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

David O'Reilly, the outgoing chairman and CEO ofe@ton, may have been
guilty of an historic understatement when he rdgatdscribed the medium-
term outlook for the refining industry as “sloppylany refiners are using much
stronger language to describe the grim situatioriroating their business, as it
comes to terms with a combination of factors tteatehdriven it, only a few
short years after luxuriating in a golden age, fmtbscale crisis. Paradoxically,
while the world’s oil majors have been earning gpoafits from upstream
activities — crude oil prices rose by around 30%Q#2009 over a year earlier —
the combination of a slump in demand for oil praducocketing distillate
inventories, rising spare capacity and tumblinggires (down to two-thirds of
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2003-2008 average levels) have hit their refiniativities hard. Beyond the
immediate crisis created by the recession, strattlranges in the market
brought about by such developments as the graditghsto renewable energy
forms and the introduction of tough environmentaitection measures, make
longer-term prospects even more uncertain andditfi
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Global demand for oil has fallen by more than 2rd bper the last two years
and, while refiners have shut about 1.4m bpd odlemil capacity over the past
year, the world keeps on building more oil refiesrinew capacity is still
exceeding that which is being taken out of playcétrent building rates, almost
9m bpd of new capacity — mainly in Asia and the ddédEast — will have been
added between 2008 and 2014, according to thenltienal Energy Agency
(IEA). But the more immediate impact of a collapselemand has been a
scaling back of investment plans in more matureketar and a wave of cost-
cutting measures including the closure, sale ogfinde idling of plant.
However, the action taken so far to re-establisial refinery utilisation at
economically feasible levels has not been anythikegenough: while around
3m bpd of crude distillation capacity has been @aked for closure, around 7m
bpd more might have to shut down in order to restmme form of global
market equilibrium.

The severity of the current problems facing refinerstarkly underlined in both
utilisation levels and profit margins. Forecastsrirthe IEA for the early months
of 2010 suggest that global refinery crude outpilltaverage 72.7m bpd in Q1,
a modest rise of 1m bpd from the same period i®20But the increase will be
accounted for entirely by developing nations suEEhina and India, where
some signs of an improvement in demand are beigig $¥efinery runs in
OECD countries will actually fall to 35.2m bpd -4fn bpd below the same
period in 2009. The true extent of the industryighg becomes clear, however,
when current OECD refining throughput is comparéith ¥he last output peak,
of 40.3m bpd, reached in August 2006. By the miadIéanuary this year,
refinery runs in the key US market had fallen tousad 77% of capacity — the
lowest rate in 20 years. Profitability has alsotoured spiral downwards.
Figures from BP suggest that worldwide refining gias in the three months up
until mid-December 2009 fell to an average of $tba8&el, compared with
$5.19/barrel in the same period a year earlier.piteire was the same in the
US, Europe and in Asia, and though profitabilityynh@ve bottomed out, any
improvement could be modest and slow to take effect

2

The extent of the refiners’ problems has been ljleaposed in the wave of Q4
results just published by some of the biggest aijars. ConocoPhillips,the
third-largest US oil company, disclosed on 28 Jantlmt its refinery arm had
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lost $215m in Q4 2009 and that it would pursueaetyy to cut back its
downstream operations to represent 15-20% of ¢qatations, rather than the
present 20-25%. It has already deferred a planpgtade project at its
Wilhelmshaven refinery in Germany, and admits thateventual sale of some
refineries is on the cards. On 29 Janu@fyevron reported refining margins
down by almost 60% in Q4 2009, leaving refiningatet losses of $613m, v.
against profits of $2bn in the same period a yeéore. O'Reilly’s
replacement, John Watson, was left to announcarmpt $1bn cut in
Chevron’s downstream businesses. The end of Jasaaryumours flying that
the company would close its Richmond refinery in Esancisco Bay after 108
years of business — despite historically strongpired margins on the west
coast. The bad news kept on coming, vi@#xonMobil reporting on 1 February
a 23% fall in Q4 profits after its refining divisiovas hit by weak demand and
excess supply. While its oil production businesslena profit of $5.78bn, up
$146m from the same period last year, its refirseiost $189m, down $2.6bn
from Q4 2008. The next dayarathon Qil also reported losses on its refining
activities and confirmed it was slashing capitakistment in downstream
activities by half.
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By contrast, howeveBP has been reaping the harvest of an aggressive $4bn
cost-cutting drive that began before the recesaimhdoubled in pace last year.
On 2 February it was able to announce a 70% riggdiprofits. But although

