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Q3 2013 Earnings Highlights and Valuation Metrics  

HKN, Inc. (HKNI) paused its share repurchase program in Q3 

after repurchasing $3M worth of its shares in H1 2013.  

Although we believed that there is potential unrealized value in 

the shares, we also see significant management risk.  Because 

of this reason HKN’s shares are trading at a 56% discount to 

book value.  We will also be reviewing our coverage of its 

34% owned equity method affiliate Global Energy 

Development PLC (GED LN Equity). 

Source: Bloomberg LP 

HKN Bakken Inc.: In July 2012, HKN contributed $4 million to 

the joint venture, Gerrity Oil, LLC (“Gerrity Oil”), in return for 

the receipt of a 50% ownership interest in the newly formed 

entity. Bob Gerrity contributed oil and gas assets in the 

Niobrara and Bakken Basins in return for the other 50% 

interest in Gerrity Oil. HKN is trying to take advantage of shale 

oil plays and bought Bob Gerrity’s 50% stake in Gerrity Oil in 

order to form HKN Bakken. The company generated $309K in 

revenues and $12K in operating income from this business unit 

in Q3 2013.  This compares with $185K in revenues and $70K 

in operating income in Q3 2012. 

HKN (Corporate and Administrative): HKN’s corporate and 

administrative expenses were $587K in Q3 2013, versus 

$560K in Q3 2012. The company spent $3M in H1 2013 to 

repurchase and retire 33,389 shares.     

BriteWater International: BWI reduced its operating loss from 

$403K in Q3 2012 to $393K in Q3 2013 due toincreased  
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capitalization of personnel and other general and 

administrative costs at BWI as HKN accelerated its efforts to 

construct a plant to commercialize the BWI technology during 

2013. We anticipate that HKN’s selling, general and 

administrative expenses may increase in future periods as it 

dedicate additional resources to the marketing efforts of BWI 

and new acquisitions. CapEx increased from $263K in Q3 

2012 to $1.5M in Q3 2013.   

Source: HKN’s Q3 2013 10-Q 

BWI and its subsidiary, Arctic Star Alaska, Inc. (“Arctic Star”), 

have entered into contracts that grant the right to process and 

dispose of certain oil field emulsion waste materials on the 

Alaskan North Slope.  Arctic Star is currently planning the 

design and construction of a processing plant on the Alaskan 

North Slope, which will allow for the recovery of oil from 

emulsion waste materials that are currently lost because of the 

current disposal process. BWI is also currently in the planning 

and design phase for a mobile processing plant which will 

utilize the patented technology, and it is also seeking to secure 

contracts for the placement of its existing weathered lagoon 

plant internationally. 

Global Energy Development: HKN owns 34% of GED’s shares.  

GED’s share price had declined from £1.06 (US$1.71) as of 

December 31, 2011 to £0.99 (US$1.595) as of September 30, 

2013.  GED bottomed out at 65.5 pence (US$1.05) in April 

2013 but is now 88 pence(US$1.42).  We analyzed and 
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evaluated GED’s H1 2012 results last year and we can see that 

GED has a similar dynamic as HKN.  Both companies are 

undervalued relative to book value, the Quasha family owns 

about 60% of both companies (34% through HKN and 26% 

directly) and both companies are managed in the I. Mallset 

manner of mediocrity.  The one difference between GED and 

HKN is that HKN has a very liquid balance sheet whereas 87% 

of GED’s balance sheet consists of property, plant and 

equipment. 

HKN purchased an additional 100,000 shares of GED for 

$175,000 in 2012 and this transaction increased its ownership 

share by 4bp.  HKN owns 12.35M shares of GED, which was 

worth $19.9M as of Q3 2013.  HKN has also lent GED $13.3M 

in long-term receivables and collected $700K in interest 

and$1.5M in loan repayment proceeds during the quarter.  

GED’s H1 2013 results were unremarkable relative to H1 2012 

as higher income tax expenses offset its reduced cost of goods 

sold and administrative expenses. 

 

Source: Bloomberg LP 

 

Source: Morningstar Direct 

We believe that part of the reason why investors are 

undervaluing HKN is because they are attributing a negative 

value to the BriteWater and HKN Bakken operations.  We 

found that HKN’s equity interest in GED is $19.9M and its debt 

is worth $13.3M.  Add in $15.6M in cash and the sum of these 

three parts is worth $48.7M.  Since HKN’s stock is $71/share 

and representing a $28.5M market cap as of November 15, 

investors are implicitly attributing a negative $20.2M value to 

BriteWater and all other assets.  We see that the book value 

for BriteWater and other assets is $16.05M and that is a 

significant discount to book value. 

Source: Morningstar Direct 

In conclusion, we believe that HKN is undervalued relative to its 

assets.  However, the reason why it is trading at a discount is 

that the Quasha family owns the majority of the company’s 

stock has a record of lassitude towards managing HKN’s 

destiny.  While this makes unlocking the value of HKN’s 

underlying fundamental value something that will not happen 

overnight, we expect the market value of the company to 

converge with the fundamental value of its assets.  The 

company’s cash holdings represent two-third of the company’s 

market cap and the company has a significant capital stake in 

an emerging growth global oil and gas firm.  In addition, the 

company has BriteWater International, which owns patented 

emulsion breaking technology.  However, we believe it will take 

more time for HKN to commercialize its BriteWater 

International Emulsions operations.  
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DISCLOSURES 

 

Past performance is not necessarily indicative of future results. 

All investments involve risk including the loss of principal. This 

report is confidential and may not be distributed without the 

express written consent of the original author and does not 

constitute a recommendation, an offer to sell or a solicitation of 

an offer to purchase any security or investment product. Any 

such offer or solicitation may only be made by means of 

delivery of an approved confidential private offering 

memorandum. 

Investments may currently or in the future buy, sell, cover or 

otherwise change the form of its investment in the companies 

discussed in this letter for any reason. The author hereby 

disclaims any duty to provide any updates or changes to the 

information contained here including, without limitation, the 

manner or type of any of the investments. 

All of the views expressed in this research report accurately 

reflect the research analysts’ personal views regarding any and 

all of the subject securities or issuers. The research analyst is not 

registered with FINRA, and may not be subject to FINRA rule 

2711 restrictions on: communicating with the subject company, 

public appearances, and trading securities held in the research 

analysts’ account. No part of the analysts’ compensation was, is, 

or will be, directly or indirectly, related to the specific 

recommendations or views expressed in this research report. 

The analyst responsible for the production of this report 

certifies that the views expressed herein reflect his or her 

accurate personal and technical judgment at the moment of 

publication.  

Under no circumstances must this document be considered 

an offer to buy, sell, subscribe for or trade securities or other 

instruments. 

Disclosure: Brookhurst Capital and its principals are long HKNI 

shares. 
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