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Different Takes on the Oil Market 
Consensus View Tarpon View 
Lower for longer Higher sooner or higher later 

This is a historic oil glut! Nope. It’s a price war. 
Causes of the crash are obvious  Whole lotta ex-post-facto going on 

U.S. tight oil is too resilient It’s about to Wile E. Coyote off the cliff 
OPEC is targeting U.S. tight oil Saudi is battling Iran and Russia  

Massive wave of E&P bankruptcies Too much cheap money around 
Capex cuts aren’t important Oh, you petulant child 
Um, what are declines rates? Who let you in here?  

The turn is taking forever It will be huge when it arrives 
We’re running out of oil storage Just stop it, already  

Production growth is most important Internal returns are most important 
Only U.S. & OPEC production matter Non-OPEC oil matters, too 

New Iranian production is bearish The world will need that Iranian oil  
Volatility is risk Panicking is risk 

Pick safe blue-chip oil stocks Look for best, most undervalued co’s 
Spare capacity is what, again? A margin of safety for production 

The Middle East? Everything is fine! You are drunk 
Sub-$50 barrel is the right price Marginal cost barrel is $80 
U.S. is the new swing producer U.S. is temporary balancing things 
Demand from China is falling China demand is growing @ 7% YOY 

Rig counts matter Well productivity matters 
Saudi will keep production high They’re already coming down 

Next few months could be volatile Gird your loins, sir. 
 

Where Both Sides Agree 
Consensus View Tarpon View 
Geology matters It’s all about the rocks 

These companies burn cash Welcome to the industry 
OPEC is overproducing And Saudi in particular 

Strong dollar hurts oil prices Definitely correlated for now 
We have conviction We have conviction 
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The Contrarian’s Burden 
 
It is always best to begin by assuming the market has it right. 
 
Not because the market is infallible.  But because the presumption that shares are being priced 
correctly is a cornerstone of American capitalism and a foundational principle of equity analysis. 
That presumption also shifts the burden of proof onto the investor to affirmatively prove that a 
stock is being mispriced. 
 
Today the Tarpon Folio represents one side of a debate.  
 
My thesis is that the shares of the companies we own in Tarpon are undervalued to a degree 
that is historically rare, specifically because oil prices are unjustifiably low.   
 
My argument in the debate is that oil prices are going to rise much sooner than consensus. 
 
Market consensus, as per a recent Wall Street Journal poll of thirteen investment banks, is that 
West Texas Intermediate or WTI oil, the U.S. benchmark, will average $54 a barrel in 2016, and 
that Brent crude, the traditional global benchmark, will average $58 per barrel for the year. The 
latest report from the International Energy Agency (IEA) has oil prices staying below $80 for 
another five years. 
 
I believe the market has it wrong. In a big way. So big that the market could be sleepwalking 
into a supply shock next year.  
 
This is a heavy charge to make.  
 
First, because, well, it’s just me here - a very small fish, trying to coherently express a contrarian 
take on one of the biggest, most liquid, most closely watched markets in the world. And some 
of the conclusions I draw directly contradict views held by the likes of OPEC and Goldman 
Sachs. 
 
It’s also a serious allegation because I have no incontrovertible proof.  
 
You never do when investing. It is always much more about favorable odds than indisputable 
facts.  
 
But the nature of what I am trying to prove here also has a particularly high degree of difficulty. 
I am trying to substantiate that the market is overestimating the importance of multiple 
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superficially bearish factors…that either aren’t truly worthy concerns, or soon will be 
irrelevant…while it completely ignores one incredibly important aspect of the industry that is 
about to take center stage.  
 
It’s not quite clear to me how to attempt to prove that to you. At least, not without coming 
across as some kind of bearded old crank deep in the Montana woods. 
 
Nonetheless, I feel compelled to litigate this particular case, anyway, because of the 
seriousness of my assertion that it is essentially the market, and not me, that currently has it 
wrong on timing.  The best I can do, I think, is bring you evidence that serious mispricings may 
exist, demonstrate that global decline rates really do matter - and then let you decide the 
validity of my argument. 
 
To be clear, this is not an actual debate. I’m not arguing that my point of view is the correct 
one, and that many other experts are wrong. I’m saying that one otherwise important aspect of 
the oil industry – an issue that the experts are already aware of - is being undeservedly 
overlooked. This oversight is our opportunity. 
 
The good news is that if I am wrong - even, like, “Steve Ballmer: there is no chance that the 
iPhone is going to get any significant market share” wrong - then factors grounded in much less 
subjective areas, like simple arithmetic, the physics of oil wells, and basic economics, will kick in 
and bail us out. They will inevitably force oil prices higher.  
 
Higher sooner or higher later. It really comes down to a question of timing. We will do well in 
either case - although one of them will take longer, obviously, and given the volatility of late, I, 
too, am rooting for the quicker one. 
 
So regardless of whether you find my evidence of a mispricing in oil to be conclusive, we 
should still realize attractive long-term returns.    
 
And it is these fundamentally favorable odds that have driven my conviction. 
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Long in the Tooth 
 
Currently priced at $40 per barrel (WTI), oil trades significantly below the industry’s marginal 
cost of supply, which – despite confusion about the global role of U.S. shale oil – remains 
unchanged at approximately $80 per barrel.  
 
Recall from my investor letter back in January:  
 

Price of Barrel of Oil = Marginal Cost of Production + Risk Premium 
 
Today’s oil price also fails to reflect what logic would suggest should be a historically significant 
risk premium on top of that marginal cost barrel, due to the material and growing risks in a 
Middle East that appears on the brink of widespread military conflict. 
 
This dislocation in oil pricing has been popularly attributed to factors including: 
 

- a shift in strategy by Saudi Arabia; 
- high oil production out of OPEC; 
- rhetoric from Saudi Arabia; 
- unanticipated production spikes out of Libya and Iraq; 
- the growth and resilience of U.S. shale oil producers; 
- declining capacity for oil storage; 
- extreme volatility in the futures and equity markets; 
- premature resumption of drilling activities during a rise in oil prices this spring; 
- propaganda from Iran; 
- a massive hedging program by Mexico; 
- a battle for market share among major producers; 
- lifting of previously severe economic restrictions on Iran;  
- concerns over an economic slowdown in China; 
- angst regarding the U.S. Federal Reserve’s monetary policy; and 
- dire warnings from Wall Street investment banks. 

 
And then the Cubs failed to make the World Series. Again. 
 
The severity and duration of the decline in oil prices to all market participants, myself included, 
has been stunning.  
 
Goldman Sachs lead commodities analyst in November of 2014 (oil at $83 a barrel): 
 

“In the current environment we believe the risks are skewed to the upside (for prices).” 

http://www.bloomberg.com/news/articles/2014-10-17/goldman-sachs-says-oil-rout-excessive-as-bank-doubts-oversupply
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Headline on Goldman from Bloomberg in September of 2015 (oil at $46 a barrel): 
 

“Goldman Sees 15 Years of Weak Crude as $20 U.S Oil Looms” 
 
Citigroup lead commodities analyst in May of 2014 (oil at more than $100 a barrel): 
  
“Despite its doubters and haters, the shale revolution in oil and gas production is here to stay.”  
 
The same Citigroup analyst on October 10, 2015 (oil at $46):  
 

“I think we are not at the bottom.” 
 
