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In terms of its impact on the 
overall stock market, the energy 
sector, which accounts for less 
than 7% of the market’s total 
capitalization, usually punches 
well above its weight. 
There are several reasons for 
this.  First, energy costs have a 
direct impact on discretionary 
income.  From fueling vehicles 
to heating and cooling homes, 
energy prices can take a big 
bite out of consumer budgets. 
Natural gas is also a key input 
in many manufacturing process-
es, so a change in its price rip-
ples through to consumer and 
producer prices, directly affect-
ing the overall rate of inflation. 
In recent years, oil & gas devel-
opment and production activi-
ties have been an engine of 
U.S. economic growth.  Drilling 
in unconventional resource 
plays from North Dakota to 
Texas to Pennsylvania has been 
a boon to local economies. 
It was not surprising, therefore, 
that the plunge in oil and natu-
ral gas prices in early 2016 
nearly cracked the equity mar-
ket.  Besides signaling imminent 
curbs in production due to a 
supply glut, the drop in oil and 
natural gas prices raised con-
cerns about weakness in final 
economic demand. 
The equity market does not like 
extremes in oil & gas prices.  
High prices reduce incomes and 
spark inflation.  Low prices cor-
relate with weak economic ac-
tivity (including declining oil & 
gas production). 
In recent years, advances in 
exploration technology and drill-
ing and completion methods, 
especially horizontal fracturing, 
have contributed to a significant 
global oversupply in oil & gas.  
That has precipitated the com-

The rise in drilling activity was 
spurred by the rebound in oil 
and natural gas prices during 
2016.  After plunging early in 
the year, the price of West Tex-
as Intermediate crude oil aver-
aged $43.54 per barrel in 2016 
and closed the year at $53.72.  
Natural gas averaged $2.56 for 
the year, closing at $3.72. 
So far in 2017, prices of both 
commodities have been range-
bound (see the charts above), 
but a plunge in crude oil to $47 
per barrel in March and a simi-
lar drop since mid-April have 
raised concerns about potential 
future weakness. 
With the price drops over the 
past few days, futures markets 
anticipate that WTI crude will 
average $49.29 in 2017, slightly 
above the current price level, 
and natural gas will average 
$3.25, also above the current 
level.  Oil prices are currently 
expected to hold steady in 
2018, but natural gas prices are 
forecasted to drop further to 
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• The Oil & Gas sector has an 
outsized impact on the 
broader market.  Recent 
weakness in oil prices rais-
es concerns of another sell-
off. (p.1) 
 

• But the Longer-Term Pic-
ture is Bright for Oilfield 
Services.  Declines in capi-
tal spending by producers 
over the past few years will 
likely force them to play 
catch-up in the years 
ahead, if demand growth 
remains steady.  This will 
drive greater demand for 
oilfield services. (p.1,4) 

• Baker-Hughes and GE Oil & 
Gas are poised to complete 
their merger at mid-year. 
The merger will create the 
second largest oilfield ser-
vices firm (behind SLB).  
New Baker Hughes stands 
to gain from the industry 
rebound and increase mar-
ket share by applying GE’s 
technological know-how 
across the expanded prod-
uct portfolio. (p.2) 

• General Electric shares 
have underperformed the 
market this year. Lackluster 
Q1 earnings and cash flow 
contributed to the weak-
ness, but management 
reaffirmed 2017 guidance. 
The stock should benefit 
when the BHI-GE Oil & Gas 
tie-up is completed. (p.3) 

• Peabody Energy has exited 
Ch. 11.  I have converted 
the bonds into cash and 
new stock and will increase 
my position, despite the 
recent weak relative perfor-
mance of coal stocks (p.4) 

