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The Shale Evolution
The Federal Reserve & 

the Pursuit of Energy Independence 

Finding your target can be a bad thing. Ahead of the 2013 football sea-
son, the National Collegiate Athletic Association expanded the target-
ing penalty to include the ejection of the player who initiates contact 
with the crown of his helmet with the intent to hurt defenseless players 
in the head and neck area. Meting out a consequence of such severity, 
on top of the automatic 15-yard penalty, requires officials review the 
alleged contact via video replay. If targeting is confirmed, the player is 
ejected, and the team pays the price. 
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It was a different sort of league that a year prior, in 2012, wrangled with its own truth 
and targeting consequence. After two failed straw votes in 2010 and 2011, Federal Reserve 
Chairman Ben Bernanke finally prevailed in inking a target, but no penalty, into the Fed’s 
play book. To sway the skeptics, he compromised by offering up assurances that in ex-
change for his coveted 2% inflation target, he would not set a parallel unemployment rate 
target. Bernanke’s renege on that count wouldn’t arrive until that December, when the Fed 
set a 6.5% unemployment target, which proved to be an unmitigated disaster.

At that January FOMC meeting, Janet Yellen vowed that setting a 2% inflation target would 
mean, “the public will clearly understand our intentions to bring inflation back to the goal 
over time, rather than wondering whether the committee might allow inflation to drive up-
ward indefinitely, as it occurred in the 1970s, or engage in opportunistic disinflation.” She 
had had similar debates with Alan Greenspan in the past and had not moved his thinking 
that no inflation was the best inflation.

In economic meteorology speak, the year 2012 got off to a hot start, relatively speaking. 
With oil prices headed for $110 a barrel that March, the Personal Consumption Expendi-
tures (PCE) price index publicly favored by the Fed was at 2.6%. The nearer and dearer, 
internally embraced, de facto Fed inflation gauge -- the core PCE, which nets out food and 
energy -- was at 2.1%. Since then, oil prices have roughly halved and the headline PCE has 
been north of 2% in 12 other months while the core PCE has graced such heights seven 
times…in seven years. Some target.

This is precisely what worried one Paul Volcker when he first encountered the philosophy of 
inflation rate targeting while visiting New Zealand shortly after leaving the Fed in 1987. In 
an opinion piece he wrote for Bloomberg last October, Volcker warned that, “Such seeming 
numerical precision suggests it is possible to fine-tune policy with more flexible targeting 
as conditions change. Perhaps an increase to 3% to provide a slight stimulus if the economy 
seems too sluggish? And, if 3% isn’t enough, why not 4%?” A slippery slope if ever, and 
one being bandied about today among Fed officials who use such terms as “symmetric 
targeting” rather than “run too hot” to obfuscate the true meaning. 

In a chilling refutation of central bankers chasing the chimera of an arbitrary inflation target, 
Volcker added that, “The real danger comes from encouraging or inadvertently tolerating 
rising inflation and its close cousin of extreme speculation and risk taking, in effect standing 
by while bubbles and excesses threaten financial markets.”

While there are many manifestations of the excesses generated in the post 2012 inflation-tar-
geting period, one stand-out sector is U.S. energy. Not to mislead, but this is actually a 
happy story, at least in the beginning.

The Fed adopted its 2% inflation target at about the same time fracking was coming of age. 
In 2005, wells initially fracked in the Bakken shale formation captured on average only 21% 
of their potential profit when optimally fracked with the best mix of water and sand. By 
2012, newly fracked wells were capturing 60% of their potential.  

It’s only a guess, but OPEC may not have been privy to the extent of the efficiency gains 
being extracted in the U.S. shale patch. Though off its post-recession April 2011 high of $130 
a barrel, West Texas Intermediate hovered above $100 a barrel until September 2014. The 
sickening slide that ensued took all parties by surprise. 

Before we get to the outcome of that OPEC meeting, it’s key to take a step off the story script 
to provide some color on why oil prices hit an effective vacuum. Yes, the euro crisis had its 
own effect. And yes, the world underwent an industrial recession. But did those factors 
account for oil prices slipping through a trap door, sinking under $30 a barrel by early 2016? 
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As Brian Reynolds of Reynolds Securities posited back in 2014, in full agreement with 
Volcker, credit booms facilitate bubbles. And there’s nothing more alluring to the Street 
than the role they can play in lucratively enabling the inflation of bubbles as they grow. In 
the modern era, bankers’ love affair has been with structured products. Think of any asset 
you like. Now place a band around the price of that asset, but only if it’s got the public’s 
attention in the form of an abundance of credit being thrown its way. If the asset trades no 
higher than $x and no lower than $y, you can sell an index note to a yield-starved investor 
in exchange for a promised return, a craved cash alternative.

