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Energy (Overweight): Crude and Share Prices in a Sweet Spot  
Yesterday, energy stocks enjoyed a strong session with bullish crude 
inventories sending the US XLE and OIH indexes above their 40-week 
moving average. We see this price move as a trend-change, understanding 
that energy shares are finally reacting to the recovery in US energy 
consumption in the third quarter. We expect outperformance to carry 
through in Q4/10 considering the sector undervaluation conditions.  
In September, we upgraded the integrated energy group to an overweight stance 
citing improved gasoline consumption, low raw gasoline inventories and cheap 
valuation (September 2 Incubator). In today’s Incubator, we look at crude oil 
fundamentals where we believe conditions are slowly building up for another 
cyclical push in crude oil over the next 3 to 6 months. A move into a higher range 
should allow for a positive valuation re-rating of the unloved energy sector. 
Contrary to the beliefs of many investors, crude oil fundamentals have improved 
this year. Case in point, US crude oil apparent consumption (production + net 
imports) has recovered and is now growing YoY (Chart at right, 3rd panel). This is 
the fastest growth rate since Q2/07. This is a welcome development given that oil 
demand over the past three years has been mostly China driven. But as we 
mentioned in previous strategy wires, US energy consumption is a lagging 
indicator which responds several months after a recovery in workers’ wages 
(employment * weekly hours * hourly earnings). 
Now, could the energy inventory drawdown witnessed yesterday mark the 
beginning of a much awaited downward reversal for inventories? We believe so! 
Indeed, if the 2002 and 2006 experiences are any guide, growth (not levels) in 
energy consumption should translate into a positive inventory response in Q4/10 
with YoY growth in crude inventories (not levels) entering contraction territory 
(Chart at right, 3rd and 4th panels). Such a dynamic has historically marked the 
beginning of a turnaround and a strong cycle for crude oil and the energy sector.  
Finally, a very cheap valuation launchpad makes the energy sector a potential 
outperformer in the fourth quarter. In Canada, the sector trades at 1.8x book value 
vs. 2x for the S&P/TSX and 2.1 for the banking group. These 10% and 16% price-
to-book discounts stand at or near all-time lows. 
Bottom line: Buy/overweight cheap energy stocks. Yesterday’s price move 
represents, in our view, a sentiment/trend change. The break above key price 
resistance levels on US energy indexes is supported by a sharp recovery in US 
energy consumption in the third quarter, which should eventually translate into 
a positive inventory response in the fourth quarter.  
The following sector ETFs provide energy exposure to investors: 
Canadian Energy: XEG 
US Energy: XLE 
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company's business or financial risk is high and is difficult to value. Venture: an early stage company where the business or 
financial risk is high, and there are limited financial metrics upon which to base a reasonable valuation.  
Medium and High Risk Ratings Methodology: Medium and High risk ratings are derived using a predetermined methodology 
based on liquidity and volatility. Analysts will have the discretion to raise the risk rating if it is determined a higher risk rating is 
warranted. Securities with poor liquidity or high volatility are considered to be High risk. Liquidity and volatility are measured 
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will be considered a liquid stock for the purpose of this test. c) Volatility Test: In this two step process, a stock’s volatility and 
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equities are compared against the S&P 500. Generally, if the volatility of a stock is 20% greater than its benchmark and the 
beta of the stock is higher than its sector beta, then the security will be considered a high risk security. Otherwise, the security 
will be deemed to be a medium risk security. Periodically, the equity risk ratings will be compared to downside risk metrics 
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incorporate some element of subjectivity. Risk in relation to forecasted price volatility is only one method of assessing the risk 
of a security and actual risk ratings could differ. 
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Ideas of Interest 
Dundee Securities Corporation from time to time publishes reports on securities for which it does not and may not choose to 
provide continuous research coverage. Such reports are published as Ideas of Interest.  
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