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The global refining business may be enjoying a brief boost in its fortunes on the 
back of an icy northern hemisphere winter, but it has been struck by a collapse 
in demand and an inventory oversupply that is forcing it to retrench. It also has 
to face changes in its marketplace that demand a strategic rethink about its 
future. The immediate question is when will things recover but, even when they 
do, can they ever be the same again? 

 
David O’Reilly, the outgoing chairman and CEO of Chevron, may have been 
guilty of an historic understatement when he recently described the medium-
term outlook for the refining industry as “sloppy”. Many refiners are using much 
stronger language to describe the grim situation confronting their business, as it 
comes to terms with a combination of factors that have driven it, only a few 
short years after luxuriating in a golden age, into full-scale crisis. Paradoxically, 
while the world’s oil majors have been earning good profits from upstream 
activities – crude oil prices rose by around 30% in Q4 2009 over a year earlier – 
the combination of a slump in demand for oil products, rocketing distillate 
inventories, rising spare capacity and tumbling margins (down to two-thirds of 
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2003-2008 average levels) have hit their refining activities hard. Beyond the 
immediate crisis created by the recession, structural changes in the market 
brought about by such developments as the gradual switch to renewable energy 
forms and the introduction of tough environmental protection measures, make 
longer-term prospects even more uncertain and difficult.  
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Global demand for oil has fallen by more than 2m bpd over the last two years 
and, while refiners have shut about 1.4m bpd of crude oil capacity over the past 
year, the world keeps on building more oil refineries; new capacity is still 
exceeding that which is being taken out of play. At current building rates, almost 
9m bpd of new capacity – mainly in Asia and the Middle East – will have been 
added between 2008 and 2014, according to the International Energy Agency 
(IEA). But the more immediate impact of a collapse in demand has been a 
scaling back of investment plans in more mature markets, and a wave of cost-
cutting measures including the closure, sale or indefinite idling of plant. 
However, the action taken so far to re-establish global refinery utilisation at 
economically feasible levels has not been anything like enough: while around 
3m bpd of crude distillation capacity has been earmarked for closure, around 7m 
bpd more might have to shut down in order to restore some form of global 
market equilibrium. 
 
The severity of the current problems facing refiners is starkly underlined in both 
utilisation levels and profit margins. Forecasts from the IEA for the early months 
of 2010 suggest that global refinery crude output will average 72.7m bpd in Q1, 
a modest rise of 1m bpd from the same period in 2009 – but the increase will be 
accounted for entirely by developing nations such as China and India, where 
some signs of an improvement in demand are being seen. Refinery runs in 
OECD countries will actually fall to 35.2m bpd – 1.4m bpd below the same 
period in 2009. The true extent of the industry’s plight becomes clear, however, 
when current OECD refining throughput is compared with the last output peak, 
of 40.3m bpd, reached in August 2006. By the middle of January this year, 
refinery runs in the key US market had fallen to around 77% of capacity – the 
lowest rate in 20 years. Profitability has also continued spiral downwards. 
Figures from BP suggest that worldwide refining margins in the three months up 
until mid-December 2009 fell to an average of $1.18/barrel, compared with 
$5.19/barrel in the same period a year earlier. The picture was the same in the 
US, Europe and in Asia, and though profitability may have bottomed out, any 
improvement could be modest and slow to take effect.  
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The extent of the refiners’ problems has been clearly exposed in the wave of Q4 
results just published by some of the biggest oil majors. ConocoPhillips, the 
third-largest US oil company, disclosed on 28 January that its refinery arm had 
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lost $215m in Q4 2009 and that it would pursue a strategy to cut back its 
downstream operations to represent 15-20% of total operations, rather than the 
present 20-25%. It has already deferred a planned upgrade project at its 
Wilhelmshaven refinery in Germany, and admits that the eventual sale of some 
refineries is on the cards. On 29 January, Chevron reported refining margins 
down by almost 60% in Q4 2009, leaving refining-related losses of $613m, v. 
against profits of $2bn in the same period a year before. O’Reilly’s 
replacement, John Watson, was left to announce a planned $1bn cut in 
Chevron’s downstream businesses. The end of January saw rumours flying that 
the company would close its Richmond refinery in San Francisco Bay after 108 
years of business – despite historically strong refining margins on the west 
coast. The bad news kept on coming, with ExxonMobil  reporting on 1 February 
a 23% fall in Q4 profits after its refining division was hit by weak demand and 
excess supply. While its oil production business made a profit of $5.78bn, up 
$146m from the same period last year, its refineries lost $189m, down $2.6bn 
from Q4 2008. The next day Marathon Oil  also reported losses on its refining 
activities and confirmed it was slashing capital investment in downstream 
activities by half.   
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By contrast, however, BP has been reaping the harvest of an aggressive $4bn 
cost-cutting drive that began before the recession and doubled in pace last year. 
On 2 February it was able to announce a 70% rise in Q4 profits. But although 
its results were among the best in over a decade, its refining business barely 
broke even and CEO Tony Hayward was left to warn that margins would 
remain weak “for some years to come”. He calculated that global markets were 
suffering because of a current overcapacity of around 3-4m bpd, but said 
margins could still eventually pick up again. 

