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EXECUTIVE SUMMARY

The dramatic decline in oil prices in the second half of 2014 appears to have
created both absolute and relative value opportunities in stocks that either have
been excessively punished by the market for their energy-related exposure or
not yet fully rewarded for the direct or indirect earnings benefits they should see
from lower fuel costs. However, investors should avoid drawing overly broad or
simplistic conclusions about where these opportunities are to be found.
Company-specific factors must be carefully analyzed, and other macro trends—
such as where an industry currently sits in the business cycle, or the
appreciation of the U.S. dollar that has accompanied falling oil prices—also
need to be taken into account.
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The following points reflect the views of Shawn T. Driscoll, manager of the
Natural Resources Strategy, and Mark S. Finn, manager of the U.S. Large
Mark S. Finn Value Strategy, as of January 31, 2015.
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Oil Prices Could Stay Lower, Longer Than Markets Currently Anticipate

= Although weaker demand growth in China and
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production growth to decelerate quickly, 9,000

despite the 54% drop in prices since last June
(Figure 1, right).
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= Qur relatively bearish outlook for oil prices is a product of our analysts’ relatively bullish views
on price sensitivities for core U.S. shale plays, the prospects for steep declines in exploration and
production costs, and projected gains in per-well productivity.

= Tier 1 U.S. shale producers—those working the best assets in the most productive areas, like
Texas’s Permian Basin or North Dakota’s Bakken Formation—are in better shape to ride out a
prolonged period of low prices than investors may realize. Despite widespread predictions of
disaster if oil fell below $80 per barrel, our estimate is that cash operating costs for Tier 1 shales
average in the $15 per barrel range while all-in breakeven costs are in the $50/bbl range and falling.
The supply destruction needed for a sustained oil
price recovery will not be easily achieved.

Figure 2: Energy Service Costs Have Risen Since the Oil
Price Crash of the 1980s, But So Has Productivity

Rapid declines in drilling costs and gains in well Through 31 Dec 2013
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in the years ahead. This projection is based, in
part, on the oil crash of the mid-1980s, which saw
prices fall more than 50% in just two years—and
then remain relatively low through the 1990s
(aside from short-term spikes associated with
geopolitical events like the first Gulf War).
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= Figure 2, right, shows that profit margins in the
oil service industry fell below zero in the late
1980s, reflecting the extreme downward 0%
pressure on pricing in a deeply depressed market. &
Margins recovered only slowly thereafter—in
part because productivity gains allowed Sources: EIA, Independent Petroleum Association of America
producers to pump more oil, on average, out of
each new well drilled, tamping down demand. We think this experience could be repeated in
coming years, supporting production levels despite the decline in oil prices.
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The Energy Sector: Midstream and Downstream Players Appear Less Vulnerable

= Steeply lower oil prices are an earnings negative for virtually all energy subsectors. However, given
the price and cost dynamics described above, some companies will suffer more than others. To the
extent market reaction has failed to take this into account, there may be relative value opportunities
in companies that have been excessively penalized. Our views on some key subsectors:

o Exploration & Production: Nearly one-third of all Oil Service and E&P companies went
out of business in the 1980s oil bust, and a similar wave can be expected this time around.
That process has not yet started, but should begin this year and accelerate into 2016, as
long-term price hedges roll off. However,

we sfull see select opportunities in _hlgh- Figure 3: U.S. Drilling Activity Is Tracking the
quality Tier 1 producers who can ride out Decline in Oil Prices
the storm and pick up assets at steep Through31Jan 2015
discounts. But careful analysis of price $140 1,700
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o Midstream/Downstream: There may be relative value opportunities in companies that
primarily serve downstream business, such as pipelines and refineries, where capital spending
should hold up better. The outlook is hardly rosy for downstream businesses. But without
supply destruction, oil still has to move to market, which should lessen the hit from negative
leverage. Many of these businesses are also high energy users and/or have diversified
carriage (railroads), so lower fuel costs should ease the pressure on margins.

o Other Energy: Oil, gas, coal, and renewables are, to a degree, substitute goods. So
downward pressure on oil prices is transferred almost immediately to those other sectors.
Similarly, a collapse in oil drilling costs will also impact the natural gas cost curve and thus
the ultimate clearing price for natural gas, hurting those producers. Here again, careful
analysis may reveal value opportunities created by market over-reaction or under-reaction.

