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DISCLAIMER

This presentation should not be constructed as legal advice or a legal opinion on
any specific factual situation or subject. Its contents are intended for educational
information only.

As such, the use of the materials may not be adequate to discharge the legal or
professional liability of participants in the conducts of their practice.

TABLE OF CONTENTS
FOR EXPANDED VERSION

C.P. SCHUMANN, CP.A., C.V.A,, MA.F.F. - BIOGRAPHICAL
INFORMATION

LOWER 48 STATES SHALE PLAYS

INDUSTRY REFRESHER 1
DETERMINATION OF FAIR MARKET VALUE OF MINERAL
PROPERTIES
What is the Value of the Interest
Comparative Value Method
Di d Cash Flow.
IRS Regulation
Tax Court Cases on Valuing Mineral Interests ..
What's New From the IRS Regarding Valuation
Definition of Appraisal-Adequate Disclosure Regs
Definition of Appraiser
Adequate Disclosure Items Related to the Valuation Report (Not IRS)
MSSP - Market Segment Specialization Program - Oil and Gas Industry
IRS Oversight of Valuation Services 33
IRS Appraisal Review Proce: 34




TABLE OF CONTENTS Cont.

THE RESERVE APPRAISAL
Classification of Reserve Method for Determining Fair Market Value..
Rules of Thumb
Other Thoughts
Comparative Value Method
Lease Bonus Method For Unconventional Oil & Gas Rights .

6/25/2018

SUBSEQUENT EVENTS 44
Summary 47
Distinction Between mineral & Royalty Interest Valuation With Emphasis On
Oil & Gas Like-Kind Exchanges. 48

TABLE OF CONTENTS Cont.

‘WHY DO WE NOT SEE THE FOLLOWING IN OIL AND GAS VALUATION REPORTS
WHICH ARE COMMON TO BUSINESS VALUATIONS?.
Discount for the Valuation of Undivided and Non-Participating Mineral
Interests 51
Oil and Gas Price Projections (Annual Energy Outlook 2017 —
o N

U.S. Energy Information i 56
Discount Rate Buildup - Texas 2017 Property Value Study (Susan Combs - Texas
Comptroller of Public Accounts) 5
Act Lands 6
Caleulating The Basis Of Gifted Property 6
Family Limited Partnership Cost Depletion
Capitalized and Di Return Methods

Conditions That May Make a Discounted Return Method Inappropriate
Discounted Cash Flow Method Example

TABLE OF CONTENTS (Cont.)

VALUATION ISSUES IN LITIGATION 75

APPRAISAL DISTRICT VALUES PROPERTY TAX ..

TAX REFORM PROVISIONS APPLICATION TO OIL & GAS

PARTNERSHIP AUDIT RULE 86

‘WHO CAN BE THE PARTNERSHIP REPRESENTATIVE ...

AND YES VIRGINIA TEXAS HAS COAL 9
SUMMARY 92
EXHIBITS:

Manual for Discounting Oil and Gas Income
Texas Comptroller of Public Accounts 1(94)

IRS Business Valuation Guideli 1(133)




INDUSTRY REFRESHER
Sources: Valuing The Potential Of Land For Oil & Gas Development
By: David Ammons and James Sheppard

Introduction

Investment decisions in the oil and gas industry are made in a unique environment that is
characterized by the following:

*  The industry is very cash intensive. The expenditure of millions and sometimes billions of
dollars is required for a single project, with no guarantees of success.

*  There is frequently a long lead time between initial expenditure and resulting revenue and
profitability.

* Decisions are often made in an environment of high levels of uncertainty and—
consequently—risk. Common uncertainties include: do hydrocarbons exist beneath the
target prospect? Will drilling lead to a blow-out? If we find oil or natural gas reserves will
they be smaller than expected or decline faster than geologic conditions suggest? Will
crude oil and/or natural gas prices remain strong or nose-dive? Will the applicable
regulatory environment change?

*  The competition for funds for alternative projects can be substantial.

Given this unique environment, it is critical for oil and gas companies to effectively,
efficiently, and accurately evaluate projects before investing substantial sums. Companies
employ somewhat different evaluation methods for projects located on land with
existing hydrocarbon production than they do for projects located on land with no prior
production or exploration. The relevant evaluation methods are discussed in detail in
this paper.
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INDUSTRY REFRESHER

1.  Categories of Reserves

In general, reserves can be broken down into the following categories: (1) Proved
Reserves; (2) Probable Reserves; and (3) Possible Reserves. Moreover, reserves can be
classified as either “Developed” or “Undeveloped.” Risk is the main differentiating
factor between the types of reserve categories and their associated values. Since the
value of an asset is a function of its projected future cash flow, the lower the chance of
occurrence (actual production), the less valuable the mineral interest.

A. D orl Reserves

Developed reserves are expected to be recovered from existing wells based upon
whether the wells are “producing” or not. Undeveloped reserves are expected to be
recovered: (1) from new wells on undrilled acreage; (2) from the deepening of existing
wells to a different reservoir; or (3) where a relatively large capital expenditure is
required to modify an existing well or to install production or transportation facilities for
primary or improved recovery projects.

INDUSTRY REFRESHER

B.  Proved, Probable, or Possible Reserves

Proved reserves are those reserves that geological and engineering data indicate with reasonable
certainty are recoverable today, or in the near future, with current technology and under current
economic conditions.  According to the EIA, which provides statistics for the Department of Energy,
the term “reasonable certainty” implies that there is a 90% probability that a company will recover at
least the proved reserves estimated to be recoverable.

Probable and possible reserves are further removed from having been tested by the drill bit, and
thus, are subject to increasing margins of error. Probable and possible reserves are often referred to
as P50 and P10, with probable reserves using a longer-term price assumption and more advanced
technology to estimate underground stores.

Probable reserves are “unproved,” yet geological and engineering data suggests that they are more
likely than not to be recoverable. For example, a “probable” reserve could be proved by normal step-
out drilling and infill drilling where data is inadequate to classify them as proved.

Possible reserves are those “unproved” reserves that analysis of geological and engineering data
suggests are less likely to be recoverable than probable reserves. For example, possible reserves
would lack any adequate definitive data and be referred to as “exploratory.”




DETERMINATION OF FAIR MARKET VALUE OF MINERAL PROPERTIES

What is the Value of the Interest?

IRS Regulation §1.611-2 provides guidance in determining the fair market value of interests in oil,
gas, and other natural deposits. The Regulation provides that the comparative value method
should be used to determine the fair market value of an oil and gas interest, if at all possible. The
use of other methods, such as the "discount cash flow method" should only be used when the
comparative method cannot be used.

Comparative Value Method

The "comparative value method" values the interests of similar properties that have been
transferred or sold recently. According to Regulation §1.611-2, the due weight and consideration
will be given to factors such as:

— cost

—actual sales and transfer of similar properties and improvements
— bona fide offers

— market value of stock or shares

— royalties and rentals

— valuation for local or State taxation

—  accounting records of ltigation in which the property and improvements may have been
inventoried or appraised in probate or similar proceedings
— disinterested appraisals by approved methods
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DETERMINATION OF FAIR MARKET VALUE OF MINERAL PROPERTIES

Often, this type of data is not available. In this case, other methods, such as the present value
method, may be used.

Discounted Cash Flow

This method may be used when the value cannot be determined upon the basis of cost
or comparative values, or any other method. Factors considered when using the method
are: the future price of produced goods and the estimated total future production from
the property; the average quality or grade of the mineral reserves; a present value
discount and the risks associated with the property (costs of shutting down, dry holes,
decrease in production, etc.).

Some have used other, simpler valuation methods, such as a multiple of production over
a specified time period. This is not a thorough indicator of fair market value of an interest
and may not withstand IRS scrutiny.

IRS Regulations

26 CFR 1.611-2 - Rules applicable to mines, ofl and gas wells,
and other natural deposits
16112 Rules appicab o mines, ol and gas wels, nd otherratural deposits

{8) Computation of cos? depletion of mines, of and pas wells, and other natural
deposits
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Tax Court Cases on Valuing Mineral Interests

Most Tax Court Cases are fact specific and date back 40-years or so. The author
maintains a library of such and are available upon request.

However, none are fact specific and provide little guidance concerning how to
value.
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What's New From The IRS Regarding Valuation

This was issued in response to valuation of non cash property for donation
purposes.

