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December 9th, 2019 

                  

A Contrarian Opportunity: Energy… 

Markets experienced some wild swings last 

week, but after all was said and done, the 

major averages ended the week little changed 

from where they closed the previous Friday: 

the Dow Jones Industrial Average lost 36 

points (-0.13%), the S&P 500 rose 5 points 

(+0.16%) and the Nasdaq slipped -0.10%.  It 

was a busy week as it pertains to economic 

data, and I’ll delve deeper into some of the 

details that caught my eye below, but in a 

nutshell, it was a mixed bag that provided 

little confirmation as to whether the U.S. 

economy was on the cusp of a positive 
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inflection going into 2020 or whether the 

slowdown that has been underway since Q3 

2018 is going to continue, and perhaps 

deepen. 

 

In last week’s missive, I touched on the ISM 

manufacturing survey falling to 48.1 in 

November, down from 48.3 in October, and a 

decent sized miss from consensus estimates of 

49.2.  This index has declined in seven of the 

past eight months, and what’s more 

concerning is that it has come in below the 50-

cutoff level for growth in each of the past four 

months.  I have no interest in rehashing the 

weakness in this report, given that for capital 

market purposes it didn’t enlighten investors 

with anything that they are not already aware 

of – the manufacturing sector is weak, and 

there was nothing new within the details that 

should alter anyone’s view.  Perhaps the only 

surprise was for the Pollyanna’s out there 
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eagerly anticipating that a reacceleration in 

growth was upon us, however that wasn’t the 

case as the internals within the report suggest 

that such a turn doesn’t appear to be 

imminent.   

 

We did see subtle signs of green shoots in the 

global manufacturing PMI data which rose to 

50.3 in November from 49.8 in October, 

which is its first time in expansionary territory 

(above 50) since April.  However, I wouldn’t 

get too eager in pulling out the pom poms just 

yet, as the comments accompanying the report 

attest that “the level of PMI is consistent with 

only a slight improvement in overall operating 

performance.”  Don’t get me wrong – halting 

the downturn that has been trending since 

early 2018 is a positive step in the right 

direction, but keep in mind that all we’re 

really seeing at the moment is “less 

contraction” rather than any meaningful 
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reversal to positive growth.  Given the cheap 

relative valuations in favor of foreign markets 

relative to U.S. equities, this is a welcomed 

development that provides some fundamental 

support for allocating a portion of one’s 

capital overseas for the first time in nearly 18 

months, but this positive inflection in the 

second derivative of the data is coming off of 

levels that historically aligned with recessions.  

So patience and long-term resolve will still be 

required for any capital allocated to foreign 

markets, but we are seeing some early signs 

that the bulk of the degradation in the data 

may be behind us – this doesn’t mean that the 

worst is behind us or that we’ve hit the trough, 

but it’s at the trough point that one typically 

wants to be getting aggressive. 

 

Speaking of how markets react to positive 

inflections when the data transitions from 

terrible to just simply bad, European data 
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came out last Thursday night and we saw a 

flood of bad results or negative revisions to 

already poor data. For example, German 

industrial production cratered -8.4% year-

over-year, and this was the worst YoY growth 

rate since 2009.  The recently hot region of 

Spain saw its YoY industrial production fall to 

-1.3% in October from +0.6% in September, 

and Eurozone retail sales dropped 0.6% 

month-over-month in October after falling 

0.2% in September, however in the face of 

what was overwhelmingly weak economic 

data, the European stock market rallied by 

more than 0.4%.      

 

Back to the U.S. data, we got disappointing 

news out of the ISM non-manufacturing 

survey which slipped to 53.9 in November 

from 54.7 in October (consensus estimate was 

for a print of 54.5).  The real eye-opener in 

this report was seeing the business activity 
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index fall off a cliff to 51.6 from 57.0.  It will 

be interesting to see whether this was just a 

one-month anomaly or if things on the service 

side of the economy have really slowed this 

precipitously.  This component of the report is 

always the first to turn and the monthly 

change from October to November is a big 

swing, but this metric was all the way up at 

61.5 in August of this year – so we’re looking 

at a 10-point slide inside of just three months.  

