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DISCLAIMER 

Hedgeye Risk Management is a registered investment adviser, registered with the State of Connecticut. 

 

Hedgeye Risk Management is not a broker dealer and does not make investment recommendations. This 
presentation does not constitute an offer to sell, or a solicitation of an offer to buy any security.  

 

This research is presented without regard to individual investment preferences or risk parameters; it is 
general information and does not constitute specific investment advice. 

 

This presentation is based on information from sources believed to be reliable. Hedgeye Risk Management is 
not responsible for errors, inaccuracies or omissions of information. 

 

For more information, including Terms of Use of our information, please go to www.hedgeye.com. 
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SCOPE 

We believe the high-yield energy equity space to be rich hunting grounds for short/sell ideas.   

 

The performance of Master Limited Partnerships (MLP) is particularly representative of the 2009 - 1H13 yield 
chase. 

 

But behind the guise of what are commonly pitched to retail investors as low risk, high yield fixed-income 
alternatives, we are finding many instances of aggressive and irregular accounting (in most cases, non-GAAP 
measures and other “management metrics”), poor corporate governance, and grossly overvalued securities.  
Many of these companies trade at ~30 - 50x earnings with low organic growth prospects, have low-to-
negative FCF yields, and pay dividends/distributions well in excess of earnings or free cash flow.   

 

Our recent work* on the short sides of LINN Energy (LINE, LNCO) and EV Energy Partners (EVEP) has provided 
a solid base to work from - we know what to look for.   

 

This report focuses on two high-yield energy short ideas: BreitBurn Energy Partners (BBEP) - an 
upstream MLP - and Pacific Coast Oil Trust (ROYT) - a BreitBurn-affiliated trust that is trading at 2x our 
3P NAV. 

 

 
 

*Contact team@hedgeye.com if you would like any of our prior work. 
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BBEP OVERVIEW 

Our note published on 7/2/13, “BBEP is LINN Energy Junior,” walks through this idea in detail. 

 

BreitBurn Energy Partners LP (BBEP) is a $1.6B market cap upstream MLP with oil and natural gas production 
in several US onshore basins.  Provident Energy Trust (formerly PVE CN) spun out BBEP in a 2006 
IPO.  “Breitburn GP” is the general partner, but it has no economic interest in the LP after BBEP acquired the 
entire GP interest from Provident and the founders (Randall Breitenbach and Halbert Washburn) in 2008. 

 

BBEP’s largest play by production and reserves is the Antrim Shale (dry gas) in Michigan (~28% of pro forma 
reserves).  It has oilier production in Wyoming, southern California, Texas (Permian), and Florida. 

 

In June 2013, BBEP announced the acquisition of Whiting’s highly-marketed EOR assets in the 
Oklahoma Panhandle for $890MM (incl. $30MM from a 3rd party).  BBEP expects the deal to close by 
July 31, 2013.  So far it has financed the acquisition entirely with debt, though we believe that BBEP 
will have to do a significant equity deal in 3Q13 to avoid breaching its total leverage covenant. 

 

Total pro forma reserves are 184 MMboe (~80% developed, 59% oil, 38% natural gas, 3% NGLs) and total pro 
forma production is ~34,000 boe/d (63% liquids, 37% natural gas). 

 

BBEP has 122k net undeveloped acres, but 92k are in either Michigan, Indiana, Kentucky, or Florida.  We 
believe that the value of BBEP’s undeveloped acreage is immaterial.   

 

 

Source: Hedgeye estimates; BBEP filings 
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ON THE POSTLE FIELD ACQUISITION 

In our view, BBEP paid full price (and likely more) for 
WLL’s Postle Field.  Deal metrics work out to 
~$104,000/boe/d and ~$27/1P boe (including 
estimated FDC).  

 

This was an asset that WLL had been shopping since 
2012; WLL is a sophisticated seller, having operated 
the asset since acquiring it in 2005; and we believe the 
asset acquisition market to be highly competitive 
right now. 

