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“Blood on the street” in oil means what it always does. 
  

Let’s set aside the “Big Picture” for today—having looked at that Picture up, down and sideways for the 
last umpteen days—and narrow our focus to one of our favorite corners of it:  oil.  We hesitated just a bit 
before using that word, “favorite,” because the oil sector has taken all the misery of the Virus and added 
a whopping additional dose of its own:  namely, an oil price war between Saudi Arabia and Russia.  The 
result has been the picture below, which uses one of our mainstays, Conoco, but would look the same 
with anyone else. 
  

The Conoco (and Oil) Roller Coaster:  2016 Bottom, 2019 Top, 2020 Cliff Dive 

 
  

The blue line is Conoco, and the orange is a stand-in for the price of Brent crude oil.  Our long-term 
investment in Conoco has been a “bet” that the global price of oil must generally rise—regardless of 
cyclical ups and downs—because oil supply is nearly certain to fall well short of oil demand, all over the 
world, eventually. 
  
We’ve been treated to headlines almost as frightening as the Virus headlines, on the subject of oil.  “Oil 
Plunges to 18-Year Low!” and “Traders Say Price of Oil Could Go Negative!” are a typical sample.  As in all 
panics of all kinds, the startling behavior of the “headline facts” seems to back up the most nightmarish 
forecasts the experts can dream up . . . and they’re pretty good at that.  So, with the world price of oil 
beginning at a bottom of $30 in 2016, rising to $80 in 2019, and now plunging to $20 at the moment, no 
nightmarish forecast seems unreasonable.  West Texas oil has sold under $10, we all hear, in certain places 
in Texas, so the idea of “negative” prices—where oil producers have to pay people to take the stuff away, 
like we pay the city garbage service—suddenly sounds perfectly possible. 
  



What’s the Big Picture here? 
  
“The cure for low prices is low prices” is a golden rule of investment strategy at Outlook.  It just means 
that all people, everywhere, respond to rising and falling prices in free markets in completely human, 
predictable ways.  Oil suppliers respond to low prices by cutting back supply.  Oil consumers respond by 
increasing demand.  Both behaviors make low prices go up . . . eventually. 
  
And the Big Picture, as it often does, rests heavily on that word:  “eventually.”  Beneath that word, in the 
oil sector, lie some amazingly interesting stories about the behavior, since 2016’s bottom, of oil 
suppliers.  Until the Virus showed up, the stories about oil consumers weren’t that interesting at all:  all 
over the world, oil consumption did what it does most of the time:  rise by 1% to 1.5% per year, pretty 
steadily.  The Virus Shutdowns will stop that steady trend cold, of course—like they’re stopping everything 
else in the global economy.  We might see global oil demand plunge by 5%, 10% or 20% this year, 
depending on whose sophisticated “model” we choose for our nightmares.  But global demand will return, 
barring a decade of global depression—which is a popular nightmare of its own, these days.  Let’s ignore 
that nightmare, though, because that’s what it deserves; and look into the interesting past behavior of oil 
suppliers. 
  



 
Pardon the fuzzy picture.  That big circle is red because it displays 12 years of negative free cash flow for 
61 major shale-oil producers in the U.S., as a group.  That means, at bottom, that most shale producers 
have done nothing but lose money since the “shale miracle” got rolling.  Year after year, they did not 
produce enough cash from operations to pay for the capital spending needed to offset the naturally sharp 
decline in oil flow from every new well, after its first few months.   As a group, they had to keep borrowing 
more cash or asking for more cash from equity investors, to pay for the never-ending investments needed 
to maintain and grow their total production levels.  The shale business has been called a “hamster on a 
treadmill” operation for a good reason. 
  
And here is the Big Question, aimed at our “Cure for low prices is low prices” principle.  Why did they keep 
on throwing away money?  When U.S. oil got to $27 in 2016, and the shale business was in the hospital, 
why didn’t they stop borrowing and stop producing? 
  
They did, for a little while . . . but the price of oil bounced back so quickly, from that $27 low, that they 
never absorbed enough pain—as a group—to affect their thinking.  In other words, “the cure for low 
prices” works . . . but the medicine has to be administered long enough to change oil suppliers’ 



behavior.  With the U.S. shale sector, those suppliers have been some of the most aggressive, risk-taking 
cowboys in the capitalist world (along with their bankers and investors) . . . and it was going to take more 
than a few months of pain to cure them. 
  
The Virus Shutdown plus the Saudi/Russia Price War ought to do it.  They will do it, especially, because as 
2019 went along it became more and more clear that the Shale Hamster’s legs were “toast” (as track and 
field people say.)  The continuing years of cash losses, after 2016, were like loading ever more weight into 
a thoroughbred’s saddle, or more straws on the staggering camel’s back.  That has its certain effect, 
eventually, and shale’s slowdown was getting obvious well before the world was treated to the Virus and 
the Price War.  
  
That’s the “shale” part of the oil-supply picture.  Here is what all the other suppliers have been doing since 
2014: 
  

 
The numbers which matter in that picture are the percentage figures above each year.  They show that in 
the offshore sector of the oil business, companies slammed the brakes on spending in 2013 and never 
again pushed the gas pedal (in very sharp contrast to the Texas shale cowboys.)  During the last 4 years 
only 13% to 18% of the oil produced from offshore wells was replaced with new discoveries.  That is almost 
as shocking a chart as the “12 Years of Cash Losses” chart above.  While not quite as dramatic, the same 
facts apply to “onshore” oil production—not counting shale. 
  



In other words, when it comes to the behavior of oil suppliers, “the cure for low prices is low prices” has 
been working like a textbook example everywhere except in the U.S. shale group.  And that group has 
been exceptionally stubborn, but still human.  Now they are acting like everyone else has been acting 
since 2014—with massive cutbacks in spending which go far beyond anything temporarily displayed in 
2016.  
  
We’ve hardly mentioned anything about the Price War, have we?  It will end.  As one expert recently said, 
“$25 oil kills everybody, period.”  Both the Saudi’s and Russia, of course, have been bragging about their 
plans to produce new oceans of oil to flood the world market, and knock each other out.  They are both 
doing what the British call “puffery.”  Neither is capable of boosting production to anything close to their 
claims, nor sustaining any significant boost at all.  Meanwhile, both are losing rivers of cash each week, 
and both will have to “shut in” production in a month or so.  That means closing down wells, because 
there will be no place to store more oil by then.  Unlike shale wells, it is hard to restart shut-in 
“conventional” wells, and history shows that those “shut ins” often fail to return to their previous 
production levels for years, if ever.  
  
Our oil companies (Conoco, Shell and Exxon) are some of the largest and strongest firms in the world—
and the lowest-cost producers of oil.  That doesn’t mean they aren’t feeling the pain of $20 oil—they 
certainly are.  But such firms come out of terrible down cycles stronger than before, partly because so 
many of their weaker competitors folded up.  This cliff-dive in the price of oil, as shocking as it is, will 
effectively hasten the day of the next upturn, and will lengthen and steepen it, as well.  There is blood on 
the streets in the oil sector, in spades . . . and that means “buy” and “hold” as it always does. 
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The remarks above aren’t a general recommendation to buy or sell particular securities.  Such decisions should 
only be made in the context of an investor’s own circumstances.  Stocks and bonds carry the risk of loss.  
 