Another bleak picture was painted by Valero, the largest US independent 
refiner. On 4 February it announced net losses of $1.98bn for 2009 and 
confirmed that years of aggressive expansion had come to an end with its recent 
decision to close or sell unprofitable plants. Valero boss Bill Klesse painted a 
gloomy picture for the year ahead and said that while the industry may have 
touched bottom in terms of profitability, there was no prospect of margins 
rebounding quickly – particularly as new refining capacity is due to come 
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online around the world. Faced with a slump in refining profits, Royal Dutch 
Shell has already placed 15% of its refining capacity under review and is in 
talks to sell six refineries while implementing redundancies. On 4 February, 
despite revealing a return to group profitability, it detailed what it called “really 
bad” downstream losses of $427m. On 5 February, Sunoco reported refining 
losses of $135m and said it was closing its 145,000 bpd New Jersey refinery, 
taking nearly 20% out of its total refining capacity.  


����&���������������
No surprise, then, that increasing numbers of refineries have been mothballed or 
put up for sale. In Europe, the start of February saw French workers awaiting 
confirmation that Total will close its Dunkirk refinery, although the company 
said on 2 February that it would defer a final decision until June. In the UK, one 
Teeside refinery has been mothballed and at least three more are under threat of 
sale or closure. Japan, too, where oil product demand has been falling steadily 
for years, has been hard hit. The plunge in demand has left the country with 
around 1m bpd of excess refining capacity. Cosmo Oil said on 1 February that it 
was cutting refining capacity by 80,000 bpd to 555,000 bpd; Japanese refiners 
have already cut runs to the point where further reductions are impossible, 
leaving closures as the only option. Nippon Oil and Nippon Mining are due to 
merge in April and have said they intend to cut combined refining capacity by 
600,000 bpd by March 2015.  

The US refinery sector – which accounts for nearly one-quarter of world 
refining capacity – is suffering as badly as any. As though slumping demand 
and over-capacity, particularly for gasoline, is not enough to cope with, US 
refiners have in recent years invested heavily in equipment for processing 
heavy, high-sulphur crude to supplement flows of the light, sweet crude that has 
traditionally fed the industry. But following Opec production cuts in late 2008, 
margins on sour oil have been squeezed more than for other grades, shrinking 
its cost advantage to less than $5/barrel from about $30/barrel in early 2008. 
Looking ahead, the future of the proposed carbon cap-and-trade system, 
designed to be at heart of America’s effort to help mitigate global warming, 
appears increasingly uncertain; but Valero told a Senate committee meeting last 
autumn that the legislation could cost the refining sector more than $67bn a 
year. It warned that refiners would be unable to pass on the extra costs because 
of weak demand and because of mounting competition from foreign refiners 
who may not be subject to the same strictures. Small, less complex refineries, in 
particular, are facing federal deadlines for making costly equipment upgrades. 
According to the not-for-profit Energy Policy Research Foundation, the higher 
cost structure and rising competition threatens around 2.5m bpd of America’s 
17.5m bpd of domestic gasoline and diesel fuel refining capacity with 
permanent closure. 

In response to such bleak conditions, refiners have been implementing cost-
reductions wherever they can. US refiners are now processing less than 14m 
bpd of crude, well below their capacity of nearly 18m bpd and the prospects are 
that, during 2010, up to another half dozen refineries may close. Arguably, the 
best prospects for a return to respectable profitability, given current demand 
levels, could be the rapid closure of a further 2m bpd of capacity; but so far 
output capacity has been cut only by around 400,000 bpd.  

The current weakness of the US industry could yet provide the opportunity for 
foreign oil companies wanting, despite the short-term outlook, to enter the 
world’s largest fuel market to buy plants on the cheap. Possible purchasers 
include companies based in nations with high demand for petroleum-based fuels 
but with insufficient refining capacity to make them, as well as operators 
needing a home for surplus crude supplies. This has not yet happened, but 
during the 1980s and 1990s refining downturn, some of the super-majors such as 
Royal Dutch Shell and ExxonMobile sold capacity to the newly-formed 
independent refiners like Valero and Tesoro, who were quick to upgrade the 
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aging plants they, in turn, are now trying to sell. Buying into such a weak market 
from overseas may be risky but some foreign buyers are looking closely at the 
possibility, maybe even to dismantle refining assets for shipment abroad.  
 

5�������-������������-���'������
Another threat to US and European refiners comes not from new arrivals within 
their own markets but from big players emerging in the developing nations. As 
the IEA points out, while OECD refinery runs in Q1 2010 are expected to fall by 
1.4m bpd from the same period last year, non-OECD refinery output should rise 
by 2.4m bpd year-on-year, with China and India leading the way. 
 
Refining capacity in Asia-Pacific surged in 2008 and 2009 and, while the fall in 
demand has led to over-capacity and a collapse in margins by up to 75%, the 
picture in the region does at least appear to have bottomed out. Over the last year 
Chinese refiners have been exporting at a robust rate in a bid to soak up excess 
production, with gasoline exports at the end of 2009 rising by around 70% and 
diesel exports up by even more. China’s largest refineries are expected to 
maintain runs at record levels in February – operating at 91% capacity as they 
did in January, following a recovery in margins – expanding output primarily to 
meet domestic industrial demand in response to the government’s economic 
stimulus package and a new fuel-pricing system that should help profits. Large 
volumes of new refining capacity are, however, still in the pipeline and threaten 
to keep downstream operations under pressure, even if demand rises. But while 
Middle Eastern and Indian operators are also looking first to serve their own 
markets, they too are anxious to transform themselves into major refining and 
petroleum product exporting hubs, selling highly profitable refined fuels into big 
consumer markets. The prospect of increasing volumes of refined products being 
produced domestically to serve the fastest-growing consumer markets poses 
another challenge for global refiners. This is happening just as these refiners are 
already facing short to medium-term demand problems as well as longer-term 
changes in their operating environment and in the types of fuel – for example, 
the switch to low-sulphur diesel – their customers will want.  
 
