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This presentation will provide a basic understanding of 
oil and gas production payments, both under state law 
and federal tax law, their treatment as a mortgage loan 
under Section 636, their tax accounting under the non-
contingent bond method as well as the commonly 
encountered issues when attempting to structure and 
administer production payments.  Accordingly, this 
outline is intended to give the reader both a tax and 
non-tax understanding of production payments and 
their use in today’s environment. 
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Tax Treatment 
●Production payments (“PPs” or a “PP”) under the federal tax 
law are a hybrid creature because, although in many respects 
it resembles a sale of an oil and gas interest, if the tax 
requirements under Section 636 are satisfied, it is treated as 
non-recourse debt issued by the property owner/grantor.  
Accordingly, the owner continues to recognize the production 
income for tax purposes while the payments that the PP owner 
receives are treated as constructive principal and interest 
payments on the debt. 

 

 
 5 

I.  Introduction 



Use and Popularity 
●Tax Treatment.  In many respects (as will be discussed), like 
a sale but treated as debt for tax purposes.  Section 636 can 
be seen as a safe harbor in some respects.   

●Predictability.  To a large extent, the tax, oil and gas, federal 
bankruptcy laws, as well as accounting/GAAP treatment 
relating to PPs are settled and predictable.  PPs have been 
utilized since the 1920s.  So, there is predictability and 
reliability in the law relating to PPs. 

●Favorable Terms. When commodity prices are high, a PP is 
useful because a producer is motivated to obtain favorable 
pricing and hedging/lending terms. 
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Introduction (continued) 



 
● Greater Financing Capacity.  Because of Bankruptcy Code 

advantages, it allows producers with non-investment grade 
credit to obtain debt-like funding for growth and 
development. (Example – Chesapeake was the most prolific 
seller of PPs at one time.) 

 
●  Alternative Financing.  If a PP is carved out either prior to 

or in connection with a sale of properties, it can assist with 
acquisitions when the acquirer might not otherwise want or 
be able to (debt covenants) incur debt. 
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Introduction (continued) 



● Nonrecourse Nature.  The nonrecourse characteristics of a 
PP can be appealing in a variety of situations such as intra-
family/generational transfers, desire to lock-in pricing, ease 
of execution, etc. 

Common Issues 
● Alternative Source Rule.  As will be discussed below, the 

most encountered issue is the alternative source rule with 
respect to meeting the “economic interest” requirement of 
Section 636.  Regularly arises in connection with desired 
cross-collaterization, after-acquired properties/production, 
the terms of the PP conveyance and production guarantees. 
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Introduction (continued) 



● Modifications.  As will be discussed, modifying a PP or 
released properties (collateral) relating to the PP can be 
problematic. 

●  Hedges.  Obtaining hedges with a term consistent with the 
PP and the variability of the production from the PP relative 
to the terms of the hedge can be problematic. 
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Introduction (continued) 



Characteristics/General Definitional Requirements 
● What is a PP?  A conveyance or retention (carve-out) of a non-

operating property interest that entitles the holder to a share of the 
hydrocarbons or minerals (or proceeds from their sale) produced 
from the property that is economically less than the value of the 
entire property interest.  Sale is considered to occur at the wellhead.  
PP revenues should not include revenues from transportation or 
refining. 

● Measurements Used.  The PP is denominated in terms of  being (i) 
dollar denominated (the holder is entitled to receive a certain $ 
amount of production or until a percentage of a $ amount), (ii) 
volume denominated (holder is entitled to receive a certain volume 
of production or percentage of volume), or (iii) time denominated 
(the holder is entitled to receive the production or a percentage of 
production for a term certain or a date certain). 

10 

II.  Characteristics and Types of Production 
     Payments 



● Economic Distinction.  If a PP is dollar denominated, commodity 
prices and production rates do not matter - more like a lender; 
however, if a PP is either volume or time denominated, the holder is 
affected by changes in production rates and/or prices - more like an 
owner. 

 
● Nonrecourse.  There is no recourse by the holder of PP to the 

sponsor/transferor or any other assets of the sponsor other than as 
to production conveyed from the properties subject to the PP. 

 
● Non-Operating Interest.  The PP is a non-operating interest and, 

therefore, has no liability for the costs or obligations of production, 
operations and development.  Contrast to a working interest owner. 
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Characteristics and Types of Production 
Payments (continued) 



● Forms.  A PP can take the form of either an overriding royalty 
interest (“ORRI”) or a net profits interest (“NPI”), with the exception 
that it must be limited in time, volume or dollars.  An ORRI is an 
interest in oil an gas produced at the surface that is carved out of the 
lessee’s share of production, free of expenses of production, 
operations and development, that continues for the life of the oil and 
gas lease burdened by the ORRI.  An NPI, unlike an ORRI, is not 
measured by a fractional share of production free of expenses, but 
rather as a percentage of the “net profits” from the operation of the 
burdened lease. 
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Characteristics and Types of Production 
Payments (continued) 



PPs Under Texas Law 
● Generally, there is no distinction between volume denominated, dollar 

denominated or time denominated PPs in Texas. 
● It is firmly established that a PP, no matter how denominated, is an 

interest in land- in other words, it is a real property right as opposed to 
an item of personal property or contract.  See Sheffield v. Hogg, 77 
S.W. 2d 1021 (1934), Tennant v. Dunn, 110 S.W. 2d 53(1937), 
Sheppard v. Stanolind, 125 S.W. 2d 643 (Tex.Civ.App. - Austin 1939, 
writ ref’d) and State v. Quintana, 133 S.W. 2d 112 (1939). 

