	
  

Letter to Investors - Tarpon Folio
Part Two: Thoughts On Risk
I have shifted Tarpon’s holdings to capitalize on unsustainably low oil prices. My inability to
time the bottom of the oil market this year has absolutely caused us all a lot of angst this year in
the form of volatility and temporarily lousy results in Tarpon. But I also want to distinguish that
from true risk.
Real risks in Tarpon right now would include a global softening of demand for oil – say, due to
an emerging market economic crisis – as well as the possibility that Saudi for whatever reason
decides to escalate their production even more.
I would argue, however, the former is an awfully broad brush, and there are few viable
scenarios that would convince me that every emerging economy in the world was entering a
serious crisis simultaneously. To some extent, an economic slowdown in these markets is
probably already priced into a barrel of oil, in any case. That latter risk also implies unfamiliarity
with the very real problem of water intrusion in Saudi oilfields. See the investor Q&A in Part
One for more.
Other explicit risks might include new large oil reservoir discoveries. Currently, however, low oil
prices have dramatically reduced the incentive to discover new fields - and any new oil fields
large enough to move the needle on global production would almost certainly be highly
expensive projects. Both make funding new exploration efforts a tough sell in boardrooms
today.
A breakthrough in the battery technology that powers electric automobiles like those of Tesla
could also pose a theoretical risk to Tarpon companies. Like batteries, solar power is a
technology, too, and we should expect the costs and efficiencies of both to improve over time.
However, it is difficult to foresee either improving rapidly enough over the next three years to
be a viable threat to Tarpon today.
One of the ironies of this current collapse in oil prices is that there is also less economic
incentive to spur innovations in renewables, as well. And by way of context - Tesla hopes to sell
100,000 electric vehicles in 2016, and currently loses about $4,000 on each current car it
manufactures. Meanwhile, there will be more than 94 million other automobiles sold around the
world next year. So I am comfortable assuming this particular risk.
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Then, of course, are the company-specific risks in Tarpon now. I’ll address those specifically
over time, as we review the companies we own a bit later. For now, know that security
selection and position sizing are the two primary tools I continue to rely on to mitigate those
particular risks in Tarpon.

What follows, then, is more of a broader look at how I address risk in Tarpon than a point-bypoint counter to specific sources of risk in our portfolio. If you have such concerns, please let
me know, but the topics I address below are what I believe you are most concerned about in
Tarpon today – specifically volatility, cognitive bias, and forecasting error.
But before we get to those issues, there are two things we need to cover first.

Prudent Risk
Every industry has legitimate experts – those wise veterans whose experience, dedication and
competence give them truly adroit insights into their market.
None of those experts work on Wall Street.
At least not in the oil market.
As you will read, my thesis in Tarpon rests largely on a difference between my own views of the
oil market – informed to a significant degree by experts in the fields – and the market
consensus, as popularly articulated by the Street.
The financial side of the oil market – Wall Street - has effectively grabbed the bullhorn of
popular opinion on oil prices, and in very articulate terms has wrested the narrative of what may
be rational about current oil prices away from the actual experts in the physical side of the oil
market – the men and women working for companies actually operating in oil fields. So which
would you rather take more seriously – the opinions of those people, or the ones coming from
Manhattan, one of the only places in America where you could travel back and forth to work
every day for a year before ever actually seeing a sign for gas prices along the way?
My point is: I am not saying the experts are wrong, and that I, some guy in flip-flops on an
island south of Miami, am right.
I agree with some of these experts. And we think Wall Street has it wrong – both because the
Street is presuming way too much certainty about an extremely uncertain subject – the setting
of global oil prices – and because the Street seems to have gone completely probability-blind
when it comes to the share prices of U.S. E&Ps.
	
