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SUMMARY  At Janus, our goal is to deliver alpha by taking an in-depth 
approach to fundamental research. We extend this commitment to our  
clients and partners by providing access to the insights and opinions of 
Janus’ seven global sector research teams via monthly analyst interviews. 
In this edition of Analyst Viewpoints, Janus’ Geoff Jay and Ken Spruell 
discuss the impact of low natural gas prices on the energy and industrial 
sectors with Director of Global Equity Strategies, Adam Schor. Jay and 
Spruell offer their views on natural gas pricing, implications for energy and 
industrial companies and growth opportunities for well-positioned firms.  

KEY POINTS   

• Low natural gas prices are 
benefiting a wide spectrum of 
industrial companies, including 
chemical producers, steel 
plants and equipment 
manufacturers.  

• We anticipate that natural gas 
prices will stay low in the near 
term due to high production 
levels and muted demand 
growth. 

• Companies and utilities tied to 
coal production may face 
pressure if natural gas prices 
remain low for a sustained 
period.  

 
Geoff Jay 
Equity Analyst, Energy 

Q: NATURAL GAS IS TRADING AT VERY DEPRESSED LEVELS. COULD YOU 
EXPLAIN THE PRICING DYNAMICS THAT WE ARE SEEING TODAY? 

Geoff Jay: Natural gas pricing has been incredibly volatile for the past four years. In 
2008, it topped out at around $13 per million British Thermal Units (BTU), and now we 
are well below $3 per million BTU. The factors that led to this included major changes in 
how companies drill for and develop natural gas. Prior to 2004, most natural gas drilling 
was done in conventional reservoir rock. Then in 2004 we saw an acceleration of shale 
gas development, which really hit its stride between 2006 and 2008. The result is that 
companies have become incredibly efficient at finding and developing shale resources, 
leading to a surplus of production. That's why we've seen natural gas prices go from 
roughly $13 a few years ago to around $2.50 today.  

Q: HAVE THE NEW DRILLING TECHNOLOGIES CHANGED THE COST CURVE, OR 
IS MORE GAS VOLUME BEING PRODUCED?  

Geoff Jay: The cost curve has shifted dramatically down from the days in 2008 when the 
marginal cost curve was probably $6 or $7 per million BTU. Now, the most efficient shale 
plays probably have a cash break-even cost of under $2 and are economical at prices 
under $3.50 or so. But production efficiencies have also improved. Today, the average 
gas rig is able to add about 25 million cubic feet a day per year, versus 5-6 million cubic 
feet a day prior to 2008. 

Q: WHAT ARE YOUR EXPECTATIONS FOR NATURAL GAS PRICING OVER THE 
NEXT FEW YEARS? 

Geoff Jay: We think natural gas prices are going to be challenging for a few years.  

 
Ken Spruell, CFA 
Equity Analyst, Industrials 
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The issue with natural gas in North America is that it’s a 
closed system. Whatever companies produce has to be 
burnt, flared or stored. When companies can’t store it and it’s 
not burnt, production has to be shut down. Given that 
demand growth is somewhat limited, we anticipate that gas 
prices will stay fairly low in the near term. 

However, we think the situation will change. At some point, 
the gas price is likely to fall below the operational cost of 
production, which will cause a lot of production to be shut 
down. We’re also likely to see an increase in demand from 
industrial users or other sectors. Longer term, we think new 
markets will open up. Some will be in the industrial sector, 
others will be electric utilities, and we’ll probably see exports 
to global markets in the form of liquefied natural gas (LNG). 

Q: WHEN DO YOU THINK THE INDUSTRY WILL START 
EXPORTING SIGNIFICANT QUANTITIES OF LNG?  

Geoff Jay: Meaningful exports of LNG are several years 
away. Most proposals are now in the permitting stage. 
Cheniere Energy Partners has some contracts with BG 
Group and those volumes will start to be exported in the next 
few years. But a significant volume of LNG exports will take 
years. In term of infrastructure, it’s likely to be “brown field” 
development—taking existing LNG import facilities and 
converting them for export use. These facilities could 
conceivably export as much as 10 billion cubic feet a day at 
some point in the next decade. But companies need to get a 
lot of regulatory approvals and commitments on volumes 
from customers. Then there is the engineering, procurement 
of materials and construction, which will likely take years. 

