Volumetric Production Payment (VPP) 
Backed Transactions, by Standard & Poor's 

During recent years, volumetric production payments (VPP) have regained popularity as financing vehicles for oil and natural gas exploration and production (E&P) companies. From the perspective of producers raising funds by selling VPPs (often referred to as the Seller), VPPs can raise funds on attractive terms. Investors advancing funds to the producer under the VPP (usually financial institutions and other E&P companies referred to as the Buyer) can profit from a relatively safe investment if appropriately structured. In fact, as these transactions greatly dampen commodity price risk (which is by far the greatest contributor to swings in oil and gas corporate credit quality), eliminate management's discretion to change the capital structure and asset base through transactions (the next largest risk), diminish the probability of fraud (as a result of independent evaluations of the property base), and have the most senior claim on the assets as a result of their senior secured status in the bankruptcy process, VPP-backed obligations can be structured to be substantially less risky than either secured or unsecured corporate oil and gas corporate debt. 

Standard & Poor's has privately rated several transactions backed by volumetric production payments. From our perspective, a volumetric production payment (also often called a "limited overriding royalty interest") is similar to a secured debt financing combined with a hydrocarbon price hedge over the life of the transaction. The VPP potentially can transfer risk from the seller to the buyer if it is nonrecourse to the seller and monetizes a high percentage of the property's value. In such a case, the Buyer (and a creditor who may hold loans or bonds backed by a VPP) usually accepts the risk that production volumes fall short of those required by the transaction, although this risk can be minimized through overcollateralization. This article will present Standard & Poor's methodology for rating VPP-backed loans. 
A previous article ("Oil and Gas Volumetric Production Payments: the Corporate Ratings Perspective," published Dec. 4, 2003 on Ratings Direct) discussed how Standard & Poor's analyzes the effects of a VPP on the Seller's financial statements and credit quality. 

What Is a VPP? 

A volumetric production is a debt-financing structure in which the Buyer advances funds to the Seller in exchange for a non-operating interest that is paid from a specific portion of production. The VPP typically is expressed as a certain amount of money or a certain number of units of hydrocarbons (i.e., total barrels of oil or billions of cubic feet of gas) to be delivered to the Buyer by the Seller to a specified delivery point over a period of time. When the total requisite units of production or designated cash amount are delivered, the production payment terminates and the conveyed interest reverts to the Seller. (See chart 1.)  
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The VPP is carved out from a "working interest" in one or more oil and gas properties, but it may not carry the same set of economic risks as the original working interest. A working interest is the right to operate a property and receive all production after the payment of royalties or overriding royalties. Typically, the working interest owner leases the property from the mineral interest owner in exchange for future royalty payments. The working interest owner usually pays the costs of exploration, development, operation, and asset retirement. Economically, the working interest typically pays for 100% of the cost and, in the U.S. where royalties often are one-eighth of production, receives 87.5% of the production. 

The working interest owner can convey to another entity a nonoperating interest, such as a VPP, for financing purposes, risk sharing, or other economic benefits. The terms of the parsed working interest are not necessarily the same as the original working interest. Often in a hot area of E&P activity or for an attractive exploration prospect, the new working interest owners may carry a disproportionate share of the costs relative to its revenue. The converse also can occur; in a VPP, the Buyer usually accepts less risk than is being transferred. The VPP Buyer does not operate the properties and usually acts as a passive investor. 

A VPP has similar attributes as other debt financing structures, such as accounts receivable securitizations, operating leases, prepaid forward gas sales, and project financings. In these transactions, the obligor may transfer a predictable asset, discounted for interest, into a nonrecourse, special-purpose entity in exchange for funds and a residual equity interest. Similarly, under the terms of a VPP, the Seller is required to deliver a specified amount of production (or value) usually within a designated time period. The Seller may be subject to property transfer restrictions, obligated to invest additional capital in the fields servicing the production payment, and responsible for all operating and legal risks and actual and potential liabilities (i.e., asset retirement, environmental clean-up, litigation, etc.) pertaining to the properties. 

