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PRODUCTION PAYMENTS 

• What is a Volumetric Production Payment (“VPP”)? 
‒ A non-operating, non-expense bearing, limited term royalty. 

‒ It entitles the holder to a specified volume of hydrocarbons (or proceeds from 
the sale of such hydrocarbons) produced from the property each period. 
o The interest conveyed is typically, although not necessarily, characterized as a real property 

interest. 

o The term of the conveyance continues until a specified quantity of hydrocarbons has been 
produced. 

o The production is delivered to the VPP holder free of costs and free of taxes. 

o No recourse to the issue or other assets of the issue. 

‒ Favorable treatment under U.S. bankruptcy law and U.S. federal income tax 
law.  
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PRODUCTION PAYMENTS 

• How does a VPP work? 
‒ Typically, the purchaser makes a single upfront cash payment to the issuer in 

exchange for scheduled volumes of monthly production to be delivered to the 
purchaser. 
o The volumes may be delivered in kind, or sold by the issuer, and the sale proceeds 

delivered to the VPP purchaser. 

‒ Shortfalls in delivery are to be made up in the next month.  The shortfall 
quantity is adjusted for the next month's commodity price plus interest. 

‒ The terms of the VPP transactions are documented by: 
o Purchase and Sale Agreement  

o Conveyance of Royalty Interest  

o Production and Marketing Agreement 
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PRODUCTION PAYMENTS 

• Advantages of VPP Financing 
‒ VPPs are conveyances of property interests and when the VPP is granted, the 

related production is treated as outside of the issuer’s (debtor’s) estate. 
o Upon a declaration of bankruptcy by the issuer, delivery of production is not subject to the 

automatic stay. 

o Enforcement of covenants and related collateral will be subject to the stay. 

‒ Issuer maintains operational control. 

‒ Effective hedge for issuer. 
o Holder of the VPP bears commodity price and interest rate risk. 

‒ Holder has no liability for operating costs or expenses. 
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PRODUCTION PAYMENTS 

• Risks of VPP Financing 
‒ Reserve Risk. Because the holder only is entitled to receive its return from the 

production from the specified leases, the holder must rely solely on the 
sufficiency of the related reserves to produce the scheduled hydrocarbons.  
o This risk can be mitigated by performing due diligence on the reserves and sizing the VPP so 

satisfaction does not require the production of a large majority of the anticipated reserves, 
rather closer to 40-50%. Establishing a VPP on diversified leases, rather than a limited 
number in a single area, also can reduce the risk. 

‒ Commodity Price Risk. The holder of the VPP assumes the risk that the 
hydrocarbons produced cannot be sold at a price that will result in the holder 
achieving no less than its anticipated return.  
o The holder can reduce this risk by entering into a contract to resell the hydrocarbons at a 

fixed price and/or enter into a commodity price hedge.  
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PRODUCTION PAYMENTS 

• Risks of VPP Financing (continued) 
‒ Interest Rate Risk. The VPP holder assumes the risk that interest rates will rise 

over the term of the VPP and its return on the VPP will not rise.  
o The holder can mitigate the risk by entering into hedging transactions. 

‒ Operational Risk. The VPP holder assumes the risk that the issuer will not 
prudently operate the burdened properties.  
o The holder can mitigate this risk by sizing the VPP so the production in each period in 

excess of the VPP volumes and the tail reserves remaining after the VPP is satisfied are 
sufficiently valuable so the issuer will be incentivized to continue production.  
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PRODUCTION PAYMENTS 

• How is a Production Payment Defined for Federal Income Tax 
Purposes? 
‒ Treasury Regulation Section 1.636-3 defines “production payment”: 

o A right to a specified share of production from minerals in place (if, as, and when produced) 
or the proceeds of such production. 

o Must be an economic interest in such mineral in place. 
» Treasury Regulation 1.611-1(b)(1) defines an economic interest as any interest in minerals in place 

that secures, by any form of legal relationship, income derived from the extraction of the mineral, 
to which the holder must look for the return of its capital.  A holder of an economic interest is 
entitled to depletion. 

