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Good morning,
Nobody said the energy transition would be easy.

In a recent report, Morgan Stanley strategists warn of turbulent times ahead as
traditional energy sources decline and demand outstrips supply over the next
decade.

"On the other side of energy transition lies a new, stable system, but the
transition also entails risks that may be hedged with exposure to the energy
sector,” said Stu Morrow, chief investment strategist of Morgan Stanley Wealth
Management Canada.

One of the best places to ride out this turbulence, according to strategists, is
Canadian oil and gas.

"We believe that Canada’s oil & gas industry can play a critical role in energy
transition over the coming decades despite a less enthusiastic view from the
market," said Morrow.

Dividend yield and free cash flow for Canada's energy sector is about two and
a half times higher than those of U.S. peers and Canadian producers are less
leveraged, says the report.

Yet the sector is trading at a discount to U.S. producers across most measures
and in September was at its steepest discount to long-term average valuations
compared with other sectors on the TSX.

The pessimistic outlook likely reflects uncertainty over the future of oil and gas,
but Morgan Stanley believes it doesn't take into account the potential for the
gap between the price of Western Texas Intermediate crude and Western
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Canadian Select to narrow. Canadian oil prices have ranged between US$10
and US$28 lower than WTI this year.

One advantage of Canada's energy sector is that producers don't need high oil
prices to be sustainable. Morgan Stanley analysis suggests that Canadian ol
companies can maintain capital expenditures, meet dividend payments and net
zero emission targets, and retire outstanding debt with WTI at US$65.

Though the cost of building an oilsands site is high, the operation costs are
relatively low, with most projects able to generate positive cash flows when
WTI is at US$40.

"While NZE [net zero emissions] implies major shifts in the energy sector, we
believe that Canada’s energy sector may provide investors with sustained
dividend and capital appreciation over the coming decade, assuming a
reasonable outlook for the price of oil," said Morrow.

Difficulties getting oil to market in the past have also hurt Canadian oil
producers' returns and widened the price gap between WTI and WCS.
However, that differential should narrow when the Trans Mountain extension
comes on line later this year, increasing pipeline capacity and providing access
to Pacific Coast shipping terminals, he said.

The higher levels of emissions of oilsands production compared to its global
peers has led to a wave of divestment from both international investors and
producers in recent years.

However, when reviewing ESG scores across several countries, "Canadian oll
may be considered as the preferred barrel globally,” said the report.



Chart 2. Canadian Oil & Gas Scores Highest on
ESG Measures
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Source: Pathways Alliance. ESG Scores — aggregation using an equal weighting
(1/3) for each of Yale Environmental Performance Index (2022 EPI Results),
Social Progress Index (2022) and World Bank Governance Index (2021, most
recent available year). Reserves — EIA, where US reserves are 2020 due to data
availability; all other reserves are 2021.

According to Morgan Stanley research, Canada is taking a proactive approach
to cutting emissions and investing in clean energies.

Carbon taxes are headwinds to the industry, but the collaborative approach
between industry and government is supportive of building new energy
businesses, which strategists view as a competitive advantage to American
peers.

Canada has also made strides on carbon capture and storage with dozens of
projects underway, the largest by the Pathways Alliance, a group of the six
major oilsands producers.

The Pathways Alliance is also working on 80 technologies that aim to reduce
emissions in energy production, such as direct air capture technology and
using renewable fuels to run operations, says the report.



Alternative energy will eventually grow big enough to compete with fossil fuels,
but there are potential headwinds to supply and demand that could lengthen
that transition, say strategists.

Investors can hedge against this volatility by exposure to Canadian energy.

"Canada’s energy sector has the potential to offset the risks associated with a
turbulent transition to NZE by providing a secure and increasingly cleaner
source of energy to trading partners," said Morrow.



