
We have transcribed Leon Cooperman’s letter to Barron’s (published 6/22/13) with respect to his views 
on LINN Energy here.  We believe that there are several misleading statements and omissions of key 
information in the letter, and we offer our comments for the benefit of Mr. Cooperman and all others 
involved and interested. 

 

Kevin Kaiser 

Senior Analyst 

Hedgeye Risk Management 

 

To the Editor:  

 

Barron's reporter Andrew Bary is in the vise of a small group of unprincipled short sellers on Linn 

Energy . Barron's again has published (for the third time) distortions about Linn ["Linn Comes 

Clean on Derivative Costs," Follow Up, June 17]. In an earlier article, Barron's said Linn 

[ticker: LINE] "has for years used aggressive accounting to prettify its financial statements" 

[see "Twilight of a Stock-Market Darling," May 6]. Yet the latest story acknowledges that the 

company's financial statements are entirely accurate: Barron's writes that the item at issue, 

accounting for hedges, "is properly reflected in Linn's GAAP financials." 

 

Barron's has written that the capital Linn formerly committed to commodity options was spent 

"largely [on] in-the-money puts on natural gas." This is wrong. Bary is conflating the spot price of 

gas with the forward curve, which has long been in contango [the futures are trading above the spot 

price]. He writes that "this has allowed the company to get more than $5…for its gas when the 

market price has been $4 or lower." He is twisting facts to suggest that there is something untoward 

about hedging gas five years out at a premium to spot prices. 

 

In a recent 8-K filing with the Securities and Exchange Commission, Linn said that "the majority [of 

puts] were purchased below the market. Out of more than 40 hedging transactions in the last 10 

years, only seven were purchased 'in the money.' "All of the company's new hedges are in the form 

of costless swaps, as are the great majority of its old hedges. 

Comment [KK1]: In our view, LINN’s GAAP 
accounting, for the most part, is fine (we do take 
issue with how LINN uniquely defines "realized 
gains/losses" and "unrealized gains/losses."  How 
can one justify an unrealized loss on a settled 
derivative?).  We encourage all to take a good look 
at LINN’s GAAP financial results – and you will see 
how poor they are.  From 2006 – 2012, LINN’s GAAP 
net income was only $190MM, in aggregate ...  
That’s far from pretty. 
 
LINN’s non-GAAP financials – which most focus on 
at management’s directive – are, indeed, aggressive, 
in our view.  A few of the adjustments we take issue 
with are: excluding the cost of derivatives from 
“distributable cash flow (DCF),” adjustments for 
non-cash expenses like unit-based compensation, 
and understated maintenance capital expenditures. 
 
LINN reported $2.6B of DCF (non-GAAP) in 
aggregate from 2006 – 2012.  That is pretty.  
 
In short, LINN is not a very profitable enterprise on a 
GAAP basis.  But on a non-GAAP basis, it is a DCF 
machine.  We believe that the GAAP financials 
reflect reality.   

Comment [KK2]: LINN tells us that only 7 of 40+ 
transactions were purchased in the money, but it’s a 
meaningless statistic, as we don’t know how much 
money LINN spent on those 7 transactions.  LINN 
has not made that information public… 
 
It’s easy to see that LINN has spent significant 
capital on in the money natural gas puts.  During 
2012, LINN added 49 MMMBtu of 2013 $5.00 strike 
puts.  As the 2013 strip averaged $3.63 in 2012, 
these options were clearly well in the money. 

Comment [KK3]: All of LINN’s swaps on a go-
forward basis are costless, but we know that LINN 
has in the past used cash to boost swap prices, 
which has the effect of increasing adjusted EBITDA 
and DCF, just as its puts do.  In 2012, $27MM (4%) 
of DCF was generated this way. 

Comment [KK4]: This entire subject of in the 
money vs. out of the money options is actually 
moot. 
 
