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DEPARTMENT OF TAX AND REVENUE
CECIL H. UNDERWOOD ROBINC. CAPEHART
GOVERNOR Tax DIvision SECRETARY

P. . Box 2389
Charleston, West Virginia 25328-2389

SUMMARY OF RULE
110 C.S8.R. 1J

VALUATION OF PRODUCING AND RESERVE OIL AND NATURAL GAS
FOR AD VALOREM PROPERTY TAX PURPOSES

This rule explains and clarifies the methodology used to value oil
and natural gas property for ad valorem tax purposes.

"ANEQUAL OPPORTUNITY/AFFIRMATIVEACTIONEMPLOYER"




STATE OF WEST VIRGINIA

DEPARTMENT OF TAX AND REVENUE
CECIL H. UNDERWOOD ROBINC. CAPEHART

GOVERNOR Tax DivisiON SECRETARY
P. O. Box 2389
Charleston, West Virginia 25328-2389

STATEMENT OF CIRCUMSTANCES
110 C.5.R. 1J

VALUATION OF PRODUCING AND RESERVE OIL AND NATURAL GAS
FOR AD VALOREM PROPERTY TAX PURPOSES

The capitalization rate used for oil and natural gas property is
highly dependent upon the capitalization rate used for cacl. As the
methodology used to value active and reserve coal property is being
changed, necessary changes are required for the o0ll and natural gas

properties.

"ANEQUAL OPPORTUNITY/AFFIRMATIVEACTIONEMPLOYER"




APPENDIX B

FISCAL NOTE FOR PROPOSED RULES

Rule Title: valuation of Producing and Reserve 0il and Natural Gas
for Ad Valorem Property Tax Purposes.

Type of Rule: X Legislative Interpretive Procedural
Agency:‘ State Tax Division
Address: P.O. Box 1005

Charleston, WV__25324-1005

1. Effect of Proposed Rule

1 | ANNUAL FISCAL YEAR
INCREASE
ESTIMATED TOTAL | $ $ S $ $
cosT
PERSONAL y 0 0 0 0 0
SERVICES
CURRENT EXPENSE 0 0 0 0 0
REPAIRS & 0 0 0 0 0
ALTERNATIONS
EQUIPMENT 0 0 0 0 0
OTHER - - 0 0 0 0 0
2. Explanation of above estimates:

The amendments to this rule should not cause any change in agency
costs.

3. Objectives of these rules:

The object of this rule is to explain and clarify the methodology
used for valuing producing and reserve oil and natural gas properties.




Rule Tit;e: valuation of Producing and Resgserve 0il and Natural Gas
 for Ad Valorem Property Tax Purpcses. :

4, Explanation of Overall Economic Impact of Proposed Rule.
A, Economic Impact on State Government.

The amendments to the rule should have little
economic impact on state government.

B. Economic Impact on Political Subdivisions; Specific
Industries; Specific groups of Citizens.

The property taxes may increase on some o1l and
natural gas properties and decrease on others.

C. Economic Impact on Citizens/Public at Large.

None.

Date: June 25, 1997

Signature of 2 cad, or Authorized Representative

REthard E. Boyle, Jr.
State Tax Commissioner
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LEGISLATIVE RULE Jiw25 2 55 Py oG]

DEPARTMENT OF TAX AND REVENUE
‘ OFFICE OF WEST VIRGIMIA-

SEGRETARY OF
SERIES 1J STATE

APPRAISAL VALUATION OF PRODUCING AND RESERVE OIL AND NATURAL GAS
FOR-PROPERTY-PERIODIG- STATEWIDE-REAPPRAISALS
FOR AD VALORENM PROPERTY TAX PURPOSES

% 110-1J-1. 'General.

1.1 Scope. -- Fheseregulations-elarify This rule and-implement-Statelaw-asitrelates-to-the
appraisal-at-matket—value provides the methodology the State Tax Commissioner will use 10
determine the appraised vaiue of producing and reserve oil and natural gas properties.

1.2 Authority. -- W, Va. Code 88 11-1C-5(a) and (c), 11-1C-5a, and 11-1C-10(d).
1.3 Filing date. --

1.4 Effective date. -- This rule applies to tax years beginning on or after January 1, 1999.

§ 110-1J-2. Introduction.