" (as defined by the Internal Revenue Service in Notice 2006-96), means
a written valuation report, signed and dated by a qualified appraiser in accordance
with generally accepted appraisal standards and containing the following
information:

Includes certain information, such as a property description, Fair Market Value
of an ownership interest, appraiser identification information, date of valuation
and valuation methods employed; and

Relates to an appraisal made not earlier than 60 days before the date of
contribution of the appraised property; and

Does not involve a contingent appraisal fee; and

Meets the other relevant requirements of Regulations Section 1.170A-13(c)(3);
and

Notice 2006-96, 2006-46 |.R.B. 902.

Definition of Appraiser

"Appraiser" (as defined by the Internal Revenue Service in Notice 2006-96), means a person or
firm qualified to perform business "Appraisals" of partnerships and ownership interests in
partnerships and has been certified with an appraisal designation from a recognized professional
appraisal organization (such as the National Association of Certified Valuators and Analysts
(NACVA), the Appraisal Institute, ASFMRA, NAIFA, ASA, etc.), or has met certain minimum
education and experience requirements; and

*  Regularly prepares appraisals for which the individual is paid; and

+ Demonstrates verifiable education and experience in valuing the type of property being
appraised; and

* Has not been prohibited from practicing before the IRS under Section 330(c) of Title 31 of the
United States Code at any time during the three-year period ending on the date of the
appraisal; and

* s notan excluded individual (someone who is the donor or recipient of the property).

Adequate Di: Items Related to the ion Report

* The date of the appraisal.

* Thedate of the transfer.

*  The purpose of the appraisal.

*  Adescription of the property.

*  Adescription of the appraisal process employed, including the valuation method(s) utilized.
*  Adescription of any hypothetical conditions considered.

+ The information considered in determining the value, including all financial information in
sufficient detail to allow the reader to replicate the appraisal analysis and valuation.

*  The appraisal procedures followed, and the reason that support the analysis, opinions, and
conclusions.

*  The valuation method utilized, the rationale for the procedure used in determining the fair
market value of the asset transferred.

*  The specific basis for the valuation, such as specific comparable sales or transactions, sales of
similar interests, asset-based approaches, merger-acquisition transactions, etc.

«  Descriptions of any restrictions or other limiting conditions present.

*  Certifications and representations of the Analyst.
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Market Segment Specialization Program

Oil and Gas
Industry

Dopariment ofthe Troasury
intemal Revenue Service Training 3149-125 (5196)
TPDS No. 84212C

4.48.4.2.2 (07-01-2006)
Identifying

In developing a valuation conclusion, valuators should define the
assignment and determine the scope of work necessary by identifying the
following:

Property to be valued

Interest to be valued

Effective valuation date

Purpose of valuation

Use of valuation

Statement of value

. Standard and definition of value
. Assumptions

Limiting conditions

Scope limitations

Restrictions, agreements and other factors that may influence
value

L. Sources of information

ARETIOMMOO® >

Part 4. Examining Process
Chapter 41. Oil and Gas Industry
Section 1. Oil and Gas Handbook

4.41.1 Oil and Gas Handbook

4.41.1.1 Overview of Oil and Gas Handbook
4.41.1.2 Acquisitions

4.41.1.1 (07-31-2002)
Overview of Oil and Gas Handbook

1. This i the guidelines for the examination of income tax returns of
taxpayers involved i the oil and gas industry.

2. These guidelines have been prepared to assist examiners in the examination of
income tax returns of taxpayers involved in the oil and gas industry.

3. Diligent use of these guidelines will shorten the time needed to acquire the
examination skills essential to this specialty. Nothing contained herein should
discourage i from i ing upon these i or from ising their
own initiative and ingenuity.

4. Authoritative reference material is shown in Exhibit 4.41.1-1 for the reader who may
want additional research material. The list will also be useful to a reader who may
desire to further his/her study in oil and gas taxation. While the reference material
listed is not an exhaustive list, it will provide the reader with excellent research tools.

5. See Exhibit 4.41.1-9 for items to consider during preparation of Forms 4318, 4764,
4764-Bs and 886-As. 28

10



4.48.4.2.3 (07-01-2006)
Analyzing

1. In developing a valuation conclusion, valuators should analyze the
relevant information necessary to accomplish the assignment
including:

The nature of the business and the history of the enterprise from its
inception

The economic outlook in general and the condition and outlook of the
specific industry in particular

The book value of the stock or interest and the financial condition of
the business

The earning capacity of the company

The dividend-paying capacity

Existence or non existence of goodwill or other intangible value

Sales of the stock or interest and the size of the block of stock to be
valued

The market price of stocks or interests of corporations or entities
engaged in the same or a similar line of business having their stocks or
interests actively traded in a free and open market, either on an
exchange or over-the-counter

Other relevant information

6/25/2018

IRS Oversight of Valuation Services

With the enactment of Sec. 6695A, in 2006 the IRS was given new responsibilities to
ensure the quality of appraisals and appraisers who provided information in support
of a taxpayer’s federal tax filings.

The original purpose of Sec. 6695A was to stop perceived abuse in real estate
easement i for charitable d ions. It was later explicitly extended to
include business appraisals for estate and gift tax purposes.

IRS Appraisal Review Process

The Sec. 6695A appraisal review process was developed after open forum
discussions in 2010 with representatives from appraisal organizations, including
representatives of the AICPA.

Under the Sec. 6695A review process, all estate and gift valuations are sent to one of
two central locations where estate and gift tax attorneys and IRS engineer specialists
perform an initial national classification process. Both tax returns with and without
attached appraisals may be referred to estate and gift tax attorney groups at local
IRS offices for further classification. After classification of the case at the local level,
an estate and gift tax attorney may open the return for an examination. After the
return and any valuation on the return have been analyzed, the IRS may impose a
Sec. 6695A penalty.

An appraisal examination can also be initiated by an IRS revenue agent. While the
revenue agent’s primary focus will be the taxpayer and a potential tax deficiency,

b | rather than the appraiser, the revenue agent may decide to initiate a Sec. 6695A

_ process. At this point, the process also should involve an IRS engineer.

If the IRS engineer believes that the “correct value” of the interest being appraised
differs from the appraised value and that the appraiser has not complied with his or
her organization’s standards, the review process may proceed and may ultimately
lead to appraisal penalties under Sec. 6695A and a possible referral to the OPR,
which is charged with ensuring that practitioners adhere to professional standards
and follow the law.

11



THE RESERVE APPRAISAL
Classification of Reserve Method For Determining Fair Market Value

The starting point for any valuation estimate determined by a reserve report is the
petroleum engineer who must estimate the quantity and nature of hydrocarbons
in the ground, how quickly they can be recovered, what percentage can be
recovered, the cost of recovery, and the present value of the net cash flow using
various discount rates, usually centering on 10%, before tax ( PV10 method).

In the reserve report, the petroleum engineer (usually a reservoir engineer) should
estimate, based on the best data available, the classification and quantity of
reserves that can be recovered over time. Typically, the reservoir engineer will apply
assumed prices into the future in order to "monetize" those reserves into a cash
flow table. The engineer may or may not be qualified to opine as to the likelihood
and reasonableness of the pricing assumptions: often the engineer simply uses the
, pricing assumptions requested by the client.

Classification of Reserves
In estimating reserves, the reservoir engineer should give quantities of recoverable
reserves within various classifications, generally proved, probable and possible.

6/25/2018

In laymen's terms, the categories of reserves are as follows:

1. Proved developed producing ("PDP") reserves are those where the well is
completed and the reserves are currently being produced. This is the most
valuable category because (1) pressure and production data are readily available
and generally accurate, and (2) cash is being generated regularly by production.
The amount is typically 90% - 100% of discounted future net income.

2. Proved developed non-producing ("PDNP") are reserves where the well-bore
exists and the reserves are identified, but for some reason are not currently
producing, whether shut-in for lack of market or for mechanical reasons. In this
category, the reserves can be produced by either turning on production or
accomplishing a mechanical repair operation. The significance of this category is
that no additional capital expenditure is required to complete a new formation,
and thus, there is less risk than in proved behind-pipe. This amount is typically
50% to 80% of discounted future income.

3. Proved behind-pipe ("PBP") reserves are those where a reservoir different from
| one currently producing has been identified. However, because the operator
must plug off the current zone and recomplete in a different zone (usually higher
up, i.e., closer to the surface), there is greater risk that the reserves may not be
recoverable.

4. Proved undeveloped ("PUD") are the lowest category of proved reserves and the
least valuable because a new well is required to be drilled and completed, with
accompanying risk, in order to recover the value. These reserves require the most
capital investment and the greatest risk (among proved reserves) in order to
exploit them. This amount is less than 50% of future cash flow. The definitions of
proved reserves are established by the Society of Petroleum Engineers, the World
Petroleum Congress, the American Association of Petroleum Geologists, the
American Petroleum Institute, and the Society of Petroleum Evaluation Engineers.
The Securities and Exchange Commission has its own set of definitions, though
the only essential difference is that of holding prices constant (no increase based
on estimated future conditions), but allowing escalation of prices based upon
existing contracts, if any.

