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Feature

Asia: the coal reality
) (0 +

When in June this year President Obama used the Gulf of Mexico oil spill to
champion a “national mission” to wean the US off fos sil fuels, taking it into a
new era of clean, secure energy supplies, he acknow ledged that the task was
Herculean, but claimed that, if a country like Chin a could commit itself to
changing its energy habits, then so could his own. Citing the world’s fastest-
growing economy as a model for the global energy re volution may not,
however, have been his smartest move. Set aside Chin  a’s pledges to curb its
fossil fuel consumption and create a powerful econo my based on renewable
energy, and the reality remains that it will contin ue for many years to devour

‘dirty’ energy at a startling rate.

Last month, China’s Electricity Council said that power generated from clean energy
would provide at least 30% of its electricity needs by 2015, the most ambitious

statement to date on China’s so-called 'energy revolution‘, now said to be underway.
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With wind, solar and biomass energy sources currently estimated to be generating
around only 4% of an electricity market growing by 15% annually, that 30% target —
even when a planned six-fold increase in nuclear power by 2020 is added in — looks
extremely bold. There is no question that China is embarking on a series of
initiatives to clean up its energy act — it has, for example, just become the world’s
largest maker of wind turbines, and has adopted an aggressive energy efficiency
programme. But consider this instead: an oil exporter as recently as the 1990s,
within five years China could be importing a higher percentage of its oil than the US.
Consider this too: China plans to double over the next five years — from 4% to 8% —
the share of total energy consumption provided by natural gas, a cleaner though far
from totally ‘clean’ power source. And finally, only three years after becoming a net
importer of thermal coal, the country with the world’s third-largest coal reserves will
this year almost certainly become the world’s largest coal importer, overtaking
Japan. If coal is the dirtiest of fossil fuels, then China is set to remain the dirtiest of

power consumers for the foreseeable future.

It's a little-known fact, but one that illustrates just how far China’s cleanup has to go,
that the country has underground coal fires, (caused by bad mining practices), that
have been raging out of control for decades. According to some estimates, each
year these fires consume the equivalent of Germany’s total annual coal output,
releasing alarming volumes of toxins and greenhouse gases. Less dramatically, the
country still relies on coal to produce 80% of its power — which is double the world
average. According to the International Energy Agency (IEA) it will add a further
500GW of new coal-fired electricity generating capacity between now and 2020 —
which equates to almost double Japan’s current total generation capacity. Figures
released in June offer another taste of reality: energy consumption in six of China’s
heavy energy-consuming industries leaped by just under 20% in Q1 2010, calling
into question the country’s pledge to reduce its energy intensity (energy

consumption per unit of GDP) by 20% from 2005 levels by the end of this year.
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The recent rapid growth in economic output has impacted on China'‘s hunger for coal
in a way that few had foreseen. In 2009 China’s coal consumption levels rose by
10% year-on-year and, in the first five months of 2010, net thermal coal imports (it is
also an increasingly hungry consumer of coking coal for industrial uses) hit 47.5Mt,
up more than 120% from the same period last year. If this cracking import pace is
sustained, China’s net import total for 2010 could reach 114Mt compared to 103Mt
in 2009 (and 170Mt when coking coal is included), overtaking Japan. Imports,
despite their rapid growth, still pale in comparison with the volumes of coal China
mines domestically, which at about 3.3bn tonnes a year makes it the largest annual

producer.

But it is becoming clear that China’s coal demand growth, combined with a shake-up
of the domestic coalmining sector that is taking some capacity out of play, will
increasingly struggle to be met by its domestic output. New official forecasts from
Beijing in June suggest that the country’s annual primary energy demand by 2015
will reach 4.2 billion tonnes of standard coal equivalent (the measure China uses to
gauge all its energy statistics), compared to around 3 billion in 2009, when total
fossil energy sources accounted for about 91% of the total — with coal comprising
nearly 69%. Of these 4.2bn tonnes, no less than 3.8 it will have to be met by coal.
There are plans to boost by up to 50% the output of some of the country’s largest
coalmines but, simultaneously, the government is in the process of shutting down all
mines with an annual capacity of less than 300,000t — still leaving the overwhelming

percentage of output in the hands of smaller and medium-sized operators.
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China’s mining sector is notoriously unsafe and inefficient; the latest serious
accident was in June, in which 46 miners were killed. In 2009 more than 2,600
miners died underground. The shift to net imports of coal partially reflects a
nationwide clampdown on illegal and unsafe mining. A government-backed drive to
consolidate the coal sector in Shanxi province, home to China’s most easily
accessible reserves, has already restricted production, and the initiative is now
moving on to Henan, another big coal-producing region. The US Department of
Energy says the three largest Chinese coal companies still produce less than 15%
of all domestic coal, so when Shinhua Energy, the largest coal producer in China,
said in March that it would double output by 2015, its target has to be seen in that
context. At the start of July, forecasts released by the official Xinhua news agency

suggested that the country could face a shortfall of 200Mt of coal by 2015.

But China’s rising appetite for domestic thermal coal and for imports, now further
boosted by the possibility of a strengthening of the Chinese currency, also coincides
with increasing levels of demand in other major Asian economies, where
urbanisation and industrialisation programmes are raising power generating
requirements. India, too, continues to expand its coal-fired power generating
capacity and has become the fastest-growing importer of thermal coal. Last year,
Indian coal consumption rose by 7% and imports this year are expected to rise by
26% to 68Mt, with a further 13% increase in 2011 to 77Mt. Imports could then
double again over the next five years. Indian coal minister Sriprakash Jaiswal said in
June that the country, in which 400m people still do not have access to electricity,
was considering starting coal imports from the US, given that more than 50% of the
sub-continent’s electricity was due to come from coal-fired generating capacity.

Some projections suggest that as much as 70% of the power generated in the
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country could by 2030 be accounted for by coal which, according to New Delhi, is a
“poverty alleviation” tool that has a huge and ongoing role to play in the country’s
modernisation process. After a period of weak demand, Japan’s thermal coal
imports are also expected to rise this year, by 3% to around 120Mt, as the economy
slowly recovers, possibly edging up to 121Mt next year. Other growth markets in
Asia, such as South Korea, Taiwan and Vietham — the last is currently a coal
exporter but such is its fast-growing nature than it could be importing 100Mt annually
within five years — will add to coal demand and help bring about a transformation in
the demand picture for thermal coal over the next decade, displacing demand from

traditional western economies.

The continuing growth of the Asian economies is already having a noticeable impact
on coal markets, despite the global economic downturn that has hit demand from
western economies. Asian exporters, such as Indonesia — where thermal coal
exports are set to rise by 7% to 250Mt this year — and Australia — where a 2.4% rise
should take exports to 142.2Mt — say they are struggling to keep pace with demand,
which could drive big customers to source more supplies from alternative suppliers
such as Russia, South Africa and the US. The US alone upped coal exports to
China fourfold to more than 1Mt in 2009. Supply-demand pressures in China are
also being heightened because of problems with the country’s domestic distribution
network, principally due to railway congestion, that are set to worsen as power

generating levels rise by 10% during the summer.

