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“A great business at a fair price is superior to a fair business at a great price.”

— Charlie Munger

The price of oil and the world economy
This has certainly been a volatile year for the price of oil (see Commodities section on the next page). The sharp drop, which initially 
started in July 2014, is partly due to the slower growth in world demand for energy. The bigger problem, however, is that production in 
the United States has increased by one-third since 2010 to almost 9-million barrels per day.

Although the world consumes about 90-million barrels of oil per day, the price is very sensitive to imbalances between supply and 
demand. This is how the Organization of the Petroleum Exporting Countries (OPEC) has historically been able to stabilize the price 
with small adjustments to production—a situation that apparently changed in November of this past year.

Most observers are suggesting that OPEC’s strategy is to allow lower oil prices to stimulate demand and curtail production. The ques-
tion remains as to how long it will take to achieve this objective. Some forecasters are predicting that the market will be in balance in 
the second half of 2015.

Production of conventional oil, which is the black liquid that can be easily refined into gasoline, has remained steady at around 73-mil-
lion barrels a day for the past nine years. The typically higher-cost, unconventional oil (i.e. the oil sands, U.S. shale oil, natural gas 
liquids) is responsible for most of the increase in supply.

Most of the growth in U.S. production is the result of a new process called fracking, in which a mixture of water, sand and chemicals 
are injected into a shale formation (sedimentary rock with tiny fragments of other materials) to release the oil. These wells are typ-
ically short-lived in nature with output declining faster than normal, so lower market prices can quickly cause overall production to 
decline.

The current OPEC decision not to cut production is being compared to December 1985 when the Gulf states made a similar announce-
ment. Initially, prices collapsed before a new equilibrium price was found in the summer of 1986. Producers were content to support 
the new price and demand continued to be stimulated.

There are reasons to be optimistic. OPEC members will eventually need higher prices to meet their financial obligations. Supply is 
starting to be affected through lower capital expenditure on new projects and in time, lower prices will increase demand. Some say this 
is the boost that the world economy will need in 2015 to break out of its sluggish recovery.

As always, we thank you for your support and continued confidence in WDS.
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Equities:
Equities have continued to move higher during the past 12 months, thanks to growing corporate profits and a supportive interest rate 
environment. Labour markets, especially in the United States, are improving and this is very important for consumer spending.

The Canadian S&P/TSX Composite Index ($TSX chart) started this year at 13,622 and increased to approximately 15,650 by Septem-
ber without any major dips. However, during the past three months, the Canadian stock market has been much more volatile with up 
and down swings of around 10 per cent before finishing the year at 14,632. Including dividends (total return), the TSX was up 10.6 per 
cent for 2014. In Canada, consumer staples and technology outperformed the other sectors.

In the United States, the S&P 500 Index ($SPX chart) began 2014 at 1,848 and ended the year at 2,059. Including dividends, the total 
return on the S&P 500 Index was 13.7 per cent in U.S. dollars and 23.9 per cent in Canadian dollars. In the U.S. markets, utilities and 
health care outperformed the other sectors.

Most stock markets were positive in Europe and Asia. The Shanghai Composite in China increased by more than 50 per cent during 
the year when measured in U.S. dollars. Overall, the MSCI EAFE Index was up 4.1 per cent (C$) in 2014 including dividends.

Fixed income and interest rates:
Although most expected interest rates to rise, the Government of Canada 10-year bond yield continued its decline from 2.78 per cent 
at the start of 2014 to end the year at 1.78 per cent. As a result, the FTSE TMX Canada Universe Bond Composite Index posted a 
healthy 8.79-per-cent return in 2014. Even more impressive was the Long Composite Index performance with a lofty 17.48-per-cent 
return.

The continued high level of investor risk-aversion and global deflationary pressures provided the most likely explanations. Outside the 
U.S., overall world growth continues to struggle while core inflation trends remain benign with a combination of falling oil prices and 
a strong U.S. dollar.

Not many investors had the foresight and/or conviction to believe long-term interest rates would post such notable declines from their 
already low levels at the beginning of the year. Investors should note that both these index returns were primarily the result of bond 
prices appreciating and not the collection of coupon interest payments.

In contrast, investing in higher yield issuers was clearly not as profitable in 2014. As a comparison, the FTSE TMX Canada High-
Yield index posted a total return of only 2.54 per cent for the year. As global growth worries continued to persist, high-yield interest 
rate spreads against investment-grade bonds widened and dampened prices in the high-yield area..
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Currencies:
The Canadian dollar began 2014 at $0.94 versus the U.S. dollar. During 
the first half of the year, it lost $0.05 before recovering to its previous 
$0.94 level. But in the last six months, our dollar has declined almost 
steadily to finish the year at a much lower value—around $0.86 versus 
the U.S. currency.

The 8.5-per-cent decline in the value of our dollar is due to a combina-
tion of factors. The U.S. dollar has been strong this past year because 
growth in its economy has accelerated in the second and third quarters of 
2014 compared to weaker demand in most of the global economy. The 
increase in rate of growth results in greater confidence in the U.S. econ-
omy and its currency. Further, the U.S. Federal Reserve has highlighted 
the need to possibly begin increasing interest rates in 2015, which will 
have the effect of attracting further capital to the U.S. dollar.

Weaker commodity prices in Canada, particularly the price of oil, have been a negative for the Canadian dollar as it reduces the 
demand for commodities and our currency. However, when measured against other major world currencies, the C$ has strengthened 
modestly during the year.

Commodities:
As shown in the $WTIC chart, West Texas Intermediate (WTI) light crude oil started the year at US$98.70. It hit a high of US$107.60 
by mid-June and then collapsed and ended the year at US$53.71.

Against a backdrop of lacklustre world economic growth, the combination of significant capacity expansion by North American pro-
ducers through unconventional methods and the defence of market share by OPEC countries accounted for the severe price drop.

Eventually, lower oil prices should provide a positive driver to global GDP growth as it boosts worldwide consumer spending. Howev-
er, when oil prices fall to abnormally low levels, the impact on GDP growth in the short-term is unclear, and may in fact be destabiliz-
ing in some oil-producing countries, including Canada.

The price of gold began the year at US$1,205 an ounce, hit a high of US$1,380 in early March and ended 2014 at US$1,183 an ounce. 
Gold is now in the midst of its fourth year of a bear market. Despite this, the end of the Federal Reserve quantitative easing (QE3) 
program in 2014 and the potential for short-term interest rates to rise in the U.S. may be seen as a negative for its fundamental outlook. 
Other than an 8.5-per-cent rise in nickel and 6.0-per-cent rise in zinc prices, most other precious metals and industrial commodities fell 
in 2014 given weak world demand growth.



4Volume 10, No. 2 – December 2014

This report is provided for your information. Conclusions and opinions given do not guarantee future events or performance. Facts and data provid-
ed are from sources we believe to be reliable, but we cannot guarantee they are complete or accurate. This report is not to be construed as an offer to 
sell or a solicitation of an offer to buy any securities. Before making an investment or adopting an investment strategy, each investor should review 
his investment objectives with their investment advisor. Watson Di Primio Steel (WDS) Investment Management Ltd. and individuals and companies 
who are related may, at any time, buy or sell securities that are hereby described in this report.


