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HYBRID AND ELECTRIC VEHICLES:
A RENEWABLE GROWTH OPPORTUNITY?

Hybrids, or hybrid-electric vehicles (HEVs), have received a lot of

press over the last couple of years. With last year’s rapid climb in

oil prices leading to $4.00/gallon gasoline prices last summer, the
outlook had never looked brighter for HEV.

Written by: Dennis Wassung, Jr., CFA, Equity Analyst

INTRODUCTION

Hybrids, or hybrid-electric vehicles (HEVs), have certainly received a
lot of press over the last couple of years. The first thing most people
think of when you mention a hybrid, is the Toyota Prius (unless
you're a golfer...then “hybrid” means that new golf club — a “hybrid”
wood/iron — that saved your golf game). The Prius has represented
the lion’s share of the HEVs that sell each year, essentially since it
began production, although there is a rapidly growing list of new
hybrid models coming to market each year. With last year’s rapid
climb in oil prices leading to $4.00/gallon gasoline prices last
summer, the outlook had never looked brighter for HEVs. However,
the subsequent drop in oil prices from the peak of $147 per barrel to
the $40 level, coupled with a global recession and collapsing U.S. and
global automobile sales, took the wind out of the sails for continued
uninterrupted hybrid vehicle growth. So, the questions today are:
Will growth renew for this newest generation of vehicles? If so, how
can investors take advantage of renewed growth?

INDUSTRY BACKGROUND AND STATE OF THE INDUSTRY

Hybrid electric vehicles (HEVs) effectively offer two propulsion
systems in one car. HEVs have a traditional internal combustion
gasoline engine and traditional drive train, and an additional electric-
motor-driven system, such that the car can operate solely on electric
(battery) power and switch over to gasoline-engine power when the
battery runs out. The obvious benefit is that you use less gasoline in
a hybrid, therefore saving on fuel costs, plus you get to enjoy the
good feeling of helping to save the planet.

Today, there are multiple variations of HEVs that use a range of
battery power — some of which offer higher efficiencies than others.
For example, “mild hybrids” provide some (potentially modest)
benefit and increase your gas mileage, but they are not as beneficial
as a more aggressive HEV. “Full hybrids” incorporate a larger set of
batteries, use electric power a larger portion of the time, and result in
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more significant efficiencies and fuel savings. In addition to today’s
HEVs, an emerging class of hybrids is beginning to go into
production — “plug-in hybrid electric vehicles”, or PHEVs. PHEVs
are different from today’s hybrids because there is no traditional drive
train powered by a gasoline engine. The car is propelled solely by the
electric drive system. However, there is a small gasoline engine that
operates only to charge the batteries for the electric drive. PHEVs
have the potential to be significantly more efficient than today’s
hybrids. Finally, at the very end of the spectrum is the all-electric
vehicle, or EV, which has no gasoline engine whatsoever, and is
completely powered by batteries and an electric motor.

Sales of HEVs began in the 1999-2000 time frame and began to
represent “meaningful” U.S. volume in the 2003-2004 period —
reaching 50,000 in 2003 and 80,000 vehicles in 2004. Growth then
essentially exploded in a three-year span and reached more than
350,000 vehicles in 2007 in the United States — rising sevenfold from
2003 to 2007. At that point, the growth curve looked rosy, and
expectations were in place for this exceptional growth to continue.
However, as noted above, the issues of 2008 resulted in a dramatic
decline in auto sales in the second half of 2008 and these
substantially reduced industry volumes continue today — although
there are now signs of hope for improvement in the coming months.
Not unexpectedly, considering the challenges of the economic
environment, sales of HEVs in the U.S. declined 10% to about
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