Presenting a live 90-minute webinar with interactive Q&A

Section 363 Sales in Oil & Gas Bankruptcies:
Purchasing Oil & Gas Assets
Navigating Procedures for Bankruptcy Acquisitions, Weighing
Considerations Unique to Oil and Gas Assets, Mitigating Risks
TUESDAY, OCTOBER 3, 2017

1pm Eastern

|

12pm Central | 11am Mountain

|

10am Pacific

Today’s faculty features:
Joe Epstein, Managing Member, Joseph G. Epstein, Houston
Matt Ferris, Partner, Haynes and Boone, Dallas
Ira L. Herman, Partner, Blank Rome, New York

The audio portion of the conference may be accessed via the telephone or by using your computer's
speakers. Please refer to the instructions emailed to registrants for additional information. If you
have any questions, please contact Customer Service at 1-800-926-7926 ext. 10.

Tips for Optimal Quality

FOR LIVE EVENT ONLY

Sound Quality
If you are listening via your computer speakers, please note that the quality
of your sound will vary depending on the speed and quality of your internet
connection.
If the sound quality is not satisfactory, you may listen via the phone: dial
1-866-869-6667 and enter your PIN when prompted. Otherwise, please
send us a chat or e-mail sound@straffordpub.com immediately so we can
address the problem.
If you dialed in and have any difficulties during the call, press *0 for assistance.

Viewing Quality
To maximize your screen, press the F11 key on your keyboard. To exit full screen,
press the F11 key again.

Continuing Education Credits

FOR LIVE EVENT ONLY

In order for us to process your continuing education credit, you must confirm your
participation in this webinar by completing and submitting the Attendance
Affirmation/Evaluation after the webinar.
A link to the Attendance Affirmation/Evaluation will be in the thank you email
that you will receive immediately following the program.
For additional information about continuing education, call us at 1-800-926-7926
ext. 35.

Program Materials

FOR LIVE EVENT ONLY

If you have not printed the conference materials for this program, please
complete the following steps:
•

Click on the ^ symbol next to “Conference Materials” in the middle of the lefthand column on your screen.

•

Click on the tab labeled “Handouts” that appears, and there you will see a
PDF of the slides for today's program.

•

Double click on the PDF and a separate page will open.

•

Print the slides by clicking on the printer icon.

Section 363 Sales in Oil & Gas Bankruptcies:
Purchasing Oil & Gas Assets
Joe Epstein, Managing Member
Joseph G. Epstein
joe@epsteintexaslaw.com

Matt Ferris, Partner
Haynes and Boone
matt.ferris@haynesboone.com

Ira L. Herman, Partner
Blank Rome
iherman@blankrome.com

Section 1 The Bankruptcy Sale Process
○ How does bankruptcy law facilitate/restrict the
ability of parties to buy and sell distressed assets?
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Two Main Paths for Disposition of Debtor’s
Assets and/or Business through Bankruptcy

○ Section 363 sale - advanced by motion practice

○ Reorganization Plan under Section 1129 – advanced
by standards in the Bankruptcy Code and Bankruptcy
Rules
7

What is a § 363 Sale?
○ Section 363 permits debtors to sell some or all assets
of bankruptcy estate
○ Section 363 provides for the trustee (or Debtor in
Possession) to “use, sell, or lease, other than in the
ordinary course of business, property of the estate”
○ A sale based on the business judgment of
management, subject to bankruptcy court approval
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What is a § 363 Sale? (cont.)
○ Sale is “free and clear” of liens, claims,
encumbrances or other interests including
restrictions on use – See § 363(f)
− Contractual covenants no longer attach
− Covenants running with land continue
− Obligations of ownership continue
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Influencing the Sale Process
○ Assets in bankruptcy are not automatically “for sale”

○ At the beginning of a bankruptcy case, the debtor has control
over the process, but, the debtor’s control has limits
− See § 1121(b)-exclusivity;

− § 1121(d)(2)(A)- extension of exclusivity;
− Unsecured Creditors’ Committee or any creditor may attempt to gain
control by (1) seeking examiner or trustee (mismanagement); or (2)
proposing a plan; and

