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Potter, Charles L.

From: Potter, Charles L.

Sent:  Wednesday, November 02, 2011 3:34 PM

To: 'mbauer@kriebelgas.com’

Subject: PGH1_GENERAL-#7759795-v2-S__ Patchin_-_2006_ 2007 ___Commonweaith_Ct__ Petiticns.DOC

per our discussion.

IN THE COMMONWEALTH COURT OF PENNSYLVANIA

STEVEN R. AND LISA PATCHIN
Petitioners
v. No. F.R. 2011

COMMONWEALTH OF PENNSYLVANIA

Respondent

PETITION FOR REVIEW

To the Honorable, the Judges of the Commonwealth Court:

1. This Court has jurisdiction over this matter by reason of (A) Section 235 of the
Tax Reform Code of 1971, Act of March 4, 1971, P.L. 6, as amended, 72 P.S. § 7235;
(B) Sections 763 and 5105(a) of the Judicial Code, 42 Pa. C.S. § § 763 and 5101(b); and
(C)Pa. R.AP. 1571.

2. The parties seeking review are Steven and Lisa Patchin, husband and wife.

3. The Board of Finance and Revenue made the determination sought to be
reviewed.

4, The Order of the Board of Finance and Revenue sought to be reviewed was

entered on May 10, 2011 and was mailed on May 13, 2011. The docket number was 1002383.

A copy of the Order is attached hereto.

5. The Petitioners are partners in Exotic Oil and Gas LLC (Exotic). Exotic is
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engaged in drilling and operating oil and gas wells. The Petitioners deducted their share of

intangible drilling costs ("IDCs") in their 2007 Pennsylvania Personal Income Tax Return. Petitioners

followed the Federal income tax rules and deducted the IDCs incurred during 2006, 2007 and 2008 in

the returns for those years.

6. The Department of Revenue disallowed the deduction and assessed tax and interest and
penalties against the Petitioners in the amount of $20,877.00. The Board of Appeals had previously

 abated the assessed penalties.

7. The Petitioners disagree with the action of the Department of Revenue for the following

recasons:

(a) All Intangible Drilling Costs Incurred are Fully Deductible.

)] Section 303(a.2) of the Tax Reform Code (72 PS 7303(a.2)) provides
that a taxpayer may use any depreciation method, recovery method or convention that is
also used by the taxpayer in determining Federal net taxable income. The Petitioners
believe that the deduction of intangible drilling costs, pursuant to federal law, is a
recovery method. Federal law provides several methods for recovery of the costs of
drilling wells. Tangible costs, including well casings, production units and piping are
recovered over a seven year period commencing when the well is placed in operation.
Intangible costs, including site preparation, well drilling, hydro fracking, and cementing
éan either be deducted in the year of incurrence or amortized over 60 months. Petitioners'
deduction of intangible drilling costs in the year that they are incurred clearly falls within
the provisions of Section 303(a.2).

(ii) In addition, Section 303(a.3) (72 PS 7303(a.3)) allows the current
deduction of asset costs under Internal Revenue Code Section 179 that would normally
be capitalized and depreciated over the depreciation period assigned to the asset by the
Internal Revenue Code. The Department denies this same type of deduction to intangible

drilling costs. This denial is a violation of the Uniformity Clause of the Pennsylvania

Constitution. Commonwealth v. Staley, 381 A.2d 1280 (1978)).

11/19/2011
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(iii) The rules of statutory construction require that any ambiguity in the tax
law be resolved in favor of the taxpayer. Commonwealth v High Welding Company, 239
A.2d 377 (1968).

(iv) Pennsylvania Tax Reform Code Section 7303(a)(2) provides that net
profits are to computed "in accordance with accepted accounting principles and
practices”". The rules of the accounting profession allow other comprehensive basis of
accounting ("OCBOA") as an acceptable method of accounting . The Federal tax basis of
accounting is one of the methods of accounting permitted under the OCBOA rules.

Under this method of accounting, IDCs are deductible in the year incurred. The
Pennsylvania Personal Income Tax Regulations at Section 010.2(61 Pa. Code 101.2)
provide that a method of accounting which reflects consistent application of generally
accepted accounting principles in a particular trade or business in accordance with
prevailing practices, in that trade or business, shall be presumed to clearly reflect income
if such method is employed for Federal income tax purposes. The tax basis of accounting
clearly meets all of these requirements.

) The tax basis of accounting is a permitted method of accounting under
Pennsylvania Personal Income Tax law. Accordingly, the Petitioners' IDC deductions,
taken pursuant to Federal income tax law, should be allowed for Peﬁnsylvania Personal
Income Tax purposes.

(b) Alternative 1 - Petitioners are Entitled to Deduct One-Seventh (1/7) of the

Intangible Drilling Costs Each Year.

11/19/2011

(i) Petitioners claim the right to recover their costs over the life of the wells
contained in the Partnership (Sce PIT Guide, Chapter 23, page 17). Production data for
the type of wells contained in the partnership indicate that a seven year life would be
appropriate. Petitioners will provide production data supporting a seven year life.

(i1) Accordingly, Petitioners request that they be allowed a deduction of 1/7
of the disallowed intangible drilling costs deduction in this tax year.

(c) Alternative 2 - the Petitioners are Entitled to Deduct One Tenth (1/10) of the
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Intangible Drilling Costs Each Year,

@ Personal Income Tax Bulletin 2010-4 at Part I1I e 2 allows the deduction
of intangible drilling costs ratably over a 10 year period.

8. The foregoing actions of the Commonwealth violate the due process and Equal
Protection clause of the United States Constitution and the Uniformity Clause of the Pennsylvania
Constitution, the Pennsylvania Taxpayers Bill of Rights and give rise to the right to attorney's fees
pursuant to 42 U.S.C. § 1983.

9. The actions of the Commonwealth and its officials have deprived the Petitioners of

property without the process of law in violation of Article I, § § 9, 10 of the Pennsylvania Constitution

and the due process clause of Section 1 of the Fourteenth Amendment to the United States Constitution.

10. The administrative decisions further violate Article I1, § 1 of the Pennsylvania
Constitution which requires that administration actions conform to the statute under which the action is
taken and Article 8, § 1 of the Pennsylvania Constitution requiring that all tax be uniform upon the same

class of subjects. .

11. The Petitioners request relief pursuant to 42 U.S.C. § 1983 and attorney's fees pursuant

to 42 U.S.C. § 1988,

12. The actions of the administrative agencies of the Commonwealth are without basis in

fact or law and the Petitioners are entitled to fees and expenses pursuant to 72 P.S. § 2031 ef seq.

WHEREFORE, Petitioners pray that this Court enter judgment reassessing the Order of
the Board of Finance and Revenue and granting relief as requested and reimbursing reasonable expenses

and attorney's fees.

Charles L. Potter, Jr. ,
BUCHANAN INGERSOLL & ROONEY PC
One Oxford Centre

301 Grant St., 20th Floor

Pittsburgh, PA 15219-1410

412.562.1561

Attorneys for Petitioners

11/19/2011
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CERTIFICATE OF SERVICE

I hereby certify that T am this day serving the foregoing Petition for Review upon the
persons and in the manner indicated below, which service satisfies the requirements of

Pa. R.A.P. 121 and 1514(c) and 1571(d).