John Hess, CEO of Hess Corporation, in a November 10, 2014, investor meeting: 
 

"We have an $80 Brent case that is what we call our stress test. We don't think $80 Brent is 
likely." 

 
CEO John Hess, CEO of Hess Corporation, on a July 29, 2015, quarterly conference call: 

 
“We don't know how low it will go and how long it will go.” 

 
In other words – nobody knows what’s going on, but everyone is an expert.  Welcome to the oil 
market.  
 
Here is a table cropped from a recent presentation given by Matador Resources (MTDR), a mid-
cap independent U.S. exploration and production company based in Texas: 
 
 
 
 
 
 
 
 
 
 
 
 
 

http://www.bloomberg.com/news/articles/2015-09-17/goldman-sees-15-years-of-weak-crude-as-20-u-s-oil-looms-on-glut
https://www.foreignaffairs.com/articles/2014-04-17/welcome-revolution
http://www.bloomberg.com/news/articles/2015-10-10/citigroup-s-morse-says-commodities-drop-hasn-t-hit-bottom-yet
http://www.bloomberg.com/news/articles/2015-04-29/these-titans-of-oil-are-experts-at-making-bold-predictions
http://www.nasdaq.com/aspx/call-transcript.aspx?StoryId=2667625&Title=hess-corporation-analyst-investor-day
http://seekingalpha.com/article/3371195-hess-hes-john-b-hess-on-q2-2015-results-earnings-call-transcript?part=single
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Comparison of Major Oil Corrections Since 1980 

 
 
We do not own any shares of Matador (little pricey, lukewarm on Eagle Ford) but I do admire 
their management team and I liked this table. And here is what jumps out at me:  
 
Oil prices have collapsed from a high of $107.26 on June 20, 2014 and low of $38.24 on 
August 24, 2015 – a decline of 59.8%. 
 
This price collapse is the seventh major oil correction of the last 35 years.  
 
It ranks as the third worst as measured by the percentage drop in oil price from peak to trough 
and the second longest as defined by the length of the decline in trading days (before the low 
was reached).  
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And I also see that three of these seven major oil corrections were due to recessions.  
 
So we have had a few more severe price drops the last four decades - but only two.  And only 
one price decline has lasted longer.   
 
This current dip has also lasted almost four times as long as the 1986 Saudi battle for market 
share, and about two-and-a-half times as long as the oil price decline after the 2008 Great 
Recession.  You know, the largest financial calamity in the modern era. 
 
Said another way… 
 
Knowing nothing about the causes or circumstances behind the current price collapse, one 
might observe that while the magnitude of the current decline in oil prices is probably 
appropriate - based just on previous crashes – the duration of this thing is highly unusual. 
 
It took an exceptionally long time for oil prices to reach their low after the most recent decline 
initially began.  Which would seem to indicate that, unlike every other event of the last four 
decades on that table, this current price collapse was not triggered by a specific event per se. 
Something appears to have gotten the snowball rolling, and then it turned into an avalanche. 
 
So what caused this particularly historic price decline, exactly? 
 
Even if you don’t follow the markets closely, you probably at least have some vague 
recollection of every other event listed on that table in the lines above “2014-2015.” 
 
But at this time next year, what are we going to call the period on Matador’s table that right 
now is labeled, “Current Dip”? 
 
There are probably a few labels we could try on that might describe the initial snowball.  But 
they’d probably fall short when it comes to explaining the historic duration of the decline. 
 
The reality is that your answer to that question is probably going to depend on what day you 
ask it. Every day, for 300 trading days, it seems there has been some new reason to freak out 
about oil prices.  
 
Some of these reasons, to a causal observer, seem covered in a veneer of importance.  
 
Wait – Iran has oil, now, TOO?!?!   
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Other reasons feel more like the substitute science teacher passed out the wrong quiz.  
 
“Uh, ma’am? We’ve never even gone over spreads between futures contracts that expire on 
different dates before…” 
 
I hereby make a motion we call this period, “The Great Pessimistic Bias Feedback Loop of 
2015.” Or something. 
 
The popular narrative would have us believe that in the summer of 2014, an oversupply of just 
2% in the global oil market – slightly under 2 million barrels of oil per day – led to an oil price 
decline that culminated 14 months later, when oil prices bottomed out, lower by 60%. 
 
That the popular factors in the list above formed a procession of negative headlines that 
exacerbated the fundamentally cyclical nature of the oil industry during that period.  
 
That the initial oversupply was the snowball, and it was those multiple other factors that created 
the avalanche. 
 
I would submit, however, that if you seriously believe that the past year’s drop in oil prices was 
rational – that it was the result of a previously responsible and sober global oil market which 
slowly became increasingly desperate and despondent due to a temporary 2% oversupply of oil 
production…then you absolutely should be seeking professional investment help.   
 
But don’t look at me. 
 
Because I, personally, cannot reconcile the underlying premise there – that today’s price should 
be taken as a serious indicator of the true economic value of a barrel of oil – with the reality of 
Wall Street business as I have come to understand it the last seven years. 
 
I believe the current collapse in oil prices can really only be understood when also taking into 
account some other important but less obvious factors. 
 
I present the following sections to you as evidence that serious mispricings can and do occur in 
the oil market. And that the current consensus on oil pricing may warrant some skepticism. 
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Let’s start with a simple definition. 
 
 
Oil Glut vs. Price War 
 
Properly defined, a “glut” is an excessively abundant supply of something. An excess, a surfeit, 
a superabundance. 
 
Now, 1986 – that was an oil glut.   
 
Global production in 1986 was 58 million barrels of oil per day (bopd). The compound annual 
decline rate (more on this later) was approximately 1.5%. 
 
58 million * 1.5% = 870,000 bopd of natural decline in supply every year.  
 
So the industry had to drill and complete enough new wells to add 870,000 barrels of oil per 
day in incremental production just to offset natural declines. 
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However, in 1986, the industry also had 10 million bopd of spare capacity; wells already drilled, 
completed, and tapped – just waiting for someone to turn the spigot. Except nobody actually 
needed to drill any new wells.  Not for a long time. 
 
In fact, about 10,000,000 / 870,000 = 11.5 years worth of new oil production was already on 
tap in 1986 to offset those future natural declines. 
 
In 1986, the world had more than a decade of spare oil capacity on hand.   
 
There was absolutely zero reason to drill and complete any new wells.  Everyone just had to 
wait, for years, for demand to rise in order to reduce the surplus. 
 
Now that’s an oil glut, Hoss.  
  
Today, using the exact same approach as above except plugging in current numbers, we have 
only seven months worth of extra supply on tap around the globe. 
  
Not only is this soooooo not an actual oil glut, but, you know, we’re cutting it a little close on 
the game clock there, Eli. 
 
And my point is this: 
 
We are not in an oil glut. We’re in a price war. Or, more specifically, a price-driven market share 
war. And an oil glut and a price war are fundamentally different – most notably because we 
could wake up tomorrow to an unexpected policy announcement out of OPEC and the current 
“glut” would effectively vanish.  There is no chance of that sort of thing happening in an actual 
glut, like in 1986.  
 
As per that earlier table from Matador, during that 1986 oil glut, also know as the Great Saudi 
Market Share War, the price of a barrel of oil dropped 67.2% from peak to trough. It took 82 
trading days for the price to reach its trough. And one year to the day after oil had hit its low, 
the price of oil had increased 79.0%.   
 
