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Dear Investor: 

 
TROUBLE IS OPPORTUNITY, PART II: BUY WHEN THERE IS OIL IN THE STREETS 

 
Sir John Templeton often cited the old adage to “Buy when there is blood in the streets” which implied 
that opportunity arrives through a market panic or crisis. In light of today’s oil market panic, where oil 
prices are crashing due to a global supply glut, we also recommend to, “Buy when there is oil in the 
streets.” Last week on December 7, 2015 an article in the Wall Street Journal titled, “Energy Sector 
Rout Intensifies on Mild Weather, OPEC,” a number of quotes from  financial professionals captured 
the pessimism surrounding the oil and the energy industry; we provide several…“Investors can’t see 
any evidence that things will get better”…“Nobody is safe” …“We think that next year there’s going to 
be more pain in the sector”…“I think things are going to get worse before they get better”…“The bears 
are in control.” Most of these statements are obvious and true, and the remaining may very well prove 
to be true. The point is that irrespective of their validity we believe the share prices of oil and energy 
firms already reflect scenarios worse than these statements. We think current share prices reflect 
“maximum pessimism,” at least in terms of a historical perspective. For that reason, we believe that the 
current environment represents an opportunity for investors with the ability to circumvent today’s 
myopic fear. For us, this approach amounts to focusing intently on the facts, data, and logical 
reasoning. We summarize the above with further investment wisdom from Sir John: “If you want to 
buy the same thing that is popular with your friends or popular with the investment security analysts, 
you can’t get a bargain. If you buy the same thing they buy you will get the same performance they 
get. If you are going to have a superior performance, you’ve got to buy what the other people are not 
buying or even what those are selling. Therefore, we search for those areas that are unpopular and 
then we study them to see if that unpopularity is permanent.”  Bearing this in mind, we will now 
follow with our study and 
analysis of the potential 
opportunity we currently see 
in the major oil integrated 
firms. In the illustration to 
the right, we share the price 
of WTI oil dating back to 
1983 and illustrate the 
idiosyncratic oil price 
corrections (not related to 
recession) with the green 
circles that have occurred to 
date. Accompanying the 
green circles, we have 
provided the ratio of the 
average dividend yield for 
the oil majors to the 
dividend yield on the S&P 
500. We apply the dividend 
yield yardstick in this case 
because Sir John Templeton 
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advocated focusing on cash flows when valuing oil companies given their accounting latitude(s). For 
additional context we have illustrated U.S. recessions with a red bar. In sum, we believe there have 
been three significant oil price crashes since 1980, including the current one, that have not coincided 



 
with U.S. recession. 
 
Incidentally, when the average dividend yield for the oil majors rises to a level of more than 2x that of 
the S&P 500, it has in the past signaled higher future returns for the oil majors relative to the S&P 500. 
The caveats we point out are that when this ratio breaches 2x in the presence of 1.) an oil price crash, 
and 2.) the absence of a U.S. recession, the returns to the major oil companies have  produced 
significant alpha on a historical basis. We measured returns on a five year annualized period coming 
out of the oil price bottom which coincidentally matched the apex in the dividend yield ratio we 
described. As one can observe in the table below, the total shareholder returns to owners in the major 
oil companies (BP, ExxonMobil, Chevron, Royal Dutch Shell, Total, ENI and Conoco Phillips) outpaced 
the S&P on a relative basis by 7.45% and 9.57% annualized, in the two respective periods of 1986-1991 
and 1999-2004.  
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For illustrative purposes only. The information is not intended to be a recommendation to purchase or sell a security. 

Past performance is not indicative of future results. 

  
 
It would be easy to take this analysis, look at the current spread between the oil majors and S&P 500 of 
2.8x and call it a day. Perhaps one should. Based on our analysis of the data, the current spread of 2.8x 
is 2.7 standard deviations from the mean of 1.8x (…and the median is also 1.8x) and this suggests that it 
lies outside of more than 95% of the observations dating back to 1980. Common sense tells us however 
that before one goes chasing yield, one must guard against a dividend cut. In our minds, this is probably 
what concerns equity investors today and has allowed for the yield spread to materially widen versus 
the S&P. In the same breath though, we think this also may have  rattled investors following the oil 
price declines in 1986 and 1998. 
 