− A cramdown plan (after expiration of exclusivity) can include an
involuntary sale
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Influencing the Sale Process (cont.)
○ Interested buyer that is not a creditor has limited standing
− May purchase a claim to establish standing
○ Interested parties have standing to complain about the
process
− Join forces with Unsecured Creditors’ Committee;
− Seek to be a DIP Lender;

− Terminate plan exclusivity; and
− File a competing plan
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Distressed M+A Issues:
Buyer Risk Considerations
○ What are some of the risks a prospective buyer faces
with respect to a distressed M+A transaction
completed –
− prior to a bankruptcy filing, including fraudulent
transfer risk
− to be completed after a bankruptcy filing
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Benefits of a § 363 Sale Process
○ Often better than a foreclosure or receivership for
maximizing value
○ Bankruptcy M+A timeline is often shorter than nonbankruptcy alternatives
− Management and advisors, rather than third party, runs the
sale process (greater knowledge of the assets)
− Consent of all parties (including lender) not required
− Finality (mootness and the value of a “Final Order”)
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The § 363 Marketing Process
○ Debtor engages investment banker
− Investment bankers and advisors with industry
expertise and contacts work with the debtor to market
the company and design sale process
− Not uncommon for senior lender to recommend
potential investment bankers and play consultation
role in the process
− Value added proposition in serving to equalize offers
and aid in due diligence process and management
meetings
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The § 363 Marketing Process (cont.)
○ Debtor opens data room
− Potential purchasers conduct due diligence – special oil and
gas concerns
o Later in the program we will discuss (a) various types of
economic interests (ownership and others) that may exist
with regard to oil and gas assets, and (b) regulatory issues
that impact the ownership, production and purchase and sale
of oil and gas assets
o Both of these items create due diligence issues unique to oil
and gas transactions

○ Timing of a sale can be driven by due diligence and
regulatory issues unique to oil and gas transactions
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What is a Stalking Horse Bid?

○ A “Stalking Horse” bid is an initial bid on a bankrupt
company's assets from an interested buyer chosen by the
debtor. From a pool of bidders, the debtor chooses the
stalking horse to make the first bid. This method allows the
debtor to avoid low bids on its assets.
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Selection of Stalking Horse Bidder
○ Selection of a “Stalking Horse” bidder
− the bidder has to be able to buy and operate and meet any
regulatory requirements that may govern in the applicable
jurisdiction

○ The terms of the stalking horse asset purchase
agreement (APA) establish a viable framework for all bids
and can anticipate regulatory and other issues that will
have to be addressed by any competing bidders
○ The Importance of back-up bidders in oil & gas cases
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Break-up Fees

○ Range of 1 to 3 percent
○ Expense reimbursement
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Bid Protections for a
“Stalking Horse” Bidder
○ Initial overbid protection
○ Minimum bid increment amounts
○ Due diligence requirements and limitations
○ Timing of the sale
○ Competing bidder qualification and bid deposit
requirements
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Hypothetical § 363 Sale Timeline
(Motion Pathway)
Event
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Date

Petition Date

October 15

Motion to Approve Bid Procedures and Sale of Assets

October 15

Hearing to Approve Bid Procedures

October 31

Notice of Sale Process and Bidding Procedures

October 31

Bid Deadline

December 1

Notification of Qualifying Bids

December 4

Auction

December 6

Sale objection deadline

December 8

Sale Hearing

December 10

Entry of Sale Order

December 11

Closing

December 27

Section 2 –
Distressed Oil & Gas Asset Acquisition
Opportunities
○ Secured lender (RBL, term debt, secured notes)
supported sale process
− Typically includes a pre-bankruptcy marketing process

− Debtor files bankruptcy for the purpose of completing
the sale process
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Consensual Sale Process
○ Secured lender finances the 363 sale process
− Key provisions in DIP/Cash Collateral Orders:
o Sale milestones

o Stipulations as to the validity and priority of debt/liens
− Amount and priority of m&m lien claims?
− Establishing right to credit bid