Service by United States Certified Mail, addressed as follows:

Honorable Linda L. Kelly
Attorney General of Pennsylvania
16th Floor, Strawberry Square
Harrisburg, Pennsylvania 17120

Honorable Jacqueline A. Cook
Secretary

Board of Finance and Revenue
1101 Front Street, Suite 400
Harrisburg, PA 17104-2359

2011

June ,

Charles L. Potter, Jr.

BUCHANAN INGERSOLL & ROONEY PC
One Oxford Centre

301 Grant St., 20th Floor

Pittsburgh, PA 15219-1410

412.562.1561

Attorneys for Petitioner

11/19/2011
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// pennsylvania

DEPARTMENT OF REVENUE

PERSONAL INCOME TAX BULLETIN 2010-04
Issued: December XX, 2010

Pennsylvania-Qualified Methods of Accounting for
Oil & Gas Exploration and Development Costs,
Intangible Drilling and Development Costs

PART I. INTRODUCTION

By law, the costs and expenses Incurred or pald In the operation of an oil or gas
well as a commerclal enterprise are to be determined In accordance with those
accounting princlples and practices that are applicable to the oll and gas industry and
_acceptable to the accounting profession.

Historically, the Department of Revenue (“department”) has permitted the
operators of oll and gas wells to amortlze exploration and development (“E & D*) costs
over the life of the wells and to write off the remaining unamortized costs as a loss
when the well becomes unproductive and has not allowed current expensing of
Intanglble drilling costs agsoclated with the creatlon of wells, as permitted In Internal
Revenue Coda (“IRC”) sectlon 59(e)(2) (26 USCS § 59(e)(2)). However, the .
department has never addressed specifically how E & D costs are to be amortized.

Under Generally Accepted Accounting Principles ("GAAP") and International
Financlal Reporting Standards {"IFRS"), there are ftwo acceptable methods of
aceounting for oll and gas E & D costs, the successful effort method and the full
cost method. These methods may be used for Pennsylvania Personal Income Tax ("PA
PIT") purposes consistent with the requirements of this bulletin,

For taxable years beginning in TY2010, as a convenience, the department will
permit taxpayers to elect to use an allowable default method described In this bulletin
if thay do not use either the successful effort method or full cost method for

financlal accounting or regulatory purposes on a regular and consistent basls,

PART IIL DEFINITIONS

“Bottom hole contribution.” A payment (elther In cash or In acreage) that is required

by agreement when a test well Is drilled to a specified depth regardless of the outcome
of the well and that Is made in exchange for well and evaluation data.

“Dry hole contribution.” A payment (either In cash or in acreage) that is required by
agreement only If a test well Is unsuccessful and that Is made In exchange for weall test
and evaluation data.

Page 1 of 6
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"Exploration and development costs (or £ & D costs).” Costs Incurred in Identlfylng
areas that may warrant examination and In examining specific areas that are
considered to have prospects of containing oil and gas reserves, Including costs of
drllling exploration wells and exploration-type stratigraphlic test wells and costs Incurred
to obtaln access to proved reserves and to provide facllitles for exiracting, treating,
gathering and storing the oll and gas. Exploratlon costs may be Incurred both before
acquiring the related property (sometimes referred to In part as prospecting costs) and
after acquiring the property. Principal types of exploration and development costs,
which Include depreciation and applicable operating costs of support equipment and
facllities and other costs of exploration and development activitles, are:

a, Costs of topographlical, geographical and geophysical studles, rights of
access to propertles to conduct those studles, and salarles and other expenses of
geologists, geophysical crews, and others conducting those studies. Collectively,
these are sometimes referred to as geological and geophysical or "G & G" costs,

b. Costs of carrying and refaining undeveloped propertles, such as delay
rentals, ad valorem taxes on properties, legal costs for title defense, and the
malntenance of land and lease records,

c. Dry hole contributions and bottom-hole contributions.
d. Costs of dritliing and equipping exploration wells,
a, Costs of drilling exploration-type stratigraphic test wells,

f. Costs of gaining access to and preparing well locations for drilling, including
surveying well locations for the purpose of determining specific development
drilling sltes, clearing ground, dralning, road bullding, and relocating public
roads, gas lines, and power lines, to the extent necessary In developing the
proved reserves,

g. Costs of drilling and equipping development wells, development-type
stratigraphic test wells, and service wells, including the costs of platforms and of
well aquipment such as casing, tubing, pumping equipment, and the wellhead
assembly,

h. Costs of acquiring, constructing, and Installing production facllities such as
lease flow lines, separators, treaters, heaters, manifolds, measuring devices, and
production storage tanks, natural gas cycling and processing plants, and central
utflity and waste disposal systems, '

1, Costs of providfng improved recovery systems,

j. Intangible drilling and development costs,

Department of Revenue | Strawberry Square | HBG, PA 17128 | 717.787.8201 | www.revenue,state.pa.us .
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The term does not Include the costs of tangible property for which a depreciation
deduction Is allowable,

"Geological and Geophysical Costs,” Costs pald or incurred for surveys of a
topographical, geological, and geophyslcal nature along with other costs incurred to
obtain the rights to make these surveys, and salaries and other expenses of the
personnel required to carry out the surveys, They are often referred to as "G & G"
costs.

“Intangible Drilling and Development Costs.” Costs Incurred In the development of oll
and gas properties that, for federal tax purpeses, may, at the option of thelr operator,
be chargeable to capltal or to expense pursuant to Treasury Regulation § 1.612-4
(Optlon with respect to Intangible drilling and development costs). Such costs Include
any expensa without a salvage valua that a working Interast owner necessarily Incurs
Incldent to the preparation and drilling of wells for the extractions and production of oll
and natural gas, such as expenses Incurred In:

a., Drilling, shooting and cleaning of wells,
b. Clearing of ground', dralning, road making, and surveying.
¢. Construction of derricks, tanks pipelines and other physlcal structures,

“Working Interest Owner.” Someone who holds an Interest in subsurface oll or natural
gas, which Interest grants the right to explore for and develop, extract and produce the
oll or natural gas at the holder’s sole expense In return for all or a share of the mineral
production and sale proceeds,

PART III. DEDUCTIONS FOR EXPLORATION AND DEVELOPMENT COSTS

a. Deductions for exploration and development costs shall be allowed under the
" rules of this Part II¥,

b, Except as provided in paragraph c, all E & D costs paid or Incurred with respect
to an oll or gas well shall Inltlally be capltalized and be accounted for using a
Pennsylvania-quallfied method, The Pennsylvania-qualified methods of accounting
for E & D costs are describad In paragraphs ¢, d, and e of this Part IIL.

¢, Successful effort method

A working Interest owner who regularly and consistently uses the
successful effort method of accounting for financial or regulatory accounting
purposes shall Initially capitalize all E & D costs other than geclogical and
geophysical costs, costs of carrying and retaining undeveloped properties, and
dry hole and bottom hole contributions, pending the determination of whether
the well has found proved reserves,

||||||||||
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If proved reserves are found, the capitalized costs shall be amortized on a
units of production or units of output method basls. If proved reserves are not
found after a reasonably extensive evaluation period has baen completed, the
capltalized costs shall be charged to the working interest owner's operating
expense as of the date of completion of the evaluation period.