Given our focus on dividends, this seems like a good vantage point for the remainder of our discussion 
surrounding valuation. This approach also strikes us as sensible given the broader market’s focus on oil 
majors as long-term dividend yielding investments, and we believe they are commonly held securities 
for that reason. Lastly, this perspective coalesces with recent commentary from executives at these 
firms that have pledged to protect their dividends from a cut, thereby forgoing near-term plans to fund 
expansion.  
 
Beginning with the traditional Gordon Growth Model1 used to value dividend paying stocks, let us use 
this formula to illustrate the basic question facing potential investors in the oil majors following the 

                                                             
1
 For illustrative purposes only and should not be considered a guaranteed prediction of market activity. It is one of 

many indicators that may be used to analyze market data for investing purposes. The Gordon Growth Model has 
certain limitations such as it does not take into account many nondividend factors. Please see attached disclosures. 



 
large 68% decline in the price of WTI oil during the past few years. We believe the Gordon Growth 
Model provides a convenient vignette to peer into the market’s thinking, and implied concerns. The 
model simply states that the value of a dividend paying stock is equal to next year’s dividend, divided 
by the difference between the cost of equity capital (since only equity holders receive the dividend) 
minus the long-term growth rate in those dividends. It is summed up as Share Price Value = D1 / Cost of 
Equity – Growth. In the example of the oil majors, this analysis becomes comparatively straightforward 
given the long operating histories and mature growth profiles of the firms in question. We believe oil 
stocks and financial stocks lend themselves well to the model. Given that 1.) the oil major’s generally 
stated corporate strategy is to maintain the current dividend policy (at all cost), and 2.) the readily 
verifiable decades long annualized growth rate in their dividends, the one piece of the Gordon Growth 
Model that remains flexible is the Cost of Equity. In sum, we can plug in the assumed dividend and the 
decade-long growth rate to solve for the Cost of Equity. The Cost of Equity simply put implies how 
much investors today demand to be compensated to own these shares, due to their perceived riskiness 
(i.e., the more perceived risk, the higher the equity risk premium, the less they are willing to pay today 
for future dividends due to their uncertain arrival).  
 
In order to simplify this illustration, let us now return to the Gordon Growth Model, and rearrange its 
terms to solve for the Cost of Equity implied by the equity markets. In doing so, we find that the Cost of 
Equity = D1 / Share Price + Growth Rate, or even more simply the Cost of Equity = Dividend Yield + 
Growth Rate. When we return to the empirical example of the oil majors trading in today’s market we 
can see that the average dividend yield in the group is 6.17%, and the annualized growth rate in 
dividends for those with data available dating back to 1982 is 6.28%. Based on our rearranged Gordon 
Growth Model, this implies the market assigns a Cost of Equity to the oil majors of 12.45%, which also 
implies a significantly heightened level of anxiety among investors given that the same logic produces 
and estimate for the long-term average Cost of Equity of these same stocks to be 10.48%. Over the 
course of time, we believe that these stocks will settle back towards their average 10.48% Cost of 
Equity. However, in order for this to happen, some variable within our current estimate of the Gordon 
Growth Model must change from where it sits today. This is where the analysis gets down to brass 
tacks. In the two most straight forward scenarios, either 1.) the assumed dividend (numerator) needs 
to decline, or 2.) the share price (denominator) needs to rise. In the first case, the dividends have 
proven unsustainable and are cut, and in the second case, the market’s pessimism has carried too far, 
and abates over time as dividends are proven sustainable.  
 
To quantify these two scenarios, we believe that in order for the Cost of Equity to regress to its mean 
through lower dividends, dividends would need to be cut on average for this group by 31.6% from 
today’s levels. Conversely, if dividends are not cut, then a share price rise (alone) of approximately 
46.2% would be needed to lower the current estimated Cost of Equity from 12.45% back to its long-
term mean of 10.5%. Based on our view of the fundamentals and history, we assign a higher probability 
to the latter scenario. Moreover, it was the unfolding of this latter scenario that drove the superior 
relative returns for these stocks versus the S&P 500 described earlier from 1986-1991 and then again in 
1999-20042. 
 