» It may burden more than one mineral property. The burdened property need not be an operating 
interest. 
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PRODUCTION PAYMENTS 

• How is a Production Payment Defined for Federal Income Tax Purposes? 
(continued) 
‒ Must have an expected economic life (at the time of its creation) of shorter 

duration than the economic life of one or more of the mineral properties burdened 
thereby.  The right may not reasonably be expected to extend in substantial 
amounts over the entire productive life of such mineral property. 

‒ It cannot have the right to be satisfied by other than the production of minerals 
from the burdened property. 

‒ May be limited by dollar amount (dollar production payment), quantum of mineral 
(volumetric production payment) or a period of time. 

‒ Includes a right which is, in substance, economically equivalent to a production 
payment, regardless of the language used to describe such right, the method of 
creation of such right, or the form in which such right is cast. 
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PRODUCTION PAYMENTS 

• How as a Production Payment Defined for Federal Income Tax Purposes? 
(continued) 
‒ Revenue Procedure 97-55 provides the guidelines for obtaining a ruling that an 

arrangement is a production payment. 
o The right is an economic interest as defined in Treasury Regulation Section 1.611-1(b) without 

regard to the application of Code Section 636, 
o The right is limited by a specified dollar amount, a specified quantum of mineral, or a specified 

period of time, 
o It is reasonably expected, at the time the right is created, that it will terminate upon the 

production of not more than 90% of the reserves that are then known to exist, and  
o The present value of the production expected to remain after the right terminates is 5% or more 

of the present value of the entire burdened property (determined at the time the right is 
created).  The determination of present value takes into account all the facts and circumstances in 
accordance with Treasury Regulation Section 1.611-2(e). 
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PRODUCTION PAYMENTS 

• How are Production Payments Treated for Federal Income Tax Purposes? 
‒ Code Section 636(a) provides that a production payment carved out of mineral 

property shall be treated, for purposes of subtitle A (income taxes), as if it were a 
mortgage loan on the property, and shall not qualify as an economic interest in the 
mineral property.  The mortgage loan is a contingent payment debt instrument. 
o However, a production payment carved out for exploration and development of such property 

shall not be treated as a mortgage loan.  A production payment is treated as carved out for 
exploration and development only if: 
» The expenditure is necessary for ascertaining the existence, location, extent or quality of any deposit of 

mineral or is incident to and necessary for the preparation of a deposit for production. 

» The cash is pledged for exploration or development of the burdened property or the issuer has a binding 
obligation to apply the proceeds for the costs of exploration or development of the burdened property. 

‒ Production payments may be interests in real property for purposes of the FIRPTA 
rules. Treasury Regulation Section 1.897-1(d). 
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PRODUCTION PAYMENTS 

• Example 
‒ On January 1, 2012, the owner of an operating interest sells a production payment 

burdening the property for $1 million. The production payment entitles the holder  
to scheduled volumes of natural gas.  In 2012, the property produces 100,000 units 
of natural gas with a market value of $300,000, of which 20,000 units with a market 
value of $60,000 were scheduled quantities delivered to the holder. 
o Owner does not recognize income in connection with the issuance of the production payment.  

o In 2012 the owner includes in its taxable income the $300,000 of proceeds from production and 
takes deductions for the related production costs. 

o Owner’s $60,000 payment to the holder is characterized as part principal repayment and part 
interest expense. Owner is entitled to a deduction for the interest paid. 

o Holder treats the $60,000 payment received as part principal repayment and part interest 
income. 

o Holder is not entitled to depletion.  
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PRODUCTION PAYMENTS 

• How is the Interest Component of VPPs Determined? 

 
‒ VPPs generally are treated as contingent payment debt instruments issued for 

cash and interest is determined under the noncontingent bond method. 
Treasury Regulation Section 1.1275-4. 

