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Oil-by-rail
economics suffers
amid narrowing
spreads
Rail was seen as a lifeline for
Canadian oil producers in the
absence of new pipelines, but
narrowing
spreads
between
Canadian oil and global benchmarks
in recent months is turning the
business model uneconomic in an
already depressed price environment.
“Right now, there are very few
movements of crude by rail coming
from Western Canada into the
Gulf Coast, because it just does
not make sense economically,”
said Bridget Hunsucker, analyst
at Genscape, which tracks weekly
oil carloads across North America.
Before oil prices sank, Canadian
producers shipped oil on rail to
fetch much higher West Texas
Intermediate oil prices on the U.S.
Gulf Coast than they could at the
Hardisty terminal in Alberta. The
business made sense even after
taking into account transportation
costs as high as $21 per barrel of oil
on rail, compared to $7 via pipeline.
In addition, transporting much-needed
diluents back from Houston to Alberta

transformed the oil-by-rail business
into a roaring growth segment for
midstream and rail companies.
But that business model is eroding.
While crude prices fell 48% last
year, that’s not precisely what
triggered the collapse — it’s the
narrowing of Western Canada
Select’s discount to under $13
compared to WTI and Mexican

Maya that’s derailing the business.
Pipeline utilization in the Bakken shot
up to 80% by the end of December,
compared to 50% at the start of
2014, as producers jumped from
rail to pipeline to preserve margins.
“That would be similar for WCS, and
as that narrows, people gravitate
to pipe if they can,” says Jenna
Delaney, an analyst with Bentek

Energy, a forecasting unit of Platts.
“Of course those barrels — if they
need to move — are still going to
jump on rail. It just won’t be an
economic move,” Ms. Delaney said.
Oil-by-rail picked up steam in recent
years, as flagship pipelines such as
Keystone XL and Northern Gateway
became mired in controversy. But
after growing ten-fold between the
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years of 2012 to 2013, volumes
seemed to plateau last year.
Canadian crude oil exports by rail
— not counting domestic hauls
to refineries — grew to just over
182,00 barrels per day by the
third quarter, compared to around
165,000-bpd at the start of 2014,
the latest available figures from
the National Energy Board show.
Rail cars carrying crude fell to 13,773
units last November, compared to
15,672 during the same month in
2013, according to Statistics Canada.
“The volumes have been fairly flat.
I think the forecast was for fairly
dramatic growth, but there has been
a cutback on growth projections,”
according to John Zahary, CEO of
midstream company Altex Energy Ltd.
The meagre growth in rail volumes
comes at a time that new facilities
are opening up. USD Group LLC
opened a terminal in Haridsty
last June with capacity for two
120-railcar unit trains, equivalent
to 172,639 barrels per day.
“Even though there was new
capacity, industry volumes did not
rise, which means other terminals
saw less volume… You see
contraction of margin in absolute
dollars,” Mr. Zahary said, noting
that his company has seen fairly
flat volumes and is protected
by take-or-pay arrangements.
Altex’s seven terminals in Western
Canada have a combined capacity
of 75,000 bpd, but volumes
stand at around 35,000 bpd.
“We are not at full capacity, some
of which are market reasons.
Some customers have committed

the space but are not moving
[volume],” said Mr. Zahary, who
previously ran Harvest Operations
Corp. and Sunshine Oil Sands Ltd.
Canadian Pacific Railway Ltd.
has reduced its forecast for
crude oil shipments this year,
although it still expects the
segment to grow around 25-30%.
Canadian National Railway Co.,
which expects its oil business to
grow 35%, says there is little clarity
around the oil market at the moment.
“This is why we have reduced our
expectation in terms of this market,
but the investments are being
put in place, and the markets will
need those services and we think
they will need them, not only in
2015, but also for the long term,”
CN chief executive officer Claude
Mongeau told analysts during a
conference call in late January.
The start of Enbridge Inc’s Illinoisto-Oklahoma Flanagan South
and Enterprise Products Partners’
Oklahoma-to-Texas Seaway, which
opened up another 1 million-bpd of
pipeline capacity, has also cooled
producers’ interest in oil-by-rail.
Still, the capacity keeps coming.
Altex is building a unit train terminal in
Lashburn, Sask. that would take the
company’s capacity to 110,000-bpd.
Plains Midstream Canada expects
its unit-train terminal in Kerrobert,
Sask. to commence operations in
mid-2015, while CP also expects
Imperial Oil Ltd. and Kinder Morgan
Inc’s 210,000-bpd terminal to come
on stream by the first half of the year.
TransCanada Corp. CEO Russ
Girling forecasts oil terminal loading

