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Function and Specialization
Angela specializes in federal and state 
tax controversy services.  

Professional Associations 
- Member, State Bar of Texas

- Member, American Bar Association 
Section of Taxation 

- Member, Houston Bar Association 
Section of Taxation 

Education
- LL.M. (Taxation), University of 
Washington School of Law, Seattle, WA

- J.D., University of Tulsa College of Law, 
Tulsa, OK

- B.B.A. (Finance), University of 
Oklahoma, Norman, OK

Background

Angela is a Senior Manager in the Tax Controversy Services practice, which represents firm clients at all levels 

of controversy before the IRS and state taxing authorities.  The practice represents clients at the examination 

and appeals level, using both traditional resolution methods and various alternative dispute resolution 

techniques such as mediation.  

Angela has over 10 years’ experience in tax controversy, tax planning, and tax compliance support services.  

Before joining KPMG LLP in 2017, she practiced oil and gas tax law at Marathon Oil Corporation and Cheniere 

Energy, Inc.  Ms. Anderson was in the tax legal group at Marathon Oil Corporation from 2010 to 2017 and 

during the spinoff of its downstream entity to transition from an integrated oil company to a purely upstream 

company.        

Professional and industry experience

Angela’s practice covers all areas of tax controversy representation before the IRS, from pre-dispute (voluntary 

disclosures and Pre-Filing Agreements), through the examination, Appeals, and post-Appeals dispute resolution 

phases.  Angela’s clients include multinational corporations from a broad range of industries, including oil and 

gas companies and major financial institutions. Since joining KPMG, Angela has represented clients at these 

various levels of dispute on a variety of corporate, partnership, and individual issues.  She has specific 

experience in oil and gas and IRC Section 482 Transfer Pricing examinations. 

Angela earned her B.B.A. in Finance from the University of Oklahoma; her J.D. from University of Tulsa College 

of Law; and her LL.M. in Taxation from the University of Washington School of Law.

Other Activities

The Junior League of Houston, Inc., Project C.U.R.E. Chairman, Houston Volunteer Legal Program (HVLP), 

Tennis
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Director
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Function and Specialization
Robert assists with KPMG’s tax relationships with 
many of its U.S.-based multinational integrated oil 
and gas and mining company clients. He also 
focuses professionally on providing solutions for 
the natural resource industry’s specialized tax 
issues

Education, Licenses & Certifications

— JD, De Paul University

— BS in accounting, Illinois State University 

— Certified Public Accountant in Illinois and 

Texas

— Member of the Illinois, Texas and Wyoming 

Bars

— Previously served as an Adjunct Professor of 

Law Georgetown University Law Center   

Background

Mr. Swiech has over 40 years experience in natural resource industries. His practice is focused on energy, mining and 

timber related tax issues. He is also a member of KPMG’s PTP Tax Team.

Before joining KPMG in 2006, he specialized in natural resource tax litigation at Oreck, Bradley, Crighton, Adams and Chase 

LLP, a tax litigation boutique law firm.

Prior to that, Mr. Swiech practiced as an Associate General Tax Counsel for both Amoco Corporation and post-merger with 

BP America Company, one of the largest multinational integrated oil and gas companies in the world which also owned 

diverse natural resource interests in coal, copper, carbon dioxide, gold, sulfur, and iodine. 

Professional and industry experience

Mr. Swiech is a member of the American Bar Association and was the chair of the Committee on Energy and Environmental 

Taxes, Tax Section from 2005-2007. Mr. Swiech previously chaired the American Petroleum Institute’s General Tax 

Committee and was the chair of its Joint Operations Committee for 17 years.

Mr. Swiech is a frequent speaker on natural resource taxation matters, having presented to the American Petroleum Institute 

Federal Tax Forum, the American Petroleum Institute Joint Federal Tax Conference, the University of Texas Parker Fielder 

Oil and Gas Tax Conference, the American Bar Association Energy and Environmental Taxes Committee, the Federal Bar 

Association, the Tax Executive Institute, and the Internal Revenue Service.

Mr. Swiech is the editor-in-chief of KPMG’s treatise, Income Taxation of Natural Resources 2014.

