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“Investing is the only business I know where when things go on 
sale, people run out of the store.” 

-Former UNC Endowment Chief, Mark W. Yusko

This month’s EVA Chartbook explores the recent corrections 
in energy and energy-related securities which have collapsed 
along with oil prices over the past year. As you can see in 
the chart to the right – which shows the growth of $100 
invested in US equity, energy stocks, and Master Limited 
Partnerships (MLPs) from the 2009 trough to today – these 
assets have fallen off a cliff compared to the lofty S&P 500.

While sentiment remains extremely negative on energy 
assets – with credit spreads and valuations priced for both 
continued weakness in oil prices and widespread failures 
in energy-related businesses – we believe the underlying 
fundamentals are beginning to look extremely attractive 
on a medium-term basis. Even in the event that oil prices 
collapse further (which is certainly possible under a variety 
of scenarios), we believe widespread dividend and/or 
distribution cuts are far less likely than the market currently 
seems to believe, particularly with blue chip energy stocks 
and MLPs.

As a result, these beaten-up securities – if bought and 
owned with great care – may present some of the best 

Drilling for Bargains in a Value-Depleted Market
BY WORTH WRAY & DAVID HAY

long-term income and total return opportunities in the world 
today. Patient investors who have remained conservative and 
held high cash balances in the face of lofty valuations have 
earned the right to tap into pockets of value in an otherwise 
bubbly equity market. As in horizontal drilling, exploiting these 
isolated value pockets will require great skill – not to mention 
emotional discipline in the face of near-term volatility – but we 
believe the long-term opportunities are worth the short-term 
risks.

 

Source: Evergreen GaveKal, Bloomberg
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Global Energy Outlook

BY WORTH WRAY & DAVID HAY
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•	 According to the US Energy Information Administration (EIA), world oil production as of October 1, 2015 is roughly 
95.6 million barrels/day. World consumption is roughly 94.4 million barrels/day.

•	 From April through September 2015, excess supply has fallen from 1.7 million barrels/day to 1.2 million barrels/day… 
which means 98.7% of today’s oil supply is currently being used.

•	 Today’s 1.2 million barrels/day supply glut is nothing compared to the roughly 16 million barrels/day glut in the mid-
1980s, so excess supply should run off relatively quickly due to well depletion and production cuts.

•	 Translation: Don’t expect oil prices to remain very low for very long. 

Source: EIA Short-Term Energy Outlook, October 2015

BY WORTH WRAY & DAVID HAY

The Cure for Low Prices is Low Prices
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WORLD LIQUID FUELS PRODUCTION AND CONSUMPTION BALANCE



•	 Even without production cuts (which we are already seeing) global oil supplies should naturally correct over time. 
In fact, global oil producers must replace 4-5 million barrels/day just to maintain the current production rate of 95.6 
barrels per day.

•	 For example, US shale wells tend to decline by 70% to 90% in the first year of operation, meaning that shale 
production starts to decline meaningfully without ongoing development spending.

•	 Reserve depletion is also a major factor. As you can see in the chart above, the North Sea’s oil production has fallen by 
58% from roughly 6.4 million barrels per day in 1999 to less than 2.7 million barrels today. Similarly, Mexico has seen 
production fall by 37% from nearly 3.5 million barrels per day in 2005 to 2.2 million today. Also, Alaska’s Prudhoe Bay 
production (not shown in the charts above) has dropped 83% from 1.5 million barrels per day in 1988 to only 250,000 
today.  

Source: Evergreen GaveKal, Bloomberg

BY WORTH WRAY & DAVID HAY

Production from Existing Oil Wells Declines Over Time
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Source: Business Insider
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RESERVE DEPLETION IN MEXICO & THE NORTH SEA WELL DEPLETION IN MAJOR US SHALE FIELDS



Source: Evergreen GaveKal, Bloomberg

•	 In an effort to protect their market share, OPEC countries – particularly Saudi Arabia – are forcing higher-cost, non-
OPEC producers out of the global energy market. As you can see in the chart on the left, the active rig count outside 
of OPEC has already fallen by roughly 25% (the gray line). 

•	 Recent adjustments is happening in the United States, which has become the swing producer in recent years. 
According to EIA estimates, US oil output has already fallen by roughly 600,000 barrels per day with another 500,000 
barrels per day in production cuts on the horizon. 

•	 Iran’s re-entry to global markets – expected to increase production by roughly 1 million barrels per day over the next 
year – will likely force more production cuts in higher cost oil fields. 

