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Is Energy Still the Proverbial
Skinny Cow?

By Mauricio Viaud

PM and Senior Investment Strategist
Insigneo Financial Group

When asked about his investment philosophy,
Carlos Slim once famously replied: “l like to buy a
cow when it’s skinny and sell it when it’s fat.”. This
philosophy makes perfect logical sense: we buy
what we perceive to be an attractive asset when it
is inexpensive and sell it at a higher price. But how
many of us actually follow this philosophy? It is
easier said than done. It is not hard to get
sidetracked by a seemingly more attractive option,
regardless of its relative value. This is where a
disciplined investment process pays off.

Based on this process, we believe that certain
sectors of the equity markets look more

U.S. Energy Sector Valuation
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attractive than others at this point in the
economic cycle. One of these sectors is Energy.
Although P/E is a widely accepted valuation
measure, companies in capital intensive sectors
such as Energy, Materials, and Industrials are best
evaluated through the lens of the EV/EBITDA ratio.
As a refresher, this ratio basically represents a
company’s value in relation to its profits from
operations. Using the Energy Select Sector SPDR
ETF (XLE) as a proxy for the U.S. Energy market, as
well as Bloomberg’s estimates of the ETF’s
EV/EBITDA ratio for the year ahead, we can
appreciate the sector’s valuation in the chart below.
As we can see on the chart, as of the end of
January and despite its outperformance last year,
the Energy sector is trading at an EV/EBITDA of
5.7x, more than 20% below its 10-year average
valuation of 7x. The sector’s historical valuation
discount has begun to narrow, and we believe that
it will continue to revert back to its mean over time.
There are several reasons for this, but none are more
important than favorable supply and demand
dynamics.
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Supply is the most important factor in our thesis, as
it is likely to remain constrained for the foreseeable
future. An increased focus by producers on capital
discipline, underinvestment in production
resources, and political pressures are likely to keep
production growth muted. Additionally, sanctions
on Russian oil and a push to keep the same capped
at $60/barrel could further affect global supply. At
the same time, OPEC is incentivized to keep a floor
on Brent oil prices near the $90/bbl level. In fact,
OPEC chose to leave production unchanged after a
meeting this past Wednesday. Even if producers
like Saudi Arabia consider increasing production,
the reality is that spare capacity in most of OPEC’s
member countries remains limited. Out of the
approximately 5.3 million barrels of spare capacity
currently in OPEC, only 30% of this is held by Saudi
Arabia. The second largest amount, 25%, is in Iran
followed by the UAE at 20% and Nigeria at 9%. As
we have seen in the past, Iran is willing to
weaponize oil to suit its geopolitical ambitions,
adding more uncertainty to global supply. It is also
important to note that the United States has
become the largest oil producer in the world.
However, in response to political, environmental,
and shareholder pressures, the country’s oil
producers have shifted from a drill-first mentality to
a strategy of capacity rationalization. This has
created a severe underinvestment in the industry’s
production resources, a reality recently stressed by
Exxon Mobil’s CEO during the company’s most
recent quarterly call.

The demand for oil presents a more varied set of
possible outcomes. On one hand, concerns over
higher interest rates and their impact on global
growth could pose headwinds to increased oil
demand. Fears over global recession could lead
consumers to use less of the commodity, putting
Energy companies in the United States, and many
around the world, are now focused on cash flow
generation, not just profit growth. Financial
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pressure on prices. On the other hand, the
reopening of the Chinese economy after the end of
Covid-lockdowns could release pent-up demand in
the country. Increased demand, particularly for
travel, could drive oil prices higher.

As of February 1%t of the current year, oil prices
stood at $76.70/bbl of WTI oil and $83.03/bbl of
Brent oil. WTI, or West Texas Intermediate oil is
used to quote prices in the United States, while
Brent Sea oil is used to quote prices internationally.
Barring any major geopolitical disruptions, J.P.
Morgan foresees Brent prices moving higher,
closing this year at $94/bbl. However, oil prices
have retreated from previous highs seen at the end
of last year and could come down further in the first
half of this year if demand proves to be lower than
supply as recession fears remain.

