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Robert Shiller measuring the 
ratio of stock price volatility 
relative to fundamentals, 
stock prices are 14 times 
more volatile than the under-
lying fundamentals (measured 
by long-term dividends).  For 
a value investor who can 
stomach this volatility, this 
means 14 times the opportu-
nities to make a wise long-
term purchase.  Mr. Market 
has been very busy indeed. 

However, few people see the 
market in this positive light 
because their perspective is 
also near-term.  The unfortu-
nate reality is that most hu-
mans are hard-wired for short
-term behavior and decision-
making based on short-term 
outcomes.  This behavioral 
pattern and a preference for 
instant positive outcomes at 
the expense of greater future 
outcomes can be  established 
at an early age.  A relatively 
famous study conducted 
among four year old children 

 “People are always asking 
me where the outlook is 
good, but that’s the wrong 
question.  The right ques-
tion is: Where is the out-
look most miserable?” - Sir 
John Templeton, January 
1995.   

Of course, Sir John’s words 
underscored his longstanding 
practice of searching areas in 
the  stock market where 
pessimism was most visible 
or prevalent in order to lo-
cate a bargain priced stock.  
The key to this approach lies 
in the ability to judge 
sources of pessimism that 
prove temporary and there-
fore create a mispricing that 
a long-term holder can ex-
ploit for profit.  In other 
words, the idea is to take 
advantage of the market’s 
short-sighted nature, and 
resultant volatility.  To be 
sure, the market is short-
sighted.  Perhaps even more 
interesting is that over the 
past 50 years, this short-
sighted behavior has acceler-
ated.  One simple illustra-
tion of this behavior can be 
seen in the steadily declining 
holding period for stocks on 
the New York Stock Ex-
change.  In fact, the average 
holding period has fallen 
from 8.3 years in 1960 to a 
mere 9 months in 2009.  

Even so, this data probably 
understates the amount of 
speculation in the market 
when we consider the ex-
plosion of high-frequency 
trading where a stock is 
bought and sold in less than 
a second.  The same can be 
said about the effect from 
ETFs, which John Bogle 
points out raises the mar-
ket’s overall turnover to an 
annual 284%, from the 
141% cited below for 
stocks.  This activity begs a 
simple question that under-
pins the entire basis for 
value investing, do the in-
trinsic values of these com-
panies change with the same 
frequency?  Without sur-
prise our answer is no, 
which leaves us with the 
long ago established conclu-
sion that stock prices are far 
more volatile than the un-
derlying changes in funda-
mentals.  How much more 
volatile?  According to long-
term research conducted by 
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Among all of these potential 
areas for bargain stocks, the 
Gulf oil spill strikes us as a 
particular area of interest for 
the long-term focused inves-
tor.  Despite the murky wa-
ters of the Gulf, and the 
even murkier near-term 
prospects for these firms the 
long-term picture is much 
clearer and surprisingly 
bright.   

To begin, and Gulf crisis 
notwithstanding, the oil and 

energy sector continues to 
trade below its long-term 
average valuations based on 
several multiples. Also, tak-
ing a little bit closer look 
within the sector we can see 
that the oil services industry 
trades at an even larger dis-
count versus its history than 
the overall sector.  Specifi-
cally, the Bloomberg World 
Oil Services Index trades at a 
35.1% discount to its me-
dian price to book over the 
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at Stanford University in the 
1960s demonstrated the 
large fixation humans have 
on near-term rewards and 
outcomes.  In the experi-
ment, children were offered 
the choice of one marshmal-
low right away or two 
marshmallows 15 minutes 
later.  Reportedly around 
2/3s of the children either 
instantly ate the marshmal-
low or could not hold out 
for the full elapse of fifteen 
minutes.  Interestingly, sci-
entists have followed up on 
these early behavior patterns 
and found that the children 
who were able to delay 
gratification went on to 
make superior grades in 
school, obtain advanced de-
grees beyond college, and 
achieve other goals in adult-
hood associated with suc-
cess.  The corollary between 
instant and delayed gratifica-
tion is pervasive in our soci-
ety, and extends to why 
adults have trouble quitting 
smoking or dieting.  Even 
when they comprehend the 
logic, and the trade-off be-
tween these vices and longer

-term health benefits they still 
struggle with self-control and 
the discipline to delay gratifi-
cation.   

