
The Sprott Energy Fund posted a monthly gain of 26.9% in March, compared to the S&P/TSX Capped Energy Total Return 
Index gain of 12.9%. For the year, the Fund was up 18.9%, and the Index returned 7.4%. We see further opportunities  
for the rest of 2016 and beyond, and here’s why:

Coming into 2016, there were three distinct concerns that the market had pertaining to crude oil: faltering demand growth, 
Iranian barrels that would be imminently hitting an already oversupplied market, and weak seasonal refining demand in 
March that would see inventories swell and drive oil down below cash costs (remember Goldman’s $15/bbl call a month 
ago?). Fast forward 3 months to today and all 3 concerns have been nullified. Demand remains strong and just like in 
2015 when consensus was worried about the potential for weak demand growth early in the year (we were not) and the 
passage of time proved those worries unfounded, so far this year the same early concerns about the potential for weak 
demand have slowly been abating. Chinese demand continues to be okay, Indian demand is up stronger than anticipated 
(440,000Bbl/d YOY), and US demand continues to grow at a record pace (January miles driven were at an all-time high). 
Iran has begun to bring on barrels following the lifting of the trade sanctions and, as we had expected, recently confessed 
that it will take much longer to ramp up than what they had been previously guiding. Lastly, we are now just weeks away 
from the end of the refinery downturn season marking the inflection point for when refiners begin to ramp up processing 
and with it their demand for crude oil. In short, all of the “known” negatives have now been eliminated. The fundamental 
low for oil should soon be in place marking the bottom of this extraordinarily vicious down cycle.

As we look to the rest of 2016 and into 2017, there is one new key distinction, which we have recently made that is 
offering our unitholders a significant opportunity for further gains. We believe that the consensus is too optimistic on  
how quickly it will take for industry to respond to higher oil prices. Current conventional thinking is that once oil rallies  
to $45-$50/bbl the market will be hit by a wall of oil given the short cycle time/responsiveness of the US tight oil machine 
creating an effective ceiling price at that level. We believe this is wrong due to 3 key constraints: financial, labour, and 
psychological. Let us explain.

Over the past 5 years, the US has been able to increase oil production steadily on average by ~1MM Bbl/d per year 
not solely due to an improvement in technology and its application to previously underexploited reservoirs but, just as 
importantly, due to easy and abundant access to capital. Companies on average outspent their annual cash flow by 
1.44 times over the past several years and with the oil price crash leverage has swelled to around 4.4X D/EBITDA as of  
the end of 2015 (vs. a historical average of ~1.5X) . With the financial market’s new found concern around the amount  
of financial exposure that banks have to the energy sector (bank stocks have been particularly weak due to this) banks have 
been reducing the amount of credit available to oil companies (average 25% decrease so far this year). Financial discipline 
is being forced upon oil executives who are used to easy access to capital from their banks. Given high leverage ratios oil 
companies are constrained to spending only their cash flow and prioritizing excess cash flow towards debt repayment rather 
than capital spending. 

The second reason why the US oil production response to higher prices will be much slower than consensus belief,  
is the future shortage of skilled labour. Within the oil service sector there have been approximately 100,000 people laid 
off from peak levels and these workers have subsequently moved into other sectors (e.g. ). As oil rallies later this year and 
companies try to deploy new capita,l there will be a significant challenge in manning up drilling and service rigs to desired 
levels. The CEO of Continental Resources, the second largest producer in the Bakken play, told me last week that there 
were 50 completion crews in the Bakken field 18 months ago compared to the current level of 8-10, and that it would 
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take 2-3 months to be able to complete a standing well even if oil prices rose to an acceptable level (and that is at today’s 
activity level!). Tightness will be further exacerbated as more companies ramp up activity and it will be a serious challenge 
to entice people back into what has become a somewhat volatile career path. Another reference to the lag between high 
oil prices and production response came from the CEO of EOG, a major and well respected tight oil player, who said that  
in a sustained $65/bbl price level it would take industry at least 18 months to generate 500,000Bbl/d of production growth 
(around half of the previous 5 year average).

The final reason why US oil production increases will lag expectations is perhaps the most difficult to explain but it is the 
psychological constraints of oil CEO’s. Imagine the mental trauma they have all endured (along with us!) as oil crashed by 
the greatest extent in the history of the industry. Many were/are staring at the very real possibility of losing their companies 
(and by extension their jobs, life savings, house etc.). While perhaps not a permanent change in thinking I believe the 
“cowboy like” spending habits of the average US oil executive will make a temporary yet profound shift in that balance 
sheet strength will trump “growth for growth’s sake.” As a result, and this comes from meeting many of these CEO’s over 
the past month, is that not only will they require a higher oil price before increasing spending but also (and importantly) 
confidence in the staying power of the rally. This takes time. 

