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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 increased due to increased demand from China, India, and other emerging markets.  Oil prices have varied, spiking to over $92 after the April Deepwater Horizon oil spill, but current crude prices at around $74 remain stable when compared to 2009 prices. 
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 and roughly 40% of world oil production.  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 0.9% and 3.0% in 2009 and 2010, respectively.  This high demand has generated record earnings for many energy companies, especially those involved in exploration and production. Especially for emerging markets like China’s, where 2009 real GDP growth is forecasted at 7.5%    

2.   Increased number of rigs. Healthy drilling activity on land and offshore should continue to increase due to high demand for oil and natural gas, which is expected to double in the next 20 years.
Weaknesses:

1.  Volatility remains extremely high.  The current instability in the Middle East poses daily threats on the supply of oil.  U.S. companies have minimal control over worldwide supply.
2.    Intense regulatory environment.  Due to the nature of the industry, companies must meet environmental as well as safety regulations.  With the recent offshore oil rig mishaps, it is possible that more regulations may affect profits. 
Opportunities/Trends:

1.  New technology spurs efficiency.  Engineering technological advances such as fracking, have made it possible to tap previously uneconomical sources of oil and natural gas shale.  Previously unprofitable oil and gas fields are now viable resources due to improved extraction techniques, e.g., horizontal drilling. 
2.   New discoveries in Arctic. Recent geological survey estimates approximately 40 billion barrels of recoverable oil or 22% of undiscovered resources in the world. 
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. Deepwater drilling moratorium prohibits further drilling in the Gulf.  With the inability to drill new wells in the gulf a lagging decrease of production may affect future oil prices.  Increased legislation is projected to decrease production by 100,000 – 300,000 b/d by 2015
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.    President Obama’s renewable energy plan and a big push for an increase in fuel economy standards for 2011 models for cars and trucks. This could decrease US demand of gas at the pump.
4.  Recent credit crunch could hamper drilling and infrastructure budgets in the upcoming and make sales more challenging. With the low commodity prices, specifically natural gas, and both operating and financial costs climbing, many companies may find it uneconomical to produce at these prices.
Key Valuation Ratios to Watch:

Traditional valuation ratios are important, as well as EBITDAX/Reserves and production/fixed assets.
Key Items to Watch:

Price of fuels, U.S. GDP growth, drilling and environmental legislation (specifically offshore), demand of emerging markets (China, Brazil, and India)  and alternative energy sources.
Return Performance versus the S&P 500 (in %):
                   05       06       07       08       09    YTD
S5ENRSX  31.2    62.7   118.2   42.8    62.3   -7.1
SPX
4.8    21.2     27.8  -18.9     2.2    -1.8
Excess       26.4   
41.5  
 90.4    61.7    60.3    -5.3
GDP            3.6    2.8       2.0  
1.4     -0.5       -
Sources:  Yahoo Finance, ValueLine, NetAdvantage, Bloomberg, Morningstar, US Geological Survey, www.bea.gov, www.whitehouse.gov
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