its results were among the best in over a dectglefining business barely
broke even and CEO Tony Hayward was left to waat thargins would

remain weak “for some years to come”. He calculabed global markets were
suffering because of a current overcapacity of midd@+4m bpd, but said
margins could still eventually pick up again.

Another bleak picture was painted Wglero, the largest US independent
refiner. On 4 February it announced net losses.&&bn for 2009 and
confirmed that years of aggressive expansion hatedo an end with its recent
decision to close or sell unprofitable plants. Valeoss Bill Klesse painted a
gloomy picture for the year ahead and said thalevthe industry may have
touched bottom in terms of profitability, there wasprospect of margins
rebounding quickly — particularly as new refinirpacity is due to come
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online around the world. Faced with a slump inniefjj profits,Royal Dutch
Shellhas already placed 15% of its refining capacityarnreview and is in
talks to sell six refineries while implementing vedancies. On 4 February,
despite revealing a return to group profitabilityjetailed what it called “really
bad” downstream losses of $427m. On 5 Febriuumocoreported refining
losses of $135m and said it was closing its 145(ffiDNew Jersey refinery,
taking nearly 20% out of its total refining capgcit

&

No surprise, then, that increasing numbers of eei@s have been mothballed or
put up for sale. In Europe, the start of February Erench workers awaiting
confirmation that Total will close its Dunkirk regry, although the company
said on 2 February that it would defer a final dixi until June. In the UK, one
Teeside refinery has been mothballed and at lbesst imore are under threat of
sale or closure. Japan, too, where oil product denhas been falling steadily
for years, has been hard hit. The plunge in derhasdeft the country with
around 1m bpd of excess refining capacity. Cosma&i on 1 February that it
was cutting refining capacity by 80,000 bpd to B8, bpd; Japanese refiners
have already cut runs to the point where furthducdons are impossible,
leaving closures as the only option. Nippon Oil &higpon Mining are due to
merge in April and have said they intend to cut boved refining capacity by
600,000 bpd by March 2015.

The US refinery sector — which accounts for neang-quarter of world

refining capacity — is suffering as badly as any.tlhough slumping demand
and over-capacity, particularly for gasoline, i$ @anough to cope with, US
refiners have in recent years invested heavilygingment for processing
heavy, high-sulphur crude to supplement flows eflight, sweet crude that has
traditionally fed the industry. But following Op@coduction cuts in late 2008,
margins on sour oil have been squeezed more thanitfer grades, shrinking
its cost advantage to less than $5/barrel from @d8d/barrel in early 2008.
Looking ahead, the future of the proposed carb@recal-trade system,
designed to be at heart of America’s effort to halfigate global warming,
appears increasingly uncertain; but Valero toleage committee meeting last
autumn that the legislation could cost the refirsagtor more than $67bn a
year. It warned that refiners would be unable tsspgan the extra costs because
of weak demand and because of mounting compefition foreign refiners

who may not be subject to the same strictures. ISless complex refineries, in
particular, are facing federal deadlines for maldogtly equipment upgrades.
According to the not-for-profit Energy Policy ResgaFoundation, the higher
cost structure and rising competition threatensigdd®.5m bpd of America’s
17.5m bpd of domestic gasoline and diesel fuehirdi capacity with
permanent closure.

