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“In the long run commodity prices are governed by one law—the economic law of supply and demand.”
– Edwin Lefevre
Reminiscences of a Stock Operator (1923)

Introduction
Most people don’t know the name M. King Hubbert,
and after what’s taken place in the energy sector
recently, many never will. Hubbert was a respected
geologist that laid the scientific foundation for the
concept of “Peak Oil.” In the 1970s, he suggested that
global oil production would head into permanent
decline by the mid-1990s. For a while Hubbert’s Peak
seemed prescient, but it discounted the ingenuity
and innovation that would ultimately redefine the
energy complex. Advancements with hydraulic
fracturing (fracking) and horizontal drilling soon led
to an explosion of new crude oil supply. It also turned
the prevailing oil narrative upside down with Peak Oil
now relegated to the shadows of energy history.
In what seemed like the worst-kept secret for
professionals in the energy space, the reality of a
world flooded with oil started to take hold in 2014.
Excessive supply sent the price of oil into a tailspin,
and (some might argue) beyond the boundaries of
reason. In fact, after falling from over $100 a barrel to
its low point of $26 in February 2016, oil was actually
worth less than the barrel it was stored in. Something
appeared amiss. It was. Prices have now risen to
nearly $50 a barrel. Oil’s descent was a violent
movement, but its subsequent climb out of the abyss
has been similarly eye-catching. It was a dizzying
ride, but also one reminding us that supply and
demand are the gravitational forces for commodity
pricing.
Nearly two theatrics-filled years later, we can now
catch our breath and attempt to understand what’s
next for oil. It’s certainly cheaper than it was two
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years ago and could remain low for some time, as
history tells us that once a commodity enters a bear
market, lower prices could persist for roughly 20
years.1 This new pricing paradigm helps inform our
broader economic views, but it also necessitates a
fresh look at how we would allocate capital to assets
that move with the price of oil—directly or indirectly.

The Next Economic Chapters
Even with the recent price surge of nearly 100
percent off its lows, oil is still comparatively cheap.
Oil producers will lament, but this de facto tax cut
is a welcome development if you are a shipper, an
airline, or an oil consumer. The global economy as a
whole should benefit, as oil consumers outnumber
oil producers and they have a greater propensity to
spend.2 In short, oil consumers’ wallets are a little
thicker and we feel that’s good news.
The not-so-good news is the financial stress
producers have to shoulder due to the reduced
price of oil. It’s true that operating efficiencies have
reduced marginal production costs down to under
$40 a barrel in the U.S.3 However, the recent price
surge may not be enough to stave off a heightened
level of defaults and bankruptcies as producers
struggle to recoup their capital investment and meet
debt obligations. In fact, the ratings agency Fitch
forecasts a trailing 12-month default rate of 30 to 35
percent for Exploration & Production companies by
year-end as compared to an approximate level of 27
percent as of May 2016.4

During 2015 we saw at least 67 bankruptcies of oil
and gas firms—a rate 379 percent higher than the
prior year.5 All told, many business models were
underwritten when oil was at a much higher level
and a day of reckoning may be upon us.
If the energy sector malaise spills over and creates
significant financial industry stress, the situation
could get ugly. Many of these producers borrowed
money and certain loans will be marked down, if
not written off all together. That’s not good for
lenders and this might rhyme with the subprime
housing crisis. However, a broad economic shock
seems more like hyperbole. The banking sector
is much better capitalized and more capable of
withstanding adverse shocks than it was prior to
the great recession. But we never want to rule
out the improbable. So this economic jolt for oil
consumers has the potential to create some bad, if
not ugly, news.

Investment Implications
Can we definitively say oil’s worst days are behind
it? No, but there is seemingly less guesswork with
the valuations of oil-related investments. In fact, the
September 2015 Price/Book6 reading for the energy
industry was at its lowest point going back to 1928.7
Granted, Price/Book doesn’t tell us much about the
earnings power of a company, which we feel will
likely be suppressed given oil prices still remain far
from where they were in 2014. What that valuation
does say is that oil-related investments appeared to
be in an oversold state. Those with the fortitude to
invest when oil was terrifyingly below $30 a barrel
had the odds stacked in their favor.
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Those investors have been handsomely rewarded
over the past nine months. Through the end of
November 2016, the energy sector and master
limited partnerships (many are oil infrastructure
businesses) outpaced the S&P 500 by 13.3
percent and 12 percent, respectively.8 Oil’s descent
weighed heavily on any asset with a linkage to the
commodity, but like a stretched rubber band they
have since snapped back.
It’s been an extraordinary upswing for oil, but it
doesn’t seem sensible to bank on a continued,
unabated ascent. As they say, trees don’t grow
to the sky. Not to mention, oil has a self-limiting
trait as marginal demand slows as prices increase.
Further, oil has re-entered its historic orbit with
natural gas, suggesting prices have normalized. As
such, we suggest shying away from businesses that
look and feel like derivative plays on the price of
oil, such as the exploration and production industry
vertical. Rather, we favor energy companies with
strong balance sheets, a lower degree of margin
compression, and attractive relative valuations. We
also look for those companies that have the means
to buy back significant amounts of their stock, as
organic earnings could still be elusive with the price
of oil well off its highs. Simply put, be leery of the
speculative energy plays. This inherent conservatism
may forego some upside, but could help to pave the
way for a better risk-adjusted outcome.
One enigma through this whole frantic stretch has
been master limited partnerships (MLPs). These
energy infrastructure businesses were supposed to
be relatively immune from price gyrations, as their
economics were more correlated to oil demand,
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not its spot price. Well, after the Alerian MLP Index
finished down 32 percent in 2015, something didn’t
add up. Our interpretation was that the sector was
fighting tremendous technical challenges due to
its retail investor-dominated ownership base. This
constituency saw plummeting oil prices, panicked,
and sold their positions. As a result, MLPs found
themselves in an emotion-ridden sell-off.

compares favorably to the average of 11.7x since
2008.10 In addition, MLP yields are roughly 5.2
percent above that of the 10-Year U.S. Treasury,
which is about 2.2 percent more than its historic
norm.11 It would be a bit bold to assume that MLPs
would appreciate at the same pace as they have in
recent months, but their yield alone in this depressed
interest rate environment gives them appeal.

MLPs couldn’t entirely side-step the stresses in
the energy complex. For instance, legal matters
surrounding contracts and project delays were real,
fundamental concerns. We feel prices should have
come down, but not to levels last seen in the credit
crisis. At such point, the space appeared to have
appeal that some value-minded investors gradually
started to appreciate. Their buying activity has
helped lift prices this year, but the space hasn’t
fully recovered. For instance, midstream MLPs have
a Price/Discounted Cash Flow9 of 10.6x, which

Final Thoughts
Oil has always been a fickle commodity, but it now
appears to have stepped off the rollercoaster. The
veil has been lifted on supply and demand realities
and pricing should be more anchored. Make no
mistake—a supply-driven period of lower prices is
upon us. Consumers and producers will have different
emotions, but it’s an economic tailwind in totality and
our capital market compass has been recalibrated
accordingly.
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