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Letters of Intent and
Environmental Due Diligence

Letters of Intent (“LOI”)
• To facilitate the start of a business deal or project
between parties by identifying the key business
and contractual understanding that will form the
basis of the final contract
• May also be referred to as a Memorandum or
Letter of Understanding or a Term Sheet
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Why Use an LOI
• Potential benefits of an LOI
• Determine if can agree to fundamental deal terms
• Determine fundamental terms before expending
substantial resources
• Protection of information should the deal collapse
• Allow time for performance of pre-final contract due
diligence
• Potential negatives to using an LOI
• Not binding
• Fundamental terms may not work in final agreement
• Expend significant resources without ever reaching
a final and enforceable deal
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LOI Enforceability
• Letters of Intent can be:
• Binding
• Non-binding
• Partially binding
• The obvious intent of your LOI must be apparent
from its plain wording.
•
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“This is my word. And as such is beyond
contestation.” (A Knights Tale)

Understanding LOI’s
• Binding or Non-Binding
• Assume binding and enforceable unless strong disclaimer
• Avoid magic words such as offer, acceptance, agreed, or terms to be
negotiated
• Terms “good faith” or “good faith effort” may be binding, but arguably
no damages if breached
• If non-binding , specifically state the “agreement is not enforceable by
either party” or “for discussion purposes only and does not create,
waive, or modify any right, obligation, claim or liability” or similar
language
• Do not rely upon “subject to legal documentation” or similar language
to indicate the letter is not binding (some evidence, but not conclusive)
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LOI’s Can Contain Both Binding
and Non-Binding Provisions
• Partially Binding
• Be specific and identify any binding provisions (by
paragraph number)
• Disclaim all other provisions are binding
• Specifically identify a certain period any provisions are
binding and enforceable
• Specifically identify when any binding and enforceable
provision will terminate
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Common Binding Provisions
• Access for due diligence
• Exclusive dealings
• Non-Solicitation of employees or customers
• Conduct of business
• Confidentiality; materials returned
• Termination rights (anytime/after certain period;
with/without cause; in writing; to whom; penalty)
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Confidentiality
• Internal provision or separate agreement
• Identify whether the LOI itself is confidential
• Identify what information is confidential
• Identify who can receive the information
• Identify any exceptions
• Penalties
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LOI Takeaways
• Be clear, specific and complete
• Use simple wording
• Specifically identify each binding and non-binding
provision
• State everything you believe is necessary to the
agreement and stop
• Brevity can be your friend
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Environmental Due Diligence:
Protecting Against Environmental
Liabilities
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Benefits of Environmental
Due Diligence
• Identify and address environmental concerns before the
transaction closes
• Potential liability protection under certain environmental
statutes
• Assess environmental risks
• Use in negotiating contract terms
• Determine who is responsible for any further
investigation or potential corrective action
• Minimize potential legal claims
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The Problem We Want to
Prevent…
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Environmental Due Diligence
Considerations
• Access Agreement – written, breadth, period,
insurance
• Discover potential onsite conditions (Phase I and
Phase II ESAs)
• Reporting obligations
• What do you want to know
• Compliance/Violations – current status; history
• Permits and Licenses - current status; all necessary
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Considerations

(cont’d)

• Discover activity Use Limitations - deed
restrictions
• Determine potential liability for offsite
conditions/disposal
• Are records available of chemical storage, use and
disposal
• Communications with regulatory agencies
• History of prior owners and operators
• Environmental insurance coverage
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CERCLA Liability
• WHO: Potentially Responsible Parties (PRP’s)
•
•
•
•

Current and former owners and operators
Companies that arranged for disposal
Transporters
Generators

• Retroactive and Strict Liability
• Joint and Several Liability
• Statute of Limitations

• Six Years (after remediation initiated) or
• Three Years (after removal completed)
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CERCLA Liability
Plaintiff must prove by a preponderance of the
evidence
• a release covered by CERCLA
• incurred response costs
• response costs were necessary
• defendant is a PRP
Once a defendant is proven to be a PRP
• a presumption of liability arises
• burden shifts to the PRP to disprove liability
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PRP Defenses Under CERCLA
• Sole Act of God
• Sole Act of War
• Sole Act of Third-Party with no contractual relationship*
• Innocent Landowner – no reason to know of contamination
• Bona Fide Prospective Purchaser – knowledge of contamination
• Contiguous Landowner – onsite contamination coming from
contiguous properties
• EPA Guidance states it will ignore contractual relationship when evaluating
potential tenant liability for purposes of safe harbor defenses.
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Bona Fide Prospective
Purchaser Defense
• Satisfy AAI requirements before the date of the
transaction
• Know, or have reason to know, of contamination

• Contamination occurred before the transaction
• Have no affiliation with any prior owner or
operator
• Satisfy continuing obligations
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All Appropriate Inquiry
• AAI is a process of evaluating a property’s environmental
condition and assessing the likelihood of any contamination.
• Applies to all entities and individuals acquiring an interest in
property for non-residential use who may seek protection from
CERCLA liability.