China is not alone in experiencing these problems. A lack of investment has left
many of the world’s largest coal ports suffering from bottlenecks in railway and
shipping transportation facilities. Richards Bay in South Africa and the Australian
seaport terminals at Dalrymple Bay, Hay Point, Gladstone and Newcastle are
enduring constraints that force vessels to wait weeks before they are able to load
their cargo. Even if the coalminers expand output, the drawbacks of current
transportation facilities will inevitably restrict coal exports and put further pressure on
prices. Russian thermal coal exports are expected to rise by around 8% during
2010, much of the increase accounted for by demand from China, which bought
almost 10Mt tonnes from Russia last year against only 200,000t in the previous
twelve months. Colombian coal is also being diverted to Asia, away from Europe,
and achieving $112/tonne. By the end of June, coal prices at Newcastle, the
benchmark in Asia, had again risen to $100/tonne on the back of strong buying
activity, while in Europe coal prices in Rotterdam for delivery in three months’ time
had climbed to around $96/tonne — the highest level since November 2008. Prices
for coal from Richards Bay also climbed during June, to average more than

$93/tonne, after May shipments to Asia climbed by 50%. Figures from China’s Coal
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Transport and Distribution Association showed that benchmark prices at
Qinhuangdao, the country’s largest port for receiving coal, were at $111/tonne by

the third week in June.

Given these trends, together with the prospect that demand is again starting to
recover in some western markets (coal production in the US is forecast by the
government to rise next year, after a further fall in 2010, and some European coal
markets also appear to be rebounding from a slump), the outlook for thermal coal
prices looks strong, with contract prices for Asian customers likely to rise beyond
$120/tonne within the next year or two. The reality is that, despite the “energy
revolution” that is said to be underway, coal’s future — at least within the economies
of some of its largest consumers — is secure. In its latest annual energy review, BP
pointed out that coal's share of global energy consumption in 2009 rose to its
highest level since 1970. While in 1980 China and India between them consumed
one-fifth of the world’s coal output, they now account for half of it. By 2030, BP says
they will be devouring two-thirds of it, as the share of coal consumption in their
energy mix continues to grow. In the words of the CEO of one major mining
company, it may not be too fanciful to suggest that the global coal industry could be

in the early stages of a long-term “super-cycle”.

None of this data or the forecasts set out in BP’s review will be music to the ears of
those politicians and environmentalists who are trying to implement policies that will
usher in a world increasingly less dependent on fossil fuels. China, the largest
emitter of greenhouse gases by an ever-widening margin since 2006, recently
announced that its first commercial carbon capture and storage (CCS) power plant
will be operational by the end of the year — but even if the technology is adopted and
implemented on a massive scale, about which there must be serious doubts not
least because of the huge costs of CCS, the country, along with India, is set to see
emissions rise for the next 20 years at least. One day, of course, if the global
economy is not weaned off coal, the solution will present itself in the form of
dwindling supplies. There are fears that global coal reserves may, in any case, have
been grossly exaggerated and that they are being consumed at a much faster rate
than they are being discovered. Even so, the World Coal Institute reckons there are
enough supplies left to last around 150 years. The role for dirty old coal is far from

over.
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Oil & Gas
News

July 4: Russian crude output hit a record 10.13m bpd in June, maintaining the
country’s position as the world’s top oil producer.

July 2: Algeria said it would go ahead with an oil and gas licensing round this
year as planned, following a shake-up of energy sector officials.

July 2: The European Union said it would tighten operating regulations for
offshore oil operators following the Gulf of Mexico oil spill.

July 1: Iraq approved a $17bn joint venture with Royal Dutch Shell to tap natural
gas from four southern oil fields.

June 30: India said it plans to offer shale gas areas for exploration.

June 26: Gazprom will consider buying a stake in Azerbaijan’s Shah Deniz gas
field, which is due to supply Europe through the EU-backed Nabucco pipeline.

June 25: Gazprom said it intended to agree prices and supply terms with China
by mid-2011, allowing deliveries to start four years later.

June 25: BP said it won environmental approval for its planned LNG project at
Gladstone in Queensland, Australia.

June 25: Irag said it expected average oil exports in June to hit 1.9m bpd.

June 24: Poland and Lithuania agreed to build a gas pipeline linking the two
countries and allowing Lithuania to import 2bn cm of gas annually.

June 22: Brazil said it would spend $224bn in five years on doubling oil output
and exports.

June 16: Aramco of Saudi Arabia said its crude output fell by 1m bpd to 7.9m bpd
in 2009 as the country led Opec production cuts.

June 16: Ukraine said it had shale gas reserves of at least 2 trillion cm.

June 14: Houston-based Noble Corporation said Israel could have enough
offshore natural gas reserves to turn it into a “key regional gas player”.

June 14: Opec's income reached $314bn in the first five months of 2010
compared to $135bn in the same period last year, US figures showed.
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Short-term outlook

Crude oil futures prices spent June yo-yoing betwee n $70-$80/barrel and
started July towards the bottom end, falling back s harply to around $72/barrel
as traders cast a cold eye over data implying aslu  ggish US economic
recovery at best. Inventories remain high in the wo  rld’'s biggest oil consuming
nation, uncertainty remains over prospects for the European economy, and
even the main driver of crude demand growth, China, remains an enigma —

have far is it prepared to keep its loose monetary policies, in the face of

B

1 possible overheating? Opec reiterated that it was “ comfortable” with current

—~
4

prices and said it saw no need to consider any chan ge to output levels ahead

of its next planned meeting in October. June brough t another call from Opec

Source: Nymex, ICE Futures, Opec, VM Group  |eaders for member countries to adhere to agreed qu  otas — but with

compliance now running at 53%, the entire exercise has lost most of its

& & ") * $%++ e . . . .
credibility. We see nothing very positive on the ho rizon to push crude prices

3 above their recent trading range for the rest of th is year.
32

Analysis
43 y

43 !n

/

43 There was fresh criticism in June of the behaviour of the West Texas Intermediate
222 (WTI) light crude benchmark, this time from none less than the US Department of
23 Energy, which said that WTI “does not always exactly follow the broader oil market”.
23 The comments are the first along these lines from the US Administration and come
23 after similar concerns about WTI were also expressed last month by the

International Energy Agency (IEA), which spoke of “temporary discontinuities”

Source: Nymex, VM Group relative to the prices of other crudes, in other words possible larger price swings.

Last October, Saudi Arabia dropped the use of WTI as its own yardstick for

- ) * % assessing the most accurate prevailing crude price, having used it since 1994. The
arguably exaggerated price swings have been attributed to localised supply
conditions at the pipeline hub at Cushing, Oklahoma, the delivery point for the

43 Nymex WTI contract, and where supplies are inaccessible by tanker or barge; there
are also few outflowing pipelines, meaning excess inventories can be slow to

dissipate once a glut develops. Such an oversupply was evident this Spring, when

2

43 stocks hit a record 37.9m barrels. The obvious benchmark contender is North Sea
4 Brent, which traditionally trades at a discount to WTI, but which at the start of July
was trading at a small premium. But in spite of the doubts of policymakers, oil
23 exporting countries and analysts, trading in WTI futures contracts remains brisk, with
2 volumes being exchanged at near record levels.

Source: ICE Futures, VM Group
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Liquefied natural gas traders are taking advantage of the lowest shipping rates in
five years and of sharply rising UK prices to store fuel on tankers for resale at higher
values later down the line. The cost, for example, of buying an LNG cargo in
Trinidad & Tobago, storing it on board for a month and shipping it to the UK was,
towards the end of June, running at $4.60/MMbtu, compared to London ICE Futures
July delivery prices of $6.62/MMbtu. Charter rates have fallen — declining to
$30,000/day, the lowest level since 2005 — as newer vessels enter the global fleet,
while demand from South Korea and Japan, the world’s largest LNG importers, has
slipped back. With plenty of vessels already available and lots of new builds coming
out of yards, charter rates are set to stay weak for some time to come, further
encouraging traders to lock in gains by selling into the forward UK market and
holding until delivery. UK winter gas, for the six months from October at Britain’s gas
hub, has already risen by more than 10% this year, trading at over $8/MMbtu during

June.

