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Keeping Uncle Sam
Out of The 0il Patch

t is common knowledge that
mineral interests are changing
hands at a feverish pace. What is

lesser known is that Uncle Sam
does not always have to be a part-
ner in these transactions. Both
the seller and the buyer benefit
when capital-gains taxes do not
have to be subtracted from the
sales price.

The general rule is that when
people sell something for more than
they paid for it, they have to pay
income tax. Even for long-term cap-
ital gains, this taxation can remove
15 percent or more from the profits
that otherwise would pass from the
buyer to the seller. This impact can
hinder and even halt negotiations.
At a minimum, taxation detracts
from the value of any offer. For peo-
ple who have owned their property
for decades, almost the entire sales
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price can be taxable. Sellers get to
keep more wealth, and buyers can con-
summate more deals more quickly if
they are knowledgeable about Section
1031 of the Internal Revenue Code.
Section 1031 states that no gain or
loss shall be recognized (taxed) if proper-
ty held for productive use in a trade or
business or held for investment is
exchanged solely for property of a like-
kind to be held either for productive
use in a trade or business or for invest-
ment. The tax is deferred at least until
events occur that the seller is usually
in control of, and often the tax is
eventually eliminated altogether.

Two basic points are key
to understanding the avail-
ability of this tool:

1. “Exchange” does not
mean that the seller
and the buyer exchange
anything.

2. “Like-kind” does not
mean that the seller of
a mineral interest has
to buy another mineral
interest.

Exchange

Exchange means that the
seller hires a 1031 qualified
intermediary (QI) to produce
exchange documents at the
closing of the sale. The sale is
taxable if proper procedures
are not followed at closing.
The QI holds the proceeds
from the sale. The seller identifies prop-
erty to purchase within 45 days following
the sale and closes on the purchase(s)
within 180 days of the sale. A gap in the
law is the lack of regulation of QIs by
either the federal government or the
state of Texas, despite the QIs’ holding
millions of dollars of sellers’ funds.
Corporate America and prudent individ-
uals alleviate this risk by using national
QI companies that are owned by heavily
regulated major title companies.

In other words, an “exchange” does
not involve a swap between the seller
and buyer. Rather, exchanges are like
retirement account rollovers, where
funds are moved somewhat directly
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from one investment to another, with
no actual or constructive receipt by

the seller of the funds.

Like-Kind

Just as misleading as the term
exchange is the term like-kind. Many
people think a sale of a mineral interest
must be followed by the purchase of
another mineral interest. Not true. All
real estate in the United States is con-
sidered to be like-kind to any other real
estate in the country, as long as each
property qualifies for the proper use.
The only requirement to meet the
“qualifying use” standard is that the
property is held for use in a trade or
business or for investment. Holding
property for appreciation constitutes
“held for investment.” Thus, mineral
interests that have been held for invest-
ment (not purchased for imminent sale
after they were acquired) can be sold,
and the proceeds can be used to purchase
a ranch, residential rental properties,
commercial buildings, resort investment
property and so on. The following are
examples of valid exchanges:

e Mineral interests for an invest-
ment resort property

e Interest in a producing oil lease
extending until the exhaustion of
the deposit for a ranch

e Qverriding royalty for unim-
proved real estate

e Qverriding royalty for an undivid-
ed interest in a parcel of improved
realty

e Perpetual water rights for a fee
interest in land

All of these examples can be inter-
changed, and the properties can be in
different states. Interests that may not
qualify are those limited in duration.
When operating interests are exchanged,
the well equipment must be analyzed
separately from the exchange of lease-
hold interests.

Property owners can have their cake
and eat it too if they check into §1031
exchanges. Check with your tax advis-
er to see if you qualify. T
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Top 10 Oil and Gas Like-Kind Exchange Cases

(Chosen subjectively and listed in no particular order.)

Palmer v. Bender, 287 U.S. 551 (1933)
“Economic interest” concept adopted by U.S.
Supreme Court. “The allowance for depletion
is not made dependent upon the particular
legal form of the taxpayer's interest in the
property to be depleted” but instead turns on
the presence of an “economic interest” in the
minerals in place.

Revenue Ruling 68-226
The interest of a lessee in oil and gas in place
is an interest in “real property” for federal
income tax purposes and is (except with
respect to property held by the taxpayer pri-
marily for sale to customers in the ordinary
course of his trade or business) real property
used in the trade or business of the taxpayer
within the meaning of section 1221 of the
Internal Revenue Code of 1954.

Revenue Ruling 68-331, 1968-1 C.B. 352
A working interest in a producing oil lease
that extends to the exhaustion of the mineral
deposit is “like-kind" to a fee simple working
interest in real property.

Revenue Ruling 72-117, 1972-1 C.B. 226
The acquisition of an interest in overriding
oil and gas royalties with proceeds from the
sale of unimproved real estate under threat
of condemnation is a replacement with like-
kind property qualifying for nonrecognition
of gain under section 1033 of the code.

Commissioner v. Crichton, 122 F2d 181

(CCA5 1941)
Overriding royalty interest in oil, gas and miner-
al rights in certain lands for an undivided one-
half of the fee in a parcel of improved realty is
like-kind under section 1031. “For the regula-
tion and the interpretation under [the prede-
cessor to section 1031], leave in no doubt that
no gain or loss is realized by one, other than a
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dealer, from an exchange of real estate for
other real estate, and that the distinction
intended and made by the statute is the broad
one between classes and characters of proper-
ties, for instance, between real and personal
property. It was not intended to draw any dis-
tinction between parcels of real property how-
ever dissimilar they may be in location, in
attributes and in capacities for profitable use.

Private Letter Ruling 8237017
Working interests and overriding royalty inter-
ests are like-kind within the meaning of sec-
tion 1031. The IRS expressly made no ruling
concerning what portion, if any, of the royalty
interest received by an owner was in exchange
for lease equipment.

Midfield Oil Co., 39 BTA 1154 (1939)
A limited oil payment right is not like-kind to
an overriding oil and gas royalty reserved from
the same lease.

Bandini Petroleum Co., PH TCM 51310, 10 CCH
TCM 999 (1951)
A leasehold interest measured in terms of a
fixed percentage of all oil that might be pro-
duced from certain lands for a leasehold inter-
est measured in terms of a fixed number of
barrels of oil are not like-kind.

Wm. Fleming and Bessie M. Fleming, et al. v.
Commissioner, 24 T.C. 818 (1955)
Carved-out oil payment rights are not like-kind
to a fee interest in a ranch.

Commissioner v. P.G. Lake Inc,, et al., 356

U.S. 260 (1958), Ct. D. 1823, C.B. 1958-1, 516
A production payment is not like-kind to any real
property interest, as a production payment is gener-
ally considered to be personal property because it is
simply an assignment of income. Therefore, a pro-
duction payment is not like-kind with real property.
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