
2 Reasons Baytex Energy Corp. Shares Have Bottomed

Description

Baytex Energy Corp. (TSX:BTE)(NYSE:BTE) has been one of the poorest-performing names in its
peer group over the past six months, and, despite the fact its most recent quarter was surprisingly
positive, the market completely overlooked it.

Baytex reported a number of positive developments. Despite an average WTI oil price of about
US$41.58 year-to-date, Baytex generated year-to-date free cash flow of $42 million. The company
further reduced its debt load, upped its production guidance, and lowered its capital costs.

There is good reason to believe that peak pessimism has been reached with Baytex. The company is
currently trading at about $5 per share with oil around $45 per barrel, and the company trades at a
massive 15% discount to its peer group on an enterprise-value-to-debt-adjusted-cash flow basis. A
sustained lower share price for Baytex would require unreasonably low oil prices in 2017, or a weaker
than expected production outlook at current prices. Both are unlikely.

2017 oil prices are unlikely to average lower than US$45 per barrel

The single most important factor for Baytex is oil prices. Oil is currently trading around US$45 per
barrel, and a further sell-off in Baytex would require a larger move down in oil prices. While such a
move is possible over the short term—especially considering there is a chance OPEC could come to
no agreement at the end of November—what truly matters for Baytex is where oil prices will average
over the next year.

It is difficult to see a scenario where oil prices average under $45 for the year. Canada’s banks see oil
prices averaging between $54 and $60 for the year, and this is a sensible range. Despite the
pessimism around the oil market now, it is important to remember that the global liquids market was
oversupplied by an average of two million barrels per day in 2015. In September 2016, this had
dwindled down to 80,000 barrels per day.
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At the same time, the U.S. crude inventories that the market is so often concerned about have been on
a steady decline and are only 31.7 million barrels above where they were last year. This figure wasover
120 million barrels in August.

With many refineries currently shut down for maintenance, this is a seasonally weak period for oil.
Regardless of what happens with OPEC (they are limited in how much they can raise production since
most countries are near capacity), the market is set to continue this re-balancing process into 2017.

Concerns about Baytex’s falling production are overblown

Due to the fact that about 35% of Baytex’s production comes from its Canadian heavy oil segment,
there are concerns that Baytex could see its production decline should oil prices not average above
$50 per barrel.

Baytex has indicated it would require $50 oil before it re-starts drilling in Canada, and, as a result, this
production will decline as wells exhaust themselves and aren’t replaced. This would take down
Baytex’s overall production. These concerns are largely overblown.

Despite oil being in the mid-$40s currently, Baytex actually just upped its production guidance for the
year from 67-69 thousand barrels per day to 69-70 thousand barrels per day. This is because Baytex
decided in the most recent quarter to increase the number of rigs on its Eagle Ford asset base from
two to three last quarter to four currently.

Baytex has stated it needs about four rigs to keep production in the Eagle Ford flat, and this implies
that, at current pricing levels, Baytex would likely be able to maintain 65% of its production base.

While it is true that should oil prices average only $45 for the year that Canadian production would
decline, Baytex just re-instated 7,500 barrels per day of Canadian production that it had shut down due
to low oil prices. It estimates it wouldn’t need to shut down production again unless oil dropped below
$40, and this shut down was a major source of weak Canadian production this year.

With Baytex decreasing its Eagle Ford capital costs from $8.2 million per well to $5.2 million per well in
the previous quarter, further cost reductions could mean more production from the Eagle Ford to offset
weakening Canadian growth.

The end result is that even in the weak scenario of $45 for 2017, Baytex is likely to see little production
deterioration and little cause for a further sell-off.
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