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Back in the March 15th Bulletin, I wrote the following: 
 
"One new area of focus has been energy.  We've been very underweight 
energy throughout this bear market, and I've been very patiently biding my 
time with this sector as it has been collapsing.  During the past couple of 
weeks, I've finally begun to increase our energy exposure.  Some of the 
best long-term values in the market right now are in the energy space.  My 
next bulletin will focus more on the opportunity here as well as highlight a 
few of the names we've been buying." 
 
Well, the volatility in the market kept me from writing that "next" Bulletin 
about energy, and much has happened since March 15th.  The discussion 
of energy that I would have written back then is quite a bit different than the 
one being written today.  Since March 15th, the U.S. stock market has 
climbed 25%.  Since then, all but two of our widely-owned energy stocks 
have climbed from between 31-106%.  One of the laggards (KMP) still 
posted a solid 18% return, which is more than respectable for a boring 
pipeline company.  The other energy laggard (UNG) actually declined by 
9% over this period. 
 
It's this energy underperformer of ours that will be the focus of this Bulletin.  
In my view, UNG is one of the most attractive investments available today, 
offering terrific upside with relatively modest risk.  In keeping with that view, 
we've recently added to this position, making it one of the largest positions 
for most clients.   
 
Before discussing the security itself, I'll provide a brief primer on the 
fundamentals that drive the energy sector and energy stocks.  Those of you 
who enjoy following our security picks and are interested in the rationale 
behind the investments will hopefully enjoy this.  The rest of you may want 
to read the next section on "Housekeeping", mark this e-mail as spam, and 
get on with your weekend. 

 
 
Housekeeping 

First, a couple of housekeeping items.  There are some useful web 
conferencing services available these days (thanks to David for pointing 
them out to me and serving as a guinea pig).  These services allow folks to 
participate in a conference call over the web whereby participants can 
simultaneously view what is on the computer screen of the person hosting 
the call.  This is a handy option for you out-of-staters and for those of you 
who'd rather not deal with the hassle of showering and putting pants on for 
our meetings (the latter is a requirement for in-person meetings).  For you 
non-automatons who still crave human contact, rest assured that Virtual 
Ken is still available for face-to-face meetings.  
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Second, I've had a few people ask if it's ok to forward these Bulletins along to others who may be 
interested.  I have no problem with that.  These pieces, however, are not intended for mass distribution as 
they're written for the benefit of Aspera clients.  Forwarding to some friends and family is fine.  Posting it on 
your daughter's gardening blog, attempting to put it to music and uploading it to YouTube, mass mailing it 
to the employee distribution list at work, or handing out copies at the airport for donations is discouraged. 
 
 
A Little Background 

I've long had a soft spot in my heart for energy stocks.  I spent some time early in my career as an energy 
analyst, focused on researching and making recommendations primarily on oil service companies (think 
drilling rigs, drill pipe, seismic imaging, and drill bits) and exploration and production (E&P) companies (the 
firms that actually own the wells and the oil and natural gas that they produce).  
 
I also have a soft spot for the sector because I turned very bullish on energy back in the late '90s when oil 
was hated and flirting with $10 per barrel.  Back then, you probably didn't need your second hand to count 
the number of energy bulls in the country.  The Chief Investment Officer of the firm at which I worked didn't 
share my enthusiasm for energy stocks at the time, and there were restrictions as to what I could 
personally own while I worked there.  So, I did what any reasonable person would have done.  I left the firm 
and immediately put all of my personal money (and some that I borrowed) into a few energy service 
stocks.  Fortunately, my thesis proved correct, those stocks ultimately went up many times over, and I 
never had to move into one-half of a cardboard duplex in the city park.  [Just to be clear, my current risk 
management techniques have been honed considerably since then.]   
 
 
Energy Fundamentals 

I've always been attracted to the relative simplicity of the energy sector. When demand for oil and natural 
gas is increasing relative to supply, oil and gas prices rise, oilfields are worth more, and the number of new 
wells drilled increases.  Of course, it works in reverse as well.  Rising supply relative to demand leads to 
lower prices, a lower value for existing reserves and production, and less drilling. 
 
With energy, you don't have to waste time trying to figure out what the odds are that XYZ Biotech's new 
cancer drug will get approval, how large the market for the drug may be, what they'll be able to charge, 
what competitors are working on, and what discount rate to apply to those nebulous future cash flows to 
derive some sense of the firm's current value.  You don't have to worry about the technological 
obsolescence of a tech firm's hardware or software.  You don't have to worry about the quality of assets on 
a bank's balance sheet.  Of course, I'm oversimplifying just a touch, but with energy it ultimately boils down 
to simply supply and demand.   
 
 
A Self-Correcting Market 

The energy sector also fits nicely with my contrarian sympathies because of its self-correcting nature.  
Recall that a contrarian tends to zig when others zag.  When oil and natural gas prices are high, most 
investors want to own energy stocks.  They react to what has recently happened (prices went up and the 
stocks performed well), and they extrapolate that into the indefinite future.   
 