So is there any room for optimism? There are at least some grounds for 
believing that the refining sector’s efforts to limit utilisation rates and thus work 
off excess inventory levels will start to pay dividends, once demand for oil 
products starts to strengthen. But with continuing surplus capacity and only 
gradually reviving demand, the likelihood is that oil refining margins could take 
a long time – they may bounce along the bottom for at least another two or three 
years – to get back anywhere near the levels enjoyed during the much-lamented 
“golden age”. The oil industry's gradualist approach of weeding out high-cost 
plants and waiting for weaker refiners to close is testing investor patience. 
Returns are low and downstream investment can absorb up to 20% of capital 
expenditure for integrated oil companies, whose upstream activities arguably 
need more investment then ever to expand. By the time world demand for fuel 
products revives significantly, the refining sector will have been through some 
painful contractions as it adjusts to the new reality of changing patterns of fuel 
demand, including the growth of new fuel alternatives, progressively higher 
rates of fuel efficiency, and the emergence of big new players in the refining 
market.  
 
 

 
�
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�� Feb 6: Gazprom said it has agreed with Statoil and Total to postpone for 

three years the start-up of its Shtokman field because of changes in global 
gas markets. 

�� Feb 6: Ukraine said it had paid in full and on time for its January imports 
of Russian natural gas. 

�� Feb 5: Russia said it might revoke the licence of Anglo-Russian oil group 
TNK-BP to develop the Siberian Kovykta oil field. 

�� Feb 2: Lukoil of Russia said it would invest $30bn in developing the 
Qurna 2 oil field in Iraq. 

�� Jan 31: Russia and Hungary signed an agreement for the construction of 
Gazprom’s South Stream pipeline on Hungarian territory. 

�� Jan 30: Gazprom signed a natgas contract to supply Poland until 2037, 
pumping up to 11bn cm a year compared to the current 9bn cm. 

�� Jan 28: Russia said it has shipped 5.5 Mt of LNG to Asian markets since 
Gazprom commissioned its first LNG plant on Sakhalin Island. 

�� Jan 28: BP chief executive Tony Hayward said shale gas would transform 
the US energy outlook for the next 100 years. 

�� Jan 27: Chevron announced that it would launch its second offshore 
Brazilian oil project. The Papa Terra heavy oil field has estimated 
recoverable reserves of 380m barrels and will cost $5.2bn to develop. 

�� Jan 26: Indian officials said state-run oil and gas companies would raise 
capital investment by one-fifth, to $15bn, in the next financial year starting 
in March.  

�� Jan 25: Iran’s annual budget has priced crude oil at $60/barrel for the year 
starting in March 2010. 

�� Jan 22: Sinopec said its 2009 natgas output grew 2.2% to 289.99bn cm. 
�� Jan 22: A US government report said Venezuela’s Orinoco region 

contains 513bn barrels of technically recoverable crude reserves. 
�� Jan 21: China said its demand for oil products would rise by about 4% this 

year, compared to 6.3% in 2009. 
�� Jan 15: Preliminary US government estimates suggest Opec countries will 

earn $767bn in net oil export revenues this year and $833bn in 2010.  
�� Jan 14: A total of 39,068 oil and gas wells were drilled last year in the US, 