• The AAI Final Rule provides that the American Society for
Testing and Materials (ASTM) E1527-05 and ASTM E1527-13
standards for conducting Phase I ESA’s are consistent with
satisfying the AAI rule.
• Best practices are to insist on compliance with the ASTM F152713 standard.
• Whether a party meets AAI requirements is a question of law
and fact.
23
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Potential Liability Protection
• Satisfy AAI by securing a Phase I ESA
compliant with ASTM E-1527-13 and of which
you are an authorized user.
• Conduct further recommended investigation,
if any.
• Satisfy Ongoing Obligations.
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What is a Phase I ESA?

A Phase I ESA is a qualitative assessment to
identify:
• Recognized Environmental Conditions
(RECs)
• Controlled Recognized Environmental
Conditions, (CREC’s), and
• Historic Recognized Environmental
Conditions (HREC).
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What is a Recognized
Environmental Condition (REC)?
• The presence or likely presence of any
hazardous substances or petroleum
products in, on, or at a property:
(1) due to any release to the environment;
(2) under conditions indicative of a release to
the environment; or
(3) under conditions that pose a material
threat of a future release to the
environment.
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What is a Controlled Recognized
Environmental Condition (CREC)?
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•

a REC resulting from a past release of hazardous
substances or petroleum products that has been
addressed to the satisfaction of the applicable
regulatory authority (e.g., as evidenced by the issuance
of a NFA letter or equivalent, or meeting risk-based
criteria established by regulatory authority)

•

with hazardous substances or petroleum products
allowed to remain in place subject to the
implementation of required controls (e.g., property use
restrictions, AULs, institutional controls, or engineering
controls)…

•

a CREC shall be listed in the Findings Section of the
Phase I ESA report, and as a REC in the Conclusions
Section of the report.

Historical Recognized
Environmental Condition (HREC)
• “a past release of any hazardous substances
or petroleum products that has occurred in
connection with the property and has been
addressed to the satisfaction of the
applicable regulatory authority or meeting
unrestricted use criteria established by a
regulatory authority, without subjecting the
property to any required controls (e.g.,
property use restrictions, AULs, institutional
controls, or engineering controls).
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What is a De Minimis
Environmental Condition?
• De minimis means too trivial or minor to merit
consideration
• A de minimis condition does not present a threat
to human health or the environment and
generally would not be subject of an enforcement
action if brought to the attention of appropriate
government agencies.
• De minimis conditions are not recognized
environmental conditions
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REC-HREC-CREC Relationship
Contamination
in, at or on the
target property.

Is it de minimis?

NO

Has it been
addressed?

YES

YES
NO

De minimis
(“Not a REC”)

REC
(“Bad REC”)

HREC
(“Not a REC”)

CREC
(“Good REC”)

YES

Would
regulatory
officials view
cleanup as
inadequate
today?

NO

YES

Are there
restrictions?

NO

Who Can Perform a Phase I ESA
• Environmental Professionals (EP’s) only
• PE or PG plus equivalent of 3 years fulltime relevant experience; or
• Government licensed or certified to do
Phase I’s plus 3 years of full-time
relevant experience; or
• Bachelor’s or higher degree from an
accredited institution in science or
engineering plus 5 years of full-time
relevant experience; or
• 10 years equivalent full-time relevant
experience
An EP must remain current in his/her field
via continuing education or similar
activities.
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What is in a Phase I ESA?
✓
✓
✓
✓
✓

Governmental Database Reviews
Historic Document Reviews
Historic Aerial Photos and Maps
Findings
Conclusions and Recommendations

✓ Site Reconnaissance
✓ Interviews with Owners/Operators
✓ Property/Building Descriptions
✓ Historical and Current Land Use

✓ User Provided Information (Questionnaire)
✓ Environmental Lien and Activity Use
Limitation Search
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A Standard Phase I ESA
Does Not Answer
✓ Soil and groundwater
contamination
✓ Asbestos
✓ Radon
✓ Lead-Based Paint
✓ Lead in Drinking Water
✓ Wetlands
✓ Regulatory Compliance
✓ Oil & gas wells
34

