempt to negotiate a voluntary unitization plan.
See TEx. NAT. REs. CODE ANN. § 101.011 (Vernon 1978) (providing for voluntary unitiza-
tion). The problem with voluntary unitization is that some lessors will decline to participate,
believing their tracts lie in the most favorable part of the reservoir. See 5 H. WIL LS & C.
MEYESS, supra note 3, § 910, at 85.

208. E. KuN~rz, supra note 26, § 59.1, at 108. "In striking a balance between conserva-
tion of natural resources and protection of correlative rights, the latter is secondary and
must yield to a reasonable exercise of the former." Denver Producing & Ref. Co. v. State,
199 Okla. 177, -, 184 P.2d 961, 964 (1947).

209. See, e.g., Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 567 (Tex. 1981); M.
MERRILL, supra note 4, § 228, at 270; Merrill, Implied Covenants in Oil and Gas Leases, 23
TEx. L. REv. 137, 145 (1945).

210. See, e.g., Rudman v. Railroad Comm'n, 162 Tex. 579, 349 S.W.2d 717 (1961)
(court of last resort); Railroad Comm'n v. Magnolia Petroleum Co., 169 S.W.2d 253 (TeL
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nant to seek favorable administrative relief, submitted that the
lessee who has failed to exhaust his remedies to secure freedom to
act has fallen short of his obligation to his lessor unless he can
show that his effort would have been fruitless.2 1

1 Therefore, both
commentators and case law suggest that, subject to the mutual
benefit and reasonably attainable limitations, the lessee must ex-
haust all the available remedies that a reasonably prudent operator
would exhaust under the facts and circumstances."1

IV. CONCLUSION-THE LONG TERM EFFECT ON THE OIL AND GAS

INDUSTRY

The implied covenant to seek favorable administrative action
is not a distinct type of obligation. It is merely one way of comply-
ing with the other implied covenant obligations.2 3 While the new
implied covenant expressly emerged in the landmark decision of
Amoco Production Co. v. Alexander, 4 the covenant had been ex-
pressed in dictum in previous decisions.21 In general, the new im-
plied covenant provides that the lessee in an oil and gas lease has
an implied duty to apply to the regulatory commission for orders
most favorable to the mutual interests of the lessee and the les-
sor.2 16 In addition, the lessee also has an implied duty to oppose

Civ. App.-Austin 1943, no writ) (judicial review); Shell Petroleum Corp. v. Railroad
Comm'n, 137 S.W.2d 797 (Tex. Civ. App.-Austin 1940, no writ) (appellate tribunal). See E.
KUNTE, supra note 26, § 59.1, at 106-07. Contra Conn, Trends in the Application of the
Implied Covenant of Further Development, 12 OKLA. L. REV. 470, 487 (1959). "To compel
lessees to attack the orders of the Railroad Commission by appeal jeopardizes the orderly
process of the Commission." Id.

211. M. MERRILL, supra note 4, § 228, at 270 (Supp. 1964). See Merrill, Current
Problems in the Law of Implied Covenants in Oil and Gas Leases, 23 Thx. L. Rv. 137, 146
(1945). More specifically, the lessor's duties of representation may extend to challenging
rules or seeking exceptions by way of exception, revision, amendment, or abrogation. See id.
at 145. The lessee has a duty to exhaust all legal avenues available. See Sinclair Oil & Gas
Co. v. Bishop, 441 P.2d 436, 446-47 (Okla. 1967).

212. See Merrill, Fulfilling Implied Covenant Obligations Administratively, 9 OKLA.
L. REv. 125, 127 (1956). For an analysis of what a lessor must prove to exonerate himself
from liability in a rule 37 drainage case, see id. at 128-29; M. MERRIL, supra note 4, § 228,
at 270. Contra Conn, Trends in the Application of the Implied Covenant of Further Devel-
opment, 12 OKLA. L. REV. 470, 486-89 (1959).

