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cover story

Is the oil industry the single
best investment you can make?

Brent crude over five years

Yes, says Bill Sarubbi
When we think of bull markets, we te nd
to

think of them as a strong upwards

movement in all stocks in a g iven
market - as was the case fro m 19822000. But long-term bu ll ma rkets can
also exist within one specific group and
secto r, and it rather looks to me as if
tha t is exactly what is ha ppening in the
energy secto r. It has now been rallying
for a few years, but 1 fu lly expect it to
contin ue to do so for a good few years
to come. Why? For two reasons.
The first is inflation a nd the second is
rhe very stro ng long-term supp ly and
demand situ atio n in t he oil mark er.

Innation is back
Inflation is a red flag for a comm odities
bull of an y kind. If we t hin k of inflation
very simp ly as the excess creation of
mo ney (via credit) ove r and above the
demand fo r money, this makes sense.
When you first introd uce excess cash
into the economy via the credit sys tem
(by having low interest rates that
enco urage peo ple to borrow, see page 46
for a furt her explanation) eco nomies and
markets are spurred on. But go too
far and thi ngs can go wrong: once
all the avai lable mea ns of production
have been drawn into play, the excess

mo ney looks for new pl aces to go.
That's when you find things such as
stocks, land and commodities sudde nly
see ing the ir prices soa ring for no
fundamenta l reason.
This is the situation that the US now
finds itself in. The Federal Reserve's
loose money po li cies have created
debt - and, of co urse, the interest
payments that go with it. Today in
the US, debt as a percentage of GDP is
at a reco rd high: that means that th e Fed
can't raise interest rates fast - that could
easi ly lead to a str ing of bankr uptcies.
T he upshot? The Fed has no choice but
to keep on inflating. That in turn means
there is excess cash knock ing abo ut all
over the economy, which leaves us
with just one question: where is it
go ing to go?
The answer, I think, is co mm odities.
Over the last few decades, there has
been a good correlation between the rise
in the nation al debt - o r money suppl y and the stockmarket. From 1980 to the
mid-1990s, the debt rose by fivefold.
Th e Dow also rose by five times.
Yet over the same time period, the price
of most co mmodities has fallen: they've

The best oil companies to invest in
If yo u are a UK investor and you wa nt to
get into oil, look no further than ou r two
majors, SP and Shell. says Mon eyWeek's
James Ferguson: historically they have
tended to move in tandem, so if you are in
for the long er term, it really doesn't matter
which one you go for. The question is not
which is better, but are they both still a buy?
And the answer to th at is a firm yes.
High er oil prices look li ke they're here to
stay, yet whil e SP and Shell have made back
most of the gro und they lost when their share pri ces fell in 2002,
there is little evidence they have yet adjusted for today's oil price
of $53. In fact, Shell hasn't traded on s uch a low pIe since the late
1980s, when double-digit interest rates forced all equities into the
cheap zo ne. Up until 2001, Shell's earnings yield was always
higher than the yield on gilts. Ten-yea r gilt yields are now 4.5%,
s ugg esting Shell should be on a pIe of over 20 times (1/4.5 =
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got a lot of catch ing up to do as they
have to make up for over two decades.
In 1980 the o il price was $25-$35 a
barrel. So given the increase in money
suppl y, $50 ha rdly seem s a high pr ice.
Indeed, $50 -$60 shou ld now probably
be considered as more of a base for the
o il price than anything else. Don't forget
that in inflation-adjusted terms, energy
is still pretty cheap: bottled water is, fo r
examp le, still more expensive th an oil in
most p laces around the world.

in the UK and the US
22 times) instead of its current 11.12 times.
There is an equally compelling case to be
made for SP Si nce last autumn, consensus
ana lyst medi um-term profit forecasts for
the firm are up around 43%. Yet technically
speaking, SP has been in a downtrend now
since the all-time high way back in 2000.
This is despite the fact that analysts are
20% more bullish on SP's profit outlook
now than they were even at their most
optimistic at the peak of the last cyc le.

