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OILED LANG SYNE 

 

As we pass from 2014 and into 2015, most investors and market observers have one question (or some 

variation of it on their minds; should the old acquaintance of higher oil prices “be forgot”? We think the 

simple answer is no. This conclusion implies that trouble in the oil price has also created opportunity in 

the oil price. Before we address any perceived opportunity however, we will quickly survey the 2014 

rout in oil prices, its underlying drivers, and its affects across the financial markets (which have been 

myriad). 

 

The 50.0% decline in the price of oil during the past six months has led to uncertainty and pessimism in 

the energy market as well as several other financial markets. From a common sense perspective, it is 

difficult to see lower oil prices as a bad thing. Of all the money that has been wasted in various fiscal 

stimulus programs during the past several years, the free market system has now delivered a stimulus 

package to the economy that is undeniable and real. Lower oil prices intuitively lead to higher disposal 

income. This is difficult to deny, but quantifying its impact is tricky. Goldman Sachs estimates the 

economic impact of lower oil prices for the U.S. economy as the equivalent of a $125-$150 billion tax-

cut, which translates into an additional 0.5% of real annual GDP growth. The Economist describes a $40 

decline in the price of oil as transferring $1.3 trillion from producers to consumers of oil. It also figures 

that on average American car owners spent around $3,000 at the gas pump in 2013, and with today’s 

prices these drivers will gain $800 in savings, equaling a pay-raise of 2%. Our view embraces a common 

sense approach. If one examines the past 30 years of recessions in the U.S., they have been preceded by 

sharply higher oil prices that serve as a tax increase on the consumer (illustrated below). By this same 

logic, sharply lower oil prices 

may serve as a tax cut and 

stimulus. We are not asserting 

that sharply rising oil prices 

are the one and only cause of 

recessions, but they have at 

least been a steady co-

conspirator, always caught 

hanging around the scene of 

the crime. For that matter, in 

the preceding graph there are a 

couple of steep oil price 

declines not unlike what we 

are witnessing at the moment 
 

Source: Bloomberg 

that are disjointed from the economic cycle. They are instead, unique to the oil market’s internal factors. 

We lean towards this interpretation as underpinning the current oil rout, but also acknowledge that tepid 

demand (from abroad, i.e., Europe and China) versus prior expectations is a notable factor in the price 

decline. To be sure though, the U.S. economy has continued to accelerate across the length of 2014 
based on measures including GDP and employment data, which is why we believe that idiosyncratic 

supply factors in the oil market are the principal driver (matched with choppy demand) for today’s lower 

oil price. As we alluded to earlier, oil is a global commodity whose price movement can also affect prices 

in a myriad of markets including currencies, fixed income, sovereign debt, commodities and even the 

growth projections for various economies. We will now shift our discussion more specifically to what we 
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believe to be the underlying drivers for the price decline, as well as a brief survey of the interconnected 

markets we mentioned above. 

 

To begin, we need to briefly delve into the underlying drivers of the oil price decline. The discussion 

takes us back to 2008, when an independent energy company in the U.S. named Petrohawk drilled the 

first well into the Eagle Ford Shale formation located in south Texas. In 2008, the Eagle Ford formation 

produced a paltry 352 barrels of oil, based on the Railroad Commission of Texas Production Data. Today, 

this same formation now produces over 1.5 million barrels per day. What happened? The innovative 

drilling techniques of fracturing and horizontal drilling unlocked what had heretofore been uneconomical 

oil and gas reserves trapped in these fields. In a nutshell, this is a prime example of the free enterprise 

system at its best, as up to this point in time U.S. production was in secular decline and OPEC dictated 

terms of the global oil market, flanked by producers such as Russia and Venezuela. Being wholly 

dependent on these producers carried significant economic and geopolitical implications that are now 

being redefined. To grasp the profound nature of these innovations in the market place for oil consider 

that in 2010 the Energy Information Administration (EIA) estimated that Eagle Ford’s contribution to the 

U.S. oil supply at 1%, and today that figure now stands at 17.5%. As one might guess based just on the 

growth in production for Eagle Ford alone U.S. oil production is booming. Then, as we turn to the 

Permian Basin, situated in west Texas, which is now producing 

1.7 million barrels per day or look to the Bakken fields in North 

Dakota that are currently producing approximately 1 million 

barrels per day, we can appreciate that the market is not just 

booming, but currently over-supplied. To bring it all into 

perspective, these fields have all ramped up exponentially over 

the past several years, with more room to grow in the future, 

depending upon the future oil price. If we look at the overall 

growth in U.S. production, illustrated to the right through EIA 

figures, it is plain to see that U.S. oil production growth has 

risen sharply as these major fields came online. All told, since 

2010, U.S. producers have added 20,000 wells. Also, consider 

the production curve to the right and that its estimated level  
Source: Bloomberg, EIA 

of over 9 million barrels per day is now only approximately 1 million barrels per day shy of Saudi 

Arabia’s output.  