BY WORTH WRAY & DAVID HAY

Non-OPEC Oil Firms are Already Slashing Production
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OPEC VS. NON-OPEC RIG COUNTS
  

US RIG COUNTS



Source: Evergreen GaveKal, Bloomberg

•	 Oil prices tend to be very sensitive to changes in the trade-weighted US dollar. As you can see in the charts above, the 
dollar (inverted in the chart on the right) led the oil market into the latest price collapse as it decisively broke out of its 
30 year downtrend.

•	 With roughly $4 trillion in US dollar denominated debt in emerging markets today, a US dollar surge – induced by a 
Fed hike, European Central Bank/Bank of Japan easing, a Chinese yuan devaluation, etc – could soon usher in a global 
recession and create a demand shortfall in the global oil market.

•	 The risks for this kind of shock appear to have receded in recent weeks, but all the dominos are still lined up.

BY WORTH WRAY & DAVID HAY
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TRADE WEIGHTED US DOLLAR

Downside Oil Risk: Oil prices are vulnerable to a demand shock.

US DOLLAR & CRUDE OIL



Source: Evergreen GaveKal, Bloomberg

•	 Russia’s recent intervention in Syria has the potential to stir up geopolitical risks in the Middle East. While few analysts 
understand Mr. Putin’s motivation or strategy, we do know that Russia stands to benefit from higher oil prices and to suffer from 
lower oil prices. As you can see from the charts above, Russia’s inflation rate has spiked to nearly 16% with the ruble’s collapse 
against the US dollar, while economic growth has gone sharply negative (red line on the right hand chart) with the dual burdens 
of international sanctions and the recent collapse in oil prices.

•	 We’re not saying that a geopolitical shock will happen, but – alongside the rise of ISIS and escalating tensions between Iran and 
Saudi Arabia – the world’s largest oil-producing region does look remarkably unstable. While a geopolitically-driven spike in oil 
prices would benefit energy investors in the short-run, such a move could also be a head-fake that lures investors in at inflated 
prices before the market corrects to much lower levels. 

•	 Even in the face of rising Mid-East risks, investors should tread carefully until the risk of global recession subsides. Following a 
systematic dollar-cost-averaging approach in the bombed-out energy sector is likely the most prudent strategy. 

BY WORTH WRAY & DAVID HAY

Upside Oil Risk: Oil prices are vulnerable to a geopolitical shock.
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WHAT IS PUTIN’S AGENDA IN SYRIA? OIL PRICE COLLAPSE IS HURTING RUSSIA’S ECONOMY



Source: EIA Short-Term Energy Outlook, September 2015

•	 Natural gas is gradually replacing coal as an electricity production fuel. As a result, seasonal demand has been 
increasing for several years as consumers heat their homes during cold winters. 

•	 Despite improving demand dynamics, the dramatic increase in natural gas production since 2009 (green line on the 
right-hand chart) continues to depress prices.

BY WORTH WRAY & DAVID HAY

Signs of Rising Natural Gas Demand

Source: Bloomberg, Evergreen GaveKal
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US ELECTRICITY GENERATION BY FUEL TYPE (THOUSAND 
MEGAWATT HOURS PER DAY)

US NATURAL GAS SUPPLY & DEMAND



Source: Evergreen GaveKal, Bloomberg

•	 The US natural gas rig count collapsed in 2008/2009 along with prices, and has continued to grind lower in recent years.
•	 Yet associated natural gas* production has surged with the explosion in shale oil drilling activity.
•	 Now that the US oil rig count has recently imploded, the excess in natural gas supplies should begin to fall.
•	 Together with a rising trend in natural gas demand, falling supply could soon lead to higher prices.

* Associated natural gas is often a by-product from oil-producing wells.

BY WORTH WRAY & DAVID HAY

Signs of Falling Natural Gas Supply
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US OIL & NATURAL GAS RIG COUNTS



A Rare Opportunity in  
MLPs & Energy Stocks

BY WORTH WRAY & DAVID HAY
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Source: Evergreen GaveKal, Bloomberg

•	 Energy and energy-related securities have fallen considerably harder than the broad US equity market over the last 
year.

•	 Even in the event of an equity crash, these assets may be much closer to their respective bottoms today than other risk-
assets.

BY WORTH WRAY & DAVID HAY

Is this the Bottom for Energy?
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GROWTH OF $100 IN ENERGY & ENERGY-RELATED SECURITIES (JANUARY 2009 – PRESENT)



•	 Energy high yield spreads* over US Treasuries are now at their widest levels since the global financial crisis in early 2009.
•	 The recent blow-out in energy spreads is either an over-reaction to the stress we’re seeing in the sector, or a signal that 

broader credit conditions will deteriorate further.
•	 Indeed, non-energy yields have also been rising sharply in recent week. 

