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About SRZ’s Energy Practice
Schulte Roth & Zabel’s Energy Practice advises some of the world’s top alternative asset managers in 

connection with oil and gas, coal, and the chemical and electric industries. We meet the investment 

fund and transactional needs of our clients by advising on sophisticated energy-related mergers and 

acquisitions, divestitures, proxy contests, workouts and restructurings, capital markets transactions, real 

estate transactions, distressed investments, tax issues with U.S. and non-U.S. capital, and the development 

and trading of new and complex financial products.

Our clients benefit from SRZ’s premier practice in investment management, which allows us to provide 

unparalleled advice to energy-focused asset managers. Our lawyers are leaders in the industry, and we 

have a substantial and well-regarded private equity practice. We authored the leading treatise Private 

Equity Funds: Formation and Operation and partnered with Private Equity International to release Fund 

Formation and Incentives Report, a research study of senior private equity managers. A report released by 

Hedge Fund Research Inc. ranked SRZ as the top legal service provider for hedge funds based on assets 

under management, and we were named Investment Funds – Alternative/Hedge Funds Law Firm of the 

Year by The Legal 500 United States and the Leading Law Firm for New Fund Launches at The Hedge 

Fund Journal Awards 2014. We also possess extensive regulatory, employment and ERISA experience, and 

have a proven track record of success in federal and state litigation and arbitration proceedings.

SRZ’s oil and gas experience extends to each link of the value chain. We have advised on upstream 

transactions covering exploration and production; midstream transactions dealing with gathering, 

storage, transportation and processing; and downstream transactions that involve refining, marketing, 

petrochemicals trading and derivatives, transportation and shipping. 

Our lawyers are consistently recognized by Chambers, The Legal 500 and IFLR1000. We have worked 

on numerous award-winning deals, including the M&A Atlas Awards’ North America Private Equity Deal 

of the Year and the M&A Advisor’s M&A Deal of the Year. Two of our partners were recently named 2014 

Dealmakers of the Year by The American Lawyer, and our lawyers frequently publish in their areas of 

expertise, including the recent SRZ publication Hot Topics in Coal Company Bankruptcies, which provides 

an overview of the unique legal challenges coal companies face as they attempt to restructure their 

obligations. We are often placed at the top of league tables, such as the most current bankruptcy league 

table published by The Deal and the new WSJ-FactSet Activism Scorecard list ranking top law firms for 

advising on activist campaigns.
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WTI Historical Performance — 
Commodity Prices at Multi-Year Lows  
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Market Overview 
Deal Environment and  

Commodity Price Outlook 
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Is There a “Bullish” Case for Oil? —  
TPH Research Oil Forecast Update  

2015 2016 2017 2018 2019 2020 

$56.25 $80.00 $90.00 $90.00 $90.00 $90.00 March '15 WTI Forecast 

Key Takeaways 
 U.S. rig drop pulls global supply/demand into balance by 2016 

□ Oil price moves off lows Q3 2015 as supply growth taper 
becomes increasingly visible 

□ ~800 rig drop in expected 2015 U.S. rig count drives move 
from growth to a 2016 contraction in US oil production 

□ 1.5mmbpd of 2014 U.S. supply growth drops to 350kbpd in 
2015 

□ Supply growth transitions to contraction by 2016 averaging 
250kbpd drop over the year 

 Net impact of global prod. growth/declines augments  
U.S. changes 

 With no increase in 2016 U.S. activity, 2017 global 
market tight 

□ $80/bbl 2016 price forecast drives a ramp back 
up in 2016 rig activity with nearly 300 rigs going 
back to work vs 2015 

□ E&Ps not likely to add incremental rigs to their 
2016 programs without a strong price signal 

□ If 2016 rig activity stays flat y/y…global demand 
growth would need to be non-existent for the 
next 3 years for the market to balance 

The Case For Recovery 

U.S. Caused This Problem…U.S. Will Fix It 
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U.S. is offender for global supply growth 
and needs to throttle back production 
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Market Overview 
Basic Terms and Players  

Relative Velocity of Recent Rig Count Declines 

0%

20%

40%

60%

80%

100%

120%

0 5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85

Ri
g 

Co
un

t 
as

 %
 o

f P
ea

k

Week

1997-99 2001-02 2008-09 2014-15

1997-99
Peak 1,032

Trough 488

Δ Rigs (544)

Δ Rigs (%) (53%)

2001-02
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Trough 876

Δ Rigs (1,155)
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Peak 1,931

Current 1,069
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Pace of declines has 
accelerated in recent weeks 

Helmerich & Payne, the market leader 
in U.S. land drilling, noted in a Jan. 7 
investor presentation that spot 
pricing for AC rigs is already down 
10% and that 40-50 FlexRigs would 
go idle by early Feb. This represents 
14% of H&P’s YE 2014 U.S. Land Fleet. 