Again, this was while there was over a decade of oil inventory on hand.  
 
During the current (trying it out here) Great Pessimistic Bias Feedback Loop of 2015, the price 
of oil has fallen 60% from peak to trough, and oil prices declined for more than 300 trading 
days before finally bottoming.  
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Only instead of having 11.5 years of extra inventory on hand, like in 1986, in 2015, we’ve 
actually got only seven… 
 
Wait, what month is it?!?! 
 
Deterred by neither math nor logic, however, both the media and the Street seem to be 
confused by this distinction between an oil glut and a price war. Somewhat amazingly, both are 
still using the levels of storage available for crude oil in Cushing, Oklahoma as some sort of 
proxy for the current “glut.” Which makes all this even sillier. 
 
Now, physical traders in the U.S. – industry folks who actually move real oil around the country 
– like to park that oil close to the market, and geographically, Cushing, is great for that simply 
because it sits near the center of the country. Cushing is actually the designated storage 
location for all NYMEX-related physical oil positions. And, sure, that’s important, but Cushing 
also only represents about 20% of the total oil storage capacity in the country.  
 
Fill ‘er up.  What are we talking about here? 
 
Cushing facilities are also connected to plenty of other storage facilities by these long, giant 
straw-looking things called “pipelines.” Builds in one facility are offset all the time by draws at 
another.  That’s, um, kinda why we have pipelines.  
 
Nonetheless, this spring the fear that the U.S. would run out of storage room for oil actually 
grew so high that the Department of Energy had to remind everyone that the U.S. has at least 
another 220 million barrels of storage capacity ready to go in the Gulf refining region known as 
PADD2. Which is sort of the equivalent of a football coach having to call a time out just to tell 
his team, “Uh, guys? You do know there is plenty more Gatorade, right?”      
 
So please feel free to ignore those breathless reports about the U.S. “running out of oil 
storage.” Now you also know that there is no “glut” – just a relatively small oversupply, a year 
ago, that may have already corrected, even if it’s not obvious yet.   
 
And a really good question related to all this would be, “How could an overhyped shortage of 
oil storage in an obscure part of Oklahoma cause global oil prices to tank, anyway?”  
 
Which brings us to another truly unusual aspect of this current collapse in oil prices: 
 
It is way, way too U.S.-focused. 
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Data Availability Bias 
 
An availability bias occurs when we overweigh the information that is the most obvious, vivid, or 
easiest to recall. 
 
One classic example is a shark attack, which people believe happens much more often than it 
actually does - because of heavy media coverage when an attack actually occurs, and the vivid, 
emotional reaction that causes.  Actual statistics, though, are pretty clear on the fact that you 
are much more likely to get killed by a falling coconut than a shark – and even that probability 
is miniscule.   
 
Keep that in mind: if you are about to get eaten by a shark, swim under a coconut tree. 
 
You’re welcome. 
 
The oil market is currently suffering from a data availability bias of its own, and it results in an 
overemphasis on developments in the U.S oil market.  I know, because, I too, once suffered 
from it. Back in the spring. And it led to a distressing case of premature accumulation. Ask your 
doctor if ah neh nevermind. 
 
Why So Serious? 
 
Oil data from the U.S. Energy Information Administration or EIA is, hands down, the best in the 
world. U.S. data is more accurate, more detailed and more timely than the numbers coming out 
of any other country – by far. Other advanced economies like Australia, the U.K. and Germany 
provide data that is mostly guesswork - and then only, like, after soccer season or something. 
China, Russia and Saudi Arabia essentially treat their oil data as state secrets. And oil forecasts 
in some emerging markets are done using a process that, technically speaking, resembles 
someone dropping chicken bones in the sand.  
 
But because the best and most easily accessible data is from the U.S., the entire market 
overemphasizes that data. 
 
And this is odd, because U.S. tight oil barely meets 5% of global demand. Our companies here 
don’t set the marginal cost of supply for the global industry.  It’s not even close.  Wall Street 
and the popular financial media seem utterly confused by this.   
 
Sitting beside OPEC and U.S. tight oil in the global oil production market is more than 54 
million bopd of crude being produced by other companies and petro-states. And a significant 
portion of that is being produced at a much higher cost that the most efficient tight oil 
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producers here in the U.S. And that higher cost production is way more uneconomic than U.S. 
tight oil at current prices.  
 
Now, it is true that U.S. tight oil producers have temporarily assumed a key role in balancing 
the market today – because they can efficiently modulate their production in fairly short order. 
But that is entirely different from the suddenly popular notion that global oil prices will 
somehow be capped by the average cost of producing U.S. tight oil.  
 
That is not only silly, but would invalidate 85 years of economic theory. 
 
The Unexpected Virtue of Ignorance 
 
The temporary oversupply of oil in the market is approximately 1.7M bopd. 
 
The recent collapse in oil prices has led the IEA to anticipate a decline in U.S. production in 
2016 of 6%, or 600,000 bopd.  
 
Thanks to high quality U.S. data, we can have a high degree of confidence in that estimated 
decline. But there are almost certainly deeper production declines occurring in higher-cost 
areas than the U.S. - of which the industry is unaware, due to that lack of good data.  
 
Areas with higher marginal barrel costs than the U.S. include the following: 
 

- Brazil produces 2.7M bopd from deepwater projects costing $80 a barrel; 
- Canada produces 2.2M bopd from oil sands at a cost of $90 per barrel; 
- Angola and Nigeria together produce 3.7M bopd offshore at costs between $80 and 

$90 a barrel; and 
- Mexico produces 1.8M bopd of crude from deepwater at a similar $80 cost. 

 
Never mind the potential millions of other bopd in production that might be curtailed or “shut-
in” from other high-cost places not on that quick list. We really don’t even know how much 
production the market will lose in 2016 from just these four areas.  But if they are higher cost 
than U.S. tight oil, and U.S. tight oil producers have determined prices are too low for them to 
drill…then logic would suggest that the additional decline from these costlier sources could 
easily not just erase the remaining current oversupply, but create an incremental shortage.   
 
There are other factors outside the U.S. aside from marginal costs that might also materially 
impact the entire oil industry soon. For instance, Russia’s biggest oil producing company 
Rosneft produces 4.16M barrels of crude a day on its own, but it also shoulders a huge debt 
load – which could be problematic in light of 2014 sanctions against Russia related to the 
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Ukraine that limited Rosneft’s access to capital markets. And several weeks ago the 
management of Rosneft also estimated that Russia would, in the face of new proposed taxes, 
lose more than 500,000 bopd in production in 2016. 
 
The industry, by obsessing about U.S. tight oil and ignoring the rest of the market, is flying with 
one eye closed…and the other eye really droopy. 
 
The Yard Is Fenced 
 
Another more obvious problem with this overemphasis on U.S. oil data, however, is that, um, 
our oil can’t go anywhere. There is that whole ban-on-exporting-oil-from-the-U.S. law.  And that 
alone means there are going to be some pretty unique things about the U.S. oil market that 
may not apply to the rest of the world.  
 
To be clear, it’s easy to understand why the oil market is very U.S.-focused at the moment. The 
U.S. is where capital can most quickly be removed and deployed in response to price moves 
these days.  And horizontal drilling of U.S. tight oil over the past five years put us in a different 
league when it came to growth. U.S. oil drillers were, at least until recently, producing just 
under 4 million barrels a day of tight oil, nudging overall domestic oil production to more than 
9.6 million barrels per day.  
 