✓Cultural Resources
✓Industrial Hygiene
✓Health and Safety
✓Ecological Resources
✓Endangered Species
✓Indoor Air Quality
✓Mold
✓Biological Agents
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Limitations of the Phase I ESA
• Limited shelf life – up to 1 year, but:
✓Portions must be updated within 180 days of the
transaction

• Does not include all environmental concerns or
provide protection from all environmental laws
• Can be used by, and provide protection for, the
identified User(s) only
✓ Reliance letter allows
Questionnaire required)
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third

party

use

(User

Phase I ESA Sections that Expire if More
than 180 Days Before the Transaction
• Site Reconnaissance
• Interviews
• Environmental Liens
• EDR Report
• EP Declaration and Signature

37

Practical Weaknesses
of Phase I ESA’s
• Relatively Low Cost
• Limitation of Liability Clause
• Disclaimers
• Limited Reliance
• Gateway for Potential Further Work
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Most Common Phase I ESA
Problem Areas
•
•
•
•
•
•

No interviews
No environmental lien/AUL searches
No vapor assessment
Significant data gaps
Expired sections
No user questionnaire or user questionnaire
completed by someone else
• Prepared for someone else (with no reliance letter)
• Conclusions and/or Recommendations are unclear or
incomplete
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When a Phase I ESA Recommends
Further Investigation
• Investigate RECs through a Phase II ESA
✓ Determine the scope of the investigation
✓ Determine who will pay for the Phase II ESA and any
response action
✓ Determine if soil, groundwater and/or vapor is
impacted at levels that require additional
investigation, monitoring, or corrective action
✓ If no impacts above regulatory limits, the report is
issued and this portion of the purchaser’s due
diligence is complete
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What is the Value of a Phase II
ESA?

• Actual sample and testing of soil, groundwater
and/or vapor
• Provides data to determine if further investigation
or action is necessary
• Provides a more complete environmental baseline
• Helps to determine who is potentially responsible
for any required further investigation or action
• Evaluate potential liability and human health risks
• May impact negotiations in a property transaction
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Phase II ESA Scope and Report
SCOPE
• Determine
number
and
locations of sampling points,
the media to be sampled and
what tests will be performed.
• Collect and analyze soil,
groundwater and/or vapor
based on Phase I RECs
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REPORT SECTIONS
•
•
•
•
•
•

Purpose or goals and objectives
Summary of field activities
Summary of analytical results
Health Risk Assessment
Data Validation
Conclusions & Recommendations

Limitations of a Phase II
• Not a fully comprehensive site assessment
• Scope limitations - locations, COC, media, type
testing
• Data gaps and assumptions
• Limitations and Disclaimers
• Does not quantify the environmental risk
• Does not usually provide an action plan
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Ongoing Obligations
•
•
•
•

After the transaction
Comply with and not imped land use restrictions
Not impede the performance of any response action
Exercise “due care” (ILO) or “appropriate care”
(BFPP) by taking reasonable steps with respect to
hazardous substances on the property
• Cooperation, assistance and access
• Compliance with information requests and subpoenas
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Due Diligence Takeaways
• The safe harbor defenses require AAI and
compliance with ongoing obligations
• Strict compliance with ASTM standard is
required
• Make sure your EP is qualified and carries
sufficient liability insurance
• Know the EP’s contract language, warranties,
limitations and disclaimers
• Learn to identify red flags in ESAs
45
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Structuring Oil and Gas Property
Purchase and Sale Agreements: Key
Considerations and Provisions
Strafford Webinar
August 9, 2018
Tax Considerations and Key Provisions in the
Purchase and Sale Agreement

John T. Bradford
Liskow & Lewis

Oil and Gas Property
Purchase and Sale Agreements
• Why are these agreements entered into?
– Seller
• Expected property development costs exceed debt and
equity capital available
• Unfavorable future commodity price expectations
• Distressed financial condition requires the sale
• Generate taxable income to absorb net operating losses

– Purchaser
• Favorable future commodity price expectations
• Debt and equity capital available to finance development
• Favorable balance sheet allows the purchase