− Is a secured lender/lender group a potential bidder for
the assets?
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Credit Bidding
○ Secured creditors are permitted to credit bid See 11 U.S.C. § 363(k)
− A secured creditor can credit bid up to the amount
of its indebtedness, but no more than the value of
its collateral
− A subordinated secured lender may credit bid
provided it “cashes out” any senior lender (unless
otherwise agreed by such senior lender)
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Credit Bidding (cont.)
○ A secured creditor cannot be denied the right
to credit bid other than “for cause”
− See RadLAX Gateway Hotel, LLC v. Amalgamated Bank, 132
S. Ct. 2065 (2012)

○ What may constitute “cause” after RadLAX?
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Credit Bidding (cont.)
○ Credit bidding, in some circumstances, may serve to “chill the
bidding”
○ A number of courts have held that if bidding is being “chilled” that
may give rise to the level of “cause” necessary to deny the right to
credit bid
− See In re Fisker Auto. Holdings, Inc., 510 B.R. 55 (Bankr. D.Del. 2014); In re Free
Lance-Star Publishing Co. of Fredericksburg, VA, 512 B.R. 798 (Bankr. E.D.Va.
2014)
− But “cases that cite concerns about cilling a bid almost invariably also feature
some other factor that support a limitation on the creditor.” In re Aerpostale,
Inc., 555 B.R. 369, 417 (Bankr. S.D.N.Y. 2016)

○ If a dispute exists as to the validity, priority or amount of a secured
claim, it may create issues to preclude or restrict credit bidding
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Changing Trends in Oil & Gas Chapter 11
Exit Strategies
○ In the first half of 2015, the majority of exits from oil & gas
chapter 11 cases took the form of Section 363 sales
○ Beginning in mid-2015, debt-to-equity restructurings and
reorganizations started to become more prevalent,
particularly for larger E&P companies
○ Use of lock-up agreements (a/k/a “Plan Support
Agreements”), which provide that parties will agree to a plan
if it contains certain pre-negotiated terms, have also become
more prevalent
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Changing Trends in Oil & Gas Chapter 11
Exit Strategies (cont.)

27

Identifying Oil & Gas Assets for Acquisition
in the Current Environment
○ When identifying an opportunity, investors need to assess the
situation and utilize their knowledge of the capital stack,
associated capital costs, reorganization risk, market risk and
timeline to make an oil & gas acquisition. Issues to consider
include:
− Type and location of assets
− Company’s ability to service debt and generate cash flow
− What does the “capital stack” look like?
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Identifying Oil & Gas Asset for Acquisition
in the Current Environment (cont.)
− Is there a “fulcrum security”?
o Valuation of underlying assets
− Increased prevalence of ad hoc and official equity committees

o Buying a position in the fulcrum security

− Is it better to buy a position before or after the bankruptcy
filing?
− Is there an opportunity to “loan to own,” either by
acquiring existing debt or providing debtor-in-possession
financing?
o Challenges involved in a “priming” fight

29

Section 3 –
Executory Contracts and Unexpired leases
○ Section 365 – An Introduction
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Contracts and Leases – §§ 363 and 365
○ A trustee or DIP may assume or reject executory contracts, or
assume and assign, and unexpired leases pursuant to § 365
○ Asset sales frequently are tied to the assumption and
assignment of executory contracts and unexpired

○ Assumption and assignment of contracts, as part of a § 363
sale of assets, requires specific notice to each counterparty,
and, where there is a default, the –
− “cure” of many such defaults, and

− “adequate assurance of future performance”
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Contracts and Leases – §§ 363 and 365 (cont.)
○ Asset sales frequently are tied to the assumption and
assignment of executory contracts and unexpired
leases
− Later in the program, we will discuss at length how
§ § 363 and 365 apply to oil & gas leases and other
contracts that regularly are used in connection with
exploration & production efforts
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Section 4 –
The Oil and Gas Regulatory Overlay
○ The applicable regulatory regimes may restrict a seller’s
ability to close a sale
○ Numerous governmental authorities may be involved,
including:
− State regulatory agencies (e.g. Texas Railroad Commission)
− Bureau of Land Management and Department of Interior
(leases on Federal land)
− DOI / BOEM / BSEE (OCS leases)
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Oil and Gas Regulatory Obligations
○ State and federal obligations will likely impact buyers and
sellers of oil & gas assets
− Consent to assignment of leases
o