Recipient of the Parker C. Fielder Award for Outstanding Service and Achievement in Oil and Gas Taxation from The 

University of Texas School of Law, 2015.

mailto:codymanuel@kpmg.com
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Notice

The following information is not intended to be “written advice concerning one or 

more Federal tax matters” subject to the requirements of section 10.37(a)(2) of 

Treasury Department Circular 230.

The information contained herein is of a general nature and is not intended to 

address the circumstances of any particular individual or entity. Although we 

endeavor to provide accurate and timely information, there can be no guarantee that 

such information is accurate as of the date it is received or that it will continue to be 

accurate in the future. No one should act on such information without appropriate 

professional advice after a thorough examination of the particular situation.

Any advice in this presentation is based on the facts as stated and on authorities 

that are subject to change, retroactively and/or prospectively. The advice or other 

information in this document was prepared for the sole benefit of KPMG’s client and 

may not be relied upon by any other person or organization. KPMG accepts no 

responsibility or liability in respect of this document to any person or organization 

other than KPMG’s client.
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Agenda

• § 614 Property unit for depletion

• Cost that qualifies as both § 263(c) IDC and § 174(a) R&E

• § 167(h) G&G and CGG Americas Inc. v. Comm’r (2016)

• § 167(h) G&G sold with property

• Sale or exchange v. lease

• § 199 and oil property sales

• § 1.461-4(d)(5)(i) Economic performance and assumed liabilities

• Nonproductive well determinations

• § 1.761-2(d) JOAs and gas imbalances

• § 1031 Like kind exchange issues
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Agenda (continued)

• § 165 Losses for worthless and abandoned properties

• Current U.S. deep-water IDC issues

• PTP QI final regulations

• § 43 EOR tax credit

• Percentage depletion carryover for AMT

• § 172(f) Specified liability losses

• §§ 6225 and 6231

• § 45I Marginal gas wells credit

• § 57(a)(2)(C) and hedging

• § 57(a)(2)(E) when AMTI is negative
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§ 614 Property unit for depletion

• Definition of Property (§ 614)

— General rule:

▪ Each separate interest owned by the taxpayer in each mineral deposit in 

each separate tract or parcel of land is a separate “property” for federal 

income tax purposes

▪ Similar interests, acquired at the same time, from the same owner, in 

contiguous parcels of land are considered a single mineral property

— Exception for competitive bid government leases

• Generally, all of a taxpayer’s operating interests in the same parcel of land are 

aggregated into one property unless an election to keep the interests separate is made 

treating each well on a lease as a separate property
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§ 614 Property unit for depletion - big rich lease

• Single § 614 property with up to 9 drill site spacings
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Cost that is IDC and R&E

• Treatment of a cost that qualifies as both: 

▪ Research or Experimental (R&E) under § 174(a); and, 

▪ Intangible Drilling and Development Cost (IDC) under § 263(c).

• R&E is an Alternative Minimum Tax (AMT) preference item for individuals under 

§ 56(b)(2)(A)(ii) with 10-year amortization. This would apply to many of the PE oil and 

gas partnerships.

• § 174(c) excludes costs of a character subject to §§ 611 or 167, but their allowances

qualify as R&E costs. Technically once an IDC election is made, IDC is unable to be 

included under either § 611 depletion or § 167 depreciation. 

• IDC rules do not apply to “expense items” which must be charged off. § 1.612-4(c)(2). 

If the § 174 election is made, a taxpayer could be allowed to deduct the R&E costs 

under § 174.

• The only costs in question, by definition, should qualify under both provisions, IDC 

and R&E. 

• Nothing in the statute or regs appears to disallow § 174 treatment solely because such 

costs would otherwise deducted as depreciation or depletion.
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Cost that is IDC and R&E (continued)

• § 174 classification may trump the IDC treatment (more specific provision over general 

that applies to multiple categories of costs). 

• A change in classification that does not alter the timing of a deduction is not a change 

in method of accounting.

• Language in the automatic change in accounting method procedure does say that any 

change from the “treatment under any Code section,” but this appears to be taken out 

of context. That language was added to make sure that a taxpayer could not get a 

§ 481 adjustment by arguing the change falls into another procedure. It was likely 

never intended to apply to a situation that would not raise any issue of § 481 which is 

the case here. 

• Under Rev. Rul. 85-186 (1985), R&E costs previously deducted pursuant to § 174(a) 

are not subject to ordinary income recapture upon the subsequent sale of the 

resulting technology.