  

Cale Smith

Tarpon Folio

csmith@islainvest.com

2

Letter to Investors, Nov. ’15: Part Two

	
  

That was an awfully presumptive “we share the same opinion” there. I used “we” like C-3PO
probably tells his droid buddies about the time he and Luke Skywalker beat the Empire. But
you know what I mean; I think the experts are right here. More on them a bit later.
And some of your own angst about Tarpon’s focus on oil companies may be because a year’s
worth of histrionic headlines from Wall Street about prices has got you presuming a rationality
to today’s oil prices…that really doesn’t exist. And it’s not just me thinking this. I’ll discuss this
more in Part Three: Evidence of Mispricing.
For now, I would make the following points related to risk in Tarpon:
-

In spite of its focus and recent volatility, Tarpon is much less risky than you might
otherwise believe;
The probability that Tarpon increases significantly over the next twelve months is quite
high;
Assuming no unforced errors on my part, the range of poor outcomes we are looking at
in Tarpon over the next few years is small and less severe than you might expect; and
The same fear you may be feeling when it comes to investing in oil companies right now
is actually the same thing that is, ironically, making it safe to invest in; investors and
companies across the board are now doing extensive due diligence, making
conservative assumptions, and applying considerable skepticism to every aspect of oil
companies’ operations. And shares are ridiculously cheap.

Investments may also be judged riskier if it is perceived they will fare worse than other options
that may be available. The most obvious viable option for you is Tarpon’s benchmark, the S&P
500 Index. And if you are looking at your account’s performance and wondering how in the
world I could possibly make that bottom ‘Tarpon’ line get back up and cross over that other
‘Index’ line in your Folio account again, I’ll give you a hint: only 8% of that S&P 500 Index is
made up of oil companies…and our companies’ share price performance should absolutely
trounce those indexed companies as oil rises.
The goal in Tarpon is not to eliminate risk. That’s not possible. My goal is to make sure we only
assume prudent risk – deliberate exposing us to a negative outcome only after objectively
judging the potential positive outcome is worth the risk. I am going to just be flat-out wrong at
this at times (see “Summer, 2015”) but I also don’t have to be right all the time, either, for us to
do really well. I just need to be really right about a few things, at the right time. And I believe
this is one of those times.

	
  

Cale Smith

Tarpon Folio

csmith@islainvest.com

3

Letter to Investors, Nov. ’15: Part Two

	
  
This concept of “prudent risk,” by the way, used to be called “sticking your neck out.” But then
someone – let’s not kid each other, a consultant – abandoned it for a term that would fit better
on a risk management brochure or something.
Regardless, I want to reiterate that it is absolutely distinct from “risk-seeking.” There are no
GoPros here. Nor am I “risk-avoidant.” I eat gluten all the time. Also, I couldn’t in good
conscience charge you fees for putting your money in something that didn’t even try to beat
the market.
I consider Tarpon “risk-neutral.” It’s not that Tarpon has no risk. It’s that we are getting waaaaay
more than fairly compensated for assuming it right now.
Our large expected returns are out of proportion to the relatively small risks we are actually
assuming.
Let me try to show you what I mean.

On Risk and Probabilities
Ah, probabilities. The mathematical language of uncertainty.
Also the reason I could never get a date in high school. Because I would say things like that out
loud in math class.
This next part may get a bit wonky, but I think it will explain quite a bit about Tarpon right now.
So, here goes.
Investing is not just about having good odds. What we want are “asymmetric odds” in which
our upside potential significantly exceeds our downside risk. Those odds are set by the market
and show up in stock prices, which effectively represent the beliefs of many independent
voters. But even then, good odds aren’t enough. What we really want are high probabilities –
which are analytically distinct from the odds…especially in times of market distress.
And understanding my own assessment of the probabilities in Tarpon is critical when it comes
to realizing both why I believe the risks we are taking right now are not only prudent – but they
also hint at the degree of outperformance we may, under the right set of circumstances, realize
in 2016.
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Through the lens of probability, here is how Tarpon looked earlier this year – before becoming
focused exclusively on energy companies.

Those probabilities in the left column were determined by yours truly, as were the initial
position sizes, so don’t get hung up on trying to understand where those numbers came from. I
assigned them as realistically as I could to make a broader point, which is this:
Even when every stock we owned in Tarpon was 50% undervalued, the multiple different
variables that each stock was subject to at any given time meant that the actual probability of
Tarpon as a portfolio doubling in a single year was relatively quite low.
And the key number to remember there is that Expected Value of $3,980. Hold that thought.
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Here is a probabilistic depiction of Tarpon now – invested entirely in oil companies.

