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1. OIL & GAS — “UNITIZATION” OF OIL & GAS FIELD — DEFINITION.
— “Unitization” of an oil and gas field means that all of those
who have a legal interest in the oil and gas join together in a
common plan to gain effective production from the field.

2. O & ‘GAS — ‘DRAINAGE" — DEFINITION. — .With respect to an
oil and gas field, “drainage” is a term which describes the
process whereby one royalty owner would lose oil and gas
beneath his property to wells operating on adjacent property.

3. OLL & GAS .~ DUTY OF LESSEE TO ACT TO MUTUAL ADVANTAGE OF
LESSEE & LESSOR — DEFERENCE TO SOUND JUDGMENT OF LESSEE.
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— The lessee under an oil and gas lease has a duty to act for the
mutual advantage of both the lessee and lessor, and the lessee
must use sound judgment and not act arbitrarily; however, in
determining whether the lessee performed in a reasonable and
prudent manner, due deference should be given to the judgment
of the lessee, as an operator, regarding how development should
proceed.

OIL & GAS — DUTY OF LESSEE TO ALL LEASEHOLD INTERESTS IN
FIELD. — The appellant-lessee had a duty to all of the leasehold
interests in the field in question, not just to appellee-lessors.

OiL & GAS — ISSUANCE OF PERMIT TO LESSEE TO DRILL ON 160-
ACRE UNIT — EFFECT. ~— The fact that appellant-lessee was
granted a permit to drill a well in the quarter section (160-acre
unit) in question was a determination of rights, whereby each
owner of a royalty interest thereunder would share in the
proceeds from any production of oil and gas therefrom in
proceeds from any production of oil and gas therefrom in proportion to his
interest.

MINES & MINERALS — ROYALTY INTEREST HOLDERS — UNITIZA-
TION PROPER WHERE IN BEST INTEREST OF ALL CONCERNED. —
The appellant-lessee owed the same duty to all of its royalty in-
terest holders as it owed to appellee-lessors, as well as
obligations to itself and other "producers and royalty holders in
the entire oil and gas field, and the evidence showed that in
order to effectively recover the oil and gas, unitization was the
only answer. :

OIL & GAS — OBLIGATION UNDER OIL & GAS LEASE — NO IMPLIED
COVENANT TO APPEAL DECISION OF OIL & GAS COMMISSION. —
There was no implied covenant, duty, or obligation in the oil
and gas lease between appellant-lessce and appellee-lessors for
the lessee to appeal the ruling of the Arkansas Qil & Gas Com-
mission unitizing the 160 acres in question, which contained 73
acres leased to appellant by appellees, under which appellees
own a royalty interest.

CONTRACTS — IMPLIED COVENANT — DEFINITION. — An implied
covenant is one that may be reasonably inferred from the whole
agreement and the circumstances attending its execution.

CONTRACTS — IMPLIED COVENANTS — JUSTIFIED ONLY ON GROUND
OF LEGAL NECESSITY. — Implied covenants are not favored by the
law and can be justified only upon the ground of legal necessity
arising from the terms of the contract and the circumstances at-
tending its execution. .

CONTRACTS - IMPLIED COVENANTS - TYPES OF IMPLIED
COVENANTS IN OIL & GAS LEASES. — There are essentially five
types of implied covenants in oil and gas leases, namely: (1) A
covenant to drill wells within a reasonable time, testing the land
for oil and gas; (2) a covenant to drll test wells within a



Co AMédco, PRODUCTION Co. v. WARE
Ark.] Cite as 269 Ark. 313 (1980) 315

‘reasonable time after notice; (3) a covenant, if oil or gas be
found in paying -quanities, to proceed with reasonable diligence
in drilling a sufficient number of wells .to reasonably develop the
premises, (4) a covénant to protect the land from drainage
through wells on' adjoining lands, by drilling offset wells;  and
.(5) a covenant to market the produce of producing wells.

11. CONTRACTS — FAILURE OF LESSEE TO APPEAL DECISION OF OIL &
GAS COMMISSION — ACTION NOT MISLEADING UNDER  CIR-
CUMSTANCES. — Where appellant-lessee -did not notify appellee-
lessors that it-would or would not appeal the decision of the Oil
and Gas Commission unitizing the land in question in a 160-
acre unit, or make any promises to lessors that it would appeal
the decisim, the court erred in holding that lessee had misled
lessors by not pursuing the appeal after it filed a notice of
appeal, and by later withdrawing that notice.

