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Forward Perspectives +  15 Minutes = New Thinking

Forward 
Perspectives

At a Glance
 • The collapse in the price of crude has been triggered by the two-pronged effects of a sharp demand decline 

and delayed supply response from OPEC+. Severe storage capacity constraints and an uncertain outlook for the 
economic recovery are adding fuel to the Energy industry’s challenges.

 • Saudi Arabia and Russia were initially unable to agree to additional supply cuts, which led to a price war 
in March 2020. OPEC+ finally announced plans to cut production in April 2020 to alleviate supply and storage 
pressures. The OPEC+ cuts however were nowhere near enough to offset short-term demand destruction and there 
are additional doubts given OPEC’s history of compliance with cuts. Producers have also cut capital expenditures 
and dividends significantly to bolster balance sheets. 

 • TD Wealth Asset Allocation Committee (WAAC) view and outlook: The Energy industry is likely to experience a 
prolonged tough road ahead. However, more normalized supply/demand dynamics are expected to return in the 
latter part of 2020, as the current demand destruction is viewed as temporary. Counterbalancing that though is the 
expectation it will take significant additional time to work down very high oil inventories. 

The Crude Business of Oil Market Volatility 
Oversupply and Plunging Demand Plagues Energy Sector 
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Crude oil prices have nosedived in 2020 (Chart 1), and in March recorded their 
steepest monthly decline since the Global Financial Crisis of 2008-09. 

Global economic shutdowns driven by COVID-19 have 
spurred historic demand deterioration, a swelling of 
inventories and a massive sell-off in global oil markets.  
Western Canadian Select (WCS) continues to trade at a 
discount to West Texas Intermediate (WTI) as a result of 
a lack of pipeline and other take-away capacity. This is 
particularly devastating for Canada as roughly 60% of 

Canadian oil exports use a WCS reference price. Canada 
exported approximately 3.5 million barrels per day (mbd) 
in 2019, of its 4.3 mbd of production, almost all of which 
went to the U.S. Canada also typically imports about 0.7 
mbd at Brent Crude pricing, which remains at a premium 
to WTI. Virtually all of this oil is imported from the U.S.

Chart 1: Crude Trading at Multi-Year Lows 

U
S$

 p
er

 B
ar

re
l

70

60

50

40

30

20

10

0
Jan 2019 Apr 2019 Jul 2019 Oct 2019 Jan 2020 Apr 2020

Source: Bloomberg Finance L.P. As of May 8, 2020. 
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Chart 2: Crude Suplly/Demand

The global pandemic has created a tremendous amount of uncertainty  
regarding how much 2020 world oil demand will fall. 

According to the International Monetary Fund (IMF), the 
world economy is forecast to face a severe recession 
in 2020, and contract by 3.0% following growth of 2.9% 
in 2019. However, if containment efforts are successful 
during the second half of 2020, the IMF projects the 
global economy to expand at 5.8% in 2021, as economic 
activity normalizes.1 But before we can look to brighter 
times ahead we must face a world currently struggling 
to contain a pandemic, where lockdowns, travel 
restrictions and physical distancing is immobilizing 
about 40% of the global population. 

The economic dislocation is significantly reducing 
demand for transportation fuels such as gasoline and jet 
fuel. The ultimate impact of this depends on how long 
COVID-19 restrictions remain in place and the pace of 
any recovery, both of which are difficult to estimate. It is 
forecast that in the second quarter of 2020 oil demand 
could decline anywhere from between 12-23 mbd, with 
full year 2020 demand down approximately 5.3-9.3 mbd, 
year-over-year (chart2). OPEC’s own Monthly Oil Market 
Report (MoMR) for April estimates demand destruction 
at 20 mbd in April with demand destruction at 6.85 mbd 
for 2020.2
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3P oil reserves are the total amount of reserves that a company estimates having access to. IEA – International Energy Agency. 
Exxon Mobil Annual Shareholder meeting April 23, 2020. 
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A Shock Like No Other – Energy Sector Response to Rock Bottom Prices

In response to diminishing crude demand, U.S. shale 
producers have planned or reported a 32% reduction to 
their previously announced 2020 capital budgets, which 
is a 40% cut compared to 2019. Most shale producers 
are unable to remain profitable with prices below $30/
barrel for WTI. On this side of the border, spending in 

Canada has also seen significant declines since the 
beginning of March. Expectations are for a year-over-
year drop in capital spending in excess of 30% in 2020 
and declining as E&P companies seek refuge from the 
unparalleled demand destruction and the crude price 
collapse gripping markets.3

The five main Canadian oil sands operators in Alberta, 
including Canadian Natural Resources, Husky Energy, 
Suncor Energy, Cenovus Energy and MEG Energy, 
have slashed 2020 spending budgets by about 27%, 
from approximately $14.7 to $10.7 billion (CDN) to help 
weather the current conditions. Despite these significant 
cuts, and in the absence of a sizable recovery in the 
price of WCS, losses will likely mount for Canadian 
producers and the economy.