 

We estimate that the PV-10 of the acquired assets 
at current strip prices is ~$690MM.  

 

 

Source: Hedgeye estimates; BBEP filings; Whiting (WLL) filings; Denbury (DNR) presentations 
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EQUITY RAISE BEFORE END OF 3Q13 

BBEP made the mistake of financing its acquisition of the WLL assets with 100% debt (draw on the revolver).  
We estimate that without an equity raise in 3Q13, BBEP’s total debt to TTM adjusted EBITDA (BBEP’s 
definition) will be at 5.25x at the end of 3Q13, and in breach of its amended total leverage covenant of 4.75x.   

 

We estimate that BBEP must issue at least $190MM of equity before the end of 3Q13 to be under 4.75x 
total debt/TTM adjusted EBITDA.  $190MM at $15/unit = 12.7MM new units, or 13% dilution. 

 

 

 

 

 

 

We believe that a $250MM - $350MM equity raise is more likely, in order to give BBEP some additional 
breathing room (16 - 23% dilution).  Do to the persistent outspend (CFFO < capex + distributions), debt 
continues to increase in 2014.  In our model, we assume a $250MM raise at $15/unit. 

 

Even without considering BBEP’s other issues, why own BBEP into what you know will be a highly 
dilutive equity raise? 

 
Source: Hedgeye estimates; BBEP filings 
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KEY FINANCIALS: BBEP VS. HEDGEYE 

 

 

Source: Hedgeye estimates; BBEP filings 
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KEY FINANCIALS: BBEP VS. HEDGEYE 

 

 

Source: Hedgeye estimates; BBEP filings 
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UNDERSTATED MAINTENANCE CAPEX 

BBEP’s organic F&D metrics are very poor - so bad, in 
fact, that BBEP no longer separates extensions and 
discoveries from revisions.   

 

Additional disclosure in the 2012 reserve report 
suggests that BBEP added 3.8 MMboe of proved 
reserves (ex. price revisions) for costs incurred excluding 
proved acquisition costs of $253MM, for a organic F&D 
cost of $67/boe.  If we exclude the $90MM that BBEP 
spent on unproved properties, the organic F&D cost was 
still $43/boe. 

 

The 3.8MM boe of reserve additions amounted to only 
46% of 2012 production and 54% of 2011 production.   

 

It is of little use to analyze BBEP’s F&D performance 
before 2011, as it has transformed from an Antrim Shale 
pure play to a much larger, oil-weighted E&P via major 
acquisitions in 2011, 2012, and 2013. 

 
Source: Hedgeye estimates; BBEP filings 

In 2012, BBEP incurred $253MM of non-proved 
capital costs and replaced only 46% of 2012 
production - meanwhile the Company deducted 
only $67MM of maintenance capex from DCF.  
How is that possible? 



7/9/2013 © HEDGEYE RISK MANAGEMENT 10 

UNDERSTATED MAINTENANCE CAPEX 

In our view, BBEP significantly understates maintenance capex, which management defined on the 5/3/13 
call as “that amount of annual investment required to keep production approximately flat year-over-year.”  We 
note that BBEP does not publish an actual maintenance capex figure in regulatory filings; in fact, 
maintenance capex is not defined in BBEP’s 10-Ks and 10-Q’s.  In our view, this is inadequate disclosure given 
its importance in calculating DCF. 

By our estimates, BBEP’s pro forma guidance implies that in 2013 it will incur ~$88MM of maintenance capex, 
~$270MM of total capex, and $182MM of implied growth capex.  Total capex is now running ~3x 
maintenance capex. 