Geologlcal and geophysical costs, costs of carrylng and retalning
undeveloped properties, and dry hole and bottom hole contributions are
deductible as expenses In the taxable year Incurred or paid,

The accounting unit shall be an Individual well, mineral leass, fleld,
concesslon or productlon sharing contract; and the determination of proved
reserves must ba made according to the method current In the Industry and In
the light of the most accurate and reliable Information available,

A redetermination Is allowed only [f the actual slze of the remalning
proved reserves Is later determined on the basis of more complete exploration
studles to be materially greater or less than earlter Information Indicated and
only on a prospective basis. A redetermination Is not allowed merely because of
a change in current oll or gas prices.

d. Full cost methed

A working Interest owner who reguiarly and conslstently uses the full cost
method described In Securlty and Exchange Commisslon Regulation S-X, Article
4, §10 ("S-X Rule 4~10") for financlal and regulatory accounting purposes shall
use full cost centers or pools established on a country-by-country and state-by-
state basls as accounting units and amortize E & D costs on the basis of current
gross revenues from production In relation to future gross revenues based on
current prices from estimated future production of proved oil and gas reserves
using the full cost method of accounting.

&, Default methods

A working Interest owner who does not regularly and consistently use
elther the successful effort method or full cost methed for either financlal or
regulatoty accounting purposes may elect to use elther the economic life
method or the fixed period method described In this paragraph e. The
alection shall be irrevocable for the current and succeeding taxable years,

1. Economie life method

A working Interest owner may deduct E & D costs ratably over the
aconomic |ife of the wall. The economic life of an oll or gas well or fleld is
determined using its production decline rate calculated by a registered
professlonal petroleum engineer, the price of ofl or gas per barrel on
the day the cost Is Incurred or pald, and the estimated future annual

e ?
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costs to operate the well. Using these three items, economic life Is equali
to the aconomic limlt of a property as a function of the production rate at
the time that the operating costs per barrei becomes equal to the gross
Income per barrel. '

For example, If the estimated future annual operating costs are
$5,000 per year, and the well produces oll that Is worth $15.00 on the
day the cost is Incurred or pald, it wlll reach its economic imit/life as
production declines to 0,9 barrels a day.

Economic Iife and E & D costs shall be determined on the most
well-specific basls avallable.

2. Fixed perlod method

(a) A working Interest owner of an ofl or gas well may deduct
E & D costs ratably over the 10-taxable year perlod beginning with
the taxable year In which such costs were pald or Incurred.

(b) E & D costs shall be determined on the most well-specific basis
available,

PART IV, SPECIAL ISSUES
a. Currently expensed Intangible drilling and development costs

1, For Federal tax purposes, a working Interast owner may currently
deduct Intangible drilling and development costs, Such items, however,
are subject to recapture as ordinary Income on disposition of the oll or gas
property under IRC § 1254 (26 USCS § 1254}, There Is neither provislon
In the Pennsylvanla Personal Income Tax for currently expensing
Intangible drilling and development costs nor provision corresponding to
IRC § 1254. Accordingly, current expensing of intangible drilliing
and development costs is not permitted for Pennsyivania Personal
Income Tax purposes, Intangible drilling and development costs must
be accounted for In accordance with Part IIL,

2. When the oll or gas property Is disposed of, the |lesser of the aggregate
amount of deductions wlth respect to such property that have been
currently deducted and should have been capltalized or the amount:
realized on disposition shali be treated as the net Income from the
operation of a business,

b, IRC § 263 (26 USCS § 263) election to capitalize certaln costs

IRC § 263 which allows working Interest owhers to elact to capltalize or
currently deduct Intanglble drllling and development costs as to actlvities inside

Departmant of Revenue | Strawbarry Square | HBG, PA 17128 | 717.787.8201 | www.ravenue.stata.pé.us
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the Unlted States Is Inapplicable for Penhsylvanla Personal Income Tax purposes,
Intanglble drifling and development costs must be accounted for In accordance
with Part III,

c. IRC § 263 election to amortize ratably over a fixed perlod

1, IRC § 263 allows taxpayers to elect to deduct intangible driliing and
development costs ratably over a 60-month perlod In the case of costs
incurred within the Unlted States. The Pennsylvania Personal Income Tax
has no comparable provisions; and there Is no emplrical basls for using
such period.

2. Taxpayers who elected to amortize intangible driliing and development
costs paid or incurred for {ax years prior to 010 over a fixed period
shall continue to amortize such costs until they are fully amortized or the
oll or gas property Is disposed of, whichever first occurs, Costs paid or
Incurred for TY2010 and succeeding taxable years, howaver, must be
accounted for in accordance with Part Il

Dapartment of Ravenue | Strawbetry Squa're | HBG, PA 17128 | 717;737.8201 | www,rev-enue.state.pa.'us
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Checkpoint Centents
Siate & Local Tax Library
State & Local Taxes
States
Pennsylvania
Official Material
Pennsylvania Sales And Use Tax Rullng
2010
Pennsylvania Sales And Use Tax Ruling No. SUT-10-003, 09/15/2010

Pennsylvania Sales and Use Tax Ruling No. SUT-10-003,
09/15/2010

Date Issued: 02/15/2010

Tax Type(s): Sales and Use Tax
Applicability of the Mining Exemption to Fracturing Services

ISSUES

1. Is the equipment used by the Taxpayer In performing cementing, fracturing and acidizing services
{collectively "fracturing”) tax-exempt under the Pennsylvania mining exemption?

2. Are materials (gases, sand, cement, etc.) used by the Taxpayer in fracturing services subject o tax?
3, Are the Taxpayer's fraciuring services and sale of properly subject to tax?

4. Does equipment brought into Pennsylvania for use here qualify for the Isolated sale exemption?

5, Are vehicles and trailers ragistered under the Intemational Registration Plan (“IRP") subject to tax?

CONCLUSIONS

1. Yes, equipment predominantly used directly in performance of fracturing services Is exempt from tax
under the mining examption.

2. No, materials {(gases, sand, cement, ete.) predominantly used directly in fracturing services are exempt
from tax under the mining exemption. )

3. No, Taxpayer's fracturing services are not subject to tax as these services are directly used in mining.
Additionally, the Taxpayer's sale of tanglble personal property predominantly used directly in mining are
notf subject to tax,

4, Yes, equipment to be brought in for use in Pennsylvania qualifies for the isolated sale exemption as
long as the sales are infrequent and nonrecurring. '

hitps://checkpoint riag.com/app/view/toolltem?usid=21f6bc70b0a& feature=tcheckpoint&la.., 8/5/2011
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5, Vehicles and trailers registered under the International Registration Plan ("IRP") are subject to tax to
the extent that they are required to be registered under 76 Pa. C.S. §§ 101-9908 (the "Vehicle Code").

FACTS

Taxpayer, an cut-of-state business entity, plans to provide fracturing services to mining operators in
Pennsylvania in the Marcellus Shale formation. Taxpayer currently does not condugct any business in the
Commonweaith but will establish an office in the state when contracts with Pennsylvania clients are finalized.
Although Taxpayer also provides other services such as pressure pumping and drilling, services to be offered
by Taxpayer [n the Commonwsalth are currently limited to fracturing services as described helow:

Cementing

Cementing Involves pumping cement slurry {(a blended mixture of dry powder cement, wafer and various
additives) to bond casing or piping to the wall of the bore hole. Taxpayer adjusts the amount and composition
of the additives, developed by Taxpayer, from job to job. The cement slurry ls blended at Taxpayer's bulk
plants or at the well site. Cementing Is performed by operators provided by Taxpayers using specialized
pumping and related equipment.

Fracturing

Fracturing Is a well stimulation process used to improve the natural flow of oil or gas. Fracturing begins with
the use of a fluid, a mixture of water and chemicals, to crack the rock formation, Then, proppants such as
sand and ceramic materials are Injected into the cracks to create open channels through which the gas flows.
Once the proppants are in place, the fluid is drained from the well.