37% down on 2008, according to the American Petroleum Institute. 
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The Organisation of Petroleum Exporting Countries (Opec) started 
February by insisting its members needed an oil price that justified new 
investment and generated sufficient profits to fund their economies – and 
said “anything below $70/barrel” would not meet those objectives. By the 
second week in February, $70/ barrel was more or less where crude was, 
with markets waiting to see if the price heads further down towards levels 
that more accurately reflect present market fundamentals and the fragility 
of the economic recovery. Opec may not be helping, given the increasing 
failure of its members to comply with quota levels; last year, compliance 
hit around 80% but it is now down to 55-56%, leaving a lot more crude to 
slosh around an already over-supplied market. January at least saw 
significant shrinkage in the huge glut of crude kept offshore on tankers in 
response to the contango market that has persisted since early last year – 
in particular in the North Sea and around northwest Europe, falling by as 
much as 27m barrels. A cold snap in Europe and the US has helped to ease 
the situation, although estimates of the volumes of oil still at sea range vary 
widely, at between 20-90m barrels. The reduction could also mean that 
some traders see no prospect of any early jump in demand or a spike in 
prices and are selling off. The spread between prompt and forward prices 
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has now narrowed to a fifth of what it was six months ago and the market 
could go into backwardation sometime in Q2 this year. 
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Russia may not like to hear it, but it has all but lost to the United States its 
seven-year-old title as the world’s largest natural gas producer and it might not 
reclaim pole position until it manages to capture new export markets. Russian 
gas production declined last year by around 12% to 582bn cm as demand in the 
key European Union market fell away because of the recession and the rising 
use of alternative energy sources; domestic consumption, too, dropped. In the 
US, however, production grew by 3.7% to hit 624bn cm according to 
government estimates – an increase largely put down to growing domestic 
output of shale gas. Gazprom is steadfastly denying that it is concerned about 
losing market share, but a document leaked to the Russian press admits that the 
growth of shale gas extraction, particularly in the US, “could fundamentally 
reshape the whole world gas market”. Parts of Europe, too, are also believed to 
have significant untapped reserves of shale gas. Gazprom has just announced it 
will postpone the start-up of its huge Shtokman field, a project originally aimed 
at serving the US and Canada. There is also the prospect that global liquefied 
natural gas (LNG) production will rise by as much as 50% within the next four 
or five years, with much of it being delivered into Europe. In the words of Fatih 
Birol, chief economist at the International Energy Agency: “I have no good 
news for Russia. I see a global gas glut hitting until 2015”. But Gazprom is 
remaining upbeat about its prospects in this changing market place, particularly 
in Europe. The company’s deputy chief executive, Alexander Medvedev, said on 
21 January that he expected demand for Russian gas to rise by 2013 at the latest. 
Gazprom last year supplied 142bn cm to Europe, around 25% of the total 
regional gas market, but expects it to rise to 160.8bn this year and up by a 
further 70bn cm by 2020, taking its market share to about one-third of all sales. 
By 2030, it insists, there will be a shortage of 250bn cm of gas as Europe’s own 
gas output falls and demand rises. Whatever it may say in public, Gazprom is 
embarking on a strategy to step up export sales elsewhere, with potential 
customers including China for pipeline gas and markets in Asia and the southern 
Mediterranean for LNG. It had some success in diversifying markets last year, 
starting shipments of LNG to Japan and South Korea. Even in Europe it still has 
some cause for celebration – many European utilities over the last year imported 
less gas than stipulated in their contracts – but they have still had to pay for it. 
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The prospect of a modest rise in global demand for gas – up 1-2% this year – 
may not set hearts racing but it looks better than last year’s unprecedented 3-4% 
decline, even if it will not be enough to see consumption levels return to 2007-
2008 levels. The International Energy Agency (IEA), which predicts the gradual 
improvement this year, says most of the demand growth will be in non-OECD 
countries, although the US may import more LNG on price grounds, even 
though its domestic market is weighed down with supplies. The IEA thinks that 
global gas production capacity could exceed demand by a massive 200bn cm by 
2015, largely because US gas production has unexpectedly boomed just as new 
LNG facilities in the Middle East aimed at supplying the US have started up. On 
12 January the US Energy Department slightly raised its estimate for domestic 
gas output this year but still expected it to be down 3% on 2009 levels, while 
demand remains basically unchanged. With the prospects of a slightly tighter 
supply-demand balance over the next year, prices look set to make only modest 
increases; last year’s average Henry Hub spot price of $3.99/MMBtu could be 
hard-pressed to rise much above $6/MMBtu unless demand revives much faster 
than forecast. 



3��4������������	
������4�/�.��#�$���3�� /��%�)�0#*� ���,��+#*,21	����� �
�

5����))��*�����)�%��&#+%�) �"�+#%��)�
The US Commodity Futures Trading Commission (CFTC) may last year have 
concluded that there was no evidence market speculators had helped drive up oil 
costs to their 2008 peak, but that has not stopped it from pressing on with 
measures aimed at preventing excessive speculation in oil and other energy 
commodities. The Commission voted on 14 January to introduce new trading 
limits designed to prevent the biggest market players from “establishing 
extraordinarily large positions” in energy. The plan, now subject to a 90-day 
consultation period and which is scheduled to take effect in March 2011, 
contains exemptions for companies that use energy contracts to offset real risks 
to their business, such as airlines. The Commission thinks only about 10 firms 
will be affected but it believes these are the players with the potential to 
manipulate the market. There is widespread scepticism that any such measures 
can have any significant impact on prices but, post credit crunch, there is a 
political imperative to be seen to be doing something to curb the wildest forms 
of speculation and this is the Commission’s own contribution. So no more wild 
swings in crude prices? Don’t hold your breath. Meanwhile, on a larger stage, 
Tokyo will be the setting for a two-day meeting on 25 February at which the 
International Energy Agency will sit down with representatives of Opec, the 
major international banks and national regulators to discuss ways of limiting 
energy price speculation. The meeting follows a roundtable discussion last April 
where Opec members and 13 Asian nations agreed to consider ways of 
containing price volatility. Opec unveiled its own proposals a year ago. 
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The guessing game over peak oil demand, rather than peak oil supplies, was 
taken up by BP CEO Tony Hayward on 4 February, when he suggested global 
oil demand will soon reach its zenith. Hayward said that the demand peak, 
which would happen before supply peaked, would “probably occur beyond 
2020, who knows what the number will be but it will be somewhere between 
95m bpd and 110m bpd versus the 85m bpd we consume now”. Demand for 
some key fuels, he added, already may have reached a high-point in developed 
markets; the oil sector would never sell more gasoline in the US and Europe than 
it did during 2007. His views match those of the International Energy Agency 
(IEA), which recently said that oil demand in OECD countries would never 
return to 2006-2007 levels. More immediately, the world looks set to become 
more dependent on Opec-produced oil as the combined output of non-Opec 
countries starts to decline, according to the US government. Last year, non-Opec 
supplies rose by 630,000 bpd but the figure is set to decline to 420,000 bpd this 
year to average 50.7m bpd before declining still further in 2011. Recent non-
Opec output growth reflects a series of new projects in Brazil, the United States 
and for two of the former Soviet states of Azerbaijan and Kazakhstan but next 
year will bring slower growth rates from these fields, leaving Opec producers to 
increase their share of global oil supplies in 2011 to 42% from 40% in 2009. The 
US Energy Information Administration says that although the rebound in oil 
demand will be led by developing countries this year, richer nations should 
again begin to show significant oil growth in 2011, raising total world oil 
demand by 1.47m bpd to 86.65m bpd, a slightly less bullish figure than the 
87.5m bpd forecast by the IEA. 
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Iraq is getting more optimistic by the day about its potential to become one of 
the world’s biggest oil producers. January saw a string of deals being signed 
with oil majors – Shell and Petronas finalised a contract to develop the giant 
Majnoon oil field while Kogas of South Korea signed a $6.5bn agreement to 
develop reserves – and BP acknowledged that the country could even rival that 
of Saudi Arabia in terms of oil output by 2020, possibly quadrupling production 
from the present 2.5m bpd to 10m bpd. Iraq’s own oil minister Hussein al-
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Shahristani said on 12 January that oil capacity could reach 12m bpd within the 
next six years, more than Saudi Arabia or Russia. He accompanied his bullish 
forecasts with an assurance that Iraq, the only Opec member without production 
quotas, would co-operate to ensure it only produced what the market would 
absorb. The crunch is still some way off but imposing quotas on a nation rich in 
resources but desperately needing funds for economic reconstruction could 
mean some interesting times ahead for Opec. 
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�� Feb 4: Saudi Aramco said it may partner Indian state-owned refiners to 