And this made U.S. unconventional oil companies in aggregate the 7th biggest oil producer in 
the world – bigger than Iran and the UAE, and just less than Iraq – in relatively short order. All 
of which makes for a very compelling story to watch. 
 
But just because U.S. tight oil production played a key role in the original oversupply, does 
mean it will also hold true that the U.S. will be the key to the turn in global oil prices. I suppose 
I understand how people might want the U.S. to be a proxy for production in rest of the 
world…but, well, that’s just the analytically lazy, er, data availability bias. 
 
The bottom line is that it is a mistake to overweigh what goes on in just the production half 
(never mind that demand stuff!) of the U.S. oil market in an attempt to extrapolate what may or 
may not be going on in the rest of world. That there is no good oil data from most of those 
other places should not be taken as an indication that nothing important is going on right now 
in them. It’s just the opposite. 
 
Nonetheless, the financial media and Wall Street are currently transfixed with U.S. tight oil 
production. Not because it’s the most important; it’s because the data is better and more easily 
accessible. So in a price collapse, just like that shark attack, what goes on in the U.S. market 
gets repeated much more frequently. 
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It’s also interesting to me that even within the U.S., there is a clear data bias towards tight oil 
producers.  You’d never know based on media coverage that the U.S. actually produces more 
oil from conventional oil wells than tight oil wells. The market is obsessed with U.S. tight oil 
companies – yet they aren’t even the dominant segment of oil production in the U.S. 
 
Extrapolating any kind of data or conclusions about conventional wells and fields to tight oil 
wells and fields – or vice versa - is fraught with obvious problems. Yet here we sit, in a market 
obsessed with rig counts. 
 
The world is a much bigger place than some people think, and production is very likely coming 
off right now in the places we can't see – at a scale we do not currently know, and at a pace we 
cannot judge. When analysts, traders, journalists and Wall Street obsess only about the most 
available data, they become blind to much more important trends in the rest of the world. 
 
And this, too, seems to be creating a real opportunity for us.   
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On “Lower for Longer” 
 
The next major area where my own views differ the most dramatically from consensus is with 
regards to the oil price scenario dubbed “lower for longer.” Here, oil prices might fluctuate a 
little, but would otherwise stay bounded between a small price range near today’s oil price. 
 
I’m going to defer discussing my primary objection to the “lower for longer” thesis - the global 
decline curve – until Part Four of this update. I’d also quickly point out that strong enough 
demand for oil would instantly squelch the “lower for longer” thesis. And that “lower for 
longer” implies a heavy U.S.-centric data bias that may now sound familiar to you.  
 
Luckily, there are other good arguments against it, too. 
  
The most vocal advocate of this “lower for longer” scenario is Goldman Sachs. And I will now 
demolish this line of thought.  
 
Haha just kidding not really though. 
 
Actually, it’s not so much that I personally disagree with Goldman’s analysts as much as it is that 
I agree with the experts in the field on this issue - and they disagree with Goldman.  And by 
experts in the field, I mean the management teams of U.S. E&Ps as well as the firms that service 
them – in particular companies like Core Labs, which we do not own in Tarpon, but whose 
management has a ton of real-time insight into the industry given their expansive customer 
base. And who share it for free on the Interwebs!   
 
Goldman Sachs - and others, to be fair - seem to view rising oil prices as a bell that will bring 
the salivating dogs running. Increased oil prices will unleash a wave of pent-up production from 
oil wells that have been drilled, but then were corked during the price collapse, before any oil 
could be tapped.  If that wave of pent-up drilling happens, Goldman’s thinking goes, then 
“lower for longer” could result because those corked wells would represent a flood of new oil 
that would hit the market as soon as prices rise high enough. And that would put a ceiling on 
prices. 
 
As an aside, wells aren’t actually “corked.” Technically, they are referred to as “drilled but 
uncompleted wells,” or “DUCs.” And there are a ton of them across the U.S. right now.  That’s 
because about 70% of the cost of drilling a successful tight oil well is incurred in the completion 
stage. For companies wanting to save money while waiting for oil prices to recover, the easiest 
way to do that is to press the pause button on operations right after the well has been drilled 
but before it is completed. The cork goes back in the bottle. 
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So Goldman sees a lot of DUCs out there and believes it means oil prices will be lower for 
longer.  
 
The consensus “on the ground,” however, and the one I believe is more likely when it comes to 
oil staying lower-for-longer is this: 
 
Because of the recent volatility in oil prices and damage done to balance sheets across the 
industry, management teams will react slowly to a price increase in oil. They are skeptical about 
price stability. As prices begin to rise, operators will take their time before resuming widescale 
drilling in order to confirm that prices will stay high. In the meantime, initial cash flows from 
resumed production will be allocated towards bolstering balance sheets first before being 
recycled back into drilling programs. Further, even after rigs are ordered back out to the fields, 
there will be a significant delay before production across the industry reaches a notable volume 
again. And there is a good case to be made that production growth coming out of this collapse 
will slow significantly. 
 
This view is also consistent with the observation that most E&Ps have less of their 2016 
production hedged, so they will have lower EBITDA and therefore less of an ability to quickly 
ramp up capital expenditures in any case. 
 
In other words, once oil prices continue to rise, there would be no “lower for longer” ceiling on 
prices because these management teams are in no rush; they have all just seen their lives flash 
before their eyes. I believe their desire to protect their balance sheets will mean that while 
those DUCs may start to be selectively tapped to maintain existing production rates and bare-
bones 2016 budgets, it will take a considerably long time before they start seriously 
considering using them to rapidly grow production again. 
 
Being Short Speculation 
 
I would also add that, a bit more broadly, “lower for longer” also presumes a rationality to 
pricing in the oil markets that does not exist.  
 
Or, at least, that seems to have been in hiding since the day after Thanksgiving in 2014.  
 
Relying on oil prices to stay lower for longer is essentially being short speculation in the oil 
markets. And, you know, good luck with that. 
 
It is unclear to me why Goldman and company believe the same hyper-speculative forces 
running so rampant in the oil market of 2015 will suddenly disappear once sentiment in the oil 
market turns bullish.  
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In Goldman’s defense, an April EIA model-fitting debacle I elaborate on a bit later absolutely 
made it look like U.S. tight oil companies started ramping up their production again way too 
quickly when prices rose this spring. And there was, inevitably, one CEO tight oil cowboy early 
this year, who for whatever reason, let the Wall Street analysts on his company’s conference call 
know very clearly that he was going start ramping up the drilling again as soon as oil hit $60.  
 
But, at this point, I think we can probably assume everyone involved in both incidents has 
learned a few lessons.   
 
There is also no denying that Goldman’s own oil price forecast rests on a number of other 
points in addition to DUCs, like a stabilizing in certain Chinese economic indicators and 
deflation across multiple commodities. Nonetheless, their take on DUCs is central to their case, 
and it in particular has become market consensus.  
 
Finally, just in case, here is Saudi Arabia’s deputy oil minister in The Wall Street Journal, 
rejecting the idea that the current period of low prices represents a fundamental lasting shift: 
 

“A prolonged period of low oil prices is…unsustainable, as it will induce large 
investment cuts and reduce the resilience of the oil industry, undermining the future 
security of supply and setting the scene for another sharp price rise. 
 