● The TX courts have held that even when PPs are employed as a 
financing device, they are non-recourse real property interests, as long 
as the right of the holder is conditioned on production and not an 
absolute obligation of sponsor/grantor. 

● Finally, it appears that the PP is a fee simple determinable estate in real 
property. 
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Characteristics and Types of Production 
Payments (continued)  



PPs in Other States 
● Not all states have adopted the same type of characterization of PPs as 

Texas 
● California and New Mexico appear to follow Texas law, as does Oklahoma. 
● Kansas and Nebraska, on the other hand appear to characterize PPs as 

personal property. 
● Louisiana has a statute on the subject but it has been interpreted by the 5th 

Circuit as creating a personal property right. 
● Accordingly, not all states are uniform on the subject and, while this may not 

matter for federal tax purposes and Section 636, it can matter for 
bankruptcy and other purposes, including for purposes of state and local 
taxation purposes (property and transfer taxes). 
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Characteristics and Types of Production 
Payments (continued) 



Generally 
● In Thomas v. Perkins, 301 U.S. 655 (1937), Supreme  Court concluded that a 

production  payment retained  on the sale of a mineral property is an economic 
interest in the property: the holder  taxed directly on production  used to satisfy 
the production payment; and holder is entitled to claim depletion  deductions. 

● The creator of a PP must have a reasonable expectation at the time of its 
creation  that it will pay out prior to the end of the lease.  U.S. v. Morgan, 321 
F.2d 781 (5th Cir. 1963), as opposed to wildcat acreage.  See GCM 22730 for 
treatment of carved out production  payments  as economic  interest. 

● Prior to Section 636, the "economic interest" theory provided that income from 
production was taxable to any person  who, by any form of legal relationship, 
derived income from the extraction of oil and gas.  This allowed historical 
arrangements to effectively  assign future income to a purchaser under an 
arrangement that otherwise would have been disregarded or treated as a loan for 
federal income tax purposes. 
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III.  Taxation of PPs Prior to the Enactment of 
      Section 636 



Pre-1958 Law 
● Until the decision in Comm. v. P.G. Lake, 356 U.S. 260 (1958) sales 

of carved-out production payments were treated as sales of a capital 
asset - thus, sales of short-term production payments were used to 
convert ordinary, depletable income into capital gains.  EXAMPLE: 
 Facts:  A owns a leasehold interest with no tax basis in the property; A 

has owned the property for several years; A sells to B a production 
payment entitling B to 100% of the production of the property for one 
year. Thereafter the production reverts back to A. Sale proceeds are 
$100.  Production for one year is $120. 

 Result: A has a capital gain for $100 ($100 proceeds minus $0 basis) 
and B will have $120 of ordinary, depletable income over the life of the 
PP.  Depletable basis of $100 - that can be deducted. 
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Taxation of PPs Prior to the Enactment of 
 Section 636 (continued) 



● The Supreme Court in P.G. Lake treated the transaction as an 
anticipatory assignment of income by A even though B acquired an 
economic interest.  Even after P.G. Lake decision,  this sale strategy 
was used to accelerate income when this was advantageous. 
 

Pre-1969/the ABC Transaction 
● Facts: 
 A owns a leasehold  with proven reserves and desires to sell the lease 

to B.  A assigns the lease to B for $50 cash and retains a PP right to 
100% of production until $150 of additional cash is paid out. A sells the 
PP to C for $150 cash, which C financed.  The lease produces  $200 of 
cash in the period after B acquires it. 
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Taxation of PPs Prior to the Enactment of 
 Section 636 (continued) 



● Results: 
 Because A had disposed of the entire interest in the property, A 

realized capital gain on the sale. 

 C, as the buyer of the production payment, is treated as holding an 
economic interest in the property and taxable on the production, subject 
to the right to take depletion. 

 B is essentially allowed to repay the economic equivalent of a non-
recourse loan with pre-tax income. 

● Accordingly, Section 636 was enacted in 1969 to eliminate the 
perceived tax abuse arising from the ABC types of transactions and 
to harmonize the treatment with that of secured loans and the 
assignment of income. 
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Taxation of PPs Prior to the Enactment of 
 Section 636 (continued) 



General Requirements Under Section 636 for PPs 
● Treas. Reg. §1.636-3 defines a PP as: 
 Right to receive  a specified share of production (in cash  or in kind) 

 Can burden operating or non-operating interests 

 Right is limited  to a specified dollar amount, quantum of mineral, or 
time 

 Must  be an economic  interest 

 Must  be satisfied solely  from the burdened property 

 Must  be of shorter duration and economic value than the burdened 
property 

 A right  which is in substance economically equivalent to a PP is 
treated as a PP 
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IV.  Statutory and Regulatory Requirements of  
      Section 636 



 
● A PP Can Be An Amount Realized 
 Like any form of debt, if the property subject to a conveyed PP is sold, 

the deemed outstanding principal amount of the PP is added to the 
amount realized.  See, Treas. Reg. 1.636-1(c)(1) 

 

- Example:  A, the owner of mineral property X which is burdened by 
a carved-out production payment to which Section 636 applies and 
having an outstanding principal balance of $10,000, sells property X 
to B, an individual, for $100,000 cash.  The amount realized by A on 
the sale of property X is $110,000.  B’s basis in property X for cost 
depletion and other purposes is also $110,000.   

