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Last year ended on a horrible note with the Canadian energy sector ending at a low in the 4th quarter.  At this time it makes sense to review the current situation and try to determine what we can expect in the future.  The table below highlights how the high yield royalty trust stocks performed this year, falling as much as crude oil prices. 
Index




Symbol
Region

2008 
NYMEX Natural Gas

NGAS

US


-24.9%*
NYMEX Crude Oil 


OIL

US


-53.5%*
SWM Cdn Energy Income Index SWMEIT
Canada

-54.0%* S&P/TSX Capped Energy

TTEN

Canada

-50.7%*

* Return in US dollar terms. 
The chart below gives you a long term view of the devastation in the sector since the mid year highs.  From the peak in mid June to the recent lows the index is down a stunning 60%, retracing most of the gains since inception in 2004.
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Despite the horrible plunge nothing has really changed in the energy sector over the last year.  The table below shows that the economic contraction has only curbed demand by 300,000 barrels/day in 2008 during one of the worst global recessions in decades.
	Year
	Global Crude Oil Supply (MM b/d)
	Global Crude Oil Demand (MM b/d)
	Excess Supply (MM b/d)

	2005
	84.7
	84.0
	0.7

	2006
	85.5
	85.1
	-0.4

	2007
	85.6
	86.1
	-0.5

	2008 Projected*
	86.5
	85.8
	0.7

	2009 Projected*
	n/a
	86.3
	n/a


* Source, IEA World Energy Outlook 2008, Released Dec 11, 2008

As you can see from the table above supply has been growing very slowly despite the high average prices over the last five years.  Economists continue to focus on the decrease in demand, ignoring that there has been no real surplus of supply in the system since 2004.  In my opinion there is a high probability that supply could collapse since current prices are much lower than minimum prices needed find and develop new oil resources.  In addition, demand will rebound quickly through a combination of global fiscal stimulus and the low crude oil prices encouraging consumption.  The recent drop in crude oil prices does not break the rising crude oil price trend (see chart below) and I believe will lead to much greater crude oil price peak in the next four year cycle.


[image: image2]
The average price of crude oil was $99.42 US per barrel in 2008, a 37.5% increase from last year’s $72 average price.  Analysts are putting too much weight on the recent energy prices when forecasting future prices and are much too conservative in their forward estimates.  A recent Bloomberg survey said that most analysts believe that crude oil will average $90 US long term.  The IEA is projecting $100 to $120 WTI crude oil prices over the long term but I think all these forecasts fail to take into account the long term supply of crude oil and the erosion in the value of the US dollar.

World Crude Oil Production is at a Plateau
Conventional oil (cheap oil that is pumped or flows out of the ground naturally) production peaked in 2004, coinciding with the rapid rise in crude oil prices.  This fact has been hidden from the public by the inclusion of other sources of crude such as Canada’s oil sands, natural gas liquids and refinery gains.  Unfortunately, even these non conventional sources of oil have failed to raise overall production over the last three years and we are now at a production plateau (see chart below). 
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My belief is that an economic recession will have a greater impact on supply than demand, especially if a credit crunch stalls new oil projects.  The chart above clearly shows how the economic recessions in the early 1980s, 1998 and 2000-2002 had a measurable impact on supply.  According to IEA estimates, existing crude oil wells are depleting at over 5.7% globally even with heavy reinvestment.  In fields that are not being maintained depletion exceeds 9% a year.  The chart below shows how much new oil is required to make up for depletion and to keep up with demand growth.

REQUIREMENT FOR NEW SOURCES OF CRUDE OIL PRODUCTION

2008 TO 2017
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Finding 45 million new barrels of crude oil production is going to be extremely difficult if not impossible over the next ten years.  For instance, the majority of known oil fields are already in production and the ones that are not yet in production face rising costs and delays and are insufficient to make up the required 45 million barrels/day.  Also, new discoveries are becoming increasingly scarce and even if they could be found tomorrow they will take over a decade to get to first production (see below).  As you can see we are discovering less every decade.
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The International Energy Agency and the US Energy Information Administration believe that the major producers such as Saudi Arabia and Russia will be able to make up the shortfall.  I think they are dreaming.  Saudi Arabia reached its peak crude oil production in 1980 and is experiencing declining production from their main fields.  Russia peaked during the cold war (Soviet Union) and has chased foreign investment away from the region via quasi-nationalization of crude oil and natural gas reserves.  Neither of these countries are our friends and even if they could perform this miracle of production growth, they are unlikely to sell it to the US and more likely to sell it to Asian countries such as China and India.
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World Crude Oil Exports Will Plunge

Current crude oil exporters are unlikely to export as much oil in the future as they do today.  Part of the reason is the decline in their production from depletion and lack of reinvestment.  Another problem is their own rapidly rising consumption.  Major oil producers are experiencing major increasing internal demand because of rapid population growth and rising per capita consumption due to the wealth effect.  Also, many countries such as Iran, Saudi Arabia and Venezuela heavily subsidize gasoline prices to encourage overconsumption.  I believe that many of the world’s current top oil producers will no longer be able to export any oil in the next ten to twenty years.  The chart below shows the current breakdown of global oil exporters and the IEA current projections for 2015 and 2030.
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Currently, Canada is ranked 7th in the world but when you account for imported gasoline in Eastern Canada from the US then we are not in the top ten.  This will change quickly and by 2015 we are expected to be the 3rd largest exporter in the world with 7.1% of the export pie.
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This increases to over 22% of global crude oil exports by 2030 according to IEA World Energy Outlook 2008 report.  The assumption that Saudi Arabia will be able to increase production by over 60% and be responsible for over 38% of global oil exports is not credible in my opinion.  A more likely scenario is that Canada and Kazakhstan will replace Russia and Saudi Arabia over the next generation.  The implications for Canada are tremendously positive.
Canada Has the Largest Proven Reserves of Oil in the World
The world assumes that the OPEC countries have the majority of the world’s crude oil reserves but this hasn’t been verified since the early 1980s.  In the mid 1980s the national oil companies of the OPEC nations increased their proven reserves on paper by 100% to 200% without drilling results, new discoveries or any reasonable justification.  The chart below shows the current assumptions of crude oil reserves by country.
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I reviewed the reserves data and made adjustments for the paper reserves created in the 1980s and for cumulative production from the OPEC producers since the 1980s and I get a significantly different picture.  
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According to my research Canada should be recognized as having the largest crude oil reserves in the world.  In addition, Canada’s reserves could be closer to 305 Billion barrels if you take into account new extraction technologies such as SAGD and THAI for in situ reserves and account for the better economics with rising oil prices.  The only rival that Canada has in my opinion is Venezuela with its huge heavy oil reserves in the Orinoco region.  Recent moves by the Venezuelan government to nationalize these massive oil fields and their lack of capital and expertise to develop the resource means that their reserves will remain unrecognized until the situation changes in the country.  The table below shows that Canada will remain a top producer and exporter for decades to come and our reserves will far outlast dwindling conventional oil reserves.
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My advice to investors is to take advantage of today’s absurdly low prices and invest in the good quality oil sands producers and royalty trusts that will benefit from the major trends developing in the global energy sector.
Derek Gates, CFA
Founder of the Oil Sands Sector IndexTM

Sustainable Wealth Management Ltd.

(403) 454-0881

www.SWMindex.com 
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