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TO:   Investment Partners 

FROM:   Emeth Value Capital | emethvaluecapital.com 

DATE:  7/31/2020 

RE:  2020 H1 Letter 

 
Foreword 

I intend to share the updated results at the outset of each letter. It is worth reiterating that I ascribe little 
significance to short term results. I look out many years when making investments for the partnership and 
believe our results are best weighed using a similar time horizon.   

Market Myopia & Basic Math 

“Despite the temptation to associate intelligence with rationality, in many cases these two characteristics 
do not go hand in hand. Unlike intelligence, which is associated with proper logical functioning under 
controlled environments (the famous IQ tests), rationality has only been treated with a scientific bias more 
recently. The understanding of the limits of knowledge, the reading of the world in terms of probabilities, 
the ability to isolate ‘noise’, and an open but also emotionally balanced mentality are some of the 
characteristics that make up the framework that defines rationality.” (Lucas Beilawski & Bruno Levacov)     

In investing, you are always trying to get better prospects than you are paying for, and these odds are rarely 
presented in step with the consensus. While many investors are content to purchase obviously high quality 
assets at comfortable prices, few are inclined to pursue surprisingly high quality assets at uncomfortably 
low prices. As the saying goes, “everyone is a value investor until stocks get REALLY cheap.” At the heart of 
the matter is the interplay between deeply ingrained behavioral and institutional biases. In the investment 
management industry, the truth is, social proof is often the principal ingredient for developing conviction. 
The ability to think independently and the fortitude to weather business risks that come as a result of 
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making what David Swensen calls “uncomfortably idiosyncratic” investments is rare. Furthermore, an 
enigma exists in investing in that you must wait patiently for a time that offers bargain prices while also 
enduring the pain that it takes to get to that point first. When buying shares in a business with a falling 
price, you are unlikely to catch the bottom unless you are already there. This, however, is not meant to be 
an endorsement for complexity. It is tempting to think what has worked in the past is simple and what has 
not is complex, when pricing often dictates the opposite. What must be certain in detail at one price can be 
known in general at another. Indeed, I have often found that the best investments are incredibly simple, 
relying upon only a few key variables and basic arithmetic. Consider a theoretical business earning $100 of 
free cash flow, which grows at five percent per annum. A discounted cash flow analysis would show that 
this company is worth $3,500, assuming an eight percent discount rate. Suppose now that this business 
begins to experience near term challenges. It would not be uncommon to see share prices drop fifty 
percent or more in the unexpected absence of short term profit visibility. Perhaps in the given scenario, 
impairment is justified - competitive dynamics change, innovative disruption occurs, and small shifts in 
valuation for highly leveraged entities can have dramatic effects on the residual interests of equity owners. 
However, at other times these near term headwinds are understandably transitory. It is at these moments 
when basic math, rationally applied, can become quite compelling. For example, if this company now earns 
only half the cash flow we previously expected over the next three years, while maintaining identical 
earnings power for all subsequent years, then the value of the business falls to $3,360, only four percent less 
than our original estimate. Occasionally, Mr. Market calls from the next town over to tell us that a building 
in our neighborhood is on fire. If I can see from the sidewalk that the opposite is true, you should expect 
that I will be interested to have a look around.  

Thoughts on Quality: The Price of Fragility 

Quality is perhaps the most widely sought after investment characteristic and, even still, manages to elude 
a collective framework. High revenue growth, deep competitive advantages, competent management, and 
high returns on capital are only some of the ingredients that could be required for qualification. In recent 
years, “compounders” - a term often used to describe companies with high returns on invested capital and 
long runways for reinvestment - have captured the imagination of the investing public. When the presumed 
ability to reinvest cash flows at very high rates is combined with a sufficient number of columns in an excel 
spreadsheet, one can justify paying nearly anything for an investment. Consider the graphic below.  