Where the futures curve is, relative to which strike 
prices LINN buys, is not the issue.  The issue is how 
LINN accounts for all of its commodity derivatives.  
“In the money,” “at the money,” “out of the 
money”– they are all accounted for the same way, 
and in our view, improperly. 
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In discussing Linn's puts—and again, the company has stated formally that it has discontinued 

buying them—Barron's said "the company wants to recognize the financial benefits of the puts, but 

not the costs." This, too, is wrong. The company capitalized the cost of its puts, in full accordance 

with FAS 133 ("Accounting for Derivative Instruments and Hedging Transactions"), and the cost is 

marked to market each quarter, again in full accordance with FAS 133. 

 

Does Bary contend that Linn's accounting is in error? He suggests as much. Perhaps Bary is 

confused by the metric of Ebitda [earnings before interest, taxes, depreciation, and amortization], 

which does not incorporate the capital cost of derivatives—just as Ebitda does not incorporate any 

capital costs. Ebitda by definition excludes the noncash charges by which capital costs are recovered 

by all companies. 

 

On valuation, Barron's repeats a favorite allegation of short sellers: that Linn's stock is worth only 

"$5.48 to $18.17 per unit." This value is based largely on the company's 2012 SEC-10 calculation, 

which, as all informed energy investors know, was artificially reduced by the low gas prices of last 

year. In Linn's case, the backward-looking SEC value uses a fixed natural-gas price of $2.76 per 

thousand cubic feet; the forward curve for 2018, where Linn is currently hedging, is now $4.75. 

 

 

 

 

 

 

 

 

 

Comment [KK5]: LINN has production hedged 
through 2017 with put options.  It will realize the 
benefit of its derivatives accounting method on 
adjusted EBITDA and DCF on all of those volumes.  
The issue is not by any means in the past, despite 
what LINN continues to suggest. 

Comment [KK6]: We can’t understand how 
anyone can defend this.  As far as we know, the only 
other company that does it is Vanguard Natural 
Resources (VNR), but not to the extent or in the 
same way as LINN.   
 
In our view, it’s indefensible.  It is purely a way of 
flowing cash from a capital raise to the distribution, 
and it was 29% of DCF in 1Q13.   

Comment [KK7]: Omega neglects to mention 
the fact that the oil price used for the SEC 2012 PV-
10 and standardized measure was $94.64/bbl, so 
the value of the liquids reserves (46% of total) are 
“artificially inflated” because the WTI curve is 
sharply in backwardation, with the 2018 futures 
trading at $78/bbl.  Net, net we think that it about 
evens out, and the 2012 SEC PV-10, as stated, is a 
fair measure of the current pre-tax value of LINN’s 
proved reserves. 
 
Further, LINN has written off 571 Bcfe of proved 
reserves over the last 3 years due to negative 
performance revisions (and another -275 Bcfe due 
to negative price and timing revisions).  And in 2013, 
we believe that LINN will have to write down 
Granite Wash reserves due to the disappointing well 
results announced last quarter.  
 
In short, we don’t believe that the 2012 PV-10 
materially understates the value of LINN’s proved 
reserves.  But is this really worth arguing over, 
anyway?  LINN’s net debt of $6.2B exceeds the2012 
PV-10 value of $6.1B, and LINE’s current market cap 
is $7.9B. 

Comment [KK8]: We give LINN full value for its 
hedge book; as of 3/31/13 LINN had a net derivative 
asset of $683MM, as stated on the balance sheet.  
Indeed, it is one of LINN’s most valuable assets. 



Outside of the dedicated short group, there are a number of reasonable valuations placed on Linn. 

In the merger discussions with Berry Petroleum [BRY], Citigroup, advising Linn, performed 

extensive due diligence and provided four separate valuation analyses for LinnCo [LNCO, a 

corporation created by Linn that holds Linn units], using comparables, discounted cash flow, and 

two net-asset-value calculations, which have an average midpoint value of $39.64. Credit Suisse, 

advising Berry, also performed extensive due diligence and provided three valuations of LinnCo, 

with an average midpoint of $35.92. Barron's did not report on these detailed valuations, all of 

which were filed with the SEC. 

