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Fuel least popular
increasing environmental standards
have forced utilities over the tipping
point to where it makes sense for
them to burn higher-sulfur coal after
they have installed higher-emissionstandard technology.”
So it is that high-sulfur coal is enjoying a renaissance. It’s found in
abundance in the so-called Illinois
Basin, which encompasses the Land
of Lincoln and parts of Indiana and
Kentucky. Reserves in this locale are
relatively accessible and extraction
costs are relatively low—on the order
of $30 a ton, about half the cost of the
low-sulfur coal buried in the immense
Central Appalachian Basin, a region
stretching as far north as the Canadian
border and as far south as Alabama.
Coal is in a steep bear market; the
$14

price of central Appalachian coal
traded on the Nymex has declined
to $54.93 per ton, down from $143.25
on July 1, 2008. But even at $44.50 a
ton, the average price for all regions
in 2013, mines like Hallador’s operate in the black. Not so their Central
Appalachian counterparts. Since 2005,
according to Pipes, annual production
in the Illinois Basin has expanded to
135 million from 93 million tons, while
that in the central Appalachian zone
has contracted to 75 million tons from
216 million tons.
“Within the coal industry,” Lorenz
points out, “there are lots of losers—
and one or two winners. Conspicuous
among the former are the companies
that leveraged to expand at the top of
the 2007-08 energy cycle. Arch Coal,

Mining the good coal
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Hallador Energy share price (left scale)
vs. price of Central Appalachian coal (right scale)
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The Environmental Protection
Agency makes war on it, people of any
shade of green despise it, and the advent of cheap natural gas threatens to
marginalize it. Coal—and a flourishing, $217 million market-cap coal miner—are the topics under discussion.
With the Nov. 14 news that the
Tennessee Valley Authority will shutter eight coal-fired electricity-generating plants, the suspicion deepens that
if anything could disprove the cheerful
adage that all P.R. is good P.R., that
something just might be coal. Even so,
the official mineral of the state of Kentucky continues to generate 40% of
America’s electricity. Clean-burning
natural gas accounts for just 27%.
Nor is coal likely to relinquish its
lead in what is sometimes optimistically referred to as the “foreseeable”
future. It will, by 2040, continue to
claim as much as 35% of the electricity-generation market, compared to
30% for natural gas, projects the U.S.
Energy Information Administration.
That is, coal won’t soon be going the
way of the dinosaurs, from whence
it came.
For connoisseurs of contrary opinion, Hallador Energy Co. (HNRG on
the Nasdaq) ticks not one box, but
two. Not only does it mine coal, but
also its coal is the high-sulfur type
that’s linked to acid rain. To the question: “Why on earth would any utility
choose to burn it—or be allowed to
burn it?” There is this answer: Federal
regulations long ago required utilities,
at heavy expense, to neutralize those
pollutants. “Counter-intuitively,” Lucas Pipes, analyst with Brean Capital,
advises colleague Evan Lorenz, “the
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Peabody Energy Corp. and Consol
Energy are among these encumbered
unfortunates. James River Coal Co.,
which had a market cap of $704 million at year-end 2010, is quoted today at $54 million. Patriot Coal Corp.,
which had a market cap of $1.8 billion
at year-end 2010, filed for bankruptcy
protection in July 2012.”
A very different proposition is Hallador, a lightly leveraged, low-cost,
pure play on the Illinois Basin. Wholly
owned Sunrise Coal is Hallador’s principal business unit; it’s responsible for
all but $4.2 million of the company’s
$25.2 million in trailing 12-month operating income. Savoy Energy LP, a
private oil and gas exploration company in Michigan, and Sunrise Energy
LLC, a private oil and gas exploration
company in Indiana—Hallador owns
45% of the first and 50% of the second—round out the corporate stable.
As of Sept. 30, the parent’s balance
sheet showed $11.4 million of debt
against $13.7 million of cash.
Hallador, via Sunrise, extracts coal
at a cost of less than $30 a ton, the
lowest cost of any public miner (only
closely held Foresight Energy LLC,
controlled by the farsighted Chris
Cline, posts a lower cost per ton).
The great bulk of the company’s coal
comes from the Carlisle mine, situated near the Indiana town of the same
name. The Carlisle is a high-sulfur,
underground deposit from which
“continuous” mining machinery can
surface as many as six tons of coal per
minute. Carlisle has a capacity of 3.3
million tons a year and identified reserves of 43.5 million tons.
While Hallador’s Ace-in-the-Hole
mine, 42 miles northeast of Carlisle,
a low-sulfur surface project, chips in a
half-million tons in annual productive
capacity and 3.1 million tons of reserves,
and while management is developing
a pair of much larger deposits on the
Indiana-Illinois border (the so-called
Bulldog and Russellville Mines), the
fact is that, for now, Hallador is a onemine company, with all the risks that
concentration entails. For instance, in
the first three quarters of this year, the
cost of production at Carlisle jumped
to $28.37 a ton from $26.53 in the 12
months of 2012. It was the discovery
of a pocket of high gas (the same heat
and pressure that transforms organic
material into coal also produces highly
flammable methane) that caused the
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Hallador Energy Co.