exploit refining and retailing opportunities in India. 
�� Feb 4: Indian refiner Essar said it was still in talks with Royal Dutch Shell 

to buy three European refineries. 
�� Feb 3: Brazil said it will cut gasoline taxes for three months to help keep 

pump prices stable after the mandatory ethanol content was cut because of 
falling biofuel inventories. 

�� Jan 27: Energy group Tatneft said Russia’s first new major refinery since 
the collapse of the Soviet Union will start output in October. The $4.9bn 
refinery will initially process 140,000 bpd. 

�� Jan 26: Petrochina said it had produced a diesel fuel for civilian use that 
will not freeze below 5º C. 

�� Jan 18: Eni of Italy confirmed that it will build an oil refinery in Uganda. 
�� Jan 14: Petroleo Brazileiro started work on its $20bn refinery in 

Maranhão. The country’s biggest refinery will produce 300,000 bpd when 
it starts up in 2013, doubling by 2015. 

�� Jan 12: Gasoline prices in the US will top $3/gallon this spring, the US 
Energy Information Administration said. 
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The US refinery sector has been hit by a series of operational snags and 
outages over the past month, but they have barely been noticed, given the 
weak state of a business where the only good news has been a bout of cold 
weather that brought a brief, bullish impact on prices. A couple of years 
ago, news that a major crude-processing unit had shut at a US refinery 
would have driven product prices higher; but such is the current supply-
demand balance that it will take something much more dramatic to 
influence market sentiment. US crude inventories stood at 330m barrels at 
the end of January after the biggest monthly gain for over a year; gasoline 
inventories are at their highest seasonal level since 1993 and distillate 
stocks including heating oil and diesel stand at a 26-year peak. With 
refineries operating at 77% capacity, the lowest rate since at least 1989, the 
latest bout of bad economic figures and forecasts suggests that any 
recovery in the refining sector, in the US and in Europe at least, is still an 
uncomfortably long way off. 
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Refiners face myriad problems as they seek to haul themselves out of what is 
arguably their worst trading situation for more than 25 years, but one answer to 
the challenge of embarking on huge capital expenditure programmes and 
securing future markets may increasingly lie in the joint-venture. January 
witnessed the confirmation of a notable tie-up between Venezuela and China 
which may prove to be the forerunner of more such deals. On 21 January, 
Beijing gave the green light to a $6bn joint-venture refinery operation between 
state energy company CNCP and Venezuela’s state oil company PDVS. The 
refinery, in Guangdong province, will be the first for Venezuela in Asia and 
will secure the Latin American exporter a solid market outlet for its crude oil. 
For China, a refinery of this size will help lock in fresh, long-term crude 
supplies beyond the Middle East. At 400,000 bpd the complex will account for 
about 10% of China’s total daily imports of crude and will probably be the first 
major greenfield refinery rolled out after 2010 following a wave of capacity 
build-up over the last 15 years. The country is also planning a proposed joint-
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venture between Sinopec and Kuwait and between CNPC and Russian state oil 
group Rosneft. Western oil groups have so far largely confined their interests in 
China to marketing fuels, but if the authorities were to make life easier for 
them, could joint-venture refinery operations be next on the cards?  
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Tax incentives are expected to fuel a record 11.9m new car sales in China this 
year, following hot on the heels of last year’s 53% jump in registrations 
(10.3m) but gasoline demand is likely to be met easily because private car 
owners drive only one-fifth the distance of corporate or government cars, and 
drivers of many vehicles have fuel-efficient engines while others do not have to 
use gasoline at all. Last year’s best-selling model was the F3 Sedan which can 
run on electricity, gasoline or natural gas. Projections suggest that gasoline 
demand this year in China should rise by 7.8%, compared to 5.6% in 2009. Last 
year’s government decision to set retail fuel rates in line with global crude 
prices triggered a surge in refinery runs that yielded so much gasoline that 
exports rose – up from 100,000 bpd in 2008 to 114,000 bpd in 2009 – despite 
the big increase in car sales. The gasoline surplus looks unlikely to change in 
the medium-term, making higher exports quite likely. Despite the boom in car 
sales, China still has only around a 20% share of the cars that are now being 
driven on American roads. 
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Former President Obasanjo’s demand that multi-national oil companies 
operating in Nigeria must refine 50% of their crude oil production within the 
country has so far fallen on deaf ears. The reaction of the multi-nationals is 
hardly surprising, given that the country has been losing at least 800,000 bpd in 
production – more than 25% of capacity – due to sabotage attacks. Obasanjo’s 
demand was part of Nigeria’s ill-starred efforts to transform the country into a 
major player in crude and crude product markets, but despite repeated calls by 
government agencies for the multi-nationals to consider refining operations 
none of them has indicated any interest in building a local refinery. The 
authorities are, simultaneously, trying to reactivate existing refineries within the 
country and are once again pledging that the Warri and Kaduna sites, operated 
by Nigerian National Petroleum, will soon be back onstream after crude 
feedstock lines have been repaired following terrorist attacks. The government 
is hoping that the planned deregulation of the energy sector will help encourage 
big players to raise their exposure in a country that has the potential to become 
a major crude and crude products exporter. As of today however the country 
cannot even provide sufficient fuel for its own citizens.  