 

‒ Under the noncontingent bond method, a projected payment schedule is 
created to determine periodic interest accruals. Subsequently, adjustments are 
made when actual payments differ from projected payments.  
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PRODUCTION PAYMENTS 

‒ How is the Interest Component of VPPs Determined? 

‒  (continued) 

‒ Application of the noncontingent bond method: 
o Upon issuance, determine the comparable yield. 

» The comparable yield is the yield at which the issuer would issue fixed rate debt with the terms 
and conditions of the contingent debt (i.e., term, subordination). 

» Should be supported by contemporaneous documentation. 

o Construct a projected payment schedule using the comparable yield. 
» This schedule is created at issuance and is not modified during the term of the VPP. 
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PRODUCTION PAYMENTS 

Example: 

 

Interest deduction/income: 
 
 1 = $300,000 projected amount, no adjustments 
 2 = $240,000 projected amount + $10,000 additional interest 
 3 = $180,000 projected amount - $180,000 negative adjustment 
        plus ordinary income/less ordinary loss of $100,000 
 4 = $120,000 projected amount, no adjustment 

Projected 
Principal 
Interest 

$1,000,000 
   $300,000 

$1,000,000 
   $240,000 

$1,000,000 
   $180,000 

$1,000,000 
   $120,000 

Actual $1,300,000 $1,250,000 $900,000 $1,120,000 
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PRODUCTION PAYMENTS 

Typical Syndicated VPP 

E&P Co Trust 

Trade Desk 

Notional Q x 

index 

VPP gas 

Gas Market 

Gas sales 

at index 

Lenders 
Notes 

Notional 

Q x fixed 
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PRODUCTION PAYMENTS 

VPPs in Low Price Environments – Upside VPPs 

 

E&P Co Trust 

The volume under the VPP goes down 

as the price rises above $[5.00] on a 

participating basis. 

 

Trade Desk 

$[5.00] participating 

floor 

VPP gas 

Gas Market 

Gas sales 

at index 

Lenders 

Notes 
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PRODUCTION PAYMENTS 

‒ How is the Interest Component of VPPs Determined? 

‒  (continued) 
o Determine the daily interest accrual. 

o Adjust accrued interest or deduction when actual payments are made. 
» Net all positive and negative adjustments in the same tax year. 

» A net positive adjustment is treated as additional interest. 

» A net negative adjustment: 

• First, offsets the current year interest accrual, 

• Second, is treated as ordinary income by the issuer or ordinary loss by the holder to the 
extent of the sum of the interest reported on the VPP for prior periods net of adjustments, 
and  

• Third, any remaining negative adjustment is carried forward to offset interest accruals and any 
amount remaining when the VPP is sold or matures is treated as a reduction in the amount 
paid or received in such sale or retirement.  
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PRODUCTION PAYMENTS 

CIRCULAR 230 

 

TO ENSURE COMPLIANCE WITH TREASURY DEPARTMENT CIRCULAR 230, 
YOU ARE HEREBY NOTIFIED THAT ANY DISCUSSION OF U.S. FEDERAL 
INCOME TAX ISSUES HEREIN IS NOT INTENDED OR WRITTEN TO BE 
RELIED UPON, AND CANNOT BE RELIED UPON, BY ANY PERSON FOR THE 
PURPOSE OF AVOIDING PENALTIES THAT MAY BE IMPOSED REGARDING 
THE TRANSACTIONS OR MATTERS ADDRESSED HEREIN.   

 

 

4274882 
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CONTACT 

Liz McGinley 
Partner 

+1.212.508.6173 

liz.mcginley@bracewell.com 



This presentation is provided for informational purposes only and should not be 
considered specific legal advice on any subject matter. You should contact your attorney 
to obtain advice with respect to any particular issue or problem. The content of  this 
presentation contains general information and may not reflect current legal 
developments, verdicts or settlements. Use of and access to this presentation does not 
create an attorney-client relationship between you and Bracewell.  