* The difference between the yield on less-than-investment-grade bonds and US Treasuries of a comparable maturity. 

Source: Evergreen GaveKal, Bloomberg

BY WORTH WRAY & DAVID HAY

Worst Credit Conditions Since 2009…
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HIGH YIELD SPREADS OVER US TREASURIES (1,000 BASIS POINTS = 10%)



•	 While oil could certainly fall another 30% to 50% in the event of a pronounced demand shortfall – potentially caused by 
a global recession – price-action since June 2014 is currently in line with the 2008/2009 experience. 

•	 In that case, a recovery in oil prices is not out of the question. We are hesitant to call a bottom here, but do believe oil is 
looking attractive on a 3-5 year time horizon. 

Source: Evergreen GaveKal, Bloomberg

BY WORTH WRAY & DAVID HAY

Crude Oil Following the 2008/2009 Path
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CRUDE OIL: RECENT DECLINE (GREEN LINE) VS THE 2008/2009 COLLAPSE (WHITE LINE)



Source: Bloomberg, Evergreen GaveKal

•	 The S&P 500 Energy Index has taken a beating since last summer.

•	 While energy stocks have not experienced the same peak-to-trough declines this time around, price-action since June 
2014 recently approached the 2008/2009 bloodbath.

BY WORTH WRAY & DAVID HAY

S&P 500 Energy Sector Following the 2008/2009 Path
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ENERGY STOCKS: RECENT DECLINE (GREEN LINE) VS THE 2008/2009 COLLAPSE (WHITE LINE)



Source: Evergreen GaveKal, Bloomberg

•	 Evergreen’s favourite price-to-sales ratio (right hand chart) suggests the collapse in energy stocks has restored 
reasonable valuations to an isolated pocket of an otherwise bubbly market. Some individual securities, like Exxon*, are 
trading near their deepest discounts in 25 years.

                                       *Please see important disclosure on page 23

BY WORTH WRAY & DAVID HAY

Energy Stocks vs. the S&P 500
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S&P 500 ENERGY VS. S&P 500 PRICE-TO-SALES: S&P 500 ENERGY VS. S&P 500



Source: Evergreen GaveKal, Bloomberg

•	 MLPs have fallen heavily out of favor since August 2014 and are currently trading 37% below last year’s highs.
•	 Prices have jumped by more than 20% in recent trading sessions after falling roughly 48% from the 2014 peak.
•	 While we are reluctant to chase the MLP rally, we do believe MLP valuations are attractive on a 3-5 year time horizon. 

Moreover, we believe they currently offer a much more attractive risk/reward relative to non-energy sectors within the 
S&P 500. 

BY WORTH WRAY & DAVID HAY

Master Limited Partnerships (MLPs) Following the 2008/2009 Path
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ALERIAN MLP INDEX: RECENT DECLINE (GREEN LINE) VS THE 2008/2009 COLLAPSE (WHITE LINE)



Source: Evergreen GaveKal, Bloomberg

•	 At their current prices, MLP spreads* to US Treasuries are 1.5% below junk bonds... but, we believe, at considerably 
lower risk of cash-flow interruption.

•	 Compared to other income-producing securities, like REITs, utilities, and emerging market (EM) corporate credit, the 
risk/reward in MLPs is compelling.

*The difference between the yield on a given security and US treasury bonds.

BY WORTH WRAY & DAVID HAY

MLPs vs. Other Income-Producing Securities
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YIELD SPREADS OVER TREASURIES



Source: Evergreen GaveKal, Bloomberg

•	 While the collapse in energy prices has clearly pulled MLP prices lower in recent quarters, we believe this reflects a shift 
in investor sentiment rather than a change in the underlying MLP fundamentals. 

•	 From that perspective, the recent drop in MLP prices may prove to be a temporary dislocation in which solid assets are 
temporarily on “sale.”

•	 Should energy prices rebound meaningfully, MLPs may produce exceptional returns due to their lofty (yet stable) cash 
flow yields (often 8% or more) and a further price recovery. 

BY WORTH WRAY & DAVID HAY

MLP Prices are More Sensitive to Energy Prices than MLP Fundamentals
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MLPS & ENERGY PRICES 



Source: Evergreen GaveKal, Alerian

•	 Despite wild swings in the price of oil and gas – along with fluctuations in US drilling activity – MLP distributions have 
been remarkably stable over the years. 

•	 In fact, MLP distributions have grown every year over the last decade… even expanding by 2.5% in 2009.
•	 On average, the Alerian MLP Index has enjoyed average annual distribution growth of 7.4%.
•	 We believe temporary declines in MLP prices represent buying opportunities as long as these distributions are stable or 

growing. 
•	 We do expect distribution growth rates to slow considerably over the next year or two, however. 