Copyright © 2018 by John Bradford. All rights reserved.
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Oil and Gas Property
Purchase and Sale Agreements
• What are Seller and Purchaser trying to achieve in
the oil and gas property purchase and sale
transaction from a tax perspective?
– Seller generally wants the highest after-tax realization
of sales proceeds in a transaction that terminates
Seller’s obligation to bear costs for the property
– Purchaser wants the lowest after-tax cost of
acquisition with the highest future after-tax cash flow
from oil and gas production

• Question: Is a purchase and sale transaction the
right transaction to achieve either Seller’s or
Purchaser’s tax objectives?
Copyright © 2018 by John Bradford. All rights reserved.
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Oil and Gas Property
Purchase and Sale Agreements
• What oil and gas property interest is being purchased
and sold?
– Working interest: a cost-bearing property interest that has
the right to explore for, develop and produce the oil and
gas (the “executive rights”)
• Continuing, operating interest for tax purposes

– Royalty interest: a non-cost bearing property interest that
is entitled to a share of oil and gas production or the
proceeds therefrom without the executive rights
• Continuing, non-operating interest for tax purposes

– Production payment: a non-cost bearing property interest
that is entitled to a share of oil and gas production or the
proceeds therefrom without the executive rights for a
period of time less than the expected life of the lease
• Non-continuing, non-operating interest generally treated as debt
Copyright © 2018 by John Bradford. All rights reserved.
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What is a “Sale” for Tax Purposes?
• Transfer of all or a portion of an oil and gas property
in which no continuing, nonoperating interest is
retained
– Transfer of 100 percent of working interest in Tract A
– Transfer of 50 percent of 100 percent working interest in
Tract A
– Transfer of 100 percent of overriding royalty interest in
Tract A
– Transfer of 100 percent of working interest in Tract A
subject to a retained volumetric production payment
• The VPP is a noncontinuing interest – by definition its life is shorter
than the life of the lease
Copyright © 2018 by John Bradford. All rights reserved.
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What is Not a “Sale” for Tax Purposes?
• Transfer of all or a portion of an oil and gas property
in which a continuing, nonoperating interest is
retained
– Mineral fee owner’s assignment of working interest in Tract
A subject to a retained landowner’s royalty interest
– Working interest owner’s assignment of working interest in
Tract A subject to a retained overriding royalty interest

• These transfers instead are “leasing” transactions
– Any cash bonus received by transferor is ordinary income in
the hands of transferor
– Transferor claims a cost depletion deduction
Copyright © 2018 by John Bradford. All rights reserved.
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Why Does It Matter Whether the
Transaction is a Sale or a Lease?
• “Sale” means that the difference between the “amount
realized” for the asset and the asset’s “adjusted tax basis” is a
gain or loss that can be subject to the capital gain tax rates
• “Lease” means that the cash bonus received is taxed at the
ordinary income tax rates, with a cost depletion deduction as
computed
• The after-tax results may differ significantly between the two
transactions, although the before-tax economics may be
substantially similar
– Tax rate differential for non-corporate taxpayers
– Capital gain available to absorb capital loss carry forwards
– Full tax basis recovery versus a cost depletion deduction
Copyright © 2018 by John Bradford. All rights reserved.
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How Can a Seller Retain a Royalty but
Still Have a Sale for Tax Purposes?
• When management insists on retaining a royalty,
first carve out a royalty and assign it to a subsidiary,
then sell the burdened working interest later
Step 2

Step 1

Burdened Working
Interest

Seller
Carved out
overriding
royalty

Purchaser

Seller
Purchase Price

Stock

Subsidiary

Burdened
Working
Interest

Overriding
Royalty

Copyright © 2018 by John Bradford. All rights reserved.
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Expected Tax Reporting for Seller
• Report and pay income tax, production tax and
severance tax on oil and gas produced prior to Closing
Date
• Report the amount of gain or loss for each asset
disposed of on the Closing Date
– Gain or loss measured by the difference of the “amount
realized” with respect to the asset and its “adjusted tax
basis”
• Source of “amount realized” for each asset is the schedule of
allocated values in the PSA, as adjusted for all purchase price
adjustments and accrued liabilities assumed by Purchaser
• Source of “adjusted tax basis” is the Seller’s tax books and records
Copyright © 2018 by John Bradford. All rights reserved.
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Expected Tax Reporting for Seller
• Determination of character of gain or loss
– Gain from sale of assets used in a trade or business can be
capital gain
• Ordinary income for recapture of prior depreciation, depletion and
IDC deductions

– Loss on sale of such assets can be ordinary loss
– Character of gain or loss still matters for corporate sellers
and individual sellers
• Corporate – capital gain offsets capital loss carryforwards
• Individual – differential in highest ordinary (37%) and capital gain
(20%) tax rates

