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Reloading the event book (2)
MAY 24, 2022  / PUPPYEH / EDIT

Continuing on with my mini event-related series. Unfortunately this name is nowhere

near as liquid as I would like and thus it is sized accordingly (ie smaller). That said it is

fairly compelling and I believe quite actionable near-term so I will include it here

(brieÙy – feel free to ask any follow-ups in the Q&A).

Unit Corp (US OTC: UNTC, UNTCW for the

warrants) – last price $55 – $500k ADV for the

stock, $100k ADV for the warrants

Unit Corp is an odd-ball collection of oil & gas related assets that emerged from

bankruptcy mid last year. It has been written up here on VIC (in the public domain); and

by my friend Andrew Walker more recently here (but I believe this is paywalled – you

should all subscribe to YAVB, it is incredible quality and well worth the annual sub!).

Since this is illiquid I will offer brief thoughts on the setup. This will not be a deep-dive

into the well-head economics, or a geological analysis of the company’s producing

Øelds.

At a very high level this a break-up/asset sale for a bunch of assets, at or near market

peaks where the market is asleep at the wheel because it is a post-BK OTC-listed stock

and/or far too skeptical that value can be realized. The stock trades at $55.5, whereas
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a conservative measure of SoTP fair value is probably double that and not

unrealistically 1.5x the current quote. Unlike many other SoTP stories, the company is

actively running a process to dispose of their main asset – their producing O&G assets

– that, if consummated, will return >$70-80+ per share in net cash against a totally

unlevered $55 stock today. After they sell O&G, the remaining pieces are much smaller

relatively, and one of the two pieces left has an obvious sales timeline built into it via a

contract ‘kick out’ clause in April, 2023 – meaning the whole thing is likely unwound in

the next 12-18 months. But given the degree of discount and the company’s propensity

to return capital accretively, I don’t think you need a full sale of O&G to do very well

here.

Personally I own both the stock and the warrants ($63.74 strike, Sep’27 expiry), but a

lot more of the warrants, as you gain a lot more leverage to SoTP realization; the

liquidity of both instruments is comparable; and the underlying entity is (I believe)

about to be incredibly cash rich, defraying downside risk on the option value (which is

itself quite long-dated at 5+ years). Still, I will address the pros and cons of both

instruments shortly.

If you read the VIC write-up, you will note UNTC consists of three main pieces: the

O&G assets (‘Unit Petroleum’); a drilling business (‘Unit Drilling’); and a 50% junior

subordinated stake in a Midstream pipeline/gathering company, Superior. Let’s take a

quick spin through each asset.

Unit Petroleum: up for sale and more than covers

the current market cap

Unit Petroleum (UPC) is a collection of producing and undeveloped acreage, mostly in

Oklahoma and Texas. They control ~1.5k net producing wells across 336k acres, with

>85% operatorship, predominantly gas and NGL focused but with some oil as well.

PDP reserves (proven and developed) are enough for ~5-6 years of production at

current decline rates; the company has hedged up most of 2022 oil and gas production

(but not NGLs) at much, much lower levels, and maybe ~50% of 2023 oil/gas

production (but again not NGLs). Despite these (in hindsight) inopportune hedges,

UPC did $60mm of EBIT in 1Q alone:

This excludes the mark-to-market hit of remarking the hedge book to higher strip

prices, but you can see this EBIT was generated from much lower realized prices than
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spot (the cash-Ùow impact of meeting the hedges). Most of the heavy lifting was thus

done by NGLs (unhedged, where prices have rallied along with the oil and gas curve):

So UPC alone is doing ~$60mm of EBIT, hedged, per quarter, or $240mm annualized (a

fudge given declines but let’s go with it for now) against a market cap today of $550mm and

an EV of $490mm (they have $88mm net cash but $25mm of AROs) – all in the context

of over half their production hedged at much lower levels. Obviously with WTI above

$110 and nat gas above $8, these numbers explode in the event the curve shape holds

(a huge if).