TPH Research forecasts U.S. 
rig count bottoming by 
YE2015 and rising to 1,345 by 
YE2016 

Source: Baker Hughes as of 3/20/2015. 
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Market Overview 
Impact of Drop in Oil and  

Gas Prices on E&P  
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Market Overview 
M&A Opportunities 

Significant Reductions in Drilling Activity —  
2015E vs. 2014E Capital Spending  
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decline 43% on average in 
2015; though production 
will still grow 19% 

Source: TPH Research, company filings. 
Based on March 2015 capital budget revision.  
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Market Overview 
Credit Market Observations  

What Has Been Impact on U.S. M&A 
Market? — Activity Has Slowed in Wake  
of Commodity Price Declines 

…Volume Down Materially in 4Q 2014 and 1Q 2015($Bn) 

 
Sources: IHS Herold, PLS, company press releases, FactSet. Note: M&A volumes include U.S. deals with announced transaction values >$50 million. (1) Excludes private equity transactions.  

$4
.5

 

$8
.2

 

$2
.8

 

$2
.4

 

$3
.0

 $4
.8

 

$8
.0

 

$3
.0

 

$6
.7

 

$4
.0

 

$1
0.

0 $1
1.

4 

$3
.3

 

$6
.4

 

$5
.1

 

$2
.5

 

$9
.6

 

$7
.8

 

$1
2.

5 

$4
.7

 

$8
.6

 $1
0.

3 

$2
.0

 

$0
.9

 

$0
.1

 

$0
.4

 

Jan Feb March April May June July Aug Sept Oct Nov Dec

© 2015 Schulte Roth & Zabel LLPDistressed Investment Opportunities in Oil and Gas



Financing Options for Distressed E&Ps 
• The capital markets are still open for larger issuers, but will be more selective 

and expensive with less tolerance for CapEx exceeding free cash flow. Supply 
of capital seeking low-mid teen yields and exposure to energy recovery is 
relatively high.  

• New fund formation has also been announced recently by funds bullish on 
energy-related opportunities in the debt and equity markets. 

• Who will provide capital to stressed and distressed companies? 
– Alternative Non-Bank Lenders 
– Hedge Funds — Energy-focused, Credit Opportunity and Special Situation 

funds 
• What structures will likely be available? 

– Second Liens – both Broadly Syndicated (larger credits) and Club Deals/single 
lender deals 

– Amended and Restated First Lien Revolvers — Acquire Revolver and 
restructure to fit situation 

– Volumetric Production Payments  
– Reversionary Interest deals — Potential capital for new drilling 

 
 
 
 

Reserve-Based Lending Market —
Overview and Outlook 
• Senior secured; dominated by large banks with in-house engineering staff 
• Historical effective advance rates range from 60-75% of the PV-10 value of Proved 

Developed Producing (PDP) Reserves with pricing ranging from L+1.5% to L+4.0% with 
no floors 

• Availability typically based on review of third-party reserve reports and use of price deck 
discounted off of WTI oil prices and NYMEX natural gas prices 

• Borrowing Base re-determinations occurring in late March – early April (based on 
reserves as of 12/31/14) will set the tone for how banks react to the commodity price 
downturn  

– Banks have generally signaled a benign approach to allow breathing room to E&P 
borrowers for the current re-determination 

– Availability will likely shrink for most, but not severely for most borrowers 
– Amendments likely available with covenant relief ranging from 6 to 12 months 

• Current market consensus is that banks will likely take a harder line and revert to typical 
metrics for the September/October re-determination (based off of mid-year reserves) if 
prices remain at or near current depressed levels 
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Transaction Issues  
Senior Secured Reserved-Based Loans 

vs. Typical Senior Secured Debt   

High Yield Energy Universe 
• The High Yield energy universe has traded down sharply as a 

result of the current and forecasted impact of recent 
commodity price declines. 