“Just as the assertions, heard a few years ago - that the oil price would reach $200 a 
barrel - were proved wrong, so the recent assertion that the oil price has shifted to a new 
low structural equilibrium will also turn out to have been wrong.”  

 
So if you’re tracking sides, we disagree with Goldman, but are aligned with the corrupt 
monarchists.  
 
Did I mention I’ve developed a tick? 
 
And that brings me to the algos. 
 
 
 
 
 
 
 
 

http://www.wsj.com/articles/omans-oil-minister-says-over-production-irresponsible-1447074611?alg=y
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The Reflexivity of High Frequency Trading 
 
In the popular imagination, my job as a portfolio manager is to rationally analyze a slew of 
economic and company fundamentals. On your behalf, I scrutinize companies, weigh various 
factors like cash flow and competitive differentiators, and in the case of energy companies, stay 
on top of a lot of other things that may impact global supply and demand for their product.   
 
But most trading these days has nothing to do with any of these things. Instead, it’s almost 
exclusively focused on what market prices are going to do in the next few fractions of a second.   
 
A key truth about today’s stock market prices is that on a daily level, they are determined as 
much by computer algorithms as by human judgment. A market dominated by short-term-
obsessed computerized trading programs has many potential problems.  When it comes to the 
oil market right now, however, one of the most glaring of these problems is on full display; it is 
exceptionally vulnerable to what are called feedback loops.   
 
High-speed trading firms mimic each other’s trading strategies, which in times of distress can 
amplify price swings and push shares prices to diverge radically from the future cash-generating 
abilities of the companies those shares represent.  
 
In the stock market this has happened most famously in two separate “flash crash” incidents.  
On May 6, 2010, both the Dow and the S&P fell more than six percent in a matter of minutes, 
losing a trillion dollars in value. Then again, only a few months ago and as mentioned in Part 
Two of this update, we saw another “flash crash.” Within minutes of the market opening on 
Monday, August 24, 2015, the Dow plummeted 1,089 points. This, again, represented history’s 
single largest point loss during a trading day, ever.  
 
In both cases, nothing happened in the real world that would in any way rationally explain the 
severity of those drops. “It’s just the algos” has become surprisingly accepted. 
 
High frequency trading is very much a big part of today’s market - and by extension your 
investments in that market, too. I’m less interested in railing against it, though, than in 
capitalizing on the inefficiencies it can create. 
 
In an authoritative March 2013 paper, researchers at the Swiss Federal Institute of Technology 
determined that in commodities markets, “reflexive trading” - when prices respond to past 
price changes rather than new information about fundamentals - accounted for 60 to 70 
percent of price moves in futures contracts.  
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Said another way, fundamental changes in supply and demand in the actual oil market 
accounted for less than a third of short-term movements in oil futures prices.  
 
Commodities markets are effectively moving themselves most of the time these days – and 
taking longer and longer to properly price new information. From the same 2013 study: 
 

"It takes more and more time for the system to adjust to new [information] due to the 
larger and larger number of triggered [price changes] and the longer and longer 
sequences of [waves of trades]. This means that the convergence process to any true 
price becomes longer and longer, in other words less and less efficient." 
 
"Rather than agreeing rapidly on the 'correct' price after the arrival of some 
unanticipated news, the traders take longer, not knowing on what price to settle." 

 
Sounds a little familiar, no? 

Several weeks ago, the head of the CFTC, the Commodities Futures Trading Commission, also 
gave a speech in which he let it be know that automated trading programs are on at least one 
side of half of all the trades in the energy futures market.  

In that same speech, the CFTC Chairman also stated that in 2015 alone, WTI crude oil futures 
have experienced 35 “flash crash” events.  

Thirty-five.  
 
Treinta cinco, Papi.  
 
Or one flash crash about every eight or nine days. 
 
Don’t tell me this market is pricing oil correctly. 
 
And I would submit that it is at least possible that oil prices set by an HFT-dominated market 
might be at least a little untethered from what is actually going on in the world’s oilfields due to 
the dominance of algorithmic trading and its resultant feedback loops across the oil and equity 
markets.   

 
 
 
 
 

http://www.ft.com/intl/cms/s/0/590c0dd2-7801-11e5-933d-efcdc3c11c89.html#axzz3pmTWoUii
http://www.ft.com/intl/cms/s/0/590c0dd2-7801-11e5-933d-efcdc3c11c89.html#axzz3pmTWoUii
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“Beware of Geeks Bearing Models” 
 
From crazed trading robots to glitches in spreadsheets... 
 
Fair warning - this next section gets particularly wonky.   
 
The short version is this: 
 
Technical discrepancies in a much-watched weekly model from the premier source for U.S. oil 
production data appeared to seriously exacerbate fluctuations in WTI oil prices this spring. 
 
The long version follows.  It has jokes, though.  
 
In the oil market, those frantic trading machines I just described appear to rely overwhelmingly 
on a single, very complicated financial model when it comes to setting short-term oil prices.   
 
Now, there are actually three reports that oil jockeys watch each week for the gouge on oil 
storage and by extension prices, but they vary in importance.  Every Monday, an outfit called 
Genscape issues a report, but it’s private. After the market close every Tuesday, the American 
Petroleum Institute releases its own estimates of U.S. oil storage for the week. The numbers in 
the API report, though, are self-reported by oil companies, and as such are deemed less 
reliable than government data.  Which brings us to the reports from Uncle Sugar. 
 
Specifically, the U.S. EIA, or Energy Information Administration, publishes its Weekly Petroleum 
Status Report every Wednesday. This report contains the numbers that traders believe are the 
most critical to setting short-term oil prices in the U.S. And because oil traders watch it so 
closely, so does Wall Street and, by extension, most of the financial media. 
 
The EIA gets more than 1.5 million visitors to its website every month. That puts it, roughly, in 
the top 1,500 websites in America. And yet I’m guessing you, nor anyone you’ll meet this 
month, have ever been there. I’d also surmise that the vast majority of those visitors aren’t even 
humans, but bots, scraping EIA numbers for computerized trading models.  
 
In the oil market, that weekly EIA report is sort of like if the Fed published its meeting minutes 
once a week – and it rolled off the fax into a room full of first graders eating handfuls of Gummy 
Bears. And on the cover page was written, “Secret Place Where Santa Hides The Toys.” 
 
Let’s leave aside that U.S. oil production data is not nearly as significant to setting actual global 
oil prices as U.S. traders and Wall Street would like to believe. And that there is, by definition, a 
whole ‘nuther half of the same oil market called ‘demand’ that is, you know, kind of critical, too, 
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when it comes to setting prices. Let’s also ignore the obvious point that trading frantically every 
day based on imperfect conclusions spit out of very complicated spreadsheets is a dumb idea.  
 
For now, let’s just focus on the fact that the information that comes out of the EIA every week is 
not actually data.    
 
It is an opinion. About the very near future. 
 
A data-driven and reasonably sound opinion, mind you, but, nonetheless, it is the product of a 
financial model – and one whose most material shortcomings only started becoming more 
evident this spring, when trends in the real world begin to quickly change. 
 
This past May, the EIA restated U.S. oil production volumes from earlier in the year – to a level 
considerably higher than previously believed. This upward revision was a bit unexpected to say 
the least, given what anyone with a lick of common sense might think they thought they knew 
about some pretty basic aspects of supply and demand. Confusion grew as the summer waned 
on, primarily because of startling differences between (lower) production numbers reported by 
individual oil-producing states like Texas and North Dakota and (higher) EIA state-level 
production numbers.   

