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The S&P 500 Index turned in a tremendous performance for 2019, finishing up 28.9%. 

However, you may recall the market suffered a nearly 20% decline late in 2018 that culminated around 
Christmas. From the market highs prior to the big sell-off, the S&P 500 gain has been more pedestrian 
at around 10%. More recently, the stock market surged relentlessly over the past quarter, triggered by 
the resumption of asset purchases by the Federal Reserve. The Fed has undertaken several rounds of 
asset purchases since the housing crisis, but this time it’s unique in its application and reasoning. 
Regardless of these swings in investor emotions, value investors must constantly compare perceptions 
(stock valuations) to reality (ongoing earnings potential). For most of the market, attractive 
opportunities are limited because earnings and profit margins are at record highs while investors expect 
good times to last indefinitely. In contrast, one industry has become deeply out of favor after burning 
through investor capital over the past decade. The energy industry engaged in irrational and destructive 
practices during the “shale revolution”, but we believe this period is ending and a select number of 
stocks should benefit.  
 
 In our last Investment Strategy, we discussed how narratives have become increasingly powerful 
and how they have a significant impact on investor views surrounding the overall market, various 
industries, or specific stocks. Over the past century, the Fed has learned to wield their power over the 
narrative to halt financial panics and rebound more quickly from recessions. What is different this past 
cycle is the Fed stuck around following a severe recession rather than their typical practice of fading 
into the background during normal economic periods. The Fed remained engaged because the economic 
recovery was very fragile and they wanted to ensure the recovery’s success following the Great 
Recession. They were also overcompensating for dysfunctional political systems across the western 
world. The Fed used two main tools during this period: Forward Guidance and Quantitative Easing 
(QE). “Forward Guidance” refers to directly dictating the narrative by telling the market they will hold 
interest rates low for a long period of time and respond to any economic weakness for the foreseeable 
future. The Fed was essentially telling investors to become more aggressive because they had your back 
if anything happened. “Quantitative Easing (QE)” is a topic we have discussed before. There were three 
QE programs over the last decade where the Fed went into the market and purchased U.S. Treasury 
bonds and mortgage bonds by the trillions. These programs were designed to suppress interest rates 
and support asset prices. Lower interest rates encouraged borrowing while higher asset prices 
encouraged spending, both boosted economic growth.  
 
 By now, many clients may have caught wind of “QE4” being discussed in the financial media. 
The Fed has begun a new (4th) program in a critical interbank funding market. This market, known as 
the repo market, is where banks and other financial institutions make short-term loans to each other for 
various reasons. These loans are extremely safe because they are structured as a sale of a high-quality 
asset along with an agreement to repurchase (repo) that asset for an agreed upon price in the future. To 
give a very simplistic example, bank #1 needs immediate cash to meet a large client withdrawal at the 
end of a quarter. To meet this need, bank #1 will sell a Treasury bond to bank #2 for cash. As part of 
the initial deal, bank #1 agrees to repurchase (repo) this Treasury bond two weeks later from bank #2 
for an agreed upon price, which includes a modest interest charge for the service. 
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 During the last few weeks of September, this market temporarily stopped functioning. Interest 
rates on repo loans suddenly spiked to over 10% when they are typically completed very close to the 
short-term interest rates set by the central bank. There can be two reasons the repo market stopped 
functioning: (1) banks have no extra cash to lend (2) bad assets or a troubled financial institution are 
being rejected by the four American mega-banks that dominate the market. Three months later, we still 
don’t know what is causing this market to break down. The Fed has been arguing there is a lack of 
available capital to lend, but their answers have been very vague and unconvincing. Others have 
speculated there’s a troubled institution the major American banks are avoiding, such as a European 
bank or a highly-leveraged hedge fund. The last time the repo market stopped functioning was during 
the financial crisis when Lehman Brothers was spiraling toward bankruptcy. 
 
 Whatever the reason, the market has responded to these repo operations the same way they 
responded to previous episodes of QE: an unrelenting rally. However, this new program has a key 
difference to prior periods of asset purchases. The Fed is being forced to step-in and stabilize a critical 
piece of plumbing in the global financial system. Heading into year-end, the Fed was willing to provide 
half a trillion dollars to meet the needs of the repo market. In contrast, the Fed chose to purchase trillions 
of treasury and mortgage bonds over the past decade to encourage economic growth. From our 
perspective, the issues in the repo market are either benign (lack of available extra cash) or a big 
warning sign of trouble somewhere in the system. The market has interpreted these activities as “QE4” 
and the stock market has barley suffered a hiccup since they started.  
 