• Based on estimates from various trading desks, there are 93 
HY issues trading at 80 or lower with aggregate face values of 
approximately $50 billion. 
– E&P: 71 issues trading at or below 80 with face value of $40B 

(out of $121B, or 33%) 
– Services: 22 issues trading at or below 80 with face value of 

$10B (out of $29B, or 33%) 
– Total: 93 issues trading at or below 80 for $50B out of $150B 

• The magnitude of the opportunity set has attracted many 
distressed and special situation investors, both energy-
focused and generalists.  
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Distressed 
Counterparty Risk  

Overriding Royalty Interest,  
Net Profit Interest, Production Payment   

Right Time to Issue Equity?  
How the Market Views Long Term WTI 

Select Permian Producers 
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As oil and gas prices decline and the availability of reserved-
based senior credit becomes increasingly scarce, exploration 
and production (“E&P”) companies are seeking to refinance 
into more traditional term loans or to divest royalties in an 
effort to raise cash. Whether acquired as part of a recent 
restructuring initiative or historical purchase, investors who 
own carved out royalty interests need to take inventory of 
counterparty risk and how these positions will be treated 
in a bankruptcy, including the potential risks of contract 
recharacterization or rejection and clawbacks of payments 
already received.

Investing in Oil and Gas Royalties: 
Distressed Counterparty Risk 
Considerations1

By David J. Karp and Parker J. Milender 
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Investors were once generally confident that most types of carved out 

interests would be treated by bankruptcy courts as “true sales” of real 

property.2 But recent case law suggests that while such transactions 

may be labeled “sales,” in certain instances a court might instead 

recharacterize the carved out interest transactions as “financings” or 

“debt instruments.” This distinction becomes critical if the E&P company 

that maintains the working interest files for bankruptcy. While carved 

out interests that were conveyed in a true sale will not be property 

of the company’s bankruptcy estate, carved out interests that are 

recharacterized as financings will be brought into the bankruptcy  

estate — and the “purchaser” of those interests will become a creditor 

fighting for uncertain recovery under a plan of reorganization or 

liquidation via distributions from the estate. 

In the ongoing case In re ATP Oil & Gas Corporation,3 the U.S. 

Bankruptcy Court for the Southern District of Texas denied a carved out 

interest investor’s motion for summary judgment on the issue of whether 

conveyances of certain oil and gas carved out interests were true sales 

of real property or simply “disguised” financing transactions. The ATP 

case is still awaiting a final decision in the Bankruptcy Court, but the 

court’s initial holdings should serve as a warning to investors that their 

carved out interest transactions may be scrutinized when an E&P files for 

bankruptcy. 

Types of Oil and Gas Carved Out Interests 

Before carved out interest transactions take place, a landowner — who 

often owns both the surface estate and the mineral estate — will lease a 

working interest in the mineral estate. The lessee of the working interest 

has the exclusive right to explore, drill and produce oil and gas from 

a specific tract of property.4 The lessor or landowner retains a royalty 

interest, which is a percentage of oil and gas that is produced from the 

leased land and is generally free of the costs of producing the oil and 

gas; however, the landowner’s royalty interest is often responsible for a 

share of post-production transportation, treatment and marketing costs.

The working interest includes the operating and non-operating working 

interests under an oil and gas lease. Non-operating working interests 

that are carved out include: overriding royalty interests (“ORRIs”), net 

profits interests (“NPIs”) and production payments (“PPs”).

On one side of a carved out interest transaction is the investor, who 

contributes capital in exchange for a financial interest in an oil- or 

gas-producing property and/or corresponding royalty payments. On 

the other side is the lessee-owner of the operating working interest 

in the property, who receives the investor’s capital and subsequently 

distributes the agreed-upon royalty payments or proceeds to the 

investor. While carved out interests are all similar in this regard, they 

differ from one another in certain respects that may prove significant to 

investors when a lessee-owner becomes distressed.
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Overriding Royalty Interests (“ORRIs”)