5. Due to the availability of oil & gas production software it is now feasible to
develop decline curves when a reserve report has not been completed.

6. PV10 is the present value of estimated future oil and gas revenues, net of
estimated direct expenses, discounted at annual discount rate of 10%. This
nomenclature is most commonly used in the energy industry, and is used to
estimate the present value of a company’s proved oil and gas reserves.

It is extremely important for professionals dealing with reserve reports to
recognize that they are not a determination of fair market value. Although
Generally Accepted Accounting Principles, as modified by the SEC rules, require
companies to report reserves based on the lower of cost or present value of
proved reserves, it is essential to understand that the process is not a Conclusion
of Value. 37
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There are three common methods for converting a reserve report to FMV:

Perhaps the most accurate, but admittedly anecdotal, approach is to interview
or survey investment bankers or property brokers in the oil and gas acquisition
and divestiture (A&D) market regarding discount rates in effect at the valuation
date. Discount rates are dependent on reserve category, location product type
(oil versus gas) and size of transaction. For example, an A&D firm might show
statistics indicating that oil weighted Permian Basin PDP properties were
transacting at PV-7 near the valuation date.

Another approach involves using data contained in an annual survey (the SPEE
survey) conducted by the Society of Petroleum Evaluation Engineers. The SPEE
survey polls about 100 experienced PEs and other experts who work in the
context of A&D transactions. The section of the survey most commonly cited
deals with risk adjustment factors (RAFs) used for acquisitions. The RAF isn't a
discount rate in the traditional sense, as used in the first method, but rather a
"haircut" factor. While this methodology is simple, and the valuation conclusion
is clear (and presumably defensible), it can be overused as a onesize-fits-all
solution. For example, | interviewed an active property buyer in the Gulf of
Mexico recently and found that use of the SPEE RAFs, without any further
adjustment, would have significantly overvalued the offshore properties.

There are three common methods for converting a reserve report to FMV:

3. Another source for the build up of the discount rate is the cost of capital for
publicly traded guideline companies. The reserve base of the guideline public
companies should be sufficiently comparable to the subject properties,
particularly the ratios of PDP and PUD reserves to total reserves. This approach
requires a number of adjustments to reflect the public companies' general and
administrative cost structure, growth profile and marketability, which aren't
characteristics of the subject static oil and gas reserve base.

The Methods of Determining Fair Market Value.

There are four basic methods of determining FMV of an oil and gas property: (1) comparative
sales; (2) rule of thumb; (3) income forecast, and (4) replacement cost. The SPEE 2001 Survey
inquired, for the first time, as to the respondents' preferred method for determining value of oil
and gas properties. In the response, the Discounted Cash Flow method (which is a subset of the
income forecast as described by Garb) was the overwhelming favorite, at 86%. Comparable sales
was preferred by 1%, and no other got more than 5% preference.

13



Rules of Thumb

The various rule of thumb methods have merit but do not consider the length of
time during which revenue will flow from the investment.

The four most familiar rule of thumb methods are: (1) price paid per barrel
equivalent of reserves; (2) price paid per equivalent barrel per day of producing
rate; (3) profit to investment ratio; and (4) current income rate for a specific period
of time. These methods do not require sophisticated reserve studies and are easy
to calculate. However, they do not measure the maximum negative cash position
that the purchaser will experience. Also, these tests do not consider market
uncertainties, nor time (and thus favor long lived properties).

Other Thoughts

* Minerals not producing.... therefore minerals have no value?

2-3x annualized cash flow (not 4x or 5x)

— Typically, used for producing properties and often used for IRS purposes.

— Mineral packages that are producing, diversified and have shallow decline rates
(favorable reserve replacement ratios) or upside potential can sell at 10x
historical cash flow, or a future of 3 - 6.5 or 1.5 to 3.0 times the lease bonus.

Cost approach is never applicable

Non-producing minerals (this rule of thumb presumably applies to both leased
and unleased minerals) valued at the going lease bonus rate x 2 to 3 of adjacent
properties as of valuation date. a1
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Comparative Value Method

The “comparative value method” values the interests of similar properties that have been
transferred or recently sold. According to Regulation §1.611-2, due weight and consideration
will be given to factors such as:

Cost

Actual sales and transfer of similar properties and improvements

Bona fide offers

Market value of stock or shares

Royalties and rentals

Valuation for local or State taxation

Accounting records of litigation in which the property improvements may have been
inventoried or appraised in probate or similar proceedings

Disinterested appraisals by approved methods

Between Lease Bonus and Mineral Rights Value

The Lease Bonus methad for conventional oil & gas mineral rights has been observed in the
market and in literature since the 1990's and possibly earlier. In its simplest form it provides an
estimate of the Fair Market Value of a landowner’s oil & gas mineral estate under the
assumption that the Highest & Best Use is for the leasing and exploration for oil & gas. The
Lease Bonus method is therefore applicable during the early stages of an oil & gas play.

The method is reliable when lease terms such as front-end bonus, annual rentals or paid-up
bonus, primary term and royalty rate are reasonably uniform in an area. When applied to
conventional oil and gas plays with a distinct petroleum system (separate source rock, reservoir
rock, etc.), the fair market value of unleased oil & gas rights is reliably estimated by multiplying
the current lease bonus amount in dollars per net mineral acre by a factor of from 2% to 3.

42

Lease Bonus Method for Unconventional Oil & Gas Rights

The unconventional oil & gas mineral rights include those that are being produced from
horizontally drilled wells in shale formations. A change in the relationship between the bonus
(now a larger paid-up-bonus) and the fair market value of the oil & gas mineral rights has been
noted in the market, The multiplier is now 2 times the bonus amount to estimate the fair market
value of the minerals of early-stage acreage.

In short, the oil companies need the acreage and will pay.  Likewise, the landowners also want
more money up front. A landowner knows that just leasing his land to an oil company does not
guarantee drilling and royalty income from production, not to mention the numerous development
activities, which must precede royalty payment. The landowner will therefore insist on more
‘money up front instead of waiting for the uncertain royalty.

The combination of market factors leads to larger bonus payments for the unconventional oil &
gas leases. And with larger bonus payments it follows that the mulfiplier with which to estimate
the fair market value of the actual oil & gas mineral interest at these carly stages will be smaller.
Examples have been observed from the market where the leasing oil company has offered a
landowner to choose between one bonus amount for a lease and the double amount for outright
sale of his mineral rights. Thus, the fair market value for the latter would equal 2 times the offered
bonus,

It s noted that the fair market value of the mineral rights is arrived at by a much higher multiple
of the offered lease bonus than observed for carly exploration leases. A offer for Niobrara shale
acreage in Colorado gave a choice to the landowner between $500 per net acre as a lease bonus
for a 3/16" royalty lease versus $1900 for outright purchase of the mineral estate. That is a
multiplier of 3.8. In this case the local area had already seen Niobrara testing and development
and the operator had commenced construction of a horizontal drilling and multiple-well praduction
pad.

In conclusion, the lease bonus approach s reliable for both conventional and for unconventional
oil & gas mineral rights as long as the acreage use is in the carly exploration states. At later stages

rth 30414 X
A more reliable method may be to run a discounted cash flow model, calculate a Net Present Value
for the royalty stream and risk it by a probability factor for coming about at the predicted quantify
and commodity price in the near future.
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SUBSEQUENT EVENTS

Federal tax valuation matters are based on the fair market value standard of value. The definition
of fair market value has generally been interpreted to be based only on information that was
known or knowable as of the valuation date.

A subsequent event is defined as an event that occurs after the valuation date. A majority of U.S.
Tax Court cases dealing with subsequent events have concluded that it is inappropriate to use
hindsight as direct evidence of value as of the valuation date. However, the Tax Court has also
found that certain subsequent events that occur within a time after the

date may be appropriate to consider in the determination of fair market value.

1. Subsequent events that were Y | buyer or seller as of
the valuation date. For example, in the Trust Services decision,5 the 9th Circuit Court stated that
subsequent events are not considered to fix fair market value, except to the extent that they
were reasonably foreseeable at the date of valuation.

2. Subsequent events that prove the of i ofa ical buyer or
seller as of the valuation date. For example, in the O’Reilly decision, the Tax Court relied on
dividends actually paid after the valuation date to corroborate an expert’s projected dividends.
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SUBSEQUENT EVENTS Cont.