 

Importantly, these expert valuations of LinnCo incorporate the fact that LinnCo will incur some 

corporate tax liability [in buying Berry]. According to the joint LinnCo-Berry proxy, that liability is 

expected to be about $6 million annually through 2015, which Linn agreed to absorb in arm's-

length negotiations. For some reason, Bary sees this as a red flag: "There could be adverse tax 

consequences from the Berry deal for LinnCo holders, starting in 2016…Berry investors might want 

to think hard about approving the Linn merger, considering Linn's aggressive accounting and the 

potential tax hit." 

 

He also ignores an important statement by Linn in a release announcing the Berry deal. Linn said, 

"In future periods, assuming current estimates for taxable income and capital spending, 

management estimates that LinnCo's tax liability will be in the range of 2% to 5% of dividends paid, 

which is the same as the estimates provided in the prospectus for the LinnCo initial public offering. 

Therefore, this transaction is not estimated to give rise to any additional tax liability for LinnCo." 

 

Barron's also ignores the fact that Citigroup, in its valuation of Berry, quantified the net present 

value of the actual cash tax liability that would arise from the merger transaction at LinnCo. 

Citigroup's estimate was a total of 54 cents to 60 cents per LinnCo unit over the life of all tax 

payments. 

 

 

Comment [KK9]: Unless we are missing 
something, Omega appears to accept all of LINN’s 
assumptions, as well as those of the bankers whose 
fairness opinions are the underpinnings of the 
proposed merger.  And we note that the bankers 
involved appear to have accepted LINN’s own 
account, including their projections for future DCF 
and unproved drilling locations, at face value. 
 
For example, as stated in the latest S-4/A (page 93), 
the bankers (including CS) relied upon LINN’s 3rd 
party reserve report of proved reserves and LINN’s 
internal assumptions and estimates for non-proved 
reserves.  These are the same internal estimates 
that LINN used when it put a value on its Granite 
Wash acreage between $35,000 - $55,000/acre (our 
estimate using information from LINN’s 4/1/13 
investor presentation), despite recent market 
transactions in the $4,000 - $7,000/acre range. 
 
We believe that LINN is greatly exaggerating the 
value of its unproven drilling locations, and these 
are the same estimates and assumptions that the 
bankers used in their NAV calculations. 

Comment [KK10]: These statements from LINN 
are not backed up by supporting data or analysis in 
the S-4/A.  What are the key assumptions LINN is 
making?  We consider the disclosure in the S-4/A 
scant, at best. 
 
The election of the “remedial method” is creating an 
additional future tax liability for LNCO shareholders 
for the benefit of LINE unitholders, a fact that is not 
well-enough explained.  How and when that liability 
unwinds over time, and the amount of tax shield 
generated by LINE, is unknown (and will always be 
an estimate), but the liability is there. 
 
Most importantly, 1) there is no economic 
justification for LNCO to trade at any premium to 
LINE given the tax leakage that will always be there 
(even if LINE is unprofitable in perpetuity).  And 2) if 
the BRY deal closes, LNCO incurs both a deferred tax 
liability and an additional tax liability due to the 
election of the “remedial method,” thus it should 
trade at a larger discount to LINE if the BRY merger 
is consummated. 
 
We presume that BRY management has analyzed 
this risk, as they are taking some of their change-of-
control compensation in LINE units (not 100% LNCO 
shares), which we have never seen before. 
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We believe that this newly raised issue of a potentially large 2016 tax liability at Linn is a straw man 

erected by Bary and his short sources. Any investors who are concerned about such an eventuality 

should also be worried about the hobgoblins in their bedroom closet. Omega Advisors is 

comfortable with our investment in Linn Energy; we are convinced of the professionalism and 

integrity of the company's management; we are optimistic about the company's future growth and 

financial performance; and we believe strongly that the distortions of the three Barron's articles 

will not, in the end, carry the day. 

  

 

Leon G. Cooperman  

Chairman and CEO  

Omega Advisors  

New York 

 

Comment [KK11]: We reiterate our negative 
call on LINN Energy.  We believe that Omega’s views 
expressed here are easily refuted.  Neither Omega 
nor anyone else has yet to challenge our key 
arguments with compelling data and/or analysis. 
 
Kevin Kaiser 
Senior Analyst 
Hedgeye Risk Management 