An ORRI is an ownership stake in a percentage of production or production revenues from an oil- or gas-

producing property. The investor’s stream of payments from an ORRI is consistent in duration with the existing 

lease or working interest5 and continues for so long as the working interest exists. However, investors may also 

negotiate for a “Term ORRI” with a shorter fixed duration.6 

ORRIs are generally not subject to production expenses for the development, operation or maintenance of the 

property.7 Production expenses are the costs associated with bringing oil and gas from the reservoir to the 

surface8 and commonly include labor, equipment, drilling, pipe and well completion costs.9 Production taxes 

may also be excluded for purposes of an ORRI.10

While ORRIs are generally free from production expenses, they are often subject to post-production expenses11 

that arise after the oil or gas is removed from the “wellhead,”12 which generally refers to the point at the top or 

“head” of the actual well where the oil or gas is severed or removed from the ground.13 Post-production costs 

are the expenses associated with rendering the gas “marketable” and include dehydrating, compressing and 

transporting the gas to the market, as well as extraction costs resulting from processing.14

Net Profits Interests (“NPIs”)

An NPI is similar to an ORRI in that it is carved out of the working interest of an oil- or gas-producing 

property.15 But NPIs differ in that they are measured by, and paid from, the net profits rather than the revenues 

realized from operation of the property16 and are generally not free from either production expenses or post-

production expenses — although post-production expenses can become a significant point of contention.  For 

example, in Lawrence v. Atlas Resources, Inc.,17 royalty interest owners alleged a breach of the terms of an oil 

and gas lease because, among other things, certain costs of transportation and compression were deducted 

on an allocated, rather than an actual, basis.18 



Investing in Oil and Gas Royalties: Distressed Counterparty Risk Considerations  |  3 

NPI owners are thus subject to a level of operating performance risk that ORRI owners are not. For example, 

since NPI owners share in production expenses such as drilling costs, they may also assume a proportionate 

share of the costs associated with certain operational risks such as drilling cost inefficiencies. However, although 

NPI owners share in the costs of production, their liability is generally limited to their invested capital.19 

Production Payments (“PPs”)

PPs are a type of ORRI20 and are likewise carved out of the working interest and paid out free from production 

expenses.21 Additionally, PPs can be subject to termination if the lease or working interest expires.22 The duration 

of PPs is generally fixed, however, and the PP will terminate once a pre-determined production amount or dollar 

amount from the sale of production is reached.23 

PPs that terminate after a specified production amount is reached are called volumetric production payments 

(“VPPs”), while PPs that terminate after a specified production revenue amount is reached are called dollar 

denominated production payments (“DDPPs”).24 Since DDPPs give the carved out interest owner the right 

to receive a fixed dollar amount generated from the property (usually with a stated rate of interest),25 DDPPs 

are generally less correlated with the market risks associated with commodity prices. Whether the property’s 

production output (or the price of oil or gas) rises or falls, a DDPP owner is still contractually owed his or her 

fixed dollar amount subject to a fixed interest rate. 

This structure can create situations in which if a DDPP owner is entitled to a contractually higher rate of interest 

for untimely (or missed) payments, he or she may be incentivized to hope for decreased production and/

or commodity prices in order to receive slower payments and a higher rate of return. DDPPs are defined as 

“borrowings” by the Financial Accounting Standards Board (“FASB”), while VPPs are defined as “the transfer of 

a mineral interest.”26 The FASB does not consider VPPs to be borrowings; rather it considers them sales in which 

the entity’s obligation is accounted for as an obligation to deliver, free and clear of all expenses associated with 

operation of the property, a specified quantity of oil or gas to the purchaser out of a specified share of future 

production.27 This difference means that DDPPs may be more likely to be recharacterized as debt instruments 

than VPPs.

Characteristics ORRI NPI VPP DDPP

Carved out of working interest ✓ ✓ ✓ ✓

Subject to pre-production costs X ✓ X X

Contractually-determined 

termination point
X X ✓ ✓

Greater production volume equals 

greater profitability
✓ ✓ ✓* X

Sensitivity to commodity prices ✓ ✓ ✓ X**

*But not beyond the pre-determined quantum of production  
**May benefit from decrease in commodity prices 
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True Sale or Disguised Financing?

