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Most every E&P company can tell you the number of days 
that they conducted drilling operations last year or the rig 
rate per day on a speci� c well; there is little left to question 
when calculating drilling expenses. Yet, when asked about 
the expense associated with electricity consumption most 
oil and gas operators would merely shrug their shoulders; 
an empty response to a cost that can experience great 
volatility over even short periods of time. Constituting a 
signi� cant portion of operating costs, the price of each unit 
of settled electricity ranged anywhere from $5/MWh to 
$1,000/MWh over the last year.
 
Electricity is essential in many processes in the oil and gas 
industry—it powers pump jacks, processes liquids, and 
drives motors. Unlike other expense items, the price per 
unit of electricity consumed is extremely volatile—prices 
are settled each hour, at times resulting in the doubling of 
electricity expenses from month to month; the large majority 
of E&P companies are subject to this price volatility as they 
do not hedge their electricity price exposure.  This practice 
has been justi� ed through reluctance toward hedging of 
any kind and the principle that a natural hedge to electricity 
exists; these are both beliefs that require reconsideration.
 
“Don’t hedge away investors. They want exposure!” 

Oil and Gas, not Electricity 
It is generally accepted that entities and individuals that 
invest in oil and gas companies realize their potential 
exposure to produced oil and natural gas commodities. In 
fact, investment dollars are directed to the most ef� cient 
and effective exploration and production companies. 
That being said, the exposure that is sought is to oil and 
gas prices, and not the price of electricity; if exposure to 

electricity prices is desired, investors should direct funds to 
an electricity generation company.  Therefore, any exposure 
that is not directly related to oil and gas commodity prices 
should be eliminated.

Revenue and Expense Policy Differentiation 
Investors are looking to take on commodity exposure to 
realize income that translates to return for their investment.  
Allowing revenue commodity prices to � oat with the 
market, while companies focus on maximizing production, 
optimizes revenues and keeps the oil-and-gas business 
model straightforward.  However, the increased revenues 
resulting from the commodity price increase should equate 
into net income. If this is not the case, it indicates that the 
expense has exceeded the revenues as a result of unrelated or 
uncontrolled events and hence, potential investment dollars 
will be redirected elsewhere. As per this theory, investors 
don’t want to see the revenues of oil and gas companies 
capped by hedges, however prudent expense containment 
policy translates the commodity price exposure into return 
on investment. 

Optimizing revenue is compromised by leaving risk 
uncontained on the expense side. Often, this comes in the 
form of things that are outside of your control, such as 
electricity market supply and demand.  Undoubtedly, the 

Hourly Electricity Prices: Last 12 months (Alberta Power Pool Prices in $/MWh)
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� nancial performance of your company should be the result 
of your own operations rather than something outside 
the realm of your control. Failure to convert revenues to 
income as a result of unmitigated expenses will have the 
same effect on investors as poor production, or decreasing 
revenue prices.

Be Consistent Across Expenses
Even though price mitigation of expenses is evident across 
other expense items in the oil and gas industry, this is 
currently not the case with electricity.  E&P companies 
lock in day rates for drilling rigs and wouldn’t consider 
letting those rates � uctuate based on daily market supply 
and demand.  The future uncertainty of electricity prices, 
resulting from the hourly supply and demand of the Alberta 
electric system, should be similarly eliminated or reduced 
in alignment with the treatment of other expenses.  

“We’re in the oil & gas industry—there’s a natural hedge.”
The Natural Hedge assumption is probably the most 
compelling reason why oil and gas producers have 
historically not hedged the price component of their 
electricity expense. In short, the theory is that the oil and 
gas revenue prices mitigate the electricity expense price risk 
naturally, through related price increases and decreases. 
However, hourly Alberta Electricity prices have NO 
correlation to daily or monthly oil and natural gas prices 
and therefore do not constitute a natural hedge.

Statistically Speaking 
From January 1, 2003 to present day, hourly Alberta 
Power Pool settled prices in CAD/MWh had a correlation 
to daily AECO Gas in CAD/Gj of 0.239 and a correlation 
to daily Edmonton Par Oil (adjusted to 5 per cent sulfur 
content) in CAD/m3 of 0.111, which statistically speaking 
has NO correlation. The impact of various differential 
and transportation costs of oil and gas is not signi� cant in 
relation to the analytical results of price correlation with 
electricity. Unequivocally, in Alberta, there is no correlation 
between hourly electricity prices and the daily prices of oil or 
natural gas, regardless of the price point. 