Acidizing

Acidizing involves the injection of acid below rock fractures to create flow channels within the rock formation.
The acid is specially blended based on a well's bottom temperature, depth, fluid characteristics, and nature of
formation, Every acid blend also contains additives such as corrosion inhibitors, surfactants, iron control
chelation/reduing agents, mutual solvents, and anti-sludging agents.

Once fracturing s completed, the used chemicals and water will be pumped out of the well bore to be treated
and disposed of by the miner using a third party disposal vendor. Taxpayer is not Involved in the
water/chemicals treatment and disposal process.

In addition to hilling for fracturing services, customers are invoiced separately for (1) equipment set up time,
(2) equipment standby time, (3) operater time, (4) additional purmping time, and (5) additlonal chemicals and
materials. "Set up time” is time spent on equipment configuration prior to the performance of fracturing
services. “Standby time"” is the time during which the equipmant is on slte but not in use. Pumping charges
(including a blending charge) are charges for equipment use during fracturing. Charges for additional
pumping time and additional chemicals and materials are incurred when actual onsite time or actual usage
exceads that which was originally planned.

https://checkpoint.riag.com/app/view/toolltem?usid=21f6bc70b0a& feature=tcheckpoint&la... 8/5/2011
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Finally, Taxpayer anticipates that equipment purchased outside of the Commonwealth will be used In its
operations in Pennsylvania. The equipment was purchased from persons Taxpayer described as non-vendors
or vendors who are not vendors of the type of equipment sold.

DISCUSSION

1. Is the equipment used by the Taxpayer In performing fracturing services tax-exempt under the
Pennsylvania mining exemption? '

The applicability of the mining exemption turns on whether the taxable item is predominantly
used directly In mining . 72 P.S. § 7201(k)(8) ; 81 Pa, Code § 32,35(a) . The factors upon which
we rely to determlne whether a propartly is directly used are:

(1) physical proximity, (2) temporal proximity, and (3) the existence of an active causal
relationship between the use of the property and the mined product. 61 Pa. Code § 32,35(a)(1) .

It is important fo nofe that 81 Pa. Code § 32.35(a)(1)(lii) specifically states, In considering the
existence of an active causal relationship, “[tlhe fact that particular properly may be considered
essential to the conduct of the business of mining because its use is required either by law or
practical necessity does not, of itself, mean that the property Is used directly In mining
oparations.” Additionally, the law limits the mining exemption to “[m]achinery, equipment, parts
and foundations therefore, and supplies which are used in the actual mining production, to
transport or convey the preduct or production personnel [other than vehicles required to be
registered under the Vehicle Code], or to handle or store the product during the production ." 72
P.5. § 7201(k)(8) ; 61 Pa. Code § 32.35(a)(2){i) . Moreover, repair parts that are installed-and
become an integral part of the direct-use property are also exempt. Id.

On the other hand, property such as those that are used, prior to the actual mining operation, to
transport personnel or to collect, convey or transport other property, and storage facilities or
devices used fo store the properly prior to actual mining cperation are subject to tax. 81 Pa.
Code § 32.35(a)(3)(iil}(G} . Furthermore, property used in nan-mining activities is subject to tax
sven if it is used during the mining operation. 61 Pa. Code § 32.35(a)(3)(iii)(H) .

Finally, vehicles required to be registered under 75 Pa. C.S. §§ 101-9908 (the *Vehicle Code")
and supplies and repalr parts for the same ars taxable . 72 P.S. § 7201(k)(8) ; Pa. Code 61 §
32.36(a). Also, no exemption is to be given to maintenance facilities. Id.

Taxpayer, a third party performing mining activities for miners, is entitled to claim the mining
exemption for llems that are directly used in mining. Commonwealth v. R.G. Johnson Co., 433
A.2d 465 (Pa. 1981). As such, the taxability of the equipment used in the Taxpayer's activities is
as follows:

hitps://checkpoint.riag.com/app/view/toolltem?usid=21f6bc70b0a&feature=tcheckpoint&la... 8/5/2011
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Acid transport (a tractor trailer used to move raw or Taxable
blended acid to well sites)

Batch mixer (eguipment used at the well site to mix Exenpt

cement slurry)

Bulk truck {a truck that transports dry products to the _Taxéble
batch mixer)

Cargo trailer (a 1l4-foot enclosed utility traller that Taxable
transports testing equipment)’

 Chemical liquid additive unit (a tractor-trailer-mounted Taxable
unit that transports chemicals to be used at well sites.

The unit maintalns the temperature of the chemicals in

translt)

Chemical transfer (a tractor trailer used to transport Taxable
the chemical liguid additive unit to well sites)

Mechanic service truck (self explanatory) Taxable
coew bus (aelf wplamstory rexable
cata van (a van used to house emote conteol emupment) raxable
Electronic Van (self explanatory) _ : Taxable
prac dron float (a tractor traller that transports piping —

to the well site to connect the manifold and well head)

Hydration unit (a tractor trailer hydration unit that mixes Taxable
and retains fluids on the surface for polymers to hydrate)

Manifold trailer (equipment that attaches piping lines to Exempt

the well head to facilitate the pumping operation)

Mobile Data Acquisition & Control Center Van (a van Equipment—
equipped with remote control equipment used to control Exempt

and operate frac pumps, blenders and liguid additive

units during fracturing. The eguipment makes automatic
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adjustments to the pumps, blenders, etc. during fracturing

but also provides data so that adjustments may be made by

an operator of the fracturing equipment.. Data collected is Van~-Taxable
used to monitor the depth of drilling, the flow of fluids

and chemicals, and the overall effectiveness of the

underground operations. Based on the data collected, the

van's controels can change the'operation of the pumps or

the makeup of the liquid additives.)

Mobile food trailer (self explanatory) Taxable
Pick up truck (self explanatory} Taxable
Pump down acld equipment (a positive placement pump with Exempt

boost pump for prime up. Positive placement pump is used

to expand a cavity. Boost pump is used to increase the

system pressure of the operation., The pump down acid

equipment is the pumping equipment used to perform the

fracturing)

Sand conveyor (a traller-mounted belt used at well site Taxable
to transport sand from sand storage bins to the blender)

Sand storage bins (a mobile trailer storage bin with Taxable
multiple compartments that delivers sand to the sand

belt or directly to the containers for sand)

Sand transport (a tractor trailer used to transport sand Taxable
from the bulk plant to the well site)

Twin cement unit (a system located at the well site that Exenpt

mixes cement to be added to the batch mixer)

2. Are materials (gases, sénd, cement, ete,) used in fracturing services subject to tax?

Gases, sand and cement used by Taxpayer In fracturing services are directly used in mining
activities and are thereby exempt.

3. Are the Taxpayer's fracturing services and sale of property subject to tax?

Generally, mining customers are exempt from tax for services or tangible personal property that
is predominantly used directly in mining. 61 Pa. Code § 32.35(a) . Therefore, Taxpayer should
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Doctiment Display

not bill its customers sales tax on the fracturing services or property directly used in fracturing
services.

The taxability of the separately stated charges in addition to the fracturing service fees is as follows:

+ Set up time—Exempt.

+ Standby fime—Exempt.

* Additional pumping time (in excess of pumping time originally planned)—Exempt.
« Opaerator time {operators are supervised by Taxpayer not miners)—Exempt,

« Additional chemicals and materiais (in excess of that which was originally planned)— Exempt.

