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OIL = DEAD DINOSAURS???

Economic Review

As our regular readers know, we have been arguing for a while that most Western economies are hopelessly overloaded with debt and that financial 
assets such as bonds and stocks in these markets presently offer poor value with yields mostly lower than inflation. For this and other reasons we 
believe that over the coming decade we will see a significant shift out of financial assets and into various commodities. While our favourite commodities 
are gold and silver (NOT the ‘papergold’ offered by banks but physical coins & bars or mining shares), we also recommend investors to take a 
reasonable exposure to a more general diversified basked of commodities including oil. 

There are a number of solid reasons why oil prices are likely to rise further in the future, such as a) it provides a hedge against inflation b) there is 
increased global demand; and  c) further escalation of tensions in the Middle East might lead to sudden shortages. 

In light of persistently high oil prices, we have even heard with increasing frequency the voices of those claiming that the world will soon be running 
out of oil and that global oil production is supposed to have “peaked”. While we would ultimately like to leave our readers to decide for themselves 
whether to believe this theory or not, we would like to point out that the peak oil idea is highly controversial and is said to have already been proven 
wrong by Russian and Ukrainian scientists who have successfully used the abiotic oil concept to find oil and natural gas. The abiotic oil theory, in 
contrast to the peak oil theory, claims that oil is not derived from decayed plant or animal matter, hence not “fossil” in nature, but instead abiotic, 
formed continuously at enormous depths in the mantle of the earth, before slowly migrating upwards into reservoirs. Utilizing this understanding 
together with ultra deep drilling technology, Russia (the No. 1 oil producing country in the world since surpassing Saudi Arabia in 2003) set a world 
record in 1970 drilling to over 40,000 feet, to find oil at a depth where no organic matter can be found but only solid granite and basalt rock. Since 
that time Russia has drilled more than 300 such oil wells through solid granite and basalt, with another 20 drilled the same way in the White Tiger 
Field in Vietnam. Anyone interested in the exact process of how oil is formed according to the abiotic oil concept can research more than two hundred 
Russian papers on the subject. Probably a good place to start would be "The Role of Methane in the Formation of Mineral Fuels", written by A.D. 
Bondar in 1967.

                                         Simplified Plan of Ultra Deep Oil
So, how, you may be wondering, would this affect investors 
or investing? Well, we would like to suggest that investors 
should not uncritically believe the story of how the world’s 
oil reserves are fossil and will soon be running out, and hence 
not be tempted to gamble their live-savings in oil with short-
term speculative profits in mind. 

Having said this, we actually believe that the oil price is likely 
to continue rising, due to the reasons outlined in the initial 
paragraphs. It is also important to understand that, even if the 
Russians are correct in that oil is indeed unlimited, the 
technology for deep drilling and the operation to produce the 
oil from deep underground still comes at a considerable cost. 

As a matter of fact, on a global basis, there has been insufficient 
investment in drilling technology generally when considering 
the increasing global oil demand, not least from China and 
India. A particular bottle neck for oil supply over the coming 
decade may also be the refining sector, an industry which is 
extremely capital intensive and slow to develop. Over the past 
30 years, the refining sector has suffered from poor profitability, 
which has led to insufficient investment in upgrading capacity. 
This in turn has constrained the ability of refineries to produce 
enough gasoline, with serious effects upon crude oil prices.

Therefore, while we do not suggest short term speculation in the oil sector, we still maintain our advice that investors should seek a reasonable 
exposure to oil as part of a diversified portfolio.

Getting it Right

Dollar Cost Averaging - Strategy or Sales Technique?

Mr Roberts has obtained a good understanding of investing via regular savings plans and the need to identify the best funds.  These areas were 
covered in our previous two issues - please contact us for back copies.
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Investment Focus

GLOBAL ENERGY FUNDS —It is interesting to note that, despite all of the attention given to US$50 a barrel oil, investors in oil and energy 
stocks have so far shown restraint. Over the last 3 years, bullish sentiment in the sector has averaged around 50% and valuations remain below 
those of the overall market.

Whilst we expect short term volatility in the oil price, we are content to adopt a long term buy and hold strategy in the energy sector due to its 
favourable fundamentals, both in terms of valuations and the potential for increased global demand and higher oil prices in the future.