● Alternatively, if a PP is retained by the seller of a mineral interest 
and the PP is later sold, the “amount realized” is the FMV of the 
sale.    
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Statutory and Regulatory Requirements of       
Section 636 (continued) 



Further guidance is found in Revenue Procedure 97-55 in which 
advance ruling guidelines are provided for determining if an 
arrangement will constitute a PP under Section 636. 
● The right  must be an economic interest  under  §611 without regard 

to §636. 
● The right is limited by a specified dollar amount, a specified quantum 

of mineral, or a specified period of time. 
● At creation, it is reasonably expected that the right will terminate 

upon production of not more than 90 percent of the minerals then 
known to exist. 

● The  present value of the production expected to remain after the 
right  terminates must be at least  5 percent of the present value of 
the entire property. 
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Statutory and Regulatory Requirements of 
Section 636 (continued) 



Four (4) Types of PPs Under Section 636 
● Section 636 describes four (4) types of PPs that are 

addressed consisting of (i) a carved-out PP (Section 636(a) - 
loan treatment), (ii) a PP carved out for exploration and 
production (Section 636(a) - an economic interest), (iii) a PP 
retained upon the sale of property (Section 636(b) - loan 
treatment), and (iv) a PP retained upon a lease of property 
(Section 636(c) - an economic interest). 
 Section 636(a)   

Carved Out PPs Either by Sale or Pledged for 
Exploration/Development - As a general rule Section 636(a) 
provides that a production payment carved out of a mineral 
property will be treated as a mortgage loan on the mineral property 
rather than as an economic interest. Consequently, all income with 

22 

Statutory and Regulatory Requirements of 
Section 636 (continued) 



Section 636(a) (cont.) 

respect to production attributable to the payment and the associated 
expenses are either taxable or deductible  to the grantor. The portion of 
the payment constituting interest will be deductible by the grantor, and 
reportable as ordinary, nondepletable income by the purchaser.  The 
interest and principal components are determined using the “non-
contingent bond method” under Treas. Reg. 1.1275-4(b) - described 
later in this outline. 

However, Section 636(a) excepts from this loan treatment any 
production payment carved out for exploration or development of a 
mineral property if under pre-1969 law, gross income is not realized 
upon creation of the payment by the grantor- rather, it is governed by 
the “pooling of capital” concept of GCM 22730.   
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Statutory and Regulatory Requirements of 
Section 636 (continued) 



Section 636(a) (cont.) 
 

NOTE: To have a valid PP pledged for exploration and development, 
the PP must: 

Truly be for exploration and development - “ascertaining the 
existence, location, extent or quality of any deposit of mineral or is 
incident to and necessary for the production of minerals.”; 

Cannot be a blanket PP, whereby multiple properties are burdened to 
develop a single property or, alternatively, be used with respect to 
properties other than the property burdened (this is the rule despite the 
regulations seemingly allowing this – See Treas. Reg. 1.636-1(b)(1)); 

Cannot be pledged for future exploration and development; and 
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Statutory and Regulatory Requirements of 
Section 636 (continued) 



Section 636(a) (cont.) 
 

 Cannot obligate either the grantor or grantee to pay the expenses 
outside of the cash flow/income generated by the PP. 

Accordingly, Driller recognizes the income and cannot deduct IDCs or 
development costs, which must be capitalized and recovered by 
depletion. 
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Statutory and Regulatory Requirements of 
Section 636 (continued) 



Four (4) Types of PPs Under Section 636 (Continued) 
 

 Section 636(b)  PP Retained On Sale.   

Section 636(b) provides that, in the case of a production payment retained 
on the sale of property, the payment will be treated as a purchase 
money mortgage loan and not as an economic interest.  Accordingly, 
income and costs with respect to the PP are attributable to the 
purchaser/owner of the property, while the seller will treat the fair 
market value of the payment as part of the consideration received for 
the sale of the property, and may utilize the installment method under 
Section 453 - interest will be imputed under Section 483 and the OID 
rules (under Sections 1272 to 1275) if adequate provision is not made 
in the PP. 
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Statutory and Regulatory Requirements of 
Section 636 (continued) 



Four (4) Types of PPs Under Section 636 (Continued) 
 Section 636(c)  PP Retained Upon a Lease.   

Section 636(c) provides that upon retention of a PP in a leasing transaction, the 
lessor will continue to be taxed as under prior law, and will be considered to have an 
economic interest in the property.   