Reynolds detailed the Street’s zeal for ingenuity: “They wrapped telecom assets for World-
Com, and pipeline assets for Enron, in the 90’s bubble into special purpose vehicles, or 
SPV’s. They wrapped housing assets into SPV’s such as sub-prime bonds and SIV’s in the 
’03-’07 housing bubble. And, they wrapped commodities into similar structures from ’08-
’12 in what we began calling in 2011 the ‘sub-priming’ of commodities.”

Beginning with gold, the commodities subprime bubble began to deflate in April 2013. 
When the price of gold broke the its Street-determined bottom band, banks were left high 
and unexpectedly long gold in a falling market forcing them to dump the precious metal in 
what their machinations had helped make a fire sale market. In the years to come, being of 
the herd mentality they are, pensions followed each other from being overweight to under-
weight the entire commodities complex. The dollar was also strengthening – a negative on 
top of what was already negative for commodities -- as the Fed’s tapering of quantitative 
easing (QE) came to an end and markets prepared for actual tightening.

Reynold’s prediction back in September 2014: “If geo-political tensions settle down and 
fracking growth intensifies, that could lead to a situation where oil pierces $75 to the down-
side (the lower band the Street had set). In such a scenario, the dealers would then be left 
unexpectedly long oil contracts in a declining market. Wall Street firms have tended to 
liquidate whatever product they receive when these deals unwind, further depressing the 
market. And now Dodd-Frank would provide extra incentive for them to unload.” 

To give you an idea of the scale, at the time, though down about 1/3rd in size from its peak when 
gold was still part of the structured product mix, this commodities bubble was still a $2.3 trillion 
market. Juicing up these products with 10x leverage produced a market that rivaled the (then) 
$29 trillion market cap of the U.S. stock market. Ergo, when the bottom fell out, it fell hard.

If that wasn’t a substantial enough depressant on oil prices, just as the Street was dumping 
oil, OPEC made its move. At the November 2014 OPEC meeting, Ali al-Naimi, Saudia Ara-
bia’s oil minister, argued that if OPEC countries reduced production to put a floor under 
prices, U.S. frackers would step into the market with more supply. Better to maintain pro-
duction levels and put the frackers out of business, who at the time needed oil somewhere 
in the $70 neighborhood to break even. And so, OPEC production was not cut.

Break-Evens Have Come A Long Way
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The combination of the structured trade unwind and the flood of supplies drove oil to its 
early 2016 lows in what proved to be a grave miscalculation on OPEC’s part. More than 100 
North American oil and gas companies did go bankrupt in the two years through the end of 
2016. But the fracking never stopped. Offshore drilling is a time-consuming and expensive 
endeavor; that’s not the case with fracking, which is more nimble and cost-effective. And 
there’s something to be said for the unquantifiable sink or swim motivation. Today, break-
evens have fallen to a range of $48-$53 among U.S. frackers.

You may have noticed (or read last week’s Quill) the multi-year buildup in private equity 
(PE) dry powder, or undeployed capital. Around the time oil prices were nose-diving, PE 
dry powder was roughly $1.25 trillion on its way to double that level. As has been the case 
for years, finding bargains this far into a credit boom can be a challenge for those who liken 
themselves to barbarians at gates. 

As a result of the first smell of blood in the water emanating from the carnage in the shale 
patch, some enterprising PE firms refashioned themselves as oil barons. They’d already 
seen the structured gold trade’s calamitous unwind and played golf with their convention-
al banking colleagues who’d constructed the multi-trillion-dollar oil structured trade. The 
hungry and cash-heavy PE firms had a preview of what was to come. 

It was thus no coincidence that funds raised specifically ear-marked for natural resources 
investments doubled to $4 billion between 2012 to 2014 and peaked at $5.3 billion in 2015. 
You may note fund raising picked up again in 2018 and has been brisk thus far this year. 
We’ll circle back to that in a bit.

