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Quarterly Reports/Tar to Tank 

Dear Subscribers,

Last month in our article “The Big Pinch,” we 
highlighted the global race for resources and, with 
this contest as a reference, we outlined our energy 
outlook for 2012. For example, we predicted 
geopolitical risks to increase and oil prices to 
get “pinched” between declining production and 
increased domestic demand in many oil-rich 
countries, particularly those with fuel subsidies. 
Maintaining the subsidies is a financial black hole 
for governments; eliminating them is political 
suicide. Since our last issue, we’ve watched this 
Homeric choice play out in Nigeria. 

Another hotspot of geopolitical risk for the energy 
sector is in the headlines this week: Iran. On 
January 23, the European Union banned imports 
of oil from Iran to build pressure on its nuclear 
program, and Iran is on record as saying it will 
close the Strait of Hormuz “if any disruption 
happens regarding the sale of Iranian oil.” 

As we discussed in this month’s Casey Energy 
Opportunities, the Strait’s strategic importance 
means the price of oil could move very quickly 
upwards if passage were impeded in any way – or 
even if the market thought it might be. 

These bullish pressures on oil underscore the reason 
the world’s largest oil consumer had better find 
more friendly sources of it. So this month we turn our focus to one of the most important sources of oil for 
the United States: Canada’s oil sands. We not only explore how it can and do access the vast hydrocarbons 
in Alberta, but also the crucial aspect of how to get this oil to the market – not as straightforward a process 
as one might think. 

In This Month’s Issue...  
Click on the link to jump directly to an article.  

Look North  
Canada’s oil sands meet US needs for reliable energy in a 
number of ways. Here’s what you need to know to understand 
and take advantage of this growing sector. 
 
Move It Along 
We lay out and consider the options to get more of Alberta’s 
bitumen to market. 
 
Investment Recommendation: Low Risk 
With a good understanding of the oil-sands sector now in 
hand, we track down a promising position in which to profit 
from it: Suncor Energy (T.SU, NYSE.SU).  
 
Quarterly Company Updates 
A detailed look at every company in our portfolio, with 
recommendations for action. 
 
Technical Analysis Corner 
Take a look over our shoulder as we crunch some serious 
energy numbers. This month: the outlook for West Texas 
Intermediate Crude. 
 
Commodities Brief 
We examine the bullish and bearish trends influencing oil, 
gas, coal, and uranium. 
 
Casey Cash Box 
We lay out all the energy shells currently trading at or 
under cash, with the aim to give you more options to pursue 
investments that catch your own, unique interests.

http://my.caseyresearch.com/displayCer.php?id=89#a1
http://www.caseyresearch.com/cdd/telling-tale-nigerias-fuel-subsidy-riots?active-tab=archives
http://my.caseyresearch.com/displayCeo.php?id=33#a1
http://my.caseyresearch.com/displayCeo.php?id=33#a1
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As you’ll see, the high number of projects coming online combined with developments like the Obama 
administration’s rejection of the current Keystone XL pipeline proposal could mean tough times for 
many developing oil-sands companies. That’s one reason we recommend this month a company that’s not 
the usual CER play: a large-cap. Suncor Energy (T.SU) has existing production with plenty of vertical 
integration. But as always, we urge you to be patient with your investment: do not chase the stock. 
 
 
Interesting Numbers
We’ve got a new feature for you this month that we’re pretty pleased about. We’re calling it Technical 
Analysis Corner. Each month, we’ll investigate a timely energy issue using technical analysis, which is a 
complex but powerful method that adds another dimension to our research. This month, we look at the 
financial indictors around the price for West Texas Intermediate crude and find they indicate a range-
bound price for the medium term.Some more interesting numbers are coming from the current ratio of oil 
to natural gas prices. This ratio is at a 15-year high – oil prices are going up while natural gas continues to 
sink. 

The chart below shows the numbers. On January 20, the ratio reached 43.76.  The last time it came even 
close to this high was in September 2009, when it touched 37.13 before tumbling down again. Within just 
two weeks, natural gas prices had doubled and the ratio was back to the low 20s. 

 
So what’s happening now? Natural gas prices spent the first few days of 2012 in freefall as supplies 
continue to grow from shale gas development and demand remains low due to an abnormally warm winter. 

We believe this ratio is unsustainable. A good portion of North American natural gas producers simply 
are not economic at these prices. In fact, Chesapeake Energy (NYSE.CHK) just cut its production levels 
to save money, and we expect others to follow suit and push the price of natural gas back up. As our friend 
and investment legend Rick Rule puts it, “The cure for low prices is low prices.” 
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In our alert service, the Casey Energy Confidential, we explained what we think are the best ways to play the 
natural gas angle. (CEC is currently closed to new subscribers, but here’s where you can learn more about it 
and, if you like, sign up to be notified when we have openings.) Next month, in CER, we’ll be bringing you 
some of this information. 

Last but far from least in the interesting-numbers department: This is a Quarterly Update issue, where we 
go through all of the companies in our portfolio. Please read carefully through our recommendations and 
adjust your portfolio accordingly.

And for those of you who made it to the Cambridge House Investment Conference in Vancouver last 
weekend, it was great to see you! We were very pleased with the turnout in our new Casey pavilion, a room 
dedicated to Casey speakers that sat in the midst of the conference hall, and we’ll be sure to let you know of 
the next opportunity to meet and listen to Casey editors live.

Stay safe and good investing!

 
Marin Katusa 
Chief Investment Strategist 
Casey Research Energy Division 
 
Back to Table of Contents 
 
 

Look North 
Canada’s oil sands meet US needs for reliable energy in a number of ways. Here’s what you need to know to 
understand and take advantage of this growing sector.

What follows is a whopper of a discourse on oil sands, and on Canada’s in particular. Some of it you likely 
know already and can skim simply as a refresher or for context. You may also like to take in the information 
on more than one sitting or to jump back to revisit a topic.

For all these reasons, we’ve created a clickable outline to help you navigate. At the end of each section, 
you’ll find a “Back to Outline” link that will pop you back here.
 

We’ll follow this article with a look at what the United States needs to get the oil-sands goods, along with 
where and how the oil will go if America doesn’t ultimately approve that infrastructure.

1. The Groundwork
•	 Way Back When
•	 What-When-Where-How
•	 Costs in Context
•	 Oil-Sands Operations

2. From Tar to Tank
•	 The Basics of Refining
•	 US Oil Districts
•	 US Refineries
•	 Oil Sands on the Rise
•	 Going with the Flow

http://www.caseyresearch.com/premium-publications/casey-energy-confidential?ppref=CSR004NL0112A
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1. THE GROUNDWORK
Way Back When

The oil sands have been around a long time as a known resource as well as geologically. Early cultures in 
what is now northern Alberta in Canada started using the tar-like substance found along the banks of the 
Athabasca River to waterproof their canoes hundreds of years ago. Even the white man’s history of the oil 
sands goes back more than 200 years: In 1788, explorer Alexander MacKenzie encountered them on his 
trek across Canada 15 years before Lewis and Clark began their famous expedition to the south. From 
MacKenzie’s journal: 

“At about twenty-four miles from the Fork, are some bituminous fountains; into which a pole of twenty feet long 
may be inserted without the least resistance. The bitumen is in a fluid state, and when mixed with gum or the 
resinous substance collected from the Spruce Fir, serves to gum the canoes. In its heated state it emits a smell like that 
of Sea Coal. The banks of the river, which are there very elevated, discover veins of the same bituminous quality.”

Eventually, the tarry stuff piqued the interest of Canada’s government, which sponsored geological studies 
of the area in the late 1800s. The chronicler of the second geologic expedition wrote this in 1889:

“That this region is stored with a substance of great economic value is beyond all doubt, and, when the hour of 
development comes, it will, I believe, prove to be one of the wonders of northern Canada.”

The sands have proven to be a wonder indeed, though a challenge as well. The first attempts to produce oil 
from the region assumed the oil emanated from pools deep beneath the sands, and it took 11 years and 24 
wells before that idea was abandoned. 

Between 1910 and 1930 three Canadian scientists, working in parallel, figured out how to separate the 
oil from its sandy host using hot water. The flotation process they developed all those years ago is still the 
foundation for bitumen processing. Diesel oil and tar (for roads and roofs) were two early applications of 
the process, but misfortunes such as fire and financial difficulties killed them off. 

Then, in the 1950s, the Alberta government announced an oil-sands policy designed to guide development 
of the resource. The first project approved under the new policy was named – you guessed it – the Great 
Canadian Oil Sands project. It went through several ownership changes before coming to the Sun Oil 
Company (now known as Suncor Energy, T.SU), which brought it to life in 1967 as the world’s first oil-
sands operation. In 1978 Syncrude, a joint venture of seven oil companies, brought a second facility on line, 
and in April 1998, the billionth barrel slid down the pipeline, five years ahead of schedule. 

Back to Outline

What-When-Where-How

A billion barrels of oil in 20 years is an accomplishment anywhere, but particularly for a frontier field like 
oil sands. This resource consists of a mixture of bitumen – more like thick, sticky tar than the golden syrup 
that what we usually think of as oil – with silica sand, clay minerals, and water. 