Page 6 of 6

4. Does equipment brought into Pennsylvania for use here gualify for the isolated sale exemption?

The Department's regulation defines an “igsolated sale” as the infrequent sale ofa nonrecurring

nature made by a parsan not engaged in the businass of selling tangible personal property or
the infrequent sale of a nonrecurring nature of tanglble personal property acquired for use or
consumption by the seller and not sold in the regular course of the business of the person. &1

Pa. Code § 32.4{a) . Such sales are limited to no more than three times nor mote than a total of

seven days in any ona calendar year, 61 Pa, Code § 32.1. The isolated sales exemption is

inapplicable to the sale of motor vehicles, trailers, semi-trailers or cther similar tangible personal

property required fo be registered or licensed under Federal or Pennsylvania laws . 72 P.S. §
7204(1) ; 61 Pa. Code § 32.4(b)(7) . Therefore, the equipment as described falls within the
Isolated sales exemption if the sales are infrequent and nonrecurring and are made by a non-
vendor or a vendor who is not a Vendor of the type of equipment sold.

5, Are vehicles and trailers registered under the International Registration Plan (“IRP") subject to tax?

The mining exemption does not apply to vehicles required to be tegistered under the Vehicle .

Code. 72 P.S. § 7201(k)(8) . Since the International Registration.Plah does not change the
vehicle reglstration requirements required by law but merely streamlines the process of

registration, Taxpayer's vehicles and trailers are subject to tax regardless of registration under

the IRP.

END OF DOCUMENT -

© 2011 Thomson Reuters/RIA. Alf righfs reserved.
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DEPARTMENT OF REVENUE
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REALTY TRANSFER TAX BULLETIN 2011~X)C
PERSONAL INCOME TAX BULLETIN 201 1-XX

Tesuad: January XX, 2014

Dhﬂsion and Transfer of Interests
Related Yo Ol and Natural Gas -

PURPOSE

This Bulletin addresses the Pennsylvanla Raalty. Tranisfer Tax &vid Parsonal Income

Tax treatmient assoclated with the division and transfer of Interests in olsand natural gas.

IEI

GENERAL PROPHERTY LAW RELATED T6:01L ANDGAS
A, Types of Estatas |

Real estate can be dividad Into three separite and distinct estates: the
surface estate, the mineral rights astate, and the support estate,! All three estates
can be consolidated undeir one owher or cail be severat ahd-held by different
owners, oS :

0!l and natutal gas Interests are dearlved fi"oﬁ'rrr gwnershlp of or rights to
subsurfaca minarals-of* the. mineral rghts estate.

B, Oll atid &as Leased

Oll and gas cdmpanles typlazlly. acquire the Flght to extract and produce
subsurface ol and gas through a legse-arrangement whereby the lessee is granted
what: 18 known as a “working Interest” In the oll or gas. .

Under an oll or gas lease, the essor reserves an Interest In the minarals
sxtracted and produced, calied a royalty.* Aroyaity Isa right to a share of the
mineral production or Income from the minsral production.

A royalty can be taken “In-kind” or in its monetary equivalent.’®
C. Raeal Estate vs. Personal Property

Olf and gas In place are themselves consldered real estate. Howevér, once oll
or gas Is physically severed from the land, it becomes personal properiy.!

An o} or gas leasa ls not a tradltional Yleasa” In the landlord/tenant sense,
Rather, It is a conveyance of raal estate (the mineral rights astata), which when_
productlon Is obtained, creates 3 fee simple determinable Interest in the leszas,
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Tha reservation of a royalty under an ofl and gas lease creates an estate In
land and not a personal property Interest,

The royalty paymant ltself, whether i1 cash o In=kind, Is personal property.
1%, REALTY TRANSFER TAX '
A. General

Pennsylyania Realty Transfer Tax ls imposad updrany “document” that
effectuntas or evidences the transfor of Yiitle to real_estate." 72 P,S, § 8102-C.

1, Title to real estate

Title to real estate Is any Interest In real estate that s perpptual or
snduras for an Indefinita period gr 1530 yeais or longar, Includtig-an estate
In fee simple, a llfo astate, 8 remalndardhtaregl, adeasehold Intetast, and an
aqsamant, 72 P.S, § 8101-C (definition d vgifla to real estate’).

Raal estate Includas surface estates siichras lands and permanant
improvements thereon and mineral rights estates in oll, gas and quarries.
72 P.S. § 8101-C (definitlon of “real estate”).

9, ‘Taxable *documents”

A document-can he any wrting that effectuates or evidences the
transfer of title to real estata, Consequently, the form or designatlon of the
document Is Irrelevant,” A taxable decument can include a formal deed, a
lease, an assignmeilt agresment or aven a memorandum, As long as the
E!ncui;\?ent offectuates or gvidences tha transfer of title to real estate, ks

axable,

3, Mineral Rlghts

Documents that effactuate or avidence the transfer of mineral rights
ate taxable for Pennsylvania Realty Transfer Tax purposes, 61 Pa. Code §
91,169,

Taxable documments are those that transfer Intarests In & mineral rights
astate liself, -

- Documents that transfer parsonal property rights assoclated with the
mineral rights estate are not raxable. For example, the asslghmaent of the
rlght to racelve Income from an oll or gay lease, such as a royalty payment,
would not be taxabla, However, bacause the reservation of a royalty creates
an Interest In real estate, If the royalty lkaelf (that Is, If the reservation of the

Dapartment of Revenua | @ FL Strawberry Squaro | HBQ, PA 17128 | 717,787.8203 | www revenue.stata. pa.is

page 2 of 12




Interast to the oll and gas production resarved by the lessor} Is cohveyed, the
docliment of conveyance ls subject to Realty Transfer Tax.

The taxahla value of mineral rights ls determined in the same manner i
as any other real estate Intarest, For Realty Transfer Tax purposas, taxabla i
valua Is tha actual monetary worth of the real estate determined elther by a ’
bona flde sale or& If the conveyance ls for no or nominal constderatlon,
computed value,” In the event that there Is ho sale and no computed valus,
ther tha taxable valua s the real estate’s actual merietary, worth, 72 P.S. §
8101-C (definition of “value®), Pennsylvania Depaitfent of Revanue
("department”) regulations provide that actual-méretary worth 1s to be
determined by, appialsal when the real estate’ls notsubject to a bona fide
gala or doas not hava a computed value, 61 #a, Code §-9i,136, In additlon to ;
an appraleal, the department may In its discration accept-other credible =
avidence of the value of mineral rlghts stich as comparablessales, It 1s tha
taxpayer’s burden to provide the grue, full and completa valua of real estate,
Including the value of mineral rights, 72 p.5, §8109-C,

4, Easemaents

Easements,” bacause they are Intarests in-land, are subject to Realty
Transfer Tax to the extent.thdt they ara permanent, Indefinlte or for a term
of thirty years or more.*® This Includes easemants assoclated with ofl and gas
exploration, extraction and productlen except as éxplained In Sectlon NLB.,
below, Types of easements assoclatad with ofl and gas exploration, extraction
and production include the following? Ingress and agress easements, pipellhe
easements, water [Ine easements, and fractura (“frac”) pond easements.

