
Equity Research
18 November 2013

 

Barclays Capital Inc. and/or one of its affiliates does and seeks to do business with companies 
covered in its research reports. As a result, investors should be aware that the firm may have a 
conflict of interest that could affect the objectivity of this report. 

Investors should consider this report as only a single factor in making their investment decision. 

PLEASE SEE ANALYST CERTIFICATION(S) AND IMPORTANT DISCLOSURES BEGINNING ON PAGE 10. 

Barclays China Shale and Tight Gas Field Trip 

Go East; SLB is Leading the Way  
SLB is Leading the Way in China: Last week we spent five days in China, primarily with 
Schlumberger touring the company’s new major manufacturing facilities in Shanghai, 
visiting the SCP headquarters (Schlumberger and CoPower joint-venture) in Xi'an, a 
temporary operations base in Panlong, and a well site in Yan’an (Ordos Basin). We also 
met with Schlumberger's management team, including the company's President of 
China, Cheng Xu, the GeoMarket Manager, Lawrence Chou, and numerous members of 
the local management team. In addition, we spent two days in Beijing visiting with 
Chinese oil companies, local oil service providers and U.S. Government officials. While 
the PetroChina scandal may slow capital spending growth in 2014, the potential for 
China to unlock its vast and enormous hydrocarbon resources, in particular tight gas 
and shale gas, is significant and in our view Schlumberger has a sizeable leadership 
position in the country. In addition, Schlumberger's manufacturing super center and its 
Asia Global Sourcing center are part of the company's broader corporate restructuring 
including its enhanced R&E efforts and shared services strategy that was unveiled at 
our CEO Energy/Power Conference in September. The scale and expertise of 
Schlumberger was on full display. SLB remains our top pick.  

Plenum Supportive: Our trip coincided with the Communist Party's four-day Third 
Plenum meeting of China's 18th Central Committee, a once per decade event that sets 
the economic agenda for the following decade. The Party pledged to allow markets to 
play a decisive role in allocating resources, which we think will be a key to making 
China's tight gas and shale gas opportunity into a major reality. As domestic gas 
prices rise, the economic incentives to accelerate tight and shale gas developments will 
improve. Any doubt about the announced price hikes by 2015 (70-80% for industrial 
users) should be alleviated by the document released after the Plenum. The Party also 
pledged support to the growing private industry, which we think will be a significant 
participant in China's own shale gas revolution.  

A Long History in China: Schlumberger has a long history in China with continuous 
operations for 33 years. The company has been operating in the country since 1980 
when Schlumberger moved its wireline operations into China. The company now offers 
all 15 of its product lines including many of its new innovative products such as the 
SPARK pressure pumping model and HiWAY. Schlumberger first entered the land 
business in 1980 and the offshore markets in 1982, and since that time the company 
has entered and participated in all the major basins in a variety of ways. A culmination 
of Schlumberger's push into China, in addition to its manufacturing hub of the future 
in Shanghai (the Qingpu Product Center), was the recent establishment of the 
Schlumberger China Petroleum Institute in Beijing.  
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CHINA VISIT REINFORCES OUR VIEW OF SLB AS TOP PICK 

Our visit to China reinforced our view that Schlumberger is continuing to lead the industry 
into new opportunities and territories and that the company’s scale is unmatched. The 
ability to leverage this scale and scope is a key differentiator in our view and one that we 
feel is deserving of a much higher valuation, especially in the context of an improving global 
upcycle.  

We continue to believe Schlumberger will be the primary beneficiary of the multi-year 
upturn in deepwater, subsea, exploration and international spending that is in the early 
stages and gaining momentum, as well as the rebound poised to unfold in North 
America.  The company has the greatest leverage to the international markets relative to its 
peer group, a compelling valuation, and a ramping share buyback program, all of which we 
find attractive. We rate the shares Overweight. 

Schlumberger’s Scale and Expertise was on Full Display 
Last week we spent five days in China, primarily with Schlumberger touring the company’s 
new major manufacturing facilities in Shanghai, visiting the SCP headquarters (a 
Schlumberger and CoPower joint-venture) in Xi'an, a temporary operations base in Panlong, 
and a well site in Yan’an (Ordos Basin). We also met with Schlumberger's management 
team, including the company's President of China, Cheng Xu, the Geomarket manager, 
Lawrence Chou, and numerous members of the local management team. In addition, we 
spent two days in Beijing visiting with Chinese oil companies, local oil service providers and 
U.S. Government officials at the U.S. Embassy who are helping China to realize its energy 
potential and increase access and sales for American companies into the market.  