We compute the probabilities of Tarpon doubling in a year differently now, because whether or
not those stocks will double is entirely dependent on a single variable – the price of oil.
Statistically speaking, what we want to know is what is the probability that Tarpon doubles
given that oil prices have reached their consensus forecast of $58 per barrel by the end of
2016.
That $58 is in fact the current consensus forecast for 2016 average Brent crude price as per a
recent Wall Street Journal survey of 13 investment banks.
And I, again, assigned all the probabilities in the “probability tree.” Here is what the best and
worst case scenarios look like for us now with Tarpon essentially an all-energy portfolio:
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See that Expected Value of $7,200 for that Best Case Scenario? That’s considerably bigger
than the Expected Value of $3,980 from that very first “Independent Probability” table. Which
is probability’s way of telling us…
“You should absolutely choose the portfolio where Tarpon is fully invested in oil companies!”
And that, statistically speaking, assuming the same variables above and a $10,000 investment…
“By investing exclusively in oil company stocks, Tarpon has a 72% chance to make $7,200 – and
even the worst case scenario would give us a small chance of still earning $1,600.”
In other words, all things being equal, we’ve got a very attractive chance to capitalize on some
truly asymmetric returns in Tarpon right now.
Now, to be clear, that probability tree and related table above would make Bernoulli roll over.
It’s too unorthodox and back-of-the-envelope to be anything other than an illustrative example.
Obviously a truly bad outcome would likely involve a negative expected value, for instance.
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But for now, I trust you see the broader point: by taking a focused position in oil companies, we
have dramatically increased the probability of maximizing our expected outcome in Tarpon
over the next year. Instead of, say, relying on a string of six different variables of various
degrees of independence to successfully play out at each of the five companies we might own
in order for shares in Tarpon to reach their full value and double…we now are relying on only
one variable, which will impact all our companies - i.e. oil reaching $58 a barrel.
So we don’t need for anything to happen at any of the current companies we own in Tarpon in
order for them to double. We just need oil to hit $58 a barrel. And I believe the probability of
this happening is approaching a near certainty. It’s just a question of timing.
And as an aside - Tarpon is absolutely “event-dependent” on the price of oil reaching $58 to
reach my estimate of its true fair value. And a systems engineer would note that being
dependent on anything – the local electric utility, the pizza delivery guy, oil prices – by
definition will increase your vulnerability to risk in the theoretical sense. But even that eventdependency risk represents far less to worry about to me than any number of factors that might
impede the ability of a more diversified portfolio to double over time.
Clearly this path will also mean our short-term returns will fluctuate quite a bit, because each
Tarpon position is dependent on the same variable – oil prices.
Which brings me to my next point.

