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How can one of the most lucrative investment
opportunities in decades stare investors in the face and
yet month after month energy stocks have continued to
languish while the market’s focus stubbornly remains on
other areas like bitcoin, marijuana stocks, and the
general tech space leading to an unintentional shunning
of the energy sector? Every morning on CNBC and BNN signi cantly more airtime is given to
discussing in-vogue names like Amazon or Canopy Growth than the $2.3 trillion oil market or the
energy stocks which have dislocated from the price of oil by the greatest extent in history while oil
trades at multi-year highs (see below…oil spot/strip price in CAD$ terms is up 14%/6% since the
beginning of 2017 and many Canadian oil stocks are down 50%-60% over the same time frame =
65%+ relative underperformance!!!).

Source: Bloomberg

What makes this lack of interest (and commensurate lack of investment  ow) so frustrating? It is
that the current macro backdrop for oil is overwhelmingly positive in addition to our belief that oil
is in a multi-year bull market with few things capable of interrupting this reality. Why can’t everyone
see what we see?

1. Oil is trading near a 4 year high
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Source: Bloomberg

2. The “oil glut” (ie. OECD surplus oil inventories to the rolling 5 year average) has fallen from
334MM Bbls as of January 2017 to a now ~26MM Bbl de cit and this number could swell to a de cit
of more than 300MM Bbls by the end of 2018.

Source: Ninepoint Partners

3. OPEC + Russia have pledged that their 1.2MM Bbl/d cut will continue throughout 2018 and their
compliance to the cut has been impressively strong, consistently exceeding 100%. Even if they are



lying and all of the shut-in production were to come online TODAY the market would be back to an
undersupplied scenario by the end of 2018 (this is not well understood).

4. Oil demand is rocking with 2017 demand up ~1.7MM Bbl/d and 2018 looking to be an even
stronger year with some  rms like Goldman Sachs calling for growth to exceed 2MM Bbl/d.

5. The big boogeyman in the room, US shale, will not grow as quickly as people believe and will be
limited to ~1.2MM Bbl/d. This is due to an incredibly important and yet still under appreciated shift
in management mindset (and incentive plans with 60%-70% of companies adopting returns based
incentive plan in 2018, up from 10% in 2015) to generating acceptable economic rates of return
versus absolute production growth (aka “growth for growth’s sake”). In addition, infrastructure,
labour, and equipment shortages all are acting as further anchors to growth potential.

6. The oil market in 2017 was undersupplied by 0.7MM Bbl/d (as evidenced by inventory
drawdowns at the fastest pace in history). When combined with demand growth of 1.8MM Bbl/d
this means that supply would have to grow by 2.5MM Bbl/d in 2018 to reach balance. With US
production constrained to about 1.2MM Bbl/d,  at OPEC+Russia production, and non-OPEC/US
production to be up about 0.2MM Bbl/d it should remain obvious that the market will remain
undersupplied. The last time OECD inventories reached our 2018 projected levels of sub 2.6BN Bbls
the price of oil (WTI) was above $70/bbl (vs. $62.50 today).

Source: Ninepoint Partners

Given all of the above it should be obvious that the current backdrop for oil is universally positive. It
isn’t just a short term bullish call but rather one that extends over the next 4-5+ years. Why do we
believe we are in a multi-year long bull market for oil? There are 4 primary reasons and they all
point to a market that should remain undersupplied for the next several years (even as US shale



continues to grow and OPEC volumes come back onto the market in 2019) and suggest that oil will
have to rally high enough to rationalize demand growth lest inventories fall to dangerously low
levels:

1. US supply growth is likely limited to ~1.2MM Bbl/d per year due to the reasons explained above.

2. OPEC supply - which once post the 1.2MM Bbl/d of shut-in volumes being returned to the market
will be largely producing at near peak production levels for the next several years o ering limited
net aggregate growth potential.

3. Demand is likely to grow by at least 1.2-1.5MM Bbl/d for the next several years barring a global
recession, given demand trends in both OECD and non-OECD countries.

