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Abstract

This article provides an update on the performance of Canada’s oil and gas extraction industry after it
was hit by the oil price crisis that occurred in March and April 2020. The Canadian oil and gas extraction
industry was found to have almost recovered in terms of production, employment and exports after
experiencing sharp declines in economic activity as oil prices plummeted early in the COVID-19
pandemic. In April 2021, the industry’s gross domestic product, employment and exports reached 95.4%,
95.7% and 102.5% of their corresponding levels from January 2020, respectively. However, capital
expenditures in the industry have been declining since 2014. Capital outlays fell by 55% from 2014 to
2019 and then by another 36% in 2020. Looking ahead, Canada’s oil and gas extraction industry still
faces some challenges despite the recovery of oil prices, such as uncertain near-term energy demand
because of the potential for new waves of the pandemic, the cancellation of Keystone XL, carbon pricing
and increasing demand for clean energy, which may prevent capital spending in the industry from
rebounding.
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Introduction

The year 2020 was challenging for oil and gas producers all over the world. The crisis in the oil and gas
industry started in early March 2020 as a result of the price war between Saudi Arabia and Russia after
they failed to reach an agreement on oil supply control. The West Texas Intermediate (WTI), a benchmark
crude oil price, immediately fell by around 30%, turning the event into an existential crisis for many oll
companies.! At the same time, the travel and mobility restrictions during the COVID-19 pandemic led to
a sharp decline in oil demand.? A few weeks later, after the collapse, fears among oil traders of a lack of
storage capacity led to a deeply negative oil price in April.

Oil and gas extraction is an important contributor to the Canadian economy, especially in Alberta and
Newfoundland and Labrador. From the year 2000 onwards, its gross domestic product (GDP) share in
the total economy averaged about 5% for Canada, 21% for Alberta, and 25% for Newfoundland and
Labrador. The industry was severely hit by the oil price crisis. Many oil and gas companies in Canada
substantially scaled back their production and investment plans in response to the crisis.®> One year has
passed since the crisis. Oil prices have risen to pre-crisis levels, and the recovering global economy may
support a slight rebound in global oil demand.# This article examines the extent to which the industry has
recovered from the crisis and the challenges facing the industry both currently and in the future.

This article finds that the Canadian oil and gas extraction industry has almost recovered from the impact
of the oil price crisis and the COVID-19 pandemic in terms of production, employment and export. By
April 2021, the industry had reached 95.4% of the GDP level from one year before, as well as 95.7% of
the employment and 102.5% of export levels. However, capital expenditures in the industry have been
declining since 2014. They fell by 55% over the 2014-to-2019 period and then by a further 36% in 2020.
Looking ahead, Canada’s oil and gas extraction industry still faces some challenges despite the recovery
of oil prices, such as weak near-term energy demand, the cancellation of Keystone XL, carbon pricing
and strong growth of clean energy, which may prevent production and capital spending in the industry
from rebounding. Crude oil production and exports started to fall again in February 2021, and their future
trends remain to be seen.

Crude oil price

The price of crude oil is the most important factor that drives production and investment in the oil and gas
extraction sector. Chart 1 presents movements in two of the most relevant crude oil prices for Canada,
the WTI and the Western Canadian Select (WCS)® from January 2019 to February 2021. As shown, both
oil prices declined sharply from January to April 2020 and then recovered quickly in next two months. By
February 2021, both the WTI and the WCS had fully recovered to their pre-crisis levels.

The oil price comeback reflected enthusiasm for record-setting production cuts by the Organization of
the Petroleum Exporting Countries (OPEC), Russia and their allies. After the oil crisis, OPEC+® agreed
to the following production cuts: a 9.7 million barrels per day production cut in May and June 2020 (2

1. See Wang (2020) for production and investment cutbacks in major Canadian oil companies after the oil price shock.

2. Based on a report by the International Energy Agency (IEA 2021), at the peak of restrictions in April 2020, global oil demand
was more than 20% below its pre-crisis levels. Overall, oil demand dropped by 9% throughout the year.

3. See Wang (2020) for a detailed discussion on the impact of such cutbacks on the Canadian economy in various scenarios.

4. The International Energy Agency (IEA 2021) reports that oil demand is expected to rebound by 6% in 2021, remaining 3%
below the 2019 level.

5. The WCS is the benchmark indicator that is widely used to track the price of oil produced in the Alberta oil sands.

6. OPECH+ is a loosely affiliated entity consisting of the 13 OPEC members and 10 of the world’s major non OPEC oil-exporting
nations. OPEC+ aims at regulating the supply of oil in order to set the price on the world market.
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months), a 7.7 million barrels per day production cut from July to December 2020 (6 months), and a
5.8 million barrels per day production cut from January 2020 to April 2022 (16 months).’