Volatility Is Not Risk
The price we will pay to earn outsized returns later is volatility now.
When it comes specifically to Tarpon, it’s probably no surprise that I do not view volatility as
risk. I believe the emphasis that most of this industry places on “minimizing volatility” as if it
were a proxy for “safety” is nonsense. Volatility is irrelevant to the long-term investor.
Here – let’s try a little thought experiment.
Let’s go back ten weeks. Specifically, to Monday, August 24, 2015.
Within minutes after the opening bell, the Dow plummeted 1,089 points. This represented
history’s single largest point loss during a trading day, ever. Shares of General
Electric and Pepsi both crashed more than 20% at one point. Even boring old Costco fell 16%.
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By noon, however, the Dow had rallied back. About three hours after that historic drop, the
Dow had climbed back furiously and was only down 102 points for the day. Alas, it was not to
be, and the Dow soon fell sharply again, in the end closing down for the day by 588 points –
identical to the day in August 2011 after the credit rating of the U.S. was downgraded for the
first time in the history of the republic.
By the end of the day, that volatility in the Dow had caused stocks and exchange-traded funds
to be automatically halted on stock exchanges more than 1,200 times.
Whew.
The experiment is this:
Try to remember what caused that extreme, historic volatility. Any of it.
What were the headlines that led to the single largest point drop in the history of the Dow
Jones Industrial Average? It had to be something big, right? Shoot, that first drop was historic
– and then the other news that right after lunch that same day caused as big a drop as right
after the debt ceiling debacle a few years ago.
If not the drops, then maybe you recall the news that sparked that huge mid-day rally.
No? Coming up blank?
Maybe a better question is – do you recall any of that happening at all? Or did you just go start
Googling stuff because you wondered if I made that all up?
I didn’t. All true. But don’t feel too bad if you couldn’t remember it. I had to Google every bit
of it. And you all have, like, real lives. I sit here all day, every day, passively watching the
market, and even then my first three guesses - “Iran nuke deal blowback,” “more panic about
oil” and “Trump says not joking about this whole President thing” - weren’t even close.
As it turns out, nobody can really satisfactorily explain what happened that day. At least, not to
me. CNN attributed the day’s action to “concerns about a slowdown in the Chinese economy,”
but seemed to completely punt on what caused that massive mid-day rally. Perhaps all those
anxious Chinese just went to bed.
A reporter at the Wall Street Journal live blogged the morning open here, but the Journal itself
otherwise failed to seriously examine the cause of the drop at all. Late the same day, however,
they did publish this gem of an article about a high frequency trading firm that made a ton that
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day, complete with a pic of backslapping traders and the money quote, “It’s probably our best
day since the 2010 flash crash.” Aaaargh.
And CNBC – still a channel on TV! - attributed the historic drop to well, everything other than a
plausibly identifiable cause. It was apparently just traders being traders and liquidity woes and
soybeans were down hard too and something maybe about China but not the Pope and
HOWINTHEWORLDISITPOSSIBLETHATNOBODYKNOWSWHATHAPPENED?
Ahem.
For certain kinds of investors, and in portfolios that require broad diversification, volatility can
be problematic. And there are no shortage of ways in this industry to quantify risk as a statistic.
But not everything that can be measured is meaningful. When it comes to Tarpon, the most
popular of these risk statistics, “beta,” is, to me, irrelevant. I question how meaningful it is for
most investors, really. Because, in addition to other things, it implies that shares of GE would
never fall more than 20% in less than three seconds for no reason, people.
The degree to which an individual stock’s price may move around relative to the market is
irrelevant if high frequency trading algorithms are gaming the movements of both.
Beta also assumes an investor’s risk tolerance is constant. This in particular is top-shelf
nonsense. Exhibits A thru G, your honor, are the strings of email conversations I had with a few
of you this summer. Investors do not have stable risk preferences. The stress of August 24th
makes people way more risk-averse when they wake up on August 25th.
And sustained stress over time increases this risk aversion even more. This phenomenon is, to
me, precisely what makes successful investing so hard: most people’s stress goes through the
roof at the same time their expected returns do. Yet they cannot stay stoic.
Time for another thought experiment.
If at any point this summer you muttered to yourself, “As soon as Tarpon gets back to where it
was this spring, I am sooooo selling out…” then you, dear investor, have just proved my point.
It is, after all, the same amount of money, whether in March or (let’s hope we recover fully by)
December. You had no compunction at all to sell out in March. The only difference was that
by December, you’d been continually subjected to the stress of poor performance, which made
you more risk-averse – in spite of the fact that your expected returns from Tarpon in December
are materially higher than they were back in March.
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All of which is a long-winded way to say: I’m not being cavalier when I say we should ignore
volatility and questionable measures of it like “beta.”
We are just living in different times. And risk is not a statistic.
Particularly not in the stock market of 2015 – when high-speed computers trade 70% of all
shares, and the average holding period for a stock is 22 seconds. Everything moves around a
lot more, quicker. You can’t control any of it. And just like on August 24, things in today’s
market often move violently for no obvious reason whatsoever.
Market volatility is irrelevant – if you are consciously deciding to tolerate it in order to
earn what should be superior returns.
In the end, I view volatility as a true risk only if it causes an investor to capitulate – to abandon
an otherwise sound process and make an emotionally-charged investment decision.
Otherwise, history is unequivocal on this point: volatility creates opportunities for patient and
rational investors who do their homework.

