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Black gold on the comeback trail
The oil sector has experienced its fair share of volatility over the past decade with prices recovering from their
lows in the 20’s to reach a pre-GFC peak of around $150 a barrel. Some stability was seen in the more
recent years, although the relative calm was rudely awakened by OPEC’s decision to open the floodgates
late last year, and take on disruptive entrants to the energy sector. The ensuing sell off saw oil prices halve
and dampened sentiment towards the energy sector.

Energy prices have staged a recovery more recently and we believe that oil prices have bottomed,
with support (for  WTI crude, chart below), now resting at around $53. Although Saudi Arabia has
determinedly lifted production to force prices down putting the squeeze on higher cost competition and
importantly, the US shale gas industry, total new supply is now falling and this will tighten up prices.

Looking at the charts we don’t see the price of oil going back towards $150 a barrel anytime soon.  However
we do believe that energy prices will eventually stabilise and consolidate within a higher a higher price band
between $65 and $85 a barrel. Near term, a retest of support at $53 is probable and we would see any
broader weakness within the energy sector as a buying opportunity.    
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Given our view that the lows in the oil price are over we believe now is the right time to be adding exposures
to the sector. This includes not only high quality oil producers, but also oil services companies, which are the
‘butlers’ to the energy sector. Oil service companies’ fortunes are heavily tied to the oil sector and their pain
(and joy) is shared. We expect a re-rating of the oil producers will also flow through to the service
companies as activity across the industry accelerates again with higher (and more stable oil prices).

Accordingly, we have identified the Market Vector Oil Services ETF (NYSE, OIH) as a low-cost vehicle
offering a diversified exposure to several favourable dynamics with the energy sector.

The ETF sold off significantly over the last year but has also been following much of the energy sector of late,
with its price breaking to the upside, rallying around 15 percent from a trough on 17  March.

Consequently, we recommend the Market Vectors Oil Services ETF as a Buy to Members with a
medium appetite for risk.
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Turning to the charts, given the preceding selloff the share price continues to consolidate above the multiyear
lows of $31.61. With the current levels bouncing off the key resistance at $40 suggests that we are likely to
see an extended move sideways prior to the next challenge on the overhead barrier.

Sentiment has turned on Energy Services…

The recent rally in the OIH fund has been driven by multiple factors, a key being positive sentiment driven by
the recent rally in the oil price, with WTI crude now nearly at US$60 a barrel, up from mid-$40 a barrel as
recently as March. Our view is the oil price has bottomed, and we recap our rationale in more detail below.



Source: Eikon data

We have seen a supply response in the industry with significant closures of US oil rigs, and in our view the
worst is now over in terms of negative sentiment. The latest US oil production numbers showed U.S. oil
stockpiles rose by 1.9 million barrels last week which was less than expected, and provided another
sign that the oil market is coming back into balance. While production and rig count normalisations may
be a while away, the key here is that we are certainly close to the bottom of the market correction, in our
view. 

We are also encouraged by the latest earnings season which has generally been better for energy stocks
than expected, with a number coming in ahead of depressed consensus analyst estimates, particularly for
the oil majors. We see this as another sign that market pricing of the energy sector is overly pessimistic.

Another positive sign is growing M&A activity within the energy sector. The big deal recently being Royal
Dutch Shell’s takeover offer of the perennially “undervalued” BG Group. The swoop may not be the last with
oil majors potentially starting to see value, and are considering acquisitions as an easier means to boost
reserves with prices at low levels. We would not be surprised if there was further ‘industry consolidation’ in
the months ahead. This may also include oil services companies for similar reasons.

OIH provides not only an exposure to a recovery in the oil price, but also a normalisation in
production volumes. OIH is appealing as even if prices remain around the US$60 a barrel level, there
should be an eventual tailwind for the sector as production picks up with more oil rigs coming back online, as
well as the continuation of the US shale boom.

We think the fact that oil is now moving higher against prevailing negative sentiment is a positive sign,
resulting in confidence that energy prices have bottomed. This has been reflected in the energy services
sector, given their close linkages to energy producers, which have also broken out to the upside.

There are fundamental supporting factors for the rally in oil prices. In the US there has been a record decline
in rigs which will at some point cause a slowdown in national oil production. Rising demand and weaker US
production will reduce the inventory overhang in coming months and put upward pressure on prices. We are
also seeing the demand side for energy expand with the lower prevailing prices. China in particular is
incurring record energy imports as prices have fallen.

The US shale gas industry is now in retreat. According to the recently released March 2015 ‘Drilling
Productivity Report” from the U.S. Energy Information Administration (which covers U.S. shale oil & shale gas
production until February, with projections to April), US shale oil production growth will be stagnant this
month, and will likely make its peak.



We are now seeing deferred investment in the sector which will support prices over the medium to
longer term.

The global energy and energy services sectors now appear due a rerating and this comes at a time when the
energy price itself is bottoming out on bad news and sentiment. We believe the recent outperformance
within the sector should continue.

Fund Composition

The Market Vectors Oil Services ETF’s current top-10 portfolio holdings shown below make up circa 69
percent of the funds weighting at 30  April. While including the main players in the energy services sector,
we believe the fund provides good diversification across subsectors such as onshore/offshore drilling, and
the US shale space.

Source: Market Vectors

Top billing goes to Schlumberger, a giant in the sector which provides products and services from exploration
through to production. The company has not been immune to the decline in the oil price in any stretch, and
has also been busily reacting to protect margins.
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Schlumberger recently announced that it was cutting another 11,000 jobs, bringing total cuts this year to
20,000 or 15 percent of the workforce. Such action has been necessary though as the company adjusts to
lower levels of activity and has ultimately ensured  cash flows have remained strong and the balance sheet
robust.

The cost cutting to protect margins at Schlumberger is not isolated with peers such as Haliburton and Baker
Hughes also sharpening their pencils. Indeed both have sought to go to greater lengths to deliver efficiencies
(circa $2 billion), and are engaging in a merger. We believe there are likely to be further such instances
across the sub-sector.

Across the services sector though a general tone from management is that as an industry upswing does
come, technological advances and general efficiencies over time should mean that the costs put back on will
not be to the same degree as those that have been taken out.  Therefore it is reasonable to expect margin
expansion across the sector which bodes well for valuation re-ratings.

By region the fund is focussed on the US as shown below. We also note that circa 80% of the funds
holdings haver a market cap greater than USD 5 billion, so there are no liquidity concerns with the fund.

Source: Market Vectors

Summary

We see the Market Vectors Oil Services ETF as a low-cost vehicle offering a diversified exposure to several
favourable dynamics with the energy sector.

Our view is the Energy Services sector is oversold, and that the current re-rating can continue, which should
result in further outperformance. We are attracted to the sector on a medium term view, as it should benefit
from an eventual normalisation in terms of both energy prices and volumes.

Consequently, we recommend the Market Vectors Oil Services ETF as a Buy to Members with a
medium appetite for risk.

Disclosure: The Market Vectors Oil Services ETF is held in the Fat Prophets Global Opportunities Model.
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The VanEck Vectors Oil Services ETF seeks to replicate as closely as possible, before fees and expenses, the price and yield
performance of the VanEck US Listed Oil Services 25 Index.  The Index is intended to track the overall performance of U.S.-listed
companies involved in oil services to the upstream oil sector, which include oil equipment, oil services, or oil drilling. 
 

Market Capitalisation:1.08bn
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