(in millions of dollars, except per-share data)
Coal sales
Other revenue
Coal operating expenses
Coal operating income

12 mo.
9/30/2013
$136.2
3.4
118.6
21.0

2012 2011 2010

$138.0 $129.0 $117.4
2.3
(0.8)
0.5
105.8
99.3
90.7
34.6
28.9
27.3

2009 2008 2007
$70.3 $27.2
0.4
0.5
78.3 51.2
(7.6) (23.4)

$0.0
0.0
28.4
(28.4)
0.0
0.0
(28.4)

Equity income (Savory)
3.5
Equity income (Sunrise Energy) 0.6
Total operating income
25.2

2.0
0.2
36.8

5.5
0.9
35.3

1.0
0.0
28.3

(1.7) (2.3)
0.0
0.0
(9.3) (25.7)

Interest expense
Profit before tax
Net income

1.5
31.1
23.5

1.1
34.5
23.8

1.3
56.7
35.8

1.9
36.6
22.4

2.0
36.0
20.2

Diluted shares (in millions)
EPS

28.8
$0.82

28.8
$0.83

28.7
$1.25

28.6
$0.78

24.4 19.3
13.3
$0.83 $0.46 ($0.18)

Cash
Debt
Net debt
Oper. income/int. expense
Cash flow
Capital expenditures
Free cash flow

$13.7
11.4
(2.3)

$21.9 $37.5
11.4
17.5
(10.5) (20.0)

$10.3
27.5
17.2

17.1

33.5

27.4

14.7

27.8
(40.5)
(12.7)

37.0
(26.2)
10.8

60.1
(33.0)
27.1

45.5
(35.6)
9.9

4.0
13.6
8.9

$15.2 $21.0
37.5 40.0
22.3 19.0
(4.5)

4.1
(2.8)
(2.4)

$7.0
35.4
28.4

(6.4)

(6.9)

45.2 18.8
(43.5) (21.9)
1.7
(3.1)

(1.5)
(17.2)
(18.8)

source: company reports

bump up in cost; mining operations had
to be moved to less productive parts of
the mine while ventilation shafts were
sunk to address the gas problem. The
result: Cash flow in the 12 months to
Sept. 30 declined to $27.8 million from
$37 million in calendar 2012.
Another thing for the would-be investor to consider is the inescapably
capital-intensive nature of the mining business. Capital expenditures,
which totaled $40.5 million over the
last 12 months, up from $26.2 million
in 2012, have been inflated by $9 million for the purchase of Ace-in-theHole, $4 million for land around Carlisle and Bulldog and costs to permit
the two new mines. To bring either
into production at Carlisle’s threemillion-ton-per-annum rate would
require an additional $150 million.
Management estimates that maintenance capital expenditures will run
between $3.50 and $4 per ton of capacity, or approximately $12-$13 million for the Carlisle mine.
“We don’t operate on a factory floor
where it is the same every day,” Brent
K. Bilsland, president of Sunrise Coal,
reminds Lorenz. “Mining is about
following the geology. From time to
time, we have all four of our mining

