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An In-Depth Look At The Major Financial Markets 
  

The Energy Sector:  Bottoming Energy Prices Should Help Equities, Hurt The Dollar

Summary:   Ideal technical conditions exist for recent relative outperformance by the Energy Sector to continue into Q2, 
accompanied by a significant rise in crude oil prices.  Considering energy prices' value as an indication of both economic 
demand and inflationary pressure, the upcoming strength that we are expecting is also likely to put upward pressure on the US 
stock market and downward pressure on the US Dollar.

Introduction

Back in July 2008, the financial media was attributing literally every intraday price move, in just about every US financial market 
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that you could think of, to crude oil prices.  Since then, crude oil has lost 76% of its value, declining from $160 per barrel to just 
under $40 last month, while all but dropping completely off the media's radar screen.  Even though crude oil isn't the media 
darling at $48 that it was at $160, the charts below suggest that it is still just as economically significant.

The first one displays the US Dollar Index (green) and the NYMEX crude oil contract (black) since 1998, and points out that 
these two series have been 73% inversely correlated to one another during the past decade.  This is a relatively stable 
inverse relationship that has actually become tighter, increasing to 91%, since 2008.  (Note: The US Dollar Index is an index of 
the exchange rates of six non-US currencies versus the greenback that is heavily weighted toward Europe.)

This correlation exists because of inflation's effect on the value of the US currency.  Thus, what crude oil prices do from here 
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should have an inverse effect on the direction of the US currency.  

The next chart displays the S&P 500 Index (red) and the NYMEX crude oil contract since 2007, and shows that these two 
series have been 66% positively correlated to one another since the US stock market peaked in October 2007.  

We acknowledge that the relationship between crude oil prices and the US stock market has been unstable over the past 20 
years.  However, we also point out that the slowing US economy that first showed up in a peaking S&P 500 in October 2007 
had a lot to do with the subsequent peak in crude oil prices nine months later, in July 2008, as a lack of global economic 
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demand caused oil prices to lose 76% of their value in just the past seven months.  Accordingly, we would view a rebound in 
oil prices as an indication of stabilizing / increasing economic demand that we would expect to have a positive effect 
on US equity prices.

Price-Based Analysis: Oil Prices Are Bottoming

Now that we've established a relationship between oil prices and the US stock market and US Dollar, our next series of charts 
focus on recent price activity in crude oil.  The first one, taken from Monday's Keys To This Week report, displays the NYMEX 
crude oil contract since 1980 (monthly bars).  The green highlights point out that, during the past month, the contract has been testing 
and holding major underlying support at its October 1990 and January 1997 highs and November 2001 low  -- between $45 and 
$41 per barrel.  Major, secular support levels like this one are seldom appreciably broken without at least a several month corrective 
rebound first, and so far oil prices seem to be holding their own at this level.  However, the shortcoming of long term charts is that by the 
time you can see a trend beginning in them, it is usually already pretty well underway.

http://research.asburyresearch.com/daily2.php (4 of 12) [3/28/2009 3:26:04 PM]

http://research.asburyresearch.com/keys.php


Asbury Research

Our next chart, which displays the NYMEX crude oil contract since September 2008 (daily bars), provides a much closer look at 
exactly how crude oil prices have been reacting to secular support at $45-$41 per barrel. The green highlights show that, 
during just the past week, the contract has risen above both its 50-day moving average (a widely-watched  minor trend 
proxy, blue line) and its July 2008 downtrend line (in red).  

This indicates that, although crude oil's major trend (as defined by the 200-day moving average, orange line) is still bearish, its 
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outperformance, plus outright strength in the XLE, over the next one to several months.

Our next chart compares the percentage of assets invested in the Energy Sector to those invested in the other 8 Select Sector 
SPDR ETFs, by sector.  To accomplish this, we sorted the 18 Rydex Sector Funds according to each of the 9 Select Sector SPDR 
ETFs that they pertain two, and then constructed a pie chart to indicate what percentage of the daily total assets invested in all 18 of 
these funds is being allocated to each individual sector.

The chart shows that, through the end of last week, 20% of all sector bet-related assets were invested in the Energy Sector.  
What the chart doesn't show is that the last time that the percentage of assets invested in Energy was this low was at 
the end of Q3 2006 -- which closely preceded the January 2007 major bottom in crude oil prices.  The NYMEX contract 
then rose by $95 per barrel (139%) by July 2008.  

 We also note that the intermediary high in the percentage of assets invested in the Energy Sector was 40% at the end of Q2 
2008 -- which immediately led the July 2008 major top in crude oil.  

Accordingly, the data represented in this chart tell us two things:

●     the Energy Sector is under-invested enough, compared to the other sectors of the market, to help trigger 
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another rally in oil prices that could be similar in importance to the one that began in January 2007.

●     the percentage of assets invested in the Energy Sector can essentially double from where it is now before we 
can expect another major peak in the price of oil.

Our final chart measures investor sentiment on crude oil prices according to leading market advisors, commodity funds and 
major brokerage houses -- via the Market Vane Survey.  These professionals, who tend to follow the same trend-following 
approach as the retail clientele that they serve, are surveyed daily to determine their level of bullishness on oil prices.

The rightmost green vertical highlight on the chart shows that these professionals are currently at a 10-year "least 
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bullish' (meaning most bearish) extreme of just 17% bullish.  The other green highlights on the chart point out that this 
extreme has only been reached two other times during this period, in December 1998 and December 2001, both which 
coincided with or led  the two most important bottoms in oil prices during the past decade.  

Since we have already established that the XLE and crude oil prices are tightly correlated to one another, we view these data 
as more corroborating evidence that  the prices of energy-related assets in general have fallen out of investor favor to 
the point where a significant, sustainable bottom can now be established.

Conclusion & Investment Implications

Crude oil prices, the Energy Sector and the AMEX Oil Index are all amid favorable conditions to establish a significant 
multi-month bottom at or near their current levels.  Moreover, our analysis indicates that a minor bullish trend change has 
already taken place over the past week in crude oil prices.  

Considering energy prices' value as an indication of both economic demand and inflationary pressures (which can be seen in 
crude oil's recent positive correlation to US equity prices and long term inverse correlation to the US Dollar), the upcoming 
strength that we are expecting from energy-related asset prices should put upward pressure on the US stock market 
and downward pressure on the US currency.
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