capacity in Western Canada to
reach 2 million bpd from its current
level of 1.2 million bpd, and plans
to build loading terminals around
the company’s storage facilities.
But rail costs are rising for producers.
MEG Energy Corp. blamed rail as
the primary reason for transportation
costs rising $1.82 per barrel in the
fourth quarter, compared to $0.51 per
barrel during the same period in 2013.
Rail companies are also looking to
raise rates for crude transportation.
In addition, new safety rules in light
of Lac Megantic tragedy could also
cost the wider economy $60 billion,
according to the Railway Supply
Institute Committee on Tank Cars.
Despite the challenging economics,
producers continue to invest in new
rail capacity as an insurance policy.
“We are not expecting to see
rail entirely disappear over the
next couple of years due to
the pipeline constraints — and
because of arbitrage economics
that would pop up in different
markets,” Ms. Delaney says.

IEA cuts Canadian
oil growth
forecast, as
‘business-asunusual’ grips
markets
A major international energy
group is forecasting the bottom
of the oil rout, but warns that
Canada will feel the pinch.
Oil output in Canada will continue
to increase, the International
Energy Agency said today, and
money already earmarked for nearterm projects will still be spent.

But new projects probably won’t
get the go-ahead or will likely be
stalled, the Paris-based advisory
group said in its lengthy MediumTerm Market Report, which
forecasts development out to 2020.
This will, of course, hit the province
of Alberta, home to Canada’s oil
industry, which is already forecast
to suffer slower economic growth,
and possibly a recession, and
sharply higher unemployment.
There’s mildly better news for
producers in today’s report, and good
news for consumers who paid dearly
until the collapse in crude prices.
“The result is that, barring any
unexpected supply disruption or
major, energy-related change in
policy, the market rebalancing will
likely occur relatively swiftly but
will be comparatively limited in
scope, with prices stabilizing at
levels higher than recent lows but
substantially below the highs of
the last three years,” the IEA said.
“On current projections, the
dramatic inventory builds of the
last few months’ grinds to a halt as
early as mid-2015, and the market
starts
tightening
appreciably.”
Canadian production will increase to
just below 5 million barrels a day in its
forecast period, or a rise of more than
800,000 barrels, but low prices “are
hitting its main sources for growth
– oil sands projects,” the IEA said.
“In Canada, where much of the
[capital spending] for projects due
to come online by mid-2016 has
already been committed, a reduction
in spending will affect projects that
are planned to start up beyond that
time frame,” the report warned.
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“In contrast to U.S. [light tight
oil], Canada’s growth is driven by
projects with long payback periods
and companies will be much
more restrained in committing
cash to fund expensive projects
in the current price environment.”
Canada’s “price sensitivity” is far
different from that of its neighbour
to the south, and the oil sands have
“comparatively high” upfront costs,
with those long payback time-frames.
Which means the oil slump won’t
halt projects already under way.
“Producers will instead be incentivized
to maximize output in a bid to recoup
investment costs,” the IEA said.
“New projects, on the other hand,
are unlikely to be sanctioned
and will likely be delayed.”
The group also weighed in on
the
controversy
surrounding
new pipelines, and what that all
means to future expansion, noting,
among other things, TransCanada
Corp.’s long-stalled Keystone XL.
“While oil prices play a major role in
Canada’s production outlook, a lack
of export infrastructure may also pose
constraints to growth,” the IEA said.
“Particularly in the case of light
synthetic oil, producers will need
to secure new market outlets and
alternatives to shipping light crude
south to the United States,” it added.
“These alternative options include
additional capacity to ship crude to
Canadian refineries on the Atlantic
coast, moving it to British Columbia
and possibly exporting it to Asia.”
Russia, by the way, whose currency

has plunged along with oil prices and
which appears headed for a deep
recession, is “the biggest casualty” of
the crude market rout, the IEA said.
The IEA also cut its outlook for
an increase in global demand,
to growth of about 1.2 per cent
a year, or just over 99 million
barrels a day, by 2020, saying that
“indeed, the recent price decline is
expected to have only a marginal
impact on global demand growth
for the remainder of the decade.”
Underscoring all of this is a grim
report today from Canada’s
Talisman Energy Inc., which is being
taken over by Spain’s Repsol SA.
Talisman posted a wider loss of
$1.6-billion (U.S.), or $1.54 a share,
compared to the loss of $1-billion
or 98 cents a year earlier, taking
a hefty hit from the oil slump.
“Our 2014 results reflect the significant
progress we made throughout the
year to improve the reliability and
predictability of our company,” said
chief executive officer Hal Kvisle.
Pity the poor American officials at
the G20 gathering in Istanbul today.
According to reports from the
summit, Treasury Secretary Jack
Lew is urging his counterparts
against deliberately driving down
the values of their currencies.
“Secretary Lew strongly emphasized
… that we are highly focused on
ensuring that U.S. workers and firms
play on a level playing field and no
country should use their exchange
rate to increase exports,” said a U.S.
official quoted by Reuters today.