 

This analysis compares two hypothetical businesses, one of average quality and another of high quality - 
the “compounder”. We assume here that the high quality business has some timeframe to reinvest cash 
flows at high rates, in this case twenty percent, before mean reverting to a business of average quality. This 
mean reversion could be a result of intensified competitive dynamics, the law of large numbers, poor 
management execution, or numerous other factors. We then calculate the implied purchase multiple an 
investor should be willing to pay based on the duration of high compounding, an exit multiple of ten times 
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earnings, and a required return of eight percent per annum. We see that the implied purchase multiple 
increases exponentially as our expected runway for reinvestment lengthens. The problem is that 
supernormal rates of return are innately ephemeral, and the premise of investing in quality is self-
defeating if the price paid creates fragility. For example, we can calculate the embedded margin for error 
based on an investor that originally expects a twenty year runway for compounding and pays the 
corresponding 82.3x implied fair value earnings multiple. If this high quality business mean reverts after 
year seventeen instead of year twenty, the investor would be left with twenty-seven percent less cash flow 
than they originally forecasted. If instead the runway for high return reinvestment falls short by five years, 
then more than forty percent of the originally forecasted cash flow would be lost. When dealing with high 
growth, high expectation businesses, the words of Curtis Jensen, former Chief Investment Officer of Third 
Avenue Management, ring especially true: “DCF to us is sort of like the Hubble Telescope - you turn it a 
fraction of an inch and you’re in a different galaxy.” Below I highlight Black Stone Minerals LP, the 
partnership’s largest and highest quality investment, which is bereft of both sensational growth prospects 
and an endless runway for reinvestment. 

Black Stone Minerals, LP 

Overview 

Black Stone Minerals is one of the largest owners of oil and natural gas mineral and royalty interests in the 
United States. They own more than twenty million gross mineral and royalty acres, which are perpetual 
non-cost-bearing assets located across forty-one states and sixty-two onshore basins. Many of these 
interests are in active resource plays including the Bakken/Three Forks, Eagle Ford, Haynesville/Bossier, 
and Wolfcamp/Spraberry/Bone Spring.  The breadth of the mineral estate, long lived nature of the assets, 
and active resource management exposes Black Stone Minerals to growth from new and existing plays 
without the need to invest additional capital. Tom Carter, the CEO of Black Stone Minerals, owns twelve 
percent of outstanding common shares and has over forty years of experience in the oil and gas industry. 

History 

In 1876, W.T. Carter & Bro, the predecessor of Black Stone Minerals, was founded in Southeast Texas as a 
family operated lumber company. After nearly a century of profitable operations, in the 1960’s, the family 
began to divest the timber and lumber properties but retained the subsurface mineral interests in order to 
pivot towards oil and gas exploration. Black Stone Minerals was formed to develop the prospective acreage 
throughout the 1980’s, which ultimately led to the discovery of the prolific Double A Wells Field in East 
Texas. In 1992, Black Stone Minerals acquired the mineral estate of the Kirby Lumber Company, which 
marked its first acquisition of mineral interests and expanded its existing core asset base in East Texas. 
Over the next several years, Black Stone Minerals shifted its focus away from exploration toward the 
acquisition of mineral and royalty interests, embarking on a campaign that resulted in approximately $100 
million of transactions. Eventually, Black Stone Minerals began managing institutionally backed private 
investment funds. The partnership and its fund affiliates invested approximately $1.2 billion in over twenty 
transactions between 2002 and 2010. After many years of success, Black Stone Minerals decided to 
discontinue the private fund business and instead purchase all future transactions directly. Private fund 
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interests were offered an exchange of their fund ownership for cash or equity, and in a robust display of 
confidence over ninety percent of limited partners elected to receive equity. In 2015, Black Stone Minerals 
completed its Initial Public Offering becoming the largest publicly traded mineral and royalty company in 
the United States.  