213. See supra note 49 and accompanying text.
214. 622 S.W.2d 563 (Tex. 1981).
215. See supra note 96 and accompanying text.
216. 622 S.W.2d at 570. See Merrill, Fulfilling Implied Covenant Obligations Admin-

istratively, 9 OKLA. L. Rav. 125, 128 (1956).
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orders submitted by the regulatory commission which could be
detrimental to the common interests of the lessor and the lessee.2 17

The Amoco court classified the duty under the implied covenant to
protect the lease, or to manage and administer the lease.21 Conse-
quently, the standard of care used in testing a lessee's performance
is that of a reasonably prudent operator under the facts and cir-
cumstances2 1 Obviously, the most successful exploitation of any
lease under public regulation requires interaction with the admin-
istrative process. Furthermore, the lessee's duty to his lessor, as
well as his own interest, dictates resort to the administrative
tribunal.

The new implied covenant's effect on the oil and gas industry
is multifaceted. One foreseeable development is an increased use of
the "notice clause, 22  which would shield the lessee from liability
for breach of an implied covenant until the lessor notifies the
lessee of his duty to act and gives the lessee reasonable time to
perform.221 Furthermore, an increase in the use of express lease
clauses, removing the possibility of implied covenants altogether,
may develop from the new implied covenant.2 22 However, the im-
plied covenant to seek favorable administrative action is only one
of many covenants; therefore, it is doubtful that more express lease
provisions will result solely from the development of the new
covenant.

Rather than modify lease provisions, some jurisdictions may
simply refuse to adopt the new implied covenant. In Amoco Pro-
duction Co. v. Ware,2 5 for example, the Arkansas Supreme Court
expressly refused to accept that the lessee had an implied duty to
seek favorable administrative action.224 The court held that there

217. 622 S.W.2d at 563.
218. Id. at 570.
219. Id. But see supra note 183 and accompanying text.
220. The ninety-day notice clause is a lease provision providing that the lease shall not

be terminated for failure to conduct operations until the lessee has failed to comply, for
ninety days, with a written notice from the lessor demanding performance. See Kirker v.
Shell Oil Co., 104 Cal. App. 2d 497, -, 231 P.2d 905, 910 (1959).

221. See Merrill, Fulfilling Implied Covenant Obligations Administratively, 9 OKLA.
L. Riy. 125, 131 (1956). See, e.g., U.V. Indust. v. Danielson, 602 P.2d 571, 577 (Mont. 1979).

222. See supra note 48 and accompanying text.
223. 269 Ark. 313, 602 S.W.2d 620 (1980).
224. Id. at -, 602 S.W.2d at 624. "[Implied covenants] are not favored by law and

cannot be justified only upon the ground of legal necessity arising from the terms of the
contract and the circunstances attending to its execution." Id. at _, 602 S.W.2d at 623
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was no precedent for implying such an obligation on the lessee.22 5

The long-term effect of the implied covenant to seek favorable
administrative action on the oil and gas industry is threefold. First,
the implied covenant is likely to increase litigation between lessors
and lessees. Every time the lessor brings an action against the
lessee for drainage, the breach by the lessor of the implied cove-
nant to seek favorable administrative rulings to drill offset wells
will also be argued. In addition, two factors which increase litiga-
tion simply by their presence are (1) a common lessee, and (2) ad-
jacent leases within a single field having a different royalty inter-
est.226 The lessee, common to both leases, owes a duty to act as a
prudent operator for the benefit of both lessors. Provided the
lessee operates an adjacent lease having a lower royalty rate than
the first lease, and a higher volume of production partially due to
drainage from the adjacent first lease, the lessee is placed in a per-
fect situation for an implied duty to seek a rule 37 exception.2 2 7 A
favorable administrative ruling would enable the common lessee to
drill offset wells to prevent the drainage caused by the adjacent
second lease.228 Should the lessee argue that he has no duty to seek
such an exception because the drainage is field wide, the court may
impose a higher standard of duty on the lessee.22 "

In Texas, the reasonably prudent operator standard is used for
implying covenants.23 0 However, Texas courts have raised the stan-
dard towards a fiduciary level for the holder of executive rights to
protect a nonexecutory interest.281 Furthermore, Texas courts ap-

(citations omitted).
225. Id. at -, 602 S.W.2d at 624.
226. The two factors were present in both the Amoco and Stansbury decisions. See

Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 566 (Tex. 1981) (the adjacent lease operated
by Amoco paid one-eighth royalty and the Alexander lease paid one-sixth royalty).