Qil and/or natural gas is one of the several estates in real property which may be owned

elther as-& separate_\z-re-'eefes:t—mem—pfepeﬁv orin COI’]]UI’]C‘tIOﬂ Wlth other interestsusually-asfee

estates. If oil and/or natural
gas is owned as a separate estate, either. absolute as a leasehold or in conjunction wvith other
estates, West Virginia property tax law requires such ownership to be listed, valued and taxed
based-onits-true-and-actual-value. If thedinterestin oil and/or natural gas is partot-atargerinterest
ina-tract-of-preperty owned in conjunction with other estates, the value of the oil and/or natural
gas shall be included in the value of the fargerinterest other estate. Oil and/or natural gas may be
owned without being produced. Oil and/or natural gas title may exist where no oil and/or natural
gas is astually known to be present, or where the oil and/or natural gas is unproducible or depleted.

2.1 Categorles for valuing oil and/or natural gas properties. -- Parcels of property-theught
e bearing or having the potential to bear oil and/or natural gas or having the oil and/or natural gas
mlnera[ interest separated from the fee of the property wdi be classified as preducirgproperty; oA

2.1.1 producing property {to include home use/industrial on-property consumption);

2.1.2 non-producing property: or
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2.1.3 barren property; or

2.1 4 plugged and/or abandoned property.

§ 110-14-3. ‘Definitions.

As used in these—regulations this rule and unless the context clearly requires a different
meaning, the following terms shall have the meaning ascribed herein, and shall apply in the singular
or in the plural.

3.1 "Bands of investment discount component” means a discount rate derived by assigning
rates to various debt.and equity investment financing tiers and summing these rates, weighted by
their respective percentages of total financing. '

" 3.2 "Barren oil and natural gas property” means those fee/mineral parcels in West Virginia
where data suggests the presence of oil and natural gas is very unlikely.

3.3 "Capitalization rate” means a rate used to convert an estimate of income to an estimate
of market value. For further explanation, see Section 4.5 of this rule.

3.4 "Commissioner™ or "Tax Commissioner” means the Tax Commissioner of the State of
West Virainia, or his or her delegate.

3.2 5 "Discount component” means a rate reflecting a provision for returning to an investor
a sum of money equa!l to the aggregate of the anticipated return-on-investment over the economic
life of an investment.

3.2 6 "Flush production” means the production of oil and/or natural gas from any well on
an predueing oil and/or natural gas predueing property with an initial production date that is two
(2} calendar years or less prior to the July 1st assessment date ef-vatuation. Production beginning
after December 31st and prior to the July 1st assessment date must be reported.

3.7 "Gross receipts” means total income received from production on any well, at the field
line point of sale, during a calendar vear before subtraction of any rovalties and/or expenses.

3.4 '8 -"Management rate” means a rate reflecting a return to an investor for the
management of similar investment portfolios.

3.5 9' "Market comparison discount" means a discount rate derived by dividing income net
of the recapture component and property taxes by the arms-length selling price of the property.

3.6 10 "Natural gas producing property” means the property from which natural gas.has

been produced or extracted at any time during the most recent assessment year. “Natural gas
producing property includes the interest or interests underlying an area of up to one hundred

2
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twenty-five (1 25} acres of surface per well for property with active wells on the parcel. Alse-te

be-ineluded-en All acreage of a natural gas producing property is-the-pareel-acreage in excess of
one hundred twenty-five (125) acres per well, to will be valued at the non-producing rate per acre

referenced in Section 4.8 of these fegaagens—sue{miee—hewevwre{—te—e*eeeé-%he—ave%ge
producing rate-peracre-of-the-preperty-this rule.

3.7 11 "Nonliquidity rate” means a rate reflecting a return to an investor representing the
loss of interest on an investment arising from the time required to sell the investment.