The U.S. dollar has been
rallying, of course, while other
currencies tumble and monetary
policy shifts around the world.
For his part, Bank of Canada
Governor Stephen Poloz said today
that the plunge in his currency is
the result of the country’s economic
fortunes, and not because of
anything he deliberately said or did.
Like when he surprised the
markets with a cut of one-quarter
of a percentage point to his
benchmark rate, sending the
Canadian dollar down sharply.

“I honestly reject the notion that
I’m talking down the dollar,” he
told reporters at the Istanbul
summit, according to Bloomberg.
“It’s not about what we did. It’s about
how the economy has behaved.”
The Canadian currency has tracked
oil prices lower, dipping too on the shift
by Poloz and the speculation over
whether a second cut is in the cards.
And, of course, the fact that the
Federal Reserve is heading toward
a rate hike, possibly by mid-year.
Markets are now pricing in a
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40-per-cent chance of another cut
when the central bank meets again
next month, and a 60-per-cent
chance of that happening in April.
“These expectations are sensitive to
oil prices, with a failure to shift towards
the BoC $60 oil forecast likely to shift
the balance towards further rate cuts
and drive a weaker CAD,” said chief
currency strategist Camilla Sutton
of Bank of Nova Scotia, referring to
the Canadian dollar by its symbol.
This is sort of the point Mr.
Poloz tried to drive home.
“Markets presumably look at
the oil-price shock itself and
would ask themselves how the
economy is performing?” he said.
“If they figure that out, then they would
know what we might have to do.”
RBC predicts oil price rebound will
help province avoid recession in 2015

An RBC Economics
report suggests
a rebound in oil
prices, starting
by the middle of
this year, will help
Alberta avoid a
recession.
The report, by senior economist
Robert Hogue, said an uptick
in prices will “help rebuild
confidence in the province and
prevent activity from entering a
full-blown contractionary spiral.”
While Hogue’s analysis says the
province won’t see a recession, it
suggests a dramatic slowdown in
economic growth — it forecasts

real GDP growth of 0.6 in 2015,
down from 2.7 predicted in the
bank’s December outlook. GDP
growth was 4.1 per cent in 2014.
Hogue said the most immediate
effect of the slide in oil prices in
Alberta is a significant drop in capital
spending plans by oil companies.
The Canadian Association of
Petroleum Producers has forecast
that member companies would
cut investments by 33 per cent in
Western Canada in 2015, including a
24 per cent reduction in the oil sands.
“We estimate that the direct
impact of lower capital spending
in the energy sector will reduce
Alberta’s real GDP growth rate by
more than 1.5 percentage points
in 2015,” he said. “Indirectly, the
effect will spread to employment,
net migration, the housing
sector, consumer spending and,
possibly, public sector spending.”
Hogue said the updated forecast also
assumes substantial job losses in
Alberta for the first half of the year —
with employment falling by as much
as half the jobs created in 2014.
“Our forecasts also assume some
partial reversal during the second half
of this year amid rising oil prices and
rebuilding confidence,” said Hogue.
“Deteriorating job prospects in the
near term likely will moderate net
in-migration into the province, which
has been very strong in recent years.
The
report
said
softening
demographic fundamentals likely will
weigh on Alberta’s housing sector.
“Already there are signs of impending
housing market downturns in

Calgary and Edmonton, although
these so far primarily reflect a loss
of confidence caused by the sharp
drop in oil prices rather than weaker
population growth,” said Hogue.
The report projects home re-sales
will decline by nearly 16 per cent in
2015 in Alberta and housing starts
will moderate from 40,600 units
last year to 27,500 units this year.
But it also expects home prices to
stay relatively flat, down just 0.5
per cent overall in the province,
“reflecting the fact that the market
was initially in a position of strength