• ACTION THIS ISSUE: 
Adding to BHI, GE and BTU. 
(p.4) 
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modity price declines.  Oil and 
natural gas prices hit their most 
recent cyclical lows in February 
2016, briefly touching $26.05 
and $1.61, respectively, before 
bouncing back.  The recovery in 
prices during 2016 was locked 
in as the year came to a close 
when OPEC and Russia agreed 
to production cuts. 
So far, those major producers 
seem to be in compliance with 
the agreed production cut, 
which has helped oil and natu-
ral gas hold on to their gains. 
But the oil market is still nerv-
ous about the sustainability of 
the price rebound, in part be-
cause U.S. drilling activity has 
risen sharply since mid-2016. 
According to Baker Hughes, the 
U.S. rig count at the end of 
April was up 107% year-over-
year to 857.  Oil rigs were up 
110% and gas rigs 104%.  Oil 
rigs represent 80% of the total. 
Outside of North America, the 
March 2017 rig count was down 
4.3% year-over-year. 
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In late October, Baker Hughes agreed to merge with GE’s Oil & 
Gas business.  The combination creates a larger oilfield services 
competitor offering products and services “fullstream” (i.e. 
across the entire oil & gas value chain from the upstream 
through to the downstream).  The new company, “Baker 
Hughes, a GE Company,”  will be the second largest oilfield ser-
vices by revenues, behind Schlumberger (SLB), 
There is surprisingly little overlap between the two companies. 
To characterize each company simply: Baker Hughes is more 
service oriented.  Although many of its products, like its 
“Terradapt” adaptive drill bit, are differentiated in the market-
place, BHI provides a full range of services that help oilfield 
developers maximize yields, improve productivity and reduce 
operating costs. Its product and service offering includes drilling 
& evaluation, completions & production and industrial services 
(including pipeline services and downstream chemicals).  It uti-
lizes sophisticated instruments and technical software across the 
value chain to evaluate operating conditions and identify poten-
tial problems and opportunities for its customers. 
GE Oil & Gas, on the other hand, is more product-focused.  It 
sells turbines, motors and compressors, primarily used in pro-
duction and transport, especially in natural gas and LNG appli-
cations and offshore.  Its services are dedicated mostly to opti-
mizing the performance of these products.  In recent years, GE 
Oil & Gas has broadened its product and service offerings in 
measurement and control, which has expanded its potential 
target market across the entire oil & gas value chain, putting it 
more in direct competition with the integrated solutions offered 
by large oilfield services companies. 
The merger with Baker Hughes will further expand GE’s reach 
into areas such as drill bits, downhole drilling tools, drilling & 
completion fluids, drilling services, casing & tubing and cement-
ing services, among others.  Baker Hughes will broaden and 
deepen its turbomachinery portfolio, strengthen its presence in 
subsea and gain the leading market position in LNG.  It will also 
gain access to the GE Store, GE’s term for its formidable cross-
industry research & development capabilities, including digitizing 
industrial processes, Predix (its cloud-based industrial applica-
tions platform), additive manufacturing (aka 3D printing), mate-
rials science and specialized technologies such as computed 
tomography (CT).  As an example: even though BHI’s AutoTrak 
drilling system is considered by many to be “best-in-class,” the 
companies see an opportunity to enhance it with GE technology.  
The merger offers some near–to-medium-term benefits from 
cost and revenue synergies.  The companies have identified 
$1.2 billion of cost synergies and $0.4 billion of venue synergies 
expected to be realized from 2018 to 2020.  Some analysts see 
the cost synergies as aggressive, because of little overlap in the 
two companies’ product and service offerings.  I think that the 
new Baker Hughes may need to sustain higher operating costs 
for a time in order to realize the full potential from applying GE’s 
digital industrial technologies across the integrated product and 
service portfolio. 
Yet, management says that there are numerous opportunities to 
reduce costs.  The $1.2 billion of cost synergies represents only 
4.5% of expected 2020 spending.  Management has established 
specific targets for each category of savings, including supply 
chain improvements, facilities rationalization, process optimiza-
tion and other SG&A cost reductions.  It assumes spending 
$900 million to achieve the $1.2 billion of annualized savings.  
I assume that the $0.4 million objective for revenue synergies 
represents increased operating profit, which translates into a 
targeted revenue increase of roughly $4 billion.  That represents  
12.5% of the cyclically normalized revenues of $32 billion for 
the companies (using 2015 results as the baseline).  That 
12.5% revenue target strikes me as reasonable, as the com-
bined companies will be able to cross-sell their products and 
services to their respective customers. GE says that its custom-
ers have been asking it to expand its portfolio so that they can 
gain the full benefit of GE’s digital industrial capabilities. 

