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Overweight Energy  
 Geopolitical tensions have been heating up in recent months, helping put a bid 

under global oil prices and energy shares. West Texas Intermediate (WTI) oil 
prices averaged US$103.03/bbl in Q2/14, up 9% from Q2/13, and 4% q/q. This 
has helped the S&P/TSX Energy sector post a strong year-to-date return of 
14.8%, outperforming the S&P/TSX Composite Index (S&P/TSX) by 3.0%.   

 We believe the energy sector can continue to outperform over the next 9-12 
months, and therefore recommend an overweight stance in the sector. Key 
supports for our bullish call on the sector include: improving US and global 
economic growth, stronger sector earnings, continued geopolitical tensions 
resulting in a “fear premium” in oil prices, improving investor sentiment and 
stronger technical trends for the sector.  

 With the recent gains, valuations for the S&P/TSX Energy sector have expanded 
and therefore investors need to be more selective. Currently, the broad energy 
sector is trading at 18.3x forward earnings and 8.9x price-to-cash flows.  

 Our preference is more for the senior companies within the integrateds and E&P 
sub-industries, given their attractive valuations. Both sub-industries trade 
around 7.5x price-to-cash flow, which is a discount to the overall energy sector. 
Specific names in the integrateds we like include Suncor Inc. (SU-T) and Cenovus 
Energy Inc. (CVE-T). In the E&P space we continue to view Canadian Natural 
Resources Ltd. (CNQ-T) and Vermilion Energy Inc. (VET-T) as core holdings.  

 

 

 

  

 
 

Chart of the Week 

The S&P/TSX Energy Sector Broke Out from a 5-year Downtrend in Q1/14,  

Signalling a Major Bullish Technical Change for the Sector   

 
Source: Bloomberg, Raymond James Ltd. 
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Overweight Energy  

Geopolitical tensions have been heating up in recent months, helping put a bid under 
global oil prices and energy shares. West Texas Intermediate (WTI) oil prices 
averaged US$103.03/bbl in Q2/14, up 9% from Q2/13, and 4% sequentially. This has 
helped the S&P/TSX Energy sector post a strong year-to-date return of 14.8%, 
outperforming the S&P/TSX Composite Index (S&P/TSX) by 3.0%. Our expectation for 
geopolitics to remain front and centre in the months ahead is one factor behind our 
continued bullish stance on oil prices and the energy sector. Overall, we believe the 
energy sector can continue to outperform over the next 9-12 months, and therefore 
recommend an overweight stance in the sector. Key supports for our bullish call on 
the energy sector include:  

 We believe the US and global economy are set to rebound following a 
slowdown in Q1/14. For example, US preliminary GDP growth snapped back to 
4% in Q2/14, China is showing signs of stabilization while the global Purchasing 
Manufacturing Index (PMI) has rebounded from its April low. Should this 
continue, it could lead to increased demand for oil.  

 Escalating conflicts across the Middle East, Africa and Eastern Europe are likely 
to underpin a “fear premium” in global oil prices, keeping prices elevated.  

 This could lead to stronger earnings for the energy sector, which is starting to 
be reflected in estimates. Analysts are projecting S&P/TSX Energy sector 
earnings to increase 76% y/y in 2014 (off depressed levels), and 11% in 2015.  

 From a cycle perspective, we believe the US economy is slowly transitioning 
from mid to late-cycle, which is when energy typically outperforms.  

 Valuations, particularly in the senior exploration & production (E&P) and 
integrateds sub-industries are attractive trading at roughly 7.5x price-to-cash 
flow, a 15% discount to the overall energy sector.       

 From a technical perspective we note that the energy sector broke out from its 
5-year relative downtrend in Q1/14, which to us signals a major bullish 
technical change in the sector.  

 Finally, from a sentiment perspective we believe there has been a major turn in 
sentiment, with some notable institutional investors such as Warren Buffett, 
increasing their exposure to the large-cap Canadian energy patch.   

WTI Oil Prices Likely to Trade in a Range  Energy Sector Breakouts from Long-term Downtrend     

  
Source: Bloomberg, Raymond James Ltd. 
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Prefer Oil to Natural Gas (For Now) 

Currently, our preference is for oil exposure over natural gas. Natural gas prices are 
heavily impacted by weather conditions, and with it being a cooler than expected 
summer, concerns over a shortage of natural gas inventories heading into the winter 
heating season have subsided somewhat. The US Energy Information Administration 
(EIA) is projecting a record inventory build into the fall, with inventories to hit 3,431 
bcf by the end of October. If realized, this would be higher than many initially 
forecasted which could lead to further weakness in natural gas prices over the next 
few months. Additionally, we note that seasonality for natural gas is negative 
through the summer, before improving in the fall. These two factors likely 
contributed to the precipitous decline in the natural gas price from US$4.75/mcf in 
the early summer to US$3.75/mcf currently. Technical support for natural gas comes 
in at US$3.25/mcf to US$3.50/mcf which is where natural gas prices could trough at 
before heading higher in the fall/winter period. While we see the potential for a 
seasonal trade in natural gas focused companies as we head into the fall, we would 
recommend investors concentrate on the oil names, as we believe longer term 
fundamentals are more supportive to oil prices.  

Risks to Our Outlook  

Ironically, the largest risk to oil prices is a major escalation of geopolitical tensions, 
leading to a disruption of global oil supplies, and in turn a spike in oil prices. We 
believe WTI oil prices are likely to be well supported in a range of roughly 
US$90.00/bbl to US$110.00/bbl, in part based on these current geopolitical issues. 
However, if tensions were to escalate and lead to an actual disruption to global 
supplies, this could result in a spike in oil prices, putting the global economy at risk of 
falling into a recession. The second risk to our outlook has been the dramatic ramp 
up of US oil production in recent years. US oil production, as a result of new drilling 
techniques, is set to reach an average of 8.5 mln b/d, up from 5 mln in 2008. 
According to the EIA, US oil production is set to reach its highest level since 1972. 
While this is a great achievement and positive development for the US economy, it 
could lead to lower future prices, as it impacts the global supply/demand dynamics. 
Overall, we believe the risks to oil prices are contained, and see it trading at these 
elevated levels for the foreseeable future.  

  

Technical Support for Nat Gas is $3.25 to $3.50/mcf  US Oil Production Is Up Dramatically In Recent Years 

  
Source: Bloomberg, Raymond James Ltd. 
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Where to Invest  

With the recent gains, valuations for the S&P/TSX Energy sector have expanded and 
therefore investors need to be more selective. Currently, the broad energy sector is 
trading at 18.3x forward earnings and 8.9x price-to-cash flows. Within the energy 
sector there are 6 main sub-industries – integrateds, exploration & production (E&P), 
refining, storage & transportation, drillers and equipment. Our preference is more 
for the senior companies within the integrateds and E&P sub-industries, given their 
attractive valuations. Both sub-industries trade around 7.5x price-to-cash flow, which 
is a discount to the overall energy sector. Specific names in the integrateds we like 
include Suncor Inc. (SU-T) and Cenovus Energy Inc. (CVE-T). In the E&P space we 
continue to view Canadian Natural Resources Ltd. (CNQ-T) and Vermilion Energy Inc. 
(VET-T) as core holdings.  

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

S&P/TSX Energy Sector P/CF Ratio Is Elevated  Therefore, Consider the Cheaper Integrateds and E&P  

 
 

Source: Bloomberg, Raymond James Ltd. 
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