Introduction to Mineral Interests 

Mineral interests are real property interests that are perpetual and grant ownership to all the oil and 
natural gas lying below the surface of a property, as well as the right to explore, drill and produce on that 
property. Mineral owners typically grant leases to operators under an initial three‑year term in exchange 
for an upfront cash payment known as a lease bonus and a royalty interest entitling the owner to a 
cost‑free percentage of production (usually ranging from fifteen to twenty-five percent). The lease can be 
extended beyond the initial term with continuous operating activities, but when production or drilling 
ceases on the leased property the lease is terminated and all mineral rights revert back to the mineral 
owner who can then lease the exploration and development rights to another party. The market for mineral 
interests in the United States is large, remains highly fragmented, and is essential to the ongoing operations 
of energy majors and independents alike. Global consumption of fossil fuels, particularly natural gas, is 
expected to grow for several decades, and mineral interests occupy an enviable position in the industry 
value chain. Compared to upstream operators, mineral interests are less sensitive to commodity prices, do 
not require capital outlay for production growth, and are net beneficiaries of technological innovation. 
Upstream operators often use debt to fund drilling programs, which are necessary to capture acreage, 
achieve scale, and replace declining base production. The result is highly leveraged capital structures 
backed by assets tethered to commodity prices - not exactly a recipe for success. On the other hand, 
midstream assets share many attractive features with mineral interests. Fee based payments and minimum 
volume commitments provide stable cash flows that are less sensitive to commodity pricing, and regulatory 
barriers to entry make competitive dynamics less severe. However, midstream projects are capital 
intensive, have predetermined growth profiles, and require ongoing maintenance. Mineral ownership 
uniquely offers both downside protection and the potential for growth without capital. In actuality, three 
distinct assets comprise Black Stone Minerals’ portfolio: mineral interests, nonparticipating royalty 
interests (NPRIs), and overriding royalty interests (ORRIs). Like mineral interests, NPRIs represent the 
right, which is perpetual, to receive a cost-free percentage of production from a specified property. NPRIs, 
however, do not have the associated right to structure and execute a lease or to receive a lease bonus. They 
are, in effect, minority interests. ORRIs are royalty interests that burden a lease and represent the right to 
receive a cost-free percentage of production. These are not perpetual assets but remain in effect until the 
associated lease expires. Collectively, Black Stone Minerals owns 7.2 million net mineral interest acres, 340 
thousand NPRI net acres, and 240 thousand ORRI net acres. This expansive acreage position is diversified 
by both basin and commodity and has a healthy mix of PDP and non-PDP assets. At present, over seventy 
percent of Black Stone Minerals acreage position is unleased.  
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Technology & Innovation - The Shale Revolution  

The United States is a legal anomaly in that it is one of the only countries in the world that recognizes the 
right of individuals to own subsurface minerals interests. Elsewhere, mineral interests belong to the 
government, which has created a profound structural advantage for the domestic oil and gas industry. 
Since the nineteenth century, oil and gas entrepreneurs in the United States have intensively delineated 
geologic formations with the support of private capital markets and a favorable regulatory environment. 
This cultivated an abundance of geologic expertise, promoted innovation, and necessitated the 
development of a large network of midstream infrastructure. In addition, more recent advancements in 
horizontal drilling and hydraulic fracturing have made unconventional resources, such as those found in 
shale and tight sand formations, increasingly economically viable. Recall that shale formations are typically 
the source rock for conventional reservoirs. Over millennia and with requisite porosity, hydrocarbons 
within shale have migrated towards lower pressure through other formations until accumulating beneath a 
geologic trap. This impermeable layer of rock stops the free flow of hydrocarbons and produces a 
conventional reservoir, which has been the target of oil and gas operators over the past century. 
Unconventional drilling, however, exploits shale as both the source rock and the geologic trap. This has led 
to unprecedented leaps in well productivity and has transformed the United States into a leading global 
producer of oil and gas. Notably, this success is unlikely to be replicated abroad. Shale deposits are often 
large geologic formations and require extensive seismic mapping and appraisal drilling to locate the core of 
a play. The United States boasts over one hundred years of drilling data across more than sixty onshore 
basins, an asset that would be challenging to replicate. Moreover, resources must be accessible and in many 
countries shale deposits are located in densely populated or mountainous areas. Finally, sufficient 
infrastructure capacity must be present to transport resources, which does not exist in countries without a 
history of oil and gas exploration. Altogether, these challenges are exacerbated by government 
involvement, which is often plagued by corruption and inefficiency. In the United States, horizontal shale 
wells now account for seventy percent of oil and gas production, which is up more than six fold over the 
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last decade. Estimated Ultimate Recovery (EUR) per well has increased at a remarkable pace as operators 
iterate on completion designs and develop innovative technologies aimed at enhancing recovery. 
Unfortunately, operators are often caught, as Warren Buffett says, “standing on tiptoe at a parade.” When 
one competitor adopts a new technology, others do the same with limited value ultimately accruing to the 
operators as a whole. Mineral owners, on the other hand, benefit from this dynamic. Unlike operators, 
mineral interests do not have variable costs tied to production volumes, which means they 
disproportionally benefit from production growth over commodity pricing. In addition, with the passage of 
time an increasing proportion of acreage inevitably becomes economic as technology improves and as 
operators allocate capital to delineating emerging resource plays.  