�
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Moscow is playing hardball with Belarus, at the same time reminding other 
customers for its crude oil and gas that it can make life tough for those with 
whom it falls out. Russia’s decision to end the preferential duty imposed on oil 
exports to Belarus, which claims the move violates an existing trade agreement, 
has led to a row with Minsk that saw Russian oil transport monopoly Transneft 
in January freeze contracts for pipeline deliveries. The result is that refining 
activity has slumped, with two of its major refineries operating at around 60% 
of normal capacity. Angry letters have been flying to and fro, with Minsk 
demanding that lower duties should continue to prevail while new terms are 
negotiated, but Moscow has said that it is only prepared to maintain the 
discount rate for oil used in refining for products exported from Belarus. As 
usual with Moscow, there is an underlying agenda; Russia is keen on acquiring 
refineries and other oil sector assets in Belarus and also wants the country to 
drop counter-plans for a substantial increase in transit fees for Russian oil en 
route to Europe through the Druzhba pipeline. Belarus is trying to play the 
same game as Moscow; but there will only be one winner. 
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All eyes are on India to see how it implements new fuel standards aimed at 
cutting the country’s high pollution levels. Other Asian countries face a similar 
challenge, but India is one of the first off the mark with the January decision by 
refiners to issue their first tenders for importing Euro 1V-compliant diesel to 
meet an April deadline for the roll-out of cleaner fuel across 13 major cities. 
Indian Oil and Bharat Petroleum will buy 180,000t of diesel for delivery in 
February to start the ball rolling. The country has been gradually reducing 
sulphur emissions with the implementation of European-standard regulations 
since 2000, and the imminent introduction of stricter emission norms, plus the 
easier availability of loan finance, has led to a rush in car sales. Maruti Suzuki, 
the country’s largest automaker, said its January sales had risen by 33%. Ashok 
Leyland, India’s second-largest producer of trucks and buses, said sales in 
October-December 2009 had surged 81% from a year earlier. The new 
regulations mean that India is set to leapfrog China in this respect, which has 
only now started using a Euro-111-like norm for petrol and will introduce the 
same emission standards for diesel in June 2011. 
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The US Environmental Protection Agency’s (EPA) plans to further tighten 
existing ozone pollution standards hold far-reaching consequences for a 
refining sector that already has enough problems on its hands. The EPA says it 
hopes to limit ground-level ozone emissions to between 60 and 70 parts per 
billion (ppb) in a given area, but many refiners are still trying to catch up with 
the standard 75ppb implemented by the Bush administration in 2008. The 
American Petroleum Institute says the plans will raise the cost of drilling and 
make it harder to produce oil and gas in many areas of the country. This is 
likely to force refiners to raise production of the more expensive cleaner-
burning, reformulated gasoline. The National Petrochemical and Refiners 
Association has chipped in, to warn that members will find it harder to expand 
refinery operations in response to any economic upturn and that some 
operations may move abroad. The industry is heroically swimming against the 
tide. 
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�� Feb 6: Brisbane-based Resourcehouse signed a $60bn, 20-year deal to 

supply 30 Mt of coal annually to China Power International. 
�� Feb 4: Bangladesh said it was seeking $7bn in foreign investment to 

expand and modernise its power generation network. 
�� Feb 2: Venezuela created a $1bn fund for the upgrading and expansion of 

the country’s electricity supply system.  
�� Feb 1: Xstrata, the world’s largest thermal coal exporter, said it will spend 

$5.3bn developing a mine, port and rail project at Wandoan, Queensland. 
�� Feb 1: India’s government said it will sell a 10% stake in Coal India, the 

nation’s monopoly coal producer. The timing will be decided by August. 
�� Jan 27: South African power utility Eskom is to scale down its coal 

requirements, saying it will need 141 Mt annually by 2018, down from an 
earlier forecast of 200 Mt. The reason given was funding shortages. 