Copyright © 2018 by John Bradford. All rights reserved.
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Expected Tax Reporting for Purchaser
• Report and pay income tax on production occurring
from and after Closing Date
• Report and pay production and severance taxes with
respect to production occurring after the Closing Date
• Report and pay ad valorem taxes for the year of sale
and subsequent years
• Report a tax basis in each depletable oil and gas
property and each piece of depreciable equipment
equal to the amount of the adjusted purchase price
that is allocated to each separate asset
Copyright © 2018 by John Bradford. All rights reserved.
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Impact of 2017 Tax Cuts and Jobs Act
• Seller
– Corporate ordinary and capital gains rates reduced to 21%
– Highest individual ordinary rate reduced to 37% while highest
capital gain rate remains at 20%
– Possible application of 20% Qualified Business Income
deduction

• Purchaser
– Purchase price allocated to tangible personal property such as
lease and well equipment can be deducted 100% in the year of
acquisition through 12/31/2022, rather than subject to 7-year
MACRS depreciation
• 100% deduction improves the NPV of the tax recovery for tangible
personal property approximately 25%
• Purchasers seeking increased allocation to qualifying tangible personal
property
Copyright © 2018 by John Bradford. All rights reserved.
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Impact of 2017 Tax Cuts and Jobs Act
• Purchaser (cont’d)
– Qualified Business Income deduction of 20% for
domestic taxable income earned by business entities
classified as “passthrough entities”
– Deduction of interest expense on debt used to finance
the purchase of the oil and gas property limited to the
sum of business interest income and 30% of “adjusted
taxable income” (“ATI”)
• ATI approximated by EBITDA for tax years beginning before
1/1/22 and by EBIT for tax years thereafter

– NOLs for tax years beginning after 12/31/2017 carried
forward indefinitely but offset only 80% of taxable
income
Copyright © 2018 by John Bradford. All rights reserved.
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Special Issues with Properties
Subject to Operating Agreements
• Seller’s working interest in a property subject to a joint or unit
operating agreement is considered a partnership interest for
federal income tax purposes
• Purchasers of partnership interests take an “outside” tax basis
in the partnership interest that may be more than the “inside”
tax basis of the property interests
– Such an “outside/inside basis disparity” can produce an
adverse result for tax purposes
– Adverse result can be avoided with a special Code section
754 election
• Purchasers need to determine whether JOA or UOA properties
are held in tax partnerships
Copyright © 2018 by John Bradford. All rights reserved.
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Special Issues with Properties
Subject to Operating Agreements
• Did the JOA or UOA qualify for the election to have the
agreement not treated as a tax partnership?
– Own the property as co-owners
– Reserve the right to take in kind
– Don’t jointly sell services or the oil and gas produced

• If the JOA or UOA so qualifies, did the parties elect to have the
agreement not treated as a tax partnership?
– If so, the purchase of the JOA or UOA property is treated just like the
purchase and sale of the other oil and gas properties in the transaction
– If not, did the parties include a Code section 754 election to adjust the
basis of property for the Purchase in the tax partnership exhibit?
• Including the Code section 754 election eliminates the outside/inside tax
basis disparity and may provide for 100% expensing of the special basis
adjustment
Copyright © 2018 by John Bradford. All rights reserved.
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Oil and Gas Property
Purchase and Sale Agreements
• What are the key dates in the PSA?

Effective
Date

PSA
Execution
Date

Closing
Date

Copyright © 2018 by John Bradford. All rights reserved.

Post
Closing
Adjustments
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Oil and Gas Property
Purchase and Sale Agreements
• What happens on the key dates in the PSA?
– Execution Date of the PSA
• Rights and obligations of the parties are established
• Deposit paid – no tax impact on initial payment

– Effective Date of the purchase and sale
• Usually tied to a reserve report date, balance sheet
date, or other specified date (e.g., January 1, 2018)
• Date from which adjustments to purchase price for
revenues, expenses, production and ad valorem taxes,
and capital investment are allocated between Seller
and Purchaser
Copyright © 2018 by John Bradford. All rights reserved.
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Oil and Gas Property
Purchase and Sale Agreements
• What happens on the key dates in the PSA?
– Closing Date
•
•
•
•

Payment of purchase price by Purchaser to Seller
Transfer of possession and risk of loss to Purchaser
Closed transaction for tax purposes – a sale has occurred
First determination of adjustments to purchase price