 While the general market is back in rally mode, one sector of the economy has become roundly 
hated by investors. Energy was the worst performing sector in 2019 and has been a terrible place to 
invest over the past decade. The industry has been struggling with the emergence of shale drilling which 
has flooded the world with new oil (suppressing prices) while returning less than zero to shareholders. 
Steve Schlotterbeck, former CEO of EQT, may have summarized it best during a conference this past 
summer: 
 

“Nearly every American has benefited from shale gas, with one big exception—the shale gas 
investors. The shale gas industry has frankly been an unmitigated disaster for any buy-and-hold 
investor in the shale gas industry with very few exceptions. In fact, I’m not aware of another case of a 
disruptive technological change that has done so much harm to the industry that created the change. 
While 100’s of billions of dollars of benefits have accrued to 100’s of millions of people, the amount of 
shareholder value destruction registers in the 100’s of billions of dollars.”  

 
In total, analysts have estimated that energy companies have spent over $1 trillion in capital 

expenditures on the shale industry while those investments have only generated roughly $700 billion 
in cash flow, for a worse than -30% return. We can’t imagine this industry could have grown to its 
current size without 0% interest rates over the past decade. As a reflection of this behavior, 50 
exploration and production companies tracked by the Wall Street Journal finished 2019 down more 
than 50% from their all-time highs.  
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We believe this period of irrational behavior is coming to an end. The easy financing that fueled 
this industry is being cut off. Banks have significantly tightened lending to the sector and the interest 
rates investors are requiring on new bond issues has been rising over the past year. As a result, a total 
of 32 oil and gas companies filed for bankruptcy through the third quarter of 2019, with the total number 
of bankruptcy filings since 2015 now clocking in at more than 200.  

 
 Although it is impossible to know exactly how events will play out, we are confident that oil 
prices will be higher over the intermediate-term (3-5 years). Over the past several years, the shale 
industry could not generate profits with oil prices ranging between $50-$70 per barrel. Without higher 
prices, the roughly 8.5 million barrels of daily production coming from the shale fields will begin to 
taper off with active drilling rigs in the U.S. down 25% from a year ago. We also believe that more 
traditional offshore drilling will increase in the years ahead. The development of offshore fields has 
plummeted as companies diverted their cash flow to pay dividends. In fact, new oil discoveries over 
the past three years have been the lowest in seven decades. These figures must change to avoid a supply 
shortage in the years to come.  
 
 We are currently assessing energy companies that will benefit from a return to offshore activity, 
as well as producers that have continued to make rational long-term decisions. Although the share 
prices of shale-focused companies are down substantially, we have no interest in these stocks because 
they are financially weak and we have considerable difficulty estimating their true value.  
 

Unfortunately, we have no ability to predict short-term movements of oil prices or the stock 
market. The market could very well continue surging while energy stocks are largely forgotten. We 
could also wake up tomorrow with significantly higher oil prices given the recent intensification of 
relations in the Middle East. This is why investors must focus on the long-term odds of success (3-5 
years) while ignoring the majority of the day-to-day gyrations. Select energy companies now offer the 
appropriate return potential given the underlying risks - a concept no longer understood by algorithmic 
and passive indexing investors that dominate today’s market. Because most of the market doesn’t offer 
an attractive risk vs return profile, we continue to believe we should be striving to reduce overall risk 
in client portfolios. Part of this risk reduction can be achieved by shifting assets from richly valued 
holdings to more attractively priced energy stocks. However, we still maintain that U.S. Treasury bonds 
and our gold holdings remain critical components in client portfolios for risk mitigation purposes.  

 
 
       Truly yours, 
 
       Keating Investment Counselors, Inc. 

 
Disclaimer 

The information provided is for informational and educational purposes only. It is not intended to provide 
specific advice or recommendations. All efforts have been made to report true and accurate information. 
The information on this publication is subject to change without notice and may become outdated or 
otherwise rendered incorrect due to subsequent new research or other changes. Keating Investment 
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Counselors, Inc. is unable to always verify the content from third party sources. Please refer to our privacy 
policy. For additional information and disclosures about Keating Investment Counselors, Inc., please visit 
the SEC Website at www.adviserinfo.sec.gov (CRD #110134) and the ADV Part 2. 
 
Investing in securities involves risk of loss that you should be prepared to bear. Markets are volatile and 
funds needed for specific purposes within a short to intermediate time period should not be committed to 
stocks, long-term bonds, and related securities. We do not represent or guarantee that our services or 
methods of analysis can or will predict future results, successfully identify market tops or bottoms, or 
insulate clients from losses due to market corrections or declines. We do not offer any promises that your 
financial goals and objectives will be met. Past performance is not an indication of future performance.  For 
additional information on risk of loss, please refer to the ADV Part 2. 
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