12. OIL & GAS — ISSUANCE OF PERMIT BY OIL & GAS COMMISSION TO
DRILL WELL ON 160-ACRE UNIT — RIGHT OF LESSORS TO APPEAL
DECISION. — Appellee-lessors could have appealed the decision
of the QOil and Gas Commission, which included their property
in a 160-acre drilling unit, under the provisions of Ark. Stat.
Ann. § 53-120 (Repl. 1971). ’

13. APPEAL & ERROR — FAILURE TO APPEAL DECISION OF OiL & GAS
COMMISSION — COLLATERAL ATTACK ON COMMISSION’S ORDER NOT
PERMITTED. — Whether the Oil and Gas Commission was right
in holding as it did is not before the Supreme Court on this
appeal, and to examine that issue would be, a collateral attack
on the Commission’s order which is not permitted.

14. CONTRACTS — OIL & GAS LEASES — DETERMINATION OF WHETHER
LESSEE ACTED REASONABLY & PRUDENTLY IN CARRYING OUT
OBLIGATIONS UNDER LEASE. — The lessee’s judgment regarding
the entire oil and gas ﬁeld must be considered in determining
whether "it acted reasonably and prudently: Held: In every in-
stance the lessee attempted to prevent waste and, with regard to
the particular quarter section of land involved, it proceeded
with unitization in conformity with what the Oil and Gas Com-

- mission "had- already decided, there being no evidence that it
entered into' any “deal” with Gther producers to the. lessors’
detriment or did anything except acquiesce in .the .judgment of
the Oil and Gas Commission.

15. OIL ‘& GAS. —  DRILLING UNITS & UNITIZATION — NORMALLY

. DETERMINED BY ACREAGE. — :Drilling units and unitization:-are
normally, . if not -always, determined by ,acreage, and not by
geological lines that indicate whether oil may ¢r_may not, be un-
der the surface, and what lies underneath the ground cannot be
determined _exactly unless wells are drilled.

16. OIL & GAS — ACQUIESCENCE BY LESSEE IN ORDER OF o1 & Gas
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COMMISSION — :DIMINISHING LOSS, BY ACQUIESCENCE IN. ORDER-NOT
EVIDENCE -OF-SELF-DEALING... — Even though the: loss of lessee un-
det. an' oil ‘and-.gas -leasé :may- be<!diminished" by acquiéscing. in a
. unitization order of the: Qil,and Gas .Commission, that--alone is
insufficient: to: support- a- finding' of ' self-dealing, particularly
where thé. evidence indicates that it was :the .reasonable and pru-
dent thing..to do and was apparently in the best interest of all
parties concerned. : ‘ :
17."CONTRACTS — ALLEGED-BREACH OF O&G’: LEASE ‘— - INSUFFICIEN-
CY OF EVIDENCE: — Where the record does not reveal that there
were any promises which the lessee under an oil and gas lease
-made which it had the power to fulfill that were not either fulfiil-
ed or diligently pursued, and there is no evidence to support the
lessors’ allegations of bad. faith and misconduct on the.part of
lessee, held, the findings of the chancellor that lessee had breach-
ed implied covenants of the lease, had failed to act in good faith,
-and had ‘abandoned the interests of the lessors, thereby entitling
them to cancellation of the lease, are clearly erroneous and the
decree must be reversed. :

Appeal from Columbia Chancery Court, Second Divi-
sion, Alex G. Sanderson, Chancellor on Exchange; reversed.

Keith, Cleg,;g‘& Eckert, and George C. Gibson, forlappellant.

‘Robert J. "Moffatt, Shreveport, -La., and Chambers &
Cbamber;, by: Melvin T. Chambers, for appellees.”

DARRELL Hickman, Justice. This is an appeal from a
Columbia County Chancery decree cancelling an_oil and gas
lease that . the appellant, Amoco Production Company, had
been granted by C. O. “Jack” Ware and others.

The chancellor found that the lease should be cancelled
because Amoco had breached implied covenants of .the lease,
had failed to act in good .faith and had -abandoned the in-
terests of the lessors.

