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Unsteady as she goes Crude oil prices & differentials buffeted by geopolitical events, global confidence crisis, technology advances and lack of pipeline access



Contents 1 Leader’s message Energy Visions report 2 Introduction 3 Canadian crude oil prices 4 Brent-WTI differentials 5 



What does it mean for Canada’s petroleum sector? • Capital investment • Recent M&A activity • Share prices • Pipeline opportunities



Leader’s message Three years after the global downturn of 2008-09, countries around the world continue to struggle to sustain an economic recovery. The European sovereign debt crisis and the financial health of the United States have raised concerns this summer that the world’s economy may tip back into a recession. For most of this spring, oil gained support from the conflict in Libya, which shut down fields that once pumped 1.6 million barrels per day. That loss bolstered Brent prices in particular as most of Libya’s oil was priced against it. These economic and geopolitical tensions have made oil markets the most volatile since 2009. Sharp swings in energy prices have traced the prevailing economic or political news of the day. In North America, the Brent-to-WTI differential has run in excess of $20 for most of the year, compared with the historical parity relationship. The differential between Brent and West Texas Intermediate (WTI) prices remains high due to the Libya crisis, North Sea operational issues and the glut of crude at Cushing, Oklahoma. This opens up opportunities for Canadian crude to displace Brent crude at refineries on the East Coast. This report provides insight on how financial and geopolitical events have impacted crude oil prices, company share prices and the Brent-to-WTI differential, as well as what this means for Canada’s petroleum sector.



Scott Bolton



As the leading Canadian energy industry professional services firm, PwC Canada’s Energy practice has more than 1,000 partners and members delivering industry specific solutions to more than 1,600 energy companies of all sizes. This document is published by PwC as part of our Energy Visions program, a series of publications and events that provide context around issues affecting the oil and gas sector. For more information on our Energy Visions program or our comprehensive suite of professional services, visit www.pwc.com/ca/en/energyvisions.



Scott Bolton Canadian Energy Practice Leader PwC
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Energy Visions report Introduction World oil prices continue to be buffeted by financial and geopolitical instability. In the U.S., its debt was downgraded in early August by Standard & Poor’s, employment numbers remain weak and consumer confidence is declining. President Barack Obama’s plan to revive the U.S. job market was unveiled in early September, but markets remain skeptical about whether the US$447 billion proposal of tax cuts and new spending aimed at boosting hiring will make it through Congress.
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Across the Atlantic, countries in the euro zone are dealing with the possibility that Greece will default on its debt. The country says it needs an 8 billion euro aid installment in November to avoid running out of money to pay salaries and pensions. Its next bond redemption is due in December. Germany and France are leading discussions to tackle Greece’s debt mountain and prevent a financial market meltdown.



Over the summer, oil prices traced the plunging equity markets. Canadian light crude average prices posted by refiners Imperial Oil Limited, Flint Hills, Royal Dutch Shell and Suncor Energy Inc. were off 7% in August to $88.90 per bbl from $95.58 a bbl in July, in line with the global decline in oil prices as concerns mounted about the weak U.S. economy and the European debt crisis. Prices rose in September to $92.43, as prices for sweet light oil paid to producers regained some of the ground they had lost in August, but the average third quarter price declined to $92.30 per bbl from $102.80 in the second quarter. Early in the fourth quarter, light oil prices declined again along with fresh concerns about the stability of Greece after European officials postponed a vital aid payment to the debt-stricken country.



The differential between heavy and light crude prices widened in August, with the gap between Flint Hills Lloyd blend and Canadian sweet light prices increasing by 11% to $23.66 per bbl from $21.23 per bbl in July. In September, the differential declined again to $21.28, although the third quarter average was $22.06, up from $21.04 per bbl in the second quarter and only $12.05 in the third quarter of 2010. Flint Hills Lloyd Blent 90 85 Cdn. per bbl
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Flint Hills Lloyd Blend prices fell 12 per cent to an average of $65.24 per bbl in August from $74.35 per bbl in July, but rose again in September to $71.15 per bbl. Imperial Bow River crude fetched an average of $67.25 per bbl in August of this year compared to $75.99 a bbl the previous month, but climbed to $70.50 per bbl in September.