An emerging theme in energy policy circles is that oil prices are not really
determined by fundamentals or speculators but instead are driven by market
participants trying to guess, based on limited data, what the medium to long-term
supply and demand balance will be. The International Energy Agency (IEA) joined in
this guessing game in June with its latest “global balance summary”. The main
conclusion is that world oil markets will probably be better supplied over the next few
years than previously expected, as hew projects enter service and as crude demand
grows at a slightly lower pace than recently. The Paris-based agency paints a
picture of a global oil system that is, in the short-term, under slightly less pressure in
terms of supply and demand, but which still faces longer-term problems that oil
traders and investors cite as justification for bidding crude prices higher. The IEA
concludes that global oil demand until 2015 could grow by between 1%-1.4%
annually, below the average 1.7% annual growth seen between 2000-2007,
depending on factors such as the pace of economic growth. Total demand is
forecast at 90m-92m bpd by 2015, set against the projected figure for 2010 of 86.5m
bpd (v. Opec’s forecast in June of 85.3m bpd). The IEA sees non-Opec crude
production rising by 1m bpd, topping 52.5m bpd by 2015, due to output additions
from countries such as Russia and Colombia and in spite of predicted production
declines in markets such as Mexico. Opec members, over the same period, will add
an extra 2m bpd of capacity — but much of this could be gobbled up by the region’s
own rising oil demand, again raising questions about the adequacy of current Opec
spending on new capacity. Opec’s spare production capacity, a back-up reserve
used to plug any supply disruptions, is forecast to hit 3.5m bpd by 2015, down 2m

bpd from current levels but still around double what Opec had on hand two years
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ago when crude oil futures hit $147/barrel.

Natural gas consumption is likely to comprise some 40% of the total US energy
market, twice the current rate, over the next few decades, according to a new report
from the Massachusetts Institute of Technology (MIT). The increase will come
largely at the expense of coal and will be driven both by abundant supplies of natural
gas, boosted by shale drilling, and by measures to restrict emissions. But the MIT
report warns that the future could be less bright for natural gas, if stricter regulations
are put in place to cut estimated 2050 greenhouse gas emissions by 80% below
1990 levels — a goal set by President Obama. Although lower in carbon than coal,
natural gas is still too carbon intensive to be used under such a target, even though
the study shows the amount of recoverable gas is equal to 92 times US
consumption last year. More immediately, US gas prices picked up in June, rising at
one point by almost 30% over May levels because of the moratorium on deepwater
drilling, the start of the Atlantic hurricane season, and exceptionally high
temperatures, pushing up air conditioning usage. Even so, prices remained less
than half of what they were two years when energy prices peaked. At the start of

July, Henry Hub spot prices were at $4.55MMbtu.

/1 0 00

Gazprom spent much of June fighting a rearguard action against renegotiating its oil
price-linked contracts, as the Russian gas giant squares up to falling demand and an
influx of alternative gas sources. The company’s CEO, Alexei Miller, admitted that
demand from Europe, where Gazprom supplies more than 20% of the continent’s
gas needs, had dropped off from May, but said he expected it to recover by 2012
and then to strengthen further in the longer-term — rising to 415bn cm by 2020 and
to 500bn cm by 2030. More immediately, however, Gazprom is coming under
pressure to cut prices on its long-term deals in the wake of the fall in gas spot prices
and an influx of LNG supplies. Earlier this year the company renegotiated some
contracts with European energy groups to allow for up to 15% of sales to be tied to
spot prices, and further deals look likely. Miller went on to warn, however, that when
the market bounced back, customers should not necessarily expect an inevitable
reintroduction of more stable, longer-term pricing mechanisms. For the time being,
however, his talk about the gap between pipeline gas prices and spot prices soon

being closed looks very optimistic.

2 3

On 2 July Gazprom said it had signed a new contract to bring to an end its latest ill-
tempered row with a customer, in this instance Belarus. Russia had cut gas supplies
to the country by 30% and threatened to reduce these supplies by still more, unless
the country’s government paid its alleged $192m gas bill; in response, Belarus
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threatened to shut down Russian gas supplies to Europe — it moves around 20% of
all Russian gas to its European customers. After what has become a familiar public
spat, both sides calmed down and paid off their respective debts — with Belarus still
claiming it had been owed transit fees of $260m. The new deal sees Belarus paying

$188/1,000cm, up from the $150/1,000cm that it had been paying previously.

4 3 3

While the legal arguments rage over President Obama’s six-month moratorium on
offshore drilling, June brought several industry warnings about the possible impact
of an extended ban. A US federal judge, querying the blanket nature of the ban,
denied the government’s request to delay a previous court order allowing drilling to
resume in the wake of the BP oil spill in the Gulf of Mexico; in response, the
government said it would take the issue further in the appeal courts. In the
meantime, the International Energy Agency (IEA) said that an extended moratorium
could shave off an amount of up to 300,000bpd from Gulf of Mexico output by 2015,
with rigs moving elsewhere if the ban was extended beyond the end of this year.
The Italian energy group Eni entered the debate by claiming that the oil spill could
lead oil companies to completely reconsider offshore production plans,
strengthening the position of Opec producers and the owners of what Eni called
“easy oil” onshore and in shallow waters. That did not stop Opec itself from calling
on the US to reconsider the ban. By the end of June, however, US energy secretary
Ken Salazar was hinting that a new, scaled-back moratorium could soon be on the

cards, replacing the one that has been struck down in the courts.

3

While BP struggles to stop the Gulf leak, it confirmed that some of the crude it has
recovered is being sold on the spot market for refining and onward sale to American
customers. Some traders claim the crude will be hard to sell, as it contains methanol
used during the recovery process; but then again, this oil will be sold at a deep
discount to other benchmark US crudes. Spotting another public relations disaster
on the way, however, BP said that it would give its share of any sale proceeds to

efforts towards cleaning up the Gulf Coast. A timely smart move, at long last.
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Oil and gas data
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Refining
News

July 3: China and Nigeria agreed to build an $8bn, 300,000 bpd oil refinery in
Nigeria.
July 3: Royal Dutch Shell said it will convert its Montreal refinery in Quebec

province into a fuel terminal after failing to find a buyer.

June 29: PetroChina said it will start production at its expanded Ningxia refinery
at the end of 2011.

June 29: Indian refinery output rose by 7.7% in May to reach 3.25m bpd.

June 26: Egypt restored “free zone” status to oil refineries, providing tax breaks
in the hope the decision will encourage new investment.

June 25: Petroleos Mexicanos insisted it would go ahead with plans to build a
$10bn, 300,000bpd refinery.

June 25: Total and Saudi Aramco said they had secured $8.5bn funding for a
joint-venture oil refinery in Jubail, Saudi Arabia.

June 24: ConocoPhillips said its Wilhelmshaven refinery in Germany may stay
shut until at least the end of August, following a fire in May.

June 22: China State Construction Engineering and Nigerian National
Petroleum agreed a $23.8bn deal to build three oil refineries at Bavelsa, Kogi and
Lagos in Nigeria.

June 22: Petrobras of Brazil said it will raise refining capacity from 1.9m bpd to
3.1m bpd by 2020.

June 18: The US Environmental Protection Agency said it will not decide until
the autumn if ethanol content in gasoline can be raised from 10% to 15%.

June 12: Iran said that it had earmarked $15bn for developing domestic oil
refineries, adding 450,000 bpd of refining capacity.

June 11: Indian QOil Corporation put on hold its plans to build a $6bn refinery
and petrochemicals complex in Turkey because of a lack of funds.