Outside the majors, investo r!:; shou ld be more cautious - note
that many of the more speculative stocks that call themselves
exp loration and productio n companies are often no more than
cash shells. Worth considering, however, might be Gulf Keystone
Petrol (AIM, GKP), says the Investo rs Chronicle - the firms
exp loration programme in Algeria is going well and "the s hares
look good value:' Otherwise, consider Sterling En ergy.
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field collapses when this ratio hits 75%,
so the situation looks relatively serious.

Black goo everywhere

Note toO that it may not just be Saudi
Arab ia where oil production is peaking:
accordi ng to many, globa l production as
a whole will peak by 2010 (see box Oil
page 26 on Hubbert's peak). And don't
forget that there is also a high level of
political risk in Saudi Arabia, where the
rulers have consistently made the
mistake of not spreading around the
lucrative returns from oil quite enough.
That means that the Saudi royal fa mily
faces considerable opposition: instability
could pinch production at some point.

The supply of oil is very tight
For some time now, there have been
rumours around that oi l production in
Saudi Arabia has peaked. Consider this:
Pumping water inro wells tends to reduce
the life expectancy of a well, bur it is also
a quick way to bring oil to the surface,
and one that the Saudis appear to have
been taking advantage of. The largest
Saudi field is now showing a 55% water
cut (ie, 55% of what comes to the surface
is the water that was pumped in to force
the oi l out). Experience has shown that a

Another major problem with oi l is one
that Jim Rogers recentl y pointed to in
Barrons; no one invests in the means of
production when they are unJikely to
recoup the investment. The price of oil
fell by about 66% from 1 ~8 0- 1 9 9 9 , so
people stopped looking for it. Why bother
drilling for oil when it only fetches $10
per barrel? During·the 1990s, most
investment capital chased high er
returns in the technology sector instead.
The result, predictably, has been that new
sources of oil have not been discovered
and o lder, cheaper sources have been
overexploited. Production in the North
Sea and Australia has already peaked, for
exa mpl e. To find new sources there must
be investment in exploration and drilling
- and it is only with the recent higher
prices thi s has become financially feasible.

"The shares trade on a multiple of four
times 2006 cash floW:' says Red Hot Penny
Shares, "which is attractive:'

f

In the US, you are probably better off
avoiding the larger companies, says
Bill Sarubbi: they have been lagging the
wider sector since 2000. Each of the
following four firms are involved in a fast·
growing segment of the energy patch and
are classified as either mid or small cap.
Atwood Oceanics, Inc. (ATW) is engaged in
the international offshore drilling of exploration and
developmental oil and gas wells in offshore areas and related
support, management and consulting services. During its
36-year history, the majority of the company's drilling units have
operated outside of United States waters. It has conducted
drilling operations in most of the major offshore exploration .
areas of the world. The stock. has moved a long way since I first
began recommending it in 2003, as we can see in the chart. But I
expect it to continue to do very well. On a fundamenta l level, the

When we think about oil, we tend to
think of it as fuelling our cars, our
electricity and our factories - 46% of
the world's oil supply goes into our
cars, for example. But we use oil for a
great deal more than we think: we eat
it, we wear it and we regularly rub it all
over our bod ies.Oil is used to make
over 3,000 products. It's used in plastics
to make everything from toothbrushes
to heart valves and children's buckets
and spades. The lighter oils - aromatics
such as benzene - feature in perfumes
and petrolatum is used in beauty
products, thanks to its emollient
properties. Refined oil is also crucial in
the manufacture of road surfaces,
roofing, bubble gum, synthetic rubber
and synttletic fibres, such as nylon.
Oil is the key stone of our wo rld.
What would we do without it?