B, Exclusions and examptlens
1, Publlc utllity aasament excisfon”

Excluded from the class of taxable documents are those that grant,
vast or confirm a pubilc ukllity easement. 72 P.8, § 8101-C (definitlon of
sdocument”) and 61 Pa. Code § 91,193(b)(28), This excluslon only applies for
the transfaer of an easement to a person furnishing publlc utllity servica and
only If the easement Is usad in, or useful for, furnishing public utility garvices,

For purposes of this Bulletin, In order to be considered & parson
furiightng a public utilty service, the person must be subject to publlc uillity
regulation. Persons that are subject to the jurisdiction of the Pennsylvania
Public Utlilty Commission (“PUC”)“ or tha Federal Energy Regulatory
Commission ("FERC"),™ or a simllar state or federal agency, are conglderad a

qualifying public utllity,

Pipelines: As indlcated above, the easemant itself must be used in, or
useful for, furnlshing a public utility seryice, Consequently, the easement
ftself must be subject to public utility regulation by entitles such as the PUC
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and FERC, This Is a particularly Important lssue in determining whether gas
pipelines easements ara subjact to tax. .

Ganerally, there are 4 types of gas plpefines, as follows!

° Production plpelines transport gas from the wellhead
to a gathering system,
° Gathering pipelines are larger pipelines that accept gas

' from a serles of well sites and transport the gus to &
transmisston facility. )
o Transmission pipelines ara‘rmgjor pipelines of 30" or
larger that transport procgssedgas on an Interstate basis
for end use. . .
° Distributlon pipelinds.ata pipelinés that transpork ofl or
gas Yo resldaential, commerclal and Industrial users,

Production and gathering plpelines do net transport olf or. gas In
Interstate commerce or to end users and are not subjact to regulation,
Therefore, documents that convay easements for guch plpelines which
easements ara permanent, Indefinite or for @ perlod of 30 or more years are

subject: to Realty Transfer Tax.

Transmlsslon and distibution ineg, on the other hand, transport oll
and gas to end ugers oh an Interstate or Ihirastate basls and are generally
subject to regulation. Therefare, documents that tranafer easements for such
pipelines are not subject to Realty Transfer Tax. .

2. Ol) and Gas Leases

Ag refferenced’above, real astata leases that are perpetual, indefnite

.ot for 30 years armora are subject to Realty Transfer Tax, Genarally, oll and
gds-leasés have @ fixed term for exploration and provislons fot lease
extansions after olhor gas |8 found'and ag long as they are helng producad In
paying quantities. Tharefora, the tarm of an oll or gas lease is generally
Indefinlte. As-a result, such leases would ba taxable, However, therels a
statutory exemption fot leases for the productlon of minerals such as coal, ofl
or hatural gas. 72 P.S. § 8102-C.3(22) and 61 Pa. Code § 91,193(b)(22).
Consequently, such leasos are not subject to tax, The exemption glso applles

to tha asslghment of such leases.
C. Assignments of Ol or Gas Leases

. An asslgnment of an oll or gas laase may or may not be subject to Realty

Transfer Tax. The determinatlve factors related to such assighments are the partles

making the asslgnment and the Hghts belng assigned.
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IV,

As gtated In Sectlon 11L.B,2 above, an nsslgnment of a [ease for the
productlon or extractlon of coal, oll or natural gas Is not gubject to Realty Transfer
Tax. 72 P.S. § 8102-C.3(22) and 61 Pa, Code § 91.193(h)(22).

A lassee who holds a working Interest In oll and gas under an ol and gas
leasa can asslgn part or all of his Interasts to another party (often a subsidlary)
without the imposition of Realty Transfer Tex,

A lassor'a asslgnment of an ol or gas lease s more. pifO‘El‘emath, howaver,
Whenaver a lessor Yassigns a lease” it Is Iimportant to determina tha rights that ate
being assigned for Realty Transfer Tax purposes. "

- A document that assigns a lessor's (nterest under an ollior gas {ease, despite
its deslgnatlon, may Intentfonalty or unintentlonally convey tifle.ta-tha entlra mineral
rights estate, The conveyance of the minaral rights Interest Is taxable.

Any document: that conveys a lessor's reserved teal estate ipterest under tha
royalty clause of an oll or gas lease s taxable. Bven If the document purports to be
an asslgnmoent of a lease, the tax exemptlon for-oll and gas jeasas and the
assignment thetaof 1s not applicable, The exemption Is only appllcable to leases for
“production or extraction” of olf or.gas, Tha Jassor's Ihterest under the |ease is &
reservation of the oll or gas in placs, a reaj estate interest, as opposed to the
Interest that the lassor granted to'the lessaetp extract and produce a portion of the
oll or gas In place, Tharefore, any documant that eonveys the reserved Interest Is

» subject to tax,

Other documents that only assign dutles or personal property rights under
tha lease are not subject to'Realty Transfer Tax. As-explalhed in Sactlon ULA.3,
above, a lessor may seel to assign all ora portlon of his royalty “ncome” under the
laase. The right to the poyaity Incoma (s a personal property Interest and the
document: making stich assighment 1a not taxable. :

Any document that commingles the asslgnment of the real estate Interests In
the mineral rlghts estate with the assignment of parsonal property rights or
(hterasts under the laase ls subject to Realty Transfer Tax to the extent of the
conveyance of the real estate Interest, )

PERSONAL INCOME TAX

A. Rents and royaltles

When an owner of a mineral Hghts estate enters [nto an oll or gas lease, the
lease typleaily provides for both rantal and royalty payments to the owner, The net
galns from rental and royalty payments are taxabla for Pennsylvania Personal
Tncome Tax purposes and are reportable on Schedule E of the PA-40, 72 P.5,

§ 7303(a)(4). Calculatlon of net galng from rents and royaltles are beyond the scope
of this Bullatin,* .
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B. Cotveyanca of mineral rights estate
. Sale

Nat Incomne from the disposliion of property la subject to Pannsylvanla
Parsonal Incorne Tax, 72 P.8. § 7303(a)(3). If a mineral rights estate owner
sells the mineral rights, the conslderation less the owner's basis In the
mineral rights and other costs assoclated with the sale s taxable. Tha galn Is
reported on Schedule D of the PA-40. C o

If the owher owns the entlre fea simpla interest In the real estate; he
must allocate a portion of his basis to the mineral rights estate by @ fraction,
the numerator of which Is the falr market valua of the mireral rights astate
and the denaminator Is the fair market yalue of the entlrefea simple Intarest
In the real estata, The fair market values shall ba detarmined as of the date
of purchase, If tha owner' did not allocate the hasls at the time.of purchase
and Is unabla to ascertain the allocable’basls of the mineral righitsiéstate, he

must use a Zero basls.
9. Glft or transfer for no or nominal conslderatlon

Pennsylvania doas not impase a tax on gifts, If a mineral tights estate
owner makes a gift of the mineral vights (&.g., to famlly members), the
conveyance Is not subject to tax, The trafsferea recelves the ownaer’s basls In
the mineral rights estate as a carryovar basisi 61 Pa. Code § 103.13(c).

If & mineral flghts astate owner conveys the estate to a private trust
for no of nominal conslderation, tha sarmne rule applies,

1f a mineral rights-estate owner conveys the estate to a business
entity (such as a limtted paftnership or limited llabllity company) In a noh-
taxable exchange for an ownership Interast In the entity, the conveyance s
consldered a capital contribution and the basis in his.ownership Interest in the
business entity Is his basls in the mineral rights estata,

¢. Asslgnment of an oli or gas lease

. As explained In Sectlon IILC, ahovs, It s Important to ascertaln the rlghts
that are being cornveyad under an asslgnment of an oll or gas, lease In order to
determine the Pennsylvanla Parsonal Income Tax consaquances of the asslgninent.
To the axtent such an assignment effectustes the conveyancs of the mineral rights
ostate, the provislons of Sectlon 1V.B, apply.