To manage the supply glut, Canadian shut-in 
announcements so far exceed 300,000 b/d, but the 
real total could be as high as 500,000 b/d, with more 
shut-ins expected to commence in May 2020. The total 
number of shut-ins from Western Canada could exceed 
1 mbd over the next couple of months.4 In the U.S., there 
are a significant number of private E&P production 
companies where shut-in data is more difficult to 
estimate, and not included in chart 3 figures. Therefore, 
the actual shut-in totals in the U.S. and Canada are 
likely higher than the approximate 1.8 mbd indicated 
(Chart 3).

It should be noted that energy products including 
crude petroleum, refined petroleum and petroleum 

gas accounted for nearly 21% of Canada’s exports or 
$124 billion in 2019. With Canada’s exports expected to 
decline significantly in 2020, the Canadian economy 
remains vulnerable due to its high Energy exposure and 
the plunge in WCS is not making matters any easier.5 

The oil market turmoil reached a tipping point in March 
2020 when key OPEC+ members Russia and Saudi 
Arabia failed to reach an agreement to make additional 
production cuts. Furthermore, Saudi Arabia announced 
pricing cuts and increased supply in what was believed 
to be an attempt to get Russia back to the negotiating 
table. Finally, in April 2020 OPEC+ announced cuts 
of about 10 mbd or roughly 10% of the approximate 
100 mbd of global supply which was met with initial 
enthusiasm - until realization set in that in the near-term 
it simply would not be enough (see chart 2). OPEC+ 
production cuts may not immediately resolve plunging 
demand and storage saturation problems that are 
weighing so heavily but could help to alleviate some 
of the pressure during the latter part of the year if the 
COVID-19 crisis progresses toward containment. 

The near-term challenges created by excess supply 
is that oil inventories are rising, and storage capacity 

Chart 3: U.S. and Canadian Producers Announced Shut-Ins
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is limited, which creates further dislocations in the 
oil market. Another unprecedented event occurred 
when the May futures contract for WTI crude traded in 
negative territory for the first time in history (Chart 1). 
The catalysts: sagging demand, a glut of unused oil, 
and limited storage capacity. The capitulation of May 
oil futures was driven by the dynamics of how contracts 
are settled. Owners of the contracts would have been 
forced to take physical delivery of oil at a time when 
storage is limited and costs to store extremely high. 
With few buyers willing to get involved in this toxic 

transaction, holders were left with no choice but to sell 
at any cost, even paying potential buyers to take the oil 
off their hands. 

As we watch these unusual market dynamics unfold, 
it shines further light on how COVID-19 is severely 
impacting the Energy sector. With the immense 
downward pressure on crude demand, the supply side 
of the equation may potentially need to see further 
contraction to find equilibrium. Until then, oil price 
volatility is expected to remain high.

As discussed, in the current environment producers may 
be forced to shut-in production at higher levels than 
previously anticipated to manage surplus supply. With 
oil companies receiving little for their product, cash 
flows will continue to be strained and further action will 
be needed to stabilize the market. Canadian producers 
face the added challenge of trying to rebalance an 
oversupplied market as production cuts can be more 
complex. Lengthy shut-ins at Canadian Steam Assisted 
Gravity Drainage (SAGD) projects can potentially sustain 
reservoir damage, while approximately 75% of Oil Sands 
producer’s costs are fixed.6 Oil Sands operators provide 
nearly 2/3rds of oil production in Canada and have an 
ability to throttle back, but not stop production without 
prohibitive costs to restart, which severely limits their 
ability to materially cut production. OPEC in their April 
MoMR estimates production cuts at only 4% for the 
five major Canadian oil sands operators, though in all 
likelihood cuts will be higher.2

In our view, the oil industry will likely encounter difficult 
times ahead until there are signs that the pandemic is on 
a stable path to containment. On a positive note, some 
Canadian provinces, U.S. states and countries around 
the world are implementing measures to re-open their 
economies. However, we are tempering our near-term 
optimism, as these plans may experience setbacks 
and the global inventory glut will likely take time to be 
worked off.