Once we are comfortable with a sector’s fundamentals and profit potential, we then research and identify the best performing fund manager before 
considering any investment.

Thankfully, in the global energy sector this choice is relatively simple. Mr Tim Guinness, Manager of the Investec Global Energy Fund, has massively 
outperformed his peers’ returns over the last 1, 3, 5 and 10 years and his fund has shown remarkably low volatility. For example, over the last 10 
years the Investec Global Fund Energy Fund has returned 233%, compared to the sector average of 75%.

Although his fund price has nearly doubled over the last 3 years, Mr Guinness remains optimistic on the energy sector. He is confident that the US, 
China and developing nations in Asia, the Middle East and Europe will continue to provide robust demand growth. For example, increasing car 
ownership in China will be hard to stop, and with that will come high growth in oil consumption for the next 10 to 20 years.

Later this year, Mr Guinness will be examining China’s energy consumption at first hand. He plans to drive across China to inspect the road systems 
and form a view on whether Western standards of living can be adopted there within the foreseeable future.

Mr Guinness is convinced that we have seen a decisive break from an average oil price of US$25/barrel during the period from 1986 to 2000 and 
he expects prices to “normalise” at around US$50/barrel over the next few years.  

From a universe of 150 global stocks, Mr Guinness selects around 30 which he believes have the potential to outperform. The fund focuses firmly 
on value, and tends to avoid large capitalisation stocks in favour of more attractively priced mid-sized companies. 

As at 30 April 2005, the stocks held in the Investec Global Energy Fund had an average price-to-earning ratio of 13.5, compared to average price-
to-earning ratios of 18.9 for the S&P 500 and 17.5 for the MSCI World Index. 

Mr Guinness makes the point that most of his stocks are valued on the basis of an average oil price of around US$35/barrel. If an average oil price 
of US$50/barrel is sustained over the next few years, the Investec Global Energy Fund is well placed to benefit from higher profits and higher share 
prices across the sector.

He is reviewing his investment strategy and considering some exposure to commodities, but he is concerned about their volatility.  Historically, long-
term returns from commodities have actually been less volatile than equities, but their short term volatility creates the perception of higher risk.  
With demand rising faster than supply for many basic commodities, continued growth in this sector appears likely even if a little volatile in the short 
term.

His conundrum is based on his fear of short term volatility and the fact that commodity prices could drop quite dramatically through third party 
influences such as we have seen recently with the strengthening dollar.  Therefore, the million dollar question is “When is a good time to start investing?”

Whether it is commodities or any other sector, this is often the fundamental reason why people do not invest at all and instead sit back and lose potential 
growth through lack of exposure.  Dollar Cost Averaging, or the simple idea of periodically investing, is a simple concept and is widely proposed as 
a means to increase returns.  We would suggest that it is far more appropriate to view Dollar Cost Averaging as a means of reducing risk.

The chart below shows how the returns from an asset which performs poorly to start with can compare well with an asset which grows steadily, if the 
investor uses Dollar Cost Averaging.

Consequently, there is always the need to review regular savings plans to ensure that risk is maintained at a suitable level.  If you wish to enter a 
higher risk area, we would suggest diverting future contributions rather than switching or allocating a large amount of the current plan value.  Dollar 
Cost Averaging is generally for risk control, rather than increasing performance.

Whilst the chart on the left demonstrates a perfect scenario for Dollar 
Cost Averaging, it is not necessary for an asset to fall by 80% and 
then recover for Dollar Cost Averaging to be effective.  Volatility 
in the price of an asset will always provide opportunities to purchase 
at cheaper levels, which simply means that a given amount of money 
will buy more units of that asset.  This in itself will provide risk 
reduction and, for Mr Roberts, a short term drop in the commodity 
markets could actually be to his advantage.  His fears of investing 
in a volatile sector are now allayed.  In fact, he is now almost hoping 
that the market will decline in the short term.  He is confident of 
committing to the sector and now simply has to research and choose 
from the best available funds.  (Research relating to the sector in 
general and specific funds is available upon request.)

One word of warning, the inverse is true of lump sum investment, 
where you certainly don’t want to see a short term drop and timing 
is far more important.  This is also true of a savings plan which has 
been running for some years and has significant accumulated capital.

Disclaimer:
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