3. The subsequent sale of the subject ownership interest. For example, in the Scanlan decision,
the Tax Court stated, “The best indicator of the value of unlisted stock often is arm’s-length sales
of that stock at or around the time of valuation” despite the fact that the stock redemption
occurred more than 2 years from the valuation date. In addition, in the Hillebrandt decision, the
Tax Court held that a sale of property after the date of death may be considered evidence of the
property’s value at the date of death so long as it occurs within a reasonable time after death
and intervening events have not changed the value of the property.

4. The sale of ip interests. For example, in the Thompson
decision, the Tax Court stated “if comparable sales occur after the death of decedent, there is
no sound reason to ignore them.”

SUBSEQUENT EVENTS Cont.

In addition, the Tax Court has opined that when a subsequent sale is relied on in the estimation of
the fair market value, it is necessary to adjust the subsequent sale price for events between the
valuation date and the subsequent sale date that affect the subsequent sale price.

For example, in the Noble decision, the Tax Court stated:

When a subsequent event is used to set the fair market value of property as of an earlier date . . .
adjustments should be made to the sale price to account for happenings between the two dates
which would affect the later sale price; these happenings include (1) inflation, (2) changes in the
relevant industry and the expectations for that industry, (3) changes in business component results,
(4) changes in technology, macroeconomics, or tax law, and (5) the occurrence or nonoccurrence of
any event which a hypothetical reasonable buyer or a hypothetical reasonable seller would
conclude would affect the selling price of the property subject to valuation (e.g., the death of a key
employee).
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SUBSEQUENT EVENTS Cont.

Summary

Q  While in theory any subsequent event should not impact valuation, the IRS often will try to use
subsequent events as corroborating evidence for its position.

Q Therefore, it may be helpful to be prepared to reconcile the valuation to subsequent events.

Q A majority of the federal tax cases dealing with subsequent events have concluded that it is
inappropriate to use hindsight as direct evidence of value as of the valuation date.

0O However, the Tax Court (and other federal courts) has also opined that certain subsequent
events that occur within a reasonable time after the valuation date may be appropriate to
considered:

* Reasonable foreseeable

= Prove reasonableness of expectations

= Subsequent sale of subject interest

- sale of ip interest
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OIL AND GAS LIKE-KIND EXCHANGES

Secton 1031(a) prorides: “No gain of loss shal be fecognized on tha exchange of
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whih

ae eadent (l)nxd‘w oL proseion O gt ok and () gt e
e ot usa n a rade o busess. "

gm Firt mere
e regcennt gty ihe 45y e s dssston i ol ey e

) 180 days afer
forhe yest Seniarky,

#a e

“ean
ot gudysiebbiflrergrecheabrlmaltio

for repiacement proparty in to cas of & reverse exchange) wnll you ensly
Many busiesses emedanis,

and a

senviog 2 3 quaed fermeciry, nchaingbut nct e 030
ey, bicer o a party el ot axpayer i vmnmmwmnwm
o 4
ISy e b Goumd o e consucive el of e proceeds. meanng e
oy

the proceeds

B, decucsons for nangte diling costs and depletion can be recaphured when the
e
et st (6% “Recaphure and Taxable Bool”)

A ek for” recqaemmont,
ooy for sale il ot qualy, el

he taupaer may
simiar the
Popety. B, when an overrdng royaty is retained i the ansier, the transacion is
generaly considared 1o be 8 subiease and nct a sale. LRS. G CM 22730, 1641 CB:

214, 9 )
he peoperty wit ba reated 1 be tared "
ok 2 ot gam Adtraly. i Consedmation e w P be e o Ot

B e arpayers base s B proery e £ waki e 8 e cse o

ey s e Faracion e Qi B3 s & e Pt

o s . when rmted partn exchange peupery wnde ackon 1031, e
-ty Al ek B preguty recamed o et by ey

~pr—=

e & B upoes e exchnGH 402 it X031
CONSDERATIONS AND ISSUES IN 1031 EXCHANGES OF OL AND GAS
PROPERTY AND RULES FOR STRUCTURMG AN OVERRIONG ROYALTY
WTEREST

' otnces st s e gty ey o8 g ey, P

it Seicpment t  ropany B, shan 3 Svereie oy 8
Fetaced £ P Ve P Washacton 3 genecaly condered b 0e 4 submane and rot
sais (RS GCM 227X, 1M1CB 2144

16



echangs o n property sl

6/25/2018

WHY DO WE NOT SEE THE FOLLOWING IN OIL & GAS VALUATION REPORTS
WHICH ARE COMMON TO BUSINESS VALUATIONS?

Discount for the Valuation of L and Non-Participating Mineral Interests

The degree to which a fractional interest should be discounted relative to an otherwise identical fee
simple interest is considered. With respect to fractional discounting, the approach used by most
appraisers, ten factors that affect the discount are noted, and ranges of discounts for each factor are
suggested to guide appraisers in choosing an appropriate overall discount.

A fractional interest in a real estate partnership is not a fee simple interest in real estate, but is
perhaps rather a security interest in a closely held business enterprise. Several factors can lessen the
value of a fractional interest relative to a comparable fee simple interest.

When determining the fair market value of a fractional interest, most appraisers use the following
three-step approach.

1.Determine the fair market value of the underlying asset.
2.Calculate the fractional interest's pro rata share.
3.Apply a fractional interest discount” to the pro rata share.

Valuation Discounts for Fractional Real Estate Ownership Interests

A real estate fractional ownership interest, also called a tenancy in common interest, exists when two
or more co-tenants each own a separate fractional share of undivided real property.

Although each co-tenant has an equal right to possess and enjoy the real estate, he or she cannot:

1. Exclude the other co-tenants or
2. Designate any portion of the real estate as his or her own.

By their very nature, real estate fractional ownership interests typically suffer from the following
valuation influences:

1. Alack of marketability
2. Alack of ownership control

There are two valuation approaches and methods that valuation analysts commonly use to value a real
estate fractional ownership interest:

1. The market approach and the sale transaction analysis valuation method and
The income approach and the partition analysis valuation method.

The Income Approach was not used as the arca is not producing.
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Sale Price Discount Empirical Data
A number of empirical studies have quantified the actual price di
undivided interest actual sale transactions.

ounts associated with real estate

‘The published studies generally indicate that fractional interests in properties that general
significant income tend to sell for a below average price discount. The published studies also
‘generally indicate that larger fractional interests (i.¢. agreater than a 50% ownership interest) tend
0 sell for a larger below average price and at a discount.

Several of these published studies of real estate fractional interest empirical sale data are
summarized below.

Harris -MeCormick-Davis Stud
The 32 sale transactions in the survey indicated an average price discount of 32.05 percent, with a
standard deviation price discount of 8.29 percent.

Healy Study.
The Average price discount was 23.5 percent; and, the range of price discounts w - ere between 3
percent and 52 percent

Peter Patchin Study
The average price discount associated with this study of fractional interest sales was 36.8 percent.

Peterson-Hansen-Klafter study

The umber of real estate fractional interest sale transactions included in the Pefson study totaled
13, and the average price discount indicated by these transactional data was approximately 50
percent. The range of the sale price discounts was from 23.4 percent to 83.45 percent.

EMV Opinions Study.
The study concluded a mean price discount of 34.8 percent and a median price discount of 32.5
percent.

mphrey Study
llumpl\rcy% uggested that 50 percent was the threshold price discount for undivided interests

In the Eckhoff Accountancy Corporation study, the average price discount was 37 percent, and the.
median price discount was 38 percent.

Ptepetis Mansgement Assoctates Studies
Therefore, the total indicated price discount adjustment implied in the WMA study is on the order
0725 percent. This pice discount conchusion is consistent with other WA studics that conciuded
average price discounts equal to and greater than 25 percent.

I summary, the empirieal evidence from all of these empirieal studies supports the principle of 3
price adjustment to the pro rata fee simple market value of the real estate undivided
interests.

The central tendency of the pri
of between 15 and 35 percent.

¢ discounts concluded in these various studies falls within a range

Court Cases
"The courts kave considered n variety of cusnitsive and qualltative considerstions in the judicial
determination of the value of real ided ownership int

No single real estate fractional interest valuation method is universally accepted by the courts. In
addition, the level of the valuation price adjustments allowed by the courts has varied on a case-
by-case ba

s several court cases that involve the valuation of real estate

The following discussion summariz
fractional interest.

Estate of Forbes v. Commissioner. The Intenal Revenue Service (the “Service™) applied
& percent fractional interest price discount.