So in summary, the belief that once oil rallies to $45-$50/bbl, that US E&P’s will immediately respond with higher drilling 
activity/production and crush the oil price, is flawed. It will take several quarters longer than people believe and as a result 
the coming rally in oil will likely be both higher and longer than consensus believes. We now estimate that oil will rally 
above $60/bbl at some point in 2017 (still sticking with our call that we see $50/bbl by year-end). If we are correct in this 
call, we believe there is still 50%+ in many oil stocks despite the strong run we have had so far this year. We are also 
getting increasingly bullish on our oil price views for 2018 and beyond given the devastation caused to future production 
capabilities. The backlog of major global oil projects is being severely depleted as companies continue to defer or cancel 
future projects due to uneconomic prices. The level of new production set to come online between 2018 and 2020 is 25% 
lower than in the 2013-2017 period and given that the average lead time is around 7 years, there remains the possibility 
that even as oil rallies above $60/bbl it will take much longer for industry to respond. This stems from our belief that the  
US is not big enough to continually meet the annual 1MM BBl/d of demand growth and that oil will need to rally high 
enough to incentivize the sanctioning of these more marginal mega-projects but we will save that for a future write-up.

In closing, while the Sprott Energy Fund has posted very strong returns year-to-date (18.9% vs. 7.4% for the S&P/TSX 
Capped Energy Total Return Index) we see very good upside in the months and years ahead. We will continue to be nimble 
with our use of cash and shorts to do our best to reduce the Fund volatility at times when stocks seem ahead of their 
short-term fundamentals. Over the past year we have done a good job of protecting the Fund from downside risk as we 
have had average downside capture of 103% while at the same time achieving upside capture of 133%. This means that 
when the energy market was falling we went down by roughly the same as the Index (which is largely made up of large 
caps… Suncor=26%, Canadian Natural Resources=20%) and when the energy sector was rising we did 33% better than 
the index. As well, we have achieved strong outperformance since assuming responsibility for the Fund nearly six years ago 
outperforming the index by roughly 8% per year after-fees over the past three years and by roughly 4% year after-fees over 
the past 5 years. 

Thank you for your continued support.

Eric Nuttall 
Portfolio Manager 
Sprott Energy Fund
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1  All returns and fund details are a) based on Series A units; b) net of fees; c) annualized if period is greater than one year; d) as at March 31, 2016; e) 2004 annual returns 
are from 04/15/04 to 12/31/04.

The Fund is generally exposed to the following risks. See the prospectus of the Fund for a description of these risks: 
concentration risk; credit risk; currency risk; derivatives risk; exchange traded funds risk; foreign investment risk; inflation 
risk; interest rate risk; liquidity risk; market risk; regulatory risk; securities lending, repurchase and reverse repurchase 
transactions risk; series risk; short selling risk; small capitalization natural resource company risk; tax risk.

Sprott Asset Management LP is the investment manager to the Sprott Funds (collectively, the “Funds”). Commissions, trailing commissions, management 
fees, other charges and expenses all may be associated with mutual fund investments. Please read the prospectus carefully before investing. The indicated 
rate of return for series A units of the Fund for the period ended March 31, 2016 is based on the historical annual compounded total return including 
changes in unit value and reinvestment of all distributions and does not take into account sales, redemption, distribution or optional charges or income 
taxes payable by any unitholder that would have reduced returns. Mutual funds are not guaranteed, their values change frequently and past performance 
may not be repeated. The information contained herein does not constitute an offer or solicitation by anyone in the United States or in any other jurisdiction 
in which such an offer or solicitation is not authorized or to any person to whom it is unlawful to make such an offer or solicitation. Prospective investors 
who are not resident in Canada should contact their financial advisor to determine whether securities of the Fund may be lawfully sold in their jurisdiction. 

The opinions, estimates and projections (“information”) contained within this report are solely those of Sprott Asset Management LP (“SAM”) and are 
subject to change without notice. SAM makes every effort to ensure that the information has been derived from sources believed to be reliable and 
accurate. However, SAM assumes no responsibility for any losses or damages, whether direct or indirect, which arise out of the use of this information. 
SAM is not under any obligation to update or keep current the information contained herein. The information should not be regarded by recipients as a 
substitute for the exercise of their own judgment. Please contact your own personal advisor on your particular circumstances. Views expressed regarding 
a particular company, security, industry or market sector should not be considered an indication of trading intent of any investment funds managed by 
Sprott Asset Management LP. Any reference to a particular company is for illustrative purposes only and should not to be considered as investment advice 
or a recommendation to buy or sell nor should it be considered as an indication of how the portfolio of any investment fund managed by Sprott Asset 
Management LP is or will be invested. SAM LP and/or its affiliates may collectively beneficially own/control 1% or more of any class of the equity securities 
of the issuers mentioned in this report. SAM LP and/or its affiliates may hold short position in any class of the equity securities of the issuers mentioned in 
this report. During the preceding 12 months, SAM LP and/or its affiliates may have received remuneration other than normal course investment advisory 
or trade execution services from the issuers mentioned in this report. 

Sprott Asset Management LP: Toll Free: 1.866.299.9906. DEALER SERVICES: RBC Investor & Treasury Services: Tel: 416.955.5885; Toll Free: 1.877.874.0899.
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COMPOUNDED RETURNS (%) aS aT MaRCh 31, 20161

1 MTh 3 MTh 6 MTh 1 YR 3 YR 5 YR 10 YR

aNNUalizED 
iNCEPTiON
(04/15/04)

FUND, SERIES A 26.95 18.91 11.62 -17.66 -1.10 -7.12 -3.21 3.78

S&P/TSX CAPPED ENERGY TRI 12.87 7.40 5.38 -17.87 -9.04 -10.81 -3.93 2.84