3.8 12 "Oil and/or natural gas, non-producing property” means properties property(s) that
were was not engaged in production during the previous assessment year period of July 1st
through June 30th. Th|s category shall mclude any acreage that has been shut—m for the entire

amu—e#mhafedefewzg—me:ﬁemas#—the%khas—been pr ggerty hgvmg a plugged and abandoned
and/or natural_gas well(s) asrequired-by-W-—Va—Code5322B-41-—ect-sesq.

3.40 14 *0il producing property” means property from which oil has been produced or
extracted at any time during the most recent assessment year. Oil producing property includes the
interest or interests underlying an area of up to forty (40} acres of surface per well with one (1) or
more active well(s) on the parcel. Alse-te-be-included-on All acreage of an oil producing property
isthe-parcelacreage in excess of forty (40) acres per well to will be valued at the non-producing
rate per acre referenced in Section 4.9 of ;

producingrate-peraere-of-the-property this rule.

3.15 "Operating expenses” means only thase ordinary expenses which are directly related
to the maintenance and production of natural_gas and/or oil. These expenses do_not include
extraordinary expenses, depreciation, ad-valorem_taxes, capital expenditures or expenditures
relating to vehicles or other tangible personal property not permanently used in the production of
natural aas and/or oil.

3. —‘I—1— 16 " Overrldmg royalty" means the fractlonal interest

el dafa o by g e o Ty - FY et e =

wm}e-a{—%he—sameﬁmﬁlet—meﬁﬁmgmaefaﬁﬁg—e*ﬁeﬁses in the gross DI‘OdUC‘tIOﬂ Davable to a person
whao is neither the producer nor the owner of the oil and_natural gas estate and who is not required
to bear a share of the development or operating costs of the well.

3.42 17 "Personal property” used in oil and/or natural gas production means machinery and
equipment m and about the well and all other tangible personal property used in predueing oil
and/or natural gas production from the well to the fieldline point of sale. It shall not include
vehicles or other tangible personal property not permanently used in production.

3
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3.13 18 "Producer/operator” means any person or persons, corporation, partnership, joint
venture or other enterprise which proposes to or does locate, drill, produce, manage, or abandon
“any well,

3.44 19 "Property tax component” means a rate reflecting a provision for returning to an
investor a sum of money equal to property taxes paid over the economic life of an investment.

_ 3.15 20 "Recapture component” means a rate reflecting a provision for returning to an
investor a sum of money equal to his investment.

3.46 21 "Risk rate” means a rate reflecting a return to an investor necessary to attract
capital to an investment containing a possible loss of principal and/or interest.

3.4% 22 "Royalty interest” means the fractional interest in oil and/or natural gas production

that is not subject to development costs_or operating expenses and extends undiminished over the
life of the property. Typically, it is retained by the oil and/or natural gas rights owner or lessor.

3.48 23 "Safe rate"” means a rate reflecting a return to an investor on an investment which
has little, if any, likelihood of loss of principal or of loss in anticipated return on investment.

3.149 24 "Settled production™ means the production of oil and/or natural gas from all wells
on a predueing property with an initial production date that is more than two (2) calendar years
prior to the July 1st assessment date-ef-valuation.

3.20 25 "Storage wells" means drilled and completed wells on any property used as—=&
reservoir for the artificial injection, storage and withdrawal of natural gas into gas from a natural

e Wl - =X T oW

oy o

3.21 26 "Summation discount component” means a discount rate expressed as the
aggregate of a safe rate, risk rate, nonliquidity rate, and management rate, adjusted for inflation.

3.27 "Well" means anv shaft or hole sunk, drilled, bored or dug into the earth or info
underground strata for the extraction of oil or gas. : :

3.2—2—_2_& "Working interest” means the fractional interest in oil and/or natural gas production
subject to development and operating expenses and owned by the leaseholdgr and/ or operator.

§ 110-1J-4. Methods of Valuation.

4.1 General. - Qil and/or natural gas producing property value shall be determined through
the process of applying a yield capitalization model to the net receipts_{gross receipts less rovalties
paid less expenses) for the working interest and a yield capitalization model applied to the gross

4
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royalty Feee+pfes payments for the rovalty interest. Where ownership is split through a lease or
royalty arrangement, different values will be determined for the working interest and the royalty
interest. Each term in this valuation is discussed below.