Alberta is home to three big deposits of oil sands: the Athabasca, Peace River, and Cold Lake deposits.

http://www.syncrude.ca/users/folder.asp?FolderID=7101
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The well-known mining town of Fort McMurray sits on  
the Athabasca deposit.  Map of Alberta Province courtesy  

of its government.

The deposits lie underneath some 140,000 square 
kilometers of boreal forest and muskeg, or peat bog, and 
they hold a lot of oil. In fact, bitumen-in-place in the 
oil sands is comparable to total proven global reserves 
of conventional petroleum: 1.7 trillion barrels! More 
commonly quoted is the estimated number of recoverable 
barrels, which is more like 170 billion barrels. If expanded 
to include potentially recoverable bitumen, the reserve 
climbs to 315 billion barrels.

These estimates assume a recovery rate of 20%, a typical 
assumption for conventional oil fields. It turns out that 
recovery rates in this unconventional resource are actually 
on the order of 30% to over 90%. But even using that 
conservative assumption, Alberta’s oil sands rank as the 
third-largest crude oil reserve in the world.

Some Oily Terms

API (American Petroleum Institute) gravity 
– describes the average length of the 
hydrocarbon molecules in crude oil, using 
an inverted scale measured in degrees. 
Light oils have shorter hydrocarbons, which 
means they have higher API ratings. Heavy 
oils have longer hydrocarbons and therefore 
lower APIs.

Light oil – oil produced in North America 
is considered light if it has an API of more 
than 35°. WTI (West Texas Intermediate) 
oil ranks at 39.6°, slightly lighter than Brent 
(North Sea) oil at 38.1°. Middle Eastern 
oils are often still considered “light” with 
APIs as low as 30°.

Heavy oil – API of less than 20°.

Extra-heavy oil – API of less than 10°. 
Orinoco River heavy oil in Venezuela, home 
to the world’s largest such deposits, ranks at 
about 10° on the API scale. This type of oil 
usually requires adding a diluent to make it 
flow through pipelines.

Bitumen – the type of oil found in 
Alberta’s oil sands. Bitumen is so heavy 
that it is semi-solid or even solid at room 
temperature and has an API of less than 
10°. Alberta’s bitumen also tends to have a 
high sulfur content (>1%), which needs to 
be removed during refining.

Upgrading – using fractional distillation 
and chemical treatment to partially refine 
bitumen into a form that can be transported 
in pipelines and fed into refineries 
(untreated bitumen is too thick, heavy, and 
sulfurous to transport or refine directly)

Refining – transforming crude oil (or 
upgraded bitumen) into finished petroleum 
products such as gasoline or diesel by 
boiling each type of fuel off sequentially, 
while also reducing sulfur and other heavy-
metal contaminants.
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There are two ways to recover oil-sands bitumen. If the deposit is close to surface, companies can scrape 
out the sands, then crush and separate them in a mill. These operations are similar in many respects to large 
open-pit metal mines. They glean the highest recoveries, sometimes even approaching 100%, but they are 
certainly ugly while in operation. Government regulations require land and habitat reclamation, but most 
oil-sands operations haven’t been around long enough to get that far. In the meantime, surface mining is 
the technique that environmentalists love to hate, and that they’d like everyone to think is what all oil-
sands operations look like. 

However, about 80% of the recoverable resource is too deep to access with open pits. For these deposits 
the industry has developed in-situ (“in place”) techniques, which disturb the surface considerably less. In 
general, in-situ operations send steam down into the deposits to heat the thick bitumen, making it more 
mobile, and then pump it to the surface. 

The most common in-situ method being used in Alberta, Steam Assisted Gravity Drainage, (SAGD) 
usually produces recoveries of more like 60%. The other in-situ method, Cyclic Steam Stimulation (CSS), 
recovers about 35% to 40% of the oil.

Once recovered, the bitumen-water mixture must be upgraded and then refined. Upgrading either adds 
hydrogen to or removes carbon from the big, tangled molecules in bitumen to create a hydrocarbon mixture 
with a greater proportion of shorter-chain molecules. The upgrading process also dilutes the bitumen to 
make it more fluid and easier to transport. Roughly 60% of Alberta’s bitumen is upgraded in the province, 
which is home to five upgrading facilities able to process 1.31 million barrels of bitumen per day.

The next step happens at refineries, which transform the upgraded bitumen into petroleum products. 
In contrast to upgrading, most refining is completed elsewhere: Alberta has only three refineries with a 
combined capacity of less than half a million barrels per day. 

The reason why is that the global oil machine is based on shipping crude products to refineries that are 
close to the markets for their finished petroleum products. Since the United States is the biggest per-capita 
consumer of petroleum products in the world, it has the world’s biggest and most sophisticated refinery 
complex. Instead of trying to duplicate that infrastructure in Canada, most bitumen is upgraded in Canada 
and then piped to American facilities for refining before being sold to American consumers. 

In our next section, “From Tar to Tank,” we delve into this complicated system and discuss how it needs to 
evolve in order to support continued oil-
sands development and greater American 
energy security.

In 2010, the oil sands produced 1.6 
million barrels of oil per day (bpd) – a 
level expected to increase to 3 million bpd 
by 2015. There’s certainly room to grow. 
Only 3% of Alberta’s established crude 
bitumen reserves have been produced 
since commercial production started in 
1967. Syncrude and Suncor may have been 
the first on the scene, but now there are 
almost 100 companies producing oil from 
Alberta’s sands. 

Back to Outline
Predictions for oil-sands production out to 2022, courtesy of the 

Government of Alberta.
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Costs in Context

For many years, producing oil from the sands was prohibitively expensive. Today, with oil prices around 
US$100 per barrel, existing oil-sands operations are doing just fine. Including capital and upgrading costs, 
established operations can produce a barrel of refinery-ready bitumen for between US$36 and US$45. 
That’s still dear compared with Iraq and Saudi Arabia, where existing production from conventional 
deposits runs at a cost of roughly a dollar a barrel, or with existing conventional deposits in the United 
States, where costs per barrel average about US$6 to US$10. But as we’ve said many times before, the 
world’s easy oil is running out, and that means these more expensive, more energy intensive, and more 
complicated reserves will play an increasingly important role in our future.

And the oil sands do offer some financial advantages, the first of which is that exploration costs are very 
low. In fact, there’s little geological risk at all in the oil sands: the deposits are easy to locate and run 
continuously over large areas. Second, the jurisdiction is very pro-development. Canada’s federal and 
provincial governments have worked hard to create an attractive investment climate in the oil sands. 

For example, in 1994, Ottawa rolled out tax breaks that allowed companies to write off 100% of their 
capital investments in oil sands as accelerated capital-costs allowances. The provincial government has also 
supported development by investing directly in many pilot projects, by signing on to joint ventures with 
industry, and by consistently funding research and development.

The region offers another very important characteristic: stability and security. We can’t think of another 
energy-rich region in the world where it’s less likely that projects will be confiscated by a hostile national 
government or endangered by a war or revolution. And that makes bankers happy.

All these advantages, combined with year-average oil prices decidedly above US$50 per barrel since 2006, 
have sparked massive capital spending programs in northern Alberta. Between 2006 and 2015, capital 
expenditures in the oil sands are expected to exceed C$100 billion. That level of investment is a pretty clear 
sign that oil-sands companies (and the banks financing their activities) expect oil-price averages to stay 
high for the long term, even with short-term dips here and there.

Back to Outline

Oil-Sands Operations 

Time to look a little more closely at how companies pry oily tar out of the ground.

Open-Pit Mining. As we mentioned above, less than 20% of the oil sands are amenable to open-pit mining. 
Only the Athabasca deposit comes close enough to the surface to access with diggers and dump trucks; in 
those places where it does, the sands are covered by a few meters of water-logged muskeg followed by 70 
meters of barren clay and sand. The layer of oil-bearing sands underneath is usually 40 to 60 meters thick 
and sits atop a mostly flat bed of limestone, making large-scale mining fairly straightforward. Syncrude’s 
mine is now the largest mine in the world by area, covering more than 190 square kilometers.
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The recovery rates of open-pit mining are great, and the volumes of production are massive. But first, a 
company has to invest a tremendous amount of money in development, not to mention years of effort to 
line up permits, financing, and equipment. In that time, rising commodity prices and inflationary pressures 
often push costs up dramatically. But one can do little about it – companies can’t walk into their local 
Komatsu dealer and order a 240-ton haul truck or a massive PC8000 shovel for delivery tomorrow, because 
the waiting lists for such mega-machinery are years long. Even sourcing, ordering, and taking possession of 
the tires needed for these trucks can take as much as three years. 

Then there’s the labor issue. Open-pit mines require large workforces, and even though the oil-sands 
boomtown of Fort McMurray has exploded from 37,000 in 1996 to almost 78,000 now (plus a shadow 
population of more than 10,400 living in work camps), workers are very hard to come by. To be competitive, 
a company has to offer very generous wages.

Open-pit mining will play an increasingly small role in production from oil sands going forward.

In-Situ Production. To tap the rest of the oil sands, producers have had to develop in-situ recovery 
techniques. In the primer section above, we introduced the most common in-situ technique, Steam 
Assisted Gravity Drainage. A SAGD operation involves two horizontal wells, one atop the other. Steam 
generators powered by natural gas send steam down the upper well, which is known as the injector well. 
The steam heats the heavy oil to a temperature at which it can flow by gravity into the lower production 
well, which pumps it to the surface. 

