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Industry Type (7/19/06)                            Slow Grower

Key Indices: S&P Energy Equip & Services (S5ENRE)
Recommendation:                                                   Buy



Description and Summary:  
Energy equipment and services industry includes companies that are involved in exploration and production of oil and natural gas, refineries of hydro carbons, manufacturers of drilling rigs and related parts, and companies that provide supplies and services to those involved in drilling, evaluation, and completion of oil wells. 
The industry is a commodity industry and consequently, is driven by standard supply and demand scenarios. Supply has remained fairly constant over the last decade; however, during the same time period demand has jumped significantly. This jump was fueled mainly by the growth of emerging economies in China and India as well as high demand in the U.S.
International Competitive Structure: 
The competitors in this industry are highly fragmented and often the only real thing these companies have in common is that the growth in the oil & gas industry drives their revenues. One universal factor for all players is the need to remain at the forefront of technological advances in order to compete effectively with their competitors. Many of the larger energy companies are finding new opportunities in the development of alternative energy sources in addition to oil and gas.
Energy companies must also deal with disruptions in vulnerable and unstable environments such as Bolivia, Russia, Venezuela, Nigeria, and the Middle East. The supplies of resources are being targeted by either turning oil and natural gas fields over to state control or are becoming increasingly unfriendly to energy companies by increasing taxes, or by not stopping or deterring attacks that target energy companies’ infrastructure and people.
Strengths:

1.   Worldwide demand for energy is extremely high and does not appear to be slowing. This high demand has generated record earnings for many energy companies, especially those involved in exploration and production.    

2.  Soaring crude oil and natural gas prices have lead to more spending by major oil companies and by state-owned oil companies as they continue to search for low-cost drilling opportunities in new regions around the world. This increased spending has accelerated growth in the drilling services and equipment sector.
3.  Healthy drilling activity on land and offshore should remain stable due to high field depletion rates and demand for natural gas, which is expected to double in the next 20 years.
Weaknesses:

1.  High storage levels of natural gas due in part to an abnormally warm winter have weakened spot prices in the United States. Historically the price of natural gas has been volatile. Crude oil has recently seen the same effect.
2.  Tough environmental legislation is keeping many potential fields from being exploited. Pressure from environmental lobby and strong state and regional governments have prohibited further exploration and production investments in North America.
Opportunities/Trends:

1.  New Technology coupled with high commodity prices have made it possible to extract maximum resources from existing oil and gas fields. Money is going into new technologies verses exploration perhaps due to an unwillingness to fund risky projects in unstable parts of the world. This funding of technology is making resource fields that were previously considered unprofitable because of complicated extraction techniques needed for the removal of oil now viable resources. 
2.   Many of the newer high profile gas and oil finds are coming from smaller, independent companies, some of which are growing very rapidly.   
3. High energy prices have left many Americans anxious and angry. Consequently, support is growing for new areas of land to be opened for exploration and production.   
Threats:
1.  A slow down in the worldwide economy would lower demand for energy and analysts are saying a recession is on the horizon for China and the United States.
2.  Nuclear energy is continually gaining support worldwide, due to high energy prices that have frustrated consumers. Nuclear energy is a formidable competitor to natural gas. Should several nuclear plants be built around the nation watch for spot prices of natural gas to drop.
3. Ironically, the high energy prices are a long run threat to their industry. Should they remain too high and spark inflation, a global recession could ensue. The high prices are also spawning increased research and development in to conservation methods and alternative fuels.
Key Valuation Ratios to Watch:

Traditional valuation ratios are important, particularly price to earnings, price to cash flow, and profitability.  
Key Items to Watch:

Price of fuels, strength of economy especially in markets with high energy pull namely U.S., China, and India, drilling and environmental legislation, and alternative energy sources.
Return Performance versus the S&P 500 (in %):
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Excess       22.7   20.2   -11.1    47.9  132.8    3.2
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4.2  
3.5     2.2 (3Q)
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