* Weighted average annual distribution growth of the Alerian MLP Index

BY WORTH WRAY & DAVID HAY

MLP Distributions Have Been VERY Stable
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MLP DISTRIBUTIONS (2005 - 2014)
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Source: Alerian as of August 31, 2015

•	 As you can see in the illustration above, MLPs have underperformed the entire investable universe in 2015. As long as 
MLP distributions remain stable, we believe this severe underperformance could lead to outperformance in the years 
ahead. 

BY WORTH WRAY & DAVID HAY

Setting the Table for MLP Outperformance?
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PERIODIC TABLE OF INVESTMENT RETURNS



Our investment committee at Evergreen GaveKal is not ready to call an 
absolute bottom and go “all in” on energy assets, but we have already 
begun to substitute MLPs for other income-producing investments and 
energy stocks for more richly valued US equities. While do we believe 
that energy prices and, thus, energy-related securities, may suffer 
further price declines in the event of a global recession, we also believe 
these already beaten-up assets are priced to outperform the broader 
stock market over a medium-term time horizon (3-5 years). Rather 
than running out of the store with other investors, we are starting to 
strategically tap into these pockets of value and are prepared to buy 
into further market weakness in the coming months. 

Conclusion
BY WORTH WRAY & DAVID HAY
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Our Current Likes and Dislikes

      This report is for informational purposes only and does not constitute a solicitation or an offer to buy or sell any securities mentioned herein. This material has been 
      prepared or is distributed solely for informational purposes only and is not a solicitation or an offer to buy any security or instrument or to participate in any 
      trading strategy. All of the recommendations and assumptions included in this presentation are based upon current market conditions as of the date of this
      presentation and are subject to change. Past performance is no guarantee of future results. All investments involve risk including the loss of principal. All material 
presented is compiled from sources believed to be reliable, but accuracy cannot be guaranteed. Information contained in this report has been obtained from sources believed to be reliable, Evergreen Capital Management LLC makes 
no representation as to its accuracy or completeness, except with respect to the Disclosure Section of the report. Any opinions expressed herein reflect our judgment as of the date of the materials and are subject to change without 
notice. The securities discussed in this report may not be suitable for all investors and are not intended as recommendations of particular securities, financial instruments or strategies to particular clients. Investors must make their own 
investment decisions based on their financial situations and investment objectives. The specific securities identified and described do not represent all of the securities purchased, held, or sold for advisory clients, and you should not 
assume that investments in the securities were or will be profitable. Exxon is used as an example to illustrate the discount of blue chip energy stocks.  You should not assume that an investment in any of these securities  was or will be 
profitable.  ECM currently holds Exxon, and purchases it for client accounts, if ECM believes that it is a suitable investment for the clients considering various factors, including investment objective and risk tolerance.

•	 Real Estate Investment Trusts (REITs)*

•	 Small-cap value

•	 Mid-cap value

•	 Small-cap growth

•	 Mid-cap growth

•	 Floating-rate bank debt ( junk)

•	 Lower-rated junk bonds

•	 Emerging stock markets

*However, some small and mid-cap issues look 
attractive (and are becoming even more so)

•	 Most cyclical resource-based stocks

•	 Large-cap value

•	 Short-term investment grade corporate 
bonds

•	 High-quality preferred stocks yielding 6%

•	 Long-term investment grade corporate bonds

•	 Short yen ETF

•	 Emerging market bonds (local currency)

•	 Short euro ETF

•	 Emerging bond markets (dollar-based)

•	 Bonds denominated in renminbi trading in 
Hong Kong (dim sum bonds)

•	 Canadian dollar-denominated bonds

WE’RE NEUTR AL ON

I M P O R TA N T  D I S C LO S U R E S

Changes are noted in bold.

WE DON’ T LIKE

•	 Large-cap growth (on a deeper pull back)

•	 International developed markets (on a 
deeper pull back)

•	 Canadian REITs

•	 Intermediate Treasure notes

•	 BB-rated corporate bonds (i.e., high-quality, 
high yield)

•	 Cash

•	 Publicly-traded pipeline partnerships yielding 
7%-12% (MLPs)

•	 Intermediate-term investment grade 
corporate bonds, yielding approximately 4%      

•	 Gold-mining stocks

•	 Gold

•	 Intermediate municipal bonds with strong 
credit ratings

•	 Long-term municipal bonds

•	 The Indian stock market

•	 Long-term Treasury bonds

•	 Blue chip oil stocks (on a pull-back after 
the recent rally)

WE LIKE