In response to such bleak conditions, refiners e implementing cost-
reductions wherever they can. US refiners are nmeagssing less than 14m
bpd of crude, well below their capacity of nearBnibpd and the prospects are
that, during 2010, up to another half dozen refasemay close. Arguably, the
best prospects for a return to respectable prdfiglgiven current demand
levels, could be the rapid closure of a furtherl#hd of capacity; but so far
output capacity has been cut only by around 400t{eD

The current weakness of the US industry could yetide the opportunity for
foreign oil companies wanting, despite the shamiteutlook, to enter the
world’s largest fuel market to buy plants on thea. Possible purchasers
include companies based in nations with high denfi@angetroleum-based fuels
but with insufficient refining capacity to make theas well as operators
needing a home for surplus crude supplies. Thisibaget happened, but
during the 1980s and 1990s refining downturn, sofithe super-majors such as
Royal Dutch Shell and ExxonMobile sold capacitytte newly-formed
independent refiners like Valero and Tesoro, wheevepiick to upgrade the
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aging plants they, in turn, are now trying to sBllying into such a weak market
from overseas may be risky but some foreign bugezdooking closely at the
possibility, maybe even to dismantle refining ass$et shipment abroad.

5 _ _ 1

Another threat to US and European refiners comefrom new arrivals within
their own markets but from big players emerginthia developing nations. As
the IEA points out, while OECD refinery runs in QQ10 are expected to fall by
1.4m bpd from the same period last year, non-OE&fiDery output should rise
by 2.4m bpd year-on-year, with China and India ileguthe way.

Refining capacity in Asia-Pacific surged in 2008 &009 and, while the fall in
demand has led to over-capacity and a collapseangims by up to 75%, the
picture in the region does at least appear to battemed out. Over the last year
Chinese refiners have been exporting at a robtesina bid to soak up excess
production, with gasoline exports at the end of208ing by around 70% and
diesel exports up by even more. China’s largegtegts are expected to
maintain runs at record levels in February — ojregadt 91% capacity as they
did in January, following a recovery in marginsxpanding output primarily to
meet domestic industrial demand in response tgakernment’s economic
stimulus package and a new fuel-pricing systemshatld help profits. Large
volumes of new refining capacity are, however| stithe pipeline and threaten
to keep downstream operations under pressure,iegtemand rises. But while
Middle Eastern and Indian operators are also |apfinst to serve their own
markets, they too are anxious to transform thenmasalvo major refining and
petroleum product exporting hubs, selling highlgfjiable refined fuels into big
consumer markets. The prospect of increasing vaurheefined products being
produced domestically to serve the fastest-growogsumer markets poses
another challenge for global refiners. This is lappg just as these refiners are
already facing short to medium-term demand problasnaell as longer-term
changes in their operating environment and inypeg of fuel — for example,
the switch to low-sulphur diesel — their customeilbwant.

So is there any room for optimism? There are &t lsame grounds for
believing that the refining sector’s efforts to limtilisation rates and thus work
off excess inventory levels will start to pay diemds, once demand for oil
products starts to strengthen. But with continwsagplus capacity and only
gradually reviving demand, the likelihood is thitrefining margins could take
a long time — they may bounce along the bottonafdeast another two or three
years — to get back anywhere near the levels edjdyeng the much-lamented
“golden age”. The oil industry's gradualist apptoa€ weeding out high-cost
plants and waiting for weaker refiners to clostefting investor patience.
Returns are low and downstream investment can bhgoto 20% of capital
expenditure for integrated oil companies, whosdrapm activities arguably
need more investment then ever to expand. By the world demand for fuel
products revives significantly, the refining seamlt have been through some
painful contractions as it adjusts to the new tealf changing patterns of fuel
demand, including the growth of new fuel alternagivprogressively higher
rates of fuel efficiency, and the emergence ofrlaigy players in the refining
market.
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Feb 6: Gazprom said it has agreed with Statoil and Tataldstpone for
three years the start-up of its Shtokman field beeaf changes in global
gas markets.