 Lessor - Thus, the lessor will treat amounts from production attributable to the 
payment as ordinary depletable income as the production is sold; and 

 Lessee - In a departure from prior law, the lessee must treat the production 
payment as a bonus payable in installments.  As such, the lessee must also report 
as ordinary depletable income the revenue from the lessor’s PP and must capitalize 
the amounts so reported as part of his depletable basis in the property. 
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Statutory and Regulatory Requirements of 
Section 636 (continued) 



 

THE REGULATORY AND OTHER AUTHORITY REQUIREMENT OF 
SECTION 636: 

   
In addition to the statute, the Section 636 regulations adopted in 1973 and 
cases/rulings provide additional gloss as to what is required to meet the 
requirements of a PP under Section 636. 
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Statutory and Regulatory Requirements of 
Section 636 (continued) 



● Economic Interest Requirement/The Alternative 
Source Rule 
Even though in the case of a carved-out production payment that is treated 
as a mortgage loan, the grantor is still treated as owning the production, 
there is still the requirement that the grantee obtain an “economic interest” 
via conveyance of the PP.   
Has the taxpayer “acquired by investment any interest in the oil in place, 
and secures, by any form of legal relationship, income derived from the 
extraction of the oil, to which he must look for a return of his capital, Palmer 
v. Bender, 287 U.S. 551 (1933)? 
Therefore, the regulations note, in conformity with prior case law, that a 
right in minerals in place which “can be required to be satisfied by other 
than the production of minerals from the burdened mineral property is not 
an economic interest, Treas. Reg. §1.636-3(a)(1).  This is known as the 
“alternative source” rule and can arise in numerous contexts. 
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V. Administrative and Judicial Decisions as to 
Elements Under Section 636 



Economic Interest Requirement/The Alternative Source Rule  
(cont.) 

 
Examples of prohibited “alternative sources are: 
 Sale proceeds of the underlying fee interest to satisfy the 

obligations under the PP (Anderson v. Helvering, 310 U.S. 404 
(1940). 

 An option to apply the proceeds from a sale of any salvaged 
equipment to reduce the outstanding balance of the PP, Christie 
v. U.S., 436 F.2d 1216 (5th Cir., 1971).   

  Providing security with other unburdened leases and 
equipment, Gibson Products v. U.S., 637 F.2d 1041 (5th Cir., 
1981). 
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued) 



Economic Interest Requirement/The Alternative Source Rule 
(cont.) 

 

 Providing that after acquired properties may be burdened if the 
purchaser of a property burdened by a PP guarantees or agrees 
to indemnify the holder of the payment if production is 
insufficient; In re Estate of Donnell v. Commissioner, 417 F.2d 
106, (5th Cir. 1969).   
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued) 



Economic Interest Requirement/The Alternative Source Rule 
(cont.) 
 Blanket Conveyances 

A "blanket production payment" can burden more than one property 
and represents a single economic interest covering multiple properties 
even if the properties are not contiguous. The life of the PP must be 
less than the life of the properties burdened.  See G.C.M. 32478 in 
which the IRS determined that a blanket production payment is a single 
economic interest in multiple properties.  

-”As indicated in the foregoing discussion we believe that both the property definition of 
section 614 and the economic interest concept dictate that a blanket oil payment be treated 
as one depletable property, and to the extent the regulations are inconsistent with single 
property treatment they should be amended.” 
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued)) 



Economic Interest Requirement/The Alternative Source Rule 
(cont.) 
 

-CONCLUSION of GCM 32478 

”The holder of a blanket production payment has a single, indivisible economic interest in 
the group of tracts and deposits from which it may be satisfied and thus has one “property” 
for purposes of the Internal Revenue Code.” 

Thus, in the IRS’s view, a blanket production payment (including an 
interest covering noncontiguous tracts) constitutes a single economic 
interest due to the economic interrelationship of production from each 
of the burdened properties. 

However, it is the IRS’s position that a blanket PP does not qualify for 
the exception for PP pledged for development. See GCM 36663 and 
notwithstanding what is seemingly allowed by the regulations under 
Treas. Reg. 1.636-1(b)(1).   
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued) 



Economic Interest Requirement/The Alternative Source Rule 
(cont.) 
 Cross-Collaterization 

The distinction between cross-collateralized production 
payments and “blanket production payments” is not always 
clear, and it would not have been unreasonable to conclude that 
a cross-collateralized production payment should qualify in the 
same manner as a blanket production payment.  However, this 
is not the case. 
 A cross-guarantee of production does not qualify as an 
economic interest since upon the exhaustion of the burdened 
tract the holder of the PP is entitled to reimbursement out of the 
mineral of another tract. See GCM 33584. 
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued) 



Economic Interest Requirement/The Alternative Source Rule 
(cont.) 
 Cross-Collaterization 

For example, in Private Letter Ruling 8614033, the IRS held that 
the assignment of several production payments burdening 
separate properties did not accomplish a transfer of economic 
interests in the burdened properties, since production from all 
other properties could be used to satisfy the production from a 
particular well.  In PLR 8614033, the drilling Contractor S 
received a separate production payment on each well drilled, but 
each production payment was payable out of all wells. 
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued) 



● Economic Life Requirement 
The regulations require that it must reasonably be expected at the time of the 

creation of a PP that such PP will have an economic life of shorter duration 
than the economic life of one or more mineral properties burdened thereby.  
See Treas. Reg. §1,636-3(a)(1).   

In United States v. Morgan, (321 F.2d 781, (5th Cir. 1963)) the 5th Circuit had 
interpreted this “reasonable expectation” requirement as being a two-part 
test: 

  (1)  Whether ordinarily prudent persons dealing in mineral lands and leases 
could have reasonably expected, at the time of creation of the right to 
income, that the specified sum would be paid out before the expiration of the 
lease, and 
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued) 



Economic Life Requirement (cont.) 

 (2) Whether the taxpayer expected that the sum would be paid 
out. 