Just an FYI to any you out there still tracking 

and paying attention to the fundamental data – 

this metric was at 51.5 in February 2001 and 

53.5 in December 2007.  Each of those were 

the month proceeding the start to the previous 

two recessions – this is not a prediction, but 

rather an observation and it’s foolish to base 

such a call on just one variable.  But this 

should cause a bit of a pause to the 

unabashedly bullish crowd out there that’s 

never come across a data point they couldn’t 
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spin into a positive light.  As for the rest of the 

ISM non-manufacturing report, it didn’t look 

as weak as the headline suggested.  New 

orders, employment, and new export orders all 

increased and remained above the 50 level, 

while order backlogs and supplier deliveries 

(both barometers for forward looking activity) 

remained subdued – the former declining from 

last month and the latter remaining in 

contractionary territory at 48.5 (the weakest 

back to back performance in nearly six years). 

 

This brings me to Friday’s employment report, 

which on the surface was a blockbuster print 

at +266k new jobs versus a consensus estimate 

of +180k – rare is the day that you get a print 

more than +80k above consensus.  Sure, there 

were some anomalies in the report that explain 

part of the big surprise beat: the Thanksgiving 

holiday occurring late in the month (as was 

the case this year) has a history of skewing the 
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print upwards, this survey period occurred 

over a five week interval between surveys 

(typically it’s four weeks) which historically 

has also had a positive skew to the actual 

report, and we had the add-back of the 

workers involved in the General Motors strike 

which added roughly 45k jobs to the headline 

print.  So, yes, there were some one-offs for 

this report relative to what is typical, but even 

when accounting for those, this report was 

much stronger on the headline print than most 

other corroborating data would suggest.   

 

For starters, the household survey showed just 

+83k jobs being added in November (a mere 

17k of those positions being full-time), the 

ADP employment report released on 

Wednesday came in well below expectations 

at just +67k jobs being created (resulting in 

one of the largest divergences in history 

between the two reports), manufacturing 
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overtime hours contracted again this month 

(falling to a nine-year low), and the latest 

NFIB small business hiring intentions data (a 

leading indicator of employment) showed a 

year-over-year decline of almost -17%.  Take, 

for example, the small business sector 

(companies with 1 – 19 employees) which has 

laid off, on net, 79k employees since April.  

These are companies that are more nimble and 

flexible with their businesses, and more 

domestic in their economic focus, who have 

not only shed nearly 80k jobs in the last eight 

months, but who’s hiring intentions are at 

their lowest level since 2009 (a period where 

it wasn’t quite clear yet whether or not we 

were out of the GFC induced recession).         

 

So for me, I just don’t quite know what to 

make of this report.  The internals within the 

report look fine – not great, and not nearly as 

strong as the headline, but this report suggests 
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that employment growth is reaccelerating, 

which is highly out of step with so many other 

data points on the health and direction of the 

employment market.  What’s more is that if 

job growth is truly sustainable at a +200k per 

month clip, then it statistically calls into 

question the reality of the 3.5% 

unemployment rate.  Perhaps the 

unemployment rate is much higher than is 

being reported (and it very well could be a 

measurement issue), because it’s hard to 

square this level of employment growth with 

Q4 GDP growth estimates between 0% and 

2.0%.  If you have employment growth 

tracking at an annualized growth rate of 1.9% 

for Q4, yet GDP growth at best is going to be 

2.0% (likely closer to 1% or less), then you’re 

talking productivity contracting at a rate of 1.0 

– 2.0%. 
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As you can see, this jobs report (while 

welcomed and the headline looks great) raises 

more questions than answers.  So, what makes 

the most sense is to await the next jobs report 

coming in early January before drawing any 

strong conclusions or takeaways from this 

month’s numbers.   

 

But let me just cut to the chase, because all of 

the above makes for interesting debate and 

discussion points during meetings, but the 

overwhelmingly dominant variable in all 

markets remains central bank policy.  Here we 

are, approaching the end of 2019, and the 

global economy has been on the receiving end 

of 90 interest rate cuts across 45 global central 

banks, which represents the largest cumulative 

easing since the global financial crisis.  This is 

why virtually all asset prices across almost 

every region around the world have a positive 

sign in front of their calendar year results for 
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2019.  Investors could care less about ‘why’ 

central banks have had to make this pivot, and 

more about seeing the balance on their 

monthly statement continue to climb.   