In the ATP case, the defendant and working interest lessee (ATP) had conveyed to the plaintiff investor 

(NGP) more than $700 million worth of ORRIs and NPIs.28 But after it was dramatically impacted by the 2010 

Deepwater Horizon explosion and ensuing moratorium on drilling in the Gulf of Mexico,29 ATP filed for Chapter 

11 protection and disputed whether these carved out interests were true sales or disguised financings under 

applicable law.30 

The court’s analysis in ATP raises three major concerns for carved out interest investors: 

¡¡ �The court’s potential willingness to recharacterize a sale transaction as a financing agreement. 

If a carved out interest is recharacterized as a financing agreement, the investor would become a 

creditor and the agreement would become part of the bankruptcy estate. As a result, the former 

expectation of a stream of payments from an ownership interest would yield to the reality of 

distributions (if any) under a plan of reorganization or liquidation. 

¡¡ �State law definitions of real property interests. Whether or not a court will recharacterize a sale 

transaction as a financing agreement is dependent on applicable state property laws, and the 

outcomes for carved out investors can vary by state. 

¡¡ �The possibility of contract rejection pursuant to Bankruptcy Code Section 365, which allows 

a debtor to reject certain “executory contracts” entered into prior to the debtor filing for 

bankruptcy. The applicability of Section 365 also depends on the applicability of the Section 541 

“safe harbor.” 

Recharacterization

Perhaps the most important aspect of the ATP decision was the court’s willingness to recharacterize the 

transactions notwithstanding the parties’ unambiguous labels and statements of intent as contained in the 

contract.31 Rather than analyzing the parties’ subjective intent, the court instead chose to analyze the objective 

substance of the transaction.32 This decision could have a profound effect on investors who believe they are 

purchasing a real property interest and even label it as such because the courts may choose to ignore labels 

and expressions of intent. 

The ATP court is not alone in this regard. Other courts have also been willing to reject the transacting parties’ 

labels and subjective intent in favor of examining the substance of the carved out interest transaction. For 

example, in Tidelands Royalty v. Gulf Oil, the U.S. Court of Appeals for the Fifth Circuit ignored the contracting 

parties’ label and subjective intent in ascertaining the true legal nature of ORRI transactions and held that 

under Louisiana law, “The assignment of a lease with the retention of an overriding royalty creates a sublease, 

regardless of how the parties style their agreement.”33 Thus, parties seeking to avoid true sale versus financing 

issues should not rely solely upon labels or declarations of intent.34 Rather, they should structure their 

transactions as true sales and avoid certain hallmarks of financing agreements such as fixed payment terms or 

other financial guarantees. 

State-Specific Legal Considerations 

Whether seeking exposure to the consistent production of the Haynesville Basin in Louisiana, the Eagle Ford, 

Permian and Barnett Basins in Texas, or potential stacked play returns of the Utica Shale and Marcellus Shale 

in Pennsylvania, investors must consider applicable state law property rights as part of the diligence process 

when investing in oil and gas carved out interests. Property interests are created and defined by state law,35 

and the particular state law applied by a bankruptcy court could be crucial in determining whether or not a 

conveyance of a carved out interest should be classified as a true sale of real property or a debt instrument.
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Louisiana 

Louisiana state law, the applicable state law in ATP, does not define an ORRI. The court therefore looked 

to generally accepted oil and gas law principles and Louisiana case law.36 Under this framework, the court’s 

default view was that ORRIs and PPs are “overriding royalties,” classified as a “real right[s]” in “incorporeal 

immovable property.”37 The court nevertheless chose to characterize the royalty transactions based on their 

economic substance. In doing so, it highlighted the following characteristics as being consistent with (or not 

contrary to) a true sale of a real property interest under Louisiana law:

¡¡ �Reversionary Interest. ORRI conveyances that revert to the grantor after the agreed upon 

condition is satisfied can be consistent with a true sale.38 

¡¡ �Satisfaction of the Term Override from Multiple Properties. In the conveyance at issue, a 

satisfaction provision that entitled NGP to the same stream of royalty payments until it reached 

its total sum — even if ATP lost one of its leases (i.e. cross-collaterization)39 — was not viewed as 

being inconsistent with sale treatment.40

¡¡ �Burdens and Benefits of Ownership. While failing to retain the “burdens and benefits of 

ownership” is generally inconsistent with ownership of a real property interest under Louisiana 

law,41 the court did not find this problematic for an ORRI. Because Louisiana case law considers an 

overriding royalty to be a passive interest without the right to explore or develop a property,42 it 

requires no general burden or benefit of ownership. 