‘On appeal,”Amoco raises four allegations of error, essen-
tially a.rguing that -the chancellor was wrong in his findings.
We agreé-with: Amoco that the court was in error m cancel-
lmg the lease and reverse the decree

v

The. pa;;,tigqlar,t:act of land involved in this case consists
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of about 73 acres and it is located in the South Half of the
Southwest quarter of Section 31, Township 19 South, Range
18 West in Columbia County, Arkansas. A consideration of
the issues in this case cannot be limited to just those concer-
ning this tract of land because it part of what is called
the Chalybeat Springs Oil and Gas Field. That field covered
an area of about seven miles in length with a width varying
from a half mile to two miles.

In 1971, Amoco drilled in this area and found oil
Thereafter, Amoco and others conducted extensive
geological surveys, collecting data and drilling other wells.
It soon became apparent that this particular oil field had a
gas cap; a formation of natural gas existed on top of the oil
formation. This meant that if the gas were drawn off, the oil
could not be recovered because the pressure in the natural
gas formation was needed to recover the oil. -

Therefore, it was decided the only reasonable and pru-
dent way to develop the field and recover the oil and gas from
it was to do so by making the entire field one unit, a
procedure called unitization. Unitization essentially means
that all of those who have a legal interest in the oil and gas
join. together in a common plan to gain effective production
from the field. In this case it was also decided that secondary
recovery procedures should be used. Gas from some wells
would be withdrawn and reinjected into the formation to
maintain pressure in the formation so that oil could be produc-
ed from other wells. Amoco held the major working interest
in the field. That interest was over 60%. Ware owned royalty
interests elsewhere in the field besides the tract in question,
and does not question Amoco’s dealings regarding those in-
terests.

Before Amoco was able to get a unitization plan ap-
proved by the Oil and Gas Commission, Murphy Oil Com-
pany filed for a drilling permit in the SW-1/4 of Section 31.
Murphy had a lease on most of 80 acres just north of Ware’s
tract. According to the geological data introduced as
evidence in this case, the outer limits of this oil field would
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not extend to the land that Murphy had a lease on. About six
acres of the north half of this quarter section was depicted as
having some of this field beneath it, the remainder having
‘none of the field beneath it — in other words, the Chalybeat
Field ended at about Ware’s north property line.

A hearing on the drilling permit was held before the Oil
and Gas Commission. Amoco was there as well as Ware and
others. The Oil and Gas Commission decided that a drilling
unit would consist of all the SW-1/4 of Section 31, 160 acres.
Effectively, this order meant that Murphy would be able to
share in the oil and gas that was beneath Ware's land — if
one accepted the geographical data as correct. The Oil and
Gas Commission generally determines what a drilling unit is
on the basis of acreage rather than geographical formations
underneath the earth. Amoco argued strenuously against
Murphy, offering evidence that there was little or no oil and
gas beneath Murphy’s tract and that it would be very unfair
to permit Murphy to share in the oil and gas. Ware was at the
hearing and testified on behalf of Amoco’s position.

Amoco filed a notice to appeal the Oil and Gas Com-
mission’s ruling but did not pursue it. Instead it entered into
a unitization agreement regarding the field which essentially
permitted Murphy to come into the field and share in the oil
and gas produced. Amoco presented evidence that Murphy
was included simply because the Oil and Gas Commission
had already effectively ruled that Murphy could share in the
oil and gas produced from the SW -1/4 of Section 31.

Ware sued Amoco alleging that it should have appealed
the decision of the Oil and Gas Commission, should not have
entered into the unitization agreement, had permitted
drainage to occur to his property and asked for money
damages and cancellation of the oil and gas lease.

The chancellor concluded that Amoco had permitted
drainage to occur to Ware’s tract of land but that Ware had
acquiesced in the drainage believing that unitization would
best serve his interests. Drainage is a term that simply
describes the process where one would lose oil and gas
beneath his property to wells operating on adjacent prop-
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erty. The chancellor declined to-award damages for. drainage
but ordered the lease cancelled. The chancellor found that
Amoco assured Ware of protection of his royalty interests and
that Ware relied on these assurances; that Amoco abandoned
Ware and, in effect, diluted Ware’s royalty interest by half;
Amoco was solely motivated in furthering its own interests in
entering into the unitization agreement and that Amoco, as a
lessee, owed a duty to “protect the interest” of the lessor and
had breached this duty.