I mention these run-rate earnings and cashÙow-generating numbers to give a sense of

the current earnings power of the asset. But the key catalyst is UNTC is running a full

sales process for the Petroleum business – a business where January PV10 was

$765mm and where Reuters was reporting the company was asking for $1bn. Note

that, as UNTC describes in its 1Q report, prices for oil/nat gas/NGLs have done this

lately:
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If PV10 was $765mm in January, it stands to reason the number is far, far higher today

– probably north of $1bn, maybe signiØcantly so. As per UNTC’s latest disclosures, this

sales process remains ‘ongoing’:

The real question is, can a deal be consummated and what is the right price. If this

question were posed in January, I would have probably answered $500-550mm (since

you would expect some discount to PV10, nothing trades at PV10 in this price

environment), but with the value in the ground up so much I would think $800mm++ is

very achievable now – probably still only 70% of 2P PV10 and getting all the

undeveloped acreage (‘1P’) for free. Gas and oil prices have been moving so fast, no

doubt it is proving difØcult to nail down a number. But given these continuous

disclosures and the fact that the company appears clearly, in other ways, to be

brushing itself up for a sale, I think either a full or partial sale of the O&G asset could be

announced very soon.

That announcement, should it come, would likely clarify a >$85/share purchase price

(at $850mm gross, since there are 10.05mm shares out), with likely minimal or no tax

leakage (since UNTC has ~$400mm of NOLs), partially offset by ~$100mm in hedges. I

believe the net number to UNTC shareholders would thus be somewhere around $75/share,

free and clear of all residual liabilities.

Unit Drilling: hidden asset about to inÙect,

probably also in play
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Outside of UPC, Unit has a drilling business, consisting of 21 high-spec land-based

drilling rigs that operate at various utilizations both for UPC assets and third-parties.

These assets are on the books at ~$67mm per the accounts…

…even though 15 of the rigs are high-spec ‘BOSS’ rigs that cost $20mm new. There is

an active secondary market for rigs, where apparently these trade at ~$5-10mm per as

well. More importantly, the trend in land-based drilling is incredibly favorable, and this

segment could be making real earnings power imminently (it made ~$15mm EBITDA

last year so not much). Consider that utilization improved every quarter in 2021:

…and jumped up again to >15 in 1Q, even though day-rates are still pretty low at

<$20k (whilst the company website suggests 17 are operating today):

Anecdotally, these kinds of rigs are currently being quoted at $27-29k/day in Texas,

according to some sources I have discussed the market with, and whilst no doubt costs

are going up aggressively too, basically all the larger listed drillers are talking up

utilization and a coming boom in day-rates for these kinds of drills. Take these

comments from Patterson-UTI, for example:

The market is really sleeping on the ability of the Drilling segment to move the needle

here. At say 17-20 rigs average utilization; $25k/day dayrate; 85% uptime and 60%

incremental EBITDA margins, Unit Drilling could be looking at ~$50-75mm of annual

EBITDA from this unit alone:
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Thus, even at a very low multiple of (presumably) peakish earnings, it is hard to see

how this segment isn’t worth close enough to the replacement value of the rigs plus

one year of cash Ùow – call it $150-200mm – and probably more to an acquirer like

H&P or Patterson UTI who could simply plug in these scarce rigs to an active Ùeet.

That’s another $15-20/share of net value to UNTC shareholders.

Superior Midstream: another asset being set up

for sale

Superior, the midstream pipeline asset, is a bit of a complicated beast because UNTC

sold 50% in 2018, for $300mm – but via a rather convoluted partnership agreement

that gave preferential distribution rights, and IRR thresholds, to their JV partner. Here

is what the 10-K has to say about it:

This is all a bit of a mouthful, but I have highlighted the important part, namely: this

structure is designed to collapse with a full asset sale next April, 2023. At that time, even if

UNTC’s 50% share sits marginally behind the residual owed to SP Investor (which I

think would be ~$325mm by that date), they would still receive a very signiØcant

consideration for their 50% share since Superior is basically an unlevered gathering

asset doing ~$60mm of annual EBITDA currently and ~$40mm of annualized FCF

based on 1Q numbers:

At a simplistic 10x EV/EBITDA for an asset like this (in line with listed, more levered

comps) Superior would be worth $600mm or so and thus after the residual $325mm
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Ørst payout to SP Investor, UNTC would be looking at something like $275mm in

residual value for their junior 50% stake. I will be a bit more conservative than this,

though, and simply assume there is some further discount, marking it at $200mm – and

thus a further $20 per share. Note that Superior was recently deconsolidated in the

accounts, and that a UNTC senior executive at Superior left as well – strongly

suggesting to me this asset is also being brushed up for a sales process.

Putting it all together

As constituted, a very rough SoTP thus suggests per ~$118 per share in residual value

to UNTC shareholders, good for more than a double on the stock and almost a 4x on the

warrants:

Warrants vs stock: some of the considerations

As mentioned I have a larger position in the warrants given the deeper upside; long-

dated nature of the instrument (defraying the urgency to sell); the theoretical

cheapness (Black Scholes tells me these warrants as structured should be >$20 today

vs the $11 price); and the similar liquidity proØle of both instruments. But there are

some additional risks with the warrants. For one, the warrants don’t appear to be

dividend protected – meaning, if the company were to sell UPC and pay a special $50

or $60 dividend (highly possible), the strike of the warrants (currently $63.74) would

NOT be reduced for this payout. Clearly this would leave any residual warrant owners

deeply out of pocket – IF they did not convert to stock in time to collect the special

dividend.

I am less worried about this outcome, precisely because 1) there would likely be ample

time between the announcement of any special dividend and the payout, allowing for

warrant conversion to ameliorate this issue; and 2) obviously the stock price would

respond positively to this development, driving the warrants up alongside the stock by

force of arbitrage; and 3) it is also somewhat likely the company chooses to return

capital via a tender or buyback either entirely or partially, reducing the dividend

component of any distribution. Obviously this latter outcome is more likely if the stock

trades at deeply distressed values (as it currently does) and less likely at higher stock

prices. So, I prefer accepting the higher leveraged returns on offer through the

warrants, for now, but admit this adds a wrinkle that some won’t be comfortable with.
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28 thoughts on “Reloading the event book (2)”

Note that in the event of a full company sale for cash (‘Cash Sale’ per the warrant

agreement), the warrants ARE protected, so the instrument is not totally toothless.

Capital allocation more broadly

It is worth spending a brief moment on capital allocation here as it is one area of

strength that I think signiØcantly derisks the thesis. Since emergence, UNTC has

already retired >10% of the Ùoat, acquiring 1.3mm shares for a $32.6 average price

last year (hugely accretive given the move in commodity prices and implied fair value

of the ashares today). They didn’t execute on the buyback in 1Q – because the sales

process for UPC is ongoing and they are no doubt party to privileged information – but

I would expect as soon as any process is concluded, if the stock doesn’t respond (or if

perhaps they only sell a portion of UPC, not all of it), they will simply hoover up more

stock as they have been doing in 2021.

Still, I do think an outright sale, Ørst of UPC, then of Drilling and Superior in the next

12-18 months, is by far the most likely outcome. The major shareholder here (Prescott

Group) sits on the board; owns a huge, untradeable chunk (converted from debt during

the B/K), and is clearly directing trafØc. They have no viable exit other than either a

piecemeal or total sale, and it certainly appears as if that is the direction of travel, and

in the near-term too. But the beauty here is that even if this doesn’t eventuate, the

equity is cheap enough; the warrants are lengthy enough; and the cycle is robust

enough to get us well paid on the back-end too.

Disclosure: long UNTC common and UNTCW

  Uncategorized

UNTC

 Reloading the event book (1) ‘Markets in turmoil’ updates across the board

(4) 

MAY 24, 2022 AT 7:27 AM

Thanks — I see Andrew’s in this one too.

Christian
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