4. Most importantly, non-OPEC/US production is set to go into a multi-year decline in 2019 given
the largest decrease in spending on long-lead (4-6+ years) in history.

Source: Simmons

The summary of these 4 main factors is in the below table and shows that even with tapering oil
demand growth rates, ongoing US supply growth, and OPEC bringing back online all 1.2MM Bbl/d of
shut-in volumes that the oil market should remain undersupplied for at least the next several years:



Given the  xed nature of US/OPEC growth rates and the very long-lead nature of non-OPEC/US
mega-projects (4-6+ years) we believe the global oil supply chain lacks the ability to respond to the
coming shortage. As a result, the price of oil beginning in 2019 and increasingly in 2020 will need to
act as a demand-rationalizing mechanism which suggests that the oil price will have to increase
meaningfully higher than today’s price level.

Fund Positioning

What began as an encouraging start to the year in January turned into “more of the same” in
February as oil names sold o  along with broader markets.This has further dislocated oil stocks
from the price of oil. YTD oil is up 3.4% in US$ terms and about 6% in CAD$. At the same time on
both sides of the border, oil producers and service stocks have fallen (XOP -7%, SPTEN -10%, OIH
-6%). It is common to  nd many Canadian intermediate oil companies -15% or more YTD after
falling by 30%-50% last year. As a result Canadian midcap oil companies are trading at
approximately 50% of their long-term average multiples, US Permian producers are trading at a
~1.5X multiple discount to their recent average trading multiples, and service stocks are trading at a
50%-75% discount to mid-cycle multiples. Such valuations would be appropriate if you believed
consensus: US oil growth will swamp the market as will OPEC/Russia volumes, electric car adoption
will destroy overall oil demand growth, and essentially the oil & gas sector is a sunset industry and
is in blowdown mode. We do not. As consensus in the next 6 months becomes more aware of the
extraordinarily bullish trends that we have highlighted above we expect sentiment to improve and
a reevaluation of mid-cycle multiple vs. peak multiple expansion will occur. As a result we own some
stocks in which we see 100%+ upside from current levels.

Sub-sector wise we retain our largest exposure to pressure pumpers. Despite weak-ish Q4 results
due to early E&P budget exhaustion in early December and epically cold weather impacting short-
term operations we believe the 2018/2019 earnings power of these companies is being
underappreciated and that the cycle will last longer than consensus believes. Forward looking
guidance from pressure pumpers was very strong and it is common to hear of leading edge pricing
continuing to increase. Halliburton, on their Q4 conference call, said that they are “sold out as far as
they can see.” If we are right in that the cycle will last a further 1-2 years versus having already
ended applying peak multiples (3X-4X) vs. a mid-cycle multiple (7X) is being meaningfully overly
bearish.

Pressure Pumpers (mid-cycle multiple of ~7X vs. 3.6X forward multiple)



The Sprott Energy Fund/Sprott Energy Opportunities Trust has modest exposure to Canadian E&P.
While valuations are very attractive on an EV/CF and FCF yield basis (and even on a sustainable
dividend yield…CJ at 10% which is fully supported by cash  ow) we struggle to see how Canadian oil
stocks will outperform their US peers when sentiment turns, given pipeline takeaway challenges. It
is our belief that US E&P’s will lead and that we will have the opportunity to cycle capital back into
Canadian E&P stocks on the lag.

Canadian midcap E&P’s (EV/CF multiples of ~ 4.0X vs. “old” historical multiples of 8.0X)

US Permian Producers (typical forward multiple ~ 8-9X vs. 5.7X)