 

I was in a client meeting last week, attempting 

to walk through the fundamental setup that has 

forced the central banks to reopen the 

monetary policy spigots, and to be frank, the 

client couldn’t have cared less.  This is 

certainly no judgement on them – they’re salt 

of the earth type of people, and that is perhaps 

the point – the easiest thing to do for anyone 

following the stock market is to pull up a 

stock quote on their phone, TV, or iPad, and 

the assumption is that anything that is relevant 

to the stock market is right there in the price.  

It’s fascinating to see the confusion, disbelief, 

or flat out dismay on some individual’s faces 

when I walk through the data indicating that 

S&P 500 profits are flat to down for the first 
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three quarters of 2019, and Q4 estimates are 

pointing to a negative print as well.  Or that 

U.S. economic growth is tracking GDP prints 

of 3.0% in Q1, 2.0% in Q2, 2.1% in Q3 and 

estimated growth of between 0.0% and 2.0% 

in Q4 – yet the broad-based indices have 

appreciated roughly 20% on the year.  What’s 

more is that greater than 1/3rd of the S&P 500 

companies are seeing their profits decline 

relative to a year ago – this degree of negative 

profit breadth was last seen in 2009, and 

before that back in 2002.   

 

The best way I can describe it to anyone who 

inquires (clients, friends, family…) is that 

we’re in abnormal times.  Given that global 

real GDP growth in Q4 is coming in at a 

paltry and below potential +2% annual rate 

(less than half the +4% pace it was a year 

ago), it makes sense to see the world’s central 

banks adding stimulus at the pace they are this 
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year.  However, in the U.S. we’re talking 

about an economy that isn’t in a recession, an 

unemployment rate at 50-year lows, national 

home prices eclipsing all-time highs, the stock 

market at all-time highs, inflation at its highest 

levels of this cycle, and interest rates just 

above all-time lows.  On the surface, this 

fundamental backdrop doesn’t argue for the 

Fed to be expanding its balance sheet at the 

most robust pace it has since the advent of 

QE1 back in 2008-2009, but that is what they 

are doing.  Which begs the question: Why?  

Perhaps we’ll get some color on this file this 

week when the Fed concludes its last FOMC 

meeting for 2019.  Rate cut expectations have 

been priced out until the second half of next 

year, but all the focus will be on what the Fed 

intends to do with the liquidity it has been 

injecting into the system (over $330 billion in 

nine weeks) to support the repo market 

through year end.  Some of these operations 
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are set to expire just after the turn of the year, 

and if so, this could be a meaningful shock to 

a capital market backdrop that is trading as if 

they are never ending.   

 

Back to addressing the question of “why is the 

Fed pulling out all the stops to extend the 

expansion?”  One of the only plausible 

explanations I can come up with is that with 

all of the stimulus that global central banks 

have injected into the system over the past 

decade, it has pushed asset prices to levels that 

far outpaced what fundamentals suggest is 

historically justified.  The below chart from 

BofA ML tabulates the cumulative total of 

U.S. private sector assets as a % of GDP, 

which is sitting near an all-time high at 5.6x.    
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This speaks to the financialization of the U.S. 

economy, where asset prices (home values, the 

stock market, bond prices, etc…) are now the 

drivers of economic activity and U.S. policy 

decisions (both fiscal and monetary).  If asset 

prices come under meaningful pressure, as 

was the case this time last year, policy makers 

are rightfully fearful that the deeper it is and 

the longer it persists, the greater the 
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probability that it pushes the U.S. economy 

into a recession.  A recession is a very 

concerning outcome to the Federal Reserve, 

given the lack of ammunition they have with 

the Fed Funds rate just over 1.50% (for 

context, during the last seven recessions going 

back to the mid-70’s, the Fed has cut the Fed 

Funds rate on average by just over 6%).  

Obviously, they know they don’t have that 

luxury if they need it in the next recession, so 

their strategy is to do everything they can to 

prevent a recession from getting started.   

 

Such a strategy has complications and 

consequences – namely inequality, financial 

repression, and eventually, inflation (although 

we haven’t seen it ignite this cycle just yet).  