To support our view, we begin with a perspective on the last significant oil price crash in 1999. Given 
the concern equity investors may have surrounding dividend policy at the oil majors, it is interesting to 
take into account a historical perspective on how these businesses fared during the last significant 

                                                             
2
 Past performance is not indicative of future results. Please see attached disclosures. 



 
prolonged drop in oil prices. Interestingly, in the years of 1998 and 1999, the oil majors did not 
generate enough free cash flow to cover their dividend payments, and yet avoided cutting their 
dividends. It was not until 2000 that the group generated a material rebound in their free cash flow 
that more than covered their dividend commitments. 
 

 
                   Source: Bloomberg, Templeton and Phillips Capital Management, LLC 

 For illustrative purposes only. The information is not intended to be a recommendation to purchase or sell a security.                             

Past performance is not indicative of future results. 

 

 
The point here is simply that although worrisome at some level (and hence the increased dividend 
yields among the group) a deficit in free cash flow relative to dividends is not unusual in these oil price 
crash circumstances (like the one today). We cite the relationship between free cash flow and 
dividends as a conservative view, but when taking the more conventional dividend coverage ratio (net 
income / dividend), this metric fell to 1.2x in 1998 versus its long-term average of 2.4x.  
 
Naturally, the funds to cover dividends must come from other resources, and historically, as well as 
today these funds have been generated through a mixture of thorough cost reductions, materially 
reduced capital expenditure and /or divestments, and untapped cash balances or capacity for 
additional borrowing on credit facilities, etc. Addressing capital spending first, Morgan Stanley 
estimates that the oil majors can cover 60% of their dividends through capital spending cuts of 15-20%. 
This is an interesting data point to us because during the 1986 and 1999 downturns, the group of oil 
majors we have been discussing did indeed cut their capital spending by 15% year-over-year between 
1985 and 1986 and then by 22% year-over-year from 1998 to 1999. What this illustrates is that 
protecting the dividend at the expense of funding growth is a longstanding piece of the oil major’s 
corporate strategy and culture. Also important, and as it relates to these firms’ balance sheets, their 
capital structures are in-line with historical norms, and actually in better shape than was the case 
during the 1999 downturn. During the 1999 downturn, the group’s average net debt to equity stood at 
42.1%, compared with 21.6% today. This suggests that these firms have relatively more financial 
flexibility today than was the case in 1999.  
 



 
With all of that said however, perhaps the most important aspect of these firms’ ability to cover their 
dividends during a sharp downturn in oil prices is not only owed to corporate strategy but also to the 
diversification of these firms’ revenue across the various energy products. Please note that our entire 
focus has rested upon the oil major integrated firms, versus firms more exclusively focused on 
exploration and production, etc. It is important to remember that while the major integrated firm’s 
upstream business suffers mightily during these downturns, their business segments dedicated to 
downstream refining, processing, and marketing tend to perform much better in the presence of lower 
input costs (i.e., oil prices). The surge of profits in these businesses is a material component 
contributing to the financial wherewithal of these businesses during an oil price slump. 
Aside from the fundamental assessment we provided, we believe it is also worth pointing out that 
historically, these equities have not relied upon a rebound in the price of oil before their share prices 
and valuations rise. This is interesting because we believe many investors point towards a rebound in 
the price of oil as the necessary catalyst to rerate oil and energy firm valuations higher. While a 
rebound in oil prices would likely do just that, it is important to note that a rerating does not rely upon 
a rebound in oil prices, and historically share prices have risen in advance of oil price rebounds. 
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For illustrative purposes only. The information is not intended to be a recommendation to purchase or sell a security. Past performance is not 
indicative of future results. 

 
In surveying these respective oil major shareholder returns, and their advance ahead of oil price 
fundamentals, we are not necessarily convinced that equity investors are more prescient in terms of 
judging the future price of oil. Instead, we suspect that the initial rebound in equity prices back to a 
more normal valuation level is related to the belief that the firms will weather the financial stress owed 
to lower oil prices. Put differently, we believe that for equity investors to realize the full potential of 
alpha following an oil price crash, it is likely necessary to invest during the height of uncertainty 
surrounding dividend policy at these firms. Given several of these firms’ demonstrated ability however 
to not cut dividends over the course of several decades, we believe there is an empirical precedent for 
second-guessing the pessimism. 

 
Thank you, and as always we appreciate your interest. 

   



 
Lauren C. Templeton             Scott Phillips 

 

 

Principal & Portfolio Manager                                    Portfolio Manager 
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