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Oversupplied global markets continue to weigh heavy on producers’ profitability outlooks.
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FINANCING ALTERNATIVES

MONEY (THAT’S
WHAT I WANT)

E&Ps are on the hunt for creative financing solutions, and ORRIs and VPPs
are transaction structures well worth considering.
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‘ >: J ¢ are fairly confident that the Beatles
were not thinking of the current state
of the oil and gas industry in their

iconic cover of Barrett Strong’s “Money (That’s

What I Want),” with the repeating chorus of

“money, that’s what I want ... that’s what I want,

yeah.” But, given E&P’s continuing need to uti-

lize “nontraditional” financing sources for capi-
tal to maintain production and otherwise develop
their assets, it felt like an appropriate reference
for this article, particularly in the context of
transactions involving the sale of overriding
royalty interests (ORRIs) and volumetric pro-
duction payments (VPPs) to “financial buyers.”

Over the last 18 months, there have been sev-
eral examples of E&Ps executing these types of
transactions as financing sources, which has often
been the case in periods during which traditional
sources of financing have been unavailable to the
industry.

The financial buyers of ORRIs and VPPs—typ-
ically banks, hedge funds and private equity spon-
sors seeking investments with E&Ps at the asset
level—generally find them attractive for several
reasons, including:

1) ORRIs and VPPs effectively sit at the top of
an E&P’s capital structure;

2) ORRI and VPP assets are typically more lig-
uid than many other types of investments; and

3) in most jurisdictions, ORRIs and VPPs will
survive a bankruptcy if structured properly.
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Definitions

An ORRI is a nonoperating, nonexpense-bear-
ing interest that entitles its holder to receive a
specified percentage of oil and gas produced
from the burdened properties. An ORRI is
carved out of the working interest of an oil and
gas lease and, therefore, will typically last for
the duration of the leasehold (or leaseholds) that
it burdens.

Importantly, the vast majority of jurisdictions
classify ORRIs as a real property interest (be-
cause they are interests in the underlying min-
erals) rather than a contractual right or personal
property interest.

VPPs share many characteristics with ORRIs.
VPPs are also nonoperating, nonexpense-bear-
ing interests that are carved out of the working
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interest of an oil and gas lease, giving the holder
thereof a right to a fixed quantity of hydrocar-
bons produced from the burdened properties or
the proceeds therefrom. VPPs are generally held
to be real property interests (again, because they
are interests in the underlying minerals) in most
jurisdictions.

The primary difference between a VPP and
an ORRI is the duration of the resulting right
reserved. Whereas an ORRI generally survives
for the entire life of the lease from which it is
created, a VPP is limited to a specified volume
of hydrocarbons produced from the burdened
properties. This is partially the basis for VPPs
often being referred to as “term overriding roy-
alty interests.”” Once the specified volume of
hydrocarbons has been produced and delivered
to the VPP holder, all interests in the burdened
leases revert to the grantor of the VPP and it is
extinguished.

Other key differences between ORRIs and
VPPs relate to their treatment from accounting
and tax perspectives, each of which are outside
the scope of this article.

Transactions involving ORRIs and VPPs
utilize many of the same types of transaction
documents used in typical upstream oil and gas
transactions—including a purchase and sale
agreement and conveyance instrument—and at
the closing of the ORRI/VPP transaction, the
seller conveys the ORRI or VPP to the buyer in
exchange for a cash payment, similar to what
would be seen in an upstream transaction.

Like traditional upstream oil and gas trans-
actions, the conveyances granting ORRIs and
VPPs are recorded in the real property records
of the counties in which the burdened proper-
ties are located. Because ORRIs and VPPs have
been commonly used in the industry for several
decades, sophisticated industry participants are
familiar with these types of transactions and the
associated documentation.

Advantages
ORRIs provide several advantages to the buyer:
Nonexpense bearing: A principal benefit of an
ORRI is the right to future revenue from the bur-
dened properties without the obligations associ-
ated with the corresponding share of costs (other
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than “post-production expenses” and income and
similar taxes). In some transactions, this potential
upside is greater where all or a majority of the
leases burdened by the ORRI are undeveloped, as
the new ORRI holder will enjoy the benefits of
peak production from new wells without bearing
any drilling and completion costs.

In transactions in which some or all of the as-
sets burdened by the ORRI are already drilled
and producing, the ORRI buyer will enjoy its
share of the ongoing production, with less un-
certainty regarding the development plans for
the assets.