We see the company's two major competitive strengths as its large footprint and the 
company's pool of local talent. Schlumberger operates in the five major basins in the Central 
and Western parts of China, as well as the Bohai Bay and the South China Sea. Roughly 67% 
of the management team is Chinese nationals while 81% of its technology staff is local. 
Company-wide, about 64% of Schlumberger's Chinese employees work in domestic China 
with 36% on assignment outside of China.  

While the PetroChina scandal may slow capital spending growth in 2014, the potential for 
China to unlock its vast hydrocarbon resources, in particular tight gas and shale gas, is 
significant and in our view Schlumberger has a sizeable leadership position in the country. In 
addition, Schlumberger's manufacturing super center and its Asia Global Sourcing center 
are part of the company's broader corporate restructuring, including its enhanced R&E 
efforts and shared services strategy that was unveiled at our CEO Energy/Power Conference 
in September.  

  

SLB’s scale in China is 
unmatched 

Multi-faceted view of Chinese 
unconventional opportunities 
and challenges following five 
days across China 

The company's two major 
competitive strengths are its 
large footprint and the 
company's pool of local talent. 

The potential for China to 
unlock its vast and enormous 
hydrocarbon resources is 
significant 
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Plenum Supportive of Significant Market Growth  
Our trip coincided with the Communist Party's four-day Third Plenum meeting of China's 
18th Central Committee, a once per decade event that sets the economic agenda for the 
following decade. The Party pledged to allow markets to play a decisive role in allocating 
resources which we think will be key to making China's tight gas and shale gas opportunity 
into a major reality. As domestic gas prices rise, the economic incentives to accelerate tight 
and shale gas developments will improve. Any doubt about the announced price hikes by 
2015 (70-80% for industrial users) should be alleviated by the document released after the 
Plenum. The Party also pledged support to the growing private industry, which we think will 
be a significant participant in China's own shale gas revolution. 

It was also interesting that in Friday’s China Daily, a daily publication with the widest print 
circulation of any English-language newspaper in the country, the main section was 
devoted to the key points of the Third Plenary Session and the front page of the business 
section had a picture of the China National Petroleum booth at this year’s Offshore 
Technology Conference (OTC).   

Demand Backdrop Impressive; Fundamentals Supportive 
The demand backdrop for China is impressive. Currently the country consumes 12% of the 
world's oil production and 4% of the world's natural gas. China imports 40% of its gas 
needs and 60% of its consumed oil; we believe this situation is economically unsustainable 
and will lead to an acceleration of unconventional activity in China. The country has set 
ambitious goals for unconventional gas in particular, with production targets of 6.5 bcm by 
2015 and 80 bcm by 2020, up from a minimal amount today. This is in the context of 
significant challenges such as difficult terrain, subsurface complexity, a lack of sufficient 
water and unclear policy. However, many of the challenges play into the strengths of the 
large cap diversifieds, in our view, and especially to those of Schlumberger.  

Fundamentals in China are strong, technology adoption is improving, Schlumberger has a 
strong foundation of people and infrastructure while offering all of its product lines, and is 
increasingly pushing and seeking new businesses models and partnerships to accelerate 
growth. We expect Schlumberger to continue to be flexible with its strategy.  

The government is further developing natural gas policies and has stated its intention that 
resource prices gradually become more market-based; that said, the government continues 
to own all the resources, which limits some of the incentives that are prevalent in some 
major resource plays such as in North America.  

The country's hydrocarbon industry remains dominated by NOCs, including three of the top 
20 global E&P spenders: PetroChina, CNOOC and Sinopec. There is a fourth, newer oil 
company that has been established by the government, Yanchang, which is provincially 
owned. While the top three have historically divided the country's operations into three 
areas there is now some small competition ongoing as the government is attempting to 
drive efficiency by allowing all three to bid on blocks in the others’ main territories. For the 
oilfield services market about 90% of the spend currently goes to the in-house oil services 
entities of the NOCs with the other 10% to the major global diversifieds and some local 
Chinese OFS companies such as Anton Oil, SPT Group and PetroKing. However, we believe 
the market shares are poised to shift dramatically over the next decade with the major 
global diversifieds and the Chinese independents gaining significant share, as well 
complexity increases dramatically. Schlumberger is positioning itself in front of this 
revolution and appears to us to be the best prepared of its peers.   