Estate of Williams v. Commissioner. The court considered the potential $413,000 in
property partition costs and real estate commi £ 10 percent that would be incurred
upon the partition and/er sale of the property in its determination of the discount for lack
of control

Estate of Barge v. Commissioner. The court-determined value resulted in an effective
undivided interest price discount of 26 percent from the fee simple interest market value. 5

Shepard v. Commisstonen,  The court uimately soncluded thas the sppeoprists price
a

count for the undivided interest was 15 perc

Estate of Della Walker van Loben Sels v. Commissioner, allowed a 60 percent fractional
interest price discount for an undivided (tenancy in common) interest in 11 tracts of
timberland.

3. Estae of George W. Youle v. Commissioner, allowed a 12,59 percent fractional interest
discount for a S0 percent undivided tenancy in common interest in 254 acres of farmland.

4. Betate of Wikdman y. Commissioner. This decision allowed a total 40 percent valuation
adjustment for the decedent’s 20 percent undivided tenant in common interest in 12124
acres of farmlan

Samuel J. LeFrak v. Commissioner. The decision ultimately allowed a 30 percent
Combined minarity tntereat and 1ok oF marketabiliy discount for the subject undivided
real estate interests.

Estate of Aito B. Cervin v. Commissioner. This decision allowsd » 20 percen fractional
interest pr nt for.

& A undivided 50 percent interest in 65734/~ acres of farmland and

. An undivided 50 percent interest in a homestead.

state of Eileen K. Brocato v. Commissioner. The court eventually allowed a 20 percent
donal interest discount, but also had to resolve the proper amount of blockage discount
(0.aDPIY 10 the propertes.

Etate of Elleen K. Stevens v Compiasioner. The courtallowed 2 25 percent fraction!
interest price discount for an undivided 50 percent interest in commercial real estate subject
toalease

©

Estae of John L. Baird & Estate of Sarah W. Baird v. Commissioner. The court allowed
60 percent fractional interest price adjustment for a 21.54 percent and a 26.15 percent
fractional interests.

10. Bstate of Peart . Amiie . Commissioner. A 15 percent fractional inercst price discount
W e o h ourt 0 the sy /124 o 30 fereent et i o parects
farmland.

Pillsbury v. Comn
laimed discount of

sioner. The court refused to allow a price discount higher than the
percent.

12, Van Loben Sels. V. Commissioner. The court setled on 60 percent discount for lack of
control, but admitied to heavy emphasis on the lack of marketability of the undivided
interests.
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OIL GAS PRICE PROJECTIONS

Annual Energy Outlook 2017
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RELINQUISHMENT ACT LANDS AND OWNERS OF THE SOIL: STATUTORY
FRAMEWORK AND CASE LAW UPDATE

What are Relinquishment Act Lands?

Any public fee school or asylum lands, whether surveyed or unserveyed, sold with a
mineral classification or reservation between September 1, 1895, and August 21,
1931. 31 Tex. Admin. Code §10.1a)(9).

Estimated to total between 6.4 and 7.4 million acres

Proceeds from Mineral Development go to Permanent School Fund

Mineral Reservation creates two estates:
o Surface estate — Owned by the “Owner of the Soil” or the “Surface Owner”
o Mineral Estate — Owned by the State of Texas

 Allover the State of Texas
«  High concentration in West Texas and South Texas Counties

El Paso
Hudspeth
ull

©0000000000000

HISTORY
Enacted in 1919, the Relinquishment Act, as interpreted by the Courts, reserves all minerals
o the State in those lands sold with a mineral classification between September 1, 1895 and
June 29, 1931. Under the Relinquishment Act the, “owner of the soil”, also commonly
known as the surface owner, acts as the agent for the State of Texas in negotiating and
exceuting oil and gas leases on Relinquishment Act Lands (RAL). The State surrenders to
the surface owner one-half (5) of any bonus, rental and royalty as compensation for acting
as its agent, and in lieu of surface damages. The owner of the soil’s agency power is
somewhat limited, however, because the General Land Office publishes a standard RAL
lease form which must be used to lease Relinquishment Act Lands. Additionally, the GLO
must approve all terms including bonus consideration, royalty rates, and rental amounts, and
any additional provisions for any RAL Lease. No lease is effective until it has been
approved and a certified copy of the approved lease is aceepted for filing in the General
Land Office. The following information will provide some guidelines for negotiating an
RAL Lease
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Number of Relinquishment Act Lands (RALs)
In Texas by County

Regulatory Definition of “Mincrals’

having a arange of compositions,
and distinctive physical properties or molecular structure, or an aggregate thereof, that may.
be extracted from the earth with an expectation of profit. This includes, but is not limited
to,b ustrial Is, such Ifur, talk.,etc.; coal and
lignite; construction materials such as granite, limestone, rhyolite and other rock that may
be quarried for dimension stone or crushed for aggregate; or sand, gravel, caliche, clay and
borrow material
dip Code 10 Docobicr 4,2000)
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Statutory Framework
« Texas Natural Resources Code Chapter 53, Subchapter C (§§53.061 - 53.081)

o Owner of the Soil is State’s Agent for leasing mincrals other than oil and gas
- §53.061

Must use lease forms prepared by General Land Office - §53.063

Lease must provide for at least 1/16" production royalty to the State -
§53.062(c)

oo

For leases executed after September 1, 1987

© Owner of the Soil receives 20% lease bonus, rentals and royalties
o State receives 80% lease bonus, rentals and royalties §53.065 (b)

Split is 60% to State, 40% to Owner of Soil for leases of coal, lignite, sulphur,
thorium, uranium o potash exccuted after September 1, 1999 §53.065 (c)

Prohibition Against Self-Dealing

o Owner of the Soil may not lease to:
= Himself/Herselltself
* Relatives/Affiliates §53.074(a)

« Fiduciary Duty

©  Owner of the S
Owes the State a Fiduciary Duty and Duty of Utmost Good Faith
Must fully disclose facts affecting State’s interest and act in best
interest of the State

Putinterests of the State before his/er own interest

Owes the State all common-law duties of executive rights holder
§53.074(b)

o Fiduciary Duty/Prohibition against Self-Dealing
o Breach of Owner of Soil punishable by:

*  Suit (in Travis County) to force Owner of the Soil to Perform Duties
or forfeit agency rights

Ifagency rights are forfited, State may lease to whomever it chooses
as if it owned the land in fee §53.074 (¢) and ()

« Lease by Owner of the Soil

°

Owner of the Soil bay voluntarily waive agency rights and apply for lease of
property from the school Land Board

Owner of the Soil may not receive any lase benefits (bonus, rental, royalty
payments) §53.081

o
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CALCULATING THE BASIS OF GIFTED PROPERTY

The rules as to basis in the case of a gift do not allow for a stepped-up calculation and they
depend upon whether the basis is being calculated for purposes of gain or loss. For determining
gain, the basis is the same as it would have been in the hands of the donor and is called a
"carryover" basis. If an individual acquired the shares of stock for $500 chooses to give them to
the recipient as a gift and does not hold them until his death, the recipient takes the same $500
basis as the donor. Therefore, if the recipient sells the shares when they reach $1 million in value,
the tax liability would be based on the gain of $999,500. The choice between transferring an
appreciating asset by gift and holding it until death can be crucial for purposes of the
recipient's income tax liability for a later sale.

Where an asset transferred by gift depreciates to a value below the donor's original cost, the
recipient's basis is the fair market value of the asset at the time of the gift. Thus, in the above
example, if the shares that had cost the donor $500 were worth $250 at the time of the gift and
had depreciated in value to $150 at the time of the recipient's subsequent sale, the recipient's
basis for measuring his loss would be $250, and his loss would be $100. If, however, the stock had
been worth $600 at the time of the gift but had declined to $300 by the time of the recipient's
subsequent sale, the basis for loss would be the donor's basis of $500 (because that figure is
lower than the $600 at the value date of the gift), and the recipient's loss would be $500 less
$300. - See more at:

http://cory findlav inance/tax-basis-of-inherited-and-gifted-propert welDuuyn.dpuf
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OF BASIS FOR

Often time: heirs receive littie information on inherited mineral inferests. In addition, it is
‘common for there to be no probate o valuabions done.

However, it is possible for the heirs to sl obtain 2 valuation in order to offset the sales
price.