The structure of the deal, presented simply, calls for GE to con-
tribute GE Oil & Gas plus $7.4 billion in cash in exchange for a 
62.5% equity stake.  BHI investors will receive that $7.4 billion 
in cash (equals to $17.50 per share) and retain a 37.5% eco-
nomic interest in new Baker Hughes. 
Valuing new Baker Hughes is challenging at this time, given 
that the profits of both companies are cyclically depressed and 
the lack of available pro forma financial information on the new 
Baker Hughes.  I have provided a simplified look at some finan-
cial metrics for the combined companies above. 
The new Baker Hughes may gain some market share by adopt-
ing a new business model that guarantees product and service 
performance.  It will also win deals by offering customers fi-
nancing from GE Capital.  Yet, both changes raise risks for the 
new company.  CEO Lorenzo Simonelli says that the company 
will monitor its new business model and adjust it as necessary 
in order to ensure that it prices the added risk appropriately.  
In my view, it will take at least a few years to achieve much of 
the potential from the application of new technologies across 
the expanded product and service lines.  Baker Hughes is al-
ready a sophisticated user of technology.  While there will un-
doubtedly be some low hanging fruit, new applications cannot 
be created overnight.  It will also take time and experience to 
determine how to best use the new data streams to achieve 
targeted gains in productivity and operating efficiency. 
Although I believe that the upside potential from the application 
of GE technology to the full range of product and service offer-
ings of the new Baker Hughes is significant, the company’s 
near– to medium-term performance depends much more on the 
course of oil and natural gas prices and the impact that both 
will have on customer profitability. 
Profits for oilfield service companies have fallen sharply over 
the past couple of years primarily because of the plunge in ex-
ploration and development activity.  The oilfield service compa-
nies have been forced to cut prices sharply on what business 
remained to help keep their customers afloat.  In the near-
term, BHI management has said that oil will have to rebound to 
$55-$60 in order for oilfield services companies to see a mean-
ingful and sustainable rebound in their revenues and profits.  

(Continued on page 3) 
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 BHI and GE Oil & Gas, a Preliminary View 

Baker Hughes, Soon to Be a GE Company 
The new company will be a formidable competitor to HAL and SLB. 

 2016 BHI  GE O&G  Combined  
 Revenues  9,841  12,900  22,741  
   % of total  43% 57% 100% 
 Operating income  (1,623) 1,400  (223) 
 Deprec. and amort.  1,166  529  1,695  
 Halliburton term. fee  (3,500)  (3,500) 
 Impairments, restr. 
 & write-downs  4,092   4,092  