 
An older technique, Cyclic Steam Stimulation, involves only one well. Steam is injected into the well 
and “soaks” the reservoir for a few days. The oil is then produced from the same well, first by natural flow 
(because the steam injection increases reservoir pressures) and then by artificial lift. Operators repeat the 
steps when the bitumen cools again and rates slow. 

In 2010, open-pit mines pumped out 848,000 barrels of bitumen per day, accounting for 53% of Alberta’s 
production. In-situ operations produced the other 752,000 daily barrels of production. According to the 
government of Alberta, there are more than 100 active oil-sands projects in the province, of which only five 
are open-pit operations. 
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Yes, just five projects churned out 848,000 barrels of oil per day! But as we said, their day is waning. Just 
three of 16 new projects currently approved for development are open-pit mines; the rest are in-situ 
operations. 

The obvious advantage of in-situ methods – they 
leave the sands in place, greatly reducing the project’s 
environmental impact – is just one advantage of this 
technique. For example, in-situ operations are dramatically 
less capital intensive (read: cheaper), are easier to permit, 
and quicker to bring online. A company can ease into 
its capital expenditure by drilling and commissioning 
wells sequentially. With each well, the project’s capacity 
increases, and as the steam in each well slowly melts the 
deep-buried bitumen, production rates rise gradually and 
predictably. 

In-situ techniques aren’t flawless, however. For one, they’re 
an energy-intensive form of oil extraction. According to 
Canada’s National Energy Board, it takes just over 1,000 
cubic feet of natural gas to produce one barrel of bitumen 
using SAGD. CSS projects demand even more, consuming 
2,000 cubic feet of gas to produce each barrel of bitumen. 
In terms of energy equivalence, a barrel of bitumen is 
considered the same as 4,000 cubic feet of gas (and a barrel of oil is equivalent to 6,000 cubic feet of gas), 
so the effort is still worthwhile. But because of the need to burn so much gas, oil from the oil sands emits 
between 5 and 15% more carbon dioxide over the “well-to-wheels” lifetime of the fuel than industry 
average. 

The other resource that oil-sands operations consume in 
general is large volumes of water – though compared to 
open-pit mining, in situ is better:  

 
Another graphic courtesy of the government of Alberta.

Water Use? Let Me Count the Ways 

Environmentalists love to knock the oil 
sands for their water usage. True, oil-sands 
processes gulp a fair bit of water. But so do 
most industrial processes. A sampling: 

1 m3 of water to make 1 tonne of bitumen

12.4 pints of water to make one pint of 
beer

1.8 m3 of water to produce 1 pair of jeans

300 m3 of water to produce 1 tonne of 
paper

2,300 m3 of water to produce 1 tonne of 
rice

Preview of coming attractions: The 
sequential approach of in-situ methods, 
where a bit of investment generates a 
bit of production and so on, is not only 
good for the producing company. Small, 
incremental increases in production are 
also advantageous from the perspective 
of industry infrastructure. It’s far easier to 
add or find pipeline capacity for a bit more 
bitumen here and there than it is to find a 
pipeline suddenly willing to take on another 
million barrels of annual output. We’ll 
spend more time with infrastructure in a 
few pages further, as it’s an aspect of the 
sector that’s increasingly critical.
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The freshwater requirements stem from the fact that water recycling isn’t perfect: in-situ operations can 
recycle 70% to 90% of the water they use while open-pit operations recycle 40% to 70%. The freshwater 
used in oil-sands operations is drawn from the Athabasca River. Water allocations, meaning total permitted 
withdrawals, make up about 1% of the river’s annual flow, though actual withdrawal averages about half of 
that amount. 

Back to Outline 
 
 
2. FROM TAR TO TANK
A newly discovered reservoir will only ever become a producing project if there’s a way to get equipment 
to the site – in other words, roads – and a way to move the oil or gas to market – in other words, pipelines. 
After more than 40 years of oil-sands development, northern Alberta has its fair share of infrastructure. 
But expected increases in production are going to slam up against some limitations soon without more 
investment. 

Before we get into what those limitations are and how they can be alleviated, we have to take a step back 
and learn about what happens to oil once it comes out of the ground. It’s a complicated, global system 
involving upgraders, refineries, pipelines, tankers, trains, and storage tanks.

Back to Outline 

The Basics of Refining

Many of the various masses and shapes of hydrocarbons that spout from a well are too viscous and complex 
for our machines to burn. On top of that, “raw” oil contains non-hydrocarbon atoms like sulfur and 
nitrogen that would gum up our engines and smoke out our skies. 

Enter refining. Refineries take crude oil and transform it into the wide range of petroleum products that we 
rely on every day. To do so, the refining process takes advantage of the fact that the different hydrocarbon 
molecules in crude oil have distinct boiling points. What differentiates gasoline from diesel and kerosene 
is the number and arrangement of carbon atoms in each molecule. Smaller molecules boil at lower 
temperatures than larger ones; that is, fewer atoms and bonds require less energy to jiggle them from liquid 
to gaseous state. 

Know the boiling points of your products, and 
you’ll know when to start and stop collecting 
each fraction of oil vapor as you heat it up. Here’s 
a breakout from the US Energy Information 
Administration (EIA).

Since the heaviest hydrocarbons are not very 
useful to us, refineries also “crack” or break up 
these heavy fractions with catalysts and hydrogen 
to turn them into gasoline-type molecules. A 
typical refinery turns a barrel of crude oil into 
two-thirds gasoline and one-third distillate fuel 
(kerosene, jet, and diesel fuels). 



CASEY ENERGY REPORT   JANUARY 2012 11

That being said, there’s no such thing as a “typical” refinery, or even a typical barrel of crude oil. A deposit 
can yield light sweet crude (see our terminology box above) that’s straightforward to refine, heavy sour 
crude that requires a lot of cracking and purifying, and anything in between. Refineries are set up to work 
with specific kinds or grades of crude, and they aren’t equipped to switch around much. 

Back to Outline

America’s Oil Districts 

The Middle East is the biggest producer of crude oil in the world, but most refining occurs in the United 
States, Europe, and Asia. There are two reasons for this. The first is that it’s easier to ship massive volumes 
of one product (crude oil) than smaller volumes of multiple products (gasoline, diesel, jet fuel, and so on). 
The second reason is that refineries are generally built within the regions they serve, so that each facility can 
be tailored to produce the right kinds and amounts of petroleum products for its customers. 

During World War II, the US War Department (now the Department of Defense) divided the United 
States into five regions to facilitate oil allocation. The regions were called Petroleum Administration for 
Defense Districts, or PADDs. 

The United States is split into five oil districts to help with regional administration of a crucial asset.  
Thanks to the US EIA for the map.

Today, refineries in PADD I, on the East Coast, process oil shipped to the district’s Atlantic ports from 
all over the world. Its refineries produce enough petroleum products to meet about one-third of regional 
demand; the rest comes from imports of refined products, primarily from the Gulf Coast but also from 
Europe. PADD V, on the West Coast, processes domestic oil from California and Alaska, as well as 
imported oil. 
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While the East and West Coast PADDs are not connected to the rest of the crude oil system, PADDs II, 
III, and IV have become very interdependent. PADD III, on the Gulf Coast, has more refining capacity 
than anywhere in the world and accounts for 45% of total US capacity, with 45 refineries processing more 
than 8 million barrels of oil per day from countries like Mexico and Venezuela as well as domestic sources. 

Back to Outline

US Refineries

The United States currently has 124 refineries cranking out fuels plus 13 refineries that produce lubricating 
oil and asphalt. Combined, this army of machinery can process 18 million barrels of oil every day. But the 
demands on this infrastructure are shifting.

You likely know why: Over the last 25 years, as high-quality deposits of light sweet crude have dwindled, 
global production has gradually shifted towards heavier, sourer oils. At the same time, government 
mandates have increasingly required mainstream petroleum products (gasoline, diesel, and jet fuel) to 
contain greater concentrations of lighter hydrocarbons, because these smaller molecules burn more cleanly. 

To accommodate these shifts, US refineries have invested billions in upgrades to enable their facilities to 
process these more complicated crude oils. Here’s the trend from the Congressional Research Service:

US Refining Industry Capital Budget Expenditures
Year 2005 2006 2007 2008 2009 2010

Expenditure (US$ billions) 7.2 9.0 8.3 13 10.1 5.3

 
Refiners weren’t simply being proactive in shifting towards heavier crudes; they also had a strong economic 
incentive. During the period of high oil prices from 2004 to 2008, heavy oils sold at a large discount to 
light crudes. This advantage is partially countered by the higher costs involved in refining heavier oil as well 
as upgrading, but refiners could also see the trend toward heavy oil on the horizon. 

Unfortunately for refiners, the return on these investments started falling when oil prices tumbled in 2008. 
In February 2009, the price spread declined to a low of US$1.93 per barrel and stayed below US$9 per 
barrel for the year. 

Average price differential  
per barrel of heavy oil compared with light oil

Year Spread
2006 15.51
2007 12.88
2008 14.85
2009 5.60

This price differential between light and heavy oils is an important part of our oil-sands calculations. For 
one, we need to remember that oil-sands producers do not receive Brent-type prices for their bitumen; oil-
sands bitumen is generally priced at a discount to WTI. 
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That being said, refiners in the Gulf Coast who upgraded their facilities now need heavy oil suppliers – 
otherwise they’d have to re-equip again – and it turns out Canada is the most secure supply around.