Traders were getting two inexplicably different numbers about U.S. production that should 
have been the same.  

That discrepancy raised hard to answer questions about U.S. oil production.  For instance: why 
in the world, in spite of (1) a 50% drop in the price of oil, (2) the extremely cautious tones of 
management teams throughout the U.S., and (3) the agency’s own longer-term projections, 
would the EIA expect production growth in the U.S. to increase by 700,000 barrels per day 
during 2015?  

And why exactly would the EIA go back and revise earlier production numbers for March 
upward, anyway - in direct contradiction to state-level data which was decidedly flat over the 
same time? 

At best, the new EIA numbers seemed to fly in the face of common sense and 
macroeconomics. At worst, they launched a thousand short-sellers. 

The attitude traders collectively took at the time seemed to be, “Man, I can’t tell what’s wrong, 
Tommy…but it’s EIA data. Dump everything. Michael Lewis can write a book later. ” 

As it turned out, what we saw in those “higher revised production numbers” coming out of the 
EIA earlier this year were really a clumsy public demonstration of an exercise that spreadsheet 
jockeys call “model-fitting.” Only it wasn’t until September that what had been happening 
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finally became apparent. 

Weekly EIA reports are based not on actual data but a model – a massive spreadsheet, if you 
will – that tries to connect the monthly dots containing true data. Only the agency’s monthly 
reports incorporate actual field-level data taken specifically from direct surveys of oil 
companies. The industry, however, demands more frequent data dumps, so EIA tries to fill in 
the gaps between actual data points at the end of every month with modeled weekly numbers.  

In other words, the EIA has to make the weekly data jibe with the more accurate monthly 
reports – and those previously confusing springtime revisions were the least worst way the 
agency could attempt to offset the impacts of large inventory draws of crude oil at the time. 

And in what was no doubt a crushing blow to conspiracy theorists everywhere, in September of 
this year, the EIA – having finally gotten its weekly models in sync with actual monthly 
production declines – readjusted its prior, uh, readjustments. The numbers previously revised 
up in the spring were, in the fall, adjusted way down. Projections for 2016 were finally walked 
down as well. 

The net effect was that in a theater crowded with already stressed out traders desperately 
seeking clarity on oil prices, when they looked up to the EIA and quietly asked, “How bad is 
it?” the agency basically shrugged and said, “Tell you in a few months. First I gotta finish this 
&#@! spreadsheet.” 

To its credit, the EIA is clear that its weekly numbers come from a model, and that only the 
monthly reports it publishes rely on actual survey data from real oil companies.  
 
But here’s the thing: traders and their algos don’t care about “model-fitting.”  Nor, in times of 
stress, do they care how accurately the EIA reports track the real world.  Who cares, really, as 
long as all the other big players at the craps table have to trade off it, too?  
 
Predicting the model – and other traders’ reactions to it – becomes way more important than 
what might be happening in the fields of West Texas. The real world is just an outdated 
concept, man. 
 
And those weekly model-derived opinions are traded no differently than the more accurate 
monthly survey data.  Which means that trades based on opinions, and not actual real-world 
data, are dominating the market. And during the time that a particular model is being “walked” 
by the EIA to better reflect reality, prices can get pushed further from value.  
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In other words, the complete indifference of traders and their algos when it comes to 
distinguishing between the output of a model and what is going on in actual oil fields 
could result in material pricing errors that, at least in theory, might be temporarily 
exploitable by long-term investors.   
 
To be clear – there is nothing conspiratorial at all about these discrepancies. The EIA has great 
monthly data, and tweaks to all kinds of models happen all the time as a result of what is called 
measurement error. It’s why the Fed consistently revises prior estimates of the country’s 
economic growth.  
 
The EIA’s modeling is in general held in very high regard. The two other major organizations 
that forecast long-term oil demand and supply – the International Energy Agency (IEA), and the 
Organization of the Petroleum Exporting Countries (OPEC), have come under specific criticism 
for perceived flaws in their models, too. 
 
So these issues are not unknown within the industry, and, hey, no models are perfect.  The 
difference here is that the EIA U.S. model is so closely watched on such a short-term basis by 
such a capital-intensive industry. The industry, by and large, sets its own budgets based on the 
projections of all three institution’s models, flaws and all. The vast majority of Wall Street firms 
follow them in lock-step, too, in their own projections. And while I can’t prove it, it would seem 
reasonable to postulate that the “data” in those weekly EIA reports is an absolutely critical part 
of every oil-price trading algo around. 
 
From my perspective - the shortcomings of these models and the temporary dislocations in 
prices that may result from them have helped create some truly compelling options for us here. 
And actually, those problems with industry models may unintentionally create opportunities for 
other, new energy companies to fill the gaps in production that may arise on the global stage, 
eventually, too. 
 
In the end, David Li, the Nobel-prize winning inventor of the Gaussian copula - the model that 
predicted the performance of those collateralized debt obligations that later crashed the 
world’s economy –summarized the problem of relying too much on a complex financial model:  
 

“The most dangerous part is when people believe everything coming out of it.” 
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The Craziest Part of All 
 
The following is from Sleeping With The Devil by ex-CIA operative Robert Baer:  
 

“Almost to a person, the disaster planners concluded that the 
Abqaiq extralight crude complex was both the most vulnerable point 
of the Saudi oil system and its most spectacular target. With a 
capacity of seven million barrels, Abqaiq is the Godzilla of oil-
processing facilities. 
 
“A moderately successful attack on the Abqaiq facility’s stabilizing 
towers would let loose seventeen hundred ppm of hydrogen sulfide 
into the atmosphere. That strength would dissipate, but not quickly 
enough to prevent the death of workers in the immediate vicinity 
and serious injury to others in the general area – or to stop sulfur 
dioxide from eating into the metallic heart of the Saudi oil 
infrastructure. The toxicity also would deter the onset of repairs for 
months. 
 
“At the least, a moderate-to-severe attack on Abqaiq would slow 
average production there from 6.8 million barrels a day to roughly a 
million barrels for the first two months post-attack, a loss equivalent 
to approximately one-third of America’s current daily consumption 
of crude oil. Even as long as seven months after an attack, Abqaiq 
output would still be about 40 percent of pre-attack output, as much 
as 4 million barrels below normal – roughly equivalent to what all of 
the OPEC partners collectively took out of production during the 
devastating 1973 embargo. 
 
“Indeed, such an attack would be more economically damaging 
than a dirty nuclear bomb set off in midtown Manhattan or across 
from the White House in Lafayette Square.” 

 
Baer’s book was published in 2003. 
 
On September 4, 2015, this headline showed up in the International Business Times: 
 
“Saudi Arabia Thwarts Terrorist Attack In Abqaiq, World's Largest Oil Processing Facility” 
 

http://www.ibtimes.com/saudi-arabia-thwarts-terrorist-attack-abqaiq-worlds-largest-oil-processing-facility-2083386
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And yet the oil market did not so much as blink.  
 
Which brings up another good question: 
 
Why is there no risk premium on a barrel of oil? 
 
It is head-scratching enough to see oil consistently being priced at a cost so much below the 
cost of the marginal barrel. But in times of such risk in the Middle East, too? 
 
