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Chart 2:
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Softer-than-expected global growth has also played a role in
oil’s weakness. Even with global GDP growth of just over 3 per
cent in 2014 (similar to what is expected in 2015), oil demand
only rose 0.8 per cent.

That divergence between 2 per cent supply growth and 0.8

per cent demand growth swung the overall oil market from a
balanced (or even tight) market a year ago, to an over-supplied
market of more than 1 per cent (i.e., more than 1 million BPD).

What caught the market completely off-guard, and thus the
steep plunge in prices, was the fact that OPEC (i.e., Saudi
Arabia) refused to step in to balance the market. Recall that
prices were still around $75 prior to the late-November
OPEC meeting.

Chart 3:
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Zeroing in on just the past four years reveals the crux of the
issue for the oil market, and the mismatch between supply
and demand.

US production has seen an amazing turnaround, with output
surging nearly 4 million bpd, taking it back to levels not seen
since the early 1970s and reversing more than three decades of
declining production.

Meantime, Canada has been quietly churning out solid gains as
well, which in fact have been underway since the early 1980s.

On the flip side, demand growth remains muted and confined
to the emerging markets. Note that oil consumption is now
lower in the industrial world than it was 20 years ago.
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The net effect on the global economy of the deep dive in oil
prices is still a matter of debate. While we would agree that it
is, on balance, a positive for global growth, the benefits may be
a bit more tempered this cycle because: 1) most major central
banks don’t have room to cut interest rates meaningfully
(which normally provides the positive second-round effects);
and, 2) a number of o0il producers will face immediate strains.

The most obvious strain will be on Russia, which is facing a
very serious recession in 2015.

On the flip side, almost all of the industrialized world will
benefit from the oil price slide, especially the big importers in
Japan, India and China. Canada and Norway are the outliers
on this front.

Chart 5:
Winners and Losers of Low Qil?
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Turkey 6.2  Saudi Arabia 42.9
Japan 5.1 Venezuela 36.4
India 5.1 Russia 13.5
Eurozone 3.0 Iran 13.1
China 2.8 Norway 9.8
United States 1.2  Canada 3.5
United Kingdom 0.6  Mexico 1.0

The decline in oil prices is a net negative for the Canadian econ-
omy, likely cutting 0.5 per cent from real GDP growth in 2015.

Oil & gas extraction directly accounts for just over 6 per

cent of GDP, and roughly 2 per cent of total employment.
But, the true footprint is larger after accounting for support
activities and spinoffs to other related sectors (manufacturing,
transportation, etc.)

Capital spending in the oil patch will feel the most direct
hit, with many 2015 budgets slashed by 20 per cent-to-30
per cent. This accounts for a third of all private non-housing
related capex.

Lower oil prices mean lower incomes and corporate profits,
which will cut Ottawa’s tax revenues by about $5 billion.

Policy

Chart 6:
Oil Industry — How Big?

Share of Total — 2014 estimates (percent)
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The most dramatic impact may well be the reshaping of
the regional economic growth landscape.

Oil & gas directly accounts for 24 per cent of GDP in
Alberta, 22 per cent in Newfoundland & Labrador and 15
per cent in Saskatchewan.

Growth in Alberta is expected to stall (0.5 per cent in
2015) after a strong outperformance in recent years.
Interprovincial migration flows to the province are likely
to be cut by about two thirds from recent levels, while
Calgary’s housing market is already in the grips of a
correction.

The fiscal impact in these provinces is likely in the $8
billion range.

Most other provinces benefit from lower oil prices and
the associated weakness in the Canadian dollar. Ontario
GDP growth should top the national average for only the
second time in 13 years.

After cutting interest rates 25 basis points to a Bank rate
of 0.75 per cent, Governor Stephen Poloz said that, “The
drop in oil prices is unambiguously negative for the
Canadian economy”.
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1y % ch

O %D o014 2015
Employment’ Retail Sales? Real GDP?
(3-mnth m.a.) (3-mnth m.a.)

4 0 4 0 5 10 -4 0 4

Dec. 2014 2Nov. 2014  3BMO forecast

Chart 8:
Bank of Canada: Another Rate Cut Possible
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The loonie is arguably the biggest loser from the slide in
oil prices, now moving above the $1.27/USD (79 US cents)
mark for the first time since the financial crisis.

Chart 9:
Oil’s Impact on the Loonie
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