How I Could Screw This Up
There are a few ways that my decision to concentrate Tarpon in energy companies could, in
theory, screw things up for all of us.

Risk One: Bias
The biggest risk you should probably be concerned about when it comes to my managing your
money in Tarpon right now is what is called “confirmation bias.”
This is the tendency for people to only see things that confirm what they already believe, while
ignoring contrary data. The assumptions you start with determine the conclusions you will end
up with.
Now, the markets are already rife with confirmation bias. That’s kind of what makes a market,
really. But oil markets are, to me, particularly notorious in this regard.
Based on how Tarpon traded this summer, there no doubt were some times that some of you
thought I’d probably lost my mind…only that was a bit too generic of a description. I would
submit that perhaps “you thought I had massive confirmation bias” is a bit more accurate, eh?
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Just being aware of this bias certainly doesn’t inoculate me from having it. So for what it’s
worth, I’ll present to you a few reasons why I don’t believe I am suffering from it, and let you
draw your own conclusions.
1. We had a near-death experience in one of our smaller oil company positions this summer
that was unexpected, jarring and made me suddenly question what else I could have
missed, who I was, what I was doing here, and why the Seahawks didn’t just run it in.
Again, small position, wasn’t fatal, and you probably didn’t even notice…but it was
absolutely a gut-check moment. And to slowly recover my conviction about things after
that little surprise was probably a good test for any pre-existing confirmation bias.
2. The best tool in an arsenal to battle confirmation bias is through a strategy of
“falsification,” or actively looking for evidence that might disconfirm your point of view.
It is much harder to dismiss that contra or negative info about oil easily these days,
simply because we have been bombarded by so much of it for so long now.
3. More generally, I am try hard to find and evaluate info as rationally as possible. That
may in part explain why this letter is so long.
4. Confirmation bias is usually traced to someone’s natural inclination to cling to their
beliefs – particularly if they are reinforced by recent experiences. My beliefs about oil
prices and our companies have, um, not being getting reinforced at all lately. They’ve
been repeatedly taken to the wood-chipper.
5. I am a value investor running a small “go-anywhere” portfolio who has demonstrated
some previous expertise when investing in energy companies. The guest of honor at our
first annual investor meeting seven years ago was Ken Peak, the former CEO of
Contango Oil & Gas - which, I should point out, we now once again own in Tarpon. So
E&Ps have been in our wheelhouse since day one.
That said, Tarpon has no mandate to invest in energy companies at all, and all
opportunities in all sectors are evaluated equally. We have previously realized some
significant returns from some of the oil companies we have owned – and I’ve certainly
learned some lessons from a few duds, too. But I’m doing it now strictly as an
opportunist.
6. Building this current portfolio also meant selling us out of a number of other non-energy
companies that, in some cases, pained me to jettison. I thought long and hard about
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each of those decisions. Nonetheless, in the end, you cannot deny the logic of expected
future returns, so here we are.
7. Finally, as discussed more below, I try to build my opinions about oil prices - as well as
on the prospects of our companies themselves - based as much on numbers, rationality
and logic as possible. That’s may be because I’m naturally a little too Spock, but it’s also
because I am well aware that I’m less liable to fool myself that way then by, say, making
trades based on watching little squiggly lines on a chart.
So I could be Patient Zero in the Great Mass Oil Market Psychosis of 2015…or perhaps Tarpon
is being managed as free of confirmation bias as can be expected. I’ll leave that call to you.