Short-term outlook

US diesel demand has been rising at its fastest rate in five years, one of the
few ‘green shoots’ as it suggest the economy is req uiring truckers to haul
more goods. Demand by mid-June was up round 12% fro  m the previous year,
according to the Energy Department, with refiners ea  rning over $12/barrel on
the crack spread, more than double the levels achie  ved a year before. At the
same time, gasoline demand rose in June to the high  est level for ten months,
and the American Automobile Association forecast th at the number of
motorists on the road during the summer holiday per iod will rise by almost
18% over last year, partially helped by the decline in prices because of an
oversupply in gasoline — although these prices coul d well turn upwards again

as the hurricane season starts in earnest. By 28 Ju  ne, the US national average
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price for a gallon of gasoline stood at $2.76/gallo  n — $0.12/gallon higher than a
year before but down on the 2010 high so far of $2.  91/gallon recorded in May.
The Energy Department is forecasting that US consumpt ion of all distillates

will rise by 14% to 3.68m bpd this year, the larges  t annual increase since 2005.

Analysis
A 0

Refiners may still be struggling to find customers and improve margins and there
was little cheer from the International Energy Agency’s latest view of refining. The
IEA in June suggested refining capacity will rise at an average 1.5m barrels a year
through until 2015. Refiners, it says, will boost capacity by 10% globally, even as
older plants in developed nations are shut down to stem losses and support profits
(taking out 1.4m bpd in OECD countries between 2009 and 2011 alone). But
average utilisation rates will actually fall to 75% of capacity by 2015, down from 81%
last year. No surprise, however, in the conclusion that it will be China that leads the
way in providing new refining capability, accounting for 3.3m bpd of new capacity
over the period out of a global increase of 9m bpd. The IEA’s forecasts coincided
with an announcement by Sinopec, China’s largest oil refiner, that it alone intends to
process 10% more crude this year than last in order to meet rising domestic
demand, continuing the 10% year-on-year growth seen in recent years. The |IEA
also said that China as a whole will increase its oil refining capacity by 50% between
now and 2015. A current national refining capacity of 3.5bn barrels will reach 5.2bn
within five years, it claimed. Much more immediately, China’s oil consumption in May
again expanded at a double-digit rate, for the ninth month in a row, rising by 10.6%
over a year earlier. Shielded by a domestic fuel pricing system that largely
guarantees a refining margin, refiners lifted their output by 14.8% to a fresh record of
8.43m bpd. Output of crude oil, gasoline and diesel were all at record monthly highs.
Even Petrochina expressed surprise at the rate of increase in demand for gasoline
and diesel and now there are expectations that the momentum will be maintained

throughout the summer months.

+ 5

Demand for diesel fuel in India has been rising strongly, with year-on-year growth of
around 30%, as summer temperatures rise and generators for domestic and
agricultural use are brought into use; but the picture may be about to change as the
monsoon season peaks and refineries complete their upgrading to meet recent
changes in specifications and then begin to cut back on substitute imports. The
monsoon, which begins in June and normally lasts until September, curbs public
transportation as well as fuel use by the agricultural sector. The Indian government’s

recent decision to raise diesel prices could also impact on demand. A weakening
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market may, however, coincide with signs of an improvement in middle distillate
demand in Europe and the US, leaving some North Asian, low-sulphur cargoes to be
diverted to the West. The confluence of low refinery runs in Europe, the approach of
the summer driving season, and some signs of a pick up in economic activity appear
to have helped sentiments in the middle distillate market. But despite the recent
counter-seasonal surge in European gasoil crack spreads, any strength could well
be short-lived, as there is ample spare refining capacity in the region which can be
utilised once seasonal diesel demand recovers. ICE’s gas oil's premium to Brent
crude, the European benchmark for middle distillates, surged to a near six-month
high in June because of an unexpected tightening of supplies after extended refinery
run cuts in Europe and strong US demand. Bookings of tankers to ship European
gasoline to the US doubled in June from the previous month, as higher US gasoline
prices attracted cargoes. US gasoline’s premium over European supplies averaged
$0.14/gallon in June and at least 30 vessels were booked last month to ship

gasoline to the Atlantic coast, carrying around 9.6m barrels of automotive fuel.

The Indian government provoked street demonstrations in June when it announced
the immediate deregulation of gasoline prices, twinned with plans to let diesel follow
suit. The move is intended to cut into the massive subsidies ($5.5bn in the fiscal
year just ended) for refiners and fuel retailers and has been on the cards ever since
the country started looking at new ways to cut subsidies, following an earlier attempt
to get state-owned refiners to fix prices every two weeks in step with global rates.
The immediate impact was a rise in the cost of gasoline by $0.07/litre, taking it to
$1.04/litre; diesel prices were also allowed to rise by $0.04/litre and although the
government raised prices for cooking gas and kerosene too, used by millions of
poorer Indians for cooking and power, these will remain under government control.
The move will push up inflation, but New Delhi decided that the inflationary risks
were outweighed by the urgent need to trim the budget deficit. The new, market-
driven regime creates a level playing field for government-owned and private sector
fuel retailers and means that non state-owned refineries such as Reliance Industries
and Essar Oil, which mothballed their gasoline outlets nationwide because they
were unable to match prices offered by state-run rivals, should now re-open their
forecourt businesses. The end of price controls also means refiners such as
Reliance can again find more customers for refined products in their domestic
market; invariably, they have until now been forced to export in order to make
profitable sales. The gasoline price rises — the third this year — will prove a bitter pill
for consumers, but government ministers were keen to stress that, under the new
regime, prices may fall as well as rise, reflecting crude price movements. The Indian
government also made clear it is retaining the right to intervene if global crude prices

spike.
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Irag’s plan to return as a big player in the global crude oil market came to the fore
again in June, when the country’s oil minister said the country was seeking about
$20bn to build four new refineries, enabling it to become a net exporter of petroleum
products. Along with ambitious plans to raise crude oil output from the current 2.5m
bpd to as much as 12m bpd over the next six years, Iraq also aims to boost its
current refining capacity of 550,000 bpd by 740,000 bpd with the construction of four
refineries in the central province of Karbala. It says it is prepared to consider full
ownership or joint-partnership arrangements with interested companies. The country
currently has three refineries, but the combined effect of years of UN sanctions and
the aftermath of the US-led invasion of 2003 has left them in need of extensive
refurbishment. Iragi oil minister Hussein al-Shahristani is on record as saying that
Iraq will overtake Russia and Saudi Arabia to become the biggest producer and
exporter of crude as well as a major exporter of refined products. Whether that
happens, however, is out of Iragi hands. International interest in developing Iraqi oil
reserves has been patchy because of the country’s history and stability as well as
the many problems experienced over the years which potential refiners are inclined

to be wary of.
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Power
News

July 1: India said it expected to raise $535m in the first year of a new levy on
coal producers for fossil fuel pollution.

July 2: Russia said it planned to build coal export terminals at ports on the
Barents, Baltic and Black Seas, as well as in the far eastern regions of Russia.

June 30: South Africa said it was in advanced talks with GDF Suez for the
construction of two new diesel-powered power stations.

June 28: China’s government asked the country’s major coal producers to keep
prices stable in order to control inflation.

June 28: Turkey’s private sector electricity generating capacity rose by 194%
(2,834MW) in 2009 from the previous year.

June 26: Australia’s Abbot Point terminal said it planned to raise coal export
capacity by eleven times to 230Mt annually, which would make it the world’s
biggest coal harbour.

June 25: China agreed to invest $1bn in coal projects in Mozambique.

June 25: Canada said it planned to phase out coal-fired electricity plants, with
two-thirds of existing units retired by 2025.

June 23: Cerrejon of Colombia, the country’s largest coal exporter, said it would
export 32Mt of coal this year, up from 30.5Mt in 2009.

June 22: Vietnam said it would build eight nuclear power plants over the next
20 years, doubling an earlier programme.