Feb 6: Ukraine said it had paid in full and on time fa& anuary imports
of Russian natural gas.

Feb 5:Russia said it might revoke the licence of Anglos8an oil group
TNK-BP to develop the Siberian Kovykta oil field.

Feb 2: Lukoil of Russia said it would invest $30bn in diogng the
Qurna 2 oil field in Iraqg.

Jan 31:Russia and Hungary signed an agreement for th&trcmtion of
Gazprom’s South Stream pipeline on Hungarian tewrit

Jan 30: Gazprom signed a natgas contract to supply Palatitd2037,
pumping up to 11bn cm a year compared to the cuédamcm.

Jan 28: Russia said it has shipped 5.5 Mt of LNG to Asizarkets since
Gazprom commissioned its first LNG plant on Sakh#dland.

Jan 28: BP chief executive Tony Hayward said shale gadavsansform
the US energy outlook for the next 100 years.

Jan 27: Chevron announced that it would launch its seadfghore
Brazilian oil project. The Papa Terra heavy oildibas estimated
recoverable reserves of 380m barrels and will $6s2bn to develop.

Jan 26: Indian officials said state-run oil and gas comesamvould raise
capital investment by one-fifth, to $15bn, in trextfinancial year starting
in March.

Jan 25:Iran’s annual budget has priced crude oil at $&04) for the year
starting in March 2010.

Jan 22: Sinopec said its 2009 natgas output grew 2.298803Bbn cm.
Jan 22: A US government report said Venezuela’'s Orinogiore
contains 513bn barrels of technically recoverablele reserves.

Jan 21: China said its demand for oil products would bgeabout 4% this
year, compared to 6.3% in 2009.

Jan 15: Preliminary US government estimates suggest Opeotdes will
earn $767bn in net oil export revenues this yedr&83bn in 2010.

Jan 14: A total of 39,068 oil and gas wells were drilledt year in the US,
37% down on 2008, according to the American Patrolénstitute.

%

The Organisation of Petroleum Exporting Countries Qpec) started
February by insisting its members needed an oil pce that justified new
investment and generated sufficient profits to fundheir economies — and
said “anything below $70/barrel” would not meet thse objectives. By the
second week in February, $70/ barrel was more ords where crude was,
with markets waiting to see if the price heads futter down towards levels
that more accurately reflect present market fundamatals and the fragility
of the economic recovery. Opec may not be helpingiven the increasing
failure of its members to comply with quota levelsjast year, compliance
hit around 80% but it is now down to 55-56%, leavimg a lot more crude to
slosh around an already over-supplied market. Januy at least saw
significant shrinkage in the huge glut of crude kepoffshore on tankers in
response to the contango market that has persisteihce early last year —
in particular in the North Sea and around northwestEurope, falling by as
much as 27m barrels. A cold snap in Europe and thgS has helped to ease
the situation, although estimates of the volumes diil still at sea range vary
widely, at between 20-90m barrels. The reduction etdd also mean that
some traders see no prospect of any early jump irechand or a spike in
prices and are selling off. The spread between prgmhand forward prices
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has now narrowed to a fifth of what it was six morfts ago and the market
could go into backwardation sometime in Q2 this yaa
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Russia may not like to hear it, but it has all lost to the United States its
seven-year-old title as the world’s largest natges producer and it might not
reclaim pole position until it manages to captuge/export markets. Russian
gas production declined last year by around 12%8&bn cm as demand in the
key European Union market fell away because ofdkession and the rising
use of alternative energy sources; domestic consompoo, dropped. In the
US, however, production grew by 3.7% to hit 624bnaxcording to
government estimates — an increase largely put dowynowing domestic
output of shale gas. Gazprom is steadfastly dertyiabit is concerned about
losing market share, but a document leaked to thesiBn press admits that the
growth of shale gas extraction, particularly in th®, “could fundamentally
reshape the whole world gas market”. Parts of Eeyrtgm, are also believed to
have significant untapped reserves of shale gagpi@m has just announced it
will postpone the start-up of its huge Shtokmatdfia project originally aimed
at serving the US and Canada. There is also theppod that global liquefied
natural gas (LNG) production will rise by as mushb8% within the next four
or five years, with much of it being delivered iffarope. In the words of Fatih
Birol, chief economist at the International EneAgency: “I have no good
news for Russia. | see a global gas glut hitting @015”. But Gazprom is
remaining upbeat about its prospects in this clrangiarket place, particularly
in Europe. The company’s deputy chief executivexAhder Medvedev, said on
21 January that he expected demand for Russiato g&e by 2013 at the latest.
Gazprom last year supplied 142bn cm to Europe,nar@5% of the total
regional gas market, but expects it to rise to 860 this year and up by a
further 70bn cm by 2020, taking its market sharaltout one-third of all sales.
By 2030, it insists, there will be a shortage 025 cm of gas as Europe’s own
gas output falls and demand rises. Whatever it sagyn public, Gazprom is
embarking on a strategy to step up export salesvbksre, with potential
customers including China for pipeline gas and mi@rkn Asia and the southern
Mediterranean for LNG. It had some success in gifygng markets last year,
starting shipments of LNG to Japan and South KdEgan in Europe it still has
some cause for celebration — many European uilitieer the last year imported
less gas than stipulated in their contracts —Hmy have still had to pay for it.