The court also identified several characteristics which are, or could be, inconsistent with a true sale of a real 

property interest (or consistent with a debt instrument) under Louisiana law:

¡¡ �Subordinated Interest. NGP agreed to subordinate its interests to a third party, which was 

subsequently entitled to receive full royalty payments before NGP.43 The court found an issue of 

material fact as to whether such a provision was consistent with a true sale under Louisiana law.44

¡¡ �Interest Rates/Payments Terms. NGP paid a total amount of $65 million in exchange for an 

overriding royalty, which would terminate when the agreed upon “Total Sum” was paid to NGP.45 

The terms of the initial conveyance stated that if ATP was late in making its overriding royalty 

payments, it would be charged a default rate of interest.46 The court found this arrangement to 

be inconsistent with a true sale for two reasons. First, since NGP would charge ATP a higher rate 

of interest if ATP failed to timely make its royalty payments, this could have the inverse effect of 

NGP receiving more money in periods of lower production or lower oil prices due to ATP’s slower 

repayment.47 Correspondingly, increased production from the properties would inversely lead to 

a decrease in NGP’s royalty income due to a lower interest rate.48 Second, the formula used to 

calculate NGP’s “Total Sum” was based on a fixed annual rate of interest.49 Therefore, fluctuations 

in oil and gas revenues due to changes in commodity prices or production would have only a 

“trifling impact” on NGP’s rate of return.50 

¡¡ �Resemblance to an Unsecured Loan. NGP was due to receive a fixed “Total Sum” notwithstanding 

any fluctuations in commodity prices or volumetric changes in production.51 Normally, such 

an agreement would not be considered a loan under Louisiana law because payment was not 

guaranteed; the conveyance stipulated that NGP “shall look solely to the Royalty payments for 

satisfaction and discharge of the Term Overriding Royalty, and [ATP] shall not be personally 

liable….”52 However, the court noted that if the risk of non-payment is so low that repayment is 

effectively guaranteed, then the “condition” (that payments are distributed only if and when 

production occurs) is an artificial one.53 Thus, an ORRI that is “virtually certain to be satisfied 

in full” could be construed as the economic equivalent of an “obligation to repay”54 and not 

consistent with a true sale.
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¡¡ �Foreclosure. While the right to foreclose on the subject property was not an issue in the ATP 

case, the court recognized it as something that would be consistent with a mortgage or a security 

interest rather than a true sale of real property.55 The court further noted that the foreclosure 

remedy includes having a receiver appointed to operate the properties,56 although receivership 

would be permitted so long as NGP would have no control over whether to “sell the properties, 

continue production thereon, or to shut-in the properties that the receiver is permitted to 

control.”57 Thus, investors should understand the risks of having a foreclosure remedy — even 

through a receiver. 

Texas

For carved out interest investors, Texas is generally friendlier than Louisiana or Pennsylvania (discussed below) 

because Texas courts allow for greater freedom of contract and will generally be less likely to recharacterize a 

carved out interest transaction. Under Texas state law, carved out interests are defined as ownership interests 

in land.58 A Texas oil and gas lease is not a “lease” in the traditional sense of a lease of the surface of real 

property.59 Instead, “[i]n a typical oil and gas lease, the lessor is a grantor and grants a fee simple determinable 

interest to the lessee, who is actually a grantee.”60 Thus, the default assumption in Texas is that conveyances of 

carved out interests are true sales rather than financing agreements. 

But perhaps even more important to investors is Texas’s jurisprudence on contract interpretation. Under Texas 

state law, the language in a contract must be given its plain meaning unless to do so would defeat the parties’ 

intent.61 When a written contract is clear and certain (i.e., labeled a “sale”), the instrument will be deemed to 

express the intent of the parties and will generally be enforced as written.62 This freedom of contract allows 

the investor and the working interest owner to structure a carved out interest conveyance with a decreased 

risk of a court recharacterizing the transaction. For instance, Texas courts commonly define “royalty” as the 

landowner’s share of production, free of all costs of development and production, but this general rule may be 

modified by the respective parties through agreement, a division order, or a gas purchase contract.63

Pennsylvania

Pennsylvania law provides perhaps the least clarity with regard to the treatment of carved out interests. 