June 22: The International Atomic Energy Authority said it was ready to co-
operate with Egypt in building the country’s nuclear power stations. The first plant is
likely to be at al-Dabaa.

June 22: Sweden said it would build new nuclear power stations, overturning a
1980 referendum that backed an end to nuclear energy.

June 18: Pakistan warned of power cuts later this year as power supplies failed
to match growing electricity demand.

June 14: South Africa’s Richards Bay coal export terminal boosted sales to
India by 12% in May.

June 14: French power utilities said they would start publishing forecasts for
individual power-plant availability by the end of June in order to help avoid
unexpected supply cuts, which can impact on tariffs.

Short-term outlook

European customers for coal still expect overall dem and to fall in 2010,
possibly by 10Mt-15Mt from the steady 200Mt level u  sually required, because
of lower power demand, cheaper gas earlier this yea  r, and Spain’s halt to
imports. But European demand is no longer the prima ry market-driver — so
prices have in any case been strengthening onthe b ack of demand from Asia.
European utilities still need to buy fresh stocks fo r the winter and the big

guestion is — where are these going to come from? T 0 obtain supplies from
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South Africa or Colombia, now busy feeding Asian cus tomers, will mean
paying more — and the Russians too will hold out fo r higher prices. It may not

be long before $85/tonne for coal looks cheap.

Analysis

: ));

The European Commission wants to see the back of coal mining subsidies as part of
its drive to see the industry clean up its act or, better still, close down completely —
but in June it reluctantly accepted the critical contribution coal plays in some EU
economies, by planning to prolong subsidies until 2023. Current regulations, which
allow for sector-specific subsidies, are set to expire at the end of this year. Leaked
documents ahead of the G20 meeting in Toronto, where the EU talked tough about
removing inefficient fossil fuel subsidies, showed that the immediate closure of
mines due to the termination of financial aid could see up to 100,000 jobs lost — an
unpalatable prospect in the current environment. While Germany already has plans
to close its mines by 2018, countries like Spain have no proposals in the pipeline as
yet, while the UK has argued that transitional subsidies will allow it to leapfrog to the
next generation of renewable power, without replacing old coal facilities with gas-
fired plants to plug a potential power gap. Countries such as Spain, Hungary, Poland
and Slovakia would be hard hit. Poland, for example, relies on coal for 95% of its
electricity needs. As it stands, the EU now expects subsidies to reach €3.2bn by
2020, a figure that has angered environmentalists who argue that the funds could be
better spent on developing renewable forms of energy and other clean technologies.
Under the latest, complex deal, which weaves together and updates a series of air
quality laws and directives that many of Europe’s installations have managed to
avoid, owners of coal-fired plants will have to shut them by the end of 2023 if they
are not prepared to fit filtering equipment. However, it looks likely that any plant
operators who promise to close down facilities by the deadline can, in the meantime,
avoid having to cut emissions, effectively legalising air pollution from old, inefficient

power plants for another 14 years.

?

Three of the world’s biggest mining companies had just stepped up their
unprecedented joint campaign against the Australian government’s plan to introduce
a resource super profits tax (RSPT) when Kevin Rudd, the country’s prime minister
and the man spearheading the proposal was unceremoniously dumped by his party.
His departure was not centred on the 40% resources tax plan, but the furore it
caused was the final nail in his political coffin. The government had pressed for the
tax after pointing out that, while mining profits of the big operators had hit $74bn
over the last decade, taxes paid into the Australian exchequer had reached only

around $8bn — though BHP Billiton claimed it had paid around $5.4bn in taxes on its
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Australian operations in 2009 alone. The job of resolving the mining tax issue now
falls to Australia’s new prime minister, Welsh-born Julia Gillard, who at once
resolved to end the impasse with miners and halted government advertising backing
the plans. However, she maintained the line that Australia deserved a bigger share
of the profits generated from Australia’s mineral wealth, so completely scrapping the
tax looks unlikely and a compromise is expected. A speedy solution is on the cards,
with the miners saying in early July that they were encouraged by the government’s
plan to replace the super profits tax with a minerals resource tax levied at a headline
rate of 30%. Gillard wants to clear her desk for other issues, ahead of a general

election which is likely later this year.

# & 5 3

The gap between electricity prices in the UK and the Netherlands is set to narrow
next year, as utilities complete the fresh cable linking the two nations. Network
operators National Grid and TenneT Holding started in June to lay the UK section as
part of the $725m BritNed project, involving a 1,000MW link that will allow electricity
to move in either direction to wherever prices are highest. The 260-km cable,
stretching from the Isle of Grain estuary to Rotterdam, will be the first so-called
market coupling in the UK and will allow traders to buy transmission capacity and
electricity at the same time in one trade. The grid operators expect BritNed to even
out European power supplies, limit price volatility and bring prices closer together
when it is commissioned in April next year. The project follows on from the first
power market coupling which linked Dutch, Belgian and French markets in 2006; last
year, day-ahead prices in the three countries converged 58% of the time. Total
generation capacity in the UK is 76,000MW, so BritNed will only provide a modest
opportunity for arbitrage trading, though it may reduce the need to use dirtier, oil and
coal-fired units when demand peaks. The new link may boost power trading in the
UK, where the regulator Ofgem has said it wants to attract new investors and to

reduce price volatility.

Nuclear power could be generating almost one quarter of all global electricity needs
by 2050, according to the International Energy Agency (IEA). That would require
nuclear capacity to more than triple over the next 40 years, but the IEA says that
while such growth is ambitious it is also achievable. Whatever its critics say, the
nuclear power option is now a mature, low-carbon technology which is in the
process of embarking on a new generation of safer, more efficient reactor designs
that will encourage its spread. The IEA forecast coincided with yet another ambitious
nuclear strategy statement from China, which pledged to boost its nuclear
generating capacity almost eightfold by 2020 to 70GW. In 2007, China set a target
for boosting nuclear capacity to 40GW by 2020 but it now seems likely that it will
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meet that goal five years ahead of schedule. The country already has 11 working
reactors with 9GW total capacity (just over 1% of total installed generating capacity
of 874GW) and has plans to build 28 more.

( :

Brussels last month forecast that solar power generated in the Sahara Desert will be
flowing to European customers within five years, much more quickly than had been
originally expected. Project Desertec, partly funded by the EU and by the private
sector, was launched last year and aims to install a network of solar power systems
over an area of 6,500 square miles in the desert to produce power to be transmitted
to Europe and African countries via a super grid of high-voltage cables. At a cost of
€400bn, the scheme is projected to provide continental Europe with as much as
15% of its electricity requirements. The bold plan raises all sorts of questions, from
its exposure to potential terrorist attacks and the impact on local water resources,
needed to clean and cool turbines. Critics remain unconvinced it will ever happen

but five years is not long to wait and see who is right.
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Fund activity
Key events

July 1: Hedge fund managers in the UK will be subject to the EU’s proposals to
regulate the size and disbursement of bonuses. Funds regulated under ‘The
Markets in Financial Instruments Directive’, a forerunner of the EU’s stalled
‘Alternative Investment Fund Managers Directive’, will be caught in the web of new
restrictions on payouts, which are likely to be finalised and put into effect far sooner
than the comprehensive AIFM Directive. With management fees still down, giving
back part of hard-earned performance bonuses will be painful. The AIFM Directive
was originally due to be adopted on July 6, but disagreement on content between

member states has stalled final voting until September.

July 2: A reported half-a-dozen energy hedge funds, which in aggregate
managed around $158m, closed their doors in H1 2010, succumbing to widespread
weakness in energy markets and withdrawals by jittery investors. Prominent funds
in the energy sector reported steep losses. Managed money continues to report a
diminishing long position in crude oil futures on Nymex; according to the latest
CFTC figures funds are just 73,300 lots long, against 156,578 lots at the start of the

year.