• The reasoning of Rev. Rul. 85-186 would also apply if these same costs were instead 

originally capitalized under § 174(b).

• In PLR 200117006, the IRS held that upon the sale of technology for which some of the 

R&E expenditures incurred to create it were amortized under a § 59(e) election, the 

basis of the technology includes the R&E expenditures deferred under § 59(e). 
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Cost that is IDC and R&E (continued)

• Not much authority on whether R&E needs to be allocated to mineral properties in 

determining taxable income from the property under § 613(a). The only published 

authority is the Shell Windfall Profit Tax (WPT) case where Shell was trying to reduce 

its WPT liability.  Shell v. Comm’r, 952 F.2d 885 (5th Cir., 1992); 89 T.C. 371 (1987). 

• In the Shell Windfall Profit Tax case, the parties had stipulated that all indirect 

expenses incurred at or allocated to the divisions within the Exploration & Production 

organization must be allocated between producing and nonproducing properties 

using an allocation base they have identified as the modified direct expense method 

of allocation.

• A taxpayer may be able to spread these costs over all the leases in the area, which 

would be beneficial for any costs allocated to nonproducing acreage during the 

tax year. 
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CGG Americas Inc. v. Comm’r, 147 TC 78 (2016)

• § 167(h) G&G amortization not limited to “producers” of oil and gas.

• After an exhaustive review, the court determined that although the legislative materials 

involving § 167(h) show that its supporters were concerned about mineral-interest 

owners; the material did not show they intended the provision’s effect to be limited to 

solely mineral-interest owners.

• The court examined not only the legislative history of the Energy Policy Act of 2005 

which enacted § 167(h), the court, in an exercise that will likely concern even a 

moderate textualist, also examined legislative materials dating back to 1997 from prior 

bills dealing with G&G expenses that were not enacted.

• The court therefore concluded that CGG in conducting its surveys incurred 

G&G expenses. 

• Finally, the court determined that CGG’s expenses for geophysical surveys were 

incurred in connection with oil and gas exploration as they were integral to its clients 

finding oil and gas deposits.
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G&G sold with property

• FFA 20163501F’s conclusion is clearly correct: The sale of a domestic oil and gas 

property does not, by itself, cause an acceleration of tax basis recovery of any 

associated § 167(h) G&G costs. 

• However, the facts in the field advice do not mention whether the related G&G was 

also sold. If the related G&G had also been sold (i.e., not leased or licensed) then 

§ 167(h)(5) would not apply to the sold G&G and the § 1011(a) adjusted basis for 

determining gain or loss would be applicable.

• Whether G&G was “sold” (i.e., not kept, leased or licensed) is the FFA 20163501F’s 

missing fact.

• Is § 167(h) G&G amortization subject to § 1245 recapture?
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Sale or exchange v. lease 

• May also affect the time to report income.

• Amount received for granting an option to buy an operating mineral interest is not a 

closed transaction until the option is exercised (possible § 1231 transaction) or expires 

(ordinary income). Virginia Iron Coal & Coke Co., 37 B.T.A. 195 (1938), aff’d. 99 F.2d 

919 (4th Cir., 1938).

• Amount received for granting an option to lease/sublease an operating mineral 

interest is a closed transaction as the amount received would be ordinary income 

whether the option is exercised or expires. Pickard v. Commissioner, T.C. Memo 

1969-153, on remand from 401 F.2d 615 (10th Cir. 1968).

• Example:

A will assign three oil and gas leases to B for $100/acre and retain an ORRI on any 

lease where the RI is below 25%. The ORRI will be the difference between 25% and 

the RI percentage. Note: IRS will often audit tax basis of property sold.

Lease RI% ORRI% Transaction

Blackacre 25.0 0.0 Sale

Whiteacre 30.0 0.0 Sale

Greenacre 24.5 0.5 Lease



15© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with KPMG International 

Cooperative (“KPMG International”), a Swiss entity. All rights reserved. NDPPS 746257

Sale or exchange v. lease (continued) 

• In TAM 201448020, the taxpayer transferred its b% operating interest in a mineral 

property for an upfront cash payment, a bonus [payment] and a production royalty.

• The production royalty is payable on a sliding scale topping out at d% for Commodity 

prices above $e, beginning after g reserves have been produced.