Active Minerals Management + Low Cost Core Acreage 

Black Stone Minerals’ team of landmen, engineers, and geologists actively promote acreage to industry 
operators and over time have used creative structures to accelerate the development of key assets. In 
contrast, other mineral owners take a passive approach, which reflects a proclivity toward substantially 
leased and producing acreage. Recall that Black Stone Minerals owns over fourteen million gross mineral 
acres that are not presently contributing cash flow. This significant unleased position has no associated 
holding cost and provides an avenue for decades of organic growth. Over the last forty years, numerous oil 
and gas plays have charted the lifecycle from an emerging to breakout to mature play. The next forty years 
will be no different. The immense breath of this unleased asset ensures that, where emerging plays do 
breakout, Black Stone Minerals is likely to have existing exposure. Furthermore, this acreage provides an 
additional opportunity to enhance shareholder value by selectively accelerating this de-risking process. 
The most prolific example of this is Black Stone Minerals’ Shelby Trough position. The Shelby Trough is on 
the southern end of the Haynesville/Bossier formation in East Texas and encompasses San Augustine, 
Nacogdoches, and Angelina counties. Five years ago, Encana and XTO were in the early stages of developing 
a leasehold position in San Augustine County when Encana decided to exit the natural gas business 
altogether. XTO was unwilling to move forward without a development partner, so Black Stone Minerals 
joined the lease on a fifty percent non-operating working interest basis. This commitment was unusual for 
a mineral owner, but allowed Black Stone Minerals to incubate development that could unlock several 
decades of drilling inventory. The program turned out to be wildly successful and allowed the team to use 
early insights from operations to nearly double their acreage position in the surrounding counties. Today, 
the Shelby Trough is one of the lowest cost natural gas plays in the United States and boasts four of the top 
fifteen wells in the entire Haynesville shale – a particularly impressive feat given the early stage of 
development. Black Stone Minerals has witnessed a tenfold increase in production volumes from their 
Shelby Trough assets since partnering with XTO and has more than twenty years of low cost drilling 
locations remaining across their acreage. In 2017, Black Stone Minerals executed two farmout agreements 
that released them from their working interest commitments and allowed them to participate going 
forward as a pure mineral interest owner. A second, smaller example of active minerals management is the 
PepperJack Field discovery in the Lower Wilcox trend a few counties south of the Shelby Trough. This is an 
area that Black Stone Minerals has an existing acreage position dating back to 1992. To the northwest, Unit 
Petroleum discovered the Gilly Field, which is a 500+ Bcfe stacked pay natural gas resource that boasts 10-
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20 Bcfe EUR wells with high double digit return profiles. Black Stone Minerals’ goal was to develop a Gilly 
Field analog by mapping the entire Lower Wilcox trend using 900 square miles of 2-D. They discovered 
multiple prospects, including the PepperJack Field in Hardin and Liberty counties. However, it proved 
difficult to attract an operator to the play on acceptable terms because the Lower Wilcox is a tight sand 
formation, as opposed to shale. As a result, Black Stone Minerals decided to drill a well themselves to help 
market the acreage with more concrete data. The PepperJack A#1 logged three high quality pay zones that 
mirrored those of the Gilly Field. In addition, results from a third party evaluation firm estimated the well 
in the range of 20 Bcfe, a figure that, dollar for dollar, would rival any natural gas play in the country. The 
PepperJack Field covers 4,000 acres of high net interest property, more than double the size of the Gilly 
Field. Within six months of marketing the well, Black Stone Minerals entered into an agreement with an 
operator that reimbursed the full program drilling cost and gave the operator an option to further delineate 
the play after completing the PepperJack A#1. To date, the results from the first completed well are less 
than originally expected. More time and drilling results are needed to evaluate the definitive acreage 
quality, but nevertheless this highlights Black Stone Minerals’ ability to incubate development and 
accelerate operator interest in a play that could result in a highly asymmetric payoff. Fortunately, Black 
Stone Minerals also has many properties that do not require active management. Their acreage in the 
Permian, Eagle Ford, Bakken/Three Forks, and Haynesville/Bossier are many of the lowest cost oil and 
natural gas plays in the country. These positions form the core of Black Stone Minerals’ portfolio, and 
replicating them in scale and quality would be a near impossible task. The Permian and Haynesville/Bossier 
are less than thirty percent developed, while the Eagle Ford and Bakken/Three Forks acreage is relatively 
mature. Over time, Black Stone Minerals has been successful in opportunistically bolting-on acreage to 
these core properties.  