to withstand much of the hit.”
RBC’s report assumes an average
price of $53 US a barrel for WTI oil
in 2015 — its December forecast
was $70 per barrel. It also calls
for a lower Canadian dollar, with
the loonie forecast to end the year
at 75 US cents, down from an
85-cent prediction in December.
The Canadian economy is expected
to grow by 2.4 per cent this
year and 2.3 per cent next year.
Growth in 2014 was 2.4 per cent.
Hogue said not all is bleak in Alberta.
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He said the province’s forecast growth
rate of 1.5 per cent “would still be
stronger than the Canadian average.
“After a likely flurry of layoffs in the
first half of the year, we would expect
that businesses will start hiring again
later this year,” Hogue said. “Such
factors would support further growth
in consumer spending in the province,
albeit at a much more subdued pace
than seen in the past few years.
“Assuming that governments refrain
from slashing expenditures, we
believe that there will be sufficient
offsets to the negative developments
to keep Alberta’s economy afloat
this year and next. Downside risks
will remain significant, however,
at a time when any substantial
loss of confidence could trigger a
more damaging set of dynamics.”
Meanwhile, a report released
Monday by the Conference Board
of Canada estimated the Canadian
economy would grow by just 1.9 per
cent in 2015, due to the collapse
in oil prices and its effects on
investment and corporate profits.
In November 2014, the board
predicted growth of 2.4 per cent.
It said business investment will be
the weakest part of the Canadian
economy in 2015. Real business
investment on energy structures
and exploration is forecast to
drop by 23 per cent in 2015.
“Even before the drop in oil prices,
we were projecting a small dip
in overall business investment
due to soft growth in domestic
consumer demand. Now, the
sharp decline in energy-related
profits will force oil companies to

pull back their capital budgets,”
said Matthew Stewart, associate
director of the National Forecast.
The board said oil prices appear
to be bottoming out around $50
US per barrel. It predicts prices
will recover to above $60 per
barrel by the end of the year.

Gas and diesel price
setting explained by
Utility and Review
Board
Formula
for
calculating
prices
each
week
There was no change in the gas
price overnight, but diesel prices
jumped by nearly seven cents a litre
in Nova Scotia. It’s now selling for
112.2 cents a litre in the Halifax area.
Earlier this week, the Utility
and Review Board invoked
the interrupter clause and the
price of gas was pushed up.
We asked Paul Allen, the executive
director of the Nova Scotia Utility
and Review Board, to explain
how gasoline and diesel prices
are set each week to dispel the
confusion about how it’s done:
First, there is a formula for
calculating the price each week.
The formula components are
set out in the Petroleum Product
Pricing Regulations and were the
subject of a public hearing in 2006.
Briefly,
the
formula
to
arrive at the pump price is:
•
The five-day average
cost of a litre of gas/diesel oil
from the NYMEX (New York

Merchantile Exchange) converted
from U.S. to Canadian dollars.
This is the benchmark price.
•
Plus or minus any
corrections for differences that occur
between the benchmark price and
the actual NYMEX prices. This is
the forward averaging correction.
•
Plus
an
allowance
for moving the product to the
retailers in each zone. This is
the
transportation
allowance.
•
Plus
an
allowance
expenses
for
wholesalers’

and a reasonable profit. This
is
the
wholesale
margin.
•
Plus Federal Excise Tax,
which is currently 10 cents per litre.
•
Plus
the
Provincial
Motive Fuel Tax, which is
currently 15.5 cents per litre.
•
Plus
an
allowance
for the retailers’ costs and a
reasonable profit. This is the retail
margin and there is a maximum
and a minimum markup set.
•
Plus
HST
on
the above at 15 per cent.
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The benchmark price is likely the
least understood part of pricing.
To explain that further: the actual
average price for gasoline anddiesel
oil is obtained from the NYMEX daily,
and converted into Canadian dollars
using the Bank of Canada noon rate.
The NYMEX is a commodity
exchange and is considered the most
relevant and independent source
for pricing of gasoline and diesel.
Each day’s information is then
averaged for the week. The
pricing cycle for Nova Scotia runs

from Thursday to Wednesday.
Said another way, the board sets
the benchmark price on Thursday
using all of the information from
the previous five business days.
Of course, when you use last
week’s NYMEX information to set
the price for the coming week,
you can unfairly penalize either
the consumer or the industry.
To fix that, there is a correction
or “trueing up” called the
forward
averaging
correction.
The difference between the

benchmark used to set the price
for the current week and the actual
NYMEX prices (in Canadian dollars)
for the same week is calculated
and applied to future price setting.
That way, in a time when NYMEX
prices are falling, the consumer will
get the benefit of the correction.
If NYMEX prices are rising,
the retailer will get the benefit.
Both sides are treated fairly
using the same calculation.
The board may choose to spread
out the correction over more

than one week but the whole
difference will be applied over time.
It is reasonable for both the
wholesaler and the retailer to
recover their costs of operation
and to make a reasonable profit.
The margin for wholesalers
was set based on historical
information
presented
during
a public hearing in 2012 and
was set as 6.65 cents per litre.
Similarly, the retailer’s margin was
set at a public hearing in 2011 and is
currently 4.8 cents to 6.6 cents per litre.
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Note that for retailers, there is both
a minimum and a maximum margin.
Imposing a minimum margin allows
independent and smaller retailers
in rural areas or small communities
enough revenue to stay in business,
thus helping to ensure reasonable
access to a supply of gasoline and
diesel oil throughout the province.
Having a range also allows for
some pricing competition where
there are multiple stations.
There is a cost to moving gasoline
and fuel oil from distribution centres,
such as refineries or tank farms.