And here’s the rub: US refiners currently pay a premium over the nominal heavy-oil price to secure access 
to heavy oil from Venezuela, because without sufficient pipeline capacity they cannot get it from the storage 
tanks at Cushing. Another major source of heavy oil for American refiners is the giant Cantarell field in 
Mexico, but production there is declining at a rate of 3% per year. The result is that heavy oil will continue 
to receive a discount from light crude, but demand from Gulf Coast refiners over the coming years will 
limit the discount. 

In short, heavy oil is gaining some respect, and we don’t expect the price differential to return to its historic 
30% level. It will still be cheaper than light oil, but we predict an average light-heavy price differential of 
20% over the next decade. 

And now here’s the potential wrench in the works:

INCREASING PRODUCTION + LIMITED PIPELINE INFRASTRUCTURE

= SYSTEM OVERLOAD IMMINENT

Back to Outline

Oil Sands on the Rise

The 2 million bpd that the Canadian oil sands are churning 
out today are set to increase 50% in just the next three 
years. At the same time, Canada’s refining capacity – now 
only 200,000 bpd – is staying the same. Why build more 
when the world’s biggest refinery system, operated by its 
biggest customer, is just next door? 

So more product means more pipelines to get it where 
it needs to go. The logical direction points south to the 
heavy-oil refineries of the Gulf Coast… but will it work?

Between the surge in Alberta’s oil-sands production and 
the gush from the Bakken (see sidebar), we project North 
America’s current pipeline system being overwhelmed 
by about 2015. To understand that prediction better, let’s 
divide the system into two parts: the pipelines that take 
bitumen out of the oil sands and the pipelines that take oil 
from Cushing to the Gulf Coast. 

At present, there’s more than enough pipeline capacity 
to move oil out of Alberta. However, the system is not 
particularly efficient. 

At the same time as the oil sands are 
taking off, so is production from the 
Bakken Formation. The Bakken underlies 
parts of Saskatchewan, Montana, and 
North Dakota, but the best areas are in 
North Dakota, where daily crude output 
topped half a million barrels in November 
for the first time ever. 

North Dakota is on a trajectory to surpass 
both California (539,000 bpd) and Alaska 
(555,000 bpd) this year to become the No. 
2 oil-producing state in the United States. 

Granted, Bakken oil is a mid-weight, low-
sulfur crude, very different from the heavy 
and sour crudes that the Gulf refineries 
are now set to handle. But if Canadian 
bitumen can displace other heavy-oil 
suppliers in feeding the Gulf Coast’s 
sophisticated refineries, light-oil facilities 
in other PADDs would be happy to 
process domestic Bakken oil. 
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The map below shows where the current path of Alberta’s oil once it’s scooped or pumped out of the 
ground. In numbers, about 300,000 bpd goes to Vancouver via Kinder Morgan’s Trans Mountain pipeline. 
The rest heads to the United States one way or another. Most of it goes only as far as the oil hub in 
Cushing, Oklahoma, though 240,000 bpd is transported to refineries in the US Rockies.

Less than 90,000 bpd of pipeline capacity connects the oil sands with the Gulf Coast. 

2008 Supply and Distribution of Canadian Crude Oil (thousand m3/day) 

Map from of Canada’s most recent National Energy Board pipeline report, 
“Canadian Pipeline Transportation System: Transportation Assessment 2009.”

Here’s a different way to look at where the oil sent from Canada to America ends up. The map above shows 
the PADDs for easy reference.

http://www.neb.gc.ca/clf-nsi/rnrgynfmtn/nrgyrprt/trnsprttn/trnsprttnssssmnt2009/trnsprttnssssmnt2009-eng.html
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What really jumps out is the 90,000 barrels of heavy oil and blended bitumen per day that’s going to 
PADD III. The upgraded refineries of the Gulf Coast are receiving just a fraction of the crude they’re 
suited for. Instead, PADD II is receiving the vast majority of Canadian oil exports. 

Which brings us to the other part of the pipeline system: the pipes between the Cushing oil hub (PADD 
II) and the Gulf Coast (PADD III). The idea when they were built was to flow north from PADD III 
to PADD II, which makes sense – refine the crude in the Gulf, and then send the products north for 
distribution in the Midwest. 

Now, with the surge of production in Canada and the Bakken pouring south into PADD II faster than 
the district can refine it, the flow needs to go the other way: from oil hub facilities in PADD II to Gulf 
refineries in PADD III.

Back to Outline

Going with the Flow

That flip is imminent (more on that in a moment), but until very recently, crude oil continued to flow north 
from the Gulf to Cushing. Combined with rapidly rising inflows from the oil sands and the Bakken, these 
supplies pushed stockpiles at Cushing to record levels. Instead of a distribution point, it was turning into a 
chokepoint.

The glut of crude oil at Cushing has wreaked havoc on established pricing patterns. Historically, WTI 
crude earned a pricing premium over Brent North Sea crude, the European benchmark, because WTI is 
lighter and sweeter than the average crudes traded in London. But supply and demand are powerful forces, 
and when rising stockpiles at Cushing revealed North America’s supply glut, traders responded by pushing 
the price of WTI down relative to Brent.
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Since Canadian bitumen is priced according to a light-heavy discount to WTI oil, the glut at Cushing has 
also depressed prices for oil-sands producers. The chart below compares the heavy oil differential for two 
different heavy oil blends: Maya and Lloyd. Maya comes from the Cantarell and Ku Maloob Zaap fields in 
Mexico, and is shipped by tankers directly to the Gulf Coast refineries that need heavy oil. 

Lloyd Blend has very similar characteristics to Maya, but it comes from the oil sands near the Alberta town 
of Lloydminster. That means Lloyd has to compete for space in southbound pipelines and in storage tanks 
at Cushing, where its presence continues to depress WTI prices in general. 

 
Fortunately, the cavalry is coming, or sort of, at least. Energy-infrastructure company Enbridge Inc. 
(T.ENG, NYSE.ENB) announced in November that it was purchasing 50% of the Seaway pipeline from 
ConocoPhillips (NYSE.COP) and would immediately start to work reversing its flow. Seaway was one 
of the pipelines built to move crude oil from the Gulf Coast to refineries in PADD II. Thankfully, by the 
middle of this year, the line will flip around to carry 150,000 bpd south instead; that should rise to 400,000 
bpd by early 2013. 

Reversing Seaway is certainly a start, but unfortunately its volumes won’t be enough to fix the problem. 
In addition to the nearly 3 million bpd that’s expected to come from the Canadian oil sands by 2015, the 
Bakken could be producing almost 1 million barrels a day. It’s all got to go somewhere.
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These trends are amplifying each other, and together they’re on track to overwhelm the system in 2015. If 
no new pipelines connect PADD II and PADD III by then, the glut at Cushing will push heavy-oil prices 
to such a discount that oil-sands operators will start to feel the pinch and postpone new oil-sands projects.

Well, thank goodness we aren’t the only ones to see this problem. Market forces – in this case, the profit 
motive – are already at work on options. Read on.

Back to Table of Contents
 

Move It Along 
We lay out and consider the options to get more of Alberta’s bitumen to market.

So North America is running, not walking, toward maxing out its pipeline capacity for oil. If the United 
States doesn’t settle soon on a way to get more oil-sands and Bakken crude south to its refineries, Canada 
could build west for shipping to eager customers in Asia. And then there’s the oil-hub-turned-bottleneck 
in Cushing, Oklahoma. 

What to do? Here are the various options on the table and what we think of them. 

1. TransCanada’s Keystone XL. This proposed pipeline has made headlines across North America for 
months, mostly for the contention surrounding the dotted blue line on this map from TransCanada.
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The project in its entirety consists of four sections of pipeline; the first two are already in operation. Phase 
1 runs from the oil-sands storage tanks in Hardisty, Alberta, to refineries around Steele City, Nebraska, and 
then on to Illinois refineries at Wood River and Patoka. Through this pipeline flows up to 435,000 barrels 
of oil per day (bpd). Phase 2 can carry 591,000 bpd from Steele City to the storage hub in Cushing, which 
is bursting at the seams.

Phase 3 would connect those storage tanks in Cushing to the heavy-oil refineries on the Gulf Coast that 
want Canada’s bitumen. It’s not built yet, but there’s little opposition to it – simply put, it’s a no-brainer to 
relieve some of the pressure at Cushing.

Keystone Phase 4 is the contentious one. Like Phase 1, it would connect Alberta’s oil sands to Steele City 
refineries. But where Phase 1 meanders east across two provinces before turning south, Phase 4 would 
follow a more direct path – the hypotenuse, as it were – across a corner of Saskatchewan and through 
Montana, South Dakota, and Nebraska. Phase 4 would expand the Alberta-to-Cushing capacity to an 
impressive 1.3 million bpd.

Well, Nebraska’s state government has passed legislation requiring TransCanada to find an alternative 
route, one that doesn’t run across the Ogallala aquifer and its sensitive ecosystems. 