 

Commodity Diversification - Naturally Hedged  

There are seven publicly traded oil and natural gas mineral and royalty interest companies in the United 
States. Some, like Falcon Minerals, Viper Energy Partners, and Texas Pacific Land Trust are basin specific 
players with concentrated acreage positions in the Eagle Ford or Permian. Other competitors - Brigham 
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Minerals, Dorchester Minerals, and Kimbell Royalty Partners - have relatively diversified mineral portfolios 
covering several liquids focused basins. Black Stone Minerals, however, is the only mineral and royalty 
interest company that is diversified by both basin and commodity. This is important for several reasons. 
First, the price of oil and natural gas are inversely correlated. More than twenty percent and growing of 
domestic natural gas production is associated gas produced as a byproduct of shale oil drilling. 
Unconventional oil wells have steep decline curves, and in the United States most basins require at least 
forty dollar oil to incent economic drilling. Therefore, if the price of oil drops to a level that forces 
production curtailment, then the ensuing shortfall in natural gas supply would swiftly lead to higher 
natural gas prices and production growth. On the other hand, the headwind to natural gas pricing from 
associated gas growth is limited by domestic crude consumption, which has largely been met over the last 
decade. Second, the United States is a low cost producer of natural gas but is positioned higher up the 
global cost curve for oil. This leaves domestic oil production, particularly from high cost basins, vulnerable 
to geopolitical decision making on the low end of the cost curve. Fortunately, governments around the 
world rely on income generated from state owned oil and gas entities to balance fiscal budgets. Many 
countries that can drill profitably below forty dollar oil are incentivized to keep supply in balance in order 
to achieve adequate pricing. Finally, unlike crude oil, global demand for natural gas is expected to grow for 
several decades with the United States witnessing the largest call on supply. Steady retirements of coal and 
nuclear power plants have increased the domestic power generation mix of clean burning natural gas from 
twelve percent to thirty-eight percent over the last two decades. In addition, planned coal retirements over 
the next five years are expected to cede an additional six percent of the domestic power grid, or 4.5 Bcf/d of 
natural gas equivalent. Even still, the largest impact will come from the export of liquefied natural gas. 
Where pipelines are not feasible, liquefying natural gas provides a cost effective method for transporting 
natural gas from producing regions, like the United States, to end markets, like East Asia. Unconventional 
drilling has dramatically increased the amount of gas that can be recovered at a relatively low cost, enabling 
the United States to transition from a net importer to a net exporter of LNG. At present, the United States 
has ~9.0 Bcf/d of LNG export capacity, which has grown more than fivefold over the last three years. In 
addition, a second wave of LNG projects are underway with ~10.5 Bcf/d of capacity under construction and 
a further ~20.0 Bcf/d approved by regulators. These are complex, long-term projects, but the increased 
demand for natural gas feedstock will be meaningful compared to the current base production of ~110 
Bcf/d.  
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Opportunity for Consolidation 

There is a substantial opportunity for Black Stone Minerals to become a leading consolidator in the highly 
fragmented minerals market. For many years, mineral and royalty interests have taken a backseat to 
operated working interests due to long held assumptions that minerals are economically uncompetitive 
and non-scalable. However, with peak oil becoming a distant memory, the virtues of mineral ownership 
have come to the fore. Warren Buffett once quipped, “If you live in Texas and your grandfather is close to 
dying, and he calls the grandchildren around him… In his final words, he always says ‘Don’t sell the mineral 
rights.’” Many individuals inherit their mineral interests, do not consider them explicit investments, and 
are often skeptical of institutional buyers. Indeed, less than two percent of the $500 billion United States 
minerals market is represented by publicly listed entities. Nonetheless, a convergence of factors has shaped 
a particularly attractive acquisition environment for the largest mineral platforms. Prior to the advent of 
horizontal drilling, low success rates in conventional exploration necessitated low offer prices from 
mineral acquirers. As a result, for every three sellers who received a small payout for worthless acreage, 
one seller received a small payout for acreage worth a fortune – imparting decades of friction on the 
minerals market. Today, unconventional exploration lowers geologic risk and allows mineral acquirers to 
offer higher prices without sacrificing deal economics. In addition, public entities offer a unique advantage. 
They are able to offer common shares in a diversified, large, producing, liquid, and professionally managed 
mineral estate in exchange for a targeted tract of acreage – an often compelling proposition for sellers 
compared with a cash only offer. Furthermore, private equity sponsors have invested over $9 billion in 
mineral interest transactions over the last ten years and their structural need for liquidity will support 
increased deal flow for the largest public incumbents. Investment returns in the energy sector have been 
abysmal, and as such, equity markets are all but closed as an exit strategy for these owners. Black Stone 
Minerals, on the other hand, is one of a few companies that has the ability to provide liquidity for large 
scale minerals packages. Finally, compared to its peers, Black Stone Minerals is less leveraged, has 
acquisition experience in virtually every major operating basin, and is willing to acquire both producing 
and non-producing acreage. 