+ A H) ) % &) H& H,
The prospect of a modest rise in global demanddisr— up 1-2% this year —
may not set hearts racing but it looks better taahyear’s unprecedented 3-4%
decline, even if it will not be enough to see canption levels return to 2007-
2008 levels. The International Energy Agency (IBAlich predicts the gradual
improvement this year, says most of the demand thrax¥ be in non-OECD
countries, although the US may import more LNG dogxgrounds, even
though its domestic market is weighed down withpdigs. The IEA thinks that
global gas production capacity could exceed denbgral massive 200bn cm by
2015, largely because US gas production has untegigdboomed just as new
LNG facilities in the Middle East aimed at supplyithe US have started up. On
12 January the US Energy Department slightly raiseéstimate for domestic
gas output this year but still expected it to ben8% on 2009 levels, while
demand remains basically unchanged. With the potsé a slightly tighter
supply-demand balance over the next year, priagdsdet to make only modest
increases; last year’s average Henry Hub spot pfi§3.99/MMBtu could be
hard-pressed to rise much above $6/MMBtu unlessaddmevives much faster
than forecast.
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The US Commodity Futures Trading Commission (CFilay last year have
concluded that there was no evidence market spgecsilbad helped drive up oil
costs to their 2008 peak, but that has not stofifeain pressing on with
measures aimed at preventing excessive speculatmhand other energy
commodities. The Commission voted on 14 Januamttoduce new trading
limits designed to prevent the biggest market paf®m “establishing
extraordinarily large positions” in energy. Therplaow subject to a 90-day
consultation period and which is scheduled to &fkect in March 2011,
contains exemptions for companies that use enenglyacts to offset real risks
to their business, such as airlines. The Commidsiioiks only about 10 firms
will be affected but it believes these are the @taywith the potential to
manipulate the market. There is widespread sceptithat any such measures
can have any significant impact on prices but, postlit crunch, there is a
political imperative to be seen to be doing sonmethio curb the wildest forms
of speculation and this is the Commission’s owntigbation. So no more wild
swings in crude prices? Don't hold your breath. Melaile, on a larger stage,
Tokyo will be the setting for a two-day meeting2i February at which the
International Energy Agency will sit down with reentatives of Opec, the
major international banks and national regulatorgiscuss ways of limiting
energy price speculation. The meeting follows axdtable discussion last April
where Opec members and 13 Asian nations agreezhgider ways of
containing price volatility. Opec unveiled its owroposals a year ago.