-Producing Properties/Existing Production - Until Revenue Procedure 97-55, 
there was some inconsistency with respect to what the expected life/value of PP 
had to be relative to the residual interest in order to qualify.  This is now largely 
settled and easier to quantify with producing properties. 

-Nonproducing Properties/Speculative Production.  Section 636(a) and 
Treas. Reg. §1.636-1(b)(1) very clearly contemplate that production payments 
may be carved out for exploration and from nonproducing properties.  
Exploration is defined as “ascertaining the existence, location, extent, or quality 
of a deposit.”  
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued) 



Economic Life Requirement (cont.) 

    Despite this, it can be difficult to satisfy the IRS that the economic life 
requirement has been satisfied.  In Rev. Rul. 86-119, the IRS held that favorable 
geological and geophysical studies alone, in the absence of other facts indicating 
the presence of hydrocarbons (such as adjacent production), are insufficient in 
and of themselves to constitute a reasonable expectation that the production 
payment will pay out before the end of the economic life of the burdened 
property. 

     In addition to Rev. Rul. 86-119, there are various other rulings in which the 
IRS has held that, in the context of non-producing properties, the economic life 
requirement was not met - most of these holdings appear to be wrong as it would 
seem that any arms-length transaction should satisfy this requirement. 
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued) 



● Economic Equivalence 

     Under Treas. Reg.  Sec. 1.636-3(a)(2) any right which is in substance 
economically  equivalent  to a PP will be treated as a PP.  Two examples 
given are: 

 

 Variable or Stepped Royalty:  Lessor grants a working interest for a 
royalty equal to 5% for 5 years and thereafter equal to 4% for the balance of 
the life of the property. Treatment - 4% royalty, 1% production payment.   
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued) 



Economic Equivalence (cont.) 

     Partnership Interest: The interest of the "cash" partner is subject to the 
right of another person to acquire or terminate it on terms which merely provide 
for the recovery of capital and a reasonable rate of return.  This example is 
troubling because it is unclear when the IRS might apply this approach to 
recharacterize a partnership interest into a non-recourse loan.  Arguably, this 
regulatory mandate is inconsistent with case law.  See the differing results in 
Private Letter Ruling 8507037 (in return for a loan to assignor, assignee received 
an assignment of revenues from a partnership interest) vs. Rev. Rul. 72-350 (a 
nonrecourse loan from an unrelated non-partner to a partnership, which was 
convertible into a profits interest, was an equity investment).   
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued) 



Economic Equivalence (cont.) 

      Take or Pay Contracts:  In Revenue Ruling 80-48,  the IRS held that 
advanced payments received by a taxpayer for gas to be taken in the future by 
the purchaser under a “take-or-pay” contract did not constitute production 
payments for purposes of Section 636(a). 

       Non-recourse loans:  The courts have struggled with the substantial 
economic equivalent language of the regulations and nonrecourse loans secured 
solely by oil and gas properties.  In Gibson Products, (id.) the 5th Circuit rejected 
an attempt by the taxpayers to classify an arrangement as a production payment 
and thus a loan under Section 636(a) for purposes of calculating basis in the 
partnership.  In the Court’s view, the possibility of payment was too contingent to 
constitute a true liability under established case law.  
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued) 



Economic Equivalence (cont.) 
 In reaching its conclusion, the court rejected an argument that the 
“substantial economic equivalent” provision in Section 1.636-3(a)(2) of the 
Treasury Regulations provided a completely independent means of 
classifying an interest as a production payment, regardless of the absence of 
various historical requirements of such a payment. Specifically, the court 
reasoned that the section must be read in conjunction with subparagraph 
(a)(l) thereof.  Thus, it held that a loan which could be partially satisfied by 
proceeds from the salvage value of lease equipment did not satisfy the 
“solely from production” requirement generally applicable to production 
payments. 
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Administrative and Judicial Decisions as to 
Elements Under Section 636 (continued) 



The Non-Contingent Bond Method 
A properly structured PP is treated as a mortgage loan for tax 
purposes. Because a PP calls for payments based on 
production, and because future production is uncertain, a PP 
generally is classified as a “contingent payment debt 
instrument.” 

As such, PPs are subject to the “non-contingent bond method,” 
of computing principal and interest which governs how the 
holder and the issuer account for accruals and deductions of 
interest. 

The non-contingent bond method consists of the following four 
steps: 
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VI.  Accounting for Production Payments 



Accounting for Production Payments 
(continued) 

44 

1. Comparable yield.  First, the parties must determine the “comparable yield” of 
the PP, or the yield at which the issuer would issue a fixed-rate debt instrument 
with terms and conditions similar to those of the PP.  The comparable yield must 
be supported by contemporaneous documentation. Generally the comparable 
yield of a PP will be the yield implicit in the terms of the PP as negotiated by the 
parties. 

 
2. Projected payment schedule.  Second, the issuer must prepare a projected 

payment schedule, which includes the projected amount of each contingent 
payment.  The projected payment schedule must produce the comparable yield. 
The projected payment schedule is determined as of the issue date and remains 
fixed throughout the term of the PP.  
 

3. Accruals of interest.  Third, interest accrues on the PP over the term of the PP at 
a constant rate equal to the comparable yield.  To the extent the holder of the PP 
has interest income, the issuer will receive a corresponding interest deduction. 