The VPP Buyer can gain access to a field's output without being required to operate it, although this does not mean that the Buyer is insulated from operating risk. The documentation of a VPP often contains the following language: 

"The Overriding Royalty conveyed hereby is a non-operating, non-expense-bearing limited overriding royalty interest free of all cost, risk, and expense of production, operations, and delivery to the Delivery Point. In no event shall Grantee ever be liable or responsible in any way for payment of any costs, expenses, or liabilities attributable to the Subject Interests (or any part thereof) or in connection with the production, saving or delivery of Overriding Royalty Hydrocarbons to the Delivery Point." 

Risks related to field performance are borne by the Buyer but may be heavily (if not completely) mitigated by liens on properties that provide a margin of excess production. While the Buyer could choose to be exposed to price risk on delivered hydrocarbon production (such a scheme was pursued by Enron Corp. before its downfall), the vast majority converts the production payment to a loan by entering into hydrocarbon price hedges with third parties. The economic characteristics of the production payment (particularly the contingency for performance to the Seller and the finite nature of the production payment) have caused the IRS to classify the VPP as debt of the Seller, which retains the depletion allowance for tax purposes (in addition to continuing to be required to pay operating expenses, royalty payments, and production taxes.) 

What Can Go Wrong? 

The potential risks to the Buyer of a VPP transaction are: 

· Reserve and production risks. At the heart of a VPP transaction, a creditor is lending against the accuracy of a production forecast. If the oil and gas properties cannot produce as expected and there is an insufficient margin of excess production to compensate, the Seller may default on the VPP. The principal causes for an erroneous forecast include the normal forecast error endemic to the geosciences, reliance on high-risk properties in the reserve base, unanticipated event risk (i.e., hurricanes knock out off-shore production), selection of a reserve engineer lacking a high degree of knowledge of the reserve base or independence from the Seller, an inexperienced Buyer, or fraud. 

· Seller bankruptcy. The Seller's financial condition could prevent needed investments and maintenance spending in the properties, potentially leading to a default under the VPP. The Seller's bankruptcy estate could challenge the legal standing of the volumetric production payment (i.e., arguing that it is an executory contract), although Standard & Poor's is unaware of cases where this has been upheld. To hedge against rejection, the Buyer usually has a security interest in the underlying properties as a fallback. 

· Hedge counterparty risk. When the Buyer securitizes the VPP, the Buyer likely will engage in a hydrocarbon-price hedge that lasts the economic length of the transaction. As such, the Buyer is exposed to a hedge counterparty's credit quality. A default by the hedge counterparty usually is considered as an event of default by notes backed by a VPP transaction. 

· Transaction-structure risks. Volumetric production payments are customized transactions that may contain unique provisions that expose the Buyer to risks. For example, transactions may contain provisions that allow for the deferral of principal in the event of field underperformance, the release of collateral if drilling success is greater than expected, or provisions that allow the Seller to accelerate production without giving the Buyer an adequate safeguard provision against depletion. 

· Titling. Another structural issue that can be of high concern is titling, particularly for hastily arranged transactions. In some transactions, Sellers may not have time to provide title searches on thousands of wells, some of which may have been producing for more than 50 years and may originate from property transactions even further back in history. 

How Can VPPs Be Structured to Achieve High Creditworthiness?

VPPs (and securitizations of VPPs) can mitigate the risks and achieve investment-grade credit ratings when: 

· Amortization schedule of VPP matches or exceeds the expected production decline. Investment-grade rated transactions must amortize at a rate equal to the anticipated decline in production to ensure that an adequate production cushion is maintained through the transaction's life. (See chart 2.) 
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· The production profile is highly predictable. Production risk is mainly a function of execution and data. Execution risks are minimized when the VPP can be repaid from proved developed producing reserves (PDP) in fields that have a long production history (and thus ample data on their depletion rate, and reservoir size.) In contrast, proved undeveloped reserves have substantially higher forecast risk because they require investment and have no production history. PDP estimation is best in fields with numerous wells that have been producing for a long time (usually more than five years) and have ample analogous wells. Conversely, estimation processes are worse in relatively new fields (i.e., few wells on production for a considerable period) in geologically complex regions. (See chart 3.) 
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· The underlying properties are highly diversified. Having value distributed among a large number of wells, fields, and basins can effectively reduce execution risk and the consequences of forecast error. For example, the consequences of forecast error for a production payment derived from one well is substantially greater than a portfolio of 1,000 wells with production and value evenly distributed. 