See, e.g., 30 U.S.C. § 187 (onshore); 43 U.S.C. § 1337(e) (offshore)

− Decommissioning (plugging and abandonment; reclamation and
remediation)
o

See, e.g., 30 U.S.C. § 187(b) (relinquishment of oil and gas leases does not release
lessee from decommissioning obligations); Tex. Nat. Res. Code Ann. Chapter 89

− Surety bonds/financial assurance
o
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See, e.g., 43 C.F.R. Part 310 et seq. (onshore); 30 C.F.R. §§ 556.900-556.901 (offshore)

Applicable Energy Regulations - Risks and
Considerations
○ PSA should address required consents for transfer/assignment
of oil & gas assets
− Condition to closing
− Purchase price adjustment
− Right of termination

○ Buyer (and seller) beware: timeframe to obtain required
consents varies
○ PSA should also address buyer’s replacement of bonds, letters
of credit and guarantees
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Applicable Energy Regulations - Risks and
Considerations (cont.)
○ When a debtor’s property includes interests in
unproductive assets, the debtor may seek to
abandon such interest to relieve the estate of
burdensome liabilities pursuant to 11 U.S.C. §§ 554
or 365
− Issue: May a debtor exercise its “abandonment” or
“rejection” power to avoid regulatory obligations
germane to oil & gas assets?
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Applicable Energy Regulations – Risks and
Considerations (cont.)
○ Courts generally have held that a debtor’s
abandonment and/or rejection power does
not release or modify regulatory obligations
○ A bankruptcy court generally does not
substitute its judgment for the judgment of a
regulatory authority
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Section 5 Agreements Related to
Production of Hydrocarbons
○ Oil and Gas Leases
○ JOAs
○ M&M Lien Issues
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Oil and Gas Leases – Risks and
Considerations
○ The nature of the property right created by an oil and
gas “lease” varies from state to state. In Texas and
Pennsylvania, oil and gas leaseholds are classified as
real estate, while in Kansas, a lease is essentially a
license to go upon the land in search of oil, and it is
subject to assumption or rejection under § 365
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Oil and Gas Leases – Risks and
Considerations (cont.)
○ Although the parties cannot control whether a lease
will be characterized as an executory contract or
unexpired lease, a lessee can prepare for the risk of
rejection in bankruptcy by crafting and defining its
rights under the lease so that they will likely be
found to be “in and appurtenant to the real
property” under § 365(h)
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Joint Operating Agreements – Risks and
Considerations
○ Joint operating agreements are uniformly held to be
executory contracts, and therefore they can be
assumed or rejected under § 365 (E.g., Wilson v. TXO
Prod. Corp. (In re Wilson), 69 B.R. 960, 963 (Bankr.
N.D. Tex. 1987))
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Joint Operating Agreements – Risks and
Considerations (cont.)
○ Although the risk of rejection cannot be entirely eviscerated, a
party may mitigate that risk by (1) including a standard
provision ensuring that the joint operating agreement is
construed as an executory contract and providing for
adequate assurance of performance; (2) filing a memorandum
of the operating agreement of record to protect any
contractual lien rights; (3) negotiating for and preserving
offset and recoupment rights; and (4) drafting the operating
agreement to protect certain rights as covenants running with
the land, which are not subject to rejection in bankruptcy
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CounterParty Risk Assessment and
M&M Lien Issues
○ Counterparty risk – what happens when an oil field
service provider files for bankruptcy relief or
breaches its agreement with an operator?
○ M&M liens generally
○ What happens to M&M liens in bankruptcy?
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Identifying Credit Risk Created By
Bankruptcy and Similar Debt Relief Laws
○ Non-Payment Risk
○ Voidable Constructively Fraudulent Transfers
− Query: Did your account debtor pay or did a related
entity that is now in a bankruptcy case pay the invoice
in question?