• “Commodity prices does not prevent the production royalty from being treated as a 

retained economic interest in minerals in place… Therefore, we conclude that Taxpayer 

has retained an economic interest in minerals in place through the retention of the 

production royalty regardless of the contingencies related to that production royalty.”
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§ 199 and oil property sales, pre-2018

• In CCA 201208029, the question presented was whether taxpayer’s gross receipts 

derived from the sale of “leasehold rights” were Domestic Production Gross Receipts 

(DPGR) under § 199(c)(4)(A)(ii) and the conclusion was that they were not. 

• CCA 201208029 determined that sales proceeds allocated to the leasehold rights 

(i.e., the mineral reserves) are not DPGR applicable to the well sale if the well IDC 

was expensed.
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§ 199 and oil property sales (continued)

• Sale of a developed oil and gas property:

▪ If a taxpayer sells a well that it constructed, the value of the taxpayer’s reserves 

associated with that well ought to qualify as DPGR. The CCA’s focus on the 

leasehold rights to produce being separate from and independent of the well 

constructed on the mineral property is misplaced.

▪ IRS Houston Appeals in at least one case has given a percentage settlement to the 

sale of a taxpayer hydrofractured property.
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§ 1.461-4(d)(5)(i) 

• If, in connection with the sale or exchange of a trade or business by a taxpayer, the 

purchaser expressly assumes a liability arising out of the trade or business that the 

taxpayer but for the economic performance requirement would have been entitled to 

incur as of the date of the sale, economic performance with respect to that liability 

occurs as the amount of the liability is properly included in the amount realized on the 

transaction. See § 1.1001-2 for rules relating to the inclusion in amount realized from a 

discharge of liabilities arising from a sale or exchange.

• Crane v. Commissioner, 331 U.S. 1 (1947) (seller’s amount realized includes cash plus 

the outstanding principal amount of assumed obligations).

• IRS has raised issues on well Plugging and Abandonment (P&A) costs that applied:

▪ only to a deep formation when shallow formations were still producing; and

▪ were incurred in 2 tax years

• Incurred ARO (ordinary deduction) versus assumed ARO (basis increase) 
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Nonproductive well determinations

• A taxpayer needs to decide what definition and conventions it will use in determining 

the amounts of IDC incurred in drilling a “nonproductive well” so that the IDC can be:

▪ Excluded from the IDC preference computation under § 57(a)(2)(B) and from the         

§ 57(a)(2)(C) net income from O&G computation if no gross income from the 

property during the tax year (TAM 8239005)

▪ Excluded from cost depletion/amortization of foreign IDC under § 263(i)

▪ Excluded from amortization of 30% of IDC under § 291(b)

▪ Excluded from 60 month amortization of deductible IDC for earning and profits 

computations under §§ 56(g)(4)(D)(i) and 312(n)(2)(A)

▪ Excluded from IDC recapture under § 1254

▪ Included in the option to deduct IDC contained in § 1.612-4(b)(4)
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Nonproductive well determinations (continued)

• The term “nonproductive well” can reasonably be interpreted to:

▪ Treat as nonproductive any well which either: (i) was previously P&A’d;                   

(ii) is currently being P&A’d; or (iii) management has made a determination to P&A 

the well in the immediate and due course of its operations; and, the production from 

that well was less that the IDC incurred to drill the well. 

▪ Treat as nonproductive any well for which the undiscounted revenues are not 

expected to exceed its incurred IDC; and, that well is not expected to produce for 

longer than 36 months after the filing of its federal income tax return.

▪ If these determinations can be made with reasonable accuracy at the time that the 

federal income tax return is filed for the year in question, the taxpayer can treat the 

well as a nonproductive well on the original return.

▪ If such a determination cannot be made with reasonable accuracy at the time that 

the federal income tax return is filed for the year in question, the taxpayer can file 

an amended return to treat that well as a nonproductive well when such a 

determination is made. 
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§ 1.761-2(d) 

• Joint Operating Agreement (JOA) election out of partnership status, “does not apply to 

any unincorporated organization one of whose principal purposes is cycling, 

manufacturing, or processing for persons who are not members of the organization. In 

addition, except as provided in paragraph (d)(2)(i) of this section, this paragraph (a)(3) 

does not apply to any unincorporated organization that produces natural gas under a 

joint operating agreement, unless all members of the unincorporated organization 

comply with paragraph (d) of this section.”