Comparable wells are ofien used as a proxy for vale. Cash flow for a comparable wel
is not defined but should have the following characteristics:

Location

Ownership percentage

Initial Production (O, Gas, GOR, Water and Esimated Ulimate Recovery)
Decline Rate(s) for all products

ol

Gas and Natural Gas Liguids Contert
04, Gas, and Natural Gas Liquids Price

discovenes of improvements in methods o exiractions, and/or treatment of the mineral
product

Also, basis cannot be different from what is contained in an estate retumn filed after July
31, 2016 pursuant 0 IRS Notice 201557

FAMILY LIMITED PARTNERSHIP COST DEPLETION

An individual owns a mineral interest in certain property and receives a 3M lease
bonus in year 1. He forms an FLP in year 2 transferring the mineral interests and
gifts - 12.25% limited partnership interests to trusts for his children. The valuation
determined the total gifts were $188,000 for gift tax purposes. In year two, drilling
is complete and the Partnership begins to receive oil royalties. At this time, it is
expected that the Partnership will receive $2,063,096 in future oil royalties as its
share of 296,800 barrels of oil to be produced over a 15-year period.

The following is an illustration of the mechanics of cost depletion on the lease
bonus, depletion (cost or percentage) on the yearly payments and basis and gift
mechanics.

23



Royalty Cost %
Income Depletion_ _Depletion
2013 $414,812 $672,000 $62,220
2014 $260,119 $150,000 $39,018
2015 $195,204 $125,000 $29,281
2016 $158,529 $53,000 $23,779
2017 $135,263 $20,289
2018 $125,145 $18,772
2019 $115,785 $17,368
2020 $107,124 $16,067
2021 $99,111 $14,867
2022 $91,698 $13,755
2023 $84,839 $12,726
2024 $78,493 $11,774
2025 $72,621 $10,893
2026 $67,189 $10,078
2027 $62,164 $9,325
Total $2,068,096 $1,000,000 $310,212
Depletion Difference ($689,788)
Difference $689,788
Tax Rate 34% x 34
Savings $234,528

Assumptions:
25% Annual Dedline
Tax Rate 34%
No Depletion Deduction limitation in any year.
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Capitalized and Discounted Return Methods

The main issue in the discounted future returns method is that it requires discrete
forecasts into the future, which may be unavailable, unreliable, or impractical to use.
However, the consultant should be aware that the capitalized returns method is in
essence a forecast as well because it assumes the benefits will grow at a stabilized
rate in the future. The difference is that the presentation of the capitalized returns
method appears less cumbersome. Regardless of the method used, the results should
be consistent with what could reasonably be produced by some form of the
discounted future returns method.

Conditions That May Make a Discounted Return Method Inappropriate

In theory, a discounted future returns method is one of the best methods of valuing a
company. It may not be accepted by some courts, however, because of its seeming
reliance on forecasted future events. The values derived by these methods are only as
accurate as the forecasts of future cash flows or earnings, and these future events can
sometimes not be forecasted with sufficient reliability to make them usable.
Understanding that no forecast is ever able to be determined with total accuracy,
these methods may be problematic in either of the following situations:

a) The valuation will be used by a client (or a judicial or regulatory body) that will
not accept a value based on a discounted future returns method.
b) Insufficient data exists to make a timely, reliable forecast of net cash flow or

earnings for a reasonable period into the future.

When these limitations do not apply, a discounted future returns method can be
useful in many circumstances. Even when one or both of the above situations do
apply, the consultant may still want to use it as a reasonableness or sanity check. That
is, using rough forecast estimates, the consultant may still find a discounted future
returns method to be a useful and revealing tool.
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Discounted Cash Flow Method Example
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Memo: For Illustration Purposes Only

VALUATION ISSUES IN LITIGATION

1. Reserve Reports in Litigation

Reserve reports can form the basis for fraud or misrepresentation claims where buyers allege that
the estimated reserves of oil and gas properties were significantly overstated. The qualifications of
the experts are crucial to the facts. Again what is the definition of Fair Market Value and what is
or was the purpose for the valuation.

2. Qualified Expert Opinion on Valuation

In litigation, it is almost always necessary to have an expert witness testify as to the value of oil and
gas properties. As an initial matter, the party with the burden of proof must offer a witness who is
a qualified expert on the subject of oil and gas valuation and whose opinions are reliable and
relevant.

The following expert issues routinely arise in oil and gas litigation: (1) whether the methodology
used by an expert to determine fair market value is acceptable and reliable; (21 whether a
reserve report is sufficient to constitute an opinion of fair market value; (3) weighing testimony
from each parties experts who offer greatly different estimate of reserves and valuation of
properties; (4) whether there is evidence that an expert can correlate the “discounted cash
flows” to market price during the relevant time period; (5) whether an expert’s valuation follows
a consistent methodology; and (6) whether an expert’s fair market value opinion is supported by
appropriate data available to buyers and sellers in the market place.

VALUATION ISSUES IN LITIGATION (Cont.)

3. The Methodology Used by the Witness to Determine FMV must be Acceptable and Reliable.

It is essential that the expert witness who gives an opinion as to FMV be qualified to and actually
determined the price at which these properties would change hands in an open market transaction
between a buyer and a seller. Such an expert witness typically should perform an analysis of the
prices that buyers and sellers were paying for similar properties. An arbitrary application of
discount rates and risk factors without regard to the market place is not calculated to yield an
accurate FMV determination. The key is what risk factors and discount rates that buyers and
sellers in the market were paying for such properties on the relevant value date.

The risk factors utilized by the expert witness must be contained in the witness' report or work
papers, as required by Rule 26, and in any event should be based on objective evidence rather than
being entirely subjective.

Daubert, Kumho, and Frymire all make clear that an expert testifying on the subject of value must
have a valid methodology and an objective basis for the opinion offered. In order to allow the
witness' opinion into evidence, the court must first find that his opinion is based on valid data and a
proper methodology, and is a reliable indicator of fair market value. Typically, this requires that the
witness use an objectively verifiable methodology for arriving at a market value conclusion.

It is not enough for an expert to pass his hand over the worksheet and declare a particular number
to be "fair market value." Expert witness testimony that is entirely subjective does not satisfy
Daubert and must be excluded. =
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VALUATION ISSUES IN LITIGATION (Cont.)

4. The Expert Witness Must be Qualified by Experience and Training to Render an Opinion as
to Fair Market Value of Oil and Gas Assets.

It is the plaintiff’s burden to demonstrate that the witness is an expert on "fair market value." A
good reservoir engineer with a great deal of experience in "modeling," may lack experience in
determining the price at which the properties would change hands in an open market
transaction. In order for the opinion to be admissible, there must be some evidence that the
witness can correlate his "risked discounted cash flows" to market prices during the relevant time
period.

The valuation question faced by the trial court is: 1. What reserves would a purchaser perceive
may be found on the debtors' properties, and what oil and gas production would a purchaser
expect to achieve over time? 2. What prices and other economic factors would a potential
purchaser apply to that production, in order to turn it into cash flow? 3. At what price would
such properties change hands between a buyer and seller, each with relevant knowledge, and
neither under a compulsion to buy or sell? A reservoir engineer may be an expert on the first
(classification of reserves and engineering), but not be an expert on the last two.

6/25/2018

VALUATION ISSUES IN LITIGATION (Cont.)

5. The Expert's Opinion on FMV Should be Internally Consistent.

Whatever standards the proffered expert chooses to follow should be followed rigorously so as to
produce an opinion that is internally consistent. This is true as to definitions of classes of
reserves and use of discount rates and risk factors. An expert who fails to follow his own
definitions creates an opinion that is unreliable because it is inconsistent with the methodologies
stated in his own report. The opinion of an expert who fails to follow his own guidelines is
inherently unreliable.

6. The FMV Opinion Must be Based Only on Data that is Available to Buyers and Sellers in the
Market Place.

The definition of fair market value is that of an open market transaction between a theoretical
buyer, and a theoretical seller, both without a compulsion to buy or sell, and both with
knowledge of the property. It is impossible for such an opinion to be based upon secret data
that is not generally available to the public or the marketplace at large. Thus, an expert
seeking to reach a FMV conclusion should not utilize, e.g., proprietary 3-D seismic to redraw
the geologic maps if that data is not reasonably available to buyers and sellers in the market
place. It may be impossible for a theoretical buyer and seller to have access to this type
information in an open market transaction. An opinion based upon data not generally available to
potential purchasers is flawed and thus impermissibly tainted.

VALUATION ISSUES IN LITIGATION (Cont.)

7. The Expert Must Tender a Report that Satisfies the Requirements of Rule 26(a)(2)(B), FED. R.
C

A. Rule 26(a)(2)(B) Requires a Written Report Containing the Basis for the Expert’s Opinion.

Part and parcel of the pretrial process, including the court's gatekeeper role under Daubert,
(discussed in detail above), is the obligation of the proponent of expert testimony to provide an
expert witness report that complies with Rule 26(a)(2)(B), FED. R. Civ. P. That rule provides, in
pertinent part:

B.  Except as otherwise stipulated ... this disclosure [of identity of experts] shall, with respect to a
witness who is retained or specially employed to provide expert testimony in the case be
accompanied by a written report prepared and signed by the witness. The report shall
contain a complete statement of all opinions to be expressed and the basis and reasons
therefor; the data or other information considered by the witness in forming the opinions;
any exhibits to be used as a summary of or support for the opinions;

1) The Expert Report Must Include an Explanation of the Basis for the Opinion of Value.