As value investors, it is easy 
to see this exact same tempo-
ral relationship in the market.  
Let us now return to Sir 
John’s advice to go to where 
the outlook is most miserable 
in search of a bargain. For the 
value investor, risking the 
relative safety of cash in ex-
change for a distant, albeit 
substantially greater reward  
in the future (due to a recov-
ery in sentiment and future 
compounded earnings) re-
quires tremendous self-
control and discipline, but is 
also a matter of common 
sense.  Still, this combination 
of discipline and perspective 
is exactly what is called for 
when searching for opportu-
nities in the midst of height-
ened market volatility.  
Clearly, it requires rigid self-
control to perform this task 
over and over again.  At the 
same time though this is the 
behavior of the world’s most 
successful value investors, 

that is sacrificing near-term 
outcomes at the expense of 
much greater long-term out-
comes.  One good example 
from Sir John’s management 
of the Templeton Funds came 
when he bought shares of 
Ford Motor in 1978 at $4 as it 
was supposedly near bank-
ruptcy.  By 1982, the stock 
had fallen to $2, but Sir John 
continued accumulating, and 
by 1988 Ford was trading at 
$33 per share.  This is one of 
the simplest examples of an 
investor going to where the 
outlook is most miserable in 
search of bargain but then also 
possessing the self-control to 
ignore near-term outcomes in 
favor of the longer-term posi-
tive outcome he forecasted 
for US autos and Ford. 

 Following the marshmallow 
experiment, the researchers 
were asked what contributed 
to the few children’s ability to 
forgo the instant gratification 
in favor of the much more 
rewarding, but delayed grati-
fication.  The researchers 
responded by saying that 
those children distracted 

themselves from the presence 
of the marshmallow in front 
of them and fixated on an-
other task or thought.  The 
same approach can be applied 
in the search for bargain 
stocks in the midst of maxi-
mum pessimism. 

For example, if an investor 
can simply find stocks whose 
near-term concerns (and by 
extension the cause of the 
discount to intrinsic value) 
are temporary while the long-
term fundamentals are 
strong, then the investor can 
fixate on the long-term fun-
damentals alone and the out-
come produced by these fun-
damentals.  This fixation on 
long-term fundamentals is 
how we psychologically pro-
pel ourselves into action dur-
ing fits of market volatility. 

Fortunately, for the bargain 
hunter in search of miserable 
outlooks there is no shortage 
for potential areas.  The sov-
ereign debt crisis, concerns 
over a double-dip recession, 
North Korea-South Korea 
disputes, and last but not least 
the Gulf oil spill. 
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past seven years as well as a 27.3% 
discount to its median price to cash 
flow over the same time period.  In 
spite of these discounts, it is worth 
noting for long-term investors that 
the fundamental backdrop for oil 
prices is supported by healthy secu-
lar trends. 

With that said, let us now turn to 
the long-term fundamentals that 
underpin the oil industry.  When 
placed in a historical context the oil 
market is a market that can be di-
vided in time.  During the post-war 
boom in the second half of the twen-
tieth century the world’s energy 
market was largely dominated by the 
industrial powers of the US, Europe 
and Japan and within this dynamic 
the oil market was generally well 
supplied, absent the tumultuous 
embargoes of the 1970s.  In fact, as 
evidenced in Table 3, the oil market 
ran a consistent supply surplus over 
this time period as production out-
paced consumption.  During the 
1980s and 1990s however several 
emerging market economies began 
experimenting with free-market 
reforms including China, the Asian 
Tigers, India, Russia as well as coun-
tries in Latin America.  During the 
decades that followed, a torrent of 
industrial productivity was unleashed 
from the developing world and not 
surprisingly these countries required 
fuel to motor their high growth 
economies.  During this period of 
free-market reform many develop-
ing economies began to post growth 
rates in oil consumption that far out-
paced worldwide and developed 