Pennsylvania is unique in that prior to the discovery of oil or gas, the lease is merely a contract right under 

Pennsylvania law.64 But if oil and gas is produced, the lease “springs” into a real property interest.65 

This distinction could have a significant impact on carved out investors. For example, if no production of 

oil or gas has occurred, the working interest remains a mere contract right and the producer’s bankruptcy 

estate may be able to reject (i.e., disaffirm) the working interest under Section 365 of the Bankruptcy Code 

(discussed below).66 This could have a tremendous impact on investors because any carved out interests in 

this situation, even if conveyed in a true sale, would be effectively rejected along with the working interest. 

A carved out interest is coterminous with the working interest, and if the working interest is rejected under 

Section 365, so too are the associated carved out interests.

In the recent Third Circuit case In re Mustafa Tayfur, a Pennsylvania landowner and lessor under an oil and 

gas lease filed for bankruptcy and attempted to reject the lease pursuant to Section 365.67 At the time of 

the lessor’s motion to reject, the lessee still had not extracted any oil or gas from the property.68 The Third 

Circuit affirmed the Bankruptcy Court’s decision that rejection of the lease, while possible, was not in the best 

interests of the debtor-lessor’s estate and therefore should be denied.69

While the Tayfur court ultimately did not permit the rejection of the oil and gas lease, the case is nonetheless 

probative of Section 365’s potential power over Pennsylvania oil and gas leases in which extraction has not 

yet occurred. Further, Tayfur exemplifies the risk to carved out interest owners; if the lessee in Tayfur had 

carved out part of his working interest to investors, these carved out interests also could have been effectively 

rejected along with the working interest. 
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Executory Contract Rejection: Section 365 Versus Section 541

Under Section 365 of the Bankruptcy Code, a debtor’s executory contracts and unexpired leases may be 

either assumed or rejected subject to the court’s approval.70 The Bankruptcy Code does not define “executory 

contract,” but it is generally accepted that it is a “contract under which the obligation of both the bankrupt and 

the other party to the contract are so far unperformed that the failure of either to complete performance would 

constitute a material breach excusing the performance of the other.”71 

If a producer files for bankruptcy, the producer may be able to reject certain oil and gas leases if they are 

deemed to be executory contracts or unexpired leases. Section 365 may thus endanger future post-petition 

royalty payments to carved out interest owners.

The first concern for carved out interest owners is that their interest could be directly rejected under Section 

365. The Delaware Bankruptcy Court dealt with this issue in the case of In re Foothills Texas.72 Finding that the 

overriding royalty investor had fully performed under the contract by delivering valid consideration in exchange 

for the overriding royalty, the Foothills court held that the investor did not owe any remaining performance 

obligations under the agreement — therefore, the contract was not executory and not subject to rejection.73 

The court subsequently granted the investor’s motion to dismiss.74 While Foothills ultimately declined to allow 

Section 365 rejection of the overriding royalty interest, the case nonetheless illustrates that Section 365 should 

be on the minds of carved out interest investors as a potential concern. 

One possible shield that carved out interest investors can use to protect themselves against executory rejection 

is the “safe harbor” under Section 541(b)(4)(B) of the Bankruptcy Code.75 Congress enacted Section 541(b)(4)

(B) to create uniformity in all states by treating “production payments” as conveyances of real property (i.e., 

true sales) in a bankruptcy.76 “Production payment” is defined as “an interest in certain reserves of an oil or gas 

producer that lasts for a limited period of time and that is not affected by production costs”77 — a definition 

that is likely to be inclusive of PPs and Term ORRIs, but not necessarily NPIs or non-Term ORRIs. The intent 

of Section 541(b)(4)(B) is to preclude certain royalties from being recharacterized and subsequently rejected 

under Section 365.78 

It is possible that Section 541(b)(4)(B) would have rendered the court’s analysis in Foothills moot since certain 

carved out interests may be statutorily precluded from being rejected; however, we have found no case to date 

that has addressed the Section 541(b)(4)(B) safe harbor. But similarly, while carved out interest investors should 

be wary of Section 365 rejection, there has also yet to be a notable instance of rejection in the carved out 

interests context. 