Impact on Non-Energy Industries and Companies May Be Less Simple Than It Appears

= Lower energy prices obviously affect earnings expectations in other industries, either directly or
indirectly. However, recent market valuations may reflect mistaken conclusions about the actual
impact on specific companies, creating both opportunities and risks for longer-term, value-
oriented investors. Some sectors where this may be the case:

o Industrials: At its peak last year, the energy sector accounted for almost 35% of U.S. non-
financial capital spending, so the decline we expect in energy cap-ex would be materially
significant not just for fixed investment but for U.S. GDP growth as well. But it’s unclear
whether the potential impact has been accurately discounted for companies that have some
exposure to the sector—heavy truck manufacturers, for example. While energy-related
businesses may account for a relatively small share of revenues for these firms, energy capex
may have provided a significant chunk of their earnings growth. To the extent this exposure
has not been fully priced by the market, these may be stocks to avoid or at least underweight.

o Chemicals: Conventional wisdom suggests that lower oil prices equal lower feedstock costs,
which should mean higher earnings for chemical companies, particularly specialty producers
with some pricing power. But roughly one-third of U.S. chemical producers use natural gas as
a feedstock. These firms have enjoyed a sizable cost advantage over oil-based producers—
until now. It’s not yet clear whether the market has accurately assessed the impact, but we
remain alert to potential bargains.

o Airlines: Airlines are expected to benefit from lower fuel costs, and our analysis suggests the
earnings effect has not been fully priced in for the industry as a whole. But, here again, the
story is not quite so simple. Lower fuel costs may allow some marginal players to hang on,
keeping pressure on ticket prices on some routes. Airlines also may face regulatory pressure
to pass lower costs on to consumers—Dby reducing or eliminating fuel surcharges, for example.

© Aeros_pace: While airlines are e_XpECtEd to Figure 4: Cheaper Fuel Costs Are Leaving More
benefit from lower fuel costs, airplane Money in the Wallets of U.S. Consumers
manufacturers are widely viewed as Impact of Gasoline Prices on Disposable Income, through Jan 2015

vulnerable to order cancellations, as carriers
elect to keep older, less-efficient jets in
service. But airlines are typically reluctant to
cancel orders, out of concern that a rebound
in fuel costs will force them to return at the
back of the line. The fuel savings for new
wide-bodied jets are also still substantial,
even at current fuel prices. So the short-term
impact on the major commercial aerospace
firms may have been exaggerated.
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businesses (restaurants, for example) the knock-on effects on demand should be clear, even if
they aren’t felt immediately. But for many bricks-and-mortar retailers, and related sectors like
retail real estate investment trusts, the challenge of online shopping remains a much bigger
issue.

o Autos: Lower oil prices are obviously beneficial, shortening replacement cycles while
boosting demand for tires, auto parts, etc. But auto-related stocks already have had a strong
run since the market trough of 2009. At this point in the economic cycle, caution seems
appropriate, lower oil prices notwithstanding.

Conclusions

= While the steep drop in oil prices since mid-2014 will have widespread effects on earnings both
inside and outside the energy sector, the full implications may not be fully understood or
accurately reflected in stock prices. This may create opportunities for longer-term, value-oriented
investors.

= Mispricing may be the product of incomplete information, or overly broad generalizations based
on consensus opinion about the impact of cheaper oil on broad sectors or industries. In either
case, in-depth company-by-company analysis is likely to be critical to distinguishing true winners
from losers.

= Skilled stock selection, backed by a robust global research platform, experienced analysts, and an
interdisciplinary process that covers both sides of the capital structure (debt as well as equity) is
likely to be critical to investment success.