Source:  BP Statistical Review 

market averages, as also seen in Table 4.  
This secular spike in the rate of con-
sumption from the developing world 
coincided with yet another dominant 
secular trend in the oil industry, which 
has been a pronounced decline in pro-
duction from the developed world.  For 
example, the developed world’s share 
of global production has fallen in half 
from 1965-2007.  The collision of surg-
ing consumption from the developing 
world and declining production in the 
developed world culminated in an ever 
so subtle, but overriding change in the 
oil market.  In sum, from 1980-2009 
global consumption has outpaced global 
production, which has in turn led to 
intermittent supply deficits in the mar-
ket.  If we turn to the supply and de-
mand table once again we can see that 
compounded annual growth in con-
sumption from 1980-2009 has regis-
tered at 1.08% versus growth in pro-
duction of 0.83%.  Most notably, this 
basic mismatch led to several annual 
supply deficits in the first decade of the 
twenty-first century which also coin-
cided with a 331% price increase in oil 

Source:  BP Statistical Review 

Source:  BP Statistical Review 

Source:  Bloomberg 
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from 2004 up until the financial crisis 
crashed nearly all asset prices, includ-
ing commodities. Still, despite the 
strong evidence of bullish secular 
trends at work in the oil industry there 
is some concern over the current and 
near-term environment, and even 
whether these types of growth rates 
can persist over the coming five to ten 
years.  Admittedly, oil consumption is 
subject to cyclical variations, but by 
and large there is little reason to sus-
pect that future oil consumption will 
falter from the key emerging market 
drivers.  To begin, the most powerful 
emerging market growth engines of 
China and India are still in the nascent 
phases of their economic development 
based on several per capita measures.  
Importantly, given that transportation 
accounts for 70% of oil consumption, 
automobile ownership in China and 
India taken per 1,000 people still ranks 

at a mere fraction of developed 
markets such as the US.  In sum, 
the growth dynamics we described 
earlier remain supported by ample 
future demand for oil in the devel-
oping world for years to come 
based on these early stages of devel-
opment.  

In addition to what appears to be a 
bullish long-term backdrop for oil 
prices—which at the end of the day 
play a reasonable role in the earn-
ings and cash flow products of oil 
and energy companies—there are 

Source:  Phillips, Scott. Buying at the Point of Maximum Pessimism. Upper Saddle River, NJ:  FT  Press. 2010 

also interesting near-term develop-
ments playing out in the industry.  
For starters, oil demand has held up 
relatively well in the face of renewed 
concerns over economic growth and 
the intentional braking on growth in 
China.  It is worth noting though 
that China’s total petroleum demand 
reached 9.2 million b/d in June, the 
highest number on record.  In addi-
tion to the demand, China also im-
ported a record amount of crude in 
June. 

Even so, near-term growth concerns 
will likely persist and lead to further 
volatility in crude prices and energy 
related equities.   

 In any event, our discussion now shifts 
squarely towards the Gulf of Mexico 
which is perhaps this summer’s most 
miserable event and where the outlook 
has been the worst for companies tied 
to the event.  

Although it may be difficult to see any-
thing positive coming out of the Gulf 
of Mexico oil spill, there are actually 
some companies who when taking the 
longer-term view may benefit from 
this crisis in the years to come. In un-
canny form, crisis almost always equals 
an opportunity in some way, shape or 
form.  So  with that said, and while BP 
has received nearly all of the attention 
from this event, we will highlight the 

other contrarian plays found among 
its supporting cast in the disaster. 

If nothing else, we can be sure that 
future regulation and oversight  over 
oil production in the Gulf of Mexico 
will intensify.  Interestingly, the 
regulatory moves being proposed in 
the forthcoming energy bill range 
from removing liability caps on off-
shore drillers, which would prohibit 
smaller independent firms from ob-
taining insurance (for unlimited li-
ability) to requiring  two sets of 
shear rams on all blowout preventers 
(i.e. the backstop device that failed 
on the Deepwater Horizon).  In the 
first case—which lacks support in 
Congress and has an uncertain prob-
ability—the outcome would likely 
be a mass exit of smaller firms un-
able to self-insure from the Gulf 
market.  In the second case, this 
specific clause is up for debate, but 

its essence and related measures 
seem more probable.  That is to say 
that the legislation will very likely 
mandate additional equipment, or 
higher standards for existing equip-
ment.  In this respect legislation in 
this equipment area seems more 
likely, or even if lacking, some self-
regulation among producers and 
drillers may come instead.  Clearly, 
the Gulf spill exposed several risk 
factors inherent to offshore drilling, 
but if there is one common thread to 
be found across this upstream space 
it is the ageing asset base that is cur-
rently at work.  It should not be lost 
upon any observer that one of the 
key factors that limits Cameron In-
ternational’s (manufacturer of Deep-
water Horizon blowout preventer 
that failed) exposure to this incident 
is that the device was over ten years 
old and out of warranty.  In fact, 

SPILL CRISIS : OPPORTUNITIES FLOATING IN THE MURKY WATERS OF THE GULF 
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approximately 57% of the world’s 
semi-submersible rigs are over 20 
years old and around 90% of the 
world’s jackup rig fleet is more than 
20 years old.   