�� Jan 27: China should reintroduce a power pricing formula that for years 
made power costs more reflective of coal costs, the China Electricity 
Council said.  

�� Jan 26: Turkey’s power demand will rise from 202bn kWh this year to 
357bn kWh by 2018, requiring the construction of several nuclear power 
plants, according to the country’s Chamber of Commerce. 

�� Jan 25: Oman said it plans to spend more than $6bn by 2016 on expanding 
its power generating capacity.  

�� Jan24: Arab nations need to invest nearly $80bn to boost power 
production capacity within the next five years to meet the rapid rise in 
domestic demand, the Arab Petroleum Investment Corporation said. 

�� Jan 24: India’s 19th nuclear power plant started up near Kota, north India. 
�� Jan 23: Russia said it will build up to eight nuclear plants in West Bengal. 
�� Jan 21: Iran will this year start up its long-delayed Bushehr nuclear power 

plant, its Russian builders said. 
�� Jan 18th: South Korea said it aimed to export 80 nuclear reactors by 2030. 
�� Jan 15: The Chinese government called for more coal and natgas imports 

to increase energy supplies and counter power shortages. 
 

%������������������
The prospects for US coal producers in Q1 2010 are starting to look 
brighter than had been expected. Demand for thermal coal in the US – 
used to generate about half of all electricity consumed – was not expected 
to pick up until much later this year, or maybe even not until 2011, given 
the overhang of stocks and continuing weak demand. But large production 
cuts among miners have helped to keep inventories in check while cold 
weather not just in the US but globally has led to an increase in exports as 
well as an upturn in domestic burn rates; rising demand from Chinese 
utilities has seen Asian spot prices surge above $100/tonne for the first time 
in more than a year. Coal supply at US generators has come down from 70 
days or more to 60 days and could be back to near-normal levels by mid-
year. A short ton of US eastern coal selling for $44.50/t last September was 
fetching $56.50/t by the end of January. Any further rises will be gradual 
but at least the picture looks more encouraging than a few months’ back. 
 

5��������
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With all eyes on China to see if it can continue to drag the world out of 
recession, the rising levels of its power generation go some way towards 
showing that, there at least, the worst is over. The China Electricity Council 
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reported in January that mainland electricity output last year rose by 6.7% on 
2008 levels and that the rise in consumption kept on growing into the start of 
2010 – with consumers using 12bn kWh in the first 15 days of the new year, up 
by around 1bn KWh in comparable periods towards the end of 2008. The power 
generators themselves appear optimistic about prospects, given that fixed-asset 
investments in coal and electricity rose by 17% in the first 11 months of last 
year to reach $205bn. The Electricity Council said on 26 January that the 
country will add 85m kW of new capacity this year alone, bringing the total to 
around 950m kW. Of the new capacity, 55m kW will be coal-fired, 15m kW 
hydropowered, 13m kW from wind and more than 1m kW from nuclear power 
plants. China expects to spend around $97bn this year in upgrading the 
country’s power infrastructure; recent supply problems caused by severe 
weather and inadequate transmission systems demonstrate that every dollar will 
be badly needed if economic growth is not to be stifled unnecessarily. 
 

5&�*�)��"�#+�
China has launched a multi-million dollar effort to turn some of its massive 
coal resources – recoverable reserves have been estimated at around 115bn 
tonnes, putting it third behind Russia (157bn) and the US (238bn) – into badly-
needed gas. There are now at least 10 coal-gasification plants under 
construction, each costing around $1.5bn, and if they all came to fruition their 
combined output would equate to about half of China’s current natural gas 
consumption. Demand for natgas in China has been rising on average by 16% a 
year since 2000 and serious shortages are likely by 2020. Imports via pipeline 
and of LNG have been rising sharply but these are much more expensive than 
supplies of domestic gas. The switch to goal gasification, however, brings its 
own problems. Given efforts to switch to a low-carbon economy, the process of 
gasification would have to be restricted and it is not, in any case, a highly 
efficient way of using energy. Another big hurdle is the availability of water. 
The process uses huge amounts of fresh water – just what the coal-rich areas of 
China are short of. 
 

?*,�*�)�#�.��*�)��*�"�#+�H��%#)�
New requirements imposed by the government of Indonesia, the world’s largest 
thermal coal exporting nation, will impose limits on the volumes of coal 
permitted to be sold overseas. The move could potentially remove significant 
volumes of coal from the regional market and was confirmed by the country’s 
energy minister in Jakarta on 13 January. The plan, which carries sanctions for 
those breaching their quotas, will enforce miners to set aside a certain 
proportion of coal to supply domestic markets and is a reaction to concerns that 
the rapid rise in import demand from India and China could deprive Indonesian 
consumers of supplies. The percentage will be set each year and calculated on 
the basis of total domestic consumption in relation to domestic demand; the 
news came as Asian benchmark thermal coal prices stood at just under 
$100/tonne, the highest level since November, 2008 and Indonesia’s decision 
can only serve to put pressure on supplies and costs as the regional economy 
revives. 
 