Thus we expect Phase 4’s route ultimately will look different from how it appears on the map now. 
However, we do think it’ll be built one way or another – probably not without a lot of squabbling and 
maneuvering, but 1.3 million bpd is a lot of oil coming from a stable, friendly source. 
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And Phase 3, the section for storage at Cushing to Gulf refineries, is a sure bet, as far as we’re concerned. 
There’s no international border to cross (and hence no State Department to cajole), and the 500,000 bpd 
it would move would certainly help ease the oil glut at Cushing. Shippers are so keen to see it happen that 
they have already committed 350,000 daily barrels. 

2. Enbridge/Enterprise’s Seaway reversal. As we mentioned in our previous article, Enbridge (T.ENB, 
NYSE.ENB) and its partner Enterprise Products Partners (NYSE.EPD) are working to reverse the flow 
of crude oil in the Seaway pipeline, which connects Cushing with Freeport, Texas. Since all they need to 
do is build a few new pump stations, the partners expect to have the pipe moving 150,000 barrels per day 
southward by mid-2012, rising to 400,000 bpd by 2013.

3. Enbridge/Enterprise Wrangler pipeline proposal. Enbridge and Enterprise proposed this pipeline before 
joining forces on the Seaway reversal. The proposed Wrangler line would move 800,000 barrels of oil a day 
from Enbridge’s terminal in Cushing to Enterprise’s terminal in Houston. While the companies say they 
still intend to move this project forward, we do not see Wrangler as a near-term project – we expect these 
partners to complete the Seaway reversal and then await news about the southern portion of Keystone XL 
before taking Wrangler any further.

4. Enbridge’s Northern Gateway pipeline proposal. This is another proposed pipeline that is generating a 
huge amount of controversy, mostly within Canada. Enbridge is pushing to build a pipeline connecting 
Alberta’s oil sands with the Pacific port of Kitimat, on British Columbia’s west coast. Right now the United 
States is Canada’s only significant buyer for oil-sands crude, because the only significant transportation 
pathways from the sands run south. That’s less than ideal for producers. Not only is southbound pipeline 
capacity going to max out, but a single-buyer marketplace certainly is not very competitive. 

The solution is to find a way to send oil-sands bitumen to Asia, and that’s what Northern Gateway would 
accomplish. It’s a great concept, but there are major obstacles in the way, the biggest of which are the native 
bands that lay claim to northern British Columbia (BC) and are vehemently opposed to the project. Very 
few native land claims in BC have been settled, muddying the legal landscape. 

Hearings have just begun and will take two full years, to be followed by report writing and politicking. So 
any decision is at least three years away. 

In short, we don’t expect Northern Gateway to be part of the oil-sands transportation solution anytime 
soon.

5. Kinder Morgan Trans Mountain Expansion. This is another proposal aimed at moving oil-sands crude to 
ports on the West Coast. Kinder Morgan’s Trans Mountain pipeline already runs from Edmonton, Alberta, 
to Burnaby in southwest BC, and the company wants to twin the line to boost capacity from 300,000 
barrels of oil per day (bpd) to 700,000 bpd.

While Kinder Morgan’s proposal has an edge over Enbridge’s idea – using an existing right-of-way is less 
contentious than cutting through virgin forest – it still has a major problem. The pipeline terminates in 
Burnaby, where oil is loaded onto tankers that sail through Vancouver’s Burrard Inlet, past Stanley Park 
and under the iconic Lionsgate Bridge. The prospect of sending large volumes of crude on this pathway has 
already stirred up major opposition. 

But there’s an even bigger issue: the harbor isn’t big enough. To make the trip from Vancouver to Asia 
economic, shippers would need to use Suezmax tankers, which can hold 1 million barrels. The only way 
Suezmax tankers could come and go from Vancouver would be to dredge the harbor. Pretty unlikely. 
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6. Rail Transportation. Pipelines are without a doubt the long-term answer to the problem of how to get all 
of the heavy oil from Canada and the Bakken to the Gulf Coast. But pipelines take a long time to permit 
and build. In the meantime, rail companies are filling the gap. 

Many producers in the Bakken, for example, are using trains to ship their oil, oftentimes bypassing the 
nearby PADD II (Midwest US) and instead traveling all the way to PADD III (Southern US, including 
the Gulf Coast). Prices are better for them down south. 

As you might expect, moving oil by railcar is considerably more expensive than via pipeline. Also, local 
populations often oppose major increases in rail line traffic, and the potential for accidents and spills is 
greater with railways than with pipelines. As such, rail transport will always be a short-term solution.

7. Upgrading PADD II Refineries. Another way to relieve the glut of heavy oil at PADD II would be to 
upgrade the refineries there. Some refineries will almost certainly take this route, especially if Keystone XL 
gets delayed further and the glut at Cushing continues to push heavy-oil prices down. 

We don’t anticipate a lot of money spent on upgrading Midwest refineries, however. Those on the Gulf 
Coast already have plenty of capacity and are already short on stable, friendly supply. 
Whew! Now let’s put all this knowledge to work. An investment recommendation is up next.

Back to Table of Contents

Investment Recommendation: Low Risk 
With a good understanding of the oil-sands sector now in hand, we track down a promising position in 
which to profit from it: Suncor Energy (T.SU, NYSE.SU). 

First, let’s keep in mind a few key considerations from our investigation:

•	 Production is expanding rapidly in the oil sands, where bitumen is easy to find but costs 
are high, especially labor costs. New open pit mines are incredibly expensive to build – in 
the tens of billions of dollars – but even developing an in-situ operation requires access to a 
steady, healthy stream of cash. 

•	 Bitumen is a heavy, sour crude that only sophisticated refineries can process. The Gulf Coast 
is home to more sophisticated refinery capacity than anywhere else on the planet. 

•	 Global finances remain uncertain at best, so financing is difficult for companies to set up and 
dangerous for investors to trust. 

Hence we want a company that has existing operations providing cash flow and indicate access to 
pipeline infrastructure. The company also needs to have a near-term production profile with solid 
economics that are already financed and permitted, as well as a strong balance sheet. Just as banks 
these days are highly selective about their lending, so must we investors. 
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Not a Junior Game
The Athabasca oil sands are peppered with the stakes of juniors that jumped on the area play about 
seven years ago as exploration and production from the majors started to boom. These companies 
hoped to prove up some resources and score a payday from some major in need of another oil-sands 
project. 

But the oil sands cover a lot of ground, and it’s easy to delineate deposits; most of the majors 
operating in the sands already have enough work to keep them busy awhile. So buyouts are not 
happening as expected. 

Meanwhile, the juniors are unable to raise the money to build a producing asset. For one, the as-yet-
unfilled need for another pipeline to move bitumen from the sands to market is pushing land values 
down. For many juniors, the lands they staked simply haven’t appreciated as much in five years as 
the companies thought they would. As a result, risk outweighs return even when a junior does get 
bought out.

For example, on January 9, Teck Resources (T.TCK.B) bought SilverBirch Energy (V.SBE) for 
C$425 million, to acquire the half of the Frontier oil sands project it didn’t already own. The buyout 
represented a 32% premium to SilverBirch’s 20-day volume-weighted average share price – pretty 
reasonable until you look at SilverBirch’s share chart and see that its price has been depressed for six 
months. The takeout bid of C$8.50 is less than what SilverBirch was worth all through the spring of 
last year.

Even so, it was a relief for SilverBirch shareholders. At least they got a deal. Many other oil-sands 
juniors have much sadder stories, especially those that tried to shoulder the economic burden of 
developing their projects alone. Opti Canada’s attempt to take its Long Lake project to production 
pushed the company into creditor protection until China National Offshore Oil Corp. swept in and 
bought Opti for C$2.1 billion. That may sound like a lot but, once creditors got their dues, only $34 
million went to shareholders, translating to a pathetic C$0.12 per share. Two years earlier, the shares 
were worth C$23 each – a 99% loss. 

Over on a US exchange is Oilsands Quest (AMEX.BQI), in bankruptcy protection and seeking a 
buyer after trying to develop its oil-sands projects. The effort pushed the company’s share price from 
above $4 in 2008 to just US$0.18 now.

As for those juniors holding undeveloped land packages in the hopes of a buyout, their odds are 
not good. Land holdings in the Athabasca Basin are very fragmented, and because most majors 
have more than enough work on their hands already, we don’t expect to see much in the way of land 
consolidation in the near term. 

In short, the majors don’t need more land, and the juniors are unable to make their projects more 
attractive by advancing them, because they generally do not have money, access to financing, or 
permits. We’re crossing off the juniors.
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So Who Are the Big Boys?
Our focus, then, is on well-financed, producing companies with near-term expansion plans 
centered on projects that are economically healthy, permitted, and financed. Interestingly, not many 
companies land on that list. 