The
greater
the
distance,
the
greater
the
cost.
The province is currently split
into six zones, roughly based
on distance from the distribution
centre and a transportation
allowance set for each zone.
Transportation allowances were
last set at a public hearing in 2011.
Occasionally the NYMEX prices for
gasoline, or the value of the Canadian
dollar — or both — will change
sharply during the week. That affects
the benchmark price as noted above.
If the change reverses itself,

then it is not a concern.
Including the most recent interruption,
the Utility and Review Board has
applied the interrupter a total of six
times since 2009. The price was
decreased four times and increased
twice. The chart shows the actual
dates, whether it was for gasoline
or diesel, and the amount. (UARB)
However, if the change is sustained
for more than a day and is greater than
six to eight cents per litre, the board
will consider changing the price early
by “interrupting” the pricing cycle.
If the benchmark price is falling,

then any interruption will benefit
the consumer. If it is increasing,
then it would benefit the industry.
Including
the
most
recent
interruption, the Utility and Review
Board has applied the interrupter
a total of six times since 2009.
The price was decreased four
times and increased twice.
If the change is not sustained, or
occurs the day before a regular price
setting, then any differences will be
included in the regular weekly pricing.
Pricing is based on the NYMEX price
for gasoline and diesel oil, not crude oil.
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There is no doubt that crude oil
prices affect gasoline and diesel
prices and they do, on the long
term, move in the same way.
However, on a day-to-day basis,
they can move quite differently
— or even in opposite directions
— for a variety of reasons.
Also, crude prices are generally
reported
in
U.S.
dollars,
which ignore changes in the
value of the Canadian dollar.

Total Canadian oil
production up 8
percent
The Oil Production for the final six
months of 2014 was slower than 2013.
The full-year 2014 crude oil
production average for Canadian
basins increased year-on-year,
but there may be strains from
low oil prices, federal data show.
The National Energy Board released
full-year production figures for 2014,
showing a cumulative average of 3.8
million barrels per day, an 8 percent
increase from full-year 2013. Total
crude oil production since June,
when oil prices reached their recent

peak, increased by about 1 percent.
In a late January report, NEB noted
the decline in global crude oil
prices was in part a reflection of the
increase in U.S. oil production. That
led to strains on Canadian oil output,
which is expensive to produce.
While total Canadian crude oil
production increased for the year,
the heavier grade of crude oil
sometimes dubbed tar sands held
more or less steady at 1.7 million
bpd on average during the last
six months of 2014. Production of
heavy Canadian crude oil increased
1 percent from June to December
During the same period in 2013,
production of heavy Canadian
crude oil increased 10 percent.
Canada sends more than 95
percent of its exported crude oil to
the U.S. market. Before the shale
era began in the last decade, the
NEB said in its January report the
United States was expected to need
more foreign-sourced crude oil.
During the last five years, the NEB
said, growth in U.S. oil production is
equal to the entire output from Canada.

Inter Pipeline
Announces
February 2015 Cash
Dividend
Inter Pipeline Ltd. (“Inter Pipeline”)
(TSX:IPL) announced today the
declaration of a cash dividend of
$0.1225 per share for February 2015.
This dividend will be paid on or about
March 16th, 2015 to shareholders of
record on February 24th, 2015. This
dividend is designated as an “eligible
dividend” for Canadian tax purposes.
Since inception, Inter Pipeline has
distributed approximately $2.9 billion
in cash payments to investors.
Inter Pipeline’s objective is to
provide investors with sustainable

monthly cash dividends, with
dividend growth upside tied to the
development of Inter Pipeline’s large
portfolio of organic growth projects.
Inter
Pipeline
Ltd.
Inter Pipeline is a major petroleum
transportation, natural gas liquids
extraction, and bulk liquid storage
business based in Calgary, Alberta,
Canada. Inter Pipeline owns and
operates energy infrastructure
assets in western Canada and
northern
Europe.
Additional
information about Inter Pipeline can
be found at www.interpipeline.com.
Inter Pipeline is a member of the
S&P/TSX 60 Index and its common
shares trade on the Toronto Stock
Exchange under the symbol IPL.
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