Reasonability Check 
The price of oil is primarily in� uenced by the global 
economy using international supply and demand metrics.  
Natural gas, on the other hand, is more of a North 
American-priced commodity, impacted somewhat by 

transportation and storage, as well as local supply and 
demand conditions. Electricity in Alberta, mainly generated 
from coal, is con� ned to an “island” where limited import 
and export capabilities mean electricity prices are driven 
primarily by provincial electricity supply and demand. 
Although somewhat connected, the lack of correlation 
between hourly electricity pricing to daily oil or gas pricing 
is reasonable as the forces impacting supply and demand 
are considerably disparate. 

Forward Strip Correlations
Because the electricity market is not as liquid as the natural 
gas market—the forward price of electricity is often priced 
using the forward gas and market heat rate assumptions—
the correlation of forward strip prices of gas and electricity 
is different than the hourly to daily relationship.  Over the 
2005 trading year, the Average Calendar 2006 Forward 
Monthly strips of Alberta Electricity and AECO Gas 
began with a very high correlation, but deteriorated as 
the year drew to a close. Even though gas is used to price 
the illiquid and longer-dated forward market of electricity 
creating the resultant correlation, the electricity market—
up to about 18 months out—is liquid enough to be priced 
on its own economic merit, thereby diminishing the 
correlation. Nevertheless, con� rming longer-dated future 
strip correlation does not mean that hourly electricity 
prices have any correlation with daily priced natural gas or 
oil, and therefore do not provide any sort of natural hedge 
while left � oating. 

Comparison Example
To illustrate the effect of unmitigated electricity price risk, 
consider the following scenario which compares two E&P 
companies with similar production amounts, and oil/gas 
mix. Assume electricity is averaging $60/MWh and that 
both companies are realizing approximately $0.50 per 
boe/d of operational costs for their electricity consumption. 
Company A has no hedge on their electricity prices and 
Company B does have a hedge at $60/MWh.  A dual 
electricity-generation unit outage occurs in Alberta and the 
hourly price of electricity averages near the $100/MWh 
range for a month.  Although gas prices might go up slightly, 
both Company A and Company B realize the same up-
tick in natural gas revenues, however the operational costs 
for Company A increase to $0.83 per boe/d for electricity 
consumption while Company B costs remain at $0.50 per 
boe/d.  Assuming production of 2,000 boe/d, Company A 
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would spend approximately $20,000 more for electricity 
over 30 days than Company B! To be fair, prices could go 
down, but the propensity for electricity prices to escalate is 
much greater than it is for them to decrease, as the price-
distribution curve is skewed to the high side; $0/MWh is 
the minimum but $1,000/MWh is the maximum.  

Food for Thought
Regardless of the energy management actions chosen, 
maintaining simplicity and consistency will allow a 
company to focus on the oil and gas business model.  By 
differentiating the physical supply exposure from the price 
risk management on both operated and non-operated 
properties, supply arrangements are uncomplicated and the 
preferred exposure management strategy remains clear.

As far as electricity prices are concerned, it’s clear that 
hedging away investors on the revenue side is not the 
way to go; instead, strong consideration should be given 

to eliminating expense price risk so that investors can 
allocate funds to the most ef� cient E&P companies.  And 
depending on how revenues are priced, the acceptance of a 
natural hedge may have to be reconsidered given the lack 
of correlation between hourly electricity prices and daily oil 
and gas. Ultimately, it is you who decides how to address 
the various risks of your business operation, and new 
perspectives on old issues are just part of the information 
you will use to make that decision.

Jason Beblow, president and founder of URICA Energy 
Management Corporation, has over 12 years of energy 
(electricity, gas, and oil) experience relating to operations, 
risk management, trading, and portfolio management.  Mr. 
Beblow holds an MBA from the University of Calgary and 
a Bachelor of Commerce degree from the University of 
Alberta.  URICA (www.urica.ca) is a professional services 
� rm that works with oil and gas producers to provide 
executive level electricity management services.  
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