The recovery of crude oil prices may suggest that the global oil supply has been well managed in
response to the decreased oil demand during the pandemic. It does not necessarily imply that the
challenges faced in the Canadian oil and gas extraction industry have ended. To understand to what
extent the industry has recovered from the disruptions caused by the oil price crisis, production,
employment, exports and investment in the industry need to be closely examined.

Chart 1
Monthly oil prices in U.5. dollars, January 2019 to May 2021
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Source: Alberta Economic Dashboard, Qil Prices (https://economicdashboard.alberta.ca/CilPrice).

Production and employment

Chart 2 presents monthly production and employment?® in the oil and gas extraction industry and in all
industries as a whole from January 2019 to April 2021. As is shown, both real GDP and employment in
the oil and gas extraction industry started to decline when the oil price shock occurred in March 2020.
Real GDP in the industry dropped by about 15% from January to August 2020 and has been recovering
since then. In April 2021, it reached 95.4% of the level from January 2020. Employment in the oil and
gas extraction industry was much less volatile. It dropped by 6% from January to October 2020, and has
recovered slowly since then.

The movements of real GDP and employment were quite different in all industries as a whole. Both real
GDP and employment in all industries declined substantially in the early months of the pandemic and
rebounded strongly in the following two months. By April 2021, real GDP had reached 99.1% and
employment had reached 95.5% from January 2020.

A couple of points are noteworthy. First, unlike the quick production and employment adjustments in all
industries in response to the pandemic, reactions in the oil and gas extraction industry to the oil price
crisis were relatively slow and moderate.® The real GDP decline in the oil and gas extraction industry

7. See Baker McKenzie (2020).
8. Employment is based on the Survey of Employment, Payrolls and Hours.
9. Alot of oil production is sunk, as oil producers cannot adjust as spontaneously as other sectors.
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lasted six months, compared with the two-month duration of the real GDP decline in all other industries
as a whole. For employment, the decline lasted eight months in the oil and gas extraction industries and
three months in all industries as a whole. Second, the adjustment in employment was much smaller than
that in real GDP for the oil and gas extraction industry; however, for all industries as a whole, the
adjustment in employment was greater than that in real GDP. Specifically, in the year 2020, employment
in the oil and gas extraction industry dropped by 6% in the eight months from March to October and then
recovered by 1.6 percentage points in the next six months, while employment in all industries as a whole
dropped by 20% in the four months from February to May and then recovered by 15.3 percentage points
since then.

Chart 2
Production and employment, oil and gas and all industries
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Slower adjustments to price and demand changes in the oil and gas extraction industry relate to the
nature of the industry. When demand plummets and prices drop, oil companies prefer to keep pumping
at a loss for a certain period because market conditions may change quickly, and getting an oil well
running again after shutting it down is very costly and requires a large amount of reinvestment. Also,
pandemic-related lockdowns and physical distancing restrictions affected certain industries more than
others, such as transportation and personal services, leading to larger adjustments in all industries as a
whole than in the oil and gas extraction industry alone.

Crude oil and merchandise exports

The global value chain and, therefore, merchandise exports have been greatly affected by the pandemic
because of declining demand. Chart 3 shows movements in crude oil exports and all merchandise exports
before and during the pandemic. As shown in the chart, crude oil exports and all merchandise exports
had similar patterns over time during the pandemic; however, the drop in crude oil exports was much
greater than the drop in all merchandise exports in the early months of the pandemic.® Crude oil exports
started to decline before the oil price crisis. Their value dropped by more than 20% from December 2019
to February 2020 and by 70% from February to April 2020. The value then largely recovered over the
next three months. About 50% of the loss from December 2019 to April 2020 was recovered over the

10. Much of the drop may reflect lower oil prices.
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period of April to July 2020. By May 2021, crude oil exports were 3.5% higher than their level from January
2020. By comparison, all merchandise exports dropped by 34% from February to April 2020, and the loss
was almost fully recovered in the following three months. By May 2021, all merchandise exports were
5.3% higher than their level from January 2020.

Chart 3
Exports of crude oil and all merchandise
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Source: Statistics Canada, author’s calculation based on Table 12-10-0121.
Capital expenditures

Capital expenditures in oil and gas extraction are highly related to crude oil price. Lower oil prices will
drive down the profit level of oil and gas extraction and ultimately discourage investment in the industry,
and this will affect its production capacity in the long term. Also, oil companies will quickly reduce their
planned capital spending to lower their average variable production costs. This can help them survive
longer in the regime of decreasing crude oil prices.