Amoco certainly had a duty to act for the mutual advan-
tage of both Amoco and Ware. However, in determining if
Amoco did perform in a reasonable and prudent manner, due
deference should be given to the judgment of Amoco, as an
operator, regarding how development should proceed.
Amoco had to use sound judgment and not act arbitrarily.
Saulsberry v. Siegel, 221 Ark. 152, 252 S.W. 2d 834 (1952);
Poindexter v. Lion Oil Refining Co., 205 Ark. 978, 167 S.W. 2d
492 (1943).

A preponderance of the evidence shows that Amoco
acted at all times as a reasonable and prudent operator, that
there was no implied covenant in the lease that was breached,
and certainly there is not a preponderance of the evidence
that Amoco acted solely in its own interests.

Amoco had a duty to all of the leasehold interests in this
field, not just Ware. This duty was divided as to Ware
because he had other royalty interests in the oil field. All
other interests were best served by unitization.

The fact Murphy was granted a permit to drill a well in
this quarter section was a determination of rights, a finding of
principle — Murphy could share in the oil and gas produced
from the quarter section. Nobody ever deemed a well
desirable in the SW-1/4, not Murphy, Amoco, or Ware.

Ware indicated at the Oil and Gas Commission hearing
he did not want a well drilled on his 80 acres for two reasons.
First, it might produce a dry well and thereby deprive him of
any interest in the oil and gas produced from this field. Sec-
ond, he realized, and it was not disputed, that an oil well
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should not be drilled on this 80 acres because of the gas cap.
Such a well could not be a profitable producer. A well drilled
nearby to Ware’s tract was the well that conclusively proved
that a gas cap existed, and that well's production was severe-
ly limited so that the remainder of the field could be worked
and all of the oil and gas effectively recovered. It was not dis-
puted that if a well was drilled into the gas cap and not
limited, 1300 barrels of oil a day could be lost.

Amoco did have a small working interest in some of the
area to the north of Ware. Ware argues the unitization agree-
ment increased Amoco’s interest at the same time Ware's was
reduced; that Amoco proposed the unitization agreement
considering only its interests. Amoco had over a 60% working
interest in the field and owed the same duty to all of its royal-
ty interest holders it owed to Ware. To say that it acted solely
on its behalf is to ignore Amoco’s obligations to all the royalty
holders, as well as itself, and other producers and royalty
holders in the Chalybeat Field. Unitization was the only
answer for this field and the sooner the better.

After the Oil and Gas Commission ruled against Amoco
and Ware, Amoco entered into the unitization agreement.
Ware was present when that agreement was presented to the
Commission. There is no evidence, aside from the agreement
itself, that Amoco acted improperly.

The chancellor found that the lease had an implied cove-
nant for Amoco to “protect the interest” of Ware, and that it
breached this covenant. Essentially the chancellor found, that
Amoco had a duty and obligation to appeal the Oil and Gas
Commission’s decision to a court of last resort. We find no
such implied duty or obligation in the lease nor from the facts
in this case.

The parties had a comprehensive oil and gas lease with
the usual provisions and expressed covenants. An implied
covenant is one that may be reasonably inferred from the
whole agreement and the circumstances attending its execu-
tion. They are not favored by the law and can be justified
only upon the ground of legal necessity arising from the terms
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of the contract and the circumstances attending its execution.
20 Am. Jur. 2d, Covenants, § 12.

According to a leading authority in the field of oil and
gas law, there are essentially five types of implied covenants
in oil and gas leases: A covenant to drill wells within a
reasonable time, testing the land for oil and gas; a covenant
to drill test wells within a reasonable time after notice; a
covenant, if oil or gas be found in paying quantities, to
proceed with reasonable diligence in drilling sufficient
number of wells to reasonably develop the premises; a cove-
nant to protect the land from drainage through wells on ad-
joining lands, by drilling offset wells; and, a covenant to
market the produce of producing wells. Summers, The Law of
01l and Gas, Chpt. 13, § 395 (Vol. 2, 1959).

We find no authority for the type of implied covenant the
chancellor imposed in this case.