S



O



N



D



J



F



M



A



M



J



J



A



S



To the end of September, the heavy-light differential has averaged $20.56 per bbl, up from $9.94 per bbl in 2010, as Canadian producers have faced apportionment on export pipelines to the United States.
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Brent-WTI differential Globally, North Sea Brent fell slightly to $109.75 per bbl in September from $109.91 per bbl in August, while New York Mercantile Exchange (NYMEX) Light WTI fell to $85.61 per bbl from 86.35 a bbl for a differential of $24.14 per bbl for the month. Brent averaged $112.11 per bbl in the third quarter compared to $89.73 per bbl for NYMEX Light WTI for a difference of $22.38 per bbl. In the first nine months of this year, Brent has outpaced WTI by 18 per cent: $111.47 to $94.87. Brent prices reached a high of $123.14 per bbl in April after the loss of Libya’s crude volumes. The North African country’s output had reached 1.6 million barrels per day before rebels mounted a campaign to overthrow Muammar Gaddafi. How soon Libyan volumes come back online will affect Brent prices. Besides the lack of Libyan crude, Brent prices also have been driven higher this year by the loss of supply from the North Sea due to operational problems. Meanwhile, analysts have attributed the discount on WTI to the glut of crude at Cushing, Oklahoma, the delivery point for the benchmark NYMEX futures contract. Volumes of Bakken crude and Canadian oil sands are piling up at Cushing, unable to reach the premium Gulf Coast market due to a lack of pipelines. As such, Canadian pipeliners such as TransCanada Corporation and Enbridge Inc. have projects on the drawing board to relieve the Cushing glut. U.S. President Barack Obama is expected to make a decision by year’s end on the proposed TransCanada Keystone XL project to ship oil from Alberta to Gulf Coast refineries. Enbridge, meanwhile, announced plans in September to build the 800,000 bbl per day Wrangler pipeline with Enterprise Products Partners LP to move crude from the Cushing terminal to refiners in Houston and Port Arthur.
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What does it mean for Canada’s petroleum sector? While oil prices have come off their highs of this spring, a saving grace for Canadian heavy oil producers of late has been a shrinking discount for their crude compared with benchmark U.S. light crude and a widening premium for synthetic oil processed from the Alberta oil sands. Demand for heavy blends remains strong as refiners have enjoyed wide margins. Synthetic prices have also benefited from current and upcoming maintenance turnarounds at processing plants. Capital investment During the second quarter, despite the volatility of markets, some conventional Canadian producers continued to add capital to their 2011 budgets due to the strength of oil prices. Those developing oil resources plays will still generate healthy netbacks at current prices. Oil sands operators base the viability of their capital-intensive projects on longterm price forecasts, and the recent global swings in commodity prices will probably not give them too much reason to pause unless there is a prolonged decline in prices. Moreover, the issue of geopolitical instability in the Middle East and North Africa may lead to countries looking to invest in a stable country such as Canada. Asian countries, in particular, continue to invest in Canada’s oil sands and unconventional resource plays.



Recent M&A activity In early October, for instance, Sinopec International Petroleum Exploration and Production Corporation announced a C$2.2 billion takeover of shale gas producer Daylight Energy Ltd. Daylight has been building a strong land position in its Pembina core area and has picked up land for the emerging Duvernay shale play, which has helped spark a land rush in Alberta over the past couple of years. Canadian mid-cap producers will likely remain attractive for Asian buyers given their management experience and the size of their unexplored resource potential, as many have been constrained with the overall pace of development. In another Chinese deal announced earlier in the year, CNOOC Limited agreed to take over troubled oil sands developer OPTI Canada Inc. in a US$2.1 billion deal. Share prices Earlier this spring, as crude prices rose to highs, the Toronto Stock Exchange’s oil and gas group soared to over 360 points. Declining crude oil prices, concerns about debt levels, along with lower production during the second quarter for some of Canada’s senior producers, resulted in a wild ride for Canadian energy stocks over the summer, however. The TSX’s oil and gas group stood at about 250 on Oct. 11, below levels of a year ago. This fall, energy company stocks will continue to be impacted by signs of negative economic growth, as the market remains hypersensitive to any morsel of bad news. Any indication of the economy picking up, and the concomitant impact on demand, however, will help share prices rebound in the long-term.



Pipeline opportunities The current differential between WTI and Brent prices could open new markets for Western Canadian light crudes. Enbridge announced in early October it is working to develop some of those markets in the east. All of the refineries on the East Coast and Montreal pay Brent pricing and that is a disadvantage considering all the Midwest and mid-continent refineries are paying WTI or WTI minus. As such, there is a tremendous amount of interest on the part of the refineries in the east to access the cheaper western barrel, from plays such as the Bakken or Western Canada’s light upgraded synthetic barrels. Technology advances — the combination of horizontal drilling and multi-stage fracturing — will continue to open up unconventional shale oil plays across North America and volumes are expected to rise. Enbridge recently forecast that North American crude oil supply will grow by up to 3.4 million bbls per day by 2020. While heavy production from Canada is expected to increase by about 1.3 million barrels per day, light output from the various United States shale oil plays is expected to rise even more steeply — a 2.1-million-barrels per day increase for a total of an additional 3.4 million barrels per day of light and heavy crude production by 2020. At the same time, refinery conversions in the U.S. Midwest at the BP Whiting, ConocoPhillips/Cenovus Energy Inc. Wood River and Marathon Detroit refineries will enable them to process an additional 470,000 bbls per day of heavy oil from Canada by 2013. 



“The challenge is that you have about 430,000 barrels a day coming off the upper PADD II market,” Steve Wuori, president, liquids pipelines for Enbridge, recently said at the company’s annual investor day. “That’s a very serious thing to think about when you think of all of that light production coming on, especially in North Dakota, Saskatchewan and Alberta, including that upgraded synthetic.” The cokers in PADD II will fill first, Wuori predicted. Once those refineries have been filled, heavy crude will flow to markets such as the Gulf Coast. “The danger is that you are going to find a deterioration in light crude pricing such as Bakken that deserves to command a premium price.” With reduced light refining capacity in the Midwest, some light crude could end up in Cushing, but Enbridge believes a better market may be East Coast refineries that are currently paying Brent pricing. Enbridge is already taking steps to access those markets. It recently announced a project to expand Enbridge Energy Partners’ Line 5 light crude line between Superior, Wisconsin, and Sarnia, Ontario, by 50,000 barrels per day, at a cost of approximately $100 million. It also plans to reverse a portion of Line 9 in western Ontario at a cost of $20 million to permit crude oil to move eastbound from Sarnia as far as Westover, Ontario. The project would provide light crude from Western Canada for Imperial Oil Limited’s Nanticoke refinery. Subject to regulatory approvals, both projects are targeting to be in service in late 2012.
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