Q: IS THERE AN ARBITRAGE OPPORTUNITY BETWEEN 
OIL AND GAS? IN OTHER WORDS, HOW DO OIL PRICES 
STAY HIGH WHILE NATURAL GAS PRICES STAY LOW? 

Geoff Jay: Oil and natural gas don’t necessarily trade at 
parity of thermal units, because the energy molecules aren’t 
fungible at marginal levels of use. Higher oil prices make the 
economics of horizontal oil drilling very strong, and natural 
gas is a byproduct of that drilling. In fact, some estimates 
suggest that about 50-60% of the gas production growth 
lately has come from horizontal oil drilling. Therefore, 
companies can effectively give the gas away for free and still 
have an economical project.  

Q: KEN, WHAT IS THE IMPACT OF LOWER NATURAL 
GAS PRICES FOR THE INDUSTRIAL SECTOR? 

Ken Spruell: It’s very positive for any energy-intensive 
industrial business in which natural gas is the biggest input 
cost to the production process.  

We’re seeing it happening with chemical companies, steel 
producers and fertilizer plants. The lower the energy input 
cost, the more these companies benefit. Take chemical 
companies on the Gulf Coast. Five or 10 years ago, they 
were at the fourth quartile on the cost curve with a higher cost 
structure than anyone in Europe, Asia and the Middle East. 
With low priced natural gas, they’ve moved to somewhere 
between the first and second quartile—well ahead of the 
Europeans and Asians. They’re not quite up to the Middle 
East competitors, but they’re now globally competitive, and 
this has reinvigorated the Gulf Coast chemical industry. 

Q: DO YOU THINK U.S. CHEMICAL COMPANIES WILL 
INCREASE DEMAND FOR NATURAL GAS SO MUCH 
THAT THE PRICE BECOMES UNECONOMICAL?  

Ken Spruell: The chemical industry that I’m talking about 
makes commodities and isn’t large enough to change overall 
demand for natural gas. There would have to be a major shift 
up in demand from power generation and, longer term, the 
auto and trucking industries. The economics might then 
become unsustainable for the chemical companies, but it’s 
nowhere close to happening now.  

Q: WHERE ELSE ARE YOU SEEING BENEFITS IN THE 
INDUSTRIAL SECTOR? 

Ken Spruell: Other beneficiaries are businesses that feed 
the supply chain in developing, producing and drilling for 
natural gas. Weir, which makes pressure pumps and gets 
about a third of its business from shale gas, is benefiting. 
Caterpillar and Cummins sell back-up power generation units 
to the well sites. They also sell general machinery equipment 
to help develop well sites. Then there are the railroads, which 
ship sand used for hydraulic fracturing as well as the finished 
product. This is likely to continue until more pipelines are 
built.    

Q: IS THE IMPACT OF ALL THIS DRILLING ACTIVITY 
SHOWING UP IN INDUSTRIAL COMPANY RESULTS?  

Ken Spruell: It’s still just a few percentage points of 
revenues for most companies, but it’s growing between 30-
70% year-over-year. That’s off a very small revenue base, 
and it will come down over time to a low, double-digit growth 
rate, which is more realistic for an industrial company. But it’s 
basically going from nothing to a meaningful contributor to 
revenues and earnings. As long as the horizontal shale 
drilling continues, we believe that growth is likely to be 
sustainable.   

 



 

 3 

Q: HOW MUCH PRICE PROTECTION DO INDUSTRIAL 
COMPANIES HAVE WITH THESE REVENUE STREAMS?  