In summary, oil is trading near a 4 year high and is in a multi-year long bull market which cannot be
interrupted barring a global depression and the 65% dislocation in performance between the price
of oil and oil stocks over the past year is the largest that anyone has ever seen in their careers. Still,
the logical question to ask is what has to happen for this dislocation to end? We believe it will be a
combination of several things: 1) US E&P’s continuing to embrace their new focus on returns vs.
growth which results in less capital being directed into the ground (ie. lower than historical growth
rates despite high oil prices) and a better experience for shareholders as they are  nally rewarded
with dividends and buybacks. 2) Service stocks proving their very positive forward looking guidance
in printed actual results (ie. Q1 reporting) 3) further implementation of share buybacks by both
E&P’s (over $4BN announced in February) and service companies (FRAC announced a $100MM
buyback; stock was up 8% on the news). [As a side note we continue to urge all Canadian oil
companies trading near their PDP RLI’s versus EV/CF using strip pricing to stop drilling and just
buyback their own stock…same result = per share growth while supporting one’s share price]. While
the exact timing of the inevitable in ection in sentiment is impossible to predict compensating
investors for this uncertainty is highly meaningful upside: we hold several stocks in which we see
more than 100% upside. 

Eric Nuttall
Senior Portfolio Manager
Sprott Energy Fund / Sprott Energy Opportunities Trust

 

 

 

 

 All returns and fund details are a) based on Series F units; b) net of fees; c) annualized if period is greater than1



one year; d) as at February 28, 2018; e) 2004 annual returns are from 04/15/04 to 12/31/04. The index is 100%

S&P/TSX Capped Energy TRI and is computed by Ninepoint Partners LP based on publicly available index

information.  Since inception of fund Series F.

The Fund is generally exposed to the following risks. See the prospectus of the Fund for a description of these

risks: concentration risk; credit risk; currency risk; cybersecurity risk; derivatives risk; exchange traded

funds risk; foreign investment risk; in ation risk; interest rate risk; liquidity risk; market risk; regulatory

risk; securities lending, repurchase and reverse repurchase transactions risk; series risk; short selling risk;

small capitalization natural resource company risk; speci c issuer risk; tax risk.

Ninepoint Partners LP is the investment manager to the Ninepoint Funds (collectively, the “Funds”). Commissions,

trailing commissions, management fees, performance fees (if any), other charges and expenses all may be

associated with mutual fund investments. Please read the prospectus carefully before investing. The indicated

rate of return for series F units of the Fund for the period ended February 28, 2018 is based on the historical

annual compounded total return including changes in unit value and reinvestment of all distributions and does

not take into account sales, redemption, distribution or optional charges or income taxes payable by any

unitholder that would have reduced returns. Mutual funds are not guaranteed, their values change frequently

and past performance may not be repeated. The information contained herein does not constitute an o er or

solicitation by anyone in the United States or in any other jurisdiction in which such an o er or solicitation is not

authorized or to any person to whom it is unlawful to make such an o er or solicitation. Prospective investors

who are not resident in Canada should contact their  nancial advisor to determine whether securities of the Fund

may be lawfully sold in their jurisdiction.

The opinions, estimates and projections (“information”) contained within this report are solely those of Ninepoint

Partners LP and are subject to change without notice. Ninepoint Partners makes every e ort to ensure that the

information has been derived from sources believed to be reliable and accurate. However, Ninepoint Partners

assumes no responsibility for any losses or damages, whether direct or indirect, which arise out of the use of this

information. Ninepoint Partners is not under any obligation to update or keep current the information contained

herein. The information should not be regarded by recipients as a substitute for the exercise of their own

judgment. Please contact your own personal advisor on your particular circumstances. Views expressed regarding

a particular company, security, industry or market sector should not be considered an indication of trading intent

of any investment funds managed by Ninepoint Partners. Any reference to a particular company is for illustrative

purposes only and should not to be considered as investment advice or a recommendation to buy or sell nor

should it be considered as an indication of how the portfolio of any investment fund managed by Ninepoint

Partners is or will be invested. Ninepoint Partners LP and/or its a liates may collectively bene cially own/control

1% or more of any class of the equity securities of the issuers mentioned in this report. Ninepoint Partners LP

and/or its a liates may hold short position in any class of the equity securities of the issuers mentioned in this

report. During the preceding 12 months, Ninepoint Partners LP and/or its a liates may have received

remuneration other than normal course investment advisory or trade execution services from the issuers

mentioned in this report.

Ninepoint Partners LP: Toll Free: 1.866.299.9906. DEALER SERVICES: RBC Investor & Treasury Services: Tel:

416.955.5885; Toll Free: 1.877.874.0899
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