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The Sprott Energy Fund had a phenomenally successful 2016. Due to our prescient call on oil, our tactical stock
positioning, and our ability to navigate the tremendous volatility and raise cash when appropriate we posted positive
performance of 68.7%. This compares to the S&P/TSX Capped Energy Total Return Index appreciating by 39.6% resulting
in outperformance of over 29%. We also had a stellar year compared to our peers: the average Canadian energy mutual
fund appreciated by approximately 33% in 2016. The Sprott Energy Fund ended 2016 as the #1 performing energy fund
in Canada on a YTD, 1 year, and 3 year basis2. We have over the past 3 years outperformed the average energy fund in
Canada by approx 8.2% per year and our underlying index by 9.5% (after fees…take that Rob Carrick!).
2016 proved to be one of the most volatile and challenging years for energy investors since the Great Recession of
2008/2009. Oil began the year at $37/bbl only to see it fall to an intra-day low of $26 in early February. Oil stocks were
in freefall with some plummeting by 10% a day. The degree of wealth destruction was nauseating and most energy
fund managers were hiding in cash. It was during this time that the likes of Goldman Sachs and Dennis Gartman were
all competing to see who could come up with the most bearish oil price outlook (we believe Dennis won with his $15/
bbl oil call only later to say that he would never again see $45/bbl in his lifetime). Our gift from managing money through
20008/2009 was the lesson that it can be incredibly expensive to buy into the fear of the moment if said fear is based on
flawed logic. While the oil market was panicking we saw an opportunity: demand remained healthy and while supply at the
time was too abundant the situation would correct faster than what consensus believed as production declines were set
to accelerate. In our 2015 year end write-up published last January we described how much of the world’s oil production
was not only unprofitable at the time but in fact all oil companies on the planet were bankrupt should the oil price not
meaningfully recover. We also predicted that the oil price would bottom in the Spring and that we saw “extremely positive
upside in many oil stocks.” On both CNBC and BNN on December 31, 2015 we called for and undersupplied market in
2016 and predicted that oil would hit $50/bbl oil by the end of 2016. Fortunately our logic played out: inventories began
to fall in the Summer and the price of oil hit $50/bbl in June.
2017 is shaping up to be another solid year for energy investors. Our belief that the market would become “undersupplied”
(we define that as the level of oil held in inventory falling on a year-over-year basis) came to pass in Q2/16 (note that
this was BEFORE the OPEC cuts) and global oil inventories have been falling ever since. The decision by OPEC to curtail
production by ~ 0.9MM Bbl/d + the potential for 0.6MM Bbl/d of non-OPEC curtailments only expedites the rebalancing
process. The reason why this is happening is because demand continues to rise at a strong rate (~1.4MM Bbl/d in 2016) as
it has in every year in modern history yet supply with only several exceptions is falling due to the inability of oil companies
to drill enough wells due to depressed cash flows to allow them to offset their corporate declines. We believe this trend
will continue until oil rallies to around $60/bbl which we believe will occur in 2017. Until that time given the impact of the
OPEC/non-OPEC production curtailments combined with natural declines being experienced by the majority of oil producing
nations/companies in the world we believe global oil inventories on a YOY basis could enter into a deficit by the end of Q1
and by the end of Q3 could be below the 5 year average. The finality of this event (and the path getting there) will act as a
very bullish price signal for oil.
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Despite the very bullish backdrop for oil there remain 4 concerns with some oil investors (I’m reminded of the saying “for
every little girl with a balloon there is a little boy with a pin”) and we wanted to address each of them head on. Firstly some
investors believe that the recent OPEC production cut paid only lip service to the oil market and that OPEC will not abide by
their 6-month pledge. This was summarized by the former (ie. fired) Oil Minister of Saudi Arabia who said “the unfortunate
part is we tend to cheat.” Our view is that the OPEC of today is not the same as the OPEC of previous cycles. Unlike in
previous down cycles when OPEC sat on upwards of 14MM Bbl/d of spare capacity we believe effective capacity (pre-cut)
is effectively nil and that most members (including Saudi and Iraq) were already up against their maximum productive
capacity. Further, the ring leader of OPEC (Saudi) is intending on divesting a stake in its state oil company as a means of
raising capital with which it will use to attempt to diversify its economy away from strictly oil. The value of Saudi Aramco
in early 2018 will be based largely on its 2017 cash flows which will be based on the 2017 oil price and hence Saudi has a
very high incentive to adhere to its curtailment pledge. Lastly the fiscal duress being experienced by all members of OPEC
from the implosion in the oil price is extreme by all historical precedents. Most members face one or a combination of
hyperinflation (Venezuela), massive fiscal deficits (pretty much all of them), internal terrorism (Nigeria and Libya) or outright
war (Iraq). The only result of the OPEC/Saudi “free oil market” experiment over the past 2 years was the devastation of
OPEC’s collective balance sheets (Saudi Arabia budget deficit of $176BN in 2015 and 2016) and the forcing of US tight/
shale oil companies to become more cost efficient. As an aside it was reported on January 5th that Saudi Arabia had
become fully compliant with their pledge.
The second concern that the market has is the ability of US tight/shale oil to very quickly respond to a $50+/bbl oil price
and once again oversupply the market. The consensus view is that at $50/bbl every well in the US is wildly profitable and