– Date to settle post-closing adjustments
• Final settlement of adjustments to purchase price
• Final selling price and purchase price determined
• First date that all information available to determine tax
results to Seller and to Purchaser
Copyright © 2018 by John Bradford. All rights reserved.
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Oil and Gas Property
Purchase and Sale Agreements
• What are the key provisions contained in the PSA?
– Purchase price, adjustments to purchase price for
results from Effective Date to Closing Date, and payment
of Adjusted Purchase Price
– Allocation of purchase price, as adjusted, among the
assets for transactional and tax purposes
– Assumption by Purchaser of Seller’s obligations
– Allocation of operational responsibility between Seller
and Purchaser
– Seller’s representations and warranties and any
disclosures
– Seller’s indemnities
– Termination prior to Closing
Copyright © 2018 by John Bradford. All rights reserved.
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Purchase Price
• Fixed consideration payable at Closing in immediately
available funds
– As adjusted for applicable purchase price adjustments
from Effective Date to Closing Date

• Contingent consideration necessary to bridge a price
gap between Seller and Buyer?
– Adjust for increases in future oil and gas prices above
those forecast in negotiations
– Adjust for increases in oil and gas reserves above those
determined in the reserve report
– Consider using an oil and gas property interest like a
structured production payment to secure the payment of
the contingent consideration
Copyright © 2018 by John Bradford. All rights reserved.
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Purchase Price Adjustments
• Adjustments to the purchase price account for economic
results occurring from the Effective Date to the Closing Date
• Adjustments to purchase price impact the “amount realized”
for Seller’s computation of tax gain or loss on the sale of each
asset
• Adjustments to purchase price impact the initial tax basis for
each of Purchaser’s acquired assets
– Depletable basis for oil and gas properties
– Depreciable basis or 100% expensing for lease and well and other equipment

• Adjustments to purchase price do not alter the tax reporting
of the adjusted item
– Example: Amount of downward adjustment for proceeds received by Seller for
oil and gas produced from Effective Date to Closing Date remains Seller’s
income for tax purposes even though Purchaser is treated as economically
owning the properties as of Effective Date

• Adjustments at Closing and Post-Closing true up
Copyright © 2018 by John Bradford. All rights reserved.
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Examples of Purchase
Price Adjustments
• Purchase Price decreased for proceeds received by Seller from
oil and gas produced from Effective Date to Closing Date
• Purchase Price increased for operating expenses and
severance and production taxes paid by Seller with respect to
oil and gas produced from Effective Date to Closing Date
• Purchase Price decreased by ad valorem taxes allocated to
Seller but paid by Purchaser
• Purchased Price increased for investments on the oil and gas
properties made by Seller from Effective Date to Closing Date
• Purchase Price increased for net under-produced properties
and decreased for net over-produced properties
• Purchase Price increased for Seller’s inventory of oil in tanks
and oil and gas in pipelines on Closing Date
Copyright © 2018 by John Bradford. All rights reserved.
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The Allocated Values Schedule
• Schedule to PSA allocating Purchase Price among the
assets included in the sale and purchase transaction
– PSA usually includes a defined term like “Allocated
Values”
• Purchase price allocated among the leases, wells,
lease and well equipment, geological and geophysical
information and any other assets included in the
transaction
– Initial source for the determination of “amount
realized” for each asset
Copyright © 2018 by John Bradford. All rights reserved.
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Other Uses for Allocated Values
• Reduce purchase price for any properties
purchased by third parties pursuant to
preferential purchase rights
• Reduce purchase price for properties dropped
due to environmental defects
• Reduce purchase price for properties dropped
due to title defects

Copyright © 2018 by John Bradford. All rights reserved.
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Opportunities for Allocated Values
• Strategic allocations to achieve desired results
– Optimize tax results for Seller and for Purchaser
• Alter the amount and character of Seller’s gain or loss
reported with respect to the various assets
• Allocations can alter the timing of Purchaser’s tax
recovery of the purchase price, especially after 2017
Tax Cuts and Jobs Act 100% expensing
• Written agreement on Allocated Values and consistent
IRS Forms 8594 should be defensible again IRS attack

– Optimize anticipated decisions of holders of
preferential purchase rights
– Optimize results for other property deletions
Copyright © 2018 by John Bradford. All rights reserved.
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Purchaser’s Assumption
of Seller’s Liabilities
• One of Seller’s objectives in the purchase and sale transaction
is to terminate its obligation to bear costs for the properties
• Purchase and sale agreements usually include a full
assumption by Purchaser of Seller’s known and unknown
past, present and future obligations with respect to the
properties
– Plugging and abandonment obligations and environmental
remediation obligations are two of the most important items
– Exceptions for payment obligations like royalty owners and other
working interest owners and property development costs prior to the
Effective Date