The Party pledged to allow 
markets to play a decisive role 
in allocating resources 

China has set ambitious goals 
for unconventional gas in 
particular with production 
targets of 6.5 bcm by 2015 and 
80 bcm by 2020 

Government has stated 
intentions for resource prices 
gradually to become more 
market-based 

Schlumberger is positioning 
itself in front of this revolution 
and appears to us the best 
prepared of its peers.   
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Schlumberger has a Long History in China; Invited in 
Following the Opening-up In 1978 
SLB has a long history in China with continuous operations for 33 years. The company has 
been operating in China since 1980 when Schlumberger moved its wireline operations into 
the country. The company now offers all 15 of its product lines including many of its new 
innovative products such as the SPARK pressure pumping model and HiWAY.  

Schlumberger first entered the land business in 1980 and the offshore markets in 1982, and 
since that time the company has entered and participated in all the major basins in a variety 
of ways. A culmination of Schlumberger's push into China, in addition to its manufacturing 
hub of the future in Shanghai (the Qingpu Product Center), was the recent establishment of 
the Schlumberger China Petroleum Institute in Beijing.  

Recent Growth has been Significant and is Likely to Continue 
Growth for the company in China since 2005 has been significant, including a 4x increase in 
sales of Schlumberger's products and services and a 15x increase in sales of locally branded 
products and services. In addition, since 2005 Schlumberger has doubled its sales to 
Chinese NOCs in other international markets and has experienced a 69x improvement in 
global sourcing and manufacturing output.  

 
FIGURE 1    
SLB Branded Products and Services in China 

 

Source: Schlumberger, Barclays Research 
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Schlumberger China Petroleum 
Institute in Beijing 
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A New Growth Model Unfolding 
Historically Schlumberger's growth model has been to provide unique value by leveraging 
the company's technical expertise to access the market. However, a new three-pronged 
growth initiative is underway, which includes 1) integration, 2) partnerships, and 3) 
localization.  

With respect to technical engagement and integration the company is providing integrated 
exploration, help with unconventional resources, and product enhancement expertise. The 
company has placed technical experts from all of its domains on this push, with the 
Schlumberger China Petroleum Institute playing a major role in this initiative. Some early 
examples of success include helping one of the NOCs with its goal of increasing production 
of gas by more than 50%. In pilot wells Schlumberger has been able to double production.  

On the partnering aspect a prime example is land seismic, which is extremely competitive. 
Schlumberger has addressed this market with a joint offering that has created two revenue 
streams: 1) leasing and renting equipment and 2) processing and interpretation of data. The 
company has introduced UniQ into the market; this process continues to break records for 
shots per day and has led to enhanced imaging and more efficient operations. The company 
is also partnering to enhance drilling performance. In the Bohai Bay a CNOOC/SLB joint 
project has increased the rate of penetration by 2x.  

And finally Schlumberger is partnering to enhance production. This is especially true in the 
Ordos Basin, which is the most significant natural gas basin in the country today. While 
Schlumberger's partners provide products such as pressure pumping and crews, the 
company provides higher technology products and services such as engineering, fluids, 
materials and low pressure equipment. A key success has been a 4x production increase for 
a client with a 60% reduction in proppant volumes. Schlumberger says its key is to provide 
"more with less." 

In addition, the company has a variety of joint ventures to provide services, including the 
well known IPM JV with Anton Oil as well as ownership of two local companies: 1) XPC 
which provides ESPs and 2) JHP which provides direction drilling services.  

Shanghai Operations to Support Schlumberger’s Global 
Growth; Represent Part of CEO Paal Kibsgaard’s New Vision  
In Shanghai Schlumberger has two main operations: its Qingpu Product Center and its 
Global Sourcing and Support location in Podong. The Shanghai operation is clearly a 
Schlumberger "Hub of The Future" and a representation of what CEO Paal Kibsgaard has 
envisioned as the company’s future operational structure and business model, including 
enhanced R&E efforts and a shared services strategy, which he laid out in an address at our 
CEO Energy/Power Conference in September. The Shanghai operations are geared to invest 
in infrastructure and talent, produce reliable products and service equipment, support 
business growth, and leverage the lower cost base.  