Long Term Infrastructure Assets 

Three acreage positions form the core of Black Stone Minerals’ portfolio – the Haynesville/Bossier, Permian 
Basin, and Bakken/Three Forks. These are irreplaceable, long lived, critical infrastructure assets that 
witness consistent operator demand and are akin to owning real estate in the world’s busiest metros. 
Indeed, they are real property interests, which benefit from structural growth in economic activity, and 
provide a long term hedge against inflation. Black Stone Minerals owns 460 thousand gross mineral acres - 
260 thousand net mineral acres - in the Haynesville/Bossier, which is a large dry gas formation that 
encompasses sixteen counties in East Texas and Northwest Louisiana. The region accounts for 
approximately fifty percent of the group’s production, and it is among the highest quality, highest return 
resource plays in North America. Due to significant development activity in the region beginning in 2008, 
production and decline rates are predictable, and low cost midstream infrastructure is currently in place 
with underutilized capacity. In addition, geographic proximity to Henry Hub, LNG export facilities, and 
industrial end users results in low transportation cost that provides a competitive advantage relative to 
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other North American natural gas plays, such as those in Appalachia or the Rockies. To date, 1,200 gross 
wells have been drilled on Black Stone Minerals’ Haynesville/Bossier acreage with a further 1,600 locations 
conservatively remaining for development. Future locations are projected to return more than 12 Bcf EUR 
per well. Furthermore, Black Stone Minerals owns 2.7 million gross mineral acres – 250 thousand net 
mineral acres – in the Permian Basin which ranges from West Texas into Southeastern New Mexico and 
accounts for sixteen percent of the group’s production. The Permian Basin is currently one of the most 
active areas for horizontal drilling in the United States and encompasses several sub-basins including the 
Delaware Basin, the Midland Basin, and the Central Basin Platform. The region has a history of over ninety 
years of conventional oil and natural gas production and is characterized by high reservoir quality, 
consistent geology, oil-weighted production, multiple horizontal target horizons, and low natural decline 
rates. In the Delaware Basin, operators are currently targeting up to ten benches in the Wolfcamp, Bone 
Springs and Avalon formations. In the Midland Basin, operators are currently targeting up to eight benches 
in the Wolfcamp, Spraberry and Jo Mill formations. This stacked pay nature allows operators to develop 
multiple horizontal wells from a single surface location, which enhances well economics due to shared 
infrastructure. The Permian Basin boasts industry leading breakeven prices below $35/bbl and has more 
than fifty years of economic inventory remaining at current activity levels. To date, 2,500 gross wells have 
been drilled on Black Stone Minerals’ Midland Basin and Delaware Basin acreage with a further 8,500 
locations conservatively remaining. Future locations in the Midland and Delaware are projected to return 
more than 700 MBOE EUR per well. In addition, Black Stone Minerals owns 450 thousand gross mineral 
acres – 71 thousand net mineral acres – in the Bakken/Three Forks which stretches from Western North 
Dakota into Eastern Montana and accounts for nine percent of the group’s production. This unconventional 
play is located in the Williston Basin, which is the largest contiguous oil and gas formation in the United 
States and contains an estimated 7.4 billion barrels of undiscovered, technically recoverable resource. The 
majority of Black Stone Minerals’ acreage is located along the Nesson Anticline, which encompasses the 
core of the resource play in Mountrail, Williams, and McKenzie counties. Furthermore, the Bakken/Three 
Forks is considered to be world class source rock, with a total organic content that is nearly double that of 
the Permian Basin. To date, 4,500 gross wells have been drilled on Black Stone Minerals’ Bakken/Three 
Forks acreage, rendering the asset mature. However, estimates of original oil in place exceed 500 billion 
barrels, which makes the region a prime candidate for recompletions and unconventional enhanced oil 
recovery programs. Future locations are projected to return more than 850 MBOE EUR per well. Finally, 
Black Stone Minerals owns 16.4 million gross mineral acres – 6.7 million net mineral acres - across 
numerous other conventional and unconventional oil and natural gas plays throughout the lower forty-
eight states. This acreage regularly accounts for more than twenty percent of Black Stone Minerals’ new 
gross well permits and more than twenty-five percent of total production volumes. Resource plays include 
but are not limited to the Eagle Ford Shale, Marcellus Shale, Utica Shale, SCOOP/STACK, Austin Chalk, 
Tuscaloosa Marine Shale, Fayetteville Shale, Barnett Shale, Niobrara Shale, Codell Shale, Wilcox, Cotton 
Valley, Canyon Lime, Granite Wash, and Smackover/Brown Dense. To date, 60,000 gross wells of varying 
maturity have been drilled, which provides a predictable stream of long term production in addition to 
continuous exposure to breakout resource plays.  
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Valuation 

