
 

32 HAVILAND STREET – SUITE 3—NORWALK, CONNECTICUT 06854 

TEL: (203) 714-9900 – FAX (203) 286-7985 
 

 

The Best Business in America 

October 7, 2013 

By Peter Scholtz 

 

 

As a wealth management firm, we are constantly looking for the next growth industry where businesses 

can generate strong margins and high returns on investment. Yet the industry doesn’t have to be some 

new, technology-based business. Sometimes these industries have been around for centuries. Right now, 

there is no doubt in my mind that the best business to be in today is exploring for and producing oil in the 

United States.   

 

Oil exploration has had its moments of highly profitable returns, most notably when the price of oil is 

high like in the early 1980s, but it is an industry that constantly benefits from technological development.  

I have witnessed many such developments over the decades, but today two more recent developments are 

extremely important in changing profitability and unlocking the untapped shale rock resources of North 

America.  They are the combination of the new hydraulic fracturing techniques (or “fracking”) with 

horizontal drilling. 

 

Horizontal wells are drilled by slowly turning the drill-bit parallel to the ground as the producer reaches 

the oil-bearing rock (or pay-zone). At this point, a well may extend for a mile or two through the rock 

formation. Whereas a vertical well drills straight down and then withdraws oil at that single point, a 

horizontal well can produce throughout a large area of pay, creating the production equivalent of many 

wells done vertically.  This has been a huge boost to cost efficiency.  Along these lines, new fracking and 

completion techniques (including chemical additives to fracking fluid, lifting equipment and methods) are 

equally as important.  Although all shale rock is porous, many structures are solid to the point where, 

although there is oil, it is trapped and cannot readily flow into a well.  Through the pressure of pumping 

water, sand and certain chemicals into the formation, these rocks can be splintered (i.e., fractured), 

creating many small veins of cracks, enabling oil to flow to the surface. This has opened up the enormous 

shale rock reserves lying deep beneath America’s surface. 

 

I should point out that fracking, however, has been the source of environmental concern, especially when 

the fracking chemicals come in contact with underground aquifers.  The good news is that the water table 

tends to be about 800 feet deep, whereas most wells go down to 6,000 feet or more.  Oil companies are 

now very sensitive to drilling through the water table and they stop and insert casing and cement to 

protect the area before proceeding to drill the full well bore and frack it.  Along these lines, the industry 

has faced controversy over the disposal of fracking fluid water as well. Nowadays, companies are 

working on reclaiming the fracking fluid from the water and disposing much cleaner water deep below 

the surface and water table.  Most of this water also has salt, so it is not much use for anything else.  

Finally, there have been a couple of "instances" regarding small earthquakes (most notably in 

Youngstown, Ohio), but this appears to have been an isolated situation as frack fluid was being disposed 
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of with too much pressure on top of a fault line.  Drilling way below the water table, doing an immediate 

casing, and improving on water disposal techniques should make this technology quite safe and viable.  I 

suspect that the current protest will subside as a result of the refinements. In the past few months, some 

Democratic governors (e.g., California, Illinois) have even signed laws that impose modest regulation and 

encourage further investment. So, while some regulatory tweaking to improve safety may be coming, the 

hydraulic fracking game is here to stay. 

 

Looking at the big picture, the increase in 

hydrocarbon production (which includes 

natural gas) in the U.S. over the past six 

years is unprecedented, but this is just the 

beginning. Shale rock formations in places 

such as South Dakota (Bakken), Texas 

(Permian Basin, Eagle Ford), Colorado 

(Wattenberg) and Oklahoma (Mississippian) 

are contributing to tremendous growth with 

years of room to go. U.S. total proved (but 

not producing) reserves are up to 9bn barrels 

of oil (from 3bn 20 years ago). We currently 

produce a little more than 7 million barrels 

of oil per day, which is less than half of the 

more than 18 million barrels that the U.S. consumes daily.  This consumption rate has been quite flat for 

about a decade.  The EIA predicts the United States will be energy independent by 2020 on the back of 

this energy “revolution." To reach independence, production will need to continue to skyrocket, fueling 

huge profit growth for the industry. Instead of sending all of our money to the Middle East to buy their 

oil, we will keep our money local, which will generate jobs, tax revenues and returns for investors. 

 

In terms of the best type of hydrocarbon to play as an investor, we feel as though oil production is a better 

bet than natural gas due to the fact that the U.S. is enduring a glut of gas.  The cost of transporting gas is 

much higher than oil, so gas prices tend to be local and quite different throughout the world, unlike oil 

prices which are far more homogeneous.  Despite increased gas usage by utilities and attempts to utilize 

gas in more transportation settings, U.S. demand for natural gas isn’t likely to keep up with the supply 

coming online in the near to intermediate term. Thus, natural gas prices are likely to stay low until we 

begin exporting liquefied natural gas in the next 5 to10 years on a commercial scale. Conversely, as U.S. 

oil production increases, it will simply replace imports, rather than put tremendous pressure on the price 

of oil.  There has been a little weakness in domestic prices due to bottlenecks in infrastructure, but that is 

quite temporary.  Since emerging markets will increase their demand for oil with growth, there is little 

reason to assume a collapse in price anytime soon.  All of the U.S. dollars being printed won’t hurt either.  

For our investments, we assume $90 a barrel going forward and will be quite happy with our oil stocks at 

that price. Oil has currently been in the $105-$110 range. 

 

If you look back over the past few decades, exploration for oil used to carry a decent amount of risk. 

Large E&P companies would spend tens of millions to test fields for viability, sometimes coming up 

empty. Yet, the industry has changed with new locating and drilling techniques. Further, most of the 
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drilling is occurring in older fields where the reserves are not in question and the production techniques 

make them viable again. Thus, “Wildcatting” and “dry-holes” are virtually nonexistent. This is all about 

execution, and once you refine parameters to the idiosyncrasies of the field, production can be strong and 

quite predictable.  For most of the companies we are looking at, the business has become more like 

manufacturing oil production. A lot of the operational risk has been removed.  As a result, the 30%-50% 

(or higher) internal returns these companies can generate on incremental well investments are 

astoundingly attractive. 

 

The surprising thing is that Wall Street is so quiet on this subject.  Only recently have some pundits on 

CNBC even discussed the group.  Many are aware of a drilling boom, but so few seem to connect it with 

opportunities in stocks.  Granted, large oil companies do not and cannot grow rapidly.  Exxon Mobil is 

simply too large (and diversified across the globe) to demonstrate any meaningful growth despite the U.S. 

revolution. However, in the small cap arena, there are dozens of stocks with compelling value and rapid 

growth over the next several years. We have found several oil drillers with production and sales growing 

at 50% to 100% a year and cash flow growing at similar rates.  If they issue stock to fund the capital 

spending, growth exceeds these numbers.  More importantly, looking at 2015 numbers these same 

companies sell at a very low multiple of cash flow, in spite of their rapid growth.  Many continue to fly 

under the radar.  We have thus been moving to a double weight in energy, using a basket of these small 

cap E&P companies. The future for these companies looks very bright, but the ultimate tailwind to the 

United States economy as a whole is undeniable as well. 

 


