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Overview

A working interest is the right to explore,
produce and own oil, gas or other minerals.
The working interest is created by leasing
rights from the minerals owner. The lease
entitles the working interest owner to (1)
develop the resources, and (2) a share of the
production.

The working interest owner bears all the
costs of exploration, development, and
operation on a cash, penalty or carried basis.
In return, the working interest owner is
entitled to a share of the production from the
property. It may be assigned to another
party, or it may be divided into other special
property interests.

In contrast to a working interest, the royalty
owner’s cost is usually limited to the initial

investment. Royalty owners pay no
expenses for the production or operation,
except for production taxes and ad valorem
taxes.

The share of production a working interest
owner is entitled to will always be smaller
than the share of costs that the working
interest owner is required to bear, with the
balance of the production accruing to the
owners of royalties.

For example, the owner of a 100% working
interest in a lease burdened by a
landowner’s royalty of 25% would be
required to pay 100% of the costs of a well
but would be entitled to retain 75% of the
production.

Creating a Working Interest in an Oil/Gas Well
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Creation of working interest

The most common way to create a working interest is with a lease. The minerals owner leases
the rights to an operator. Under the lease, the operator can to explore, drill and produce minerals
at its own cost. In return, the mineral interest owner an upfront bonus, a royalty on production,
and sometimes delay rental fees. The lease is generally granted for a term of one to five years
during which the Operator has the right to drill and obtain production. Once production is
obtained, the lease remains intact as long as production continues.

Types of working interest ownership
Working interests fall into two categories:
operated and non-operated. Often, the
working interest of an oil and natural gas
lease is split between numerous owners in
varying percentages.

The working interest owner designated as
the “Operator” proposes wells, supervises
drilling, and manages day-to-day operations,
such as marketing and accounting functions
associated with the lease.

Non-operating working interest owners are
consulted on production decisions and incur
part of the costs according to the agreements
made between owners. However, non-
operating working interest owners are not
involved in actual operations.

Overriding rovalty interest
An overriding royalty interest is a fractional,
undivided interest, derived from the working
interest. It is not an interest in the actual
minerals, but an interest in the proceeds or
revenue from the oil & gas minerals sold.

Overriding royalty interests, are commonly
assigned to someone that assembles a
prospect, sellers who want to retain an
interest, or sold as a way to raise of capital.

Working interest owner’s rights to

record reserves as an asset
A working interest owner is permitted to
record an asset on its balance sheet. The
asset is called reserves. The reserves
represent the proportion, attributable to the
owner’s participating interests, of predicted
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US Tax Implications
A working interest is an economic interest W Energy Advisory

and is therefore subject to depletion
deductions. Additionally, the working
interest owner can deduct intangible drilling
and development costs.

The US tax code specifies that a working
interest (as opposed to a royalty interest) in
an oil and gas well, is not considered to be
a passive activity. This means that any
losses act as active income incurred in
conjunction with oil/gas production can be
offset against other forms of ordinary
income.

A working interest in oil and gas, in situ, is
an interest in real property for US federal
income tax purposes. This ruling applies in
all cases regardless of how the oil and gas
lessee’s interest is treated under State law.

An ORRI is considered an interest in real
property for US tax purposes and would be
subject to FIRPTA withholding tax, when
sold by a foreign owner.

i Theriot, Robert; A Quick Primer on Mineral Rights, 2012
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W Advisory offers a range of transaction-based
advice to assist our clients with their investments.
We generally work with oil and gas investments,
but also have experience in software,
pharmaceuticals, publishing and financial services.
Most transactions we work on are cross-border
with Asia and North America (US and Canada).
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http://www.investopedia.com/terms/r/royalty.asp
http://www.investopedia.com/terms/p/passiveincome.asp
http://www.investopedia.com/terms/a/activeincome.asp
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