The ageing rig fleet base generally 
implies one of two scenarios coming 
down the pike. The first entails some 
significant upgrades to the equipment 
on existing rigs, or in the event that 
upgrade expenditures become too 
onerous, a build out of newer rigs.  In 
either case, this market dynamic plays 
into the hands of the equipment 
manufactures such as National Oil-
well Varco (trading at price to 
book of 1.0 vs. 1.9x hist. avg.) 
and Cameron International 
(trading at price to book of 2.3x 
vs. 3.5x hist. avg.).  It seems likely 
that the ageing rig fleets, and/or the 
need for mandated equipment due to 
forthcoming regulation will favor the 
equipment manufacturers, both of 
which trade at perceivable discounts 
to their historical valuations.  More-
over, this dynamic says nothing of 
new orders that have come from land
– based drilling activity which has 
surged in response to the Gulf mora-
torium.   

So while Cameron International was 
tied to the Gulf incident due to its 
blowout preventer and saw its stock 
price decline alongside the other 
firms (BP, RIG, HAL), it seems that 
the firm may actually benefit from 
this event through the stimulation of 
orders due to changing regulations. 

Cameron is probably not alone how-
ever in this respect.  Going forward 
and assuming that drilling activity 
resumes at some point in the Gulf 
(even if at a lower rate) it also seems 
probable that far more precautionary 
activity will take place around the 
well itself.  This added emphasis on 
well site preparation may actually 
benefit Halliburton over time, whose 
role in the cementing work of the 

Macondo well dragged its stock down 
with the other firms. 

While these aforementioned firms 
may eventually benefit from future 
regulations and the changing emphasis 
on safety and precaution across the 
upstream segment of the market, one 
of the most compelling opportunities 
among these spill related firms (non-
BP) probably lies in the Deepwater 
Horizon’s owner, Transocean. 

To be sure, the name comes with its 
fair share of baggage and risk follow-
ing this tragedy.  However, taking 
into account its probable future earn-
ings and cash flows over the coming 
years, it shows a strong possible di-
vide between its share price and in-
trinsic value. 

From a basic perspective the stock is 
priced low relative to all of its con-
ventional metrics; 6.2x EPS, 0.6x 
book value, 3.5x cash flow, and 4.9x 
EV/EBITDA.  Without question, the 
stock has been hammered since its 
Deepwater Horizon rig exploded and 
sank in the Gulf of Mexico on April 
20, 2010.  Since that tragic day 
Transocean stock has shed 50.4% of 
its value, which outpaces BP (-
36.5%), Cameron (-14.8%) and Hal-
liburton (-11.2%) by a wide margin.  
Also without question, there is a great 
deal of fear surrounding this stock due 
to its smaller balance sheet, and high 
visibility in this tragedy.  So while 
there is much consternation on how 
future liabilities will play out for 
Transocean, let us at least examine 
the facts and wrap the discussion in a 
more logical framework. 

If there is one thing we can say about 
BP, at least the firm has taken owner-
ship of this accident as a responsible 
party, which assigns to it alone the 
liabilities tied to oil that spewed from 
the well.  Transocean on the other 
hand is responsible for oil sitting on 