The second concern for carved out interest owners is that their interest might be effectively (though not 

directly) rejected under Section 365. If the mineral owner/lessor and working interest owner/lessee are each 

separate entities (which is often the case) and the mineral owner/lessor subsequently files for bankruptcy, 

the carved out interest would not be subject to direct rejection because there would be no privity of contract 

between the mineral owner/lessor and the carved out interest owner; however, it could nonetheless be 

effectively rejected if the mineral owner/lessor rejects the working interest lease. Once the working interest 

lease is rejected, there would be no more revenue or production for the working interest owner/lessee to make 

royalty payments to carved out interest owners. 

Whether an oil or gas working interest would be considered a “lease” that is subject to rejection, or a real 

property interest that is not subject to rejection, varies by state. As mentioned previously, an oil and gas lease 

in Texas is a fee simple determinable and therefore is not an executory contract that a debtor may accept or 

reject.79 Thus, neither a carved out interest nor its underlying lease is likely to be subject to Section 365 rejection 

in Texas.  
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But Pennsylvania, with its aforementioned “springing” real property laws for oil and gas leases, might present 

an issue to carved out interest owners and owners of working interests/leases that have not yet produced 

oil or gas. Until production occurs, Section 365 will present a legitimate concern in Pennsylvania for both the 

working interest lessee and the carved out interest owner. 

Louisiana carved out interest owners and working interest lessees may face even more uncertainty than those 

in Pennsylvania. The Louisiana courts are split as to whether oil and gas leases may be rejected pursuant to 

Section 365,80 preventing investors from knowing for certain the likelihood of — or how to manage risk for — 

executory contract rejection pursuant to Section 365.

Preference and Fraudulent Conveyance Risk

A separate concern for carved out interest owners is preference and fraudulent transfer risk. Under Section 548 

of the Bankruptcy Code (“Fraudulent transfers and obligations”), certain transfers or conveyances made by the 

debtor up to two years81 before filing for bankruptcy, and up to four years in states like Texas and Pennsylvania 

can be avoided post-petition.82 Transaction avoidance often arises from either the debtor’s actual intent to 

hinder, delay or defraud its creditors, or from the failure to receive “reasonably equivalent value” in exchange 

for the transferred interest at a time when it was, or became as a result of the transfer, insolvent.83 Thus, if a 

carved out interest is transacted within four years of a producer’s bankruptcy, it may be subject to a fraudulent 

transfer “clawback” to recover the distributed proceeds or property if reasonably equivalent value was not 

received while the debtor was insolvent, or if actual intent is proven. 

In the ATP case, for example, the Official Committee of Unsecured Creditors of ATP filed a motion requesting 

authority to bring a fraudulent transfer action against NGP, alleging that ATP did not receive reasonably 

equivalent value in exchange for the ORRIs.84 The court abated the motion and decided that it would bifurcate 

consideration of the fraudulent transfer claims into a “Second Phase” of the Adversary Proceeding.85 To date, 

the Second Phase of the ATP case has not begun. 

Section 547 of the Bankruptcy Code (“Preferences”) similarly permits the avoidance of certain pre-petition 

transfers of the debtor’s property interests to creditors.86 Section 547 is designed to prevent the preferential 

treatment of some creditors over others during the period immediately prior to bankruptcy. But unlike 

fraudulent transfer avoidance, the reach back period for preference payments is 90 days before filing for 

bankruptcy, or one year if such transfer was made to an insider.87 

A case that illustrates the risk of carved out interest payments being attacked as preferential is In re Rancher 

Energy. In Rancher, the plaintiffs sought (i) to recover ORRIs and an NPI as constructive fraudulent transfers 

under Section 548 and Wyoming and Colorado state laws, and (ii) to avoid ORRI and NPI payments after a 

certain date as preferential transfers under Section 547.88 The defendants in Rancher moved for summary 

judgment on both claims, but the court denied both motions citing “material disputes” regarding both the 

preference claim and the fraudulent transfer claim.89 The case was settled before the court could rule on the 

merits of the preference and fraudulent transfer actions. 

Given these concerns, carved out investors must be mindful of bankruptcy risks whether their interests 

are categorized as leases or true sales of real property. If a carved out interest (or the underlying working 

interest) is categorized as a lease under state law — or recharacterized as such by a court — it may be 

considered property of the estate or, alternatively, rejected under Section 365. And even if a carved out 

interest is categorized as a true sale of a real property interest, it may still be subject to fraudulent transfer and 

preference actions.
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