 

Importantly, the implication here is that the supply curve has shifted to the right by some degree on the 

basis of these innovations, which throws the old market structure on its head. The traditional producers 

are now being forced to discover the competitiveness of their operations and reserves in the global market 

place. Framed more succinctly, the current price of oil in the low $50 range pressures marginal producers 

who were comfortably profiting with oil priced at over $100. For that matter, there are geopolitical 

implications when the “producer” is represented by a national interest in the case of Russia, Mexico, 

Norway, Venezuela, and members of OPEC, who rely upon oil revenue to fund some portion of their 

fiscal budget. This last summation is the thread that binds the price of oil with numerous currencies and 

sovereign debt trading in the global market place. What is most fascinating is that these latter 

relationships are being openly debated through the prices of currency, interest rates and sovereign debt 

tied to these petro-states, as they have begun to swing wildly on the basis of movements in the oil price. 

Based on the market’s view, the clear loser in this equation has been Russia (i.e., an estimated 50% of its 

fiscal budget revenue comes from energy exports), who was already beginning to feel the effects of 

western economic sanctions tied to its geopolitical maneuvering in the conflict that has embroiled 
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Ukraine. For that matter, Saudi Arabia’s December announcement that it would not cut oil production in 

an attempt to stabilize the price of oil not only hastened the decline in the price of oil but has also fanned 

the flames of discontent in the currency and debt markets for Russia and other oil states. Some observers 

frame Saudi Arabia’s move as geopolitical in the sense that it will weaken the finances of regional foes 

such as Iran (heavily dependent upon the price of oil to fund its existence), or even a broader 

economic/oil market foe such as Russia. Others see Saudi Arabia’s move as an affront to the same U.S. 

based shale producers that have led the drive towards increased supply. It is possible that these are 

motives within the calculus of Saudi Arabia’s decision, but we believe the principal driver is an attempt to 

gain current and future market share.  

 

In the past, Saudi Arabia was content to lead production cuts given the lack of competition in the field and 

the limited threat to its dominant position. Even so, it is commonly held that other OPEC members often 

cheated and did not cut their production in the wake of Saudi Arabia’s moves, as they acted in their self-

interest to take market share while the Saudi’s backed off of the market place. Saudi Arabia recognizes 

that once one loses market share in a commodity product it is difficult to regain, given the likeness of the 

product from one competitor to another. This is the nature of commodity markets and their resemblance 

to the economic concept of perfect competition, where if a participant does not sell at the going price then 

they do not have a market for their product, period. Therefore, Saudi Arabia’s unexpected move towards 

maintaining production, even as the price of oil is in free-fall is a bold-faced challenge for market share as 

competing producers such as a Nigeria (whose U.S. exports are displaced by shale), are now scrambling 

for buyers. We must bear in mind that many of Saudi Arabia’s global competitors were not only 

comfortably producing at $100 per barrel, but also comfortably relying upon the U.S. as an export market. 

With neither of these former realities still in place thanks to surging U.S. production, the new market 

paradigm is every man for himself. Saudi Arabia is wagering in its move to maintain production that its 

bountiful reserves and low cost of production are still among the highest quality, and produced at the 

lowest break-even in the global market place. So if a regional foe such as Iran becomes doubled over 

from lower oil revenue, so be it, or a Venezuela pleas for a return to $100 oil to maintain its socialist 

existence, it will fall on deaf ears, and finally, if this move bankrupts a swath of over-leveraged upstart 

producers in Texas or North Dakota and thereby eliminating them as competitors, all the better. What we 

are now witnessing is something much closer to a free-market in the price of oil, and as we know, the free 

market only discriminates on the basis of competitive positioning in the market place (which in this case 

is the cost of production and the relevant entity’s balance sheet). The economic and philosophical reality 

of a free market threatening the existence of statist regimes should not be lost in these events either. 