• Some JOA owners are using the prohibited “entitlements” method of accounting for gas 

imbalances for federal income tax purposes.

• New AAPL Form 610-2015 Model Form Joint Operating Agreement.

• Article IX containing the “Internal Revenue Code Election,” (where the parties elect to 

be excluded from the partnership provisions of subchapter K) now contains an addition 

sentence at its end stating that: “For federal income tax purposes the parties agree 

that any gas imbalances will be reported under the cumulative gas balancing 

method as defined in Treasury Regulations § 1.761-2(d)(3).”

• This is the first time an AAPL amended a Model Form Joint Operating Agreement since 

the IRS promulgated § 1.761-2(d) gas balancing rules in 1994.



22© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with KPMG International 

Cooperative (“KPMG International”), a Swiss entity. All rights reserved. NDPPS 746257

§ 1031 Like kind exchanges issues

• Taxpayer designated 50% of the operating rights in a producing property, and received 

a 25% mineral fee and a 25% leasehold interest through a qualified intermediary in 

that property

• Taxpayer designated all of the properties owned by a single member disregarded entity 

• Did not designate specific § 614 properties

• Taxpayer designated 60% WI in a property, but acquired a 50% WI because a new well 

was drilled on the property increasing its value

• Taxpayer acquired an undesignated property that had a negative value
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§ 165 Worthless and abandoned properties

• Loss from worthless and abandoned properties

▪ Worthless properties

— A loss deduction is not allowed for a mere shrinkage in value, but only for 

complete or practically complete worthlessness

— Worthlessness must be evidenced by a closed transaction or identifiable event

▪ Abandoned properties

— A loss deduction is allowed for abandoned properties, but there must be an 

intention on the part of the owner to abandon and an affirmative act of 

abandonment (e.g., forfeiture or assignment)

— An affirmative act of abandonment is more than non-use of the property

• Mere notation of abandonment intent on internal records is insufficient. 
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Current U.S. deep-water IDC issues

• Taxpayers continue to claim IDC related to the preparation of offshore wells for the 

production of oil and gas on intangibles incurred through the dry tree or Pipeline End 

Terminals (PLET) and any initial well production testing equipment actually used. 

• Some taxpayers have claimed IDC on the fabrication or installation of a production 

platform, Floating Production System (FPS) or Floating Production Storage and 

Offloading ship (FPSO) because a PLET was located on it or it contained some well 

test equipment.

• The future may be Floating Drilling Production Storage and Offloading ship (FDPSO)? 
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PTP QI final regulations

• On January 24, 2017, the Treasury and the IRS published the final Publicly Traded 

Partnership (PTP) qualified income (QI) regulations, with an effective date of January 

19, 2017, which adopted portions of the proposed regulations with modifications. 

Notably, the final regs omit:

• The MACRS consistency requirement nor do they reference NAICS codes 

• The general physical or chemical change limitation 

• The joint definition of processing and refining 

• Qualified income includes bulk sales at wholesale prices to a company or government 

agency; and to distribution centers that sell (in small quantities) to retail customers that 

are the end users such as homeowners

• Ethylene is qualified as a product from natural gas and crude oil, but Methanol is not

• Sand is recognized as a depletable mineral and its sale to oil companies for well 

fracking is qualifying income

• Income from passive mineral interests such as production royalties, minimum annual 

royalties, net profits interests, delay rentals, and lease bonus payments are 

qualifying income (surface and crop damage payments were not mentioned)

• Production payments treated as loans under § 636 do not qualify as natural resource 

income, but their interest income would be qualified as passive income
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PTP QI final regulations (continued)

• Qualified income includes blending the same mineral, natural resource or products 

thereof (crude oil and natural gas are considered as from the same natural resource).

▪ The preamble to the regulations states, in part, “once asphalt is mixed with rock 

aggregate, it is no longer a product of a refinery or a product of mineral processing, 

but has become a new road paving product.” 

▪ Naturally occurring “rock asphalt” has a 14% depletion rate under § 613(b)(3)(A). 

Query: How would a transporter or a marketer of such a product know if it was 

dealing with a product that would produce PTP qualifying income?

