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Epsilon Energy (EPSN) Fair Value-$6.70 

Market Capitalization $98 MM |  Enterprise Value $86 MM | Liquidity $37.6 MM 

What’s New?  

The company completed four horizontal wells (gross; one net) in northeast Pennsylvania, nearly a month 

earlier than expected resulting in 13 MMCFPD of net incremental production. The 35 Mmcfpd current rate 

implies 56% growth vs 2Q actual production of 22 Mmcfepd. Epsilon has repurchased 489,125 of its own shares 

since the 2Q report (3.3% accretive to 2020 EPS). Our model shows the company will exit 2019 with cash of 

~$800,000 on the balance sheet and ZERO debt—making this an energy company unicorn.  

Our production forecast for 2019 now stands at 8.3 Bcf, down 7% versus our prior forecast based on the 

company’s most recent guidance. Using production data from ShaleProfile we note that months two and  three 

rates for Chesapeake (CHK, Not Covered) Marcellus wells are in all cases higher than month one—so there is 

some potential this forecast could prove conservative.  

Capital efficiency advantage is glaring. The major E&Ps in southwest Pennsylvation can add production, or 

proved developed producing reserves, at a cost of $1,400 per flowing Mcf (RRC, EQT, AR, NFG, MR) while in 

the northeast core of the play EPSN is able to add production at roughly half that cost. Further evidence of 

superior economcs in the northeast came last week when five rigs were released by industry in the southern 

core of the Marcellus reflected high cost structures and in some cases bad rock.   

Unit cash costs are seen at $1.24 per mcfe this year declining to $1.12 next. Competitors in the southwest 

core fall in the $2.25/Mcf+ range. Differentials are seen averaging $0.40 on an annual basis, although recently, 

with Cove Point LNG offline for maintenance, that differential has been wider for Tennessee 300 Line 4 prices.  

Based on a 6x multiple of midstream cash flow (cash flow not EBITDA since Epsilon has no debt) we 

calculate the company is being valued at ~$1,040 per flowing mcfe. Since it can add production for $700 

per flowing Mcfe we view EPSN as one of the only “reasonable” ways to play gas. Others are drilling at sub 

breakeven economics with cash costs above realized prices while adding production at costs in excess of levels 

where the market is valuing the equity.  

17% free cash flow yield in industry where essentially no one below a $5 billion market cap can talk about 

free cash flow—and certainly no other gas player other than Cabot. We define FCF yield as cash flow less 

maintenance capex  per share divided by the share price. We forecast the company will generate $14 mm of 

cash in 2020. 
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Financial Forecasts 

 

 

Investment Overview 
Epsilon Energy is a Houston-based U.S. listed natural gas shale development company that owns 

4,000 net acres in the core of the dry natural gas window of southwest Susquehanna County, 

Pennsylvania’s Marcellus Shale. The company is also a 35% owner of the Auburn Gas Gathering 

system in Pennsylvania which collects, processes, compresses and delivers natural gas into 

Tennessee Gas Pipeline earning a regulated 18% return. Epsilon has no long term or short term 

debt and has $16.6 MM of cash on the balance sheet. Management and board members own 

32% of the equity. Auburn gathered and delivered 6.7 Bcf in 2Q and posted $2 million of operating 

income. New pipeline infrastructure meant the company saw a $0.36/Mcf pickup in realized gas 

prices which tend to correlate with TGP Zone 4-300 prices. Epsilon has the highest free cash flow 

yield of any E&P at 12.7% versus 2.4% for the peer group and trades at just over a 5x free cash 

flow (operating cash flow minus capex) multiple versus the peers at 14x. Equinor, Southwestern 

and Cabot Oil & Gas are the closest operators to their Marcellus shale position. In early December 

the company expects to complete 9,300 net feet of lateral feet across four wells that Chesapeake 

Energy operates.  
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A joint operating agreement with Chesapeake allows Epsilon to propose wells to the operator. 

Over the next three to five years we forecast the company will increase production from 22 

mmcfpd to 95 mmcfpd to expand and then fill its capacity on the Auburn system without having 

to incur any debt. As volumes on the Auburn system grow the E&P segment benefits via a lower 

gathering and transportation rate. Capital expenditures in 2019 are forecast in the $20-$25 million 

range. Since year-end 2016 the company has reduced total debt from $40.8 million to $0.4 MM 

and cash on the balance sheet has nearly doubled. The company acquired 143,218 of its own 

shares during 2018 at CDN $2.54 and continues to buy back shares.  

  

 

Fair Value $6.70 (equates to implied 5.1x blended 2020 EBITDA 
multiple) 
 
Our $6.70 a share Fair Value equals the sum of our estimated values for the upstream and 

midstream assets. We value the Auburn midstream segment at 8x projected 2020 operating  

 

income. To that we add $47 MM for the value of proved producing reserves at year end 2018 and 

$1 MM for each of the 37 net undrilled Marcellus locations and add year end 2020 net cash. Our 

estimates assume the company completes 10,000’ of lateral per year and replaces that drilling 

inventory each year and that capex for the Auburn gathering system rises in line with volume 

growth. The company’s book value is $2.40 per share. It last issued equity in August 2008 at 

C$6.26/share. We do not forecast any need to issue any debt or equity. 