4.2 Percentage interest in oil and/or natural gas. -- Where the ownership of oil and/or natural
gas in place is divided through a lease or other arrangement, the compensation to the owner of the
property is derived by designating a percentage (generally one-eighth) of the production income to
be the royalty payment to the owner. The remainder {generally seven-eighths)} is the working
interest. The Tax Commissioner will annually determine a-typical working and royalty percentage
interests on_a_per well or_lease basis, through a review of oil and natural gas feases frem
througheutthe-State producer/operator annual property tax returns. These percentages will be
determined annually by dividing the total rovalty paid by the reported gross income.

4.5 3 Average industry operating expenses. - The Tax Commissioner will arruaty biennially
determine the average industry operating expenses per well. The average industry operating
expenses will be deducted from working interest gross receipts i to deve!opiﬁg an income stream
for application of a yield capitalization procedure.

4.6 4 Average industry praduction decline rates. -- The Tax Commissioner will arauathy will
every five {5) years derive and report the average industry production decline rates by a reviewing
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of well production records of various State agencies and along with data provided by compan'ies
and individuals.

4 75 Capltallzatlon rate. -- A-capitalizationrate-will be-developed-considering-the-three {3}

The A single statewide capitalization rate for oil and natural gas s will be determined annually by the
Tax Commissioner through the use of generally accepted methods ferestimating-suebrates. The

rate se—e}evelreaed WI|| be aﬁa-Heel—Ea ased gn the a§§umgt|0n of a declming—termmal non-inflating
income series w . The capitalization

rate used to value oil and%af natural gas -p#eﬁe{—‘&es w:li be deve!oped hrogg considering
consideration of: (1) a discount rate determined by the summation technique, {2}-a—reecapture

compenert; and (32) a property tax component.

4.7% 5.1 Discount component.

The summation technigue will be used in_ developing a discount component of the
capitalization rate. The five subcomponents of the discount rate are:

4.5.1.a Safe rate. -- The "safe rate" will reflect a rate of return that an investor
could expect on an investment of minimal risk. it will be developed through review of interest rates
offered on thirteen (13) week United States Treasury Bills for a period of one {1) calendar year
immediately prior to the appraisat July 1st assessment date.

4.5.1.b Risk rate -- The relative degree of risk of an investment in oil and -
natural gas Dropertv ts dlfflcu[t to determlne from Dubhshed mterest rates iFhe—HsJeFa’ee—wH—Be
2 OEea - - - cw =3 TERE H -y 5 2+ ‘= H :" A

- CHHCT > = . > Coitd = w

survey Feﬂeeaﬁg of interest rates requ:red on loans for acqunsmon and/or development of ﬁafeu+a+

6
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reseurce-producing oil and natural gas properties will be conducted annually and-—Fhis-survey-wilt
be-conducted-for will cover a one (1) calendar year period immediately prior to the appraisal July
1 assessment date. Results of the survey will be compared to quarterly interest rates offered on

thlrteen (13) Week Umted States Treasury BI]]S for the same one (1) calengar year penod -A-P:

tiers The g[ﬁgrgngg Qgiween the two, combmed w:;h bands- of-mvgstment analyg s, will be used
as a basis to es;[mage the risk rate.

_ 4.5.1.c_Nonliquidity rate. -- The "nonliquidity rate" will be developed through
an annual survey to determine a reasonable estimate of time that oil and natural gas properties.
when exposed to the market for sale, remain on the market beforebeing-seld. The market time
thus determined will be used to identify United States Treasury Bills with similar time differentials
in excess of thirteen (13) week Treasury Bills. The interest differential between these securities
will be deermed used to be representative-ef the “nonliquidity rate.” For example, if it is determined
that_oil and natural roperty remains on the market for an average of nine months {39 weeks
before being sold the nonli uidity rate will be derived by taking_the rate on one {1 ar Treasur

Bills_ minus the rate on 13-week Treasury Bills.

| 4.5.1.d Management rate. - The "management rate" represents the cost of
managing the investment, not the cost of managing the oil and natural gas property. The

management rate will be developed through a survey of investment firms to identify annual charges
for the management of investment portfolios.