8��%&�:-��"#*�"�#+�&�#,)��#)%�
India’s thermal coal imports could double to 100 Mt within the next three or 
four years, leaving South Africa as the principle beneficiary, according to some 
of the industry’s biggest players. Last year, India imported as much as 55 Mt, 
with one-third coming from South Africa and the balance coming mainly from 
Indonesia but that now looks set to change; India is a price rather than a 
quality-driven coal market and end users have been switching to South African 
supplies from Indonesian because the delivered cost can be several 
dollars/tonne lower. Indian buyers have been waiting since last October for 
South African prices to fall back to around $50/tonne but they have surged 
since then, to reach nearly twice that level. South Africa, however, still faces 
infrastructure and capacity problems; exports last year were curbed at 61 Mt 
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because of limitations on railway capacity while lack of capacity at India’s ports 
could also restrict the delivery of coal imports. China, too, looks set to buy more 
coal from South Africa, having imported 1.4 Mt from there last year.  
 

/��*"&�*�"+�#��)�"%���#���,)�#�-�)%-��&%�
France’s world-beating nuclear power sector looks increasingly beset with 
infighting that could threaten its ability to win major projects around the world. 
In January, prime minister Francois Fillon was forced to summon the squabbling 
chiefs of utility giant EDF and nuclear specialist Areva – both majority-owned 
by the French state – to bang heads together after tensions arose because of 
contractual disputes and a clash of personalities at the top of both companies. 
Generating nearly 80% of its power from nuclear power, France has employed 
its technological expertise to become a world leader, but its technology has lost 
some of its lustre recently because of third-generation reactor problems at home 
and overseas, and its recent failure to win a $20bn contract to build reactors in 
the United Arab Emirates. Power consumption in France itself fell by 5.5% in 
2009 from 2008, with nuclear-powered production falling further by 6.8%. 
Recession was the main culprit, but maintenance problems and strikes added to 
the difficulties. 
 


.#�#����)�*�"+�#��
President Obama may not be a fan of coal but he is certainly waving the flag 
when it comes to the revival of the US nuclear sector. His State of the Union 
address on 27 January called for a “new generation” of nuclear power plants in a 
country that hasn’t built any for 20 years but which still gets 20% of its energy 
from nuclear-generated sources. To back up his pledge, his 2010 Budget will 
include an additional $36bn in loan guarantees for new reactors, leaving the 
taxpayer potentially to subsidise $54.5bn in loans to the nuclear sector. Loan 
guarantees can help overcome short-term financing problems but they are 
arguably subsidies, and can end up supporting non-competitive industries. For 
Obama, the programme should help him win Republican support for legislation 
to reduce greenhouse gas emissions. In the meantime, no one in the US has yet 
managed to figure out how to or where to store the waste. 
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�� Feb 8: As the EU Parliament prepares to debate an epic 1,300 amendments 

put forward to its draft Alternative Fund Managers Investment Directive 
(AIFM), The UK Financial Services Authority (FSA) has warned that the 
Directive could backfire and exacerbate risk rather than alleviating it. 
According to Dan Waters of the FSA: “I would not underestimate the 
significant risks that still exist in this draft directive. It could still go badly 
wrong in some important areas.” The UK’s Financial Markets Law 
Committee, set up by the Bank of England in the wake of the financial 
crisis, has warned that the Directive would cause “systemic failure and 
widespread market disruption” if it became law. The EU Parliament will 
debate the AIFM from 22 February, before voting on it in April.  

�� Feb 3: In the US, President Obama’s efforts to reform the banking sector 
have been pushed ahead by “The Volcker Rule”, which seeks to prohibit 
banks from investing in hedge funds and private equity funds, and to 
restrict banks’ proprietary trading activities. The details of this have yet to 
be elaborated, but any move to limit banks’ proprietary trading abilities 
could help hedge funds, as fewer players operating in the same strategies 
will improve margins and profits. In his testimony to the Senate Banking 
Committee, Paul Volcker, the main public proponent of this move, 
proposed that hedge funds and private equity funds should be “free to 
trade, to innovate, to invest – and to fail.” 

%������������������
Final date for December 2009 is now available and reveals that the hedge 
fund sector overall returned 16% during the course of 2009. Within that, 
while funds with some commodity investment returned 10%.  On average, 
fund finished the year with average monthly returns of 1.52% but, after a 
strong showing in November, commodity strategies suffered a negative 
month in December, during which energy-focused funds lost 2.13%, metals 
funds lost 2.21% while softs funds lost 2.52%. Funds overall suffered net 
outflows in December, with AUM levels dipping to just over $1.5 trillion, a 
drop which can be put down to year-end redemption requests. Preliminary 
data for January suggests that the downturn in commodity funds’ 
performance foreshadowed a dip in the performance of the sector overall. 
Negative returns are expected all round for the first month of 2010. 

 

The EU’s AIFM continues to perturb the hedge fund industry. On the 
other hand with 1,300 proposed amendments to wade through it seems 
unlikely that anything resembling a clear and sensible regulatory 
framework will emerge anytime soon. And even though EU 
parliamentarians may wish to be seen to be doing something to crack down 
on the fashionable demons – speculators – commonsense must surely 
reassert itself, not least because the EU’s treasuries do quite well out of 
hedge funds. According to estimates from the Alternative Investment 
Managers Association, Europe’s hedge fund industry generates tax 
revenues of around €4bn each year. ECB data shows that eurozone hedge 
funds may already be losing out – assets declined from €81.5bn in April 
2009 to €77bn in September 2009, while funds in other regions were 
enjoying solid growth rates.       
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The Index Fund investment data is adapted from the CFTC’s Quarterly Index Investment Data release. The next release will be in early May 2010.  
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