• Guidance on the treatment of fertilizer and hedging was reserved for future regulations. 
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§ 43 EOR tax credit

• Previously, the Enhanced Oil Recovery (EOR) credit had been applicable without 

phase-out during calendar years 1991-2005 and completely phased-out during 

calendar years 2006-2015.

• For 2016 and 2017, the EOR credit is applicable without any phase-out.

• Qualified EOR costs are those amounts paid or incurred for:

- Tangible property that is an integral part of a qualified EOR project (i.e., used 

directly in a tertiary recovery method and is essential to the completeness of the 

method); 

- Intangible drilling and development of a well to be used in a qualified EOR project; 

and 

- Tertiary injectant.
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Percentage depletion carryover for AMT

• Sometimes the IRS assumes that Form 4626 line 6 Alternative Tax Net Operating Loss 

(ATNOL) deduction should equal 90% of line 5 Alternative Minimum Taxable 

Income (AMTI)

• That assumption is incorrect because percentage depletion reported on Form 4626 line 

2l should be applied after ATNOL deduction is applied. The ordering of the deduction of 

percentage depletion and ATNOL is the reason the taxpayer can arrive at a different 

AMTI on Form 4626 line 7 and a different alternative minimum tax (AMT) on line 14. 

• Percentage depletion limitation under the AMT should be calculated in the same 

manner (in terms of the ordering rule) as it is calculated for regular tax purposes.



29© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with KPMG International 

Cooperative (“KPMG International”), a Swiss entity. All rights reserved. NDPPS 746257

Percentage depletion carryover for AMT (continued)

• The deduction for percentage depletion under the independent-producer and 

royalty-owner exemption cannot exceed 65% of the taxpayer’s taxable income 

determined without regard to:

• Depletion on production from an oil and gas property subject to the 

independent-producer exemption (§ 613A(d)(1)(A); § 1.613A-4(a)(1)(i)).

• Net operating loss carrybacks to the tax year under § 172 (§ 613A(d)(1)(B); § 1.613A-

4(a)(1)(ii)).

• Capital loss carrybacks to the tax year under § 1212 (§ 613A(d)(1)(C); § 1.613A-

4(a)(1)(iii)).

• Distributions to beneficiaries (with certain exceptions) in the case of a trust 

(§ 613A(d)(1)(D); § 1.613A-4(a)(1)(iv), § 1.613A-4(a)(2), Example 2).

• Thus, percentage depletion is allowed to be taken for AMT purposes to the extent of 

taxable income after net operating loss carry forward utilization, but limited to 65% 

of such taxable income determined.
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§ 172(f) specified liability losses, pre-2018

• A company may have a net operating loss and have economic performance occur for 

the reclamation of land and remediation of environmental contamination (e.g., plugging 

and abandoning wells)? If so, these costs may qualify as a specified liability loss under 

§ 172(f) and have a 10-year carryback period. 

• Includes costs for environmental cleanup costs, land reclamation and dismantling 

drilling platforms; the costs must satisfy a federal or state requirement and must arise 

from an act occurring at least 3 years previously.

• A mining company with a remediation subsidiary (which included indirect costs) that 

has been through an IRS audit on § 172(f) and the IRS auditors allowed all of the costs 

(including indirect costs) in that remediation subsidiary.
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§§ 6225 and 6231

• New partnership level audit and tax assessments (§ 6225 and § 6231) and how they 

may apply to a non-juridical entity such as a joint operating agreement that does not 

elect out of subchapter K under § 761(a)?
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§ 45I Marginal gas wells credit

• Only operating interests qualify for the § 45I credit. 

• The maximum 2016 § 45I credit for a gas well is: 

▪ 3 BOE X 5.8 [45K(d)(5)] = 17.4 MMBTU/D and assuming the well produced for the 

entire year 17.4 X 366 = 6,351 MMBTU/year. 6,368 MCF X $0.63 = $4,012 

credit/well.

• A qualified marginal gas “stripper well” property is average daily production on a 

domestic “property” for the year of not more than 15 BOE X 6 [§ 613A(c)(8)(D)(iv)] = 90 

MMBTU/D/well. 

• A qualified marginal well is a well that has average daily production of not more than 

25 X 5.8 = 145 MMBTU/D and a water cut of not less than 95% (perhaps the water cut 

it may be this high in the year the well is fracked and dewatered, but unlikely).
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§ 57(a)(2)(C) and hedging

• In determining net income from oil and gas properties under § 57(a)(2)(C), can hedge 

losses and gains on production be included in the computation if consistently included 

as an expense or a contra expense (but not in excess of total expenses)? 