4.5.1.e Inflation rate {negative). -- Nominal interest rates, including the "safe

rate" _mentioned in the foregoing subdivision 4.5.1.a, are higher than rea! rates by an amount
representing expectation of future inflation; however, net annual income from oil and natural gas

roperty is to be estimat ming level future r Ities (no inflation). The italization rate
must be a real rate, net of expectation of inflation. The inflation rate will be estimated through

analysis of the most recent calendar year’s urban consumer price index as determined by the .S,
Department of Labor, Bureau of Labor Statistics. -

4.5.2 In determining_the discount component of the capitalization rate, the Tax
Commissioner will take the sum of the safe rate, the risk rate, the nonliquidity rate and the

management rate, and will deduct from this the inflation rate.

4 7 5.3 Property tax component. — This component will be derived estimated by
multiplying the assessment rate by the prior tax year’s statewide average eftax+ates-en for Class
Il property. At the present time, research indicates that royalty rates on oil and natural gas include
a component for property tax, with no additional compensation from the producer. As a result, the
property tax component will be used in the capitalization rate: however, if this described general

7
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practice changes and property taxes are paid as additional compensation, the use of this
caomponent will be deleted.

4.5.4 Results of Capitalization Rate Survey -- The rvey for development of
components referenced in S ivision 4.5.1 of this rule will be conducted annually and results filed
by the Tax Commissioner in the State Register on or before July 1st of each year. Public comment

n h sury will be accepted until August 1st of each vear with final results filed in the State

Register on or before September 1st of each vear.

4.8 6 Yield capitalization model. -- A yield capitalization model will be developed for each
producing prdperty The model will use as a beginning point and include for each producing well,
the gross receipts (both working interest an alty interest roduction amounts from eaeh
produeingwell the most recent calendar year precedmg the July 1 assessment date. Gross receipts

and production amounts will be proportionately reduced by application of the appropriate production
decline rate, referenced in Section 4.6 4 of theseregutations this rule, to yield a declining terminal
income series typical of the producing area and strata. The income series will be apportioned to
the working interest and to the royalty interest based upon percentage interests referenced in.
Section 4.2 of this rule. ’

4.6.1 Working interest model. -- The working interest gross receipts income series
referenced in Section 4.8 § of these+regulations this rule will be reduced by the annual operating
expenses referenced in Section 4.8 3 of theseregulatiens this rule to yield a net working interest
income series. The net working interest income series will be discounted by applying, on an annual
basis, a mid-year life Inwood eeeffisient factor reflecting the capitalization rate referenced in
Section 4.7 5 of these-regulations this rule. The summation of the annual discounted income
streams will be the market va[ue estimate for the worklng interest of the producmg oil and/or
natural gas well

w&B—and—&p—te%&&wM@%—aeFes—#eF—afedﬂeﬁg—eﬂ—weﬂs nc[udlng gersonal grogerty as_defined by
Section 3 of this rule.

4.8 6.2 Royalty interest model. -- The royalty interest gross receipts income series
referenced in Section 4.8 6 of these—regulatiens this rule will be discounted by applying, on an
annual basis, a mid-year life Inwood eeefficient factor reflecting the capitalization rate referenced
in Section 4.7 5 of these—regwlatiens this rule. The summation of the annual discounted income
streams will be the market value estimate for the royalty interest of the producing oil and/or natural
gas well for an area of up to one hundred twenty-five (125) acres fer per producing natural gas
wells and up to forty {40) acres fer per producing oil wells.

4.6.3 Home-usefindustrial use on

use on_property consumption will be appraised using the average annual Appalachian spot price
determined by NYMEX. For home use purposes the value will be based on an assumed 200 MCF

per vear times the determined spot price. Forindustrial purposes, the value will be based on actual
annual MCF usage times the spot price as determined herein.
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4.9 7 Valuation of non-producing acreage. -- The value per acre of non-producing acreage,
which includes shut-in wells, shall equal the discounted annual lease payment per acre. A valuation
schedule for non-producing properties will be determined annually by the Tax Commissioner esn&
eeunty-basis for each district within a county, where data is available. The Tax Commissioner will
annually conduct a review of oil and/or natural gas agreements transacted at arms length in all fifty-
five (6B) counties to determine the average annual delay rental lease payment per acre, as-wel-as
the and lease term—thatolland gaspropertiesin-the-countytypicallyeemmand. The per-acre value
for non- producing property will be the sum of the projected annual income stream from delay rental
during the lease term discounted in each year by a capitalization rate. A valuation of $1.00 per
acre will be used where property is located in _those areas of the State where drilling
activity/pr qction have not been established and the property is presumed to be barren.