   Adjusted EBITDA  135  1,929  2,064  
    

 Debt  3,018   3,018  
 Capex  332  284  616  
Note:  EBITDA calculation does not consider restructuring and related costs 
incurred by GE Oil & Gas because they have not (yet) been disclosed.  It also 
does not reflect the anticipated $1.6 billion of cost and revenue synergies.  I 
assume that GE Oil & Gas will have no debt that will be transferred in the 
merger, based upon a statements made previously by management.  BHI has 
filed an S-4 with the SEC regarding the merger which has not yet been made 
available to the public.  That S-4 should have considerably more details about 
the merger.  BHI currently has an equity market capitalization of $25.3 billion.  
Thus, under the assumption that BHI’s 37.5% equity stake in the combined 
companies is currently worth $17.9 billion (equal to $25.3 billion minus the 
proposed $7.4 billion cash payment), I calculate that the equity market value 
of the combined companies is $47.7 billion, which puts BHI-GE modestly ahead 
of HAL’s $39.3 billion but well behind SLB’s $99 billion. 
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While optimism about the prospect for higher oil prices ran high 
in the second half of 2016, it has since fallen back as a result of 
the recent declines in oil and natural gas prices. 
At this time, there are few clear signs that a sustainable recov-
ery either in oil and natural prices or in the profitability of the 
oilfield service companies is at hand.  The two largest oilfield 
service companies, Schlumberger and Halliburton, are expected 
to return to profitability in 2017.  Consensus estimates antici-
pate that Baker Hughes (on a standalone basis) will be just 
barely profitable in 2017.  Weatherford, which is also consid-
ered a major full-line competitor, is projected to remain in the 
red in 2017 and 2018.  70% of smaller, niche-focused oilfield 
service providers are expected to post losses again in 2017, but 
return to profitability in 2018. 
At current consensus estimates, BHI’s immediate peer group 
(including HAL, NOV, SLB and WFT) is valued at 50 times pro-
jected 2017 earnings and 30 times projected 2018 earnings.  
The high 2017 valuation multiple reflects expectations that sec-
tor profitability is on the mend.  The 2018 P/E multiple of 30 
also seems high, but it is not much out of line with the group’s 
average historical valuation.  This is a sector that has always 
traded at a high multiple (presumably under the assumption 
that demand for oilfield services would only grow and never 
decline).  The latest downturn has clearly negated that theory, 
so it remains to be seen whether the sector’s future normalized 
valuations return to historical averages.  Based upon the state-
ments of oilfield service executives, 2018 is expected to be 
another year of recovery and the industry will probably not 
return to normalized profit levels until 2019 or 2020. 
From a technical perspective, trading activity in oilfield services 
stocks does not provide any solid evidence that a quick turna-
round is at hand.  The Philadelphia Stock Exchanges Oilfield 
Services Index (OSX) has remained in a steady downtrend 
since Dec. 12.  That index is currently retesting its most recent 
low set in Sep. 2016 (which at the time was a successful retest 
of the Jan. 2016 low).  At today’s (5/2) closing level of 148.97, 
the OSX is only 1.3% away from that Sep. 2016 low of 147.03.  
If it breaks below that level, it may be headed for a second 
retest of the Jan. 2016 low of 122.09, which is 18% below the 
current level.  It would take a steep drop in oil & gas prices 
indeed for the OSX to breech the Jan. 2016 low. 
Except for Weatherford (WFT), BHI has had the best recent 
performance of the five major oilfield service firms.  WFT is up 
6.2% to date and 42.1% since hitting a 20-year low on Nov. 8; 
but the stock is still down 79% from its July 2014 high.  By 
comparison, HAL and SLB are each down about 39% from their 
July 2014 highs, NOV is down 61% and BHI is down 21%. 
BHI has outperformed both its peers and the OSX so far in 
2017. The stock has declined 8.3% in price this year (through 
5/2), which is a less than half of the OSX’s 19.0% decline.  
Technically speaking, BHI looks like it successfully retested its 
March 14 intraday low, which itself was a 38.2% retracement 
of its Jan. to Dec. 2016 advance. 
While the stock’s performance has undoubtedly benefited from 
the Oct. 2016 GE Oil & Gas merger announcement and looks 
more expensive than its larger peers on a P/E basis, BHI has 
one of the strongest balance sheets in the industry, with the 
lowest price-to-tangible book value ratio.  Its strong relative 
performance vs. its peers probably reflects at least in part its 
greater ability to withstand the downside of the current cycle. 
(Without the $3.5 billion merger termination fee that it received 
from Halliburton in 2016, however, BHI’s balance sheet would 
be materially weaker.) 
Despite the current downturn, the long-term prospects for the 
oilfield services industry appear to be quite favorable. Global 
demand for oil and natural gas is expected to grow steadily for 
the foreseeable future, but the rapid decline rates from both 
conventional and unconventional oil fields will require a step up 
in reserve replacements.  It is also getting harder (and there-
fore more costly) to find and develop major new oilfields.  Oil & 
gas exploration and production (E&P) companies will constantly 
be challenged to reduce per barrel production costs, which 
should play to the strength of oilfield service providers. 