Most companies in the Energy sector are going to
start reporting fourth quarter 2022 earnings over
the next few weeks. We have already seen Exxon
Mobil (XOM) and Chevron (CVX) report earnings
over the past week. Although both reported record
profits last year, their earnings’ outlooks for 2023,
although still incredibly robust, are expected to be
lower than in 2022. This is mostly due to the
expectation of still elevated, yet lower oil prices
compared to the highs seen last year. This dynamic
could even put temporary pressure on stock prices
in this sector.

discipline and the responsible use of capital are
now the emphasis. As a result, balance sheets are
in stronger positions than in the past, being able to
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return cash flows to shareholders in the form of
dividends and stock buybacks. In addition to being
in attractive financial positions, these companies
are also facing attractive supply/demand prospects
in the oil market, which should lead to elevated oil
prices, further strengthening their coffers. However,
keeping in mind the chart on the previous page, we
can see that valuations for the sector are still
historically low. So, if we think about it, we are
being presented with attractive assets, with
reasonable growth potential, trading at
discounted valuations. We believe that Energy is
still the proverbial skinny cow and would add
exposure to the sector, especially if stock prices
come down as a result of earnings in the near term.
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For actionable ideas on how to gain exposure to the
sector, please contact the Insigneo Research Team.
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Click or scan this code to access more
insights at insigneo.com/insights
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Insigneo Financial Group, LLC comprises a number of operating
businesses engaged in the offering of brokerage and advisory
products and services in various jurisdictions, principally in Latin
America. Brokerage products and services are offered through
Insigneo International Financial Services, LLC, headquartered in Puerto
Rico, and through Insigneo Securities, LLC, headquartered in Miami.
Both are members of the Financial Industry Regulatory Authority
(FINRA) and Securities Investors Protection Corporation (SIPC).
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FOR AFFILIATES LOCATED IN CHILE

Insigneo Asesorias Financieras SPA se encuentra inscrito en Chile, en
el Registro de Asesores de Inversion de la Comisién para el Mercado
Financiero. Este informe fue efectuado por area de Research &
Strategy de Insigneo Securities LLC. o sus proveedores, en base a la
informacion disponible a la fecha de emisién de este. Para evitar
cualquier conflicto de interés, Insigneo Securities LLC dispone que
ningun integrante del equipo de Research & Strategy tenga su
remuneraciéon asociada directa o indirectamente con una
recomendacion o reporte especifico o con el resultado de una cartera.

Aunque los antecedentes sobre los cuales ha sido elaborado este
informe fueron obtenidos de fuentes consideradas confiables, no
podemos garantizar la completa exactitud e integridad de estos, no
asumiendo responsabilidad alguna al respecto Insigneo Securities LLC,
Insigneo Asesorias Financieras SPA ni ninguna de sus empresas
relacionadas.

Este material esta destinado Unicamente a facilitar el debate general y
no pretende ser fuente de ninguna recomendacion especifica para una
persona concreta. Por favor, consulte con su ejecutivo de cuentas o
con su asesor financiero si alguna de las recomendaciones especificas
que se hacen en este documento es adecuada para usted. Este
documento no constituye una oferta o solicitud de compra o venta de
ningun valor en ninguna jurisdiccion en la que dicha oferta o solicitud
no esté autorizada o a ninguna persona a la que seailegal hacer dicha
oferta o solicitud. Las inversiones en cuentas de corretaje y de
asesoramiento de inversiones estan sujetas al riesgo de mercado,
incluida la pérdida de capital.

La informacién base del presente informe puede sufrir cambios, no
teniendo Insigneo Securities LLC ni Insigneo Asesorias Financieras SPA
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la obligacion de actualizar el presente informe ni de comunicar a sus
destinatarios sobre la ocurrencia de tales cambios. Cualquier opinién,
expresion, estimacion y/o recomendacion contenida en este informe
constituyen el juicio o visién de area de Research & Strategy de
Insigneo Securities LLC. o sus proveedores, a la fecha de su
publicacion y pueden ser modificadas sin previo aviso.
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