Accounting for Production Payments 
(continued) 
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4. Adjustments for differences between projected and actual payments.  
Finally, adjustments must be made if the actual amount of a payment differs 
from the projected amount.  A positive adjustment (i.e., the actual payment 
exceeds the projection due to a higher actual commodity price than the 
projected price) results in additional interest income and expense for the 
current year.  A negative adjustment (i.e., the actual payment is less than the 
projection) reduces current year interest.  If the negative adjustment exceeds 
current year interest, the excess first reverses prior interest payments (i.e., is 
treated as ordinary income to the issuer and ordinary loss to the holder to the 
extent of interest accrued during prior years), and thereafter is carried forward 
to reduce future accruals of interest.  

 
Notably, a negative adjustment does not affect the projected payment schedule 
or reduce the principal amount of the PP.  Instead, the principal amount of the PP 
is reduced over the term of the PP in accordance with the projected payment 
schedule. 
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Tax Treatment of a PP Retained on Sale - Seller Financing 
 
● Retained PP constitutes a contingent payment debt obligation under Treas. 

Reg. §1.1275-4(c)-therefore, principal and interest payments are allocated 
under the "wait and see" method. 

 
● Tax Treatment 
 
 Discontinuities for both seller and purchaser. 

 
 Installment Sale Method §453 Available to Seller under Treas. Reg. 

§1.636-1(c)(4)-therefore “amount realized” on the sale is as principal is 
collected on the PP and not the FMV of the PP at the time of 
closing/sale.  
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Tax Treatment of a PP Retained on Sale - Seller Financing 
 
● The "wait and see" method for contingent payment debt instruments 

exchanged for non-publicly traded property under Treas. Reg. 1.1275-4(c) 
separates the obligation into non-contingent and contingent components 
 

● Contingent payments treated as part interest (includible in gross income to 
holder and deductible by issuer) and part principal. 
 

 Principal payment: discount payment at the AFR from date payment is 
made to issue date. 

 
 Any payment in excess of principal is treated as interest.  

 Example:   A receives $1OOK at end of year 1. If AFR is 5%, approx. $95,000 of 
the payment is treated  as principal (the present value of the payment determined by 
discounting the payment at 5% compounded annually) and remaining $5,000 is 
treated as interest (please forgive the rounding). 
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Seller/Holder – No Installment Sale/Immediate Recognition:   
 
● Includes FMV of PP in amount realized on sale (Treas. Reg. 

1.1001-1(g)(2)) 
 
 Closes sale as of issue date 
 
 FMV of PP will be less than face where PP does not provide for 

adequate interest 
 

● Payments reported as interest and principal 
 

● Excess treated as gain on sale from note 
 

● Loss only recognized on date of last payment 
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Purchaser/Issuer: 
  

● Basis of PP is stated principal amount 
 
  Increases basis in note only as payments made 

 
  Principal payments reduce purchaser's basis 
 
 

● Capitalize portion of PP in depletable basis 
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Integrating the Hedge for Tax Reporting Purposes 
 
Generally, if hedges are entered into with a PP, although Code Sec. 1221(a)(7) and 
Reg. §1.446-4 provide for consistent treatment of the hedging transaction and the 
liability being hedged thereby, the income, gains, deductions and losses from the  
hedging transaction would need to be reported separately from the liability being 
hedged. 
 
By contrast, Reg. §1.1275-6(a) provides for tax integration of a qualifying debt 
instrument and a hedge or combination of hedges that meet the requirements 
of that regulation. The integration rules of Reg. §1.1275-6 trump other federal income 
tax rules that would otherwise govern the tax character and timing consequences of 
each component of the hedge. In other words, if a qualifying debt instrument and a 
qualifying hedge are integrated under Reg. §1.1275-6, during the period of integration 
the taxpayer ignores the separate existence of the hedging transaction and accounts 
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for the qualifying debt instrument on a “synthetic” basis, meaning that the debt 
instrument is treated for all tax purposes as the combination of the debt instrument  
being hedged in combination with the hedging transaction itself. 
 
If an integration election is made with respect to a QDI and a qualifying Section 1275-
6 hedge, the result is that the QDI and the hedge are “generally treated as a single 
transaction by the taxpayer” for all federal income tax purposes during the period that 
the transaction qualifies as an integrated transaction. This means that while a QDI 
and a qualifying hedge are part of an integrated transaction, neither the QDI nor the 
hedge will be subject to the rules that would otherwise apply on a separate basis, 
including but not limited to, the straddle rules of Code Sec. 1092. 



Significant Modification of a PP 
●For purposes of the OID regs, a PP is treated as a 
“contingent payment debt instrument” (CPDI) and the attendant 
rules apply 

●Under the Treasury Regs, whenever a new CPDI is 
exchanged for another CPDI, the issue price of the new CPDI 
is deemed to be zero. Therefore, a significant modification of a 
PP is treated as though the old PP was satisfied for $0 (the 
issue price of the new PP), which gives rise to debt relief 
income equal to the remaining principal balance of the existing 
PP. 
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VII.  Common Problems Encountered with  
        Production Payments 
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● Accordingly, significant modifications should be avoided, unless something 
other than a PP is being given in exchange. 
 

● Many events can give rise to a significant modification of a PP, including the 
following: 

  
 A change in yield that is economically significant. 
 