Continued overleaf

firm should benefit because sea drilling is
profitable with oil over $35 a barrel, a level
unlikely to be seen again soon. But at the
same time the technical position looks
good. The shares have only recently
ascended from a huge multi·year base and
this is the type of technical launching
platform that leads to longer·term
outperformanc:e.
Transocean InG. (RIG) provides offshore
contract drilling services for oil and gas
wells, rel ated equipment and work crews, to drill oil and gas
wells. The firm operates with a particular focus on deepwater
and harsh environment drilling services and should, like
Atwood, do well out of the fact that sea drilling is now profitable.
The other two shares I would recommend are Cooper Cameron
Corporation (CAM), an international manufacturer of oil and gas
pressure control equipment and Ensco International Incorporated
(ESV), an international offshore cont ract drilling company.
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Ten frightening
things about oil
, Oil price spikes have tended to be
followed by global recessions: eight of
the last nine were preceded by oil price
rises.
2 Every year each American 'eats' 400
gallons of oil (it is an ingredient in
many fertilisers, preservatives and
even margarine ).

II

3 At present in the UK, renewable
energy accounts for just 3% of
co nsumption. In the US, which
accounts for a quarter of world-energy
consumption, it is just 4.4%. In the
world overall , it is 13.5% - which is
encouraging , but not enough.
4 America has 5% of the world's
population , uses 25% of the world's oil
produced annually, but has only 2% of
proven the world 's resources. Currently
it is managing to supply 46% of its
own consumption, but with produ ction
falling this ratio is not sustainable.
5 Oil provides 90% of the fuel we need
for transportation.
6 If America had to become self-reliant
for oil, its reserves would last about
two years nine months before they ran
out. In the UK, we could last without
external supply for nearly seven years
if we stopped exporting.
7 The last elephant oil field (containing
more than a billion barrels) discovered
in the US was in Alaska 's Prudhoe Bay.
That was over 20 years ago.
8 Flying is the most oil-guzzling mode
of travel. To make one gallon of jet fuel ,
ten gallons of crude are needed - it
would take 770 gallons of crude to
transport one person from LA to
New York.
9 According to John Myers on
Dailyreckoning.com, the average oil well
in the continental US pumps around
300 barrels per day (bpd ). In the
Middle East, an average well pumps

10,000 bpd.
10 A year ago the UK became a net
importer of oil. North Sea production
peaked in 1999 at 2.9 million bpd and
will fall to 1.7 million bpd by 2007.

26 MONEYWEEK ] 1 March 2005

--production Investment in
Year
Price change $
leaving less and
infrastructure
less oil
has also fal tered
57()o/o
1910
0.60 to 4.00
ava ilable for
worldwide.
exporting.
In the United
0.70 to 4.00
471%
1930
States, no new
6SOO/o
1970
4.00 to 30.00
The technicals
refineries have
?
look good too
been constructed
H aving
fo r more th an
established that the fundamentals of a
20 years. Add to this the fact that
market look good, it is always useful then
Ru ssia n, Iraqi , Nigerian and Venezuel an
to look at the technical position and see
production ha ve aUstalled at some point
what that is telling us. First look at
in the last fe w years and you begin ro
market capita lisation. In 1980, energy
understand why the price of oil is on the
companies made up 28% of the
up: it will take so me ti me ro bring mo re
5& P 500's market capitalisation.
capacity o n line, thu s leaving supply
They then collapsed. In 2000, the
trailin g demand for years ro come.
technology stocks were 30% of the S&P.
Too many people want oil
Aga in they then collapsed. Today, energy
stocks make up about 8% of the S&P A recent study by Legg Mason tells us all
we need to know about the demand for
a level usually seen by a sector th at is
near its nadir - as tech was in 1990.
oil. If you assume th at everyone living on
That ra·ther suggests that th e o nly
the east coast of China (where a third of
the 1.3 billion strong populatio n live) and
way is up - regardl ess of the sector's
renaissa.nce so far.
in Indonesia stans to consume the same
amount of oil as the Japanese did at the
same stage of industri al growth, then the
So how long can thi s bull market last?
The energy group is now emerging from
world needs a daily oil supply equal to
a 22-year bear market. Compare this to
[\"10 Saudi Arabias every day.
the food group's bull market. This group
China 's oil consumption has grown by
somewhere between 7% and 15%
consolid ated in a huge rectangle fo r
25 years and broke o ut in 1980.
annually - depending on which numbers
yo u use. Indonesia's demand has been
Foods then outperform ed for the next
rising by 10%, whi le Mexico, Vietnam,
13 years. There is a good rule of thum b
India, Turkey and Thailand are a lso
one can use to measu re the su bsequent
seeing consumption rise at a high rate.
upwards move after a nasty bear market:
OPEC nations are consuming an
multipl y the length of the bad times in
the sectOr in years by 0.6 times 25, equals
increasing percentage of th eir own