 

To help illustrate these competitive dynamics we present a breakeven analysis in the figure that follows. 

The following chart displays two relevant data points, with one being the cost per barrel needed for a 

given country to maintain a balanced budget (shaded in blue) and the second being a simple estimate of 

the breakeven cost of production, or the price per barrel needed to generate a breakeven return of 

approximately 11% on a given project. Before we dive in, a few notes: all breakeven estimates, whether 

related to oil production or widget production, are estimates at best. Also, within the average breakeven 

cost of the U.S. shale plays, clearly there will be producer costs across the spectrum, i.e., not every 

producer is likely to cease operations at oil prices below $85 Brent. In fact, it is very likely and recent 

research suggests that the breakeven price in the shale fields is coming down, and may already be closer 

to $57 per barrel. Only time will tell (with the persistence of low prices to paint the real picture), but it 

does stand to reason that drillers are getting better and more efficient in their cost of production the longer 

they operate (i.e., they are rapidly learning how to become more efficient in such a competitive 

environment).  

 

http://www.economist.com/news/leaders/21635472-economics-oil-have-changed-some-businesses-will-go-bust-market-will-be
http://www.economist.com/news/leaders/21635472-economics-oil-have-changed-some-businesses-will-go-bust-market-will-be
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Clearly, a quick scan of the breakeven analysis below suggests that a number of oil-related entities, 

whether a government or a company, are suffering at the moment and confronting a period of economic 

uncertainty which by extension creates much higher volatility in their security prices. For instance, and 

although Mexico is not included in the breakeven study below, the Russian Ruble, the Norwegian Krone 

and the Mexican Peso have all come under pressure in 2014, stimulated at least in part by the sharp 

decline in oil prices. This is owed to the respective countries’ reliance upon oil revenue to fund 

government spending. Based on the past six month returns across all the major currencies measured 

against the dollar, several petro and/or commodity related currencies have fared horribly, with the Russian 

Ruble leading the declines. 

 

 
 

Source: The Wall Street Journal, IMF, Ecuador, Russia, Norway, Fitch Ratings, Deutsche Bank, 
Goldman Sachs 

 

 
 

Source: Bloomberg 

 

Not surprisingly, share prices in energy companies of many varieties have suffered significant declines 

during the past several months. In particular, energy companies with above average levels of debt have 

suffered sharper share price declines, as their ability to meet future obligations becomes more uncertain 

in the face of lower oil prices, particularly if prices persist at these levels. In this regard, and given the 

high level of representation for energy firms in the high yield debt market, the oil price melee has spilled 

over into increased volatility for high yield debt prices. Indeed, energy companies represent an outsized 

share of the high yield market at approximately 17%, which stands to reason given the significant growth 

and need for capital to fund that growth among smaller players in the shale plays. With that being said 

though, the correlation between the high yield market and the price of oil has doubled from its long-term 

15 year measure in the two months since October, moving from a correlation coefficient of 0.29 (from 

1999-2014) to 0.58, reflecting the effects of the oil price panic. Although it remains to be seen if a wave 

of defaults will emerge among the over-leveraged oil producers with high yield issues in the bond 
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market, this is a scenario that warrants some attention in our view. As we described in our June 

commentary, we believe the high yield market overall represents a potentially dangerous situation given 

its high valuations, (likely) presence of leveraged purchases, and illiquidity. In any event, and in relation 

to energy-related issuers, the wildcard likely rests in the length of time that oil prices stay below the 

average breakeven rates in the various shale plays we mentioned earlier. It is encouraging that the rig 

counts have begun to fall rather quickly in the past few months, and capex schedules are logically being 

cut as well. However, and based on historical observation from the periods surrounding the oil price 

declines seen in the mid-1980s and late-1990s, it can take several months if not a year or beyond for the 

rig count to drop sufficiently so that supply and demand can come into better balance and allow prices to 

stabilize and eventually rise. The natural lag in the market becomes accentuated by a large number of 

producers who sold forward at much higher prices, and are therefore not exposed yet to the spot price. 

For the reasons above, and while we are pursuing the opportunities being created in a methodical 

fashion, we do not necessarily anticipate some immediate gratification or reward through a near-term 

reversal. For illustrative purposes the figure below provides an overlay of the Baker Hughes Land Rig 

Count Index and the price of oil, not surprisingly, rig counts are a step behind oil price moves, and we 

can see that although the rig count has begun to fall, it appears to have much further room for decline. 