The steep drop in capital spending by E&P companies is com-
pounding the reserve replacement shortfall  Although upstream 
spending in North America is expected to rise 38% in 2017, 
according to the Oil & Gas Journal, there probably will not be a 
corresponding increase in the rest of the world.  Thus, there is 
an increasing risk that the industry will eventually struggle to 
catch up with demand in the years ahead.  If and when that 
happens, demand for oilfield services will likely be robust. 
For the most part, oilfield service stocks remain in a downtrend, 
largely due to concerns that overproduction in North America 
will cause oil and natural gas prices to decline in the months 
ahead.  Nevertheless, the longer-term outlook is favorable for 
the industry.  In this environment, the new Baker Hughes will 
likely gain market share.  I see it as a good long-term invest-
ment opportunity. 
From a technical perspective, BHI’s stock chart shows greater 
relative strength vs. peers.  The chart also suggests tentatively 
that the stock has completed a correction of the 2016 advance; 
so it could be poised for a more sustainable rebound.  Accord-
ingly, I am adding 100 shares to my current position at this 
time and will look to increase my position in the weeks ahead.  
Given the recent weak price action in oil, this is a somewhat 
risky bet near-term, so I may seek to sell this 100 share add-on 
if oil breaks sharply to the downside and BHI falls 10%-15% 
from the current level.  I will provide a more comprehensive 
update on BHI on the web when the S-4 is released publicly. 
General Electric (GE).  GE has underperformed the mar-
ket this year, especially since it reported first quarter earnings 
on April 21.  Through the end of April, GE’s stock delivered a 
total return of –7.5%, well below the S&P 500’s total return of 
+7.2%. GE has also underperformed the S&P 500 Industrial 
sector index, which is up 6.4% over the same time frame. 
Some of the underperformance is due to weaker-than-expected 
first quarter results.  The company reported first quarter earn-
ings from continuing operations of $0.10 per share and net 
earnings of $0.07 per share.  (Non-GAAP) earnings from the 
industrial businesses plus the “Verticals” (i.e. those parts of GE 
Capital that provide direct financing in support of GE’s industrial 
businesses) were $0.21 per share.  The 2017 first quarter con-
sensus anticipated earnings of $0.17 per share. 
The business media also made a fuss over the $2.0 billion neg-
ative swing in GE’s Industrial cash flow from operating activities 
(CFOA) from +$0.4 billion in the 2016 first quarter to -$1.6 
billion.  The shortfall, which was worse than expected, was due 
to normal seasonal swings and delayed sales closings.  GE ex-
pects sequential improvement in CFOA for the balance of 2017. 
On the positive side, orders increased 7% organically and 10% 
with acquisitions.  The growth in orders was broad-based 
across nearly all GE’s businesses and operating regions.  Man-
agement was especially encouraged by a 9% increase in orders 
at GE Oil & Gas. 
Despite the lackluster first quarter performance, the company 
reaffirmed its 2017 EPS guidance of $1.50-$1.60.  That sug-
gests that year-over-year comparisons will become more favor-
able with each passing quarter. 
GE’s stock closed today at $28.99.  From a technical perspec-
tive, GE’s stock is trying to hold support at its Feb. 9 low of 
$29.03.  If it fails, traders will then be watching to see whether 
it can hold above its Oct. 31 low of $27.76. 
I believe that GE’s recent performance is somewhat correlated 
with the weakness in GE Oil & Gas’s earnings.  There is still 
considerably uncertainty about the outlook for the oil & gas 
sector and perhaps some uncertainty that the acquisition will 
not pass muster under antitrust rules.  (I believe, however, that 
the deal will be approved with few, if any, conditions or re-
quired divestitures.)  A successful merger with Baker Hughes 
and a more definitive rebound in oil and natural gas prices will 
probably set the stage for stronger relative performance for GE 
later this year.  While there is a reasonably high risk of a mar-
ket correction, I think that barring a dramatic change in the 
geopolitical environment, the market is headed higher and that 
GE will likely make up lost ground.  Accordingly, I am adding 
100 shares to my position in GE. 
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$3.07. 
In its latest Short-Term Energy Outlook, the U.S. Energy Information Administration forecasts that crude oil will average $52 per 
barrel in 2017, rising to $55 in 2018.  The EIA has a similar positive outlook on the price of natural gas.  February weakness in nat-
ural gas prices was driven by warmer than expected weather.  A modest cold snap in March helped prices recover into April; but 