Ken Spruell: The products they’re producing for the energy 
industry aren’t commodities, but they aren’t highly 
differentiated. The key is that they are used very intensively 
at the drilling sites. A pressure pump runs 24 hours per day, 
and there’s a high requirement that it never stops operating 
because then the well would have to be shut down. Also, not 
only do companies sell the equipment, but they have service 
operations that provide recurring, high-margin revenue, and 
that extra business is a positive for a company’s earnings.  

Geoff Jay: Particularly for pressure pumps, the demand for 
reliability leads to extra demand. At any given time, around 
12% of all the hydraulic horsepower in existence is out of 
commission for service. If there’s a job that requires, say, 
20,000 horsepower, companies will typically show up with 
30,000 horsepower to make sure there isn’t any downtime.  

Q: COULD YOU TALK ABOUT HOW YOU WORK 
TOGETHER FROM A RESEARCH PERSPECTIVE? 

Ken Spruell: We’ve spent a lot of time together looking at the 
supply and demand of natural gas and the sustainability of a 
low price environment for the commodity. The more 
sustainable the outlook for low-priced natural gas, the more 
likely it is for industrial companies to invest in areas of their 
business tied to shale production. Confidence in that low-
price environment adds to our conviction in how long and by 
how much industrials companies will benefit. 

Q: WHAT’S THE OUTLOOK FOR PIPELINE 
INFRASTRUCTURE? DOES THAT CHANGE THE 
OUTLOOK FOR NATURAL GAS? 

Geoff Jay: We think there is sufficient infrastructure for 
piping natural gas. What’s needed is storage facilities. But the 
economics to store natural gas are challenging. Oil 
production requires a lot more infrastructure. There is a lot of 
production that is hard to get to market. Companies have 
been shipping by rail, and the economics are far better than 
shipping by truck. But pipeline infrastructure is the cheapest 
way to go. There is around 168,000 miles of pipeline in the 
U.S., and I think the industry will probably add a significant 
amount to get more oil to market.     

Q: KEN, ARE THERE INDUSTRIAL COMPANIES THAT 
WOULD BENEFIT FROM PIPELINE CONSTRUCTION? 

Ken Spruell: It benefits a whole spectrum of industrial 
companies. There are companies that sell very intensive 
applications of welding equipment. There’s specialized 

equipment for laying pipeline and there’s machinery tied to 
general pipeline construction, all of which are beneficiaries.  

Q: LONGER TERM, COULD YOU TALK ABOUT THE 
IMPACT FOR TRANSPORTATION? ARE WE LIKELY TO 
SEE ENTIRE FLEETS CONVERTED TO NATURAL GAS? 

Geoff Jay: Transportation demand for natural gas could 
double or triple from today’s levels and would still be 
insignificant. But over the course of several years and 
decades, it could become a significant demand driver. It 
makes sense for trash trucks, buses, taxis—any vehicle that 
can only requires to be filled up at night. The distribution 
infrastructure isn’t in place yet for long-haul trucking. But it 
would make sense at some point for semis and big trucks. 
For passenger cars, it may be less appealing because the 
tanks take up an enormous amount of cargo space. In fact, 
most automakers view natural gas as an interim solution. The 
real solution, they think, is to extract the hydrogen from 
natural gas and use it for fuel cells.  

Ken Spruell: I would add that regulatory, infrastructure and 
cost issues have to be overcome. The technology exists, and 
most truck fleets have a couple of natural gas trucks. But 
they’re not cost competitive. Over time, as expertise in 
building these engines comes down, it is likely to happen.  

Q: ARE THERE LOSERS IN THE INDUSTRIAL SECTOR 
AS A RESULT OF THIS LOWER NATURAL GAS PRICES? 

Ken Spruell: The biggest losers are likely to be companies 
tied to coal power generation, be it coal mining or coal 
utilities. This won’t happen in the near term. But over a 
generation, if you take away coal for power generation and 
replace it with natural gas, that benefits anyone that produces 
the gas and companies that make equipment like power 
generation units tied to natural gas. There is also likely to be 
some impact on the alternative fuels industry, which is heavily 
subsidized now to compete with conventional energy 
production. As soon as those subsidies go away, the 
alternative energy industry will no longer be competitive. 

