
 
    

 

 

Approach Resources Inc. is an independent energy company. The Company explores, develops, 
produces and acquires natural gas, NGL and crude oil reserves. Approach Resources focuses on 
pad drilling, horizontal drilling, and hydraulic fracturing operations within the greater Permian 
Basin in West Texas. 

 
               Hold 
Current Price:  $1.68 
Target Price:  $2.92 
Market Cap:  158.7M 
 
 
Net income: -26.5M | Margin : -24.2% 
Free cash flow: -0.9 M 
Completed 3 wells in Q2 2018 
 

 
 

 
 

Thesis: The Permian basin is currently a huge 
area of interest for oil producers in the U.S and 
AREX is using an innovative approach of owning 
100% of its infrastructure. This approach is 
beneficial for lowering production cost, but in order 
to purchase this infrastructure, AREX has incurred 
significant debts. This has placed them in a place of 
vulnerability due to the amount of leverage used. 
Anything from a change in commodity prices to 
their revolving credit facility limiting the amount 
they are willing to lend could make this business 
default very easily.  
 
 

Catalysts:  
 

x The completion of the two wells planned for 
Q3 

x Fluctuation in commodities prices 
x Paying back their 145.1 million dollar 

principle debt that will come due in 2020   
x Construction of  pipeline out of the Permian 

basin to help reduce current bottlenecks 

 Approach Resources Current Position  

 
AREX is a great example of why it is so hard to operate a successful oil company in the Permian basin. This 
business requires enormous capital expenditure to get the business up and running. This unavoidable hurdle is 
further compounded by the fact that the energy business is Texas is no guarantee. Anything from the fluctuation 
in the commodities to bottlenecks in bringing your product to market, all have material impact on a business 
of this size. This company currently has no cash on hand, which is very concerning. Something that stood out 
in this company’s history was in mid-2015, AREX shut down all drilling completion operations until June the 
following year due to commodes prices being below the cost of production. The market did not react kindly to 
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this move. Although it kept the company alive, it made their stock price drop from $9.47 in March of 2015 to 
$2.25 when they started drilling again in June of 2016. Ever since then, this company has not been able to regain 
the ground they lost.  This company has major cash flows issues that is constricting its ability to produce at a 
capacity that would allow them to start chipping away at their huge debts that will come due in 2020. Another 
business move that could potentially back fire is AREX has gone all in on reducing the cost of producing their 
products. In 2012 through 2014, they installed large-scale water recycling and disposal systems. This helped 
greatly reduce their well costs and eliminate a significant portion of their LOE (lease operating expense). The 
reason why this is a cause for concern is that because their production costs are so low, to lower it any further 
would cost millions of dollars that this business does not have for only a marginal return. This leaves AREX 
with only a few options; they can either produce more of their product which is difficult due to their capital 
restraints, borrow more and go all in on expanding their business, or start to deleverage now by selling some of 
their PP&E which is negatively impact every aspects of their business. Therefore, unless commodity prices 
increase to the point where they can operate their business with cash flows from operations, this company is in 
a dangerous position. 
 
 

 
 
 
Ownership: 
 
Something every important to note with AREX ownership is as of January 12, 2018, Wilks Brothers, LLC 
and SDW Investments, LLC  (“Wilks”) owned 45,239,713 shares of our common stock, representing 
approximately 48% of AREX outstanding common stock. According to AREX’s stockholders agreement 
with Wilks, Wilks is entitled to appoint three of the seven members of our board of directors. This allows 
Wilks to exert its will over AREX with little additional effort. Wilks may have interests that do not align 
with AREX’s interests and with the interests of its stockholders, which could have an adverse impact on 
their operation as a whole.  This amount of ownership of AREX by one party could also become a 



 
    

 

potential issue if AREX was to be acquired. Wilks is currently subject to a stockholders agreement that 
caps their share ownership at 48.61% of AREX’s outstanding common stock. If Wiliks obtains more than 
50% of the common shares outstanding, they could force AREX to make financial decisions that their 
lenders do not agree with, thus cutting off its much needed funding. This could leave AREX dead in the 
water. 