 A change in timing of payments that results in a material deferral of 

payments beyond a safe harbor period.  For example, an agreement 
between the issuer and holder to spread out the payments due on the PP 
over a longer term could cause a significant modification of the PP. 

 
 A release, substitution, or addition of collateral. 
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 An alteration of legal rights and obligations that is economically significant.  
This means that any changes to the terms of the PP must be examined to 
ensure they are not economically significant.  This test is based on all the 
available facts and circumstances. 

 
 
Early Termination of a PP 
 
 The repurchase of the PP can cause the issuer to recognize cancellation of 

indebtedness income if the PP is repurchased at a discount.  Alternatively, if an 
issuer repurchases a PP at a premium, the issuer should be able to deduct 
such premium as additional interest expense. 
 

 As a business matter, an issuer seeking to repurchase a PP generally will also 
be required to buy out the associated swaps or hedges owned by the holder. 

 
 



 Accordingly, if the issuer repurchases a PP that has a 
value less than the remaining principal, then the issuer 
will pay the holder an aggregate amount equal to the 
remaining principal balance, consisting of the fair market 
value of the PP plus the fair market value of the in-the-
money swaps or hedges. 

 

 Note that the tax treatment of payments for swaps or 
hedges is different than amounts paid to repurchase a 
PP. 
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● Fast/Slow Production Relative to Hedges 
 
 Generally, a PP issued to a commercial lender will be hedged for a 

significant portion of the production on a monthly or quarterly basis that is 
designed to track the expected production from the properties subject to the 
PP. 

 
 Because the hedges are structured with respect to an established amount of 

production, an acceleration, decrease or interruption of the actual production 
relative to the notional production under the hedge can cause a shortfall or 
excess of production relative to the hedge. 
 

 This will then cause the lender and, in turn the borrower to have to come out 
of pocket for the additional dollar expense relative to the shortfall or excess 
in production. 
 

  Also, if not a problem in the current production period, it can cause problems 
later in the term of the PP and associated hedges. 
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The Foreign Investor/Treatment under FIRPTA 
 

 If treated as a loan, payments made pursuant to a PP are treated as interest 
and principal. The portion treated as interest generally will not qualify for the 
portfolio interest exemption, because it is contingent on productivity of the 
burdened properties.  Consequently, the portion of any payment treated as 
interest generally will be subject to 30% or lower treaty rate – recognizing 
that treaties may provide special rules for contingent interest) of withholding 
tax.   

 
 The regulations under Section 897, may subject a PP to FIRPTA, depending 

on the type - in particular, a dollar denominated PP is not subject to FIRPTA, 
while a volumetric PP is subject.  This is explained by Treas. Reg. §1.897-
1(d)(2)(i), in which an interest in mineral production payments under Section 
636 does not create an interest in real property other than solely as a creditor 
(dollar PP).   

 



Common Problems Encountered with 
Production Payments (continued) 

58 

 
However, a right to production payments is an interest in real property other 
than solely as a creditor if it conveys a right to share in the appreciation in 
value of the mineral property - this includes a PP that is limited to a quantity 
of mineral (a volumetric PP) or a period of time. 
 
To the extent the production payment conveys a right to appreciation in a US 
oil and gas property, gain on sale of the production payment generally is 
treated as ECI under FIRPTA (and the proceeds from sale are subject to 10% 
withholding tax).  
 
Also, a foreign holder of a PP needs to consider potential treatment of being 
engaged in trade or business in the United States by virtue of “lending 
activity”.  
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U.S. Tax Exempt Investors 
 
Usually a U.S. tax-exempt investor has favorable tax treatment on the 
acquisition of PP for cash if the PP is treated as a loan under Section 636. 
 
 Interest on the PP as computed under the non-contingent bond method are 

exempt under Section 512(b)(1). 
 
 Principal is exempt as a return of principal. 

 
 If the PP is sold prior to its maturity, or to the extent of any premiums, any 

gain is excluded under Section 512(b)(5).  
 

 If a PP is treated as an economic interest, its treatment and whether it 
generates UBTI will depend on whether it is an operating or non-operating 
interest. 
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The PP Conveyance-Insuring Compliance with Section 636 
 
 It is important to scrutinize the PP conveyance to insure that it complies with 

the various rules applicable to Section 636.  Areas seen in transactions in 
which the conveyance was problematic are: 
 

 Including other unpermitted revenues such as from transportation or 
processing 
 

 Improper accounting in terms of debits and credits in the accounting. 
 

 Including revenues that may violate the alternative source rule. 
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VIII.  Alternative Tax Characterizations of  
        Production Payments/Alternatives 

What if the PP to be conveyed does not meet the stated 
rules for PPs under Section 636 nor the economic 
equivalence provisions of Section 636 - what 
alternatives are there? 
 
 
 
A. One Approach is to Characterize it as Deferred 

Income Forward Sale Under Treas. Reg. 1.451-5 as 
an advance payment for goods. 