 Price  
(C$)

Shares  
(M)

Mkt  
Cap  

(C$M)

Cash  
(C$M)

Lia- 
bilities 
(C$M)

Oil Sands
EBITDA  

ttm  
(C$M)

EPS  
(C$) P/E

Annual  
Div  

Yield

Pro- 
duction 
(bbl/d)

Reserves 
(M BOE)

1P 2P

Suncor Energy 
(T.SU) 31.43 1,574 49,480 8,997 34,068 345,000 2,879 5,346 10,224 2.49 12.6 1.40%

Imperial Oil 
(T.IMO) 46.55 848 39,457 3,044 11,031 214,750 2,301 4,444 4,853 3.74 12.4 0.95%

Canadian Oil 
Sands (T.COS) 23.74 485 11,502 1,067 3,802 109,260 759 1,518 2,011 3.07 7.7 5.05%

Cenovus 
(T.CVE) 34.45 754 25,959 1,564 12,056 86,752 870 1,274 2,953 1.72 20.0 2.32%

Canadian 
Natural 
Resources 
(T.CNQ)

38.73 1,095 42,418 2,016 23,331 50,365 2,308 3,672 6,551 1.36 28.5 0.93%

Nexen (T.NXY) 17.1 528 9,027 2,947 11,303 40,800 587 1,392 2,150 1.55 11.0 1.17%

MEG Energy 
(T.MEG) 40.65 193 7,863 1,863 2,150 20,945 471 1,424 324 0.21 193.6 0.00%

Connacher 
Oil and Gas 
(T.CLL)

0.87 448 390 145 1,147 13,454 148 400 129 -0.17 -5.1 0.00%

 
Of the players on this table, Suncor Energy (T.SU, NYSE.SU) stands out as the company with 
the best combination of downward protection and upside to increases in the spot price of oil. The 
company has more cash on hand than any other oil-sands producer, with almost C$9 billion in the 
bank. A debt load of C$34 million is more than we’d like to see, but it should be manageable given 
the company’s production of 345,000 barrels per day. 

The company’s earnings-per-share (EPS) is near the upper end of the range for these producers, a 
laudable achievement given that Suncor spent C$6.7 billion to sustain and, more importantly, to 
expand its operations during 2011. 

That willingness to spend big in exchange for increased production gives Suncor the expansion 
profile we seek. SU is in the early years of a 10-year plan to lift production to more than 1 million 
barrels of oil equivalent per day by 2020, a large part of which will come from 10% annual increases 
in oil-sands production. 
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Another company that looks pretty good based on the numbers above is Cenovus (T.CVE), which 
we recommended in the Casey Energy Opportunities newsletter and then sold for a 50% profit. We 
still like the company, but at this point it’s just not cheap. We would invest in Cenovus primarily as 
a takeout target – but at its current price, the odds of a takeout are too low to interest us. However, 
CVE has done a great job increasing production rates at its oil-sands projects, and we will continue 
to watch it for another buying opportunity.  
 
 
So, Suncor. At What Price?
So now the question is: how much is Suncor worth? To answer that question, we have to step back 
and first decide what we think oil is worth. The table below gives Suncor’s Net Asset Value (NAV) 
per share at different oil prices. 

Price Oil  
(US$ per 
barrel)

Suncor’s NAV per Share  
(C$ per share, assuming a natural  

gas price of US$3 per mcf)
70 18
80 25
85 30
90 34

100 42

West Texas Intermediate (WTI) crude is currently trading at about US$100 per barrel, giving 
Suncor a NAV per share of C$42. However, as Suncor’s main product is heavy oil, we need to 
impose a 20% discount from the WTI price (while noting the discount has broached 30% in the 
past). At US$80 per barrel, Suncor’s NAV per share comes in at C$25. Suncor’s share price is 
currently hovering near C$33, which means the company is being given a nice premium for its 
expansion potential. 

The big picture is that Suncor is a great company, and it will do well in the long run. But the world’s 
precarious finances carry a fair chance that either downward pressure will stifle the general markets 
or oil prices will fall in coming months. A crystal ball we don’t have, so we gather all the reliable data 
we can, crunch it in various computers – electronics, brain, and instinct alike – and see what makes 
the best sense in projecting possible outcomes for the current range of factors. In a word (or three), 
we practice logic-driven forecasting.

Those readers who attended the Casey Research investment summit in September got to see Marin 
ply this skill. He discussed Suncor as a solid long-term investment for exposure to the oil sands… 
and then added a “but.” Even down from C$47 earlier in the year, the company’s share price of 
C$30 was a little steep. Canada’s largest oil company could easily go below C$25 and even C$22 
in a general market correction, he said. Indeed, Suncor in the days following dipped to a low of 
C$23.97, losing over C$36 billion from its 2011 high. 

We tell this tale for two reasons: first, as a reminder that size doesn’t always save a company from 
volatility in either market or commodity prices. It should also give you some confidence that it 
would be best to wait for a Suncor price correction before buying. 
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Stay disciplined, and with the next round of market or oil price weakness, we’d expect Suncor 
shares to again drop below C$25. That’ll be the time to pick your exchange of choice, New York or 
Toronto, and to start buying. 

•	 Buy your first tranche of SU under C$25, or the US$ equivalent.

•	 Set your second tranche at C$22.

Be patient, as a few months may pass before the market swings get us our favorite oil-sands 
company on sale – but it’ll be worth it. 

Back to Table of Contents

Quarterly Company Updates 
A detailed look at every company in our portfolio, with recommendations for action. 
 

AFRICA OIL CORP 
V.AOI, http://www.africaoilcorp.com/s/Home.asp

Price Share: C$1.76 MCap: C$372.1M As of: 25Jan12
History Initial Rec.: C$0.92, May10  52-wk: C$1.10-C$2.28

Latest Buy Rec.: C$1.10, Jul10 Total Position Gain: 72.62%
Shares SO: 211.4M FD: 224.3M As of: 9/2011
Warrants UnEx: 6.5M Price: C$1.50 As of: 9/2011
Options Open: 6.4M Price: C$0.89-C$2.10 Exp: 2.07 years
Cash C$120.9M Current Liabilities: C$10.9M As of: 9/2011

 
CASEY FREE RIDE – HOLD – Africa Oil has recently spudded their first well in Kenya at the Ngamia 
prospect, and results are expected within 60 to 90 days. After the first well is completed, the drill crew will 
move the rig east to Block 10A, at the Pai-Pai prospect, then back to Block 10BB for a third well. These 
three wells will be the near-term catalyst for Africa Oil, and their results nearly the only drivers for the 
stock at this point in the company’s timeline. AOI also holds 51% interest in its spin-out company, Horn 
Petroleum (V.HRN), which recently began drilling in Puntland, Somalia. HRN is drilling two wells, and 
the company expects to take around 90 days each for drilling and evaluation. Positive news from either well 
can appreciate AOI’s stock as well. 

http://www.africaoilcorp.com/s/Home.asp


CASEY ENERGY REPORT   JANUARY 2012 25

CANADIAN PHOENIX RESOURCES CORP 
V.CXP, http://www.canadian-phoenix.com/s/Home.asp

Price Share: C$1.26 MCap: C$73.7M As of: 25Jan12
History Initial Rec.: C$1.40, Jan11  52-wk: C$1.11-C$1.55

Latest Buy Rec.: C$1.00, Dec11 Total Position Gain: 0.12%
Shares SO: 58.5M FD: 61M As of: 9/2011
Warrants UnEx: 0M Price: N/A Exp: N/A
Options Open: 2.5M Price: C$1.28-C$3.13 Avg.: 3.9 years
Cash C$79.7M Current Liabilities: C$0.3M As of: 9/2011

 
BUY UNDER C$1.00 – All warrants are now expired, and CXP has approximately C$80 million cash 
on the books. The company is still searching for the ideal investment opportunity in the oil and gas sector, 
and management is currently assessing several potential plays. They’ve released no exact timeline as yet, but 
we’re happy to sit on this cash box for the time being.

DENISON MINES CORP 
T.DML, http://www.denisonmines.com

Price Share: C$1.86 MCap: C$715.5M As of: 25Jan12
History Initial Rec.: C$0.40, Dec98  52-wk: C$0.87-C$4.44

Latest Buy Rec.: C$1.00, Mar09 Total Position Gain: 35.36%
Shares SO: 384.7M FD: 392.3M As of: 9/2011
Warrants UnEx: 0M Price: N/A Exp: N/A
Options Open: 7.6M Price: C$1.37-C$8.50 Avg.: 1.63-4.39 years
Cash US$59.9M Current Liabilities: US$14.4M As of: 9/2011

 
CASEY FREE RIDE – HOLD – Denison enjoyed a strong fourth quarter, largely due to promising 
results from a final 25 holes at its 60% owned Wheeler River project in northern Saskatchewan. Zone A 
had very good results from four of 17 holes, including 10.07% U3O8e (equivalent, or the total uranium in its 
oxide and hexafluoride forms) over 4.1 meters and 10.97% U3O8e over 5.1 meters. Zone B had one strong 
hole out of five, which was 19.13% U3O8e over 2.1 meters. The drilling extends Zone A, which means 
the resource can grow – though Denison needs to drill some more first. From its US operations, DML 
expects to produce an impressive 1.4 million pounds of U3O8 and 600,000 pounds of vanadium oxide. 
Development and exploration for 2012 is set for C$25.4 million, so DML has more than enough cash to 
cover its budget.

http://www.canadian-phoenix.com/s/Home.asp
http://www.denisonmines.com
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EAST WEST PETROLEUM CORP  
V.EW, http://www.eastwestpetroleum.ca/

Price Share: C$0.485 MCap: C$40.6M As of: 25Jan12
History Initial Rec.: C$0.80, Oct10  52-wk: C$0.37-C$1.42

Latest Buy Rec.: C$0.40, Dec11 Total Position Gain: 2.62%
Shares SO: 83.8M FD: 118M As of: 11/2011
Warrants UnEx: 26.2M Price: C$0.34-C$1.75 Exp: 12/2012-9/2013
Options Open: 8.0M Price: C$0.16-C$1.16 Avg.: 4/2014-3/2016
Cash C$29.8M Current Liabilities: C$0.1M As of: 9/2011

 
HOLD – East West is busy maneuvering into position for the upcoming 2012 shale bid round in India. 
This company has rounded up some of the world’s most knowledgeable specialists in shale gas, and 
we expect them to put EW on the map. China is one good example of shale’s importance, particularly 
in emerging markets – the country is plying its “blank check” policy to acquire shale companies and 
technology all over the world. Another is India, which is partnering with international companies with 
technology to develop its own domestic shale-gas resources. EW has already been successful in bidding in 
India, and its partnerships with Oil India, Oil and Natural Gas Corporation of India (ONGC), and Gas 
Authority of India will help in future bidding.

