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 As we suggested in last quarter’s missive, the “Brexit” vote appears to be less of a watershed event for 

the global economy than most economic prognosticators had believed. While the British Pound has been falling 

and the U.K. economy is slowing down, the main focus of global investors has been the prospect of the 

normalization of U.S. interest rates.  

 While we have been astounded by the handwringing over the prospect of interest rate increases, we are 

noticing a slightly more hawkish rhetoric from Federal Reserve Board governors that beckons us to take notice. 

While dovish impulses have been the hallmark of Janet Yellen’s Federal Reserve Board, we are noticing that 

even the most dovish governors are beginning to sound off about the risks of maintaining its policy of 

historically low interest rates. Several weeks ago, Boston Federal Reserve Bank President Eric Rosengren 

delivered a speech that highlighted the potential risk of asset bubbles. About a decade ago, the seeds of the 

housing bubble were deeply embedded in the mortgage market and the Federal Reserve did not act to help 

deflate the bubble. As a result, the financial crisis and “great recession” that followed in 2008-2009 was deeper 

than most anticipated and caused tremendous damage to the global economy. Thus, it is a wonder that the 

Federal Reserve Board have not been more chastened with monetary policy. 

We believe that rate hikes are coming soon and we are endeavoring to measure the impact on valuations 

across various parts of the financial markets. But contrary to many doom and gloom market prognosticators, the 

impact will be felt disproportionately by sectors of the market that have been the beneficiaries of the low 

interest rate policies. For example, we are cautious on utilities and commercial real estate stocks that have been 

propped up mainly by the appeal of their dividend rates vis-à-vis fixed income securities. But we believe there 

are a number of cyclical stocks that will likely perform considerably better than the average stock if the 

medicine is administered sooner rather than later. Thus, we are likely to see a bifurcated market in the months 

and quarters ahead. We expect the stock market overall to tread water while a number of cyclical stocks and 

sectors will perform better than the averages. Proper stock and sector selections in the near term will be critical 

to achieving healthy returns.   

 

Drilling for Dollars 

 

 The energy sector has historically been a safe place to invest when cyclical stocks are in vogue. To be 

sure, both oil and natural gas prices have been rising of late and the prospects for energy stocks appear much 

better than they did earlier this year. But the prospects in the sector have become considerably more nuanced 

than in past cycles as the dynamics of the various subsectors have begun to diverge. 

 One example is the difference between offshore drillers versus onshore drillers. In the past, higher 

energy prices led to higher stock prices in both sectors. But despite the increase in commodity prices this year, 

land drilling stocks are positive for the year while offshore drilling stocks have continued to decline.  

 There are a number of reasons for these divergent paths. But we see the main reason is that North 

American onshore production companies have become the swing producer of oil globally. Vast improvements 

in drilling technology in the past few years have made fracking the most efficient means of increasing 

production, even in a relatively low oil price environment. And land drilling contractors are the backbone of the 

fracking industry.     

We believe that if the price of oil continued to rise, albeit at a modest pace, land drilling service 

companies such as Helmerich and Payne (HP $69.45) will continue to outperform offshore drilling service 

companies, which require significantly higher and sustainable oil prices before a recovery can take hold.         
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