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Canada’s oil and gas sector: The decline in production and
investment and the impact on the economy

by Weimin Wang

The oil and gas industry is an important contributor to the Canadian economy, especially in Alberta. From the year
2000 onwards, its share in the total economy averaged about 5% of Canadian and 21% of Albertan GDP. Its share
of jobs was 0.4% and 2.9% in Canada and Alberta, respectively. The recently announced cuts in production and
investment in the oil and gas industry will not only impact the industry itself, but its effects will reverberate to the
broader economy.

Oil prices dropped sharply in March as the COVID-19 pandemic unfolded and as Russia and Saudi Arabia failed
to reach an agreement to support oil prices by limiting production. On Monday, March 9, 2020, U.S. West Texas
Intermediate (WTI) crude fell around 30 percent to US$27 a barrel. Since then, the WTI has slid further, to about
US$20 a barrel in the mid-April. It turned negative on April 20, closing at -US$37.63 per barrel. Although this was
temporary,! it exposed current constraints in the system for storage. At the same time, the Western Canadian Select
(WCS), the benchmark indicator that is widely used to track the price for oil produced in the Alberta oilsands,
dropped below US$5 a barrel on average in April, its lowest level ever.

Chart 1
Daily West Texas Intermediate price, June 2019 to May 2020
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Note: WTI = U.S. West Texas Intermediate.
Source: Federal Reserve Bank of St. Louis (https://alfred.stlouisfed.org/series?seid=DCOILWTICO).

1. Since April 20, WTI has posted a strong rally, to above US$30 per barrel in mid-May.
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Chart 2
Monthly Western Canadian Select price, June 2019 to April 2020
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Note: WCS = Western Canadian Select.
Source: Government of Alberta, 2020, “Oil Prices,” Economic Data. https://economicdashboard.alberta.ca/OilPrice.

In response, companies reacted by adjusting down both capital expenditures and production. As described in Wang
(2020), many companies revised downward their capital expenditures by 20% to 57%, and their production by 5% to
8%. These cuts will have a direct impact on the economy.

However, as production and investment decline in the oil and gas industry, so does the demand for the inputs the
sector uses. The reduction in the production of these inputs by other industries will lead to additional indirect
effects. Furthermore, both the direct and indirect effects also cause employees’ income and hence their spending to
fall. Therefore, businesses serving the needs of these affected employees will also experience falling demand. This
is the induced effect of the cut in investment and production in the oil and gas industry.

The total impact of the potential reductions in production and investment in the oil and gas industry on the Canadian
economy, including the direct, indirect and induced effects, can be quantified using input-output multipliers derived
from Statistics Canada’s supply and use tables for 2016.?

The reactions of specific companies in the oil and gas sector to the decline in oil prices suggest a possible range
of outcomes. Many companies have revised downward their capital expenditures and production, but it is unclear
how representative these specific firms' declines are for their industry in general. Therefore, three scenarios are
presented. In the first scenario, capital expenditures are assumed to decline 30% and production is assumed to
decline by 7%. In the second scenario, the industry’s capital expenditures and production are assumed to fall by
40% and 10%, respectively. In the third scenario, capital expenditures and production are assumed to fall by 20%
and 5%, respectively.

2. See Wang (2020) for more details. The detailed information that allows the characterization of the structure of the Canadian economy and the forward and
backward linkages between industries is available only with a lag. The estimates are based on the 2016 supply-use tables, which are the latest available. However,
the structure of the economy evolves slowly, so the lag should have a minimal impact on the estimates.
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The direct impact of the first scenario’s 7% decline in output and a 30% decline in investment in the oil and gas
industry is equivalent to a 0.7% drop in GDP and a decline of 23,122 in the total number of jobs (Table 1). The indirect
and induced effects of a shock in the oil and gas industry are 77% and 37% of its direct effect on GDP and 388% and
203% of its direct effect on jobs, respectively. In total, under scenario 1, GDP is reduced by 1.5% and the total number
of jobs by 159,810, relative to what they would have been without the change in oil prices.

The estimated impacts need to be interpreted with caution. First, given the nature of the shocks facing the sector,
demand and supply conditions for oil and gas are highly uncertain and may play out much differently than the
scenarios analysed. Second, there are several assumptions behind input-output models, including that: inputs are
used in fixed proportions as output is increased or decreased; firms within an industry use the same production
process; and prices are fixed. These assumptions can lead to an overstatement of the impacts of a shock if firms
can tailor their technology to their new economic conditions, firms are heterogeneous in their capacity to respond
to shocks, and/or prices are flexible. Third, the article has focused on the impact of the oil price shock through
production and investment in the oil and gas sector. Other channels through which oil prices affect the economy
have not been explored.

Table 1
Percentage differences from baseline GDP level and total number of jobs in the total economy in 2020 due to the oil price
shock

Scenario 1 Scenario 2 Scenario 3

Production -7% Production -10% Production -5%

Investment -30% Investment -40% Investment -20%
GDP Jobs GDP Jobs GDP Jobs
percent  number percent  number percent  number
Direct -0.70%  -23,122 -1.00% -32,117 -0.50% -16,058
(47%) (15%) (47%) (15%) (47%) (15%)
Indirect -0.50%  -89,664 -0.70% -124,544 -0.40%  -62,272
(36%) (56%) (36%) (56%) (36%) (56%)
Induced -0.30%  -47,023 -0.40%  -65,316 -0.20%  -32,658
(17%) (29%) (17%) (29%) (17%) (29%)
Total -1.50% -159,810 -2.00% -221,976 -1.00% -110,988
(100%)  (100%) (100%)  (100%) (100%)  (100%)

Notes: GDP = Gross domestic product.
Source: Statistics Canada, author’s calculation.
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