It is difficult to envision a better business model than mineral ownership. As one of the largest owners of oil 
and natural gas mineral interests, Black Stone Minerals operates with less than one hundred employees 
and is able to grow with no associated capital expenditure and few variable costs. As a result, more than 
seventy percent of revenue is converted into free cash flow each year, which makes operating at a loss, even 
in the worst of commodity price environments, a rare occurrence. In order to assess a worst case scenario 
for Black Stone Minerals, we can value the runoff production of the existing 70,000 gross wells. If we accept 
that all drilling ceases in perpetuity, then at $45/bbl oil and $2.50/mcf natural gas the wells on Black Stone 
Minerals’ acreage would produce approximately $1.2 billion of distributable cash flow over the next fifteen 
years – or enough to repay all debts and return nearly seventy percent of the current market cap. However, 
not only is this scenario unlikely, but the immense breadth of Black Stone Minerals’ estate makes it a virtual 
impossibility. New well permits on Black Stone Minerals’ acreage regularly account for more than ten 
percent of all horizontal well permits in the lower forty-eight states. Unconventional wells have high 
decline rates; therefore, new drilling is essential to maintain production which fuels the most fundamental 
economic activities - powering the electric grid, enabling transportation, supporting construction, etc. 
Finally, given that Black Stone Minerals has substantial remaining inventory across its core acreage, as well 
as exposure to nearly every onshore basin in the United States, it is highly unlikely that new drilling could 
completely cease on the group’s property. Below I highlight a more realistic base case scenario for Black 
Stone Minerals, one that I believe to be conservative.  
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There are numerous variables to consider when valuing mineral interests – operator development 
schedules, well spacing, average lateral lengths, type curves, commodity prices, long term demand for oil 
and gas, and more. This complexity ensures that with the passage of time many of the assumptions in our 
model will prove to be inaccurate. However, my intention is to select investments where we are shooting at 
the broad side of a barn, not threading the eye of a needle. The price we are willing to pay serves to 
appropriately characterize this imprecision as uncertainty rather than risk. In the base case scenario, I 
model growth in the Haynesville/Bossier and Permian Basin, while assuming the rest of Black Stone 
Minerals’ acreage enters terminal decline. More specifically, I assume 500 new gross wells in the Shelby 
Trough, 400 new gross wells in the Louisiana Haynesville/Bossier, and 8,250 new gross wells in the Permian 
Basin over the next fifteen years. I use conservative estimates for well EUR by resource play and assume no 
further increase in well productivity over time – a stark contrast from the prior decade of consistent 
improvements. Finally, I use $50/bbl oil and $2.75/mcf natural gas as my long term commodity price 
assumptions, which are a substantial discount to the EIA Annual Energy Outlook reference case. Altogether, 
these assumptions would yield a $14.36 share price, or a 121.2% premium to where the shares traded at mid-
year. We can also assess a more optimistic outcome for Black Stone Minerals by adjusting these 
assumptions.  
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The bull case assumes an additional 100 gross locations in the Shelby Trough, an additional 150 gross 
locations in the Louisiana Haynesville/Bossier, and an additional 1,600 gross locations in the Permian Basin 
over the next fifteen years. Notably, these incremental locations keep Black Stone Minerals’ well count 
comfortably within current spacing assumptions by resource play – a metric that has improved with time 
as operators successfully complete infill drilling with minimal parent child well degradation. In addition, 
this scenario assumes a two percent annual increase in well productivity in the Haynesville/Bossier and 
Permian Basin and flat production volumes from all other regions in Black Stone Minerals’ portfolio. 
Finally, I use $60/bbl oil and $3.25/mcf natural gas as my long term commodity price assumptions, which 
are lower than the EIA Annual Energy Outlook reference case.  The result is a share price of $26.63, or a 
310.1% premium to where the shares traded at mid-year. Even still, this bull case does not consider the 
upside optionality from new breakout resource plays emerging across Black Stone Minerals’ unleased 
fourteen million gross mineral acres. The group’s acreage in the Central Basin Platform, Austin Chalk, 
Lower Wilcox, Eagle Ford Gas Window, and Arkoma Basin represent promising avenues for long term 
growth. Furthermore, this bull case does not reflect the increasingly worthwhile prospect of adding 
inventory through refracturing existing wellbores. Operators in the Eagle Ford, Bakken/Three Forks, and 
Haynesville/Bossier have witnessed substantial improvements in refrac economics over the last several 
years, which could result in a windfall for mineral owners. Many of Black Stone Minerals’ existing wellbores 
are in the sweet spot of highly developed resource plays and were drilled with legacy completion methods. 
After iterating on refrac designs, E&Ps have observed as much as a seventy-five percent average uplift in 
well EUR for less than thirty percent of the original drilling cost. If it ultimately proves to be more 
economic to refrac existing wells rather than delineate emerging resource plays, Black Stone Minerals will 
capture a significant portion of this activity across several basins.   
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Bankruptcy Protection 