that as a result companies will ramp up their drilling activities and swamp the market just as it did several years ago. While
we do believe the US can meaningfully grow oil production over the next several years (it better…more on that later)
we disagree with the belief that this can occur nearly as quickly as the consensus. The market is ignoring what should be
several obvious obstacles that will prevent US production from scaling as quickly as feared. These include a shortage of
labour (150,000+ layoffs in North America during this downturn), stressed balance sheets that prevent a frenetic ramp in
spending, and most importantly a stressed service sector. As oil companies cut spending by the greatest extent in history
and demanded that service companies work for negative margins this exerted an enormous stress on their equipment
(drilling rigs and especially fracture stimulation equipment). As a result much of the latent equipment is now unworkable
due to the lack of proper maintenance and will require both time and an enormous injection of working capital to get back
into working order. Hence, though the oil price might now allow industry to increase spending and ultimately production
the shortage of workable equipment (and people) will mean that there will be a much greater lag than otherwise might
have been thought.
The third concern is that while OPEC production growth is now limited (assuming 100% compliance) there remain a few
members that are exempted (Iran, Nigeria, and Libya) that have the potential to ramp production. While it is difficult to
evaluate exactly what is going on in Nigeria and Libya we take comfort in the many rosy estimates over the past year that
were never met. For every interim peace treaty that makes the front page there is a pipeline bombing or rebel fighting
outbreak that just doesn’t seem to get the same media traction. Experts far more qualified than I to comment on both
countries believe that the situations in each country are far more volatile than what consensus would have you believe.
Iran then is the easiest to evaluate over the next few years. Production today is now almost back to pre-sanction levels
(late 2011 of ~ 3.6MM Bbl/d). During the four years of production constraints due to US sanctions Iran lacked the ability to
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reinvest in its fields and grow productive capacity since so much of their oil revenues went to pay for state social expenses.
Hence, as they are now back to peak levels it will take several years and many hundreds of millions of dollars to grow
productive capacity. Given that project tendering has only now just begun Iran lacks the ability to meaningfully grow oil
production for at least 2 years. So in summary the only 3 countries exempted from the OPEC production cut all still face
significant challenges/logistical issues to be able to meaningfully grow oil production in the near term.
The final concern that some investors seem to have relates to electrical cars and the potential for the combustion engine to
become obsolete in the near future. When an investor expresses this worry to me there are a few basic numbers that I share
with them. First, annual global car and light passenger vehicle production is roughly 80,000,000. Second, assuming that
the average useful life of said cars is 10 years that means there is a global install base of ~800,000,000 vehicles. Third,
Tesla in 2016 produced 78,000 cars and has ambitions to grow this number to 400,000-500,000 (ignoring that they have
never hit a production goal and still face highly significant challenges like adequate battery production). Giving them the
full benefit of the doubt (along with Ford, GM, Daimler-Chrysler, Mercedes Benz, BMW, etc) it seems highly improbable
that annual production could exceed 1,000,000 vehicles in the next 5 years. This means that maybe in 5 years electric cars
would represent a whopping 1.25% of global car sales but most importantly it would take 800 years to displace the install
base. This also ignores that those living in the major areas of car sale growth (India, China, etc.) cannot even afford a “low
cost” $35,000 electric car when their average annual salary is sub-$10,000/year.
So in summary, OPEC compliance is likely to be much higher than consensus believes because it is in their best interest
to adhere to their pledge, the production response from the US due to higher oil prices will take longer than consensus
believes due to labour and equipment shortages that consensus seems to be forgetting about, the 3 exempted OPEC
countries still face significant challenges to grow oil production and void the positive impact of the cuts, and Tesla is not
taking over the world and displacing the need for gasoline any time soon.
So where do we see opportunity today? Early in 2016 we made significant profits in stocks that were strongly out of favour
due to poor (though not critical) balance sheets and were being priced as if they were imminently going bankrupt. Later
in the year we crystalized these profits and high-graded the portfolio into companies that due to the rise in the oil price
could expand their capex programs and grow production faster than what was being modelled by the Street. We also took
positions in several service stocks that were trading at highly attractive valuations. Today the best opportunities are in oil
companies that have the ability to grow oil production faster than consensus believes and as a result are much cheaper
than is believed if one can look out beyond this year. We see about 40% upside in many of these companies. We’ve
also retained positions in several natural gas stocks. The outlook for natural gas has improved significantly due to strong
demand growth and production declines (implosion in natural gas drilling over the past few years + less indirect natural gas
production from oil wells). Finally we retain positions in several service stocks that are exposed to the service areas that we
believe could tighten much faster than consensus believes and by extension have the ability to raise prices/margins in the
coming months. There are stocks where we see 50% upside to current 2018 consensus EBITDA estimates.