 

Source: Hedgeye estimates; BBEP filings 
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UNDERSTATED MAINTENANCE CAPEX 

Maintenance capex red flags: 

• Varying definitions in presentations and on management conference calls.  Maintenance capex 
is not defined in regulatory filings; 

• Scant detail on how management actually calculates maintenance capex; 

• Poor disclosure in 10-K’s on organic reserve additions; 

• No reconciliation of estimated maintenance capex to actual maintenance capex; 

• Growth capex increasing significantly faster than maintenance capex.  We estimate that growth 
capex will increase 164% in 2013 vs. maintenance capex only +31%; 

• Growth capex will be ~3x maintenance capex in 2013; 

• Maintenance capex/boe = $8/boe vs. DD&A/boe = $20/boe; 

• Historic organic F&D performance shows that BBEP cannot replace reserves at a cost 
anywhere close to its estimated maintenance capex.  We estimate that in 2013, BBEP 
replaced 46% of production at an F&D cost of $66/boe; 

• EOR F&D costs are ~$15 - 25/boe.  Denbury’s 5Y average organic F&D is $18/boe; 

• BBEP’s maintenance capex has no grounding in any objective measure of maintaining the asset 
base, such as DD&A or an organic F&D cost; 

• BBEP’s maintenance capex rate suggests that it is one of most capital efficient E&Ps in all of 
North America. 

 Source: Hedgeye estimates; BBEP filings; Denbury Filings 
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GAMES WITH THE HEDGE BOOK 

• BBEP accounts for commodity derivatives in the same way as LINN Energy, such that realized gains 
(losses) = cash settlements, not cash settlements minus cash costs.  Excluding the cost basis of the 
derivative from realized gains/losses, and including it as an unrealized loss, has the effect of 
generating “artificial” DCF, as we have shown many times in our LINN work.  In 2012, BBEP paid 
$30MM in derivatives premiums, which will artificially boost DCF in the out years. 

 

• BBEP has terminated derivatives contracts early to meet its needs and manipulate non-GAAP 
measures, in our view.  In 2009, BBEP terminated in-the-money swaps for $70.6MM in order to pay 
down debt in a liquidity crisis, and then swapped the same volumes out at lower prices.  And then in 
4Q11, LINN terminated under-water 2012, 2013, and 2014 swaps - took a realized loss of $36.8MM - and 
then added that loss back to adjusted EBITDA and DCF as if it was a non-issue.  That add back was 36% of 
distributions paid in 2011. 

 

• BBEP acquired WLL’s hedge book on the Postle Field assets for ~$40MM. BBEP could have just hedged 
out these volumes on its own at current strip prices at an immaterial cost.  But buying these hedges 
from WLL is just another way for BBEP to “buy DCF.”  The $40MM “cost basis” of these derivatives is not 
included in realized gains/losses, adjusted EBITDA or DCF; it is another way that BBEP pays cash for cash, 
which it then considers DCF/unit. 

 

 

Source: Hedgeye estimates; BBEP filings 
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CAPITAL RAISES FUND BBEP’S DISTRIBUTION 

BBEP’s model is broken, as the distribution payment has grown too large relative to its ability to fund it 
organically (with free cash flows).  As BBEP grows via acquisition, BBEP needs to raise more capital merely to 
fund the distribution - that’s in addition to the capital BBEP raises to acquire properties. 

 

In our view, this is why BBEP resorts to aggressive and irregular accounting to boost non-GAAP 
measures, adjusted EBITDA and DCF. 

 

 

Source: Hedgeye estimates; BBEP filings 
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VALUATION 

Based on a premium multiple of 5.5x EV/2014 EBITDA (S&P E&P Index at 4.2x), and our NAV analysis, 
we believe that fair value for BBEP is ~$7.00/share. 

In our view, BBEP’s yield is irrelevant, as it is supported  by capital raises, not BBEP’s ability to generate free 
cash flows. 
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ROYT OVERVIEW 

Pacific Coast Oil Trust (ROYT) is a $694MM market cap ($17.99/unit) oil royalty trust. ROYT’s assets consist of 
net profits interests and royalty interests in legacy oil fields in southern California. Key fields are the 
conventional Orcutt (waterflood) and Orcutt Diatomite (cyclic steam) in the Santa Maria Basin, and the East 
Coyote, Sawtelle and West Pico properties in the Los Angeles Basin.  The proved reserves are 97% oil and 
85% developed, with a YE12 PV-10 of $539MM ($14/unit).  The trust’s fees, expenses, and G&A are 
~$2MM per year. 

