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Oil Inventories Rising at a slower pace…
15

3.4

Jan-16

Inventory levels. Weekly inventory data can be volatile and prone to
revision, so we prefer to focus on the simple moving average and the rate of
change (ROC). US inventories have been building, which is not atypical for
this time of the year, but when we calculate the 20-day ROC, inventory builds
are slowing which is a bullish signal for the commodity. We not saying we are
overly bullish on the commodity, we continue to see WTI largely range bound
in 2017 – trading between US$50-$60/bbl – as OPEC production cuts are
offset by rising US production. However, we believe at current prices, the
energy sector’s earnings recovery will continue. We believe the recent
underperformance in the sector is largely the result of some healthy profit
taking and overly bullish positioning, not the beginning of a new trend.
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Energy sector valuation. The recent underperformance by the energy sector
has improved overall valuation levels. The sector now trades in line with its
5-year average price to book and at a discount to its 5-year price to EBITDA
multiple. Further, earnings revisions for the sector have turned positive; the
4-week change for the current and next quarter estimates have been revised
higher by 12% and 3.1%, respectively.
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We are upgrading energy to Overweight from Market Weight. To fund this move we
downgrade consumer staples to Underweight from Market Weight. Our sector calls
are predicated on the following:
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Deep Capex Cuts Coming to an End…
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…Supportive of Equipment & Service (Oilfield Services)

Source: Ned Davis Research



Sub-sector call. The energy sector can be sub-divided into equipment &
services, exploration & production (E&P), drilling, integrated, refining &
marketing and storage & transportation. We favour equipment & services
given the significant capex cut that have occurred over the last 2 years and
the strong tendency for the sub-sector to outperform once the commodity
has bottomed. In the charts above, we can see the extent of the capex cuts
that have occurred over the last two years which will surely have a material
impact on supply over the long run. Now with the commodity back to levels
where E&Ps can be profitable, we believe equipment & services will
disproportionally benefit as producers increase capex. This is a typical
response once the commodity has bottomed and can be illustrated in the
next chart. The equipment & service sub-sector outperforms the broader
energy sector (blue line) as well as E&Ps (red line).



Technicals. The energy sector is approaching oversold levels on the 14-day
RSI and major support at the 200-day moving average. Further, the sector
th
has underperformed the commodity since November 14 2016; the last two
periods of underperformance have typically lasted ~5 months which suggests
the sector is nearing the end of this recent period of underperformance. In
addition, we are approaching the seasonally strong period for the energy
sector, in particular oil-weighted names, which typically occurs from the end
of February to early May.



Consumer staples had performed well through much of 2016 as investors
owned the sector for its defensive characteristics. However, with economic
growth reaccelerating and a recovery in commodities well underway, the
sector has fallen out of favour. Valuation has always been a concern in the
sector, yet it didn’t seem to matter in an environment where growth
consistently under delivered. But, this has changed and we can now point to
valuation as a reason to be apprehensive about the sector. Consumer staples
trade at 3.0x price to book and 11x price to EBITDA, well above its 5 year
averages of 2.3x and 8x, respectively. In the chart below, we plot energy
relative to consumer staples. While we can see that energy has recently
underperformed staples, the ratio remains within its upward sloping channel
and given our more constructive view on energy, we believe energy/staples
ratio will find support at the trend line and that energy will again outperform
staples.
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…Energy Sector Approaching 200-day MA

S&P/TSX Energy vs Staples Approaching Support Level

Source: Bloomberg, Raymond James, Stockcharts.com
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