Private Equity Drawn to Drill

As is prone to happen, pendulums swing too far back. That was the case back in the 1980s 
oil boom when a Rolls Royce dealership set up very temporary shop in Midland, Texas. 
And it also the case in fracking’s early days. With a stunning vision in hand, Energy Related 
Properties, a PE firm with deep roots in Midland (and Manhattan) broke ground on Wall 
Street, that is 303 W. Wall Street, in downtown Midland. The sky was literally the limit 
with a planned 870-foot, 59-floor – a sky-scraping beauty that would be the tallest structure 
between Dallas and Los Angeles. 

Alas, the planned development was a casualty of the collapse in oil prices though preser-
vationists were relieved the old Midland County Courthouse was not to be razed to make 
room for the tower.

Industry veterans were not at all surprised by the scrapped scraper. Nor were they especial-
ly disturbed when energy endeavored to take down the high yield market when oil prices 

Source:  Prequin Source:  Prequin
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fell. They’d watched money flood the sector after the Fed fired up the printing press in 2008. 
It was inevitable that investors unfamiliar with the boom/bust nature of the oil industry 
would get burned despite the promise of shale to be revolutionary, which it was. But that 
wasn’t the point. Throw too much cheap money at any sector and there will be fallout.

There’s little sense in regurgitating the drama that captivated the markets attention so 
I’ll thumbnail sketch it. As per my longtime friend, Bank of America Merril Lynch’s Oleg 
Melentyev, in 2015/16, in the aftermath of the 65% drop in oil prices, high yield energy 
defaults resulted in an eye-watering 25% default rate from a trailing 3-year average inside 
18 months. The energy distress ratio (bonds trading with spreads of more than 1,000 basis 
points [bps]) reached 40% in late 2015. Over that period, bonds rated ‘BB’ settled about 250 
bps over the broad index’s ‘BBs” while those of ‘B’ went 500 bps wider. In other words, it 
got really ugly.

Did I mention PE firms with deep pockets? As you can see, as violent as the upheaval was, 
high yield issuance among Exploration and Production companies was only shut down for 
one quarter in mid-2016. Thank PE and a desperate need to allocate capital for the rebound. 
That said, activity never recaptured its prior peaks, which stands to reason given there were 
fewer firms in need of funding. 

Exploration & Production Debt Issuance Recovers at Lower Level

From OPEC’s perspective, any lifeline was more than what had been anticipated when the 
original bet only paid off if they managed to shut down their new source of competition. 
In 2014, the U.S. accounted for all of 5% of global production. Today, it is nearly a fifth and 
holds the top spot. But the depth of the miscalculation was not fully apparent until August 
2018 when the U.S. first overtook Saudi Arabia and Russia to assume the global throne.

Efficiencies aside, the constant supply has had its downside. The ease with which fracking can 
be turned ‘on’ and ‘off’ has acted as a ceiling on oil prices to the detriment of all players. Oil 
prices have never recaptured their highs, further exerted pressure on firms that were gasping 
for air and made huge compromises with PE firms that left their balance sheets vulnerable.

In the brief time since 2016, energy is once again out of favor. Melentyev noted that the 
sector, which had a positive 10% gain through 2019’s first four months and was the best 
performing industry, has wiped out all of its year-to-date gains. It also has the dubious 
distinction of being the sole high yield sector with a negative return of 5%. Within the high 
yield universe, energy has contributed to roughly half of total defaults and is running a 7% 

Source:  Goldman Sachs Global Investment Research, Bloomberg, Dealogic
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trailing 12-month default rate with 27% of trading at distressed levels. Energy ‘BB’ bonds 
are now trading 165 bps wide to all ‘BBs’ and are 400bps wide to ‘Bs’. 

Melentyev’s bottom line with oil trading at $58 a barrel, where it’s been for three years: 
“Given all this evidence, we think valuations are now reflecting a potential for double-digit 
defaults going forward. Such an outcome is possible although we think it would be highly 
unusual to see the sector going into the second wave of double-digit defaults back to back. 
Somewhere between here and another 100 bps wider in ‘BBs’ E&P is the point where you 
are fully pricing in a replay of 2015/2015. We think this creates the potential for unbalanced 
risk-reward outcomes in the higher quality parts of that space, which makes it too wide to 
be kept as an underweight. But we also recognize the extreme difficulty of navigating 
this space and continue to advocate for only moderate risk adjustments as any worst-case 
scenarios of the past just keep getting irrelevant by the degree of negative market action.”