May: disappointments all round

After a poor showing in April the carnage continued into May, during which hedge
funds saw heavy losses and the industry as a whole recorded its worst performance
since late 2008. While economists dispute the likelihood of a double dip in the global
economy, hedge funds reported returns for May suggest that a degree of
nervousness has returned and investors are taking fright. Funds in our database
reported negative returns overall in May, falling by 2.8% on average. Funds with
commodity exposure were down slightly less, at negative 2.28% returns. Funds with
a more concentrated weighting in commaodities also suffered, although not quite as
badly — those with over 50% of their assets under management (AUM) devoted to
strategies within the commodity sector reported negative returns of 0.19%, slightly
cushioned from some of the volatility in equity markets. Energy funds fared poorly, at
minus 2.74%. Crude prices have been fairly static in recent weeks and weakness in
futures’ markets combined with BP debacle are giving funds cause to be wary of
placing large bullish bets in the energy sector. Softs and metals funds were not
much better, with respective negative returns of 2.41% and 2.56%. The AUM of
funds in our database declined for the first time since December 2009, dipping from
$1.08 trillion to $1.06 trillion. While we may not see a double dip recession, world
economic growth is likely to be slow for months ahead, and average hedge funds’
returns are likely to be feeble as investors await clearer direction. Preliminary data

for June suggests a slightly better performance, but no leap from the ditch just yet.
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Prices over last three years
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Oil Supply and Demand

0 6)7
Q108 Q2 08 Q308 Q4 08 Q109 Q2 09 Q309 Q4 09 Q110 Q210 Q310 Q4 10

Demand
OPEC 86.61 85.17 84.91 84.99 84.04 83.17 84.52 85.49 84.71 84.43 85.76 86.57
EIA 86.82 86.30 85.26 84.64 83.40 83.62 84.22 84.89 85.26 85.50 86.02 86.47
IEA 87.36 86.25 85.88 85.37 84.42 84.08 85.30 85.91 86.02 86.22 86.55 86.97

Supply
OPEC 85.16 85.43 84.76 84.71 83.83 83.81 84.56 85.40 56.25 n/a n/a n/a
EIA 85.76 85.62 85.26 84.88 83.44 83.46 84.40 85.30 85.92 85.99 85.60 86.06
IEA 86.97 86.61 86.09 85.80 84.48 84.07 84.86 85.86 86.53 34.20 34.20 34.20

Net (deficit) surplus

OPEC (1.45) 0.26 (0.15) (0.28) (0.21) 0.64 0.04 (0.09) (28.46) n/a n/a n/a
EIA (1.06) (0.68) 0.00 0.24 0.04 (0.16) 0.18 0.41 0.66 0.49 (0.42) (0.41)
IEA (0.38) 0.36 0.21 0.43 0.06 (0.01) (0.43) (0.05) 0.51 (52.02) (52.35) (52.78)

3 4 - % % 5- 4 4+

Demand
OECD DEMAND
North America 24.8 24.4 23.6 23.9 235 229 23.3 235 23.6 23.8 23.6 235
Europe 15.3 15.1 15.5 154 14.9 14.2 145 14.4 14.2 13.9 14.4 14.4
Pacific 8.9 7.9 7.5 8.0 8.1 7.3 7.3 8.0 8.2 7.4 7.2 7.9
Total OECD 49.0 47.3 46.6 47.3 46.6 44.4 45.1 45.9 46.0 45.0 45.2 45.8
NON-OECD DEMAND
FSuU 4.2 4.1 4.3 4.1 3.9 3.8 4.0 3.9 4.1 3.9 4.1 4.1
Europe 0.8 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7
China 7.9 8.0 8.1 7.6 7.7 8.6 8.8 8.9 9.1 9.4 9.1 9.1
Other Asia 9.9 9.9 9.4 9.5 9.9 10.1 9.7 10.1 10.1 10.2 10.0 10.3
Latin America 5.7 6.0 6.0 5.9 5.8 6.0 6.1 6.1 6.1 6.2 6.3 6.4
Middle East 6.7 7.1 7.6 7.0 6.7 7.3 7.8 7.1 6.9 7.4 7.9 7.2
Africa 3.2 3.2 3.1 3.2 3.2 3.2 3.2 3.1 3.1 3.3 3.2 3.3
Total Non- OECD 38.4 38.9 39.2 38.0 37.9 39.7 40.3 40.0 40.0 41.2 41.4 41.1
Total Demand 87.4 86.3 85.8 85.3 84.5 84.1 85.3 85.9 86.0 86.2 86.5 87.0
Supply
OECD SUPPLY
North America 14.2 14.0 13.6 13.8 14.2 13.9 14.2 14.5 14.6 14.5 14.2 14.4
Europe 4.9 4.8 45 4.8 4.9 45 4.2 45 4.5 4.3 4.2 4.4
Pacific 0.6 0.7 0.7 0.7 0.7 0.6 0.7 0.6 0.6 0.7 0.7 0.8
Total OECD 19.7 19.5 18.8 19.3 19.7 19.0 19.0 19.7 19.8 19.5 19.1 19.5
NON-OECD SUPPLY
FSuU 12.9 12.9 12.7 12.7 13.0 13.2 13.3 13.5 135 13.6 135 13.8
Europe 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1
China 3.8 3.8 3.8 3.8 3.7 3.8 3.8 3.8 4.0 3.9 3.9 3.9
Other Asia 3.7 3.6 3.6 3.7 3.6 3.6 3.6 3.6 3.6 3.6 3.7 3.7
Latin America 4.1 4.1 4.2 4.2 4.3 4.3 4.3 4.4 4.5 4.6 4.6 4.7
Middle East 1.6 1.6 1.6 1.6 1.7 1.7 1.7 1.7 1.7 1.7 1.7 1.7
Africa 2.6 2.6 2.6 25 25 2.5 25 25 2.6 2.5 25 2.5
Total Non-OECD 28.8 28.8 28.7 28.7 29.0 29.2 294 29.7 30.0 30.1 30.1 30.5
Processing gains 2.2 2.2 2.3 2.3 2.3 2.3 2.3 2.3 2.2 2.2 2.2 2.2
Other biofuels 0.4 0.4 0.4 0.4 0.4 0.4 0.5 0.4 0.5 0.5 0.5 0.5
Total Non-OPEC 51.1 50.9 50.1 50.7 51.3 50.9 51.2 52.1 52.4 52.3 51.9 52.7
Non-OPEC Historical
Composition 50.1 49.9 49.1 49.7 51.3 50.9 51.2 52.1 52.4 52.3 51.9 52.7
OPEC
Crude 31.5 31.4 31.5 30.5 28.6 28.5 28.8 29.0 29.1 29.1 29.1 29.1
NGLs 4.4 4.4 4.5 4.6 4.6 4.5 4.7 4.8 5.1 5.1 5.1 5.1
Total OPEC 35.9 35.8 36.1 35.2 33.1 33.0 33.5 33.8 34.2 34.2 34.2 34.2
Total Supply 87.0 86.6 86.1 85.8 84.5 84.1 84.9 85.9 86.5 86.5 86.5 86.5
Balance 0.4 (0.4) (0.2) (0.4) (0.1) 0.0 0.4 0.0 (0.5) (0.3) 0.0 0.4
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EIA