The Energy equity exposure across our portfolios is 
concentrated on pipeline companies (which transport 
oil from one location to another with minimal exposure 
to oil price fluctuations) and integrated oil companies 
(which engage in both production and refinement). Our 
pipeline holdings own mission critical infrastructures 
— considered vital to business activities — in North 
America. Almost all of their cash flows and growth 
projects are underpinned by regulated return or long-
term contracts with strong counterparties. Moreover, 
our integrated oil holdings’ refining businesses and scale 
efficiency help to cushion the negative impact of low oil 
prices. While energy stocks have suffered from extremely 
low crude prices, we believe that high quality companies 
with strong balance sheets and scale efficiencies will 
be more resilient than their Energy sector peers in this 
challenging environment. Over the medium term, lower 
quality companies may be forced out of businesses 
or acquired by more financially sound businesses. We 
continue to closely monitor developments and adjust 
our portfolios accordingly. However, an extended 
period of sub $20 WCS is unsustainable and could 
have catastrophic impacts to an already struggling 
industry, leaving only the biggest and most financially 
sound standing. 

WAAC View and Outlook 
Aggressive economic stimulus measures by governments 
and global central banks have helped bring stability to equity 
markets including Energy stocks that have rallied off their March 
lows. Despite a moderate rebound in crude prices in early May, 
the combination of dismal demand and depressed prices will 
likely weigh in the coming months.
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On the fixed income front, approximately 21% of 
the investment grade credit universe in Canada is 
concentrated in the Energy sector, a relatively large 
number when compared to the 8% exposure in the U.S. 
market. TDAM’s Fixed Income Team is continuously 
working to uncover value in certain energy sub-sectors. 
For example, in our view, pipelines remain relatively 
attractive, as most of the credits we invest in have 
strong contractual structures that limit cash flow 
variability. In short, while the sector remains under 
significant pressure, we believe that dislocations in 
credit still exist, and are positioning exposures to 
provide the best potential outcomes for investors. 

From a real estate perspective, the Energy sector is 
an important part of the Canadian and particularly 
Albertan economy. Weak energy prices have had a 
pronounced impact on the Calgary and Edmonton 
office markets which were already seeing an oversupply 
of new office space before the correction. Despite 
weaker office fundamentals in Alberta, we have yet to 
witness major distressed selling given the concentration 
of well-capitalized institutional real estate owners. Our 
Real Estate and Commercial Mortgage Investment 

Teams recognize that Alberta real estate has always 
had a degree of cyclicality and have taken a diversified 
approach. Within Alberta, our portfolios own or lend 
across all sectors including office, retail, industrial and 
multi-unit residential properties. Our real estate portfolio 
owns, what we believe are high quality, transit-linked 
office assets in Calgary and Edmonton with diversified 
in-place tenancies (e.g. government, technology) that 
we expect will provide better positioning if a flight-to-
quality intensifies. While office assets have experienced 
unrealized capital losses due to market conditions, they 
continue to generate positive income streams. Moreover, 
the majority of our Alberta real estate allocation is 
in multifamily, industrial and grocery-anchored retail 
assets that tend to be less correlated to energy prices. 
Within the commercial mortgage portfolio, our loans in 
Alberta continue to demonstrate stable and predictable 
income. Our borrowers are large institutional real 
estate operators with long-term investment horizons. 
Furthermore, the quality of our underlying real estate 
exposure, prudent underwriting, and additional lender 
recourse are key risk mitigants that can provide added 
protection during the energy market turmoil.

From a real estate 
perspective, the Energy 
sector is an important 
part of the Canadian 
and particularly 
Albertan economy. 
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In closing, we expect a return to a supply/demand equilibrium environment 
during the latter part of 2020 as the current demand destruction is viewed as 
temporary. Counterbalancing that though is the expectation it will take significant 
additional time into 2021 to work down very high oil inventories.

Equilibrium
Robert Vanderhooft, CFA
Chief Investment Officer 
TD Asset Management Inc. 
Chair, TD Wealth Asset Allocation Committee