The company's products manufactured in Shanghai are primarily completion-related, with 
goals of well construction, connections, measurements and controls. The company is 
seeking to optimize production, maximize recovery and minimize risk. About 75% of 
Schlumberger's safety valves that are sold worldwide are manufactured at QPC. 

This Qingpu Product Center was particularly impressive in both throughput and overall 
scale. The new facility sits on 56 acres and includes 40,000 square meters of workshop 
space. The old facility has about 13,000 square meters of workshop space; however, the old 
facility will remain in use as this is not a move but rather a major expansion. The company 
built three new plants in 2006, is starting up three new plants currently, has about 100 

The Schlumberger China 
Petroleum Institute playing a 
major role in technical 
engagement and integration 

Schlumberger has helped a 
client in China achieve a 4x 
production increase with a 
60% reduction in proppant 
volumes 

The Shanghai operation is 
clearly a Schlumberger "Hub of 
The Future" 
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suppliers, manufactures 5,000 active parts and shipped 2.2 million items last year. 
Schlumberger also has in place internal standards and procedures to protect its IP. This 
center appeared to us to be exceptionally efficient, safe and cost effective. The facility has a 
LEAN manufacturing setup, and a cost basis that is significantly lower than in western 
countries. The company is leveraging the local sourcing opportunities and the efficiency 
gains are more than offsetting cost inflation. For example, in 2009 the facility produced a 
perforating gun every 11 minutes and now it produces a new gun every 6 minutes. 
Schlumberger plans to double the growth rate of this facility in the next three years via 
capacity expansion and tapping local talent and resources.  

The company's global sourcing from China is clearly increasing and Schlumberger has a 
dynamic and agile team on the ground that includes over 600 employees, among whom 
approximately 100 have bachelor’s degrees and 100 have either a master's degree or a Phd. 
Most of the sourcing team's employees also have field experience. The average age is 30 
and the average time with the company is about 3.5 years, so we see this as clearly a young, 
motivated team. This entity supports 34 Schlumberger manufacturing centers globally and 
can also ship directly to field locations.  

Operational Expertise Clear in Xi’an and Panlong 
In addition to touring Schlumberger's operations in Shanghai we travelled to Xi'an and then 
to Panlong and Yan’an to understand SCP Oilfield Services and visit the first rig on site for 
the Natural Gas Development Technical Cooperation Project in the Ordos Basin. The Ordos 
Basin is the second largest oil and gas producing basin in China and in 2011 produced 
about 2 tcf of natural gas. 

SCP is a JV that was established in 2010 between Schlumberger and CoPower. CoPower has 
been operating in the Ordos Basin since 1993 and is an E&P and oilfield services company. 
The SCP JV is tasked with tapping IPM/SPM potential through developing oil and gas blocks 
and production based businesses. SCP provides well construction, downhole services, 
surface facilities, and production services.  

The SCP project we visited was for Yanchang Petroleum and started this year, with the 
major operational ramp-up expected to unfold in 2014. The contract is a technical services 
contract for 30 years on a tight gas field in North Shanxi with first gas expected in 2015. 
SCP is currently developing the field development plan, will provide well construction and 
completions, management of the construction of a subsurface facility and will provide 
production management including management of the surface facility. The wells will be 
horizontally drilled and will include multi-stage fracks. The operation officially started in 
September with the first drilling rig arriving on location and the company expects to have 12 
rigs mobilized by early 2015. The surface facility is expected to be operational in 2015. The 
wells are expected to take 70-80 days to drill with target depths of about 3,000 meters.   

Schlumberger plans to double 
the growth rate of this facility 
in the next three years  

SCP is a JV that was 
established in 2010 between 
Schlumberger and CoPower 



Barclays | Barclays China Shale and Tight Gas Field Trip 

18 November 2013 8 

GROWING CHINESE MARKET OPPORTUNITY  

The opportunity for gas development in China is substantial and the political will for 
development is clearly growing, in our view. Chinese shale and tight gas production is 
expected to grow 7.5-fold by 2020 (from 2012 levels) to 371bcm, according to the EIA. We 
estimate the Chinese service market is roughly $50-$60 billion (+5-10% growth per annum 
and >2/3 offshore) with roughly 80%-90% of this being absorbed by Chinese state-owned 
service companies. However, we expect the Chinese market to open further (potentially as 
much as 50% in five years) as rooting out inefficiencies and corruption is a focus and the 
development of unconventional resources is imperative to meeting growing demand. We 
note that 2014 upstream CAPEX estimates for Chinese Oils is likely to be flat to slightly 
down (due to unfolding corruption probes and a focus on efficiency) but we expect growth 
to resume in 2015 and through the remainder of the decade.  