Hubbert's peak; the end of oil
Shell geophysicist and radical
economic th inker Dr. M . King Hubbert
had a theory about how best to
calculate oil production peaks.
He believed that the production of oi l
over time follow s a bell-shaped curve,
peaking when ha lf the oil has been
extracted. This, he thought, was
because oil doesn't just run out
suddenly. Instead, the easiest oil is
pumped first, followed by more
difficult oil, until it gradually becomes
uneconomic to keep going. In 1956,
Hubbert used his theory to forecast
that US production wo uld peak in
1969, give or take a year - if Alaska
were taken out of the equation. His prediction proved uncannily accurate: non-Alaskan
US oil fields peaked in 1970. The US is no longer alone. The UK and Australia have
al ready passed their own Hubbert's peaks and most foreca sters using the m odel now
believe that we will reach a worldwide production peak in 2010. This highlights just
how tight supply is, and when combined w ith high and growing demand, is one
explanation for why prices of oil must continue to riise.

cover story
I recently asked one Abu Dhabi official
if they planned to raise the official
price they use when trying to figure out
whether future capita l spe nding projects
in the oil industry wou ld be worthwhile.
He sa id not: they had considered moving
the price (() $25, bu t th ey then decided
to leave it a t $18 per barrel- a level
that seemed to them to be more likely.
And th is when o il prices are alread y
above $50 !

15 yea rs - so pretty close! Looking at
the energy group, 0.6 times 22 suggests
13 yea rs of outperformance. T hat tells
me that longer-term, investors can
cons ider putting their money in
energy stocks.
One o ther thing worth looking at fo r
reassurance th at thi s bull ma rket has
barely begun is the wellhead price of oil.
This is the cash pr ice paid at the
wellhea d, a figure that has been
recorded for the last 137 yea rs and
which ca n give us a clear idea of how
the price of oil tends to move when it
turns. The table (a bove left) shows us
that it moves a lot: the last three maj or
upswings ha ve resulted in the we ll head
price rising over 450%.
The cash price paid at the wellhead is on the up
Fina ll y, I want to po in t to market
sentiment. Most fort unes are made by
those who have meas ured what the
market thinks and then adopted a
contrary pos ition. In the oil market,
T would say that the opin ion and
spending habits of the Arabs provide a

perfect contrary op inion indicator: they
have consistently forecast oil and gas
prices on the low side. So what are they
doing now? The answer is that they are
aggressively cutting costs - they just don't
believe that prices wi ll stay high.

Add all thi s up and it seems pretty clear
to me that every sens ible investor should
be holding o il stocks. And if you aren't
already, note that March is historicall y
the best mo nth of th e year for holdi ng
oil stocks. Over the last 22 years, the
secto r has outperformed the S&P 77%
of the time in March and April.
Bill Sarubbi is a fund manager an d
institutional advisor based in
Vienna. For more of his work, see
www.cyclesresearch.com.
or email him on
cyclesresf~arch@ao l.com.

"The cash price paid at the wellhead gives an idea of how the price of oil
tends to move, and in the last three upswings it's rison over 450%"
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