the rig itself, as well as the financial 
impact of losing the rig itself.  To 
start, the financial loss of the Deep-
water Horizon rig was covered by 
an insurance contract that has al-
ready paid out the $560 million 
claim.  Looking beyond the rig li-
ability Transocean could be liable 
for damage related to the oil that 
was on its ship and any damages 
created by its spillage.  However, 
the volume of this spill is nominal 
compared to BP’s share from the 
well, and BP should continue to 
face the large majority of claims 
due to its outsized relationship 
from spill damages. At the end of 
the day though it is probable that 
BP will file suit against Transocean 
and try to recoup some of these 
damages.  In order to obtain funds 
from Transocean, BP will have the 
burden of proof to establish that 
Transocean was negligent or in-
competent while following BP’s 
orders, and that this was the cause 
of the spill.  This will not be easy 
for BP to prove, if indeed a lawsuit 
is filed, as its reputation for safety 
and diligent precautionary behavior 
was already questionable coming 
into the Gulf disaster.  By contrast, 
Transocean has long been viewed as 
the gold standard of offshore drill-
ers, and has enjoyed a strong repu-
tation for safety and quality among 
industry veterans.  Regardless, we 
should anticipate lawyer’s fees for 
Transocean that may drag out for 
many years.  However, in the pres-
ence of lawyer fees, but absent any 
several billion dollar event in one 
single year, these expenses look 
manageable with $1 billion in insur-
ance and an average of $2.3 billion 
in free cash flow during the past 
three years. 

Based on the assumption that the 
liabilities tied to any legal matters 
remain strung out over time, we 
can return our focus to Transocean 
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CARRYING OIL IN A BASKET CAN BE DONE 

as an operator and the necessity of 
deepwater drilling as a source of 
production.  To start, Transocean 
is anecdotally the best regarded ―A-
team‖ player among the offshore 
drillers by producers in the market, 
and despite the tragedy its reputa-
tion as an operator remains well 
regarded.  The company is much 
larger than its peers, around twice 
as large as its nearest competitor, 
and given the high stakes involved 
with deepwater drilling, and obvi-
ous risks recently illustrated there 
is little incentive to move drilling 
business over to smaller competi-
tors. 

Furthermore, despite the near-term 
fears surrounding the drilling mora-
torium, it seems likely that drilling 
will eventually resume in the Gulf, 
given the importance of deep water 
drilling to the domestic production, 
as well as the hot topic of employ-
ment in the current economic envi-
ronment. In fact, with 30% of US 
oil supply coming from the Gulf, it 
is difficult to imagine the morato-
rium staying in place beyond the 
November 30 target date. What is 
imaginable though is an increase in 
the development costs surrounding 
Gulf production.  This refers back 
to our earlier discussion of the 

regulations to come and the role of 
the equipment manufacturers/
suppliers. The bottom line is that the 
amount of time it will take to get a 
well drilled will rise exponentially as 
permits, well-designs, and certifica-
tions will all take longer. This longer 
elapse of time will also make the 
process more expensive, as it will 
probably more closely resemble the 
regulatory environment of the North 
Sea.  Prior to the BP spill the North 
Sea represented a much more oner-
ous regulatory backdrop than the 
Gulf of Mexico.  With that said, as 
regulatory costs rise, a driller such as 
Transocean may be called to other 
deepwater sites such as Angola, Ni-
geria, or Brazil.  This is an advantage 
to Transocean’s business model 
though as its capital can be shifted to 
the most profitable drilling sites.  In 
any event, deepwater drilling is set 
to continue with some researchers 
estimating the industry to grow by 
2/3s over the next five years.  The 
truth is, that despite the risks, deep-
water represents a critical source of 
future oil supply, and what these 
firms risk in liabilities they recoup in 
profits as the oil found in these 
sources is clean, pure, and highly 
profitable compared to other more 
sour sources of crude. 

Even so, Transocean may not fit the 
risk profile of every investor and for 
those who may have become ex-
hausted from the steady succession of 
Maalox moments in the stock market 
during the past few months there are 
alternative approaches.  One simple 
way to capture the collective risk/
reward profiles described in this re-
port might be to examine an ETF 
such as the Oil Services HOLDRS 
which holds all of the securities men-
tioned in this report.  Although the 
investor might experience a more 
modest return versus picking only a 
few securities, it does merit repeating 
from our earlier discussion that by 
and large the oil services space as a 
whole trades at a discount to its his-
torical valuation levels.  For conven-
ience sake we have provided a simple 
look-through to the holdings of the 
Oil Services HOLDRS ETF so that 
these valuation discounts are more 
tangible. 

No matter the approach towards in-
vesting in this space, it is always 
worth taking the long-term view of a 
company and comparing its opportu-
nities to the near-term risks.  Finally, 
when it comes to value investing, 
patience is a virtue and two marsh-
mallows are always better than one. 

   

Source:  Bloomberg 
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