Now, I confess in advance that I am too naïve to truly grasp the complexities and history of the 
Middle East. And I’m a sucker for anything written by ex-CIA operatives. Nonetheless, from this 
particular armchair, the Middle East seems closer to massive sectarian war right now than at any 
other point I can remember in my lifetime.  
 
So standby for some heavy speculating... 
 
First, it seems plausible that Iran is currently engaged in attempting some sort of soft takeover 
of the Middle East. Its idiosyncratic and quite possibly insane Shiite mullahs seem to have 
perfected the art of proxy wars, traditionally through Hamas or Hezbollah, but more recently in 
the south of Iraq and now in Yemen. And call me skeptical, but it sure seems possible that 
agreeing to a nuclear deal was almost certainly a means to some other, bigger end for them. 
And while I’d really be spit-balling if I told you I knew what it was, I’m guessing that having a 
firm grip on the oil spigot of the world would probably help them reach it.  
 
Meanwhile, the House of Saud is in real trouble here, no?  
 
First, their own people hate them. There appear to be grumblings in the Royal family itself 
about the new king and crown prince. Don’t forget that the same fatwa that Osama Bin Laden 
issued against American in 1996 also included the Saudi royal family. And for years, Al Qaeda 
strove to topple the Saudi monarchy. 
 
Saudi is currently fighting a proxy war with Iran in neighboring Yemen. They are facing sectarian 
unrest from the minority Shiites in the oil producing east of their country - stirred up by ISIS, no 
less, about whom the Sunni Saudi royal family is likely also supremely concerned. Because even 
though ISIS is also Sunni, ISIS also happens to consider the Saudi royal family to be “Kafirs” -  
“unbelievers” or “infidel.” And though I’ve never read the Koran, my hunch is that sorta thing 
means these guys aren’t getting together on weekends to play softball. 
 
Until the terrorist attacks last Friday in Paris, it seemed like the only player in the Middle East 
with the primary goal of battling ISIS was, well, the U.S., only we aren’t meaningfully in theater 



    Letter to Investors, Nov. ’15: Part Three 

	  

                           Cale Smith       Tarpon Folio       csmith@islainvest.com             
	  

  28 

and have a serious case of war fatigue. France, no doubt, would now like to change that. 
 
Everyone else seems to not only hate their neighbors more than ISIS - but in some cruel ironic 
twist, they seem to covertly benefit from ISIS being around.  
 
Since ISIS has showed up, the Kurds have gained more Arab land. Turkey has gotten some help 
in deposing Assad in Syria.  The Saudis get help from other Sunnis (i.e. ISIS) in checking Iranian 
Shiite influence in the region - as well as the influence of the U.S. and Russia, too, I suppose.   
 
The Yemen rebels, backed by Iran, get to fight a Saudi that is distracted watching their own 
Shiite populations deal with ISIS. Iraq, which as far as I can tell is effectively a franchise of Iran 
now, anyway, gets an excuse to strengthen Shiite control there even more.  
 
Russia gets a legitimate excuse to come in and protect its only port in the Middle East - a naval 
port in Syria - while pushing the U.S. out as a power broker in the region - and selling more 
arms.  A three-fer! 
 
It also appears Moscow is now in a loose alliance with Tehran, Baghdad and Damascus to, one 
might point out, fight an almost exclusively Sunni opposition.  And while hard to gauge how 
intentional or successful Russia may be in tilting the table towards the Shia Muslim countries in 
the Middle Easy, it’s probably also safe to say that few countries would benefit more from 
unrest in the gulf states than Russia. And that the balance of power in the region seems to be 
quickly moving towards a Shia upper hand.  
 
Back to The Point 
 
All of which is a long-winded way to say: 
 
Perhaps there is no risk premium on the price of a barrel of oil right now because, for some 
reason that truly escapes me, the temporary-and-soon-to-be-gone 1.7M bopd oversupply of oil 
is helping the market shrug off all this geopolitical tension.  
 
Or shoot, maybe it’s me who’s out to lunch. Maybe the market actually has carefully examined 
all the factors at play here, thought deeply about geopolitics, and in the end, concluded there 
is absolutely nothing to worry about in the Middle East. 
 
Or perhaps there is no risk premium on the price of a barrel of oil right now because it is being 
suppressed. Literally. By the Saudis, who are maintaining production at a very high rate to keep 
oil prices down. Only they’re not doing it to crush U.S. tight oil, as the popular narrative would 
suggest. They’re doing it to hammer ISIS’ oil revenues, pre-empt Iranian oil in a battle for 
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market share and further pressure Russian oil – all primarily in an attempt to lock up markets in 
Asia and Europe, but also to further protect themselves from Shiite hostilities. 
 
The Saudis, though corrupt and barbaric, are not stupid when it comes to the oil markets. I 
cannot believe that the Saudis believe they should lower oil prices just to impact U.S. tight oil 
companies.   
 
First, there are those millions of bopd of higher cost, non-U.S., non-OPEC marginal barrels of 
production that will come under pressure before U.S. tight oil. Second, there is that whole 
export ban on U.S. oil thing again. Our barrels are not competing with Saudi barrels for their 
best customers. This is not news to them.  
 
Now, Russian barrels and Iranian barrels certainly are direct competition - throughout Asia and 
Europe, specifically. 
 
Nor can I casually accept the idea that Saudi would be willing to inflict such a brutal cost on 
themselves in terms of budget deficits – 20% of GDP in a single year, forgoing $100 billion in 
oil export revenue in 2015 alone - just to layoff some roughnecks in West Texas. 
 
Nor do I seriously think that they seriously think they could end tight oil drilling in the U.S. An 
artificially depressed price in the short-term would simply not be effective in blunting the U.S. 
tight oil challenge in the longer term, and they would have known this in the beginning.  
 
Plus, not too long before this meme about Saudi suddenly targeting U.S. oil companies 
popped up, you could read articles like this:  
 
“OPEC Sees No Major Threat From Unconventional Oil” 
 
So I’m having a bit of difficulty buying into the “sheiks versus shale” narrative. 
 
Consistently Wrong, But Never In Doubt 
 
One of the most intriguing parts of all this to me is that at some point after that initial decision 
in November of 2014 to punt on defending the price of oil, the Saudis explicitly decided to 
basically up the ante - by boosting production. A quick look at a bar chart of Saudi production 
by month left even my seven-year-old with the inescapable conclusion that Saudi, essentially, 
willfully forced an even deeper collapse in the price of oil on the world. And – here’s the thing – 
they forced it to down a level that they know full well is not sustainable long-term. 
 

http://oilandmoney.net/interactive/agenda-topics/opec-sees-no-major-threat-from-unconventional-oil/
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In other words, the Saudis appeared to clearly choose to deliberately manipulate – or, to be 
more accurate, to temporarily cease all previously expected manipulation – for some non-
obvious reason this spring.  And they did this in spite of knowing that it could not last long, 
would send traders into a tizzy, and could undermine their own long-term interests.  
 
And I think that the market’s inability to resolve this core paradox has played a huge role in 
stoking the entire market’s fear and uncertainty this year. 
 
“Why, oh, why, would the Saudis really do this?” 
 
Jonny - bring up that timeline of Iran nuclear deal negotiations for our viewers, now, please. 
 
The only rational motive, it seems to me, that the Saudis could really have to bring down the 
price of oil is political.  
 