• Seller should consider securing Purchaser’s assumption
through the use of escrow accounts funded up front or with
periodic payments from production proceeds, performance
bonds, parent guarantees, and carved out oil and gas property
interests
Copyright © 2018 by John Bradford. All rights reserved.
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Assumed Liabilities - Seller
• Accrued liabilities of Seller assumed by Purchaser on the sale
of a trade or business are included in the “amount realized” by
Seller per section 1.461-4(d)(5) of the Treasury regulations
– Includes, among other items, Seller’s liability for well plugging
and abandonment costs, offshore platform removal costs,
pipeline removal costs, and site restoration costs
– Inclusion increases gain or decreases loss on sale

• Seller also takes an ordinary deduction for the amount
included in “amount realized”
• Tax treatment of accrued liabilities assumed by Purchaser
often overlooked by Seller’s tax counsel
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Assumed Liabilities - Purchaser
• Accrued liabilities assumed by Purchaser on the sale
of a trade or business may not be includible in the
initial tax basis of the assets acquired by Purchaser or
subject to the new election for 100% expensing
– Amergen Energy Co. LLC v. U.S., 779 F3d 1368 (Fed. Cir.
2015) held that the purchaser of a nuclear power facility
could not include the assumed site restoration costs in the
depreciable basis of the facility
– Does the holding of Amergen Energy apply to assumed
plugging and abandonment costs, offshore platform
removal costs, pipeline removal costs and other site
restoration costs?
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Allocations of Operational
Responsibility in the PSA
• Covenants allocating operational responsibility during
the period between the Effective Date and the Closing
Date usually are negotiated into the PSA
– Seller obligated to maintain the lease and well equipment
in good working order and make required repairs
– Seller obligated to maintain insurance on the personal
property and restore any damaged property
– Seller obligated to pay all royalties, taxes and other
expenses, and any capital investments during the period
• Purchaser may negotiate for consultation and approval of capital
investments

• Material breach could result in termination
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Typical PSA Allocations of Tax
Responsibility Between the Parties
• Federal and state income taxes due on the taxable sale of
Seller’s assets typically are allocated to and paid by Seller
• Federal and state income taxes due on the taxable sale of oil
and gas produced up to the Closing Date typically are
allocated to and paid by Seller
• State severance and production taxes on oil and gas produced
on and after the Effective Date through the Closing Date
typically are allocated to Purchaser but likely reported to the
state by Seller
– Seller reports and pays the taxes on such production and is entitled to
an upward purchase price adjustment
– Seller reports and pays the taxes on production prior to Effective Date
(with no purchase price adjustment)
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Typical PSA Allocations of Tax
Responsibility Between the Parties
• State and local ad valorem taxes on the oil and gas properties
(and production therefrom), depending on the laws of the
state in which the properties are located, can be allocated
under several different methods
• State and local sales and use and other transaction taxes
imposed on the sale can be allocated to either the Seller or the
Purchaser, depending on (1) the relative bargaining positions
of the parties, (2) on whom the tax is imposed, and (3) how
the tax is to be collected and paid
– Certain exemptions may apply to reduce or eliminate any sales and use
tax liability on the sale
– Provisions requiring cooperation to reduce state and local transaction
taxes typically included in the PSA
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Representations, Warranties
and Indemnities in the PSA
• Timing and purpose of Seller’s and Purchaser’s
representations, warranties and indemnities
– Representations and warranties intended to be true and accurate on
the Effective Date and the Closing Date (subject to disclosures in
Schedules)
– Supplement Purchaser’s due diligence review of the financial and
operational information regarding the oil and gas properties and
production from those properties
– Work in conjunction with the agreed allocation of operational
responsibility to achieve the negotiated economic results
– Attestation to the truthfulness and accuracy of representations and
warranties upon execution of the PSA and at Closing sets up a claim for
termination (pre-Closing) and damages (post-Closing) in the event of
inaccuracies adversely impacting Purchaser or Seller
• Indemnification corrects unintended consequences
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Typical Representations
and Warranties
• Typical Seller representations and warranties
– Fundamental
• Duly organized, validly existing and in good standing
• Power and authority to enter into and perform the PSA
• Execution and performance of PSA duly and validly
authorized by all necessary corporate governance action
• Execution and performance of PSA does not conflict with any
other document
• Purchaser not liable for any broker’s fees on purchase and
sale
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Typical Representations
and Warranties
• Typical Seller representations and warranties
• Operational
– No litigation, except as scheduled
– All taxes paid, all tax returns filed, and no tax audits, except as
scheduled
– Properties subject to joint operating agreements and preferential
purchase rights as scheduled
– No assets held by tax partnerships, except as scheduled
– Seller is not a “foreign” person (no FIRPTA withholding)
– All material contracts disclosed on schedule are enforceable and
transferable, except as scheduled
– All payments in respect of production have been made
– All government approvals for operations
– No capital commitments, except as scheduled
– No production imbalances, except as scheduled
– No violation of environmental laws
– All production equipment in good working order
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Typical Representations
and Warranties
• Typical Purchaser representations and warranties
– Fundamental
• Duly organized, validly existing and in good standing
• Power and authority to enter into and perform the PSA
• Execution and performance of PSA duly and validly authorized by
all necessary corporate governance action
• Execution and performance of PSA does not conflict with any
other document
• Seller not liable for any broker’s fees on purchase and sale
• Sufficient funds available to pay the purchase price
• Qualified to own the purchased properties
• No reliance on oral statements of Seller
• Purchaser has made an independent evaluation
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“Knowledge” and “Materiality” in
Representations and Warranties
• Sellers may attempt to qualify representations
and warranties with a “knowledge”
requirement
– Ex: “To Seller’s knowledge, all government
approvals have been obtained.”