· Onshore generally is better than offshore. The costs of operating wells and performing work-overs and other maintenance (and thus the shut-in risk if prices were to dip) is lower for onshore wells than offshore wells. If new wells need to be drilled in the event of field underperformance, onshore wells also cost significantly less. Onshore wells also tend to be more insulated from natural disasters (i.e., hurricanes) than offshore wells. 

· The underlying properties are cost competitive. Although the Seller is required by law to deliver production to the Buyer regardless of cost, a strong transaction will feature properties with very low unit cash production costs. Production from low-cost properties should provide a financial incentive for the Seller/operator to perform adequate maintenance to maintain a strong production stream during periods of depressed pricing. 

· The underlying properties have attractive investment opportunities. Transactions that burden properties that have abundant proved undeveloped, probable, and possible reserves could have strong credit advantages versus those that lack them. If such resources are present, the Seller has the financial incentive and capacity to explore for and develop them, the VPP buyer could benefit from a greater production and reserve cushion. 

· The Seller is capable and of high credit quality, although the latter is not necessarily required for an investment-grade rated transaction. The owner/operator's credit quality is only relevant to the extent that the transaction depends on it. The operator is responsible for the upkeep of the field, which prevents a total divorce from the operator's rating. If the operator is required to make additional investments in the field, the link to the operator may be more rigid as the transaction is more closely tied to its financial performance. Nevertheless, through property selection, overcollateralization, bankruptcy remoteness, and other facets of deal structure, it is possible for a high-yield issuer's VPP to achieve an investment-grade rating. 

· The transaction is bankruptcy remote. The rating on the transaction can be better distinguished from the rating on the operator if the transaction meets Standard & Poor's special-purpose-entity criteria. (See "Legal Criteria For U.S. Structured Finance Transactions" on www.standardandpoors.com.) 

· Production estimates provided by an independent engineer. Although Standard & Poor's will evaluate transactions based on the reserve engineering provided by the Seller, Standard & Poor's generally will apply conservative estimates of future production without a second estimate from an unconflicted party. Standard & Poor's believes that a competent engineer and acceptable report will consist of a thorough audit (rather than a review of reserve engineering processes) by an engineer with ample experience in the region of the burdened properties and full independence from the Seller. 

· Overcollateralization. A healthy margin of excess production can reduce concerns about execution risk and the accuracy of the production estimate. The amount of overcollateralization required at any rating level is a function of the perceived forecast and execution risks (i.e., more risk, more collateral required). (See table.) 
	Suggested Collateralization Requirements For 'BBB' Rated Transactions 

	Geology/execution risk 
	Well understood 
	Complex 
	Complex 

	Reserve composition 
	100% PDP 
	100% PDP 
	80% PDP 

	Operating history 
	Extensive 
	Moderate 
	Short (<2 years) 

	Diversification 
	Broad 
	Broad 
	Narrow 

	Rating on operator 
	BBB or higher 
	BBB or higher 
	BBB or higher 

	Rating on hedge provider 
	AA 
	AA 
	AA 

	Minimum DSCR on PDP reserves 
	1.2x or greater 
	1.5x or greater 
	2.0x or greater 

	PDP--Proved developed producing reserves. DSCR--Debt-service coverage ratios. 


· Reserve accounts. A debt-service or maintenance reserve account can provide interim support against specific production risks. For example, a debt-service reserve account can insure against production curtailments mandated by pipeline operators. 

· Liquidity available for hedge margin calls. Ideally, the structured financing will be hedged with instruments that do not provide the posting of margin. (Such a structure usually is accomplished by having a bond insurer guarantee hedge payments, the granting of a lien on properties to the hedge provider, or through recourse to a highly rated seller.) However, if so, a large debt-service or margin reserve account can help mitigate risk. 

· Highly rated hedge counterparty. In transactions secured by a VPP, the hedge counterparty may be considered as the "weak link," or limiting factor of the transaction. A rating on a VPP-backed transaction higher than that of the hedge provider is improbable. The risk provided by the hedge counterparty is analyzed independently of all other transaction risks; in other words, the presence of a highly rated hedge counterparty does not offset risks attendant to meeting the production forecast. The hedge agreement should meet Standard & Poor's criteria on such contracts.