The most glaring evidence of how treacherous the space can be seen in these next two charts. 
In this year’s fourth quarter, not one dollar of equity has been issued in the continuation of a 
deteriorating trend that’s gained momentum since early 2016. Complicating matters, lend-
ers of any ilk are demanding more than pro forma accounting to open the checkbook. It’s 
all about cash flow and the ability to demonstrate its sustainability. Rystad Energy Research 
and Analytics examined a peer group of 40 shale producers and found that the percentage 
that are cash-flow positive has fallen from nearly 50% to single-digits. 

Lean Times Among Producers

Source:  Bloomberg, SAF
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Tracy Shuchart runs an energy portfolio at a family firm out of Montreal and is a go-to 
expert on the energy industry with a loyal following on Twitter. “With the lack of capex 
and the decline in debt issuance, it doesn’t look so good for the shale patch,” she said in a 
recent conversation. “We will see more bankruptcies and mergers and acquisitions in 2020. 
The difference in high yield issuance is that past declines were tied to the financial crisis, 
macroeconomic concerns and the price of oil. This time it’s more structural concerns about 
the business models of smaller shale producers even as oil prices have been steady all year.”

As if insult to injury were needed, refinancing is not a far off in the distant concern. Some 
$71 billion, or 64% of shale debt is expected to be paid off or refinanced in the next seven 
years. As you can see, the need to refinance ramp-ups begins in earnest in 2020, peaks in 
2022 and does not decline under $10 billion until 2027. 

Shale’s Wall of Maturity is Here and Now

This massive level of refinancing has its origins in the $34 billion in ‘B’-rated issuance that 
took place in the two years through 2018’s third quarter, a higher quarterly rate than what 
was seen in the 2010-14 oil price boom. As Shuchart explains, “This led to strong growth and 
aggressive drilling from a large group of small, private and non-covered companies, driving 
most of the positive production surprise in 2018 and most of the recent reduction in activity.”

Private and Non-Covered Shale Producers Drove  
the Recent Increase in Production

The negative near-term prospects should 
in no way imply that production will be 
depressed going forward. While efficiencies 
were achieved by force after 2014’s oil crash 
from $107 to $26, which raised break evens, 
the last four years’ steady break-even levels 
suggest that productive efficiency gains 
have been exhausted.

What can be expected, as Shuchart says, is 
further consolidation. The question is the 
terms at which mergers and acquisitions are 

Source:  Rystad Energy research and analytics
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achieved. Just today, Chevron said it will take a $10-$11 billion charge to cover impairment 
and restructuring costs, tied to its Appalachian shale holdings. As long-time QI friend, Stan-
dard & Poor’s Howard Silverblatt, said, “Depending on the actual accounting entry, an $11 
billion charge could reduce S&P 500 earnings-per-share by up to $1.32.”

The broad market will dismiss this as a one-off phenomenon. But the magnitude of the risk 
associated with shale investments on the part of acquirers will make for stiff and punitive 
terms. Consolidation will happen, but the shale producers that do not declare bankruptcy 
will pay a hefty price to be rescued. The wherewithal to make acquisitions will deepen 
the concentration as shown in this next chart which shows that nearly two-thirds of the 
two-million-barrel estimated increase in production in the next two years will be accounted 
for by the six largest shale players.

Consolidation Promises to Deepen Production Concentration

At a higher level, it’s rash to dismiss the effect the shrinking firm footprint will have on 
the broader economy. Texas is the 10th largest economy in the world and has been home 
to the briskest pace of job creation in the current expansion. Through November, initial 
jobless claims in the Lone Star State have risen for seven consecutive months, matching the 
stretch seen in 2015/2016. If December marks month eight, which there is every reason to 
anticipate as stress spreads in the shale patch, that stretch takes us back to the last recession 
and with it, downside risks to the Goldilocks economy the Fed is banking on to maintain 
its neutral stance.

What is most notable about the rush to shale is that flat-lining oil prices are sufficient to 
catalyze layoffs. The need for oil prices to rise is as acute as it’s ever been. The double-edged 
sword is that producers will tap fracked wells at the first whiff of a breakout in prices. To 
that end, Shuchart’s best case scenario for relief on the price front does not arrive until early 
2021, assuming global demand for oil recovers. The trajectory of global car sales, to cite but 
one indicator, is key. Forecasts that auto production which will decline further in 2020 does 
not bode well for a major rebound even as the secular shift to electric vehicles becomes 
more entrenched. 

