
 

 

 

 

 

 

 

 

  

Key Takeaway 
Alliance Resource Partners is an overlooked and undervalued company that 

represents an incredibly attractive risk / reward ratio 
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Summary 

Thesis 
 

Alliance Resource Partners (ARLP) is deeply undervalued and overlooked company due to the perceived uncertainty 

in the coal industry, making it a highly asymmetric bet with negligible downside and huge upside. Trading at just 8x 

forward earnings, they are clearly cheap, but in addition to the good price they are the beneficiaries of these key 

trends that reduce risk while magnifying potential gains:  

 Unwarranted pessimism: Despite the distaste and pessimism towards coal, it’s not going anywhere. The U.S. 

Energy Information Administration forecasts that coal will still be the largest source of energy in the United 

States even through 20401. 

 Reduced pricing pressure from alternatives: The downside from natural gas competition is already fully 

priced in and potential price increases from fracking regulation or the shutting down of wells due to low oil 

prices adds further upside for ARLP. 

 Increasing market share: As one of the most efficient producers in the country, with top notch management 

and conservative execution, ARLP is taking share from competitors that are suffering from their reckless bets 

on international demand and high-cost domestic mines. 

 Higher demand: Utilities are switching away from higher priced Appalachian coal to ARLP’s Illinois Basin 

coal2 and this trend is expected to continue indefinitely. 

Valuation 
 

For our valuation, we used a five year forecast period followed by a discounted exit multiple. 

 

Catalysts 

 
 New Production going live (6 months): ARLP is bringing on two new mining facilities that our research has 

shown can increase revenue by nearly 20% in 20153. 

 EPA regulations favor ARLP’s coal (12-18 months): The EPA’s MATS (mercury air toxicity standards) 

regulations require all power plants to install “scrubbers” to remove emissions from their exhaust before the 

end of 20154. Installing scrubbers allows plants to switch to the higher sulfur coal that ARLP produces 

(98.7% of ARLP’s customers have scrubbers installed). This will lead to a 150% increase in potential 

customers for ARLP. 

 Natural gas regulations could increase prices (18-36 months): There is a bill being worked on in congress 

to allow further exportation of natural gas5. If this bill passes, global demand should increase prices. In 

addition, any regulations around fracking (like NY State’s ban) could lead to a drop in supply, and 

therefore an increase in prices. As the primary alternative to coal, this would greatly help coal pricing. 

Risks 

 
 Coal plant closures: Many coal plants are closing due to the EPA regulation requirements, but our primary 

research indicates that the impact of this on ARLP in particular should be minimal. 

 Global coal demand: Global demand for coal has dropped sharply, but ARLP is insulated from this because 

they produce only U.S. thermal coal. 

 Renewable energy: Breakthroughs in renewable energy could potentially lead to a decline in coal demand. 

Scenario Unite Growth Pricing  Exit Multiple Discount Rate  Valuation Upside

ARLP Takes Share 20% -5% 12x 12% $112 167%

Pricing Improves 10% 7% 12x 12% $114 171%

No Growth 0% 0% 12x 12% $65 55%

Worst Case -10% -15% 10x 12% $32 -24%
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The 3 trends driving the risk/reward 

Introduction 

 
Buffett buys good companies with great management trading at reasonable prices. Mohnish Pabrai buys companies 

with high uncertainty but low actual risk. Seth Klarman buys overlooked companies with a high margin of safety. 

Alliance Resource Partners (ARLP) fits every one of those criteria in spades. The coal industry is disliked, the 

companies are maligned as “sin stocks” along with tobacco and big oil, but even more so than those two, it’s seen as 

a dying industry despite the consistent predictions of staying power from every major energy institution. All of this 

leads to a severe lack of interest in the space and whenever that’s the case there are always some very good 

companies that get passed over because we’ve thrown out the baby with the bathwater. This is exactly the case with 

ARLP. A company that’s grown revenue by 14% per year for 10 years running (EBITDA by 17%) that’s expected by 

analysts and management to continue this pace, is priced as though it’s going to see 4% revenue declines in 

perpetuity. However, quoting CEO Joseph Craft, “ARLP remains on track to achieve its 14th consecutive year of 

record financial performance…” 

ARLP is clearly a solid buy when looking at the numbers but the quality of the company goes well beyond what you 

can see based on a stock screen alone. With many changes currently impacting the industry, ARLP is positioned 

perfectly at the center of three key trends, poised to continue delivering these high growth numbers with a large 

degree of certainty. It’s uncertain how exactly things will play out, but as you’ll see below, regardless of the direction 

that the industry takes, ARLP is a beneficiary. 

Trend 1 – Environmental regulations 

 
New EPA regulations (2015) strongly favor ARLP’s coal: In 2014, the EPA finalized the “Mercury Air Toxicity 

Standards” (MATS), which require essentially all coal-fired power plants to install “scrubbers”, filters that remove 

significant amounts of harmful emissions from the burning of the fuel. Due to that filtration, power plants with 

scrubbers are able to burn cheaper “dirty coal” because the filter removes most of the excess sulfur, meaning that 

you get the same emissions results as clean coal but without having to pay a premium for it6. ARLP is the top producer 

in the most price-efficient region that produces this dirty coal, the Illinois Basin, and 98.7% of their coal gets sold to 

plants with scrubbers. Published plant conversion data shows that nearly two-thirds of coal-fired plants are either 

already planning to add scrubbers, or will need to add scrubbers7, representing a nearly 150% increase in ARLP’s 

addressable market, a market in which they are the leading provider. 

Coal-fired power plant closures to be offset by improved utilization rates: One of the chief concerns among 

people researching the market is that the EPA regulations will lead to a raft of coal-fired plant closures. While it is 

true that there will be some closures, our research indicates that this will most likely not impact ARLP for two reasons. 