4.40 8 Valuation of plugged and abandoned acreage. -- Plugged and abandoned acreage will
be valued to_the oil or gas owner at the nominal rate of one dollar ($1.00) per acre. This category
includes any plugged and abandoned acreage of up to one hundred twenty- five (125) acres per
natural gas well and up to forty {40Q) acres per oil well.

4.9 Valuation of barren oil and natural gas areas. -- Such oil and natural gas areas (fee

accounts} will be valued at $1.00 per re.

4.41 10 Valuation of wells that produce both oil and natural gas. -- The valuation of these

predueing wells that produce both oil and natural gas shall be determined by use of the methods
described herein for-ef-and-ratural-gas. These values shall then be summed to result in the overall

value of the oil and/or natural gas producing acreage.

4.11 Valuation of storage well areas. -- Storage well areas shall be valued as hon-producing
natural gas property. Such value will not include inventories stored within. Natural gas storage
inventories shall be assessed to the inventory owner.

4.12 Annual reports. -- The Tax Commissioner will publish an annual repert survey for the
variables to be considered in arriving at the value of the specific oil and/or natural gas related
property. Fhisrepert-sSurvey results will be filed-with-the-office-of-the-Seeretary-of-State in the
State Remster on or before Ma-y—34-s% July ‘Is of each year—feﬂem&d—by—a—fﬂeeﬁ—ﬁié}—éav—peﬂeé

va%f&bhﬂﬁd—mtﬂﬂﬁhefs—te—be—t!eed—eﬁ—ehbe#eFHtHH. Pubhc comments wvill be accepted unt:i
August 1st of each vear with the final results filed in the State Register on or before September
1st of each vear. .

4.13 Aetivef Farm properties. -- The oil and gas rights, that are part of a "fee" estate where
the use of the surface has quallfled as—aﬂ—aet-we—ﬁaFm for farm use appralsal will be valued H+the
+ as described in 110
C.S.R. 1A, Valuatlon of Fgrmlgnd and Structurgs Slmgtgg Thereon For Ad Valorem Property Tax
Purposes, '
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4.14 Property reports. -- Prior to September 1st of each year the producer and-oil-and-gas

ewner will be required to file e+epert the West Virginia Oil and Gas Producer/Operator Return with
the Departmentof Tax—and Revenue State Tax Division with acknowledgement to the county
assessor(s) fer-each in_the county(s) where the oil and natural gas property is to be assessed
located. These-reports This Return form will be designed by the State Tax Commissioner so that

information pertinent to the valuation of such producing property, ren-preducing-preperty; and
plugged and abandoned property will be reported properly by the oil and gas producer-esseeand
SYREeT . -

4.15 jConfidentiaIit -- All information_provi by or on behalf of a natural resources
property owner or by or on behalf of an owner of an interest in natural resources property to any
state or county representative for use in the valuation or assessment of natural resources property
or for use in the development or maintenance of a legislatively funded mineral mapping or geologic
information system shall be confidential. Such information shall be exempt from disclosure under
rovisions of West Virginia C ion four [§ 29B-1-4], article one of chapter twenty-nine-b, and
shall be kept, held, and maintained confidential except to the extent such information is needed by
the state tax commissioner to defend an appraisal challenged by the owner or lessee of the natural
resources property subject to the appraisal: Provided, That this section mayv not be construed to
prohibit publication or release of information generated as part of the minerals mapping or geolggic
information system, whether in the form of aggregated statistics, maps._articles, reports,
professional talks, or otherwise presented in accordance with generally accepted practices and in

a_manner so as to preclude the identification_or determination of information about particular

property owners.
i
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