Risk Two: Bad Picks
The other way to screw Tarpon up is by picking companies that do not maximize our riskadjusted return as oil prices begin to inevitably rise. I’ll address this more as we get into
specific holdings over time. Whether we call this “stock selection” risk or “opportunity cost,” it
can represent the worst of all outcomes either way. It would mean that, while on the cusp of big
returns, I instead picked a stock that bounced around all over the place on us…and then, for
whatever reason, failed to rise in value as oil prices increased. We’d have suffered for nothing.
It’s also mistake, though, to get too conservative in times of market distress. After all, there are
ten-baggers among us. Somewhere out there, at right this very moment, are energy stocks that,
once oil rebounds to a sustainably higher level, could increase by ten times their current price.
And I don’t know about you, but I refuse to let the fear of making a mistake in evaluating
company-specific risk deny me the opportunity to create multi-generational wealth for my
family – assuming that potential is truly there. And I believe it is.
Specifically, I think it can be found among oil companies with good assets, plenty of liquidity,
and excellent management teams, whose only crime was that oil has fallen 60% in a year on
them. Because of what now look like challenging debt levels, their shares in some cases trade
for a dime on the dollar.
While there is certainly some additional risk in investing in companies with high debt, one of
the ironies of low oil prices right now is that they are scaring the stuffing out of the holders of
many of those oil company bonds – giving the most liquid of these oil companies the unusual
ability to either buy back their own debt at very steep discounts, or swap out their existing,
onerous bonds, for newer bonds with stunningly improved terms. And there is absolutely multibagger potential among the shares of some of those companies, too.
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Regardless, my point is that even among certain oil companies with considerable debt on their
balance sheets, investing in the best of them right now is still far less risky than it would
otherwise seem – because we are being more than fairly compensated for assuming that risk.

Risk Three: Bad Prices
The third way it probably seems I could really screw this up is if I blow it on oil prices. I’ll
discuss my thoughts on oil prices below more in great detail, but to address “forecast risk”
specifically:
I believe this summer has proven, without a doubt, my complete ineptitude when it comes to
forecasting oil prices in the short-term.
Fortunately, we’re not investing for the next month. I’m thinking about things over the next
three years. So I’m not overly concerned about traditional forecast risk, because, well, I don’t
believe I’m making an explicit forecast. I’m just noting the wide gap between the true economic
value of the marginal barrel of oil and the current market price for oil, and then explaining why I
believe that gap will close at some point during that three year window.
That all might seem like semantics, but I think it’s actually an important distinction. Tarpon is
really a general directional call on the price of oil – up! - to an approximate price that would still
be far below the cost of the marginal barrel of supply (i.e. would still be historically very low).
So, we should be more than well compensated for the “forecast risk” we are assuming here.
In Part Three, I will discuss at great length why I believe concerns regarding oil prices staying
“lower for longer” appear overblown.
Finally, in theory, we could also be at risk if the price of oil decreased significantly below
today’s prices, and then stayed low, for years. For reasons elaborated on later however, I view
the probability of $20 oil actually happening as indistinguishable from zero. And that’s about as
much as I will humor the doomsayers. Go sell that crazy someplace else.