TH O+, #, %&H#H,"H, G

The guessing game over peak oil demand, rathermthak oil supplies, was
taken up by BP CEO Tony Hayward on 4 February, wiesuggested global
oil demand will soon reach its zenith. Hayward ghat the demand peak,
which would happen before supply peaked, would Bptady occur beyond

2020, who knows what the number will be but it sl somewhere between
95m bpd and 110m bpd versus the 85m bpd we consamé Demand for
some key fuels, he added, already may have reachah-point in developed
markets; the oil sector would never sell more gasdh the US and Europe than
it did during 2007. His views match those of theetnational Energy Agency
(IEA), which recently said that oil demand in OEC@untries would never
return to 2006-2007 levels. More immediately, tharld/looks set to become
more dependent on Opec-produced oil as the comioingulit of non-Opec
countries starts to decline, according to the U&gament. Last year, non-Opec
supplies rose by 630,000 bpd but the figure idgcsdecline to 420,000 bpd this
year to average 50.7m bpd before declining stithier in 2011. Recent non-
Opec output growth reflects a series of new prejecBrazil, the United States
and for two of the former Soviet states of Azerfaipgnd Kazakhstan but next
year will bring slower growth rates from thesedw&lleaving Opec producers to
increase their share of global oil supplies in 26142% from 40% in 2009. The
US Energy Information Administration says that aitgh the rebound in oil
demand will be led by developing countries thisryeiaher nations should
again begin to show significant oil growth in 201dising total world oil
demand by 1.47m bpd to 86.65m bpd, a slightly tedksh figure than the
87.5m bpd forecast by the IEA.

2H#H) %) $) *8#, #*, ) #
Iraq is getting more optimistic by the day abositgbtential to become one of
the world’s biggest oil producers. January sawiagbf deals being signed
with oil majors — Shell and Petronas finalised atract to develop the giant
Majnoon oil field while Kogas of South Korea sigree$6.5bn agreement to
develop reserves — and BP acknowledged that tharyocould even rival that
of Saudi Arabia in terms of oil output by 2020, gibyy quadrupling production
from the present 2.5m bpd to 10m bpd. Iraq’s owminister Hussein al-
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Shahristani said on 12 January that oil capacityccoeach 12m bpd within the
next six years, more than Saudi Arabia or Russtaattompanied his bullish
forecasts with an assurance that Iraq, the onlyc@peEmber without production
guotas, would co-operate to ensure it only prodwdeat the market would
absorb. The crunch is still some way off but impgsijuotas on a nation rich in
resources but desperately needing funds for ecangroonstruction could
mean some interesting times ahead for Opec.
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Feb 4: Saudi Aramco said it may partner Indian state-owediders to
13 exploit refining and retailing opportunities in iad
13 Feb 4:Indian refiner Essar said it was still in talkswiRoyal Dutch Shell
to buy three European refineries.
Feb 3:Brazil said it will cut gasoline taxes for three mtios to help keep
pump prices stable after the mandatory ethanolkecwntas cut because of
3! falling biofuel inventories.
3! Jan 27: Energy group Tatneft said Russia’s first new magdinery since
3 the collapse of the Soviet Union will start outpu©ctober. The $4.9bn

’ refinery will initially process 140,000 bpd.
3t 3)% ) ) Jan 26: Petrochina said it had produced a diesel fuetifdglian use that
3 ‘ ‘ will not freeze below 5° C.

33<=f#*  3<=H* = 3<=H* Jan 18 Eni of Italy confirmed that it will build an oikefinery in Uganda.
Jan 14: Petroleo Brazileiro started work on its $20bnrrefy in
Source: Nymex, VM Group Maranh&o. The country’s biggest refinery will prad800,000 bpd when
it starts up in 2013, doubling by 2015.
(Cc3 (?@ Jan 12: Gasoline prices in the US will top $3/gallon teing, the US

Energy Information Administration said.