Q1 08 Q208 Q308 Q4 08 Q1 09 Q2 09 Q3 09 Q4 09 Q1 10 Q2 10 Q310 Q410

Demand
OECD 46.4 44.36 44.89 45.89 45.85 44.63 45.05 45,96 46.4 44.36 44.89 45,89
US (50 States) 18.84 18.47 18.62 18.82 18.82 18.97 18.87 18.92 18.84 18.47 18.62 18.82
US Territories 0.26 0.27 0.27 0.27 0.27 0.27 0.27 0.27 0.26 0.27 0.27 0.27
Canada 2.2 2.08 2.16 2.25 2.26 2.11 2.23 2.27 2.2 2.08 2.16 2.25
Europe 14.9 14.24 14.46 14.39 14.16 14 14.51 14.67 14.9 14.24 14.46 14.39
Japan 4.72 4.03 4.1 4.59 4.78 3.89 3.92 4.29 4.72 4.03 4.1 4.59
Other OECD 5.47 5.28 5.27 5.57 5.57 5.4 5.25 5.54 5.47 5.28 5.27 5.57
Non-OECD 37 39.26 39.33 39 39.41 40.87 40.97 40.51 37 39.26 39.33 39
Former Soviet
Union 4.09 4.19 4.23 4.32 4.21 4.23 4.38 4.34 4.09 4.19 4.23 4.32
Europe 0.77 0.77 0.82 0.82 0.79 0.77 0.83 0.83 0.77 0.77 0.82 0.82
China 7.62 8.44 8.33 8.48 8.65 9.01 8.89 9 7.62 8.44 8.33 8.48
Other Asia 9.32 9.54 9.18 9.34 9.72 9.84 9.39 9.61 9.32 9.54 9.18 9.34
Other Non-OECD 15.21 16.33 16.77 16.04 16.04 17.02 17.49 16.73 15.21 16.33 16.77 16.04
Total World
Consumption 83.4 83.62 84.22 84.89 85.26 85.5 86.02 86.47 83.4 83.62 84.22 84.89
Supply
OECD 21.29 21.05 20.37 20.93 21.16 20.61 20.71 21.32 21.39 21.12 20.57 20.73
US (50 States) 8.67 8.75 8.18 8.46 8.76 8.99 9.11 9.33 9.44 9.41 9.19 9.37
Canada 3.37 3.21 3.39 3.39 3.38 3.08 3.26 3.38 3.34 3.3 3.33 3.4
Mexico 3.29 3.19 3.15 3.12 3.06 2.99 2.96 2.98 3.02 3 2.84 2.79
North Sea 4.44 4.32 4.06 4.38 4.4 4.02 3.81 4.07 4.08 3.82 3.66 3.66
Other OECD 1.52 1.58 1.59 1.59 1.54 1.53 1.56 1.56 1.51 1.59 1.55 1.51
Non-OECD 64.46 64.57 64.89 63.95 62.28 62.85 63.7 63.99 64.54 64.86 65.03 65.33
OPEC 35.7 35.82 36.16 35.14 33.36 33.59 34.26 34.3 34.51 34.71 35.14 35.27
Crude Oil Portion 31.31 31.42 31.68 30.67 28.88 28.86 29.34 29.34 29.4 29.41 29.67 29.58
Other Liquids 4.39 4.4 4.48 4.47 4.49 4.74 4.92 4.96 5.11 5.3 5.47 5.69
Former Soviet
Union 12.6 12.61 12.43 12.47 12.6 12.88 12.99 13.12 13.11 13.16 13.01 13.01
China 3.95 4.01 3.98 3.99 3.93 3.99 4.02 4.03 4.16 4.12 4.06 4.08
Other Non-OECD 12.22 12.14 12.31 12.34 12.38 12.39 12.43 12.55 12.76 12.88 12.82 12.97
Total World
Production 85.76 85.62 85.26 84.88 83.44 83.46 84.4 85.3 85.92 85.99 85.6 86.06
Non-OPEC
Production 50.06 49.8 49.1 49.74 50.08 49.87 50.15 51.01 51.42 51.28 50.46 50.79
Inventory Net
Withdrawals
US (50 States) 0.1 (0.3) (0.2) (0.4) 0.7) (0.5) (0.2) 0.7 (0.0) (0.6) 0.0 0.4
Other OECD (0.2) 0.0 (0.4) (0.2) (0.0) 0.2 (0.2) 0.4 (0.2) (0.2) 0.2 0.0
Other Stock Draws
and Balance 1.2 1.0 0.6 0.2 0.6 0.4 0.1 (1.6) (0.5) 0.3 0.3 (0.0)
Total Stock Draw 1.1 0.7 0.0 (0.2) (0.1) 0.2 (0.2) (0.4) (0.7) (0.5) 0.4 0.4
End-of-period
Inventories
US Commercial
Inventory 954 980 1002 1035 1082 1115 1119 1050 1053 1111 1111 1072
OECD Commercial
Inventory 2568 2598 2654 2689 2733 2743 2766 2658 2668 2740 2725 2687
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OPEC

Demand

North America 24.77 24.42 23.58 23.93 23.52 2291 23.25 23.57 23.63 23.27 23.62 23.8
Western Europe 15.34 15.07 15.55 15.44 14.90 14.24 14.46 14.59 13.90 13.76 14.29 14.37
Pacific 8.91 7.86 7.54 7.97 8.14 7.3 7.27 8.02 8.24 7.3 7.17 7.96

OECD 49.02 47.35 46.67 47.34 46.56 44.45 44.98 46.18 45.77 44.33 45.08 46.13

Other Asia 9.49 9.55 9.18 9.23 9.45 9.77 9.59 9.81 9.95 10.11 9.98 10.15
Latin America 5.60 5.84 5.97 5.80 5.61 5.82 6.02 5.98 5.74 5.95 6.18 6.15
Middle East 6.77 6.87 7.09 6.86 6.96 7.08 7.27 7.04 7.19 7.31 7.53 7.27
Africa 3.22 3.18 3.11 3.21 3.26 3.23 3.16 3.28 3.3 3.3 3.22 3.35
Dev. countries 25.00 25.45 25.35 25.11 25.28 25.90 26.08 26.10 26.18 26.67 26.91 26.92
FSuU 4.17 3.79 4.22 4.24 3.82 3.7 4.14 4.18 3.85 3.73 4.17 4.22
Other Europe 0.83 0.76 0.79 0.78 0.77 0.73 0.77 0.76 0.72 0.69 0.72 0.78
China 7.97 8.17 8.10 7.65 7.61 8.38 8.56 8.26 8.23 8.77 8.98 8.64
Other Regions 12.98 12.72 13.12 12.67 12.20 12.82 13.46 13.20 12.80 13.19 13.87 13.64
World Demand 87.08 85.51 85.13 85.12 84.04 83.17 84.52 85.49 84.75 84.19 85.86 86.69
Supply
North America 14.25 14.38 13.75 14.08 14.22 14.08 14.3 14.56 14.53 14.41 14.28 14.38
Western Europe 5.21 5.04 4.77 4.97 5.05 4.65 4.45 4.7 4.67 4.4 4.23 4.42
OECD Pacific 0.58 0.63 0.64 0.71 0.63 0.62 0.65 0.64 0.63 0.64 0.67 0.68
Total OECD 20.01 19.72 19.09 19.59 19.90 19.35 19.40 19.90 19.83 19.45 19.18 19.48
Other Asia 2.76 2.67 2.70 2.84 3.71 3.69 3.7 3.78 3.78 3.74 3.74 3.73
Latin America 4.00 4.06 4.12 4.17 4.36 4.38 4.39 4,51 4.61 4.64 4.7 4.76
Middle East 1.64 1.65 1.64 1.63 1.7 1.72 1.75 1.74 1.75 1.74 1.73 1.72
Africa 2.77 2.78 2.81 2.81 2.74 2.73 2.72 2.69 2.69 2.66 2.68 2.68
Dev. countries 12.20 12.19 12.25 12.27 12.51 12.52 12.56 12.72 12.83 12.78 12.85 12.89
FSU 12.62 12.68 12.42 12.70 12.64 12.9 13 13.12 13.12 13.14 13.1 13.23
Other Europe 0.14 0.14 0.14 0.14 0.14 0.13 0.14 0.14 0.13 0.13 0.13 0.13
China 3.81 3.88 3.85 3.91 3.8 3.85 3.88 3.87 4.04 3.98 3.94 3.9
Other Regions 16.57 16.68 16.43 16.46 16.58 16.88 17.02 17.13 17.28 17.26 17.18 17.27
Non-OPEC Supply 48.78 48.6 47.77 48.32 48.99 48.75 48.98 49.75 49.94 49.49 49.21 49.64
Processing gains 1.95 1.95 1.95 1.95 2.01 2.01 2.01 2.01 2.09 2.09 2.09 2.09
OPEC NGLs +
Non-conventional
oils 4.22 4.33 4.35 4.35 4.37 4.55 4.72 4.70 5.04 5.2 5.32 5.26
Non-OPEC &
OPEC NGLs