NIKO RESOURCES 
T.NKO, http://www.nikoresources.com

Price Share:  C$51.87 MCap: C$2676.5M As of: 25Jan12
History Initial Rec.: C$75.00, May11  52-wk: C$39.00-C$98.55

Latest Buy Rec.: C$53.31, Aug11 Total Position Loss: -17.18%
Shares SO: 51.6M FD: 55.4M As of: 9/2011
Warrants UnEx: 0M Price: N/A Exp: N/A
Options Open: 3.8M Price: C$46.31-C$112.64 Exp: 2.1 years
Cash US$146.0M Current Liabilities: US$90.3M As of: 9/2011

 
HOLD – Niko has most recently entered into agreements for credit facilities totaling US$250 million, 
ahead of its planned drilling program in Indonesia. This move strengthens an already robust balance sheet. 
NKO reported F2Q12 (fiscal 2012 second quarter) results with cash flow per share of US$1.17, averaging 
241 MMcfe (millions of cubic feet equivalent of gas) per day. During the fiscal quarter, NKO drilled its 
first well in Trinidad & Tobago onshore and spudded its first offshore well in November. It’s also been hard 
at it in Indonesia, signing two new production-sharing contracts (PSCs) there – bringing the total to 20 – 
as well as a contract for a deep-water drilling rig. All this exploration can act as a catalyst, and we anticipate 
a very positive quarter for Niko moving forward.

http://www.eastwestpetroleum.ca/
http://www.nikoresources.com
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POSEIDON CONCEPTS CORP 
T.PSN, http://www.poseidonconcepts.com/

Price Share:  C$15.53 MCap: C$1160.1M As of: 25Jan12
History Initial Rec.: C$11.03, Nov11  52-wk: C$10.05-C$14.74

 Total Position Gain: 40.80%
Shares SO: 74.7M FD: 82.2 M As of: 11/2011
Warrants UnEx: 0M Price: N/A Exp: N/A
Options Open: 7.5M Price: C$10.80 Exp: N/A
Net Debt C$25.0M  As of: 11/2011

 
HOLD – Our newest recommendation is already up 42%, including two C$0.09 dividends. Poseidon is 
rapidly appreciating, and we can expect generous dividends in the future. The price was barely fazed when 
the company announced a C$75 million bought-deal financing, which will dilute the common share base 
with an additional 5.77 million shares when it closes. In fact, the financing was extremely oversubscribed, 
with fund managers all itching to get a piece of the placement. We’re excited about a company that’s 
already on several analysts’ lists for best performers in 2012 – and we’re glad we’ve already staked a position. 

SANDSTORM METALS AND ENERGY LTD 
V.SND, http://www.sandstormmetalsandenergy.com/s/Home.asp

Price Share: C$0.385 MCap: C$122.4M As of: 25Jan12
History Initial Rec.: C$0.50, Jan11  52-wk: C$0.325-C$0.70

Latest Buy Rec.: C$0.35, Dec11 Total Position Loss: -9.29%
Shares SO: 317.8M FD: 481.3M As of: 11/2011
Warrants UnEx: 155.5M Price: C$0.70 Exp: 12/2012
Options Open: 8.0M Price: C$0.47-C$0.56 Exp: 2/2016-8/2016
Cash US$44.7M Current Liabilities: US$0.9M As of: 9/2011

 
BUY UNDER C$0.35 – Sandstorm announced an amendment to the coal-stream agreement with Royal 
Coal (V.RDA), in which the fixed percentage of coal will be deferred until December 31, 2012. This 
modification will allow Royal Coal time to increase its production, which will also benefit Sandstorm. 
This year is a big one for SND as it expects production from the SID Mine (Kentucky coal via RDA), 
Rex No. 1 (Tennessee coal via Novadx Ventures Corp., V.NDX), and Gordon Creek (Utah natural gas via 
Thunderbird Energy, V.TBD). And with nearly US$45 million cash and little debt on the books, we expect 
Sandstorm to add more projects in the near future.

http://www.poseidonconcepts.com/
http://www.sandstormmetalsandenergy.com/s/Home.asp
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TAG OIL LTD 
T.TAO, http://www.tagoil.com/

Price Share: C$8.11 MCap: C$441.2M As of: 25Jan12
History Initial Rec.: C$6.00, Aug11  52-wk: C$4.70-C$8.94

Latest Buy Rec.: C$6.00, Dec11 Total Position Gain: 35.17%
Shares SO: 54.4M FD: 57.7M As of: 11/2011
Warrants UnEx: 0M Price: N/A Exp: N/A
Options Open: 3.3M Price: C$1.25-C$7.15 Exp: 4.0 years
Cash C$64.0M Current Liabilities: C$7.5M As of: 9/2011

HOLD – TAG Oil is another recent recommendation that’s performing very well. 2011 ended on an 
excellent note when TAO released in early December the first flow-test results from its current drilling 
program in New Zealand: its 100% owned Cheal-B5 discovery is flowing at about 1,870 boepd (barrels of 
oil equivalent per day). Three days later, the company announced flow-test numbers for three more wells, 
notably Cheal C-2, which achieved stabilized flow rates of approximately 2,333 boepd. 2012 will see many 
more wells drilled in the same field to expand on this success.

URANIUM ENERGY CORP 
NYSE.UEC, http://www.uraniumenergy.com

Price Share: US$4.04 MCap: US$293.3M As of: 25Jan12
History Initial Rec.: US$0.25, Nov08  52-wk: US$2.20-US$7.08

Latest Buy Rec.: US$3.96, Nov10 Total Position Gain: 429.00%
Shares SO: 72.6M FD: 83.3M As of: 12/2011
Warrants UnEx: 1.1M Price: US$6.59 Exp: 2.49 years
Options Open: 9.6M Price: US$1.91 Exp: 7.44 years
Cash US$23.9M Current Liabilities: US$4.7M As of: 10/2011

 
CASEY FREE RIDE – HOLD – Uranium Energy received final state authorization to start construction 
at the 100% owned Goliad ISR (in situ recovery) project in South Texas. Production is expected to 
commence this year, with seven years established as the life of the mine. At another ISR project in South 
Texas, Palangana, development continues to advance in Production Area 2 (PAA-2); operations are 
scheduled to commence there in April. And drilling to expand the current resource estimate continues at 
Salvo, targeted to become UEC’s third satellite project. All told, the company has four ISR projects in close 
proximity to the Hobson (Texas) processing plant, a hub-and-spoke strategy to help UEC minimize costs. 
The company has over US$20 million in cash and US$7 millions’ worth of uranium in inventory. Its stock 
has treated us very well since our initial purchase three years ago, and we believe 2012 will be another big 
year.  

Back to Table of Contents

http://www.tagoil.com/
http://www.uraniumenergy.com
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Technical Analysis Corner 
Take a look over our shoulder as we crunch some serious energy numbers with technical analysis, courtesy of our 
friend Cory Coviello. This month: the outlook for West Texas Intermediate Crude. Next month: NYMEX Henry 
Hub Natural Gas. 

Sparked by interest from subscribers, this new feature will discuss a current energy topic through 
the lens of technical analysis. If you don’t understand everything right away, don’t worry: technical 
analysis is a complicated beast. 

Take it a bite at a time, and you’ll pick up some morsels that will come together and – we hope – 
help you consider energy trends, indicators, and markets in a new and deeper way. Our goal here is 
to introduce one topic at a time so that, slowly but surely, we can all learn to make better use of the 
power of this technique. Hope you enjoy!

West Texas Intermediate Crude (WTIC): Finding It Hard to Advance in 
This Economy
The short-term chart below shows the old support line now acting as resistance. WTIC is trying to move 
higher, as most economies in the world are cutting their output projections. The overhead resistance should 
hold for a few more tests. Momentum as measured by the Relative Strength Index (RSI) is falling from an 
overbought area. Watch for the RSI to continue to fall back down to the 30 level, which portends lower 
prices.

click here to enlarge

http://www.caseyresearch.com/images/WTIC_Chart1_Jan2012_lg.png
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The medium-term chart has the Fibonacci-retracement 
levels applied over the price. Fibonacci retracement is 
named for Italian mathematician Leonardo Fibonacci, who 
many consider to be the greatest mathematician of the 
Middle Ages. This technique takes the peak and trough of 
a chart and divides the difference between them by the key 
Fibonacci ratios: 23.6%, 38.2%, 50%, 61.8% and 100%.