The basis for an expert's fair market value opinion must be contained in the written report as
required by Rule 26(a)(2)(B). This is also true in bankruptcy court because Rules 26 and 37 apply
through BANKR. R. 7026 and 7037, and both apply in contested matters. Rule 26(a)(2)(B) requires
that the expert provide a written report, signed by him, containing his opinion and the bases for it.
A failure to provide the required report means the witness may not testify.
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APPRAISAL DISTRICT VALUES FOR PROPERTY TAX

Sec. 23.01. APPRAISALS GENERALLY.
SOURCE: TEXAS PROPERTY TAX CODE

* (b) The market value of property shall be determined by the application of

generally accepted appraisal methods and techniques. If the appraisal

district determines the appraised value of a property using mass appraisal

standards, the mass appraisal standards must comply with the Uniform

Standards of Professional Appraisal Practice. The same or similar appraisal

methods and techniques shall be used in appraising the same or similar
kinds of property. However, each property shall be appraised based upon
the individual characteristics that affect the property's market value, and
all available evidence that is specific to the value of the property shall be
taken into account in determining the property's market value.

Selected Excerpts Regarding Oil & Gas Appraisal Procedure

6/25/2018

TRy TS Ty proper

For ad valorem tax purposes in Texas, all property is taxable unless specifically exempted by law.
Por Texas Consiitution Artcie VIll, Section 1(a), all property must be taxed equally and uniformiy.
Any exemptions must be authorized [Texas Consittion Article VIll, Section 1(b))

5.1s my mineral interest taxable if my well or lease didn't exist before January 1 of this tax
year?

Texas Property Tax Code does not say that a mineral interest is taxable only if there is income.
being generated by the interest.

Practically speaking, however, the value of the interest may be zero (inthe eyes of the appraisal
gistrct) if no income is being generated and no income could be reasonably if a wel associated
with that lease has not been completed before January 1

6 Why is January 1 so important?

In Texas, al properly is localy appraised “as of” January 1 of each tax year for property tax
purposes, per Texas Property Tax Code, Section 23.01(a)

‘The value of a property at any pointin time is an estimate of the price for which it would sell on
January 1 under an "arn's length” agreement between a wiling buyer and willing seller, with each
party under no compulsion to buy or sell the property having been exposed o the free market for
a reasonable time, and with each parly knowing all the uses and purposes of the properly. This

is known as: ‘Tax Code, Section 1.04(7).
15. Can | find out how much production this well or lease is making (barrels of oil, mef of
gas)?

The Ifyou earlier than

January 1993, or if you require historical pemmitting records filed for a well that are not avalable
on-line, you will need to contact the Commission's Central Records department at (512) 463-
6882, For a small charge you may obtain copies of any records maintained n the Central records
depariment

X Identification Number for th
a five digit number for oil wells or a six digit number for gas wells. This identification number is
required to be posted at the entrance 1o the property where the well i located. It is aiso required
to be clearly stated on the payment stubs that royalty owners receive from either the operalor or
the

number used on any the received by a

To access production information for a specific lease, start at the home page, go 1o the “Data -
Online Research Queries” page (see links at side or botiom of home page) and launch the
“Production Data Query System (PDQ) (Statewide)” application under the Ol & Gas menu.

the application is launched, choose the “Specific Lease Query” option. The direct link to this
speciic lease query is:

Property Tax Code

Sec. 23.175. Oil or Gas Interest.

(a) [2 Versions: Effective Until January 1, 2016] If a real property interest in oil or gas in
place is appraised by a method that takes into account the future income from the sale of
oil or gas to be produced from the interest, the method must use the average price of the
oil or gas from the interest for the preceding calendar year multiplied by a price adjustment
factor as the price at which the oil or gas produced from the interest is projected to be
sold in the current year of the appraisal. The average price for the preceding calendar
year is calculated by dividing the sum of the monthly average prices for which oil and gas
from the interest was selling during each month of the preceding calendar year by 12. If
there was no production of oil or gas from the interest during any month of the preceding
calendar year, the average price for which similar oil and gas from comparable interests
was selling during that month is to be used. The chief appraiser shall calculate the price
adjustment factor by dividing the price of imported low-sulfur light crude oil in nominal
dollars or the spot price of natural gas at the Henry Hub in nominal dollars, as applicable,
as projected for the current calendar year by the United States Energy Information
Administration in the most recently published Early Release Overview of the Annual
Energy Outlook by the price of imported low-sulfur light crude oil in nominal dollars or the
spot price of natural gas at the Henry Hub in nominal dollars, as applicable, for the
preceding calendar year as stated in the same report. The price for the interest used in
the second through the sixth calendar year of the appraisal may not reflect an annual
escalation or de-escalation rate that exceeds the average annual percentage change
from 1982 to the most recent year for which the information is available in the producer
price index for domestically produced petroleum or for natural gas, as applicable, as
published by the Bureau of Labor Statistics of the United States Department of Labor.
The price for the interest used in the sixth calendar year of the appraisal must be used in
each subsequent year of the appraisal.

27



T7 How was my property vame

2. Future Oil and Gas Prices. Since tax year 1994, appraisals of oil and gas interests for
ad valorem tax purposes have been required by law to use a forward-looking price
scenario as laid out in Property Tax Code Section 23.175.

19. What does “fair market value” mean?

There are many definitions of the word *value” along with the many variations of this word
(fair value, market value, cash value, salvage value, liquidation value, residual value,
stroot value, full value, face value, book value, etc.). A classical definiton of fair market

value” is: "...the amount a willing buyer will pay a willing seller with the property or interest
exposed to markat for a reasonabl perod, neiher ine buyr nor o saller under any
‘compulsion to buy or sell, both being competent and having reasonable knowledge of the
facts.” Per the Texas Property Tax Code, Section 1.04(7) (see <<>>), fair market value
is defined as "...the price at which a property would transfer for cash or its equivalent
under prevailing market conditions if:

1. exposed for sale in the open market with a reasonable time for the seller to find a
purchaser;

2. both the seller and the purchaser know of all the uses and purposes to which the
roperty is adapted and for which it is capable of being used and of the enforceable
restrictions on its use; and

3. both the seller and purchaser seek to maximize their gains and neither is in a position
to take advantage of the exigencies of the other.

This s the legal aernmon that appraisal districts are required to use in their appraisals of
property for ad valorem tax purposes in Texas. Per Texas Property Tax Code, Section
5501(0) (cee <<, e matket value of property shall be 6etormined by i applcaion
of generally accepted appraisal methods and techniques. f the appraisal district
determines the appraised value of a property sing mass appraisal standards, the mass
‘appraisal standards must comply with the Uniform Standards of Professional Appraisal
Practice (USPAP). The same or similar appraisal methods and techniques shall be used
in appraising the same or similar kinds of property. However, each property shall be
appraised based upon the individual characteristics that affect the property's market
value, and all available evidence that is specific to the value of the property shall be taken
into account in determining the property’s market value.

20. What does “ad valorem” mean?

The term *ad valoreny”is a Latin phrase that means “according o value,”
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O and Gas Price Forecast per Property Tax Code Section 23,178
TAX YEAR 2017

Tax Reform Provisions Application to Oil & Gas

The plan passed expands the kind of income eligible for reduced tax rates for pass-through
eniities, ke parherships and imiteddiablity companies. Oil and gas parinerships may be
sligible under the

3t about 33 persent because of a 20 percent deducton alowed for pass hrough income

Reduetion in Corporate Tax Rate

hocme o 21 pere. & o eininais e wpeck tm e ot persone senice corparaons
and repeals the maximum corporate tax rate on net capital gai

Enhanced expensing Through Bonus Depreciation
The Bill extends and madifies e addisonal first-year (Le., "bonus’) depreciation deducton

rough 2022 (Mrough 2023 fo lenger pracchon perod property). Under the Bil ine 50-
‘property placed in service afer September

27.2017., av\dbeMJarwaf‘f 1.2024,
and cerain aicraf), 25 wel s for speciied plants planted o graied afle September 27
2017, and before January 1. 2023

Enhanced Expensing Through Section 179 Expense Deductions

The Bil increases the maximum amount a taxpayer may expense under Code Sec. 179 to
51,000,000, and increases te phase-out threshoid amount to 52500000, Thus, the
5réposal provides tat the Maximum amount 4 1axpayer may expense. for taxable years

is 1,000,000 of in service for the
axable year. The $1,000,000 amount is reduced (but not below zero) by the amount by
ahieh the cost of qualying property placed i senvice during the taxable year exceeds
52,500,000,

Changes to Interest Deduction Rules.