First, plants that will be shutting down are the ones using “clean coal” from the Appalachian region, and not the “dirty 

coal” that ARLP produces. Secondly, only one quarter of the plants being closed are going to convert to alternate 

energy sources8 as opposed to shutting down completely, so there will be a drop in energy supply that has to be 

made up largely by other more efficient coal-fired plants running on “dirty coal”, ARLP’s stock-in-trade. 

Continued improvement in Carbon Capture and Storage (CCS) favors whatever fuel is cheapest (coal): Beyond 

2016, there are continued advances in CCS that enable the safe and environmentally friendly use of cheaper “dirty” 

fuels like coal. Large advances have been made, and continue to be made, which allow power plants to capture the 

majority of carbon emissions (up to 90% on the cutting edge9). As this technology continues to get cheaper and more 

efficient, it will drastically extend coal’s useful life as a fuel, despite the constant calls for its demise. 
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Trend 2 – Weak and struggling competition 

 
The top three U.S. coal producers are all losing money, and are all expected to lose money in 2015: The top 

three coal producers (Peabody, Arch Coal, and Alpha Natural Resources), which together represent more than 40% 

of the coal production in the United States, are all losing money at a rapid rate, and are not expected to make 

money next year either. They are trading at price-to-book values of 0.59, 0.19, and 0.11 respectively, indicating a 

moderate to high likelihood of bankruptcy in the next few years. With ARLP maintaining a very healthy profit margin, 

their weakness represents an opportunity to continue taking market share, which they have done consistently for the 

last five years. 

ARLP’s main competitor exposed to 

international weakness: Peabody energy in 

particular, which is the only other major Illinois 

Basin coal producer, has significant exposure to 

both international and metallurgic coal10, which 

are facing serious headwinds that would have to 

be overcome for the company to return to 

profitability. ARLP on the other hand, produces 

only U.S. thermal coal. This insulates them from 

those headwinds faced by Peabody and others, 

and puts them in a position where they can be a 

first responder to compelling investment 

opportunities. 

 

Trend 3 – A potential reversal for natural gas 

 
Natural gas export bill would lead to higher domestic prices: There has been a strong push to expedite liquefied 

natural gas exports following Russia’s tightening of their energy policy, and the effort has been tentatively backed 

by the Obama administration11. If this bill passes, it would most likely lead to higher domestic natural gas prices due 

to international demand, which would lead to increased coal consumption. As the main alternative fuel for power 

plants, higher natural gas prices would lead to a much stronger coal industry. 

Environmental concerns could derail fracking: There are many very serious concerns about the safety of fracking, 

the main process by which we extract natural gas, which has led to many restrictions and outright bans, including the 

recent one in New York State12. Notably, the first town in the country to allow fracking was also the first to ban it. 

Further bans and restrictions would certainly lead to higher natural gas prices, and therefore increased coal 

consumption. 

Sustained oil price declines would lead to natural gas well shutdowns: With the price of oil below $60 a barrel, 

huge swaths of U.S. oil and gas production are commercially unviable13, including Eagle Ford and Bakken shale. If 

these price declines end up being sustained, we will see a significant drop in natural gas supply, leading to an 

increase in price and a strong switch to coal for a greater majority of our energy production. 

Conclusion 

 
Due to the environmental regulations, which have already been passed and reviewed, ARLP is in the best competitive 

position of any coal company in the country. Because of this spectacular positioning, no matter happens with the 

uncertainty around the natural gas and coal price trends, they will not only survive, but benefit. If prices drop, they’ll 

capture significant market share as competitors can no longer sustain their unprofitability. If prices rise, then ARLP will 

gain from improving margins leading to greater cash distribution to unit holders. The future is bleak for marginal coal 

producers but for a solidly profitable low cost provider like ARLP, this is a great period of opportunity—one that has 

been completely overlooked by investors. Because of this, ARLP is an incredible value, representing an investment with 

extremely low downside (limited to roughly 20%) but with enormous and likely upside of 150+% in the next few 

years. 
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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. Copyright © 2013-2015 Brookhurst Capital Management LLC. All rights reserved. This report or 

any portion hereof may not be reprinted, sold or redistributed without the written consent of Brookhurst Capital. 

 

 

 

1 http://www.eia.gov/forecasts/aeo/MT_coal.cfm 

2 http://www.howardweil.com/docs/Reports/OtherReports/ILBPrimer-10-08-13.pdf 

3 http://media.corporate-ir.net/media_files/IROL/11/115014/2013%20Annual%20Report.pdf 

4 http://www.epa.gov/mats/actions.html 

5 http://thehill.com/policy/energy-environment/223994-obama-admin-might-back-natural-gas-export-bill 

6 http://www.howardweil.com/docs/Reports/OtherReports/ILBPrimer-10-08-13.pdf 

7 http://www.stb.dot.gov/stb/docs/RETAC/2014/Mar/RETAC%20SNL%20%28coal%29%20Mar%206%202014.pdf 

8 http://www.eia.gov/todayinenergy/detail.cfm?id=15031 

9 http://www.ccsassociation.org/faqs/ccs-capture/ 

10 http://www.peabodyenergy.com/mm/files/Investors/Annual-Reports/PE-AR2013.pdf 

11 http://thehill.com/policy/energy-environment/223994-obama-admin-might-back-natural-gas-export-bill 

12 http://www.huffingtonpost.com/2014/12/17/cuomo-fracking-new-york-state_n_6341292.html 

13 http://aswathdamodaran.blogspot.com/2014/12/the-oil-price-shock-primary-secondary.html 

                                                           