○ Voidable Preferential Transfers
− Credit managers should understand the statutory
elements and defenses (Section 547) when assessing
the credit risk of doing business with a financially
distressed entity
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Section 6Oil and Gas Interests and their Treatment in
Bankruptcy
○ “Oil and gas financing is a strange world of its own …
In attempting to convert dreams of black gold to hard
cash, aspiring capitalists split the property interest in
oil into more fragments than the atom or the
rainbow” (Jones v. Salem Nat’l Bank (In re Fullop), 6
F.3d 422, 424 (7th Cir. 1993))
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Quick Reference for Oil & Gas Interests
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Mineral Interests

○ Mineral Rights Ownership

− The owner of oil and gas deposits under the
surface, including the exclusive right to
explore, drill and produce
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Mineral Interests (cont.)
○ Disparate State and Federal Non-Bankruptcy Laws
Determine How Oil and Gas Interests Are Treated
− These distinctions are rendered moot for Bankruptcy Code
purposes, as mineral interests held by a debtor are within
the definition of “property of the estate” under § 541
− Thus, even when such mineral rights may be considered to
be contingent or non-possessory under applicable state law
– such interests still are “property of the estate”
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Working Interests
○ Working Interests
− A mineral interest owner – whether an individual or
government entity – often is not in the business of
exploration and production
− Lack of expertise
− Need for capital
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Working Interests (cont.)
○ What does a working interest entail? The exclusive
right to explore, drill and produce the oil and gas

○ Interest conveyed
− Operating interest
− Working interest
− The working interest holder pays all expenses for
exploration, development, and, eventually (hopefully)
production in paying quantities
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Working Interests (cont.)
○ A working interest does not exist in perpetuity
○ Termination may be due to:
− The failure to meet specified production requirement
− The end of the productive life of a well
− A date agreed upon by the parties
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Working Interests (cont.)
○ The treatment of working interests under §§ 363
and 365
− Non-bankruptcy law will govern the legal character of a
working interest
− Query: Is the working interest an “executory contract”
or “unexpired lease,” subject to assumption and
assignment or rejection under § 365 or is the working
interest a different type of property interest that is not
subject to the § 365 regime?
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Royalty Interests
○ Royalty Interests
○ The owner of a “royalty interest” is entitled to share
in a stated portion of gross production, if any, but has
no right to enter the land and extract the minerals
○ As such, the royalty interest is a “nonworking”
interest – i.e. the holder of a royalty interest is not
obligated to pay any of the costs associated with
exploration or production
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Royalty Interests (cont.)
○ A “landowner’s royalty interest” is a type of interest
commonly dealt with by bankruptcy courts, as it is
the interest retained when a mineral right owner
grants a working interest

○ Are funds held by an E&P debtor, subject to a
landowner’s royalty interest, property of the
bankruptcy estate?
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Overriding Royalty Interests
○ “Overriding Royalty Interests (“ORRIs”)”
− Unlike a landowner’s royalty interest, an “overriding
royalty interest” typically is carved out of a working
interest
− As a general matter –
o “perpetual ORRIs” last for the life of the lease between the working
interest holder and the mineral rights holder
o “term ORRIs” are limited in duration until a specified volume of
production or stated value of production is reached
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Net Profits Interests
○ Net Profits Interests
○ Similar to ORRIs, “net profits interests” or “NPIs,” are
carved out of a working interest, but net profits
interests are only payable to the NPI holder out of the
profits earned from production over a contractually
agreed-upon time period
○ Under state law, NPI’s generally are considered to be
an interest in personal property rather than real
property, even in jurisdictions where royalty interests
are considered to be interests in real property
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Production Payments
○ Production Payments
○ Production payments, like ORRIs, refer to an interest created
out of the lessee’s estate, which is a share of the minerals
produced from described premises, free of the costs of
production at the surface

○ Production payments, in contrast, terminate either
− Upon the expiration of the lease, or

− When the owner of the production payments has received
the agreed quantum of production or dollar amount from
the sale of production
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The End
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