It may be the chancellor meant in this case that from the
facts and circumstances, Amoco had misled Ware or had
made promises upon which Ware relied to his detriment. We
disagree with that judgment. First, there is no evidence at all
that Amoco told Ware it would or would not appeal the deci-
sion of the Oil and Gas Commission. It did file a notice of
appeal and it did withdraw that notice. In neither instance
did it notify Ware. Therefore, he was not misled by the sim-
ple fact the appeal was not pursued.

Furthermore, Ware himself could have appealed the
decision of the Oil and Gas Commission. Ark. Stat. Ann. §
53-120 (Repl. 1971). '

Whether the Oil and Gas Commission was right in
holding as it did is not before us. To examine that issue would
be collateral attack on the order of the Oil and Gas Com-
mission and such an attack is not permitted.

The appellee offered no evidence that Amoco made a
“deal” with Murphy to Ware’s detriment or did anything ex-
cept acquiesce in the judgment of the Oil and Gas Commis-
sion. There is no evidence at all that the Commission’s deci-
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sion would be readily reversed by a reviewing court. Amoco
simply used its best judgment and proceeded to have a un-
itization order entered regarding this field in conformity with
what the Oil and Gas Commission had already decided — as
it related to this particular quarter section of land.

There is a duty for an operator to act reasonably and
prudently regarding production. In this case Amoco’s judg-
ment regarding this entire field must be considered to deter-
mine if it acted reasonably and prudently. At every instance it
attempted to prevent waste and proceed with unitization. It is
only regarding this one section of land that it is accused of
favoring its own interest over that of a lessor. Whether drain-
age occurred to Ware's oil and gas was sharply disputed.
Reviewing the evidence de novo we cannot say a
preponderance of the evidence is that drainage did occur to
Ware’s property.

An almost identical situation occurred in nearby Section
28. Persons holding oil and gas interests in the North Half of
the Southwest Quarter of that section were permitted to
share on a pro rata basis, according to acreage, with in-
dividuals holding an interest in the south half. The geological
data for Section 28 is about the same as that for Section 31; it
seems the persons holding interests in the north half will
share, to their advantage, with those holding interests in the
south half. So Ware’s situation was not unique.

It is suggested that no one holding an interest outside the
geological perimeter of the field should be permitted to share
in the proceeds. That is a nice concept. However, drilling un-
its and unitization are normally, if not always, determined by
acreage, and not by geographical lines that indicate whether
oil may or may not be under the surface. What lies un-
derneath the ground cannot be determined exactly unless
wells are drilled. We cannot review the Commission’s find-
ing in this appeal; we cannot say it was absolutely wrong for
the Commission to allow Murphy to share in the production.

Ware’'s posture in this case is essentially that he wants
the best of all possible worlds. He did not want a well drilled
on his land because it might deprive him of his royalty if the
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hole were dry; also, he knew that a well drilled would not be
productive because of the gas cap. Nor did he want any adja-
cent property owners to share in the production. Amoco had
a choice, after the permit was granted .to Murphy, to either
drill the well -or permit Murphy to drill it at an extreme
penalty to Amoco. Either way, Amoco lost and Ware lost.
Nobody wanted the well, only the benefits if the field were
unitized. Ware argues that Amoco’s loss was diminished
when the unitization agreement was approved; that- unitiza-
tion cut Amoco’s losses. That may be- true, but that alone is
insufficient to support a finding of -self-dealing. If unitization
had not been approved and if the case had been appealed to a
court of last resort, whatever that court may be, it could have
worked to a greater detriment to both Amoco and Ware.
Furthermore, it would obviously have worked to the detri-
ment of the othér parties, including Ware, who had an in-
terest in the field. The evidence indicates that the reasonable
and prudent thing to do is exactly what Amoco d1d

Ware argued at the -trial level and on appeal that '»Amoco
acted in bad faith throughout this entire period of time. At
one point Ware argued that Amoco damaged him by delay in
appea.ling the decision of the Oil and Gas Commission. Now
Ware is arguing that it was wrong not.to appeal the decision
of the Oil and Gas Commission. There were numerous
allegations of bad faith and misconduct on the part of Amoco
but there was no evidence to support those allegatlons Ware
testified that any promises that were made were brought out
in the testimony before the Oil and Gas Commission. We
have examined the record and we can find no promise Amoco
made that Amoco had the power to fulfill that was not done
or diligently pursued

For the reasons stated we must conclude the ﬁndmgs
are clearly erroneous and the decree is reversed.-

Reversed. e 3