 
FIGURE 2    
China natural gas production, 2010-2040 (trillion cubic feet) 

 

Source: EIA 

Big Four Share to Grow with High-End Service Growth and As Market Opens 
While it is difficult to gauge the market share and size of the Chinese onshore service 
market, we estimate the Big Four’s combined onshore service revenue in China to be 
roughly $600 million or 30% to 50% of the “open” onshore service market. We estimate the 
balance is split between the three leading Chinese service companies (30%-40%), and other 
domestic low-end and commodity players (20%-30%). However, we anticipate the quality 
of this revenue will improve in concert with the growth in high-end onshore services in 
China (~20% annually versus ~15% for commodity services onshore), favoring high-quality 
players like the Big Four and the three established Chinese companies. As a result, we 
believe SLB’s onshore revenue could increase over 10-fold in the coming five years based on 
5-10% total spending growth (to ~$80 billion) and assuming ~50% of the market is opened.  

Gas and Unconventionals Gaining in Importance 
China’s 12th five-year plan called for natural gas to grow as a portion of the energy mix to 
7.5% (from 5% currently), implying demand of 250bcm, up over 130% from 107bcm in 
2012 (and to 10% by 2020). More than 2/3 of the increase by 2015 is expected to come 
from piped gas and LNG imports with the remaining 30-40bcm coming from an increase in 
Chinese natural gas production. Growth in horizontal drilling and tight gas is expected to 
grow substantially to meet this demand. In 2012, roughly 3,000 horizon wells were drilled in 
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China (oil and gas), essentially double the amount drilled in 2010. We note that shale gas 
remains in its infancy in China (most horizontal drilling is tight gas) and that the state has a 
target of producing just 1.5bcm of commercial shale gas by 2015.  

Four Main Challenges 
There are a number of challenges facing the development of Chinese unconventional gas; in 
our view, the four most prevalent involve remote terrain, subsurface complexity, water 
availability, and policy.  

Remote Terrain 
Challenges associated with the remote locations of well sites were evident during our drive 
up mountain terrain in Yan’an. Our 4x4 excursion to the well site was hindered by winding, 
cliff-hugging, and pothole-laden roads. At one point, the envoy even had to dodge a loose 
hog that was being guided up the road by one of the villagers. 

Reservoir Complexity  
Regarding the reservoir complexity, Schlumberger noted the challenging geomechanics of 
the basins in China highlighted by higher levels of horizontal stress than in the U.S. 
Unconventional wells in China are deep, leading to longer drill times. While the terrain in the 
Tarim Basin is more accommodating, well depths in the region continue to grow. Wells in 
the Ordos Basin (which we visited), are shallower; however, the basin has low permeability 
levels.  

Water Availability  
Water issues are among the most concerning and pressing to the long-term development of 
China’s unconventional ambitions. China’s per capita water supply is well below the global 
average (2,000 meters of freshwater annually versus 6,200 worldwide, according to 
Brookings). There is intense political will to alleviate these challenges and bring supplies 
where they are needed; however, these efforts can often create unintended consequences 
(eg, diversions of water to population centers in the east have created droughts in the 
south). In some instances the water challenges go hand-in-hand with the issues 
surrounding remote well site locations. To meet water demand at the site we visited in 
Yan’an, Schlumberger will need to transfer 40 trucks of water up the mountain per stage (a 
challenging endeavour, in our view, given our first-hand experience). Some initial research is 
being done around the potential for CO2 as a substitute for water; however, this potential 
solution seems far off at this point.   

Policy 
The policy challenges associated with gas development in China are largely two-fold: 1) lack 
of a free-market gas price, and 2) government-owned land and natural resources. The 
natural gas prices should continue to be government-fixed; however, we believe there is 
increasing scope for this to be alleviated as the strategic importance of gas grows and as the 
Communist Party of China looks to increase market-led mechanisms in the economy. The 
challenges related to land and resource ownership look set to persist and are most 
frequently expressed by farmers blockading roads as they lack incentive to allow 
development. While we saw no blockades during our time in Yan’an, we understand these 
can be a relatively frequent occurrence and can lead to delays (largely targeted at state 
companies).  

 

 
 

 

To meet water demand at the 
site we visited in Yan’an, 
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