227. The same facts were present in the Amoco decision. See Amoco Prod. Co. v. Alex-
ander, 622 S.W.2d 563, 566 (Tex. 1981).

228. Id. See Merrill, Fulfilling Implied Covenant Obligations Administratively, 9
OKLA. L. REv. 125, 128 (1956).

229. See Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 567-68 (Tex. 1981). The
Texas Supreme Court ignored the dilemma placed upon the common lessee creating a con-
flict of interest. The court further ignored the mutual benefit limitation used by most courts
to imply covenants. Id. See also supra notes 183 & 190-200 and accompanying text.

230. Clifton v. Koontz, 160 Tex. 82, 96-97, 325 S.W.2d 684, 695-96 (1959). An occa-
sional lease may impose by express provisions a higher standard of care. See, e.g., West v.
Carpenter, 366 S.W.2d 826, 828-29 (Tex. Civ. App.-Amarillo 1963, writ ref'd n.r.e.).

231. Schlittler v. Smith, 128 Tex. 628, 630, 101 S.W.2d 543, 545 (1937); Manges v.
Guerra, 621 S.W.2d 652, 658 (Tex. Civ. App.-Waco 1981, no writ).

19831



TEXAS TECH LAW REVIEW

pear to have raised the standard used for implying covenants, es-
pecially in a drainage case involving a common lessee.m The
Stansbury and Amoco decisions indicate that the new standard
imposed by Texas courts on the common lessee is analogous to the
utmost good faith standard which approaches the quasi-fiduciary
level, premised on Millette.s3 Consequently, the implied duty to
seek favorable administrative action established in Amoco is but
an additional duty imposed on the lessee which further evidences
the courts' continued trend toward a Millette standard.

The final long-term effect on the oil and gas industry will be a
greater need for field-wide unitization of leases in Texas.2 "

4 As in-
dicated by the Amoco court, a preferred solution to the problem of
field-wide drainage in a water-driven field is compulsory unitiza-
tion of the whole field.23 With compulsory unitization currently
prohibited by Texas law, the adjacent leasehold owners must re-
sort to voluntary unitization. 3 Voluntary unitization has been un-
successful in the past.23 7 In addition, the common lessee now has
possibly new standards of liability for drainage. By enacting uni-
tization legislation, drainage of oil and gas below the surface and
across individual property lines would be treated as a unit in the
total production of the entire field. The net effect would eliminate
the common lessee dilemma regarding drainage and the implied
covenant to seek favorable administrative action. Furthermore,
producing under a unitization plan follows the best known scien-
tific methods to produce, using fewer wells and resulting in lower
production costs. Unitization also provides a more economical
means for reworking depleted fields.2 8 Therefore, to promote the
most efficient method of development of the field, favoring policy

232. See Amoco Prod. Co. v. Alexander, 622 S.W.2d 563, 570 (Tex. 1981); Shell Oil Co.
v. Stansbury, 410 S.W.2d 187 (Tex. 1966). See supra notes 179-85 and accompanying text.

233. See supra notes 175, 181-85 and accompanying text.

234. See supra notes 206-07 and accompanying text.
235. 622 S.W.2d at 566. Relief for field-wide drainage requires general solutions by the

Railroad Commission. See Byrd v. Shell Oil Co., 178 S.W.2d 573, 576 (Tex. Civ. App.-San
Antonio 1944, writ ref'd w.o.m.).

236. See supra notes 206-07 and accompanying text.
237. See supra notes 205-06 and accompanying text. See also Hardy, Drainage of Oil

and Gas from Adjacent Tracts-A Further Development, 6 NAT. REso RCEs J. 45, 47-51
(1966).

238. See Comment, Prospects for Compulsory Fieldwide Unitization in Texas, 44
Tux. L. REv. 510, 532 (1966).
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for the common good of everyone, the Texas Legislature should
enact compulsory unitization legislation.3 9

Patrick R. Gordon

239. See supra notes 205-06 and accompanying text.
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