If, however, tha mineral rights astate owner retains tha ownershlp and

control of the mineral rights estate and only assigns incomea rights under the oll and
gas |ease, then thare is a diffarent tax result as explainad below,
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1. Sale of production payments

A mineral rights owner who la the lessor undar an olf or gas leasa may
gall and assign his rights to Incotme from future production payments
{Including royaities) undar the lease, For Pennsylvanla Personal Incoma Tax
puyposes, the sala and asslghment are created ag an antlcipatory asstgnment
of Income.

Asslgnor: When a mineral rights estate owner.salls and asslgns his
rlght to Income from produgction payments under-an oll and gas lease, he lg
considered to receive royalty Incoms to the axtert of the sale price (which
sale prica normally represents the present value of the fufure productlon
payments assigned), Tha assignar reports thé'royalty’ Ificorne on Schedula E
of the PA-40 in the tax yearIn which the sale proceads are received. (The
asslgnot does not recelve a subsaguent daduction when the production

. payments are mada to the asslghee.). .

Assianes: The asslgnee, through his purchase of the [ncomea from the
produgtion payments, acquires a basls In.therfuture production payments,
Thara are two methods by which the assignee must account for his recelpt of
the future production payments and hls basls theraln, The proper accounting
method [depends upon whathat the asgignment 1s park of an open or cloged
transaction. ' : o

The transaction 1s an open transaciion If the future production
payments to which the assignes is entltled aré not readily ascertalnable. The
fransaction Is a closed transaction If the amount Is readily ascertalnable.
Situatlons Involving 6pen transactlons are very rare and are determined on a
casa by case basls, The presumption. is that the transaction Is closed. The
burden s on the asslgnee-to prove otherwisa.

“If the purchase of the future production payments Is a closed
transactlon, each futiire payment I considered a partial non-taxable raturn of
the asslgnea’s basls and the remalnder is consldered taxabla royalty income
reportable on Schedule E of tha PA-40. The taxable and non-taxahle amounis
ara apportioned baged upon the amount of the anticlpated future payments
and the assignaea’s basis. :

_ For example, a lessor under an oil or gas leasa sells and asslgns his
rlght to future production payments for the nexk 25 yaars. The assignee
agraas to pay $35,000 for the futura payments, Asslgnes, therefore, has a
basls of $35,000.00 In the future payrnents. 1t Is anticipated that the total
production payments will be $100,000 (1 yearly payment of $4,000 for 25
years), Based upon those numbers, by the time all future payments are
made, the asslghea will recelve a full return of his basls and an addltlonal
$65,000 of taxable royalty Income, The asslgnee’s basls accounts for thirty-
flve percent: of tha future production payments and the taxable royalty
Income accounts for tha remalnlng sixty-five percent, Consegquently, the
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assignee must account for thirty-flve percent of anch productlon payment as
a return of basls ($1,400) and the other slxty-flve percent as taxable royalty
Income ($2,600). .

if tha purchase of the future production payments Is an open
trangactlon, the purchaser/assignes Is parmitted to use the cost recovery
method to account for the taxable amount: of each futtre productlon’
payment, Consaquently, any future payment wlil be appiled first as a retuin
of the purchaser/asslgnea’s basle. Ay paymant aver and above his basls Is
royalty Incoma to the purchaser/assignes in the tak year In which {t 1

racalved. The royalty Incomae s raported on Schedule E of the PA-40,

5. Donative transfers of production payments

Like tha sale of production payrients, 8 donative transfer of Incerne
from production payrents under ani ol or gas lease alsv Is an.anticlpatory
assignment of future Income, See Flewellen v, Comnmissioner, 32 T.C. 317

C(T.C, 1959). When the productlion payments aré made, the assignor |s

deemed to recelve the payment and, In turn transfer the paymants to the
assighee, Tharefors, the production payments yremaln taxable to the assignor
as royaity Incoine, However, the assignor doas net report the all of the
payments assigned at the tima of the asslgnment, Rather, the asslgnor
feports the payments In the year In which each payhent ls made.

The cnnifeyanca of the 'payménlt fror the assignor to the assignea ls
cohsldared a gift to the asslynes. There Is no tax Imposed tpon the gift,
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Endnotes:

1 In ra Consolidation Coal Sales Co., 932 A.2d 341 (Pa, Commw, Ct. 2007), clling Captline v,
County of Allegheny, 662 A.2d 691 (Pa. Commw. Ct, 19985),

% The lease can creata other rights In the lessor for additlonal payments such as cash s|gmng'

bonuses (alther pald n an up-front fump sum or in deferred Installment paymants) and delayed
rental payments, S

I gae Kilmer v. Elexeo Larid Servs,, 990 A.2d 1147 (Pa, 2010), In I{s declslon the Suprems
Court concaded that It is “unusual and Impractical for natural,gas royalfles to be taken In-idind,”
hut pointed out that “oll royalties can certalnly be so taken,” fllinet, éé'Q?A.Zd at 1158,

4 White.v. New York State Natural Gas Gorp., 190 F, Supp, 342, 346+347 (WD, Pa, 1960).

¥ tacobs v, CNG Transmission Corp., 332 F Supp..2d 759, 772-773 (W.D. Pa, 2004},
5 puquesne Natural Gas Co, v, Fefalt, 203 Pa, Supsr. 102, (Pa; Supar, Ct, 1964),

7 petermining the natura of 8 convayance oF grant related to oll and gas Instruments can be
particularly problematic, Ag stated by the Pennsylvanla Superior.Court,

., we remind aursalves the judiclal.gonstristion of Instrumgpts involving ofl
and gas Is particularly troublesome. Pénnsyl\'/\amlei--'caseilaw-'eivldances a long
and tortured trall of attempts to make sgnse-of plifases, parts of phrases, and
words of art sometimes used it a common sense mafiner and sometimes used
wlth & preclse technlical meaning, and all-used In documents gometimes drafted
with care and sametimes quicldy scribblad:by the Hitigants themselvas, Many oll
and gas titles tiaca to agreements from tha late 1.9th or early 20th cantury and
may use antiguated terms foralgn to us todgy. A cantury ago, a farmer's
understanding of how the surfaca ofihls:tand would be used to extract the oll
and gas lving beneath ltwould he considarably different from the
understanding of the surface owner today who Ia acutely aware of the Increased
burdens on the suifdce Imposed by modem axtraction technology«

The legal effect of words cleatly understood when used In other contexts,
therefore, becomes murky when conslderad In the context of oll and gas
Instruments, The fact, for exarnple, that an Instrument Is tltied a "lease,”
"dead,” ot "agreement” ls hot detarminative, Even the use of the words "grant
and convey" does not necessarily create 8 fee simpla estate [n the grantee.
Applylng the literal meaning to words and phrases found In oli and gas
documents Is fraught with the oppartunity for injustice,

As a result, we must be mindful that the object in Interpreting Ihstruments
relating to oll and gas Intsrests, llkke any written Ingtrument, "Is to ascertaln and
effectuate the Intentlon of the partles.”