It’s the inflation story that I think holds some 

potentially interesting investment 

opportunities in the years ahead if the Fed is 

successful in yet again extending this 
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expansion.  However, that is a topic for 

another day, because it remains unclear at this 

point whether or not all of the stimulus 

injected by central banks in 2019 has been 

enough to kick start another spurt in economic 

activity for this cycle.  One area that would be 

a beneficiary of a pick-up in inflation, and is 

already setting up for a positive fundamental 

inflection in the second half of 2020, is the 

energy sector.   

 

The ‘peak oil’ story is well documented at this 

time, with the IEA forecasting that we’ll see a 

peak in oil demand within the next ten years.  

This view was confirmed by Saudi Aramco in 

recent weeks when they disclosed estimates in 

their IPO prospectus that investors may see 

energy demand begin to plateau over the next 

20 years.  There is no question that society 

appears to be pivoting towards renewable 

energy, a more climate-conscious energy 
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infrastructure, and electrifying transportation, 

but I found myself wondering just how much 

of the demise of fossil fuels is currently priced 

into the U.S. equity market, with the energy 

sector now comprising roughly 4% of the S&P 

500.  For context, both Microsoft (MSFT) and 

Apple (AAPL) individually constitute a larger 

weighting in the S&P 500 than the combined 

value of the entire U.S. energy sector – we’re 

talking about some heavyweights like Exxon 

Mobil, Chevron, ConocoPhillips…and 

consider the irony that pretty much everything 

Apple produces as a company requires a form 

of energy to operate.   

 

Nevertheless, the value of energy companies 

in the U.S. are worth less today with the price 

of oil in the high $50’s than they were worth 

when WTI was fetching $26 per barrel back in 

February 2016.  In the meantime, this year has 

brought about a sea change in what investors 
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are demanding from energy companies with a 

heightened focus on profitability, cash flow, 

and balance sheet repair and away from 

production growth.  Additionally, we are 

seeing the highest number of North American 

E&P companies file for bankruptcy that we’ve 

seen so far this cycle.  This is a bad outcome 

for the investors in these now defunct entities, 

but such devastation brings about opportunity 

for the strong hands that remain in the 

industry to step in and acquire these deeply 

discounted properties.  Another interesting 

development over the second half of this year 

is the expanding realization that production 

growth in the U.S. shale sector appears to be 

reaching a peak.  Pay attention to the 

terminology here – this isn’t saying that 

production or output may not continue to 

expand for another couple of quarters, but at a 

minimum the rate of growth is peaking and 
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total output will likely plateau in the not too 

distant future.   
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If we really are at a point where shale 

production growth is peaking, it begs the 

question of how any future shortfall between 

supply and demand gets made up.  Data from 

Cowen and Morgan Stanley show that capex 

cuts this cycle are the largest in history.  In 

1986, the only other period of large capex 

cuts, spare capacity was over 20% of supply 

versus a negligible amount of spare capacity 

today, which makes the current cycle 

completely unprecedented.  The below chart 

plots the year-over-year % change in global 

upstream capital expenditures, which puts into 

context the degree of cuts that have taken 

shape, in particular during the period from 

2014 – 2016 when oil prices were sliding.  

Keep in mind the reality behind oil 

production, where it takes 3 – 7 years to come 

online, so the cuts and lack of investment over 

the last five years puts production output in 

years 2021 and beyond in real jeopardy of 
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being unable to replenish existing reserves, let 

alone any demand growth.   
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The energy sector offers an attractive 

valuation compared to the rest of the market, 

with the group trading at just under 8.0x 

EBITDA on a forward 12-month basis, 

compared to the S&P 500 trading at just over 

12x.  This is a discount level not seen since 

2008.  On a price to sales basis, the sector is 

trading at 1.1x, and this is less than half the 

2.3x that the overall market is valued at.  

Given the perception, the narrative, and 

valuations, you could make the argument that 

this sector is already trading with a recession 

priced in.  So, for those investors with a value-

oriented tilt, a contrarian streak, and those 

with the fortitude to stomach some volatility, 

this sector is worth kicking the tires to find 

some attractive opportunities.  I’m not saying 

it’s going to be smooth sailing going forward, 

but the investing backdrop from this point 

looking forward over the next 3 to 5 years is 

almost 180 degrees the opposite as it looked 
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five years ago at the peak of the shale growth 

revolution and $100 per barrel WTI prices 

back in 2014.   
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