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	I. Overview
	II. Assumptions
	A. The sale concerns a set of several dozen offshore properties, most of them OCS leases, though some are in state waters. The seller wants to close the transaction as quickly as possible - and the buyer agrees, recognizing that it could lose the sale if it doesn't accede to the seller's schedule. With the sale price at several hundreds of millions of dollars, the buyer needs to finance the transaction. 
	B. Note that the parties have significantly different motivations. Both are publicly traded companies, but the seller, with a market cap considerably in excess of the buyer's market cap, has been told by its financial analysts that it needs to improve its share price. The only way to do this, say the analysts, is to exit the Gulf of Mexico, where development costs are high and the richer reserves are in the deeper waters, and focus of the Rockies and Canada. The Board listens, management acquiesces, and the properties go on the market. 
	C. The buyer, on the other hand, wants to move up in class. With the price of oil seeming to hold at a much higher level that it has in the past decade, the buyer sees an opportunity in the seller's properties - there is both on-going production and the potential for deep water development. 

	III. Before the PSA: Assessment of Reserves/Reserve Report, Investment Banker Review, Negotiations Between the Principals
	A. In anticipation of this transaction, the seller has commissioned an updated reserve report on the properties that it intends to include in the package. Ryder Scott has prepared the report, say, and has opened a data room for the buyer and other interested parties to review its calculations, its method, the production reports from the properties, and the baseline information that RS has relied upon. 
	B. If the buyer believes that the package is attractive and if its own engineers are able to confirm the RS assessment, then it probably involves its investment bankers to assist in the valuation of the properties and to initiate financing, at least preliminarily. And if the buyer is concerned that there may be roundhouse bidding on these properties, it may begin negotiations with the seller immediately. 
	C. It's at this point where the principals agree to general terms: price; properties included; deposit; assumption of p&a liabilities; assumption of employees; closing date. 

	IV. PSA Negotiations: How The Seller Protects Itself 
	A. General Concerns
	1. In negotiating the PSA, the seller wants to limit any further responsibility for these properties. And although the buyer has agreed to assume all p&a liabilities and all obligations associated with the properties after the effective date, that’s not the end of the seller’s concerns, particularly with respect to p&a liability. 
	2. There are a couple of reasons for this: a) the MMS always has the flexibility to look to a prior lessee to answer for p&a liability even with the supplemental bond that the current lessee has in place and b) recent case law suggests that, at least in Texas, the seller is not off the hook to the operator for leasehold obligations, including p&a obligations, unless the operator has specifically releases the seller. Apart from these issues, the seller also needs to be mindful of its obligations under any standing pref rights clauses. And, finally, there is the question of the scope of the indemnification that the seller might provide – with respect to the type of claims that it indemnifies and with respect to the period of time during which it provides this indemnification. 
	3. These are daunting problems for the seller. The question is how to address these – and other problems – in the PSA. 