Supply 50.73 50.55 49.72 50.27 55.37 55.31 55.71 56.46 57.07 56.78 56.62 56.99

OPEC Production

Total OPEC 31.21 31.24 31.62 30.45 28.46 28.50 28.85 28.94 29.02 n/a n/a n/a
OPEC excl. Iraq 28.73 28.85 29.30 28.12 26.13 26.09 26.36 26.48 26.76 n/a n/a n/a
World Oil Demand 86.61 85.17 84.91 84.99 84.04 83.17 84.52 85.49 84.75 84.19 85.86 86.69
Supply excluding

OPEC Crude 53.95 54.19 53.14 54.26 55.37 55.31 55.71 56.46 57.07 56.78 56.62 56.99
Difference 32.66 30.98 31.77 30.73 28.67 27.86 28.81 29.03 27.68 27.41 29.24 29.70
OPEC production 31.21 31.24 31.62 30.45 28.46 28.46 28.50 28.85 28.94 n/a n/a n/a
Balance (1.45) 0.26 (0.15) (0.28) (0.24) (0.21) 0.64 0.04 (0.09) n/a n/a n/a
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About VM Group

VM Group is a commaodities research consultancy that covers not just conventional
energy, but also renewable energy, carbon, base and precious metals, and
agricommodities. The VM Group comprises a uniquely skilled team that is highly
experienced in the analysis of the fundamentals of commodities and their
geopolitical impact and contexts.

VM Group work excels in macro-economic analysis, the generation of supply and
demand scenarios, costs analysis, derivative research and price forecasting.
Confidentiality, experience and independence are key elements in this advisory
capacity. We deliver excellence to those in need of external expertise, as well as
those who wish to supplement their own in-house resources. Our extensive

international contacts mean we are able to span the globe.

To see further how we can meet your research and consulting requirements, please

email: info@vmgroup.co.uk

VM Group

100-101 Ashmill Street

London NW1 6RA

Tel: +44 20 7569 5930
Fax: +44 20 7569 5931
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VM Group disclaimer and copyright

This report was prepared by VM Group. VM Group has made all reasonable efforts
to ensure that all information provided in this report is accurate and reliable at the
time of inclusion (the 1st of each month unless otherwise stated), however, there
may be inadvertent and occasional errors and lack of accuracy or correctness, for
which VM Group cannot be held responsible. VM Group and its employees have no
obligation to inform the reader when opinions and information contained in this

report change.

VM Group makes no representation or warranty, express or implicit, as to the
accuracy or completeness of contents of this report. This report is not and cannot be
construed as an offer to sell, buy or trade any securities, equities, commodities or
related derivative products and the report in no way offers investment advice.
Therefore VM Group employees accept no liability for any direct, special, indirect, or
consequential losses or damages, or any other losses or damages of whatsoever
kind, resulting from whatever cause through the use of any information obtained

either directly or indirectly from this report.

The contents of this report, all the information, opinions and conclusions contained
are protected by copyright. This complete report may not be reproduced without the
express consent of VM Group. Short extracts may be reproduced but only with the

full and appropriate citing of the original source.
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ABN AMRO disclaimer and copyright

The contents of this document are confidential and proprietary to ABN AMRO Bank
N.V. and its affiliates (“ABN AMRO”) and may not be disclosed to a third party
without ABN AMRO'’s prior written consent. This document is provided for
information purposes only. The information contained herein (the “Information”) is
current as at the date of issue and ABN AMRO shall be under no obligation to notify
you of any changes to the Information or otherwise to update the Information after
this date. Any material contained herein is for information purposes only and should
not be regarded as an offer, recommendation or solicitation to buy or sell securities
or derivative products. It does not contain a complete description of any particular
product or transaction and any investment decision should be based upon the final

documentation prepared in relation to any particular product or transaction.

Information may have been obtained from, and/or based upon information obtained
in good faith from sources that ABN AMRO believes to be reliable, however the
accuracy and completeness thereof and the computations based thereon cannot be
assumed. No representation or warranty, express or implied, is or will be made, and
no responsibility or liability is or will be accepted by ABN AMRO or any of its officers,
servants, agents, employees or advisors in relation to the accuracy or completeness
of this document or the information provided in this document. The information
provided needs to be considered in conjunction with all other publicly available
information. This document may include various forms of performance analysis,
characteristics and pricing estimates. Such information and all opinions, estimates or
projections contained in this document are illustrative only and are not intended to
predict actual results, which may be expected to differ substantially from those
described in this document. Past performance is not necessarily indicative of future

results.

ABN AMRO is not providing you with investment advice or a personal
recommendation nor will it be deemed to have done so. The information is being
provided to you because we believe, based upon statements and other indications
you have provided, that (i) you have sufficient knowledge, experience and
professional advice to understand and make your own independent evaluation of the
merits, risks and suitability of making an investment in the type of products or
transactions described herein; (ii) you are not relying on ABN AMRO for information,
advice or recommendations of any sort, except factual information, about the terms
of any product or transaction; and (iii) you have sufficient financial means to accept
the risk connected with any product or transaction described herein. ABN AMRO
acts as principal in transacting with you and does not owe any fiduciary duties to
you. You must determine the suitability of any products or transactions described

herein. The products and transactions described herein may not be suitable for all
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investors. ABN AMRO is not providing you with financial, legal, tax, regulatory or
accounting advice. It is your responsibility to seek your own advice in these respects
and to satisfy yourself that you are aware of any such risks associated with the
products or structures described in the Information. ABN AMRO expressly disclaims

any responsibility for any uses to which you put this information.

This document does not purport to identify or suggest all of the risks, direct or
indirect, which may be associated with any products or transactions described
herein. ABN AMRO may have positions in trades and securities similar to the
products and transactions described herein. There may be no market for products
described herein, therefore investors should be prepared to hold any product until
maturity. If you unwind a transaction early you may receive less than the stated
redemption amount. Any transaction is subject to approvals, procedures and policies
determined by ABN AMRO and prevailing market conditions. The Information does

not constitute research and as such may differ from published views.

ABN AMRO Bank N.V. is authorised by De Nederlandsche Bank N.V. in the
Netherlands and regulated by the Financial Services Authority for the conduct of
investment business in the United Kingdom. Registered Office: Gustav Mahlerlaan
10, Amsterdam, Amsterdam, 1082 PP, Netherlands.

ABN AMRO Markets (UK) Ltd. is regulated by the Financial Services Authority for
the conduct of investment business in the United Kingdom. Registered Office: 5
Aldermanbury Square, London, EC2V 7HR, United Kingdom (Company number
02706278).

35 |ENERGY MONTHLY | July 2010