I’m guessing the Saudis have got to be particularly upset about the prospect of a resurgent Iran 
in the global oil market.  If you take expected production from Iran (4.0 million bopd by the end 
of 2016) and assume Iraq can keep its current production (4.3 million bopd) flat next year – and 
if you presume that south Iraq is now a franchise of Iran, anyway - then Iran at the end of 2016 
would effectively be in control of an amount of oil that would probably begin to make Saudi 
awfully nervous about its own 10 million bopd – and its position as the de facto leader of 
OPEC. 
 
Saudi would seem to have several important geopolitical goals it could meet via lower oil prices 
when it comes to Iran, specifically. The first was putting additional pressure on Iran to abandon 
its nuclear program in this spring’s negotiations. The second is to economically damage a newly 
unsanctioned Iran by impeding the ability of increased cash flows in Tehran to covertly fund 
Shiite military goals in the region – like in Yemen and Syria, specifically. The third goal may have 
been to just buy time to lock up more customers in Asia and Europe before Iran could. And 
because Saudi can’t openly avow any of this within OPEC, perhaps they instead spout rhetorical 
nonsense about "market share" and the need to root out high-cost competition as cover 
instead. 
 
Wait, there’s more. 
 
Kinda like Rocky IV 
 
When it comes to Russia, Saudi would also seem to be incentivized to keep production high 
and prices low, in order to be able to pre-empt Russia on contracts in Asia and Europe, and to 
indirectly pressure Putin in abandoning support for Assad…which would in theory clear the way 
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for Saudi-Qatari gas pipelines through Syria to Europe.  
 
Assuming, of course that Russia is not thinking the exact same thing already…but with pipes full 
of Iranian crude instead. 
 
Okay, I’ll stop there.  But just in case you think I’ve gone too far down the rabbit hole on all of 
this, a couple of links: 
 
The first is an article from The New York Times titled, “Saudi Oil Is Seen as Lever to Pry Russian 
Support From Syria’s Assad.”  
 
And one from Bloomberg titled, “Saudi Arabia’s Oil War With Russia.” 
 
If my wild speculations are true, it means, among other things, the true price war here is Saudi 
versus Iran and Russia, not us. It also underscores that one of the primary reasons for the 
decline in oil prices was Saudi rhetoric. And let’s not confuse that with a serious problem in the 
oil markets. Which, you know, we don’t have.  Remember that math about the oil “glut.” This 
current price collapse could, in a single policy announcement, go away tomorrow.   

If true it would also put that whole Russia-and-Iran-teaming-up-in-Syria thing in a bit of a 
different light, no?  

In the mother of all ironies, it could also mean that Iran might have rescued U.S. tight oil 
companies. The re-entry of Iran into the global oil market means that unless OPEC wants to 
tank the price of oil even further, someone is going to have to cut some production. And that 
someone will almost certainly be Saudi, who because of Iran, would seemingly have to resume 
their role as global swing producer in 2016, too.  

And, wa-la. Price war, over.  But threat of real war?  Eh, not so easy. 

And finally, and probably most importantly, this theory of mine if true would mean the world’s 
biggest oil producer is so privately concerned about regional economic and military conflicts 
from a resurgent Iran that it was willing to talk down oil so much that it blew a massive hole in 
its own budget. 

Meanwhile, one truck bomb in Abqaiq, or one little 21-mile blockade across the Straits of 
Hormuz, and that old $100 a barrel price suddenly looks quaint, don’t you think? 
 
Which was kind of the point of all this: I don’t believe it’s hyperbolic in the least to state that, 
right now, the entire Middle East hierarchy of order in oil market is under threat.  
 
In fact, given the above, it frankly seems hard for me to imaging that a sectarian war of some 

http://www.nytimes.com/2015/02/04/world/middleeast/saudi-arabia-is-said-to-use-oil-to-lure-russia-away-from-syrias-assad.html?_r=1
http://www.nytimes.com/2015/02/04/world/middleeast/saudi-arabia-is-said-to-use-oil-to-lure-russia-away-from-syrias-assad.html?_r=1
http://www.bloombergview.com/articles/2015-10-16/saudi-arabia-s-oil-war-with-russia
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sort is NOT going to happen.  What, pray tell, is going to stop it, exactly? 
 
And why in the world is the price of a barrel of oil not reflecting that at all?!?! 
 
Shoot, in January of 2012 - based largely on just threats from Iran towards International Atomic 
Energy Agency inspectors, Wall Street analysts were falling all over themselves to proclaim a 
$15 to $20 risk premium in oil prices. 
 
Today, however, despite Iran actually funding a proxy war against its religious arch-enemy 
Saudi Arabia, it’s…bupkus. 
 
Hello?  Is this thing on?!?! 
 

Deep Breath  

Again, whether I am right on or way off on all the geopolitical speculating above has absolutely 
no material bearing on anything in Tarpon. In the end, that there is currently no risk premium 
on a barrel of oil at all right now - in spite of all the above – once again underscores the 
massively profitable opportunity in E&P companies the market has yet to realize is at hand. 

If I am wrong on the above, once the Saudis make whatever strictly-business point they are 
trying to make this year, they will turn a few valves, cut off 500,000 bopd, and oil prices will 
jump. 

If I’m right, then the economics of decline rates and global capex and production cuts will kick 
in soon, and the price of oil will move higher, anyway. 

So, we are okay either way – and all that ranting above was basically the oil market’s equivalent 
of fantasy football.  

www.DailyFantasyGeopoliticalHydrocarbonSpeculation.biz 

Thank you for humoring me. 

 
 
 
 
 
 
 
 
 
 

http://www.cnbc.com/id/46487538
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Section Summary 

It’s critical to understand that due to a number of unusual factors these days – most notably the 
extreme short-term nature of Wall Street and the rise of high frequency algorithmic trading, it is 
in almost nobody’s interest to distinguish between the concepts of “price” and “value.”  
 
Now to me, that distinction is everything. 
 
But to traders and their algos, everything that matters about a company shows up in its share 
price. Full stop.  There is simply no need to understand anything more about the businesses of 
the shares they trade.  Every headline – whether about the Fed’s next meeting, reports on the 
Chinese economy or speeches given in Athens – will either impact stock prices directly, or 
represent another reason to try and predict how other investors will react to the same event. 
 

And one result of having so many traders and algos in the market, focused exclusively on prices 
instead of values, is that they can cause shares prices to, every so often, diverge radically from 
the future cash-generating abilities of the companies those shares represent. And because of 
other reasons, created and caused by that first set of factors, those disconnects between price 
and value can blow out to ridiculous levels for longer periods of time than you would expect.  
 
We are at that point right now when it comes to U.S. exploration and production (“E&P”) 
companies. 
 
I believe the oil market itself has, for the moment, lost its bearings a little bit here. 

And here is some current sentiment not dissimilar from my own, from the oil minister of Oman: 

“We are hurting, we are feeling the pain and we’re taking it like a God-driven crisis. 
Sorry, I don’t buy this. I think we’ve created it ourselves.” 

And I strongly believe that the current negativity on oil cannot possibly reflect the long-term 
future valuations of our companies’ shares, their assets, or their reserves.   
 
Not. Even. Close. 
 
Now, let’s get back to the right side of the looking glass.  Part Four, coming up. 
 

 

 

http://www.wsj.com/articles/omans-oil-minister-says-over-production-irresponsible-1447074611?alg=y