	B. The MMS Problem
	1. The MMS has always taken the position that, as lessor, it has recourse against any lessee in the chain of title, at least for p&a obligations. The regulations are not entirely clear on this, but they certainly do give the MMS the flexibility to seek recourse against any lessee in the chain of title for those obligations that “accrued” when that lessee held its leasehold interest. Here are the relevant provisions of 30 CFR 256.62, which address the lessee’s responsibility: 
	2. The MMS seems to read these provisions somewhat broadly: any lessee in the chain may be answerable for p&a liability, even if there were no facilities constructed during the lessee’s tenure of ownership. That said, the MMS’s historical practice has been to look first to the supplemental bonds in place and, then, if there is insufficient funding to complete the work, to look up the chain. For instance, where the standing p&a obligations are $30 million and the lessee’s bonds are in the amount of $25 million, the MMS will look up the chain for the remaining $5 million – or, alternatively, for a commitment to complete the work. It’s important to remember that the MMS is much more interested in having the p&a work done than it is in actual cash. 
	3. The problem for the seller – an assignor – is that it cannot necessarily rely on the supplemental bonds that its assignee has provided to the MMS as security for p&a liability. For one thing, these bonds run in favor of the MMS, not in favor of a prior lessee. For another, there’s no way of knowing whether the level of supplemental bonding will cover all p&a costs at lease termination. The seller needs to protect itself against the possibility that the MMS will seek recourse against it for at least a portion of the p&a costs. 
	4. One current practice, at least among sellers of properties with significant p&a liabilities, is to require the buyer to provide some form of security that runs in favor of the seller rather than the MMS. From the buyer’s perspective, this looks like it is securing the same obligation twice, once through the supplemental bonds that it provides the MMS and once again through the security that it provides the seller. The truth is that it is securing the same obligation twice – just to different parties, in one case to its lessor, in another to its assignor. 
	5. So what might the seller require in the PSA? Even though the MMS does, in theory, have recourse against the seller for the full amount of p&a liability outstanding at lease termination, the current approach among sellers is not to anticipate the worst case. Some sellers are now mandating a form of escrow agreement that requires a combination of letters of credit and pre-funded escrow accounts that protect the seller against those p&a expenses that are not covered by the assignee’s supplemental bonds. In other words, the liability that sellers are protecting against is the delta between the amount of standing supplemental bonds and the actual p&a cost at lease termination. 
	6. How might this work in the context of the transaction that I’ve described - one where the sale involves dozens of offshore properties, all with different measures of p&a liability, some of the properties being ones where the buyer plans to construct additional facilities, some of the properties being ones where the buyer intends no further development and the p&a obligation, with respect to the existing facilities, is imminent. 
	a. There are really two time periods that are of concern to the seller: the periods before and after the MMS approves the assignments and, in that connection, determines p&a liability on a property-by-property basis and establishes the supplemental bonding requirements for each such property. 
	b. For the short term, the seller might require a letter of credit in a significant amount, say $100 million, to provide security until the MMS establishes the applicable p&a liability and supplemental bonding requirements.  
	c. But, following the MMS’s determinations, the seller might adjust these requirements: the letter of credit would be reduced by the difference between the level of bonding that the MMS requires and the estimate of p&a liability that the buyer and seller establish. At the same time, the seller might also require the buyer to begin making quarterly contributions to an escrow account, which would also serve to further reduce the amount of the p&a letter of credit. Note, though, that the combined value of the cash contributions and the standing letter of credit will always equal the delta between the value of the buyer’s supplemental bonds and the parties’ current estimate of p&a liability.  
	d. These are complicated arrangements but there are a couple of notable aspects:  
	i. These arrangements recognize that MMS estimates of outstanding p&a liability may not be current, depending on when the buyer constructs or removes facilities. The standard Escrow Agreement will call for an annual estimate of outstanding liabilities, with both buyer and seller needing to be in agreement on this estimate.
	ii. These arrangements also recognize that the amount of security needs to fluctuate in tandem with the fluctuations in the level of outstanding p&a liability. 
	iii. The accrued escrow funds are specifically designed to provide security to the seller in the event that the buyer fails to meet a p&a obligation. These funds are not available to the buyer for actual p&a costs. 
	iv. The need for the letter of credit depends entirely on whether the combination of the supplemental bonds and the accrued escrow funds match or equal the outstanding p&a liabilities, as determined by the parties. To the extent that these combined amounts do equal the outstanding p&a liabilities, then there is no need for the letter of credit. On the other hand, if the amount of the outstanding p&a liabilities increases above the combined amount of bonds and escrow funds, then the letter of credit needs to be resurrected to cover the gap. 
	v. Where the combined amount of escrow funds and bonds exceeds the amount of outstanding p&a liabilities, the buyer may request that the seller approve a disbursement of any excess escrow funds. 
	vi. The purpose of any escrow arrangement like this is flexibility: allowing for increases and decreases in p&a liability, requiring additional escrow contributions, distributions of excess escrow amounts, all in keeping with the status of the outstanding p&a liabilities. The parties may agree to terminate this arrangement – and return all escrowed funds to buyer – when the outstanding level of p&a liabilities, as determined by agreement of the parties, falls below a certain level, say, $25 million. 
	vii. Here’s a sample clause that wraps much of this together: 



	C. The Seagull Problem
	1. From the seller's perspective, the problem of MMS recourse is not the end of its concerns about p&a liability. Until a year ago, a seller could rely on the buyer's assumption of p&a liability to protect itself from any p&a contribution claims from other lessees in the chain of title. Then came Seagull Energy E&P, Inc. v. Eland Energy, Inc.  
	2. The question here was whether Eland was answerable to the operator for any obligations under the operating agreement, including p&a obligations, after it conveyed its leasehold interests to Nor-Tex Gas in a conveyance where Nor-Tex assumed all of Eland's rights and obligations under the operating agreement. Put more directly, was Eland still answerable to the operator for obligations under the operating agreement even after it had divested itself of its leasehold interests? The Texas Supreme Court said that it was because it failed to obtain a release of its obligations from the operator. Here's how the Texas Supreme Court frames the issue:  
	3. This case has spurred a good bit of comment, much of it befuddled, some of it animated. Note that this is quite different from the MMS problem. The MMS situation concerns p&a claims by the lessor. The Seagull situation concerns p&a claims (and other claims under the operating agreement) by the operator, Seagull, who was also a co-lessee. Again, the difference is one between the claims of the lessor and the claims of a co-lessee/operator.  Compare Boldrick v. BTA Oil Producers. 