working inventories at the end of March, though down 17% from last year, were still 15% above the 5-year average. With steady 
increases in domestic consumption and LNG exports, the EIA expects that working inventories will continue to decline in 2017.  
Hence, it sees the average spot price for Henry Hub gas rising from $2.51 in 2016 to $3.10 in 2017 and then to $3.45 in 2018. 
Along with its point forecasts for both commodities,  the EIA routinely provides a range calculated upon statistical 95% confidence 
level probabilities that are typically quite wide.  For example, its forecast range for July natural gas (which of course is only three 
months away), is $2.49 to $4.59 and for July crude oil is $41 to $66 for July oil.  These range forecasts acknowledge that prices can 
fluctuate wildly even over short time periods.  At present, the futures markets are less optimistic than the EIA about forward prices. 
The recent price weakness reflects the expanding output from North America.  Rystad Energy, a consultant, projects that North 
American output will expand by 100,000 barrels per day each month throughout 2017 and into 2018, if oil prices remain in the $50-
$55 range.  That is more than double the EIA’s forecast.  In a recent article, Bloomberg also noted that rising North American out-
put has been raising oil exports by one million barrels per day, effectively pushing some of the U.S. supply gut overseas. 
Although the world currently seems awash in oil and natural gas, the substantial drop in capital spending over the past two years 
will result in a supply-demand rebalancing over the next few years and eventually a supply squeeze, if worldwide demand continues 
to grow at a pace of 1%-1.5% annually.  The drop in capital spending makes it more difficult to replace the supply lost from rapid 
decline rates in unconventional wells and the sharp drop in investment offshore.  It is therefore highly likely, in my view, that we 
will eventually see a sharp rebound in commodity prices within the next several years.  Until then, however, near-term excess sup-
plies may very well continue the pressure on the industry, including both producers and service companies.  In this environment, 
financial flexibility may very well be a key determinant of staying power for many industry participants. 
Peabody Energy (BTU).  In Bulletin 1452 (Feb. 28, 2017), I  added $50,000 face amount of Peabody’s 6% Senior Notes 
due 2018 to the fixed income portfolio.  The bonds were trading at 26 cents on the dollar, making the purchase worth $13,000.  
Under BTU’s bankruptcy plan, the Notes were to receive a package of cash, new BTU stock and subscription rights for new stock 
(and warrants) estimated by the company to be worth 25 cents on the dollar. 
Peabody emerged from bankruptcy on April 3.  Based upon recent 8-K disclosures, I have estimated the amount of cash, new stock 
and additional investment required to purchase new stock.  According to my estimates, I have recorded (for the model portfolio) 
the receipt of $62.50 in cash, 124 shares of new BTU common stock and the purchase of an additional 561 new BTU shares under 
the subscription rights at a cost of $7,293 (i.e. at $13.00 per share).  That brings the portfolio’s total investment in BTU to $20,232 
for 685 new BTU shares, which represents an average cost of $29.54 per share. 
On the first day of trading, BTU shares opened at $30.03, giving the portfolio a small profit; but over the past 21 trading sessions, 
BTU’s share price has fallen to $26.11.  (It is actually up from the April 21 closing low of $22.61.)  Coal stocks have had a rough 
start to the year, probably due to a decline in overseas metallurgical coal prices and also to weakness in oil and natural gas prices.  
In addition, distressed debt investors have undoubtedly been cashing out of their positions in BTU and other coal companies. 
The decline has cost the portfolio about 80 basis points of performance.  That loss on BTU shares represents the largest incurred in 
the portfolio so far this year.  Nevertheless, I believe that the stock remains attractive over the long term.  Although there is consid-
erable uncertainty still about the timing and pace of a sustainable recovery in the coal market, BTU now has the balance sheet 
strength to ride through this period of market weakness.  I believe that market fundamentals are supportive of higher natural gas 
prices in the years ahead and when that happens, coal companies will likely ride that wave to higher coal prices and operating prof-
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COMMON STOCKS 
Company Ticker Action Existing 

Shares 
Change 

in Shares 
Recent Price 

(5/2/17) 
Safety 
Rating 

Performance 
Rating 

Baker Hughes, Inc. BHI Buy 200 100 59.57 C- 2 

Peabody Energy Corporation BTU Buy 685 315 26.11 C 1 
General Electric Company GE Buy 300 100 28.99 C+ 2 