Real property interest: As mentioned above,
ORRIs are considered to be real property inter-
ests in most jurisdictions. Accordingly, ORRI
investments are attractive to buyers because
they serve as a vehicle to invest with an E&P
at the asset level rather than elsewhere in an
E&P’s capital structure. This is key because of
resulting protections in a bankruptcy situation
(including not being subject to the “automatic
stay” or being subject to rejection as a contrac-
tual right in a bankruptcy proceeding), as well
as greater flexibility in exiting the investment
through asset sales.

Nonoperating interest: Because ORRIs are
nonoperated interests, an ORRI holder general-
ly is neither required to possess any operational
capabilities nor does it need to employ the large
teams of professionals often required to operate
and develop the burdened properties. This is ap-
pealing to buyers seeking to make investments
with E&Ps at the asset level but who lack the
capabilities to operate the underlying oil and
gas properties.

Given their many similarities, VPPs share
many of the same advantages as ORRISs.

Considerations

ORRIs and VPPs are not free of risks, contin-
gent and immediate, for the parties involved. The
following sets forth a list of certain considerations
that should be taken into account when evaluating
an ORRI or VPP transaction and ways to mitigate
those risks:

Lack of control: The ORRI holder bears the
risk of nonproduction and nondevelopment of
the burdened leases (including associated reserve
risk), which is especially important since ORRI
revenue is entirely dependent on the amount of
hydrocarbons produced.

An ORRI seller may miscalculate the breakev-
en point of the working interest in a well or lease
and cause the underlying assets (or a portion of
such assets) to be uneconomic to develop due to
the newly created ORRI. If, consequently, the op-
erator/lessee does not develop such well or lease,
the ORRI holder may not receive the economic
return expected from its investment.

To address this concern, a buyer of an ORRI
will often require the seller to maintain some
minimum level of activity or otherwise remain
subject to certain operational standards on the
burdened properties, effectively giving the ORRI
holder some minimum level of oversight over the
operation and development of the burdened prop-

erties following the closing of the ORRI transac-
tion. VPPs share a similar risk.
Bankruptcy: Although ORRIs are considered
a real property interest in most jurisdictions,
there are, however, a small number of jurisdic-
tions where an ORRI is treated as a personal
property interest, which creates a risk that the
ORRI will not survive a bankruptcy situation.
This consideration is equally, if not more,
important for VPPs. While the general rule that
VPPs are real property rights appears to hold in
most instances, there are recent situations that
call into question the ability of VPPs to survive
a bankruptcy process where they are structured
in a way that more closely resembles a contrac-
tual loan rather than a real property interest.
Another risk is that the ORRI or VPP trans-
action may be deemed a fraudulent transfer in
a bankruptcy proceeding and potentially un-
wound by the bankruptcy court—worth noting
given the financial condition of many compa-
nies contemplating ORRI or VPP transactions.
Commodity price risk: The ORRI owner
bears the commodity price risk that the produc-
tion will be (or can be) sold at a price that en-
sures an adequate rate of return for the ORRI
owner. This risk is often mitigated through the
ORRI owner obtaining commodity price hedges
for the associated ORRI production. VPPs share
this risk, which is often also mitigated through
commodity price hedges.

Conclusion

Given the capital-intensive nature of most
upstream assets, E&Ps will need continued
sources of capital to maintain activity levels of
development as well as to position themselves
for renewed growth in future months and years
as commodity prices recover. Maintaining (or
increasing) these activity levels is important to
sustaining production, which in turn generates
the cash necessary to service existing debt obli-
gations, the balances of which remain relatively
significant in the upstream space.

Traditional financing sources for this capital
are to remain tight and/or unavailable for E&Ps
through at least the end of 2020 and are likely
to remain so into 2021, requiring owners of up-
stream oil and gas assets to continue to explore
alternative financing arrangements such as di-
vestitures of ORRIs and VPPs.

ORRI and VPP transactions provide many
benefits to both current owners of oil and gas
assets and potential buyers who are seeking to
make financial investments with E&Ps at the
asset level. If structured thoughtfully, diligenced
appropriately and managed properly, utilizing
ORRIs or VPPs to secure capital from a financial
buyer can be quite beneficial to an E&P, allow-
ing them during this downturn to—in the words
of another iconic song by the Beatles—“get by
with a little help from my friends.” []
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