Chart 4 shows nominal capital expenditures in the oil and gas extraction industry from 2012 to 2021.*
As shown, capital expenditures in the industry have been declining since 2014. From 2014 to 2019,
capital expenditures in oil and gas extraction declined by 55%, while capital expenditures in all industries
were unchanged. This deteriorating investment situation worsened in 2020. Capital expenditures
dropped by 36% in the oil and gas extraction industry in 2020 alone, triggered by the oil price shock in
March and April of the same year. At the same time, capital expenditures dropped by about 9% in all
industries.

11. Statistics Canada table 34-10-0035 is based on the Annual Capital Expenditures Survey. This annual survey collects data
on capital expenditure intentions and the expenditures for the previous two years; on occasion, where economic changes
justify the need, data on revised intentions are also collected for the current year.
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Chart 4
Capital spending in oil and gas extraction

2019 =100

250

100 W

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

Gil and gas —Al| industries

Source: Stastistics Canada, author's calculation based on Table 34-10-0035.

Based on the Annual Capital Expenditures Survey, capital expenditures in Canada are expected to
recover partially in 2021. As stated by Statistics Canada (2021a), “capital expenditures on non-residential
construction and machinery and equipment are expected to increase 7.0% to $266.2 billion in 2021,
following a 9.2% decline in 2020 largely attributable to the economic shock from the COVID-19
pandemic.” In contrast, capital expenditures in the oil and gas extraction industry are expected to increase
by 2%, from $21.7 billion in 2020 to $22.1 billion in 2021. However, a report by the Canadian Association
of Petroleum Producers (CAPP 2021) predicts a 14% increase in oil and gas investment in the year
2021.12 The mixed signals from the two expectations suggest that the near- and longer-term outlook of
investment in Canada’s oil and gas extraction industry remains to be seen.

Looking forward

Despite the recent rebound in oil prices, the future of Canadian oil and gas extraction remains uncertain.

First, near-term demand for crude oil could be weakened by new waves of the COVID-19 pandemic. For
example, continued lockdowns in Canada and reduced demand from the United States were the main
contributing factors to the 7.2% decline in the production of crude oil and equivalent products between
January and February 2021 (Statistics Canada 2021b). Some positive news is that capital spending in
supporting activities for mining and oil and gas extraction, which is considered a good barometer for
investment activity in the oil sands, is expected to increase by more than 33% in 2021 after a 20% decline
in 2020.2 This may be an optimistic sign for investment rebounding in oil sands extraction.

12. CAPP (2021) states that, “the additional spending is primarily focused in Alberta and British Columbia, while numbers in
Saskatchewan show modest improvement and offshore investment in Atlantic Canada is expected to remain stable
compared to 2020. Conventional oil and natural gas capital investment for 2021 is forecast at $20 billion, up from an
estimated $17.2 billion last year. Capital investment in the oil sands is forecast at $7.3 billion in 2021, up from an estimated
$6.7 billion total in 2020.”

13. See footnote 11.
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Second, the Canadian oil and gas extraction industry has also faced many headwinds for years that
impeded or inhibited expansion and development of the industry. These headwinds include the declining
investment and capital spending that reduced its production, the cancellation of Keystone XL that limited
pipeline capacity potential, carbon pricing that led to noticeable production cost increases, and
regulations designed to accelerate the transition to green energy that increased regulatory uncertainty
and operating costs.

Also, the green energy movement continues. As stated by the International Energy Agency (IEA 2021),
investment in renewable energy remains strong despite looming economic uncertainties. From January
to October 2020, global auctioned renewable capacity was 15% higher than for the same period in the
previous year, and this is a new record. The share of renewable energy in electricity generation was 27%
in 2020, up a record 2.3 percentage points from 2019, and is expected to reach 33% by 2025.

In addition, financial support for fossil fuels is increasingly constrained. The Canadian government has
committed to phasing out “inefficient fossil fuel subsidies” since 2009 (G20 2009). The Canadian
government also recently announced a strengthened climate plan to support its target of net-zero
emissions by 2050, which will increase the carbon tax from $50 per tonne in 2022 to $170 per tonne by
2030 (Environment and Climate Change Canada 2020). These new efforts may be accompanied by fossil
fuel subsidy reform, as fossil fuel subsidies are ultimately not consistent with net-zero commitments. As
stated by the International Institute for Sustainable Development (1ISD 2021), direct spending on fossil
fuels under federal initiatives not related to COVID-19 appears to have declined from $600 million in
2019/2020 to $90 million in 2020/2021. This is possibly to the result of concerted measures to reduce
subsidies, a lag in reporting or reduced industrial activity during the pandemic.
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