 

 

 

 

Debt 

Debt is a major issue for AREX. As of right now, debt is a significant portion of it’s’ enterprise value. ~ 72% 
of this company’s enterprise value is represented by debt. Although the dollar value is high, the main area of 
concern is how the total net amount of debt hasn’t changed in over 4 years. This company has many 
constants that stop it from operating at full capacity. Its lack of access to cash is a major hurdle that must be 
overcome in order from this business to survive. This is all compounded by the fact that AREX hasn’t had a 
positive net income in over 3 years. Besides the exception of 2016 where they had $6.3 million in free cash 
flow, from 2010 to the present this company hasn’t generated positive free cash flows. This is a major red flag 
considering that this business is replying on positive cash flows from operations to fund its current 
production. AREX is barley covering there cost to operate while having a huge debt burden looming in the 
near future. This business is contracting due to the huge burden of its’ debt and if unless there is a major 
change of current events, AREX will only further bleed value. 



 
    

 

 

Cash flows from 2013 to 2018 estimate 

  

Growth potential 

Although there are major flaws in AREX, this company still has the ability to grow and prosper. AREX has 
four strategic pillars for long-term value creation. First, their product mix allows them to diversify their risk 
from only having one commodity to offer. They have a mix of 40% natural gas, 28% oil and 32% NGLs 
(natural gas liquids). This allows AREX to not have all their eggs in one basket and adjust to the commodity 
that provides the best return. The second pillar is their infrastructure. Since it is 100% owned, anything they 
produce is generating money for their business. Although they have a major debt obligation coming down the 
pike, this company has positioned its self to be able to react very quickly to changing market conditions. This 
is because AREX owns all the equipment that is covers the life cycle of production from drilling to 
transportation of its products. In addition, once it covers the cost of day-to-day operations, any additional 
revenue generated is profit. Third, AREX’s position in the basin is advantageous due to their contiguous 
acreage that increases operational efficiency. Lastly, their HPB position allows them to collect on legacy 
production from previous projects.  HPB is a provision in oil, gas and material lease that as long as the 
property generates the minimum paying quantity of gas or oil, they have the right to operate there. 

 

 

 

 

 



 
    

 

Competition: 

Approach Resources is suffering from economies of scale. Due to their market cap being less than 10% of its 
closest competitor, everything they do, whether it be negotiating power for land leases or a change in price of 
its differentials, has a material impact on this company. AREX is suffering because of its use of leverage. They 
do not want to borrow any more to further increase its’ debt obligations, but if they do not obtain more 
capital to use for day-to-day operations, they cannot produce at a volume that is beneficial to them.  Unlike 
their counterparts, AREX does not have much, if any cash on hand to help cushion the blow of unexpected 
event like oil price volatility or capitalize on a A&M opportunity. This places them at a significant 
disadvantage because something such as a merger or acquisition is exactly what this business needs to turn the 
company around. 

 

 

 

 

 

 

 

 

 

 



 
    

 

Base/Bear/Bull cases 

Base case:  

 

Bear case 

 

Bull case: 

 



 
    

 

Conclusion:  

AREX as a whole is a company with great large-scale ideas, but lacks the cash flow to realize any major 
changes. Like was stated before, the thing that plays the largest role in their ability to grow is their huge 
debt burden. Since this company has not generated any meaningful cash flows to chip away at the 
looming debt maturity, this will force APEX to make major sacrifices to cover their debt obligation.  
Whether that be refinancing the debt to starch out the time horizon or selling off some of its PP&E, 
unless they can produce enough to cover their debt obligations, they will have to take a significant hit in 
their bottom line. Another major hurdle is their ownership. Since Wilks owns such a Signiant portion of 
this company and is allowed to elect 3 of the 7 board members, they can steer the company in a 
direction that is in the best interest of Wilks, not AREX. This could mean that Wilks would force AREX to 
sell its PP&E to cover its debts, which would deal a massive blow to this company as a whole. Not 
everything is negative. AREX owns its entire infrastructure. This means that if macro factors such an 
increase in commodity pricing, AREX would be able to capitalize on this and help elevate its debt burden. 
Oil commodity prices have been very low in October, which has had a macro effect on the whole 
industry. APEX is no exception. Although I believe that we should sell our position in this company due 
to all the negative attributes, waiting for oil prices to rise to above 70 would allow us to sell at a position 
to minimize the losses we have incurred. 

 

 

 



 
 

 
 

 

 

 