%

The US refinery sector has been hit by a series operational snags and
outages over the past month, but they have barelyelen noticed, given the
weak state of a business where the only good newastheen 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 st at a US refinery
would have driven product prices higher; but such$ the current supply-
—3)0h ) ) demand balance that it will take something much mae dramatic to
influence market sentiment. US crude inventories sbd at 330m barrels at
the end of January after the biggest monthly gaindr over a year; gasoline
‘ ‘ ‘ inventories are at their highest seasonal level sia 1993 and distillate

33<=#*  Bem#r  Beofr stocks including heating oil and diesel stand at 26-year peak. With
refineries operating at 77% capacity, the lowest ree since at least 1989, the
Source: ICE, VM Group latest bout of bad economic figures and forecastsiggests that any

recovery in the refining sector, in the US and in Brope at least, is still an
uncomfortably long way off.

%) & (

13 5
5&*#)% ) ( *% *% |, #+)

! Refiners face myriad problems as they seek to thenhselves out of what is
arguably their worst trading situation for morertt2b years, but one answer to
the challenge of embarking on huge capital exparaliprogrammes and

! securing future markets may increasingly lie injtsiet-venture. January

witnessed the confirmation of a notable tie-up leetwvVenezuela and China

which may prove to be the forerunner of more sudisi On 21 January,

Beijing gave the green light to a $6bn joint-veptuefinery operation between

state energy company CNCP and Venezuela’'s statemwipany PDVS. The

refinery, in Guangdong province, will be the fifst Venezuela in Asia and
will secure the Latin American exporter a solid kedroutlet for its crude oil.
=Hr< =< =Hr< For China, a refinery of this size will help loakfresh, long-term crude
supplies beyond the Middle East. At 400,000 bpdctiraplex will account for
about 10% of China’s total daily imports of crudelawill probably be the first

Source: US Department of Transportation, M Group  Major greenfield refinery rolled out after 2010lda¥ing a wave of capacity

build-up over the last 15 years. The country is @lsinning a proposed joint-
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venture between Sinopec and Kuwait and between CaifeldRussian state oil
group Rosneft. Western oil groups have so far lgrgenfined their interests in
China to marketing fuels, but if the authoritieseve make life easier for
them, could joint-venture refinery operations bgtren the cards?

5& *##+) )% ) * %& #)

Tax incentives are expected to fuel a record 1Th8m car sales in China this
year, following hot on the heels of last year’'s 5@f#p in registrations
(10.3m) but gasoline demand is likely to be metlgagcause private car
owners drive only one-fifth the distance of corgerar government cars, and
drivers of many vehicles have fuel-efficient engin¢hile others do not have to
use gasoline at all. Last year’s best-selling meade the F3 Sedan which can
run on electricity, gasoline or natural gas. Prijgrs suggest that gasoline
demand this year in China should rise by 7.8%, @egbto 5.6% in 2009. Last
year's government decision to set retail fuel ratdse with global crude
prices triggered a surge in refinery runs thatdgel so much gasoline that
exports rose — up from 100,000 bpd in 2008 to 106G ipd in 2009 — despite
the big increase in car sales. The gasoline sutpbks unlikely to change in
the medium-term, making higher exports quite lik€gspite the boom in car
sales, China still has only around a 20% sharbetars that are now being
driven on American roads.

