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The big story around the financial world these days has been the plunge in oil prices.  The price of oil was fairly flat from the beginning of 
the year to June, but since that time it has dropped and is now selling more than 40% less that at the beginning of the year.  That is a 
significant change and there are many reasons and implications. 
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At the November 27, 2014  meeting of the Organization of the Petroleum 
Exporting Countries (“OPEC”), it was noted that, “...although world oil 
demand is forecast to increase during the year 2015, this will, yet again, 
be offset by the projected increase of 1.36 mb/d in non-OPEC supply.”1  
It was also agreed that OPEC would not cut its production in order to 
protect its market share.  Saudi Arabia is generally regarded as the 
country that did not want to cut production.  As such, OPEC effectively 
told the market that the global supply of oil will exceed demand in the 
coming year which, as expected, made the price decline. 

But why would Saudi Arabia want to start a price war.  Well, they have one significant advantage over  most other countries — an 
extremely low cost of production.  Most of the new sources of oil that have come online over the last decade came from areas that are 
costly, so if Saudi Arabia sends the price down, then it will be uneconomic to produce oil from these new areas.  Supply would be 
expected to decrease and prices increase over time, which would benefit the Saudis.  Existing production will continue, but uneconomic 
new production will likely be delayed until prices rise or cancelled altogether.  Probably the main target of the price war is the shale oil 
being produced in the U.S.  The net oil production chart (below) shows the significant change in North America since 2005 — 
consumption has declined while production has increased.  If this recent trend continued, North America could move from being a 
customer to a competitor in the global oil market, something the Saudis do not want. 

Saudi Arabia may also be up to more than just looking at supply and demand.  They are also wary of some other countries who are very 
dependent upon oil revenue, and the Saudis may be wanting to hurt these countries economically.  Across to Persian Gulf lies Iran — a 
regional rival to Saudi Arabia — which has a large military but is almost broke after years of economic sanctions.  Russia is also very 
dependent upon oil revenue and has been helping out Saudi Arabia’s rivals (Iran & Syria) for years, so it is also in the Saudi’s interest to 
damage Russia.  If the recent slide in the Russian ruble and the increase in interest rates are any indication, the Saudi’s are on track to 
claiming their first victim.  How all this ends could very well be the main news story of 2015. 

 

Plunging Oil Prices in 2014  

 Net Oil Production (Production less Consumption)2 Approximate Cost of New Production ($US/Barrel)3 
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1. OPEC Press release, “OPEC 166th Meeting concludes,” www.opec.org/opec_web/en/press_room/2938.htm.  2. U.S. Energy Information Administration, www.eia.gov.  3. 
“The Middle East Has A Huge Advantage In The Global Oil Market,” http://www.businessinsider.com/crude-oil-cost-of-production-2014-5.  4.  CIBC Economics, “No 
Barrel of Fun:  What Weaker Crude Means for Canada,”  December 16, 2014, p 3.  5. CIBC Economics, “No Barrel of Fun:  What Weaker Crude Means for Canada,”  
December 16, 2014, p 1.  6. CIBC Economics, “No Barrel of Fun:  What Weaker Crude Means for Canada,”  December 16, 2014, pp 5-6..   
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CIBC Economics released a report the other day which tried to quantify the effect that declining oil prices will have on Canada.  Overall 
they are of the view that Canada will suffer a loss of about 0.5% in GDP growth in 2015 and that the pain we feel will be more than the last 
time an event like this happened in 1997-1998.  The first chart show how the Canadian economy has changed since ‘97/98.  Canada now 
produces much more oil relative to our domestic demand with excess oil being exported in far greater quantities.  This greater reliance on 
oil shows up in the amount of our economy that is allocated to oil production and related services.  In all cases, Canada is more reliant on 
oil (and gas) production now than in ‘97/98, and this means that any problems in this sector will have a greater impact on Canada than in 
the past. 
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Saskatchewan, and Newfoundland — simply have more exposure to oil & gas than others and will experience most of the impact.  CIBC 
estimates that the government of Alberta can expect $7 billion less in revenue in 2015, while Saskatchewan, and Newfoundland could each 
see $400 to $700 million less over the same period6.   The federal government can also expect to see a drop in revenue of about $5 billion. 
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The Alitis Pools have not had significant exposure to the oil & gas 
industry, so the impact on the Pools of the decline in the price of oil 
has been limited.  Given the drop in the energy sector, a buying 
opportunity appears to be presenting itself.  The chart to the right 
shows the iShares S&P/TSX Capped Energy ETF (TSX:XEG), which 
had lost over 40% of its value since the end of June.  It is unlikely that 
the price of oil will stay at these low prices for an extended period of 
time, and as the price of oil increases the value of the energy-related 
companies will go up.  As of the time of this writing, there has been a 
bit of a bounce, but it is not certain that the bounce is the bottom or 
whether we are simply entering a new uncertain range as happened in 
October and November.  When the circumstances appear more clear to 
the upside, we will be likely be making an investment into the energy sector to capture some of the likely upside. 
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iShares S&P/TSX Capped Energy ETF  

Mining, Oil & Gas Extraction (% of GDP)5 Oil is More Important in Canada 4  



 

 

Disclaimers and Disclosures 
This report is provided, for informational purposes only, to customers of Alitis Investment Counsel Inc. (“Alitis”) and does not constitute an offer or solicitation to buy or sell 
any securities discussed herein to anyone in any jurisdiction where such offer or solicitation would be prohibited. Opinions expressed in this report should not be relied upon 
as investment advice.   This report does not take into account the investment objectives, risk tolerance, financial situation or specific needs of any particular customer of 
Alitis. Each individual’s investment objectives, risk tolerance, financial situation and specific needs should be evaluated before making any investment decision. 

The information contained in this report has been drawn from sources believed to be reliable, but is not guaranteed to be accurate or complete. This report may contain 
economic analysis and opinions, including about future economic and financial markets performance. These are based on certain assumptions and other factors, and are 
subject to inherent risks and uncertainties. The actual outcome may be materially different. All opinions expressed herein constitute judgements as of the date of this report 
and are subject to change without notice. Alitis assumes no duty to update any information or opinion contained in this report. This report may contain links to third-party 
websites. Alitis is not responsible for the content of any third-party website or any linked content contained in a third-party website. Content contained on such third-party 
websites is not part of this report and is not incorporated by reference into this report. 

Unless otherwise noted, the indicated rates of return are the historical annual compounded returns for the period indicated, including changes in security value and the 
reinvestment of all distributions and do not take into account income taxes payable by any securityholder that would have reduced returns. The investments are not 
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Neither Alitis nor any director, officer or employee of Alitis accepts any liability whatsoever for any errors or omissions in the information, analysis or opinions contained in 
this report, nor for any direct, indirect or consequential damages or losses arising from any use of this report or its contents. 
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