• In AM 2009-008, the IRS ruled that gains or losses generated by hedging transactions 

undertaken by mineral producers to ensure price stability are not included within either 

the calculation of gross income from the property or the calculation of taxable income 

from the property. In doing so, the IRS analogized hedging transactions to business 

interruption insurance. 

• The IRS addressed this type of insurance in Revenue Ruling 80-317 (damages paid as 

a result of a breech of contract suit by a mine owner who was unable to deliver the 

mineral required by the contract because of a decrease in production are not 

deductible from gross income from mining for purposes of computing percentage 

depletion).
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§ 57(a)(2)(C) and hedging (continued)

• In Island Creek Coal Company, the Fourth Circuit stated:

The relation of a premium for business interruption insurance to a mine operator’s 

general business may be close, but its furtherance of the processes of extraction and 

treatment is, at best, remote, while its relation to nonmining income is direct and 

immediate, for the premium is paid for the protective purpose of generating such 

income (emphasis added).  382 F.2d 35 (4th Cir. 1967).

• Contrast this remoteness to the Supreme Court’s statement with respect to the 

taxpayer’s hedging in Corn Products: “it is difficult to imagine a program more closely 

geared to a company’s manufacturing enterprise or more important to its successful 

operation.”  350 U.S. 46 (1955).

• Oil at $60 No Problem as U.S. Drillers Snub OPEC With Hedges.  OPEC’s worst 

enemy isn’t U.S. shale drillers. It’s the hedges propping them up.

• About 6 companies are at IRS Houston Appeals on this issue and it will likely go to 

Tax Court.

• At Appeals, the IRS Field appears to have abandoned the “insurance” logic of AM 

2009-008, put primary focus on § 613(a) gross income, argued that the taxpayer is 

hedging reserves in the ground instead of production, and that the taxpayer did not 

maintain inventory. 

• IRS Field made no argument regarding hedging and the taxable income from the 

property limitation.
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§ 57(a)(2)(E) when AMTI is negative

• Generally, taxpayers may be required to include IDC as a preference item in their 

calculations of AMTI under § 57(a)(2)(A). 

• Non-integrated oil companies, though, have a special exception from the IDC 

preference under § 57(a)(2)(E)(i), which provides in clear and unambiguous language 

that the IDC preference “shall not apply” (i.e., independent producers can currently 

expense IDC for the AMT.

• However, the “reduction” in AMTI under § 57(a)(2)(E)(i) is limited by § 57(a)(2)(E)(ii) to 

40% of the AMTI that would exist for the tax year without regard to the tentative AMT 

preference exception or the AMT net operating loss deduction under § 56(a)(4).

• Does the IRC allow an independent oil producer with negative Alternative Minimum 

Taxable Income (AMTI) to benefit from a special carve-out for intangible drilling and 

development costs (IDC)?
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§ 57(a)(2)(E) when AMTI is negative (continued)

• The CCA 201235010 uses the following as a negative AMTI paradigmatic example:

• AMTI pre-clause (i) -20

• Apply clause (i) before clause (ii) limitation -80

• Total AMTI -100

• AMTI pre-clause (i) -20

• Apply clause (ii) percentage x40%

• 40% of AMTI before clause (i) -8

• AMTI pre-clause (i) -20

• Minus 40% of AMTI before clause (i) -(8)

• Clause (ii) reduction limitation -12

• The CCA acknowledged that under a literal application of clause (ii), because -12 is 

greater than -100, clause (i) does not result in a reduction of AMTI. So under a literal 

reading of the statute clause (ii) does not limit the application of clause (i).

• There are no rules or regulations on this issue, it is a question of statutory 

interpretation.
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§ 57(a)(2)(E) when AMTI is negative (continued)

• In CCA 201235010, the IRS reasoned that a taxpayer with negative AMTI would not 

have AMT liability, and would therefore not need the AMT relief Congress had 

provided. Consequently, the IRS concluded in the memorandum, taxpayers with 

negative AMTI were not “subject to” AMT and therefore cannot avail themselves of the 

IDC preference exception.

• IRS Houston Appeals has offered at least one percentage settlement on the issue. 
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