units in great conditions, and from
time to time, we have three out of four
in bad conditions.”
There’s no confusing Hallador with
Exxon in the stock-market liquidity
department; management, the board
and affiliates own two-thirds of the
28.6 million HNRG shares outstanding. One-half of this chunk of inside
holdings is persistently shrinking.
Yorktown Energy Partners LLC,
owner of 9.7 million shares, or 34%
of the outstanding, has been distributing blocks of 750,000 shares to its
limited partners every quarter or so.
Many of the recipients turn right
around and sell their Hallador in the
open market.
Yorktown tells Lorenz that its exit
from Hallador is no reflection on the
company or its management. The fact
is, rather, that the investment funds
holding Hallador shares are nearing
the end of their respective lives. “We
wouldn’t distribute a stock we thought
either had issues or we thought was
highly overvalued,” Yorktown partner, Peter Leidel, says. “We want to
distribute stocks we think people can
hold and do well with. We think the
stock ought to be higher than it is, but
coal is out of favor.”
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Perhaps this overhead supply
weighs on the share price. Certainly,
the coal bear market does the stock
price no good. In any case, the shares
trade at 10.2 times trailing net income
and yield 2.1%; they’re quoted at a
multiple of enterprise value to EBITDA of five times.
Whether you consider Hallador
cheap at the price will depend, in
part, on your view of natural gas. On
this score, it’s notable that gas prices
weighed in at an average of $2.73 per
million Btus in 2012 but have averaged $3.58 per million Btus so far in
2013 and are tipped to rally to $3.81 in
2014 (so, at least, tips the gas futures
market). It’s not inconceivable that
coal, in relation to gas, is as cheap as
it’s going to get for a while. “When the
ratio of natural gas prices to coal prices is approximately 1.5 or lower [per
million Btu], a typical gas-fired combined-cycle plant has lower generating
costs than a typical coal-fired plant,”
the EIA noted in its Annual Energy
Outlook 2013. Coal, according to the

agency, is expected to command $2.20
and $2.29 per million Btu in 2013 and
2014, making the black mineral cheaper to burn than natural gas.
“Hallador gets credit for what it
is,” Lorenz observes—“that is, a
low-cost producer in a geologically
fertile region. But it gets little, if
any, credit for its two oil and gas development businesses, or for what
its coal-mining operations might become. What management hopes to
become is much bigger—and could
be. To bring either Bulldog or Russellville into production would take
nine months and the previously
cited $150 million. ‘Either one of
those projects doubles our company,’ Bilsland tells me. ‘We are trying to get into a position where five
years from now, we can bring three
or four more new projects and triple
the size of our company. That’s our
goal.’ The financing would appear to
be available: Hallador has in place a
revolving credit facility of $165 million, of which $153.6 million remains
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untapped. Hallador’s covenants limit
the company’s borrowings to 2.75
times EBITDA. Management takes
a dim view on diluting ownership
via an equity raise and would prefer
to fund growth via cash flow and its
credit facility, even if that means it
takes longer to ramp up a new mine.”
“What I like about this management
team is that they are rational deployers of capital,” Mat Klody, managing
partner of the Chicago-based hedge
fund, MCN Capital Management, and
a Hallador shareholder, tells Lorenz.
“They didn’t do a lot of stupid things
at the peak of the cycle and now they
are seeing a lot of potential M&A opportunities pop up. They’ve been cautious to date about deploying capital,
in particular with the great organic
opportunities in place. They are definitely opportunistic.”
“Opportunistic”—in capitalist circles, it’s the highest praise.

s

Grant’s® and Grant’s Interest Rate Observer® are registered trademarks of Grant’s Financial Publishing, Inc.
PLEASE do not post this on any website, forward it to anyone else, or make copies (print or electronic) for anyone else.
Copyright ©2013 Grant’s Financial Publishing Inc. All rights reserved.

Vacation delectation
To the readers, and potential readers,
of Grant’s:

Not yet a subscriber? Make yourself the gift
of a year’s worth of Grant’s and get two
issues added on to your subscription.
That’s a $200 value.