 

ROYT was formed in January 2012 by Pacific Coast Energy Company LP (PCEC), a private company run by the 
founders and executive officers of BreitBurn Energy Parners LP (BBEP).  PCEC took the trust public in May 
2012, selling 18.5MM units (48% if PCEC’s stake) at $20/unit; all of the proceeds (net of fees) went to PCEC.   

 

On June 17, 2013, PCEC announced its intention to sell its remaining 52% stake in ROYT when it filed an S-3 
for 20.1MM units at $17.90/unit; all proceeds (net of fees) will go to PCEC.  We believe that this offering, at 
$17.90/unit, is significantly above the NAV of the trust, which we calculate at $9.00/unit.  $9.00/unit is 
the maximum price that we would pay for ROYT at current commodity prices. 
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ROYALTY TRUST DEBACLES 

These 10 oil and gas royalty trusts are, on average, down 42% over the last two years, or since coming public. 

Source: Hedgeye estimates; Bloomberg data 
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THE MISTAKE ROYALTY TRUST INVESTORS MAKE 

Valuing a trust based on perceived “yield” will often cause investors to purchase/own a royalty 
trust well above of its NAV.  Investors often make this mistake in the early life of a trust. 

Source: Hedgeye estimates 
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YOU HAVE BEEN WARNED 

 

From the 4/26/12 ROYT S-1/A (our emphasis): 

 

“The trading price for the trust units may not reflect the value of the Conveyed Interests held by the trust, 
which would adversely affect the return on an investment in the units. 

“The trading price for publicly traded securities similar to the trust units tends to be tied to recent and expected 
levels of cash distributions. The amounts available for distribution by the trust will vary in response to numerous 
factors outside the control of the trust, including prevailing prices for sales of oil and natural gas production 
from the Underlying Properties and the timing and amount of direct operating expenses and development 
expenses. Consequently, the market price for the trust units may not necessarily be indicative of the value that 
the trust would realize if it sold the Conveyed Interests to a third-party buyer. In addition, such market price may 
not necessarily reflect the fact that since the assets of the trust are depleting assets, a portion of each cash 
distribution paid with respect to the trust units should be considered by investors as a return of capital, with the 
remainder being considered as a return on investment. As a result, distributions made to a trust unitholder over 
the life of these depleting assets may not equal or exceed the purchase price paid by the trust unitholder” (page 
25).  
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OPPORTUNISTIC PRICING 
Historically, southern California crudes have traded at a ~$5 - $12/bbl discount to NYMEX WTI due to quality 
adjustments.  In taking ROYT public in May 2012, PCEC took advantage of anomalous California crude 
pricing due to a blowout in mid-con differentials, which has already started to mean revert in 2013.   

PCEC also hedged 2,000 bbl/d 
(~60% of ROYT’s production) 
at Brent $115/bbl through 
March 31, 2014 to preserve 
the trust’s economics in the 
early years, which investors 
are likely mistaking as a 
recurring feature of the trust. 
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PV-10 PRICING 
The YE12 PV-10 of the trust is only $539MM ($14/unit); however, the oil price used is $105.06/bbl, held flat, 
over the life of the trust.  The current NYMEX WTI strip and a return to “normal” differentials suggests that 
realized prices could be ~$20/bbl lower by 2014 and ~$30/bbl lower by 2017. 
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OUR ROYT NAV 

Our 3P model suggests that fair value for ROYT is ~$9.00/unit.  Note that in our model, the trust will 
expire in 2078, and cumulative production of probable + possible reserves is 38 MMboe. 

Source: Hedgeye estimates and assumptions; ROYT filings; Bloomberg data 



7/9/2013 © HEDGEYE RISK MANAGEMENT 22 

 

 

 

 

 

 

Questions?  Email QA@Hedgeye.Com 
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This presentation was prepared by Kevin Kaiser. 
For more information contact  

KKaiser@Hedgeye.com or Team@Hedgeye.com 
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