	D. The Pref Right Problem
	1. With the dozens of offshore properties involved in this transaction, it’s quite likely that the seller will need to issue numerous pref right notices. Note that the seller will not be able to issue these notices until the parties agree to make value allocations for each of the properties – a process that doesn’t usually begin until the parties have completed and executed the PSA. It may be a week, even longer, before the parties agree to the allocations and the seller issues the pref right notices. 
	2. Remember that the seller’s management wants to close this transaction quickly. As a result, it’s possible that the transaction will be scheduled to close before some of the pref right parties are obligated to respond. In that situation, the seller really cannot convey a property until the pref right recipient either declines to exercise its pref right or fails to issue a timely response. If the pref right recipient elects to exercise the pref right, then the property is not available for conveyance. 
	3. So, for purposes of the closing, the buyer will only acquire and pay for the allocated value of those properties a) that are not burdened with a pref right and b) where the pref right recipient has declined or failed to exercise its purchase right. That leaves the uncertain set of those properties where the recipient has not yet notified the seller of whether it elects to exercise its purchase right. 
	4. How is this handled? The buyer wants those properties if they become available and the seller certainly wants to sell them. This is another situation where the seller should include a clause in the PSA requiring the buyer to provide a letter of credit. In this case, the letter of credit would be in the amount of the combined allocated value of those properties where the pref right election remains outstanding. This letter of credit would work this way: For any property where the pref right recipient declines to exercise the purchase right or fails to give a timely response to the pref right notice, the seller would convey the property to the buyer and, then, draw down the allocated value of the property against the letter of credit. This letter of credit would remain in effect for a few days beyond the latest date that a pref right recipient is obligated to respond. 
	5. Here’s a sample clause: 
	1. The pref right situation requires a significant degree of caution on the part of the seller. The right usually arises under an operating agreement, where the seller is required to offer other parties to the agreement the right to purchase a particular property under the same terms that the buyer has offered. 

	E. Seller Indemnifications
	1. There are two aspects to the seller’s indemnification: the classes of claims for which the seller agrees to provide indemnification and the period of time during which the obligation to indemnify remains in place. 
	2. With respect to the classes of claims, the seller usually agrees to indemnify the buyer for breaches of reps/warranties and for specific categories of claims that relate to the period before the effective date of the acquisition – such as personal injury claims, property damage claims, royalty claims, payment of vendors and operators, and certain environmental claims. Where the buyer has assumed the obligation to p&a properties, this is usually specifically excluded from the set of claims that are subject to the seller’s indemnity. 
	3. With respect to the period of time during which the indemnity remains in place, the seller may agree to a shorter period from breaches of reps/warranties and a longer period for breaches of other claims. How long depends on the negotiation – maybe a year for breaches of reps/warranties and three years for other claims. However, I understand that in some of the more recent transactions, sellers have been able to limit the indemnity of all categories of claims to periods ranging from three to six months. 


	V. Due Diligence Period. Involves a number of parallel/interrelated activities, mostly concerning the buyer. 
	1. The allocation of values that the buyer and seller develop is important for several reasons, two principal ones: it sets a value for the pref right notices; and it sets a value for purposes of the financing. Generally, the lenders will require the buyer to encumber properties representing approximately 90% of the total value - so the allocation provides a handle for measuring value – which is important when some properties may be lost to third-parties who exercise their pref rights. 
	2. At the same time that the buyer makes these allocations, it also engages in title/environmental due diligence. When there are dozens of properties and there is a quick closing schedule, this can become a challenge. The most difficult case, from a title standpoint, is one where the seller hasn't relied on title opinions in its acquisitions and hasn't maintained the public records. Because the buyer's lenders will want clean title, the buyer will need to i) bring the chain of title current on the public/MMS records, ii) determine whether the seller's working interest in each property is consistent with the interest shown on the seller's reserve report, and iii) determine how to resolve any inconsistencies. The buyer's official moment to raise and resolve title problems is in the title defect notice - though, the more efficient practice is raise these issues as they arise. 
	3. Note that the process of bringing the chain of title current can be a labored one: it involves obtaining certifications from the MMS and, perhaps, the county/parish records. Where a significant number of properties are involved, this can be difficult to achieve by closing. Also, the buyer should use the title review process to create a title report, giving a description of each property and stating seller's working interest in each such property. This report really serves several purposes: it gives the lender’s counsel a document to compare to the reserve report, for purposes of determining whether there is consistency between the property valuation and the actual title interest; it provides the basis for a mortgage exhibit; and it serves as a title summary for the buyer. 
	4. The parties should be working together to prepare all assignment documents. There will be different versions of the assignment: those on MMS forms, those forms specific to state lease assignments, and the general form of omnibus assignment. The parties may even tailor the assignments for the recordation locales: a general form of assignment for Texas, a general form of assignment for Louisiana, for instance. 


	VI. Closing of Transaction/Closing of Financing. In the end, this is all tied to the title review. The lenders will not disburse loan proceeds until lender’s counsel is satisfied that the working interests the buyer has been able to verify are consistent with the reserve values that the reserve report reflects. Often, the buyer does not present the final title report until the morning of the closing – which, if there are no title issues, allows for late morning/early afternoon funding. 
	VII. Post-Closing Concerns. From time to time, lenders will impose conditions/expectations regarding MMS approval of assignments. This is not realistic - the MMS approval process really can't be managed. However, the buyer can certainly commit to time deadlines for filing assignments for approval with the MMS and for recording the general assignments/mortgages in the county/parish records. 
	VIII. True-Up. Often six months out of the closing.



