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Playing The Energy Trifecta

Sam Subramanian, AlphaProfit, 12.13.05, 6:00 PM ET

HOUSTON - Energy-related stocks have put in
a stellar performance over the past 12 months,
and the breadth of the energy rally has
extended well beyond major integrated oils, like
Exxon Mobil and British Petroleum.
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Honeywell 50%. Meanwhile,

oil refiners, like Valero Energy (nyse: VLO -
news - people ), and coal producers, like
Peabody Energy (nyse: BTU - news - people ),
have been on a tear, surging over 100% each.
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Strong demand for oil from emerging economies, such as China and India, as well as
disruption of Gulf Coast production caused by Hurricane Katrina contributed to prices
spiking over $70 per barrel in August. Oil prices have since then retreated and hovered
around $60 per barrel. This has caused investors to ponder if the bull run in energy-
related stocks is over, and what lies ahead for the energy stocks in 2006.

Special Offer: Click here to download "Oil and Gas: Slam
Dunk Investing for Income and Capital Gains," a special
report from Professional Timing Service.

This fall, the declines in oil prices have centered on concerns of heating oil and
gasoline demand falling in response to higher prices. Meanwhile, Gulf Coast olil
production has gradually recovered, as the hurricane-inflicted damage is being
undone. Of late, oil and natural gas traders have been looking to weather forecasts for
clues on near-term price trends. Shares of oil-service companies rallied even against
the backdrop of falling oil prices. Oil Service HOLDRS (amex: OIH - news - people )

recently set a new 52-week high, suggesting that a free-fall in oil prices is unlikely.

Over the long run, global economic growth will trump weather and drive the demand
for petroleum products. With the Federal Reserve resolved to contain inflation,
economic growth in the United States will likely moderate. The Paris-based
International Energy Agency estimates global daily oil demand in 2006 to exceed that
in 2005 by 1.66 million barrels. On the supply side, OPEC appears to have little spare
capacity. As such, additional oil supplies required to meet growing demand will likely
be hard to come by.

Assuming that Federal Reserve policy does not result in a slowdown, moderate
increases in both demand and supply should result in high yet range-bound oil prices.
If so, 2006 will likely be another good year for the energy patch.
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Playing The Energy Trifecta- Forbes.com

Major integrated oil companies operate businesses in the exploration-and-production,
refining and marketing segments of the energy-value chain across the globe.
Diversification makes their earnings more stable and their shares less volatile. The
dividends they pay typically appeal to conservative investors. As such, shares of major
integrated oil companies will likely fare better, after the Federal Reserve stops raising
interest rates.

For dividend-lovers, shares of BP (nyse: BP - news - people ), Chevron (nyse: CVX -
news - people ), Texaco (nyse: CVX - news - people ) and Royal Dutch Shell (nyse:
RDSA - news - people ) yield in excess of 2.9% each and are appealing. The iShares
S&P Global Energy Sector (amex: IXC - news - people ), with over half of its assets
in the integrated oil titans, is an option for exchange-traded fund (ETF) aficionados.

Special Offer: Forbes Growth Investor just sold Coventry
Health (CVH) after racking up a 94% gain. Click here for Editor
Vahan Janjigian's latest buys in biotechnology and energy.

Going Aggressive With Oil Services

High oil prices provide substantial incentive for oil producers to increase production. As
a result, oil exploration-and-production companies are increasing their capital
spending. There is risk of oil company margins being pressured from rising costs,
particularly if the rate of oil price increases starts to moderate. Oil service companies,
on the other hand, stand to benefit from rising capital spending in exploration and
production. Strong demand for services is endowing oilfield-service providers with
substantial pricing power. As a result, better investment opportunities are in the oilfield-
service companies.

One way to participate in the oilfield-service business is to get into shares of the three
heavyweights: Schlumberger (nyse: SLB - news - people ), Halliburton (nyse: HAL -

news - people ) and Baker Hughes (nyse: BHI - news - people ).

Investors looking to no-load mutual funds and ETFs have a few pickings to choose
from. Fidelity Select Energy Service (FSESX) is the largest pure-play no-load mutual
fund that specializes in the oil service group. Oil Service HOLDRS and PowerShares
Dynamic Oil Services (amex: PXJ - news - people ) represent the ETFs.

Speculating With Alternative Energy

As the price of oil continues to remain high, the emphasis on alternative energy and on
energy conservation technologies is likely to increase. The warm reception investors
recently provided to the IPO of solar-cell manufacturer SunPower (nasdag: SPWR -

news - people ) is an indication of interest in this space.

Many of the alternative energy companies are development stage entities that stand to
strike it rich if the technology or products they offer gain widespread adoption. Here are
a couple that stand out:

-- Energy Conversion Devices (nasdag: ENER - news - people ), the developer of Ni-
metal hydride battery technology, may well thrive if its batteries find increasing
adoption in hybrid-fuel vehicles.

-- Capstone Turbine (nasdaqg: CPST - news - people ) seeks to score big with its
microturbines. Wal-Mart Stores (nyse: WMT - news - people ) is evaluating
Capstone's microturbines in a drive to increase the use of renewable energy sources
and reduce energy consumption.

While companies like Energy Conversion and Capstone Turbine have little debt, they
continue to burn cash and profitability may be some years away. Investors seeking to
reduce company-specific risk by investing in a basket of alternative energy companies
will find PowerShares WilderHill Clean Energy (amex: PBW - news - people ) in line
with their needs.

Sam Subramanian is managing principal of AlphaProfit Investments. He edits the
independent AlphaProfit Sector Investors' Newsletter, which makes recommendations
on Fidelity mutual funds. Click here for more analysis from Subramanian or to
subscribe to the AlphaProfit Sector Investors' Newsletter.

Disclosure: Subramanian owns shares in Fidelity Select Energy Service, SunPower
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