• Knowledge qualification should be limited to
matters that cannot be known at the time
– Ex: “No litigation, and to Seller’s knowledge, no
threatened litigation.”
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“Knowledge” and “Materiality” in
Representations and Warranties
• Sellers may attempt to qualify representations
and warranties with a “materiality” requirement
– Ex: “No violation of any law that could have material
adverse effect on operations.”
– Be sure to define “material” and “material adverse
effect”

• Consider dollar amount thresholds as an
alternative
– Ex: “No casualty losses in excess of $100,000.”
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Indemnities
• Purpose of indemnity provisions in the PSA
– Provides a means for a party to recover for breach of representation,
warranty or covenant should that party be called upon to pay any
liability or obligation allocated to the other party, and in the case of
Purchaser, for which Purchaser has not received a downward purchase
price adjustment
• Example: Breach of Seller’s representation that all pre-Effective Date
royalties have been timely paid can result in Purchaser paying a liability
allocated to Seller

• Consider using caps, baskets and deductibles to limit exposure
• Survival period for indemnities
– Fundamental representations may not expire
– Other representations and covenants may expire either at Closing or
one year after Closing
– Tax indemnities should survive 60 – 90 days after the expiration of the
applicable statute of limitations for assessing each tax
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Termination
• Termination provisions provide a means to abandon the
transaction contemplated by the PSA in certain
circumstances:
– Mutual consent of the parties
– Closing has not occurred by a specified date
– Title defects, environmental defects, or casualty losses in excess
of a specified threshold
– Law prohibits Closing
– Material breach of representation, warranty or covenant by a
party without cure

• Termination results in termination of the PSA (but for
certain specified provisions like confidentiality) and
impacts right to any deposit paid by Purchaser
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Alternative Transaction Provisions
• Either Seller or Purchaser may request a provision in the PSA
allowing for the assignment and conveyance to be structured
as a like-kind exchange for federal income tax purposes
– Seller may desire to avoid gain recognition on a taxable disposition and
request Purchaser to acquire a designated replacement property
– Purchaser may desire to have the purchased oil and gas properties be
the designated replacement property for its own like-kind exchange
previously entered into with another party

• Intermediary parties may become involved in the exchange
– Be careful with intermediaries as they can become insolvent while
holding “exchange funds”

• Party requesting the like-kind exchange typically bears all
additional costs of implementing the exchange
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Contact Information

John T. Bradford
Liskow & Lewis
(713) 651-2984
jtbradford@liskow.com
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About This Presentation
This presentation contains general information only and the
author/presenter is not, by means of this presentation,
rendering accounting, business, financial, investment, legal, tax,
or other professional advice or services. This presentation is not
a substitute for such professional advice or services, not should it
be used as a basis for any decision or action that may affect your
business. Before making any decision or taking any action that
may affect your business, you should consult a qualified
professional advisor. The authors/presenters shall not be
responsible for any loss sustained by any person who relies on
this presentation.
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