Continued on next page >

3

SPROTT ENERGY FUND
December 2016 Commentary

One last theme that we would like to leave you with is the reason why we believe that we are in a multi-year bull market
for oil. We’ve spoken previously about how the greatest selloff in the history of oil also led to the largest drop in spending
in the history of the oil and gas business (see below).

The market tends to be a little too US-centric in its thinking as much of the focus of the oil market is on US shale/tight oil
however this production only amounts to ~4% of total global production. Outside of the US most oil production comes
from large projects that require 4-6 years to bring on and cost many billions of dollars. As a result of the massive drop in
investment in such projects the amount of new production coming online from mega projects begins to implode in 2018
and given the lead time there is pretty good visibility out to 2021. The global oil industry (OPEC+non-OPEC) needs to come
up with roughly 5MM Bbls/d of new productive capacity each year (1MM for demand growth and 4MM to offset global
declines). Given our view that OPEC is largely out of spare capacity and that the US can grow by a maximum of 1MM Bbl/d
per year for the next 2+ years, the burden then falls on non-OPEC/non-US to make up for the shortfall. However the below
chart shows that the level of new production from this collective jurisdiction falls in half between 2017 and 2019 and
amounts to only ~1MM Bbl/d in 2019 and 2020. Given this implied undersupplied scenario of ~ 3MM Bbl/d we believe the
oil market will remain tight for the next several years and that oil will have to progressively appreciate beyond $60/bbl in
order to stimulate new investment and bring forward many of the projects that have been deferred or cancelled.
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In summary, despite a phenomenal year in 2016 we believe there still remains very good upside in the energy sector. While
there will no doubt be continued volatility we believe that the trend for energy stocks is up and that the worst is very much
behind us. Consensus remains too bearish on oil as fears around OPEC cheating and US production growth potential are
misplaced and there are few things that could occur that would derail our bullish thesis on oil. We very sincerely thank you
for your support over the past several years. There have been some extremely trying times as we all had to manage through
the worst sell off in the history of oil. We are proud that for the vast majority of unit holders that stuck with us we have
been able to “make you whole” and then some. Here’s to another great year in 2017!
Eric Nuttall
Portfolio Manager
Sprott Energy Fund
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COMPOUNDED RETURNS (%) AS AT DECEMBER 30, 20161
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	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 December 30, 2016; e) 2004 annual
returns are from 04/15/04 to 12/31/04. The index is 100% S&P/TSX Capped Energy TRI and is computed by Sprott Asset Management LP based on publicly available
index information.
2
	Sprott Asset Management LP internal estimate.
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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.

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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Sprott Asset Management LP is the investment manager to the Sprott Funds (collectively, the “Funds”). Commissions, trailing commissions, management
fees, performance fees (if any), 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 December 30, 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.