Studying the chart below, we see WTIC is bouncing 
between the 61.8% and 38.2% retracement levels of 
the drop from over US$145 to under US$40. The price 
should be bound in a range from US$101 to US$91 over 
the medium term. 

click here to enlarge

To sum up the charts, the price action in the short-term chart of WTIC is bearish. The RSI has rolled 
over while the price is hitting overhead resistance. Going out farther, the medium-term chart is also 
bearish. The price is range bound by the Fibonacci levels for the medium term. 

And the long term? That outlook for oil changes to bullish as there are major issues with the US dollar 
depreciating. 

Back to Table of Contents

Fibonacci’s ratios come from a sequence 
of numbers he devised: 0, 1, 1, 2, 3, 5, 
8, 13, 21, 34, 55, and so on. Pop quiz: 
What’s the sequence rule?

Right: Each number is the sum of the 
two before it. Now for the ratios. The 
23.6% ratio comes from dividing any 
number in this infinite sequence by the 
one that’s three places to the right, and 
the 38.2% ratio comes from dividing it by 
two places to the right. And what’s called 
the “golden ratio,” 61.8%, comes from 
dividing it by the one that simply follows, 
that is, one place to the right.

You can find these ratios all over nature, 
from the leaf arrangement of plants 
to the scale pattern on pineapples. No 
one is really sure why they also make 
sense of stock-market analysis, but 
they do. Fibonacci retracement levels 
help estimate where a share price that’s 
trending up may pause or possibly 
reverse. When a stock has a great run up 
and tops out, the Fibonacci percentages 
provide a good approximation of where 
the price may fall to. Fascinating stuff.

http://www.caseyresearch.com/images/WTIC_Chart2_Jan2012_lg.png
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Commodities Brief 
We examine the bullish and bearish trends influencing oil, gas, coal, and uranium. 
  
Crude Oil

 

 
Threats to oil supplies from Iran and Nigeria have been keeping oil prices high of late. But if and when 
those threats subside, oil prices will be in for a correction – at least, that’s what the International Energy 
Agency (IEA) is predicting. In its monthly report, the IEA said not only that oil demand is falling for the 
first time since 2008 but that the trend will continue, spurred on by warm weather, high prices, and the 
rising likelihood of a global recession. Demand dropped by 300,000 barrels per day (bpd) to 89.5 million 
bpd in the last quarter of 2011 compared with Q4 of 2010. 

However, prices will find support from two places: relatively tight inventories of crude oil and concerns that 
OPEC producers will be unable to boost supplies significantly. Non-OPEC supply is expected to grow by 
about 1 million bpd over the year, but that’s a bit short of projected growth in global demand of 1.1 million 
bpd. 

With bearish and bullish pressures balanced, more or less, prices are expected to move down slightly but 
mostly trade sideways for the next six months or so. This scenario would please Saudi Arabia, which now 
says it wants Brent oil prices near US$100 per barrel – the first time it’s targeted triple-digit oil prices and a 
significant jump from the US$75 that it called “a fair price” only a few years ago. 

The reason behind the shift in Riyadh is the massive capital programs it’s announced over the year. The 
social spending sprees, an attempt to keep Saudis fat and happy while political unrest sweeps the Middle 
East, are expected to cost the country US$129 billion. One research group estimates that the break-even oil 
price the kingdom now requires to balance its budget will jump from US$68 last year to US$110 in 2015. 
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With countries like Algeria, the United Arab Emirates, Iraq, and Iran needing nearly that much themselves 
to pay for social programs, dissenting opinion in OPEC will be about as likely as… well, greenies hugging 
some oil sands. 

Natural Gas 

 
2011 was a bad year for natural gas prices. It opened with a Henry Hub spot price of US$4.54 for a million 
BTUs (MMBTU); it closed 34% lower at US$2.98 per MMBTU. Unfortunately for gas producers, things 
are not looking up.

In the first 17 days of 2012, the Henry Hub price lost another 17%, falling to just US$2.49. That’s the 
lowest settlement since March 2002. The decline came as forecasters called for continued warm weather 
across much of the United States for the entire month of January. Sustained runs of cold weather have been 
one of the only bullish forces on gas prices in recent years, as shale production has pushed US stockpiles to 
record levels and stagnant economic growth has negated demand growth. Now it seems even the weather is 
conspiring against natural gas prices.

Without sustained winter demand from gas-fired heaters, US supplies are expected to stay near their 
current level of 3.8 trillion cubic feet, which is 17% higher than the five-year average. With such a glut of 
supply, some banks are now predicting prices could fall below US$2 per MMBTU before finding a bottom. 

In next month’s CER, we will delve into the natural gas scene in depth.
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Uranium 

 
After barely moving at all in the second half of December and the first 11 days of the new year, the spot 
price of uranium suddenly gained 2.5% on January 12 to break US$53 per pound U3O8, a price point 
it has only beaten three times in the last six months. It soon settled back to $52.50, but the news that 
catalyzed the spike continued to make waves as analysts and observers once again started writing about 
uranium’s imminent rally. 

The news included final 2011 production numbers from Uranium One (T.UUU), which produced a record 
10.7 million pounds U3O8 to beat its guidance. Chinese Prime Minister Wen Jiabao also brightened the 
outlook for uranium when he reinforced China’s commitment to nuclear power, along with renewables, in a 
speech at the World Future Energy Summit in Abu Dhabi. 

We expect uranium’s resurgence to come suddenly – as Marin described in the January 18 edition of the 
Casey Daily Dispatch, he expects the world to awaken one morning to news that China signed a long-term 
supply deal with Russia at a premium to the spot price, at which point the uranium market will surge 
to life. While he can’t predict when that will happen, our chief energy strategist is comfortable that the 
uranium picks in the CER portfolio will ensure we are all along for the ride. 

http://www.caseyresearch.com/cdd/marin-katusa-investing-energy-2012?active-tab=archives
http://www.caseyresearch.com/cdd/marin-katusa-investing-energy-2012?active-tab=archives
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Coal 

 
Coal prices moved down slightly through late December and early January, reflecting softened global 
industrial demand. The Baltic Dry Freight Index, which tracks shipping and is another indicator of global 
industrial activity, is languishing at a three-year low.

For a longer-term view, we read through the International Energy Agency’s Medium-Term Coal Market 
Report 2011: Market Trends and Projections to 2016. The report emphasized China’s role in global coal 
markets, highlighting that China today accounts for half of worldwide coal demand after its consumption 
levels increased by 50% from 2005 to 2010. China was a net coal exporter as recently as 2008, but in 2010 
the country imported 160 million tonnes, or one-fifth of global seaborne market volume. As such, how 
much the Chinese can produce domestically will have a huge impact on global coal trade over the coming 
years. 
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And even though coal prices have drifted down a bit, news from India, another big coal consumer, is a good 
reminder that coal prices remain strong. India is trying to add 100 gigawatts (GW) of power generation 
by 2017, but the country is struggling. Over the last year, half a dozen coal-fired projects that would have 
produced 42 GW of power for the energy-starved country have been mothballed because the imbalance 
between high thermal coal prices and low government-mandated electricity prices has rendered them 
uneconomic. Thermal coal prices in Australia and Indonesia, India’s main suppliers, have jumped 27% and 
24%, respectively, over the last two years. 

Back to Table of Contents

Casey Cash Box 
We lay out all the energy shells currently trading at or under cash, with the aim to give you more options to pursue 
investments that catch your own, unique interests. 

Classifi- 
cation

Company 
Name

Stock 
Ticker 

Symbol

Cash 
+A/R  
($M)

Total  
Lia- 

bilities  
($M)

Previous  
Day  

Share  
Price  

($CAD)

Shares  
Out- 

standing  
(M)

Amount  
Under  
Cash  
($)

Com- 
modity

Juris- 
diction

Mining Africo Resources Ltd. ARL 69.9 1.0 0.68 71.3 20.43 Base  
Metal Africa

Mining INV Metals Inc. INV 14.4 0.5 0.19 70.5 0.49 Copper Namibia
Mining A.I.S. Resources Ltd. AIS 0.5 0.0 0.13 4.0 0.01 None None

Mining Alberta Star 
Development Corp. ASX 8.3 2.0 0.215 21.4 1.66 Oil  

and Gas Saskatchewan

Mining Kobex Minerals Inc. KXM 37.9 0.2 0.65 46.1 7.75 Zinc/ 
Lead Yukon

Mining Philippine Metals Inc. PHI 2.2 0.1 0.04 44.2 0.28 Copper/ 
Gold Philippines

Mining Sennen Resources Ltd. SN 14.2 0.2 0.145 61.1 5.06 Gold Nunavut
Oil  
and Gas

Canadian Phoenix 
Resources Corp. CXP 79.7 0.3 1.23 58.5 7.53 None None

Oil  
and Gas Newton Energy Corp. NTN 2.2 0.1 0.1 14.0 0.67 Oil  

and Gas UK

Oil  
and Gas Porto Energy Corp. PEC 46.5 21.1 0.1 199.0 5.52 Oil  

and Gas Portugal

Oil  
and Gas Rodinia Oil Corp. ROZ 22.2 5.9 0.1 107.1 5.54 Oil  

and Gas Australia

Cleantech Naikun Wind Energy 
Group Inc. NKW 7.2 1.1 0.12 39.8 1.27 Wind British 

Columbia

 
Thanks for reading and subscribing. Until next month…

Best regards from your Casey Research Energy Team.

Back to Table of Contents
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