Q: GEOFF, IN TERMS OF UTILITIES, DO YOU SEE A 
SHIFT AWAY FROM COAL TO MORE NATURAL GAS? 

Geoff Jay: Utilities would certainly be motivated 
economically to switch from coal to natural gas. I think that 
ultimately, we will see more gas-fired generation versus coal. 
Switching at the margin right now is very difficult given that 
most of the base‑load capacity in the U.S. is coal. Most of the 
gas-powered generation that’s been built is not designed to 
be base‑load; it was basically put in place to satisfy peaks in 
demand.  
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Over a multi-year period, however, I think we will see more 
base‑load generation because the supply is there, the cost is 
there and the emissions are far cleaner.   

Q: KEN, DO YOU THINK INDUSTRIAL COMPANIES WILL 
BOOST EMPLOYMENT AS A RESULT OF DEMAND 
FROM THESE ENERGY-RELATED SECTORS? 

Ken Spruell: Industrial companies are adding employees to 
take advantage of natural gas activity. Workers are being 
hired for all the infrastructure, drilling and pipeline activity, 
and we’re seeing peripheral benefits in areas such as steel 
and chemical plants that are now more cost competitive. In 
the industrial space, Caterpillar, for example, added 14,000 
employees over the last year. Their business in North 
America hasn't really grown since 2006 because it was tied 
more to housing and non‑residential construction, which has 
yet to really come back strongly. However, the activity in the 
oil and gas sector is boosting their North American business.  

********************************************************************** 

See following page for important disclosures. 
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Geoff Jay is an equity research analyst, primarily focusing on energy securities. Mr. Jay also serves as team leader of the 
energy & utilities sector research team. Prior to joining Janus as a research analyst in July 2002, he was an analyst at Berger 
Funds, focusing his research on energy firms. He has also worked at Eastgate Management, an energy-only hedge fund. Mr. 
Jay received his bachelor of arts degree in philosophy from Northwestern University. He has 13 years of financial industry 
experience. 

Kenneth Spruell, CFA 

Ken Spruell is an equity research analyst, primarily focusing on the industrial sector. Mr. Spruell also serves as co-team 
leader of the industrials & materials sector research team. Prior to joining Janus as a research analyst in June 2008, Mr. 
Spruell served as a principal at Fayez Sarofim & Company where he held both portfolio management and research analyst 
roles focusing on the industrial and healthcare sectors. Prior to that, he served as a student portfolio manager and analyst for 
the MBA Investment Fund at the University of Texas. Mr. Spruell also served as a digital design engineer at National 
Semiconductor Corporation. He received his bachelor of science degree in electrical engineering from Rice University and 
his MBA, with a concentration in finance and entrepreneurship, from the University of Texas, McCombs School of Business. 
Mr. Spruell holds the Chartered Financial Analyst designation and has 10 years of financial industry experience.   

 
Please consider the charges, risks, expenses and investment objectives carefully before investing. For a prospectus 
or, if available, a summary prospectus containing this and other information, please call Janus at 877.335.2687 or 
download the file from janus.com/info. Read it carefully before you invest or send money. 
 
The views expressed are those of the authors as of February 2012. They do not necessarily reflect the views of other Janus portfolio 
managers or other persons in Janus’ organization. These views are subject to change at any time based on market and other conditions, 
and Janus disclaims any responsibility to update such views. No forecasts can be guaranteed. These views may not be relied upon as 
investment advice or as an indication of trading intent on behalf of any Janus fund.   
 
Janus makes no representation as to whether any illustration/example mentioned in this document is now or was ever held in any Janus 
portfolio. Illustrations are only for the limited purpose of analyzing general market or economic conditions and demonstrating the Janus 
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The energy industries can be significantly affected by fluctuations in energy prices and supply and demand of energy fuels, 
energy conservation, the success of exploration projects, and tax and other government regulations. A concentrated investment in 
a single industry  could be more volatile than the performance of less concentrated investments and the market as a whole. 
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