Szymunowskl v, Brace, 987 A2d 717, 719 (Pa, Super, Ct. 2009) (cltations omlited).
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Consaquantly, It T8 extremely Important to ravlaw the (nstruments to detarmine the nature of
tha rights affected by the instrument,

8 computed Valua Is the actual monetary worth of the real estate determined by adjusting tha

assessed value of the real estate for local raal estate gax purposes for the common lavel ratlo of

agsessad values to market valuas of the taxing district as establlsh by the State Tax
Equallzation Board, 72 P.S, § 8101-C (definition #2 of “valua),

? mAn aasement Is a llberty, privilage or advantage which one may, have ivthe lands of another

without proflt, . . . It may bs merely nagative , . . and may be credted by a covenant or
agreemant not to use land In a certaln way.. ... But It cannol: be an.estate or interest In the
Jand Itself, or a right to any part of It.' ‘An easemmant |5 a,right: In the owner of one patcel of land
by reason of such ownership to use tha land of another fof a speclal purpose, not inconslstant
wlth a general property In the owner." Claments v, Sanaufl, 51 A.2d 697,698 (Pa. 1947).
Although not an astate In land, an easement ig & “nkarest In land” that “must be created and
transferred by deed, by prescriptlon which presuppdses a grant, by an agreeniart for.a
conveyance which may be enforced In aquity, or by &gale of property with referenice to an
axlsting convenlence which entftled tha grantes to Its contjnuet! erjeyment, In order to
establish an easemant the domfnant and servient estates myst ba owned by different persons.
, . The easement may be created by convayance of the right-when transfarring property in
Favor of which It 1 to exlst, or it may be resarved In favor of the grantor." Rlefler & Sona v,

Wayna Storage Water Power Co., 81 A, 300,302-303 (Pa, 3911). . .

10 The Realty Transfer Tax statute contemplates the taxdtien of sasements as evidenced by the
definition of vaiua, which provides that the taxable value of redl-estate shall be lts actual
monetary worth *In the casé of easernants or ofher Interests I real estate the value of which Is
not determinabla . , . 772 P.5, §8101-C (deflnitlon #2 of “value”) (emphasis added).

11 7ha PUC has the “administrative power and authority to suparvisa and regulate all public
utilltles dolng business” within Pennsyivania, 66 Pa.C.S, § 501, A “public utllity” nclhudes a
parson or corporation that owns or operates ‘equipment or facilities In Pennsylvanla for
producing, genarating, transmitking, distributing or furnishing natural or artificlal gas to or for
the publlc for compensation, It does not include a producer of natural gas not engaged In
dlsitglzbutlng such natural orartificlal gas directly to the public for compensation. 66 Pa.C.S,

&

12 RERC I8 ah Independent agency that regulates the Interstate transmission of electriclty,

natural gas, and oll, Faderal Energy Regulatory Comimisslon, What: FERG Does,

httpi//www ferc.gov/about/ferc-does.asp (last vlsltad Octobar 25, 2010).

13 The Unitad States Supreme Court “has stated that ‘production’ and ‘gathering’ ‘are terms
narrowly conflned to the physlcal acts of drawing the gas from the earth and preparing It for
the flrst stages of distributlon,’ For purposes of tha NGA [(the Natural Gas Act of 1938)],
gathering Is tha activity that occurs between the production of tha gas and delivary to a faclilty
for transportation In Interstate commerce.” 484 Energy Law and Transactlons § 84.02

1 Generally speaking, a lease Is an encumbranca, Borger v. Welnstein, 63 Pa, Super. 153 (Pa,

Super, Ct. 1918) (“Famlilar llustrations ara mortgages, judgments and other llens, leases;
axacutory contracts of sale and taxes asgessed,”); see also, Relmann V. Unlted States, 196 F.
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frst

Supp. 134 (D. Idaho 1961); Clarle v. Fishar, 54 Kan. 403 (Kan. 1894); Westerlund v. Blagk
Beal- Mining Co., 203 F. 599 (8th CIr, Colo, 1913), -

waAn encumbranice hag been defined as ‘every Flaht or interest In the land which may subslst In
third persons to the diminution of tha valus of the land, but congistant with the passing of the
fae by the conveyance,’ It may be such as affects the title, or only the physical condltion of tha
property, Illustrations of the frst class are found In mortgages or other liens of record, ciaims
for taxas, assessable benefits, outstanding artlcias of agreamsant to sell; op the inchoate rights
of dower, As affecting the fres enjoyment of the land, ansements,.such as the existence of a
rallroad right-of-way, though merely-an adopted location, or for prlvate use, unless apparent
and notorlous, are encumbyances. The sume Is tiue as to restrictioris on the use of the |
property, so long as the value of the land may be diminished; though the contrary |s held whera
ihe exlsting clalm works no Injury.” RIttar . Hull, 282 Pa,.115, 118 (Pa. 1925)

In the case real estata lease, a lensa encumbers the real astate belng leasad; Th.the case of an
ofl or gas leass, the |ease |8 an sncumbranca over the mineral rights estate, As an
ancumbrance, the lease Itself cannot ba sevarad from the real esate interast, In fact; as
explainad by the Duguagne and Jacobs Courts (83 cited aboye), an oll and gus lease i3 more
than just a lease, It s a defeasible deed, 1t doesn't just gncurnber the mineral rights. It '
effectuntes a conveyance and a reservation, Thera Is a coriveyancs of tha fnineral rights to the
legsea and a partlal resarvation of the irilnerat Flghts to the lestor In the nature of tha royalty
intarast, Consequently, when the lessor Attempts to convay his Interast in the lease, It s
important to detarmine what interest Is belng convayed, '

15 gag 61 Pa. Code § 125,51 for rules related to cost depletlon, and PERSONAL INCOME TAX
BULLETIN 2011-XX for rules reldted to intanglble, driling costs, Sae also CHAPTER 23 (NATURAL
RESQURCES) of the department’s on+lina PENNSYLVANIA PERSONAL INCOME TAX GUIDE,

16 Tresury Regulation § 1,633 defines a “produgtion payment” ganerally as “a right toa
specifled share of tha production from rotneral In place (if, a8, and when produced), or the
proceads from such productlon:* 26 CFR'S 1,636-3(a).

17 Yistorlcally, for Federal Income Tax purposes, sych sales were treated as an anticlpatory
asslgnment of Income rakher than the sale of a capltal asset, See Commissloner of Internal
Revlenuedet at. v. B, G. Lake, Inc., et al., 356 U.S. 260 (1958). As the Supreme Court
explalnad; )

Tha substance of what was asslgned was the right to racelva future hcoma,
Tha substance of what was recelved was the present valua of Income which
the reciplent would otherwise obtain In the futura, In short, conslderation was
pald for the right to recelve futire income, not for an Increase In the value of
the Incomé-producing property.

Lala, 356 U.8, at 266, Consaquently, the asslgnor lg consldered to racelve taxable ordinary
[ncome when tha purchase price for the production payment |s péild to him by the asslgnes,

The rute In the Lake case was superseded by amendments to tha Internal Ravenue Code In

1969, Now, IRC § 636 and applicable Treasury Regulations provide tha rules for the esslgnment
of mineral production payments. Under those tules, the purchase price for the asslgnment of &
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production payment is considerad a loan from tha assignea to the asglgnor, Tha production

payments wheh ma

de are consldered Income to the assignor, Such payments ara then pald

over to the assignes, as a princlpal and Interagt paytent, In repayment of the loan,

pennsylvanla Personal Income Tax law does ﬁo'i: contaln a similar provislon to IRG g 636,
Ihstead, Pennsylvanla applies rules simllar to thosa established by the Supreme Courtin Lake,
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