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The fi rst quarter of 2008 showed evidence 
of a shift in the market for commodities and 
commodity-related equities. One industry 
that has come into focus is Energy Servicing 
and Drilling. There are several aspects of 
the relationship between commodity prices 
and the returns on commodity equities that 
should be clarifi ed, if not corrected. 
 Oil servicing and drilling companies 
have increased in price, along with the price 
of oil (see Chart 1). There is an obvious and 
legitimate concern that should oil prices 
decline, prices of oil servicing companies will 
decline as well. 

 There is an important maxim to remem-
ber: correlation does not prove causation. 
Returns on oil servicing companies are not 
necessarily being driven by high oil prices 
themselves, but by expenditures required in 
the search for increased oil production. The 
catalyst for that search was the increase in 
energy prices. However, the search will not 
necessarily cease if prices decline; a fi re does 
not go out after the match is extinguished. 
We believe that demand will be suffi cient to 
warrant additional production at any reason-
able forecast price for oil. 

April 10, 2008

Published by Newgate Capital Management llc • One Sound Shore Drive, Greenwich, CT 06830
Telephone 203-661-0700 • Fax 203-661-4005 • www.newgatecapital.com

•                                                                   •FLASH REPORT

Industry Update – Energy Servicing and Drilling

•                                •M I N D I N G  T H E  F U T U R E  T O D A Y
TM

Cummulative Return/Energy Equipment and Services P/E

0

100

200

300

400

500

600

01/02 01/03 01/04 01/05 01/06 01/07 01/08

Pe
rc

en
ta

g
e

0

10

20

30

40

50

60

70

P/E

Oilfield Services - Factset Average
S&P GSCI Oil Spot Price
Energy Equipment and Services P/E

Source: Factset

Chart 1: Cummulative Return/Energy Equipment and Services P/E



 Expenditures by the major companies 
in the industry are shown in Chart 2. They 
have trended up sharply after some 20 years 
of fl at or declining investment. It is this 
investment that is causing the surge in earn-
ings in servicing companies (also seen in 
Chart 2). Earnings are the true source of the 
industry’s excess returns, and these earnings 
are not connected to the actual price of oil. 
ExxonMobil recently announced an increase 
in their capital expenditure budget to $25 bil-
lion, and projects totaling $30 billion annu-
ally through 2112. The other major oil com-
panies either have or are expected to make 
similar announcements. The companies in 
the energy servicing sector are the direct ben-
efi ciaries of this additional spending. 
 If oil declines to the $20/bbl last seen in 
2003, it would cause the cancellation of many 
of the new projects that the major oil compa-
nies have put in place over the past few years. 
But more realistic long term forecasts for oil 
are in the $60-70 range and should produce 

little if any alterations in the future search for 
increased production and effi ciencies. 
 It is clear that the price of oil has a great 
impact on the short term performance of the 
stocks in the energy servicing industry. We 
believe that this exaggerates the volatility of 
these investments and clouds the long term 
earnings potential of companies in this indus-
try. While costs for these companies have 
increased, this industry has displayed the abil-
ity to pass higher costs along to their clients. 
Despite the recent price appreciation, P/Es 
for most of these companies are in the mid-
teens for current earnings, and even lower 
for forward earnings (see Chart 1). Even if 
earnings do not increase as expected, valua-
tions do not appear excessive at this time. At 
Newgate, we view this sector as the preferred 
way to invest in energy, without taking the 
risk of specifi c projects. At this time, energy 
servicing and drilling continues to be a 
signifi cant portion of the Newgate Global 
Resources Portfolio. 

                                                                                  Industry Update – Energy Servicing and Drilling

Any opinions expressed are subject to change without notice, and any statements of fact have been obtained from, or are based on, 
sources considered reliable, but no representation is made by Newgate as to their completeness or accuracy. This material does not 
constitute investment advice and should not be viewed as a current or past recommendation or a solicitation of an offer to buy or sell any 
securities or to adopt any investment strategy. Investing entails risks, including possible risk of principal.  Past performance is no guaran-
tee of future results. © 2008

                                FLASH REPORT  

April 10, 2008

PAGE 2

Source: Howard Weil Incorporated; 2008 Capital & Exploratory Expenditure Survey

Chart 2: Energy Sector Capital Expenditure
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