Sincerely yours,
James Grant, Editor
August 22, 2014

mmer Br

eak

Fiat-fest

Two Wall
Street, Ne
w York, Ne
w

York 1000
5

• www.gr
antspub.co
m

2014

®
AUGUST

22, 2014

(July 25
time mon, 2014) The annu
al summer
Hole, Wyo etary hoedown
at
Bloombe ., won’t be the sam Jackson
Mountai
80%
rg
e
ns of C
Fed, host reports. The Ka this year,
-notes
value of
of the Au
ns
as
$100 bi
Ci
ty
ting Wall
gu
lls as pe
rcent of
Street de st fiat-fest, is cu
total cu
tad. Econ
the TBT
rrency
omists fro
F
75
in circu
m
in Jackso banks, longtime
lation
80%
n Hole, are
schmooze
rs
vited to sta
y home. this year being in
Maybe th
70
financiers at’s a good thing—
75
ground at were especially th the crony
ick on th
they colle the 2006 proceedi
e
ctively se
ngs, wher
65
em
the loom
e
ed no mor
70
in
than the g mortgage-cum-cr e alert to
Then, againgovernment empl edit-crisis
oyees di
,
th
e
Fe
d.
d has a job
its hands.
60
Its
of work on
65
its interest balance sheet is
to
some help rates are too low. It o big and
in strategiz
may need
ing.
With mon
55
ey-supply
60
higher an
1993
growth tic
d
king
1997
flation acce the rate of produc
source: Fe
deral Re
er
2001
serve
question. lerating, “How to ex -price in20
ag
05
gr
“W
egates
55
this zero-p hich rates are it?” is one
2009
the 12 m . M-1 rose by $282
relev
erce
2013
on
Before Q nt world?” is anot ant in
an $87 bi ths ended July 7, billion in
bills repr
llion incr
paced by
central ba E, the funds ra her.
es
ea
en
a
se in curre
$196 billi
te
nk
t 77% of
growth (a
on jump
colleague ’s one and only. “H was the
the
s
in deposit ncy and
Evan Lo
in 2013), the Fed reports th currency
s. If $100
renz obse owever,”
excess re
an
at
se
rv
rest, the d if $20 bills acco they did
today vs. rves measured in es, “with
gr
unt for th
ee
the trillion
n emiss
in the bi
3.8 millio
e
fed fund
n pounds ion would weig
s market llions pre-crisis, th s
h
fro
.
m a pure
More sig
tion.” On
has ceased
e
growth in monetary perspec nificant
new reve to the next rate, to funcde
tiv
posits, wh
e
rse
th
the surge
ich corro is the
Maybe or -repurchase rate en: The
in
borates
,
m
loans crea business lending—
given th aybe not, the thin perhaps?
te de
after all,
e
ki
Nearly fo posits.
the mere not-so-farfetched ng goes,
ex
money do ur million poun
might invi istence of the RR risk that
ds of pape
te
anticipati create a sense of
r
or maybe a bank run (Grant P facility
on
in
th
The Clev . Where’s the th flationary
serves, no e interest rate on ’s, May 2),
eland Fed,
ing
w fixed at
ex
ce
CP
ss
wh
I
re
ich calculat itself?
every wh
a new fund
25 basis po
ich
es
s
ra
th
wa
in
te that en
and otherw
ts?
e
y (median
than the
compasses Or
fund
2%. Two ise), essentially com , trimmed
more
Accompa s market?
pe
Fed is sh rcent is supposed es up with
is the cont nying the techni
ooting for.
ly what th
cal debate
inued grow
on shootin
e
Still, the
th of the m
Fed keep
onetary
dance. M g. And as it fires,
s
as
“Well I,
S&P 500 easured year-over set prices
for one, am
is up by 17
-year, th
going to
by 9.8%,
e
%, the Ru
miss QE
th
.”
ite-20 Hom e S&P/Case-Shille ssell 2000
r Compose Price In
dex by 10
.8%.

percentage

We resume regular publication with the issue
dated Sept. 5 (don’t miss it!).
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This anthology of recent articles, our
summertime e-issue, is for you. Please pass
it along, with our compliments, to any and
all prospective members of the greater
Grant’s family.
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