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Key Indices:  S&P Energy 
            (S5ENRSX) 
Recommendation:                                                  Hold



Description and Summary:  
The Energy sector is divided into two sub sectors: (1) Equipment & Services and (2) Production and Marketing.  The Equipment and Services industry includes companies that manufacture drilling rigs and related parts, and provide supplies and services to those involved in drilling, evaluation, and completion of oil wells. The Production & Marketing industry includes companies that are involved in exploration and production of oil and natural gas.   
The industry is a commodity industry and consequently, is driven by standard supply and demand scenarios.  Over the past year, demand for oil has skyrocketed due to OPEC’s lower supply levels and increased demand from China, India, and other emerging markets.  The price of crude oil neared $150/bbl in July 2008; however, the priced has currently (October) settled well under $100.00/bbl.
International Competitive Structure: 
Technological advancement is a worldwide factor regarding the international landscape. Many of the larger energy companies are finding new opportunities in the development of alternative energy sources in addition to oil and gas.
Additionally, energy companies must deal with disruptions in vulnerable and unstable environments such as Bolivia, Russia, Venezuela, Nigeria, and the Middle East.  OPEC members currently account for 70% of the world’s oil reserves.  International growth for U.S. companies has become increasingly more difficult due to higher taxes, state-controlled oil and natural gas fields, and unfriendly relations to OPEC members.
Strengths:

1.   Worldwide demand for energy is extremely high. The Worldwide Real GDP growth is estimated at 3.2% and 3.1% in 2008 and 2009, respectively.  This high demand has generated record earnings for many energy companies, especially those involved in exploration and production. China’s 2008 real GDP growth is forecasted at 10.2%.    

2.  Prices remain high.  Soaring crude oil and natural gas prices have lead to more spending by major oil companies and by state-owned oil companies.  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.  Volatility remains extremely high.  The current war with Iraq and unrest in the Middle East poses daily threats on the supply of oil.  U.S. companies have minimal control over worldwide supply.
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 spurs efficiency.  New technology coupled with high commodity prices have made it possible to extract maximum resources from existing oil and gas fields.  Previously unprofitable oil and gas fields are now viable resources due to improved extraction techniques. 
2.   Worldwide refining capacity continues to expand.  The U.S. leads expansion with an additional 175,000 barrels per calendar day (b/cd) capacity increase in 2007.  No refineries in 2007 were shut down, because even the smallest plants were profitable.
3.  Growth potential for alternative energy.  High energy prices have left many Americans anxious and angry.  Companies and countries alike have created advancements regarding fossil fuels, ethanol, and nuclear power in an effort to lower energy prices for consumers.
Threats:
1.   U.S. is currently in a recession.  The real GDP growth has significantly decreased the second half of 2008 and miles-driven per day decreased in 2008 for the first time in almost a decade.
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. If several nuclear plants are built, the prices of natural gas will certainly 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, U.S. GDP growth, drilling and environmental legislation, demand of emerging markets (China and India)  and alternative energy sources.
Return Performance versus the S&P 500 (in %):
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