Jnder me Bl in the case of any taxpayer for any taxable year, the deduction for business
nierest is limited to the sum of business interest income plus 30 percent of e adjusted
for This i

aut does apply to oil & gas.
Deductions
Repeal of Domestic Activiies Production Deduction, Under the Senate Bil, the deduction in

Sode Sec. 199 for domests procusion asiviles s resaled for wipayers over an €
Sorporations, eflective for tax years beginning afer
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Partnership Audit Rules

Bye bye TEFRA! The Bipartisan Budget Act of 2015 §1101, Pub. L. No. 114-74, signed
by the President on 11/2/15, made sweeping changes to the partnership audit rules. The
TEFRA rules (in §§ 6221-6231) and Electing Large Partnership rules (in §§ 6240-6242,
6245-6248, 6251-6252, and 6255) have been repealed and replaced in new §§ 6221-
6223, 6225-6227, 6231-6235 and 6241, with an entity-level audit process that allows the
IRS to assess and collect the taxes against the partnership unless the partnership
properly elects out. The new rules will simplify the current complex procedures on
determining who is authorized to settle on behalf of the partnership and also avoid the
IRS’s need to send various notices to all of the partners. Under the new provisions the
IRS may reduce the potential tax rate assessed against the partnership to take into
account factors such as tax-exempt partners and potential favorable capital gains tax
rates. The new rules should significantly simplify partnership audits. As a result, the audit
rate of partnerships might increase. Although partnerships with 100 or fewer partners
can elect out of the new rules, §6221(b), such election is not available if there is another
partnership as a partner. Implementation of the new rules is deferred; the new rules apply
to partnership taxable years beginning after 12/31/17. Partnership agreements should
be amended to take into account these changes.
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Who can be the Partnership Representa ive?

* Inarder to e the partnership representative, the person must have (1) a
substantial presence i the United States; and [2) the capacity to act.

+ Undike TEFRA,

@ Aperson has a substantial presence in the United States if the persan:

) cnmest

» hasa US. street address and telephane number; and

+ hasa US. taxpayer identification number.

If i e 5 an entity, th i identify an
individual that can act on the entity’s behalf that satisfies the eligibility
requirements.

o Note: Jiibl

y an inelig i valid and
designation remains in effect until terminated (by resignation, revocation or
IRS determination).

From now on, unless your partnership s eligible to elect out, and does elect out,
the IRS will only deal with the PR, and the partners have no rights to separately
appeal a tax assessment. The PR also has the power to take other binding actions
with the IRS that you cannot appeal. These include:

— Waiving the Statute of Limitations or other defenses;
— Communicating with the IRS and agreeing to settle the total tax liability of all the
partners;
— Once the total tax assessment is agreed, the PR is able to elect to either:

- allocate that total amount among the partners, so the IRS can collect a
specific amount from each partner or

- pay the tax on each partner’s behalf at the partnership level.

Moreover, the new rules eliminate the concept of notice partners who are entitled

to hear directly from the IRS. So, an audit could commence and run its course, and
unless the PR keeps the partners informed, they might never know about it until
they get a bill that is no longer appealable.

Some partnerships will be able to elect out of this new centralized audit regime. To
be eligible, the partnership must have 100 or fewer partners, all of whom are
individuals or C corporations. The new rules are mandatory for everyone else. And
the election must be made by the entity. The partners themselves have no ability
to elect out. If your partnership can elect out, you and your partners should
seriously consider doing so. If you can’t—or if you're unsure—here are some
important questions the investors and the managing partners should answer in the
form of amendments to the partnership agreement.
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And Yes Virginia Has Coal
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TexaS 15 WAEmabIy A principal i The o and §as mausty. The Tone Star State
is also surging ahead in green electricity, boasting one-fifth of the ~68 GW of
wind power currently installed in the United States. But, perhaps less known
is that Texas:

1. the nation’s sixth largest producer of coal.
2.is the nation’s leading producer of lignite coal.
3. produces this lignite coal exclusively in strip mines.

‘The American Society for Testing and Materials groups different types of coal
into four ranks — anthracite, bituminous, subbituminous, and lignite.
Anthracite coal has the highest amount of fixed carbon and the lowest amount
of moisture of the four groups. In turn, it is the casiest to burn and has the

st energy per pound of coal. At the other end of the spectrum s lignite — or
“brown coal” ~ the type of coal currently being produced in mines across
Texas.

According to the University of Texas Energy Institute’s Assistant Director Dr.
Fred Beach, hgmte co.\l is essentially “brown dirt” .\nd frequently referred to as

“oil mud.” w energy-density and high moisture content, lignite
coal is the least efficient type of coal to burn. However, because of its proximity
to many of Texas's coal-fired power plants, it is frequently the most economic
option.

Coal-fired power plants exist in Texas where “you're literally digging [lignite
coal] out of the gmund putting it on a conveyor belt, and it's going right into
the power plant” s: . These mine-to-mouth power plants exist at many
locations in Texas, leudmg next door to the state’s capital city.

Alltold, two-fifths of coal consumption is Texas is met using locally-mined
lignite coal. The rest of its demand is et using subbituminous coal brought in
from Wyoming.

Texas lignite coal is produced exclusively via surface strip mining (also called
open-pit mining). While Texas historically been produced its lignite using
underground coal mining, producers began using strip mining techniques in
the 1920s. According to the Texas Railroad Commission, by 1951, this method
wwas the only one being used o produce lignite coal

COAL INCENTIVES
Federal tax incentives pertaining to coal include:

« Percentage depletion for hard mineral fossil fuels - Pursuant to Sections 611
through 613A and 291 of the Interal Revenue Code, percentage depletion is available
for coal and lignite at a rate of 10 percent of gross income from the property. The
deduction is limited to 50 percent of taxable income from the property. For corporations,
the percentage depletion for coal and lignite is reduced by an amount equal to 20
percent of the percentage depletion that exceeds the adjusted basis of the property.

 Expensing of exploration and development costs for hard mineral fuels -
Pursuant to Sections 617(a) and 291 of the Intemal Revenue Code, a mining company
may olectto deduct 70 porcent of the costof domestic exploraion and development
The remaining 30 percent of expenses must be capitalized and amortized over a 5-year
period. Pursuant to Section 59(e) of the Intemal Revenue Code, a taxpayer also may
elect to capitalize mine exploration and development expenses and amortize those
expenses over a 10-year period

 Gapital gains treatment of coal royaltes - Pursuan o Secton 631(c)of e Intemal
Revenue Code, a taxpayer that owned minerals in place for at least 1 year before the
minerals were mined may ont e oyalties from the mined coal as long-term capital
gains rather than ordinary income.

« Advanced coal project credits - Pursuant to Section 48A of the Internal Revenue
Code, tax credits equal to 30 percent of qualified investments are allocated to projects
that use integrated gasification combined cycle or other advanced coal-based electricity
generation technologies to capture and sequester 65 percent of carbon dioxide
emissions.

« Gasification credit - Pursuant to Section 48B of the Internal Revenue Code, tax
credits equal to 30 percent of qualified investments are allocated to gasification projects
that capture and sequester at least 74 percent of carbon dioxide emissions.

« Carbon dioxide sequestration credit - Pursuant to Section 45Q of the Internal
Revenue Code, a credit is available for the sequestration of carbon dioxide captured
from industrial sources. The credit is equal to $10 per metric ton, adjusted for inflation,
for carbon dioxide used as a tertiary injectant in a qualified enhanced oil or natural gas
recovery project. The credit is equal to $20 per metric ton, adjusted for inflation, for
carbon dioxide permanently sequestered without first being used s a tertiary injectant.
The credit s disallowed at the end of the calendar year in which 75 million metric tons of
qualified carbon dioxide is certifid as having been injecied or
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SUMMARY

In summary, the fair market value of an oil and gas interest is a
function of its anticipated capacity to produce cash flow. For producing
properties too small to justify a detailed engineering study and for non-
producing properties, detailed information must be developed in order to
select an appropriate multiple of production or bonus income to estimate
fair market value. The appropriate multiple will, in almost every case, be
significantly lower than a multiple of earnings appropriate to securities or
surface interests in real estate.
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