HF) -* $ +# -+ %)
Former President Obasanjo’s demand that multi-natioil companies
operating in Nigeria must refine 50% of their crudleproduction within the
country has so far fallen on deaf ears. The reacfdhe multi-nationals is
hardly surprising, given that the country has besimg at least 800,000 bpd in
production — more than 25% of capacity — due t@&ade attacks. Obasanjo’s
demand was part of Nigeria’'s ill-starred effortgrinsform the country into a
major player in crude and crude product marketsgdbapite repeated calls by
government agencies for the multi-nationals to mersrefining operations
none of them has indicated any interest in buildingcal refinery. The
authorities are, simultaneously, trying to readgvaxisting refineries within the
country and are once again pledging that the WWadiKaduna sites, operated
by Nigerian National Petroleum, will soon be bacdstoeam after crude
feedstock lines have been repaired following tést@ttacks. The government
is hoping that the planned deregulation of the gynsector will help encourage
big players to raise their exposure in a countay ttas the potential to become
a major crude and crude products exporter. Asadydowever the country
cannot even provide sufficient fuel for its ownzgns.

N#EH J)0+#)) +)
Moscow is playing hardball with Belarus, at the saime reminding other
customers for its crude oil and gas that it caneridi& tough for those with
whom it falls out. Russia’s decision to end thefgmential duty imposed on oil
exports to Belarus, which claims the move violate®xisting trade agreement,
has led to a row with Minsk that saw Russian @ihgport monopoly Transneft
in January freeze contracts for pipeline deliveridee result is that refining
activity has slumped, with two of its major refirer operating at around 60%
of normal capacity. Angry letters have been flyiagnd fro, with Minsk
demanding that lower duties should continue to @ifevhile new terms are
negotiated, but Moscow has said that it is onlypred to maintain the
discount rate for oil used in refining for produetgported from Belarus. As
usual with Moscow, there is an underlying agendssdia is keen on acquiring
refineries and other oil sector assets in Belangsadso wants the country to
drop counter-plans for a substantial increaseainsit fees for Russian oil en
route to Europe through the Druzhba pipeline. Belas trying to play the
same game as Moscow; but there will only be onein
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All eyes are on India to see how it implements fgsl standards aimed at
cutting the country’s high pollution levels. Oth&sian countries face a similar
challenge, but India is one of the first off therknaith the January decision by
refiners to issue their first tenders for importgro 1V-compliant diesel to
meet an April deadline for the roll-out of cleafigel across 13 major cities.
Indian Oil and Bharat Petroleum will buy 180,000d@sel for delivery in
February to start the ball rolling. The country bagn gradually reducing
sulphur emissions with the implementation of Eusopstandard regulations
since 2000, and the imminent introduction of sériemission norms, plus the
easier availability of loan finance, has led taistrin car sales. Maruti Suzuki,
the country’s largest automaker, said its Janualesshad risen by 33%. Ashok
Leyland, India’s second-largest producer of trugkd buses, said sales in
October-December 2009 had surged 81% from a yekered he new
regulations mean that India is set to leapfrog €lirthis respect, which has
only now started using a Euro-111-like norm forrpkeand will introduce the
same emission standards for diesel in June 2011.

C8 -*)-#" % & ) )%# #)
The US Environmental Protection Agency’s (EPA) glém further tighten
existing ozone pollution standards hold far-reagliansequences for a
refining sector that already has enough problemissdmands. The EPA says it
hopes to limit ground-level ozone emissions to leetw60 and 70 parts per
billion (ppb) in a given area, but many refiners sfill trying to catch up with
the standard 75ppb implemented by the Bush admatit in 2008. The
American Petroleum Institute says the plans wiledhe cost of drilling and
make it harder to produce oil and gas in many aoé#se country. This is
likely to force refiners to raise production of tere expensive cleaner-
burning, reformulated gasoline. The National Pdtemaical and Refiners
Association has chipped in, to warn that membelidind it harder to expand
refinery operations in response to any economiarand that some
operations may move abroad. The industry is heltgisaimming against the
tide.
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Feb 6:Brisbane-based Resourcehouse signed a $60bn, 2dsgalao
supply 30 Mt of coal annually to China Power Intgional.

Feb 4:Bangladesh said it was seeking $7bn in foreignstment to
expand and modernise its power generation network.

Feb 2:Venezuela created a $1bn fund for the upgradingeapénsion of
the country’s electricity supply system.

Feb 