The oil and gas industry has always been subject to deep and prolonged cycles of boom and bust, and this 
calendar year has been no exception. According to Haynes & Boone, more than $30 billion of E&P debt has 
fallen into bankruptcy in the last six months and is expected to increase substantially over the balance of 
the year. This has important implications for all stakeholders in the energy industry. However, mineral 
owners are uniquely positioned to navigate this challenging environment. In most states, a mineral lease is 
considered to be a transfer of real property interests, not an executory contract, which affords additional 
protection under bankruptcy law. For example, if an operator goes into bankruptcy the mineral interest 
lien is automatically perfected as the most senior creditor, and the lease cannot be renegotiated. In the few 
states where the lease is considered an executory contract, the operator would have a period of time to 
either accept or reject the standing lease. If rejected, the mineral owner may have to file a proof of claim to 
recoup any unpaid royalty revenues but is able cancel the existing lease and place the acreage with another 
operator. Finally, because oil and gas leases are the major assets of most operators, those who are 
reorganizing through a Chapter 11 filing are likely to keep royalty payments current to prevent a terminated 
lease.  

 

Conclusion 

This calendar year has presented both tremendous challenges and opportunities. As a matter of course, our 
partnership ignores short lived market noise, focuses on what is knowable over a time frame that we deem 
appropriate, and views the quotation of business interests as an asset to be utilized when desired. Over 
time, knowing when to exchange our thimble for a bucket will be as fundamental to improving our odds of 
success as maintaining the discipline to not bet when the cards are not stacked in our favor. Our 
partnership owns a collection of assets that are profitable, enduring, and conservatively financed. In 
addition, many of these businesses are not only surviving but thriving during this period of economic 
tumult. As always, I am happy to speak with you at length about any of our companies, and I remain 
grateful for your trust and partnership.   
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Appendix A: Realized Investments 

 

*Table above reflects the IRR of realized portfolio investments (unannualized if < 1 Year), and the equivalent IRR that would have 

been achieved had each invested dollar been allocated to MSCI ACWI. COG Put Option represents a short sale. DKS Put Option 
represents a short sale.  

Appendix B: Unrealized Investments 

 

*Table above reflects the IRR of unrealized portfolio investments (unannualized if < 1 Year), and the equivalent IRR that would 

have been achieved to date had each invested dollar been allocated to MSCI ACWI. As of 7/31/2020. 