 

 
 

Source: Bloomberg, Baker Hughes 

 

Even so, we cannot ignore the opportunities being created, particularly when such a wide array of energy 

related businesses are caught in the midst of panicked selling, and now offer bargains trading at or below 

previous trough multiples registered during the past ten years, which includes the financial crisis of 

2008. With so many apparent bargains to choose from, we narrow the field by adhering first to Sir John 

Templeton’s advice from his 16 rules for investing, where in rule #5 he states, “When buying stocks, 

search for bargains among quality stocks.” 

 

Within this selection framework, we find shares in the industry leading oil services provider 

Schlumberger attractive. The firm has historically dominated the oil services industry with 

approximately 30% market share and has posted an impressive history of positive free cash flow (only 

one negative year since 1987), which we take as two clear signals of high quality in our view. Moreover 

the firm may benefit in the near-term from the proposed merger of two key competitors Halliburton and 

Baker Hughes, as customers seek to limit their own disruption from any potential integration hiccups. 

https://www.franklintempleton.com/retail/pdf/home/splash_PUB/TL_R16_1207.pdf
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Also important in our view, is its strategic positioning within the industry, as we recognize that the 

principal ways that E&P or Integrated firms create value is through reserve replacement, expanding 

production, or lowering their breakeven cost. Put differently, this is a competitive industry where it can 

be difficult to sustain success. In the case of Schlumberger though, we see a strategic fit that is analogous 

to our long-term holding in National Oilwell Varco, which is the so-called “pick and shovel” approach. 

In other words, we understand that many firms will be searching for and producing hydrocarbon-based 

energy for the foreseeable future, and so we are just as content to own and produce the equipment or 

services necessary for these risk takers to fulfill their corporate missions. In a similar vein, the capital 

base for oil service providers is mobile and capable of not only pursuing the current shale-related 

business in the U.S., but also opportunities elsewhere around the globe as they arise, or even to 

circumvent risk in any one particular product or geographical area. Finally and most importantly, the 

firm currently trades at a price to book multiple of 2.55x versus its 10 year low of 2.54x, which in our 

view presents us with an attractive bargain in the midst of this oil price panic.  

 

Although we believe Schlumberger offers us an attractive high quality firm trading at a significant 

discount to its intrinsic value, we will continue to be on the lookout for additional bargains in this oil 

price environment. We will seek to enhance future portfolio returns through additional purchases should 

we locate new potential holdings whose potential for excess return measure at least as well, if not better, 

than our current energy holdings. 

 

Lauren C. Templeton             Scott Phillips 

 

 
Principal & Portfolio Manager                                    Portfolio Manager 

 

 

 

Disclosures: 

 
Past performance is not indicative of future results.  This is not an offer to sell, or a solicitation of an offer to 

purchase any fund managed by Templeton & Phillips Capital Management (“TPCM”). Such an offer will be made 

only by an Offering Memorandum, a copy of which is available to qualifying potential investors upon request.  An 

investment in a private fund is not appropriate or suitable for all investors and involves the risk of loss.  

 

TPCM reserves the right to modify its current investment strategies and techniques based on changing market 

dynamics or client needs.  It should not be assumed that any of the characteristics discussed were or will prove to be 

profitable, or that the investment recommendations or decisions we make in the future will be profitable.  The 

information provided in this report should not be considered a recommendation to purchase or sell any particular 

security. There is no assurance that any securities discussed herein will remain in the Fund’s portfolio at the time 

you receive this report or that securities sold have not been repurchased. The securities discussed may not represent 

the Fund’s entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio 

holdings.  It should not be assumed that any of the securities transactions, holdings or sectors discussed were or will 

prove to be profitable, or that the investment recommendations or decisions we make in the future will be profitable 

or will equal the investment performance of the securities discussed herein.  Recommendations from the past 12 

months are available upon request.  Information was obtained from third party sources which we believe to be 

reliable but are not guaranteed as to their accuracy or completeness.
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TPCM is a registered investment adviser.  Registration does not imply a certain level of skill or training. The fee 

schedule for TPCM’s investment advisory services with respect to the Fund is stated in the Offering Memorandum.  

The Fund will also incur other operating expenses such as administration fees, audit fees and legal fees which will 

reduce the performance of the fund.  More information about TPCM can be found in Form ADV Part 2 which is 

available upon request.  LTF-15-1 

 