However, high prices provide an incentive to drill more wells.  This increased drilling activity gradually 
results in higher production.  Eventually, this increased supply catches up with demand and prices begin to 
fall.  Of course, high energy prices also tend to depress end demand as well.   
 
When oil and natural gas prices have fallen significantly and are at low historical levels, investors tend to 
shy away from the group.  However, these low commodity prices discourage producers from drilling new 
wells.  Drilling new wells is a risky proposition even in good times, especially exploratory wells (versus 
production wells which are often drilled in well-known and well-explored oil fields).  A new well may not find 
oil or gas.  In addition, there are costs associated with drilling these wells - personnel, renting the drilling 
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rig, leasing the land, drill pipe, mud, etc.  Even if you find oil or gas, few wells are prolific producers.  As 
energy prices fall, the economics of drilling wells deteriorates and less drilling will occur.   
 
In addition, existing wells deplete every year, and this depletion rate is particularly significant for natural 
gas wells.  Production from many natural gas wells tends to decline precipitously within just a couple of 
years.  Gradually, this reduced supply from depletion and fewer new wells being drilled brings supply and 
demand back into balance.  Prices begin to rise again, and the cycle begins anew.   
 
You can see the relationship between natural gas prices and the number of rigs drilling (a rig is the 
machinery that actually drills the wells) in the following graph (you should be able to click on each chart to 
see a larger image in a new page).  A significant change in natural gas prices is soon followed by a change 
in the number of rigs drilling for natural gas.  This makes perfect sense.  Higher commodity prices mean 
better profitability as well as enhanced cash flow to fund new drilling.  The reverse is also true.   
 
 
 

 
 

 
 
Valuation 

The hard part when it comes to investing in this sector (like many other sectors) is to buy and sell at the 
proper times.  This sector should be bought when it is out of favor and energy prices are low.  Of course, 
this is when most of the experts will be telling you to avoid these stocks.   Conversely, these stocks should 
be sold when energy prices are high and everyone is bullish on the stocks.   
 
Interestingly (at least to me), a focus on P/E ratios (the price of a stock divided by its annual earnings) can 
lead to poor timing with energy stocks.  At the peak of the cycle when commodity prices are high and 
production is strong, earnings tend to be high, and P/E ratios therefore tend to be relatively low.  These 
stocks appear to be most attractive on a valuation basis at precisely the time you should be selling them.  
Conversely, at the bottom of the cycle, earnings may be minimal or even negative.  Although the stock 
would appear overvalued, this is precisely when you should be considering buying.   
 
 
Current Energy Fundamentals 

With that simplified primer, let's take a look at where we are today in the energy sector.  The next two 
charts look at oil prices.  The first of these chart goes back to 1987, and the second chart focuses on the 
period since 2008. 
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After reaching record high levels of over $140 per barrel last summer, oil prices subsequently collapsed by 
nearly 80% to just over $30 per barrel in 6 short months.  You thought the stock market got hit!  We bought 
oil in January of 2009 and again in April in appropriate accounts.  For now, notice that oil bottomed in 
December and has since more than doubled. 
 
Let's now look at natural gas prices.   
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Like oil, natural gas prices peaked last summer.  And, like oil, natural gas prices subsequently plummeted, 
falling by 75%.  What's noteworthy, however, is that while oil prices have roughly doubled since reaching 
their lows, natural gas prices are only about 12% off their lows.   Why the relatively poor performance by 
natural gas?  The following chart helps explain. 
 
 
 

 
 
 
 
This chart shows how much natural gas is in storage.  More gas in storage means greater supply which 
leads to lower prices.  The bands that are shown in the chart delineate the highest and lowest level of 
storage over the past 5 years.  The solid blue line shows the actual storage so far for 2009.  Natural gas 
tends to be used most heavily during the winter for heating.  This explains the pattern in the chart - supply 
falls during the heating season (winter) and is replenished during the cooling season (summer).  As you 
can see, natural gas supply just broke through to a new 5-year high.  
 
With so much excess supply, it isn't surprising that natural gas prices are weak.  Interestingly, we also 
currently have quite a bit of excess supply of oil as OPEC has shut-in (turned off the taps) quite a bit of its 
production in an effort to put a floor under oil prices.  OPEC's actions, the weak dollar, continued Chinese 
economic growth, and a growing belief that we are approaching peak oil have all served to boost the price 
of oil recently.  [Peak oil is the belief that the world is close to the point of maximum production of easily 
recoverable oil.]   
 
 
The Coming Natural Gas Upturn 

Unfortunately for natural gas, it has been one of the few commodities left behind in the current rally.  Oil, 
industrial metals, gold, and agricultural commodities have all had nice moves.  Not so for natural gas.  The 
question, then, is whether natural gas will eventually rally.  I believe the answer is an unequivocal yes, 
based on the self-correcting cycle discussed above.  The following chart helps to explain why.   
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This chart shows how many rigs are drilling for natural gas in North America (while oil is an international 
commodity, natural gas is still predominantly a "local" commodity - dependent on pipeline transportation).  
The decline in the rig count is stunning.  As recently as last September, there were over 1,600 gas rigs 
drilling in North America.  Today, that number has been slashed by 56% to 700 rigs.  It probably has further 
to go.  At current natural gas prices, it just isn't profitable to drill new wells in many fields.  This rapid 
decline in drilling coupled with the relentless depletion of existing fields is very quietly setting the stage for 
a drop in future natural gas supply and higher natural gas prices. 
 
Essentially, the current abysmal state of the natural gas market is precisely what makes natural gas such 
an attractive investment today.  As Wayne Gretzky related, you want to skate to where the puck is going, 
not where it has been.  Investors are currently focused on the present oversupply of natural gas (where the 
puck is), and this myopia has given us the opportunity to inexpensively position ourselves for the eventual 
whittling of supply and rebound in natural gas prices (where the puck is going). 
 
 
Strategy 

In general, I'm bullish on the longer-term outlook for many (non-utility) energy securities.  Our oil (OIL), 
energy service (PTEN and NBR), pipeline (APL, EPD, and KMP), and E&P (CHK, PBR, and MCF) 
positions have all performed very well in recent months.  Clearly, these names are no longer nearly as 
attractive as they were a few months back given their strong moves.  Some pullback in these stocks would 
not be surprising.  Natural gas itself, however, has yet to move.  I believe it's just a matter of time.  I fully 
expect natural gas prices to at least double over the next few years.   
 
To invest in natural gas, we have bought UNG.  This is an ETF which is structured as a limited 
partnership.  It is designed to track the movement of natural gas prices.  Where possible, I prefer to own 
this in tax-deferred accounts given its limited partnership structure, but given the attractive risk/reward 
trade-off it currently offers, we want to own this even in taxable accounts (I personally own some in a 
taxable account).   
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Patience and Diversification 

As you know, a key part of my investment discipline involves patience, and that is certainly the case with 
UNG.  I'm not concerned with short-term performance, nor should you be.  The long-term outlook for this 
security is very attractive, but the near-term outlook is uncertain.  Supply is doing its job, but demand is 
important as well.  The strength or weakness of the economy as we move forward will certainly impact the 
future path of natural gas prices.  I don't know if natural gas has bottomed.  If it has, then we got a little 
lucky with our timing.  If it hasn't, and if it moves significantly lower, you should expect to see additional 
purchases.  The lower it goes, the more compelling it becomes.  Whatever happens in the short-term, it 
should be clear from the chart above that we've avoided the vast majority of the damage. 
 
Given that this position constitutes 10% of some aggressive portfolios (3-5% in more conservative 
portfolios), I'd like to touch on the issue of diversification.  As you know, I believe most advisors over-
diversify their portfolios (and many over-diversify within just one asset class, namely equities).  Forcing 
diversification for the sake of diversification is a recipe for mediocrity, at best.  This doesn't mean that we 
should put all of our money into our single best idea.  There is a middle ground.   Still, in general, the more 
attractive an idea (the higher the reward relative to the risk) the larger the position size.  Of course, that 
position size will be smaller for our more conservative portfolios.   
 
The fewer and larger the positions in a portfolio, the greater the variability of short-term performance.  This 
variability is precisely why any quarter's performance is largely irrelevant.  Still, we need to understand that 
such variability will occur as our portfolios become more highly concentrated in fewer more attractive 
positions.  So long as the long-term thesis is intact, there is little reason to get excited or concerned about 
any single quarter's performance.     
 
Another important point related to diversification is that the performance of UNG does not hinge on what 
happens in the U.S. stock market.  The chart below shows the performance of UNG versus the S&P500 for 
the last two years.   
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There is reasonable but not overwhelmingly strong correlation between the two.  A number of sharp 
divergences are apparent in just the past two years.  When I examined the data back to 1994, I found a 
correlation of 55%.  This position is providing some solid diversification to our portfolios.  It's not difficult to 
imagine a situation in which natural gas prices recover while the U.S. stock market stagnates or weakens.  
Still, we own UNG because it's attractive in its own right, not because it helps to diversify our portfolio.  
 
 
Conclusion 

So, there you have it - why we're investing in natural gas in 100,000 words or less.  In sum, the current 
carnage in the natural gas industry is affording us a terrific opportunity to build a position in UNG at very 
attractive prices in anticipation of an eventual tightening of supply and a rebound in the price of natural 
gas.  If nothing else, perhaps you'll feel a little better about paying your winter gas bill. 
 
 
 
Best, 
 
Ken Bell, CFA, CFP 
President 
Aspera Financial, LLC 
 
6/6/09 
 
 