Examples of VPP Transactions 

Standard & Poor's has rated only privately placed VPP-backed transactions, often on behalf of bond-insurance firms, and thus has no public ratings available detailing the rationale for a particular rating. The following cases are hypothetical cases that provide a flavor of the ratings logic for actual transactions. 


Case 1. 

An 'A' rated Seller packages 2,000 wells located in a half-dozen production regions within Appalachia into a volumetric production payment that has mortgage-style amortization and a legal-final in 2015. All cash flows are retained in the structure for the first five years. No well comprises more than 1% of the value of the package and the average well has been on production for about 15 years. With hundreds of analogies and ample data, the future production profile of the portfolio can be estimated with a high degree of accuracy. The gas produced from the wells is dry and the wells require minimal maintenance expenditures. The fields are cost competitive, with total cash operating, transportation costs, and production taxes of less than $1.00 per thousand cubic feet (mcf) of production. The contributed fields have numerous pipeline take-away options, which lowers basis risk. Although various fields have a history of well shut-ins in low-price environments because of transportation bottlenecks, a six-month debt-service reserve is available to cover any such shortfall. Commodity price hedges cover 92% of expected production and are with a 'AA' rated counterparty and the gas volumes will be marketed by a large regional gas marketer and transporter. Volumes from proved developed producing reserves alone cover debt service 1.25x (minimum) and total volumes cover debt service 1.4x. The transaction meets Standard & Poor's legal criteria for special-purpose entities. The transaction likely would be rated in the 'A' category. A better rating could occur if debt-service coverage ratios were more robust.

Case 2. 

A 'BBB' rated Seller pledges a property package consisting of 200 wells in a tight gas field in West Texas. The transaction has mortgage-style amortization, with a legal-final in 2014. No well accounts for more than 2.0% of total volume and the average well has been producing for about five years. Volumes from proved developed producing reserves cover fixed charges by 1.5x in the initial years of the transaction and total volumes are projected to greatly exceed 2.0x coverage (minimum) of debt service. However, excess cash generated in the early years of the deal can flow back to the owner/operator as long as the transaction is meeting debt service. The transaction also contains a provision that caps the value of the collateral held by the Buyer to 2.0x, with certain wells being released from the collateral package if greater than 2.0x coverage is achieved in any given year. Furthermore, because of the properties sharp production decline curves, development of proved undeveloped reserves are needed to ensure adequate volume coverage in the later years of the deal. While development of the proved undeveloped reserves should occur as new wells are net present value-positive when gas prices exceed $3.25 per mcf (of which about $1.00 is cash lease operating expense), the Buyer relies on the Seller's financial resources and capital-spending decisions. Gas prices are hedged through the life of the deal with an 'A' rated counterparty and the transaction meets Standard & Poor's SPE criteria. Given the constraints posed by reliance on the Seller for future capital investment and the vagaries of the collateral release mechanism, the transaction would be rated in the 'BBB' category. Without such constraints, the transaction would be rated higher. 

Case 3. 

A 'B' rated Seller sells a VPP on two fields on the U.S. Gulf Coast. The transaction amortizes over five years along a schedule defined at the transaction close that mimics an expected production decline curve. The fields supporting the VPP consist of 100 wells that have been producing for nearly 60 years, but about 80% of the value actually comes from about a dozen wells. The operation also is fairly high cost--cash operating and transportation costs average about $14 per barrel and require frequent work-overs. The operator has increased production in the past two years as higher oil prices have provided a strong financial incentive. The fields' geology is relatively complex and no 3-D seismic has been shot and processed on the field. However, production is derived from multiple producing horizons in numerous fault blocks, which, in conjunction with the production history, provides some comfort. Proved developed producing reserves should cover debt service about 1.3x, with total reserves covering debt service about 2.0x. The transaction structure complies with Standard & Poor's SPE criteria and the hedge counterparty is rated 'AA'. The rating on such a transaction would likely fall in the 'BB' category because the degree of overcollateralization is sufficient to enable multiple notches of elevation above the corporate credit rating of the Seller, but reliance on the Seller for PUD development, the high-cost nature of the fields, and the concentration and risk profile of the underlying properties limit the transaction from being rated investment grade.