T. ROWE PRICE



INVEST WITH CONFIDENCE™

IMPORTANT INFORMATION

This document, including any statements, information, data and content contained therein and any materials,
information, images, links, sounds, graphics or video provided in conjunction with this document (collectively
“Materials™) are being furnished by T. Rowe Price for your general informational purposes only. The Materials are
not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the Materials and in
certain countries these Materials are only provided upon specific request. It is not intended for distribution to retail
investors in any jurisdiction. Under no circumstances should the Materials, in whole or in part, be copies,
redistributed or shown to any person without consent from T. Rowe Price. The Materials do not constitute a
distribution, an offer, an invitation, recommendation or solicitation to sell or buy any securities in any jurisdiction.
The Materials have not been reviewed by any regulatory authority in any jurisdiction. The Materials do not
constitute investment advice and should not be relied upon. Investors should seek independent legal and financial
advice, including advice as to tax consequences, before many any investment decision.

Issued in Australia by T. Rowe Price International Ltd (“TRPIL”) (ABN 84 104 852 191), Level 50, Governor
Phillip Tower, 1 Farrer Place, Suite 50B, Sydney, NSW 2000, Australia. TRPIL is exempt from the requirement to
hold an Australian Financial Services license (“AFSL”) in respect of the financial services it provides in Australia.
TRPIL is authorised and regulated by the UK Financial Conduct Authority (the “FCA”) under UK laws, which
differ from Australian laws. For Wholesale Clients only.

Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc. enters into written delegation
agreements with affiliates to provide investment management services. T. Rowe Price (Canada), Inc. is not
registered to provide investment management business in all Canadian provinces. Our investment management
services are only available for use by the Accredited Investors as defined under National Instrument 45-106 in those
provinces where we are able to provide such services.

Issued in the Dubai International Financial Centre by TRPIL. This material is communicated on behalf of TRPIL by
the TRPIL Representative Office which is regulated by the Dubai Financial Services Authority. For Professional
Clients only.

Issued in the EEA by T. Rowe Price International Limited (“TRPIL”), 60 Queen Victoria Street, London EC4N 4TZ
which is authorised and regulated by the Financial Conduct Authority. For Qualified Investors only.

Issued in Hong Kong by T. Rowe Price Hong Kong Limited (“TRPHK”), 21/F, Jardine House, 1 Connaught Place,
Central, Hong Kong. TRPHK is licensed and regulated by the Securities & Futures Commission. For Professional
Investors only.

Issued in Japan by T. Rowe Price International Ltd, Tokyo Branch (“TRPILTB”) (KLFB Registration No. 445
(Financial Instruments Service Provider), JJIAA Membership No. 011-01162), located at GranTokyo South Tower
7F, 9-2, Marunouchi 1-chome, Chiyoda-ku, Tokyo 100-6607. This material is intended for use by Professional
Investors only and may not be disseminated without the prior approval of TRPILTB.

Issued in New Zealand by T. Rowe Price International Ltd (“TRPIL”). TRPIL is authorised and regulated by the UK
Financial Conduct Authority under UK Laws, which differ from New Zealand laws. This material is intended only
for use by persons who are not members of the public, by virtue of section 3(2)(a)(ii) of the Securities Act 1978.

Issued in Singapore by T. Rowe Price Singapore Private Limited (“TRP Singapore™), No. 501 Orchard Rd, #10-02
Wheelock Place, Singapore 238880. TRP Singapore is licensed and regulated by the Monetary Authority of
Singapore. For Institutional and Accredited Investors only.

Issued in Switzerland by T. Rowe Price (Switzerland) GmbH (“TRPSWISS”), Talstrasse 65, 6™ Floor, 8001 Zurich,
Switzerland. For Qualified Investors only.

Issued in the USA by T. Rowe Price Associates, Inc., 100 East Pratt Street, Baltimore, MD, 21202, which is
regulated by the U.S. Securities and Exchange Commission. For Institutional Investors only.
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