 

 

Balance Sheet & Free Cash Flow Profile 

Epsilon has no long or short term term debt outstanding. Planned cap-ex of $20-$25 MM in 2019 

($5.5 MM was spent in the first half of the year) will leave the company with year end net cash 

position of approximately $5.5 MM. As of June 30, 2019, the company had $16.6 million in cash 

and $23.0 million available on their credit facility under which interest is charged at the rate of 

LIBOR plus 2.75%-3.75% based on utilization. The company has to maintain leverage of less 
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than 3.5 times and have an interest coverage ratio of 3.0x to be in compliance with its 

covenants on the line. 

Asset Quality  

Gas Production Per Foot of Lateral Completed By Quarter of Vintage 
 

To the left we’ve constructed the Marcellus Shale 

“type curve” for CHK (who operates EPSN’s 

Marcellus shale wells) from Pennsylvania state 

data showing all wells by quarter. Over the first year 

on production no other company has wells that 

generate as much gas per foot as CHK, making 

them the leader in terms of well productivity. Cabot, 

also in northeast Pennsylvania, ranks #2 followed 

by EQT and Southwestern. Data Source: 

ShaleProfile  

  

The Assets 

The image below shows the location of the company’s acreage and midstream asset positions 

relative to their NW Pennsylvania  peers and its two targets within the Marcellus shale, the upper 

and lower Marcellus. The Purcell formation provides a “frac barrier” which makes completing in 

each of the two zones highly efficient as fracs into the lower Marcellus do not grow up and lose 

their energy as they move into the upper Marcellus from the lower and vice versa. Marcellus 

recoveries per foot continue to improve year to date, implying a lower breakeven cost.  

Relative to the oil shales the decline in production in years two and beyond is nearly 35% 

shallower which allows companies to maintain production with lower amounts of capital. Relative 

to the Haynesville shale the cost per foot to drill and complete are roughly half and results are 

less variable.  
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The company has committed 
less than a million dollars to 
acreage and to drill and 
complete one horizontal well 
that it operated in an area of 
the STACK play where gas 
comprises 60-80% of the 
hydrocarbon mix. Completion 
of the second well and new 
drilling will begin once gas 
prices rise and the company 
is able to assess the returns 
of the first well relative to the 
Marcellus. 

 

 

 

 

Top Shareholders & Key Shareholder Data 
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JVL Advisors                20.1% 
Azvalor                          15.0% 
Advisory Research      11.7% 
Oakview Capital           10.2% 
Paragon                           4.0% 
Invesco                            3.5% 
 
Website  www.epsilonenergyltd.com 
Shrs Out/Float 27.4 M/18.0M   
Investor Contact Lane Bond 
lane.bond@epsilonenergyltd.com 
SI/% of Float 2.2K/0.01%  | Employees 8 

 

 

Risks 

Our forecasts are subject to uncertainties regarding: Oil & Natural Gas prices; ability to replace 
inventory of core drilling locations; midstream bottlenecks; availability of oil service equipment; 
and the Pennsylvania Regulatory environment.  

 

Disclosures 

Although the statements of fact in this report have been obtained from and are based upon recognized 
statistical services, issuer reports or communications, or other sources that Petro Lotus believes to be 
reliable, we cannot guarantee their accuracy. All opinions and estimates included in this report constitute 
Petro Lotus’ judgment as of the date of this report and are subject to change without notice. Petro Lotus 
may effect transactions as principal or agent in the securities mentioned herein. The securities discussed 
or recommended in this report may be unsuitable for investors depending on their specific investment 
objectives and financial position. This report is offered for informational purposes only, and does not 
constitute an offer or solicitation to buy or sell any securities discussed herein in any jurisdiction where 
such would be prohibited. Additional information available upon request. 

The information does not include, nor shall it be construed as including, investment advice, advice on the 
merits of, or a recommendation in relation to, buying, selling, subscribing for or underwriting any 
securities, shares or other financial investments of any kind. If notwithstanding the above you take any 
action or decision to buy, sell, subscribe for or underwrite any securities, shares or other financial 
investments, you do so entirely at the company's own risk and Petro Lotus shall have no liability 
whatsoever for any loss, damage, costs or expenses incurred or suffered by you as a result. The 
information does not constitute any form of advice or recommendation by Petro Lotus to you and is not 
intended to be relied upon by you in making (or refraining from making) any specific investment or other 
decisions, and you should independently verify such information before relying on it. The author of this 
report has no current position (long or short) in any securities of the issuer. Additional information is 
available at ray@petro-lotus.com.  

http://www.epsilonenergyltd.com/

