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Soaring Oil Prices –The Affect on Oil Stocks

As Energy-related stocks make up some 35% and 30% respectively of the Win Win Ultimate Series 10 and Win Win Ultimate Islamic Series 1 baskets, this important industry brings into sharp relief the important role that specific companies can play in helping Win Win to work.  Energy stocks in general and Oil stocks in particular, are essential components in the global economy and this summary seeks to look at the importance that the latter has in both baskets.
With rising Oil prices constantly in the news it is worth looking at this massive industry more closely.  Some investors may feel that companies riding high upon soaring supply prices will do well now but what will happen when the tide turns and supply is stepped up and crude prices fall.  As at the time of writing, WTI is trading around $118 per barrel, a new all-time-high.  What is the background to the industry, why are prices at this level and would dramatically falling prices bring oil stocks crashing and thus create problems wherever these companies are featured?

Let’s begin by looking at some background to the industry.

RESERVES
The Middle East remains the biggest player in oil. The region dwarfs the rest of the world, when it comes to reserves, ensuring its prominence on the global political stage. Saudi Arabia alone possesses 21.9% of the world's proved reserves. The North Sea and Canada still have substantial reserves. 

[image: image8.png]



No-one knows how long the world's oil reserves will last, but even the oil industry suspects the world "peak" is now approaching. It says it has 40 years of proven reserves at the moment - but it also said that 30 years ago. In fact, the estimate has actually increased in recent years as production has fallen. Cutting consumption would prolong global stocks of this finite resource.
CONSUMPTION

Demand is at an all-time high, fuelled by the continued economic expansion of the economies of China and India. China overtook Japan as the world's second-largest consumer of oil in 2003 and is closing in on the US, with demand for oil growing at about 15% a year. Western Europe and Japan are heavily dependent on oil imports as production cannot meet massive domestic demand. 

The gas-guzzling US is the world's largest per-capita oil consumer but produces much of its requirements itself whilst producers in the Middle East, where oil costs so little, are also heavy users. Poorer countries consume much less per head as they rely upon fewer motorised vehicles and production processes powered by oil products.  The graph below shows the changing face of oil consumption with China’s overriding consumption trend sharply upwards.
1965-2005 Increase in Oil Demand Source: BP
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TRADE

The Middle East is the biggest oil producer, currently providing nearly one-third of the world's total. Europe and Eurasia (mainly Russia and the UK) and North America are also big producers. The difference is, nearly all the Middle East oil is for export while Europe and the US do not produce enough to meet their own needs. The weaker dollar has been driving up oil prices as investors have been using the commodity as an alternative to holding dollars. Oil prices nearly doubled in value during 2007, but prices have still not reached a record high if inflation is taken into account. Adjusting for inflation, US light crude's record peak of $101.70 came in 1980 against a backdrop of war between Iraq and Iran. 
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PETROL PRICES
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The rising price of oil has had a predictable effect on the price of petrol. High energy prices make life more expensive for consumers and businesses, having a knock-on effect on their spending in other areas. Gasoline prices are hovering near the $3.50-a-gallon mark in the US, while UK petrol retailers are selling it for more than £1.06 a litre. In the UK the rise tends to be less steep because more of the pump price is made up of tax. Governments are concerned that this is contributing to increases in Inflation as transport costs whether priced into consumer goods prices or simply everyday domestic movements raise the cost of living for most people.  For some, this may have the effect of reducing the amount they use their car whilst many communities rely upon motorised transport much less.  Whichever applies, however, rising oil and petrol prices are hard to avoid thus recent price hikes affect most citizens of the developed and less-developed world.

How have oil companies’ share prices fared over recent months?

Within Win Win Ultimate Series 10 and Win Win Ultimate Islamic, there are collectively five oil companies used as a reference.  How have they been affected by the rise in oil prices and will they suffer (to the detriment of Win Win) should prices suffer a dramatic fall?

The oil companies mentioned above are:  Total, Exxon Mobil , Royal Dutch Shell, BP and ENI.  (Other energy-related business are included including ENEL and Valero and they rely upon oil for production of electricity or refining, for example, but we will not review them in this report as they are involved in neither exploration nor production and are purchasers of crude.)
Share Prices for Total, Exxon Mobil, Royal Dutch Shell and ENI over the past twelve months are as below:
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Broadly speaking, except ENI, all the companies’ share prices have varied in a range between +25% and -11% over 12 months which is not what one might expect when reviewing the graph below which clearly shows how Oil Prices (WTI) have risen steadily over the same term. 
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Over the past 12 months, a rise from $65 to $110 is seen being an increase of some 69% whereas looking back at the oil  companies’ share prices, at best they have shown an increase of +18% (Exxon Mobil) and at worst, +2% (BP).
The clear disparity between the oil price and stock prices indicate that oil companies have been affected by recent stock market turbulence just like most other businesses but they have gained some special advantage arising out of the increase in crude prices. However, observe the fall in stock prices in Summer 2007 and January 2008 just like all other industries.  The dramatic oil price increase over the same time periods is not strongly evidenced in oil company share prices but some advantage is gained as these stocks have rebounded a little better than some.
Looking ahead, as constituents of a basket requiring stocks to simply maintain a share price above a generous 25% margin, oil stocks will probably be a good bet as they can benefit from rising oil prices in some way.  However, conversely, recent events show they are not totally wedded to oil prices and therefore should not be too adversely affected.  (Win Win doesn’t need stocks to rise dramatically, simply to remain above a barrier.  Oil companies should fit this bill very well).

What other factors are involved and what about the future?

Oil companies are fully aware that not only is petroleum a finite resource but that a movement towards “cleaner” energy is clearly evident globally.  All of the companies in the basket are seeking to become “all-round” energy companies, that is, that they are researching and developing new forms of energy production including biofuels, renewable and alternative sources of power to feed an ever increasing demand.

There are more sources of petroleum being found all the time, for example Oil Sands in Canada and Oil Shale in the mid-West USA.  However, these sources will yield their bounty at a higher production cost and in many cases, the established oil exploration companies (such as those we are discussing here) will have the resources, technology and experience to excel in this arena.

As mentioned above, increasing demand for energy sources and in particular oil, is clearly seen as China and other developing nations need greater amounts of this precious resource.  Over the expected life of a number of future Win Win issues, this demand will be likely to fuel continuing need for the products of BP, Exxon and others and even further forward, the replacement products they are developing will ensure these energy titans continue to prosper and play a positive role in their respective baskets.
Footnote:
Why did ENI suffer an exaggerated fall in price between November 07 and January 08?  This was due to the general fall in stock market prices but at the time the company was buying a major share in a Spanish gas business.  This often reduces stock prices so coupled with recent analyst comment as buy/hold, we feel ENI is a good constituent to the relevant Win Win baskets.
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