Same Process, Different Companies
In addition to discussing the more overt risks of this shift in Tarpon’s holdings, I also want to
address a more subtle one – that by concentrating on energy stocks now, it might mean that
Tarpon may have somehow changed its focus.
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Towards that end I would underscore that in spite of this very opportunistic change in the
companies we now own, I have changed very little about the process I actually use to manage
Tarpon. I adamantly believe this is entirely consistent for why you originally hired me. In fact, it’s
kind of the whole point – to be selective, stay disciplined about process, and - when a unique
opportunity to get aggressive truly presents itself – load up.
Now at some point in the next few months, I think there is a pretty high chance you’re going to
begin to read stories about “the few brave souls” out there who have started to buy oil stocks.
I’m thinking WSJ, page one, but below the fold, and almost certainly featuring an on-the-nose
quote from either a Cleveland tanning bed operator or a goat farmer in Inner Mongolia, not
clear yet.
Either way, there is no denying that one way to build an energy portfolio today that should do
pretty well the next few years might be to say, “Boy, the gas at Tiny’s Mobil seems way too
cheap. And I’ve got too much cash just sitting here in my portfolio. I think I’ll watch that Cramer
guy and then go pick up some oil stocks.”
And if I ever meet that guy, I’m swatting the Keystone Light right out of his hand.
Tarpon became concentrated in energy stocks as a result of repeated iterations of an existing
process – a slightly more professional way of saying, “I spent all summer banging my head on
the desk trying to figure out what I was missing.” But I do think the difference between both
approaches is important.
An inviolate rule I have when managing Tarpon is that when shares of one of our companies’
shares drop 20% or more in a single week, I go to ground. I run through the original thesis, reread all my notes, review the valuation, revisit the bearish case, make calls, send emails and in
general try hard to make sure I haven’t missed anything.
One of the first questions on that list of things to review is, “Why is this company cheap?”
And given the collapse in oil prices this summer, I was asking that question about our
companies quite a bit. Almost every time, the answer ended up being, “Because oil prices fell
again.” Eventually I realized I could probably save a lot of time if I instead I would just try to
answer the more macro question, “Well, why do oil prices keep falling?”
It was the process of trying to answer that question that eventually gave me the conviction to
keep adding more E&Ps to Tarpon.
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Why Concentrate?
If you believe oil prices are unsustainably low, and that prices will inevitably rise, then in theory
the companies that will see the earliest, biggest boosts to their cash flows are exploration and
production companies. So it has been decidedly convenient that, because of their sensitivity to
oil prices, U.S. E&P shares have been hammered over the past year. We’d owned some already
and had a ton of potential new candidates to review.
Along the way I also started to develop the nagging suspicion that a value investing strategy
like Tarpon was likely going to be the best way to approach those E&Ps after this particular
collapse. Yeah, I know – how convenient, right? – but hear me out for sixty seconds.
First, we have a huge advantage in that we can afford to be patient in Tarpon. Time in the oil
market is currently being measured in milliseconds. There is a very good chance that right now,
behind the scenes, the oil market is in fact some kind of giant operant conditioning chamber,
jammed full of wild-eyed lab rats frantically pressing on things, thinking they are about to score
some methamphetamine, but firing off trades instead. Not a lot of deep thinking going on.
Second, due to low prices, U.S. tight oil companies were being forced to shift away from
production growth and much more towards a focus on their own internal returns. So the ability
to identify the best risk-adjusted opportunities would seem likely to require the same kinds of
analytical tools that were already right in the wheelhouse of a value investor.
And finally, though this may sound odd – we are constrained in what sorts of things we will own
in Tarpon, and this is a good thing. More specifically, the oil markets are dominated by
derivatives traders, ostensibly because pricing can be so volatile, and when it comes to selling
equity options or dabbling in futures, these traders do not necessarily have to guess short-term
market direction in order to profit. That may sound wonderful, but it also comes with a slew of
other disadvantages that makes derivatives guys high-strung all the time, anyway. And to be
clear, part of our constraints in Tarpon relate to our custodian FOLIO, so they’re not entirely
voluntary.
Regardless, sometimes constraints can be good, and the math of compounding says that we
will do far better in Tarpon over the long-term by sticking to plain vanilla, boring old-fashioned
common stocks. The fact that so much of the rest of this market is dominated by short-term
vehicles like derivatives would seem to make it that much more likely that stocks which could be
held for years are being the most mispriced.
Now, to be clear, oil and gas companies are capital-intensive businesses, and the accounting
treatment of certain aspects of their financial statements can be, in a word, obnoxious. They
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rely heavily on reserve-based lending, the terms of which may not always be disclosed.
Horizontal drilling is disrupting the entire industry hierarchy. Unconventional producers are
young companies. These assets are constantly depleting themselves. And these companies
quite literally burn cash to make fuel.
Nonetheless, the supply-demand picture for oil is analytically clean and can be far easier to
gauge than the future revenues and costs of the vast majority of non-energy companies.

Recent improvements in well design have also dramatically improved the economics of tight oil
companies. Compared to traditional oil producers, whose activities include mega-capex
projects with very long and uncertain investment and payback horizons, tight oil companies in
the U.S. can produce oil under a much more decentralized, micro-project kind of model – with
very short investment and payback cycles. The gulf between poor operators and excellent ones
is enormous and obvious. And the Permian Basin in West Texas is probably the greatest oil
province in North America. So we own our fair share of tight oil companies in Tarpon now, too.
These new Tarpon companies still have moats. Our shares include an appropriate margin of
safety. Our E&P management teams are excellent. Our companies can be valued confidently. I
include upstream energy companies in my circle of competence.
And if my thesis on them holds true, they are about to see dramatic increases in cash flows
relatively soon.
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