 



 

●Under Treas. Reg. 1.451-5(b), advance payments are included in 
income either (i) upon receipt,  or (ii) in the taxable year in which 
properly accruable under the taxpayer's method of accounting for tax 
purposes if such method results in including advance payments in gross 
receipts no later than the time such advance payments are included in 
gross receipts for purposes of all of his reports (including consolidated 
financial statements) to shareholders, partners, beneficiaries, other 
proprietors, and for credit purposes.   
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Alternative Tax Characterizations of         
Production Payments/Alternatives (continued) 



 

● See PLR 8237001 in which Corp H argued that, in a “take or pay” 
context, if it had elected to count its take or pay amounts under 
Section 1.451-5, its payments  accrued would have been excluded 
from income because they are in the 'nature of a mortgage loan' 
pursuant to  Section 636 of the Code. Section 1.451-5 (g) of the 
regulations does exclude, from immediate income inclusion, 
transactions treated as creating mortgage loans under Section 636 
(carved out production  payments).  However, this approach was found 
by the IRS to be precluded by the rationale of  Rev. Rul. 80-48, 1980-1 
C.B. 99, which holds that payments  received for gas that is to be 
taken in the future under a 'take or pay' gas purchase contract are not 
mineral production  payments  under  Section 636(a) of the Code.  
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Alternative Tax Characterizations of         
Production Payments/Alternatives (continued) 



B. The Other Approach is to Apply Pre-1969 Law, in which 
case: 

 
● Per the P.G. Lake case, it is likely an anticipatory 

assignment of income, or, subject to the economic 
substance doctrine, some other form of characterization 
that is more onerous to the taxpayer if an acceleration of 
income is thought to lack economic substance. 
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Alternative Tax Characterizations of         
Production Payments/Alternatives (continued) 



GAAP Treatment 
● The GAAP treatment of a conveyance of the PP is dependent on the 

type of PP that is conveyed and the reason for the conveyance.   
 
● If the grantor sells a dollar-denominated PP for cash, the transaction 

will be treated as a loan/borrowing.  The reserves attributable to the 
PP remain on the books of grantor/borrower. 

 
● If the grantor sells a volumetric PP for cash, the transaction is 

treated as a sale of a mineral interest.  The reserves attributable to 
the PP are not included/disclosed on the books of the holders. 

 
 -Proceeds received on conveyance of the PP are treated a deferred 

revenue. 
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IX.  Non-Tax Issues 



 -Income is recognized by the grantor as production occurs based 
on the average per unit price of PP proceeds 
 
 -Cash received is shown on the income statement as investing 
activity.  All lease operating expense is recognized by the sponsor.   
 
●If the grantor sells minerals and retains a dollar-denominated PP and 
the satisfaction of the PP is reasonably assured, the grantor/seller 
records the transaction as a sale and carries the PP as an account 
receivable. 
 
●Alternatively, if in the above situation, payment of the PP is not 
reasonably assured, the transaction will be treated as a sale, with the 
grantor/seller retaining an ORRI. 
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Non-Tax Issues (continued) 



Bankruptcy Treatment 
 

● The conveyance of the PP as a property interest removes the 
interest from the sponsor’s/debtor’s estate. 

 
● Classification of the PP as a real or personal property interest is 

determined by state law, but classification should not be relevant 
under the Bankruptcy Code so long as it was a true sale of a 
property interest then the interest falls within the scope of Section 
514(b)(4)(B) of the Bankruptcy Act 
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Non-Tax Issues (continued) 



 
● Under Section 541(b)(4)(B), there is now excluded from the property 

of the debtor’s estate “any interest of the debtor in liquid or gaseous 
hydrocarbons to the extent that (i) the debtor transferred the interest 
pursuant to a written conveyance of a PP to an entity that does not 
participate in the operation of the property from which the PP is 
transferred, and (ii) but for the operation of Section 541(b)(4)(B), the 
debtor’s estate could include the interest only by virtue of Section 
365 or 542. 

● Whether or not there was a true sale of the PP is governed by state 
law. 

● PPs are superior in rights when they are compared to forward 
contracts under the Bankruptcy Code. 
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Non-Tax Issues (continued) 



● Forward contracts can be terminated and a termination amount 
fixed, while a PP cannot be terminated or accelerated. 

● Automatic stay will not stop any post-filing payments. 
 

Environmental Law Issues 
 

● Most commentators believe that given a properly documented and 
operated PP, because the PP holder does not operate or manage 
the underlying mineral interests, there should be no liability of the PP 
holder under either the Comprehensive Environmental Response, 
Compensation and Liability Act (“CERCLA”) or the Resources 
Conversation and Recovery Act (“RCRA”). 
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Non-Tax Issues (continued) 



 
● CERCLA contains the “petroleum exclusion” and RCRA contains the 

“drilling waste exclusion,” which for the most part addresses what is 
involved in the typical producing oil and gas well. 

● In addition to the common law and statutory law protections, usually 
the PP documentation provides additional safeguards/indemnities 
for environmental issues and liability. 

● However, until this is further tested in the courts, arguably there is 
some contingent liability here. 
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Non-Tax Issues (continued) 



Foreign Law Characterizations 
If a PP is being conveyed or created in a foreign country, care needs to 
be taken as to the following: 
 
●Is the PP a legal and binding conveyance under the laws of the 
foreign jurisdiction? Sometimes they are not and the form is often 
important. 
●How will the PP be treated for tax purposes in the foreign jurisdiction? 
Will it be treated as owning and selling the production or as a debt 
instrument, like in the U.S.?  This then leads into the issue of taxation in 
the foreign jurisdiction and withholding. 
●Are the taxes paid in the foreign jurisdiction creditable under a U.S. 
Tax treaty?  Are they an allowable foreign tax credit? 
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Non-Tax Issues (continued) 
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