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In the investment business – as in most pursuits – rising early and working late can get one ahead, 

although working smart is also necessary. However, Getty is right that striking oil really helps. Today, in 

early 2015, perhaps no other issue is changing the global political and economic landscape more than 

oil, whose supply and price are also having a significant investment impact. We want to focus on the oil 

issue in this Commentary. 

Oil and Stock Market Performance 

Stock market performance over the past 8 months has been notably impacted by the price of oil.  Chart 

1 below shows the rapid fall of over 50% in oil prices since last July. Such a severe price decline seriously 

damages the revenues and earnings of both those companies producing oil and of their suppliers. The 

worsening outlook for energy companies has driven down their stock prices - declining on average over 

20% from their July 2014 peak - and made energy the worse performing sector in the S&P last year. 

Chart 2 shows the declining energy stocks (blue) compared to the rising S&P500 (green) over the last 12 

months. 
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During the first quarter of 2015, oil prices and energy stocks began stabilizing, although oil stocks 

declined another 2.2%. For the quarter, the overall equity markets were virtually unchanged, with the 

S&P500 and Dow Jones Industrial Average each up less than 1%.  Offsetting the decline in Energy – as 



well as in Financials and Utilities – was strength in Consumer Discretionary stocks (up 4.8%), which are 

the biggest beneficiaries of lower energy costs for the consumer, and Healthcare (up 6.8%), which 

benefit as consumers can more easily pay rising healthcare insurance and medical costs with the savings 

from lower gasoline and heating expenses.  

Forces Driving Oil Prices 

As it has been widely written, “fracking” and horizontal drilling have changed the energy equation. 

Fracking is hydraulic fracturing by use of sand, water, and chemicals injected into wells at high pressures 

to blast open shale rock and release the trapped oil and gas inside. Horizontal drilling is applied to reach 

reserves surrounding the well once a certain vertical depth in the ground is reached.. The US energy 

industry has pioneered these processes and over the past few years dramatically increased US 

production throughout the center of the country from the Canadian to Mexican border. Chart 3 shows 

the dramatic increase in US production and Chart 4 the corresponding decline in our oil imports. 

       Chart 3      Chart 4 

   

The losers in this exercise are oil producers and their suppliers, including US based companies but 

particularly the OPEC producers led by Saudi Arabia. Seeing the shale fracking trend as only getting more 

pronounced, the Saudis have decided to continue to pump the oil that the US no longer buys and let 

excess supply push down prices until the US curtails its shale production. After all, fracking is a higher 

cost production process than is the Saudi lifting cost from its vast reserves. Already US producers have 

quickly cut exploration for new reserves as reflected in the precipitous decline in working onshore 

drilling rigs, depicted below in the rig count Chart 5. 
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Chart 5 also indicates (red line) that oil production in the US has yet to decline. Chart 6 offers hope that 

demand is improving as the economy strengthens, but supply and demand are not yet in balance. Oil 

analysts expect the production line in Chart 5 to level out (and maybe turn down) as wells run off and 

only a few new ones are added. Major oil companies have all announced capital spending and 

development budget cutbacks averaging around 20%, but they are also saying they will gradually 

increase production if prices should begin to creep up. Meanwhile, these companies continue to lower 

production costs and breakevens through better techniques and technology. The most likely outcome is 

that oil prices will stay at these new lower levels for quite some time. 

In addition to the impact of these technologies, oil prices have also been impacted by Central Bank 

policies of recent years. Because Central Bankers around the world have been trying to generate 

economic growth by keeping interest rates low and pressing down their currencies to make the exports 

cheaper, the excess capital created by the Central Banks has been looking for places where returns are 

higher. Younger companies in the oil and gas industry were willing to pay a higher interest rate to attract 

capital, which in turn led to more oil patch production. The excess production bubble is now in the 

process of unwinding with lower prices. There will be some bank loan write-offs,  but there will also be 

private equity firms and larger oil companies eager to buy distressed assets. The supply/demand for oil 

itself and the supply/demand forces for oil assets are currently at work to find the new market price 

level for energy. 

Oil prices have also had a significant impact on the global geopolitical landscape. With less reliance on 

Mideast oil, the US diplomatic view is that the Mideast is a sideshow with limited world economic 

impact. The US wants to stay uninvolved, as indicated by President Obama’s comment in a recent New 

York Times article:. “Most importantly, the US is no longer interested in maintaining the peace in that 

rough neighborhood with our military presence and involvement.” The promise that the US can 

eventually become energy self-sufficient evidently underpins in part that view. Russia’s influence is 

reduced in the region because  its finances are suffering due to its heavy dependence on oil exports, so 

Iran will try to fill the vacuum, even as its oil revenues plummet from low prices and sanctions. Mideast 



social unrest and military activism could have unforeseen consequences for the rest of the world, so as 

investors, we must stay tuned. 

Oil Going Forward 

The relative flatness in the price of oil since the first of the year suggests that supply/demand forces are 

in the process of setting the appropriate price. If US production tails off in the second half of the year as 

expected and demand gradually increases worldwide, then prices may remain stable. 

The big winners remain consumers around the world and manufacturers who use lots of oil and energy 

in their products and processes. The producers’ loss is the consumers’ gain, which should provide global 

economic lift from better consumer spending. In the US, economists estimate that the benefits of lower 

oil outweigh the negatives to the oil industry by a factor of 3 to 1 and should be a meaningful economic 

positive. Multinational consumer companies in the US are facing the headwind of a strong dollar, but 

consumer firms doing business mostly in the States will see a positive impact on their businesses. 

Another way to look at the oil impact going forward is to breakdown the S&P500 earnings estimate. 

Wall Street strategists generally expect aggregate S&P earnings in 2015 to be flat at $118 with those of 

2014, primarily because of down energy company earnings and the negative impact of the strong dollar 

on multinational companies’ earnings.  The energy companies in that index are expected to report 63% 

lower earnings this year while the rest of the companies in the index are expected to show a combined 

earnings gain of 8%. The $118 total S&P500 earnings estimate generates an overall current 

Price/Earnings (PE) ratio for the S&P of 17.5, but because the Energy component PE is 28 on much lower 

forward estimates, the PE on the rest of the index drops to 16.5 ex Energy and stands at a reasonable 

valuation level.  

Conclusion 

Since the first discovery of Mideast oil in Bahrain in 1932 and the massive development of Mideast oil 

after World War II, oil has dominated the global political and economic scene. In recent decades, 

expanding worldwide growth has pushed up energy prices as demand exceeded supply, but technology 

and capital has now reversed the balance. In the US, production growth has been important to our 

economic recovery post the 2008 Great Recession, and now adequate supply has influenced lower 

prices that will benefit consumers and other energy users. Our eventual energy self-sufficiency is 

influencing voter and politicians’ attitudes about being involved in Mideast conflicts, but as investors we 

must stay keenly attuned to any unexpected consequences of this hands-off approach. Meanwhile, 

domestic industries and companies that benefit from lower energy costs are among those we identify at 

Optimum as having attractive investment potential. And eventually – maybe even this year – we expect 

to become more interested in investing in energy stocks when we see a new balance of supply/demand 

in place and continuing stability in energy prices. 

As always, we at Optimum thank you for your business and welcome questions and comments. 

The Optimum Investment Committee 