U.S. Oil
Production
(Q4 2019)

Source:   Longview Economics, EIA, company data
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Texas Jobless Claims Rising Despite Stable Oil Prices

There is a working assumption on Wall Street that the new era of easy monetary policy 
will once again be the shale patch’s white knight. It’s more likely that while PE firms will 
have renewed interest in the inevitable distressed assets, as will be the case with major oil 
producers on the acquisition hunt, PE will exact a higher price to access the much-needed 
capital. It won’t help matters if the yawning gap between spreads on ‘CCC’- rated high 
yield bonds and the next rung up on the ladder, ‘BB,’ closes by way of higher-rated high 
yield bond spreads rising. 

PE is all about knowing an exit strategy is present. Any further evidence that harvesting 
investments will present a challenge will make PE investors that much more barbaric at 
the negotiating table. As is the case with autos, albeit for wholly different reasons, there is 
precious little the Fed can do by way of easing to prevent the short-term disruption in the 
shale industry. The needed consolidation is key to restoring discipline and eventually plac-
ing a floor under prices. A recession, especially one of a global nature will further inhibit the 
speed with which stability in the broader energy industry is restored via higher oil prices.

It’s critical to appreciate that the Fed’s initial balance sheet expansion and the easy money 
created that flowed into shale were a good thing. There’s no way the United States could 
have quadrupled its global production footprint had abundant flows not turbo-charged 
investment that propelled increased output. But this is not an achievement easy money can 
replicate anew. The investors of tomorrow will demand much more before loosening the 
purse strings. Bankruptcies and default rates will rise. 

The Fed Enabled the Shale Revolution — A Good Thing

Source: Quill Intelligence, CME, EIA, U.S. Department of Labor
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At the highest level, shale has freed the U.S. from its overreliance on imported energy. Yes, 
the national security implications are profound. And we’ve become a net exporter of oil, 
even if by the sliver that 62,000 barrels per day imparts. But true energy independence is 
likely, and will remain, elusive. 

As Shuchart explains, “Global energy trade is about robust networks. Global flows ensure 
that end users have access to the right products and grades that they need. It is a misconcep-
tion that one can just swap one crude grade for another as refining/petrochemical facilities 
are tooled according to final product specifications.”

The fact that capital expenditures will remain repressed for some time also dictates that 
we will not be able to achieve independence by building out refinery capacity that can 
accommodate the weight of oil we produce in America. Refineries are hugely expensive 
investments that take years to build and work off for accounting purposes via deprecia-
tion. And the existing domestic refinery capacity is configured to process the heavier crude 
grades we once relied on almost exclusively to be supplied via imports. This has created an 
inherent mismatch with the light shale oil being extracted throughout the shale patch from 
the Bakken to the Permian and back. 

Global Oil Flows: It’s Complicated!

As futile as fresh QE will be in rescuing shale, the economic consequences that will result 
from its demise and revival will thwart the Fed’s best aims further. And it’s not just the 
job losses that, at the margin, have accounted for tremendous job creation within mining 
in the goods producing sector. The implicit pressure exerted on oil prices will also make 
realizing the Fed’s beloved 2% PCE target that much more difficult. Watch for Jay Powell to 
increasingly refer to core PCE as declining oil prices weigh on the headline gauge. 

The post-FOMC press conferences to come will make us mourn Paul Volcker even more 
than we do today when the wound of his passing is fresh. As he, in his classic and logical 
style demanded, “I have yet to hear, in the midst of a strong economy, that maybe the 
inflation target should be reduced!” Amen, Paul. Amen.

Memories of the last great independent Fed Chairman will indeed be eternal. And we will 
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cherish each and every one of them. We can only hope we are fortunate enough one day to 
be graced with the presence of a leader who could hope to fill his shoes.

I will leave you today with my fondest memory of the great Paul Volcker. On February 13, 
2017, I was fortunate enough to be at a private dinner hosted by the Financial Times’ Gillian 
Tett at her home in Manhattan. The occasion was a lauding of Lord Adair’s Turner’s book, 
“Between Debt and the Devil.” Paul, who was in attendance in his imposing stature, had 
previously written the following for the back of the book’s jacket: “A masterwork! Insight-
ful…and persuasive.” 

Upon learning that the last chapter of a book that had castigated debt advocated for unfet-
tered money printing meted out to the masses, as opposed to financial institutions, Paul 
said to Lord Adair, loud enough for the whole room to hear, “Had I read the book to its end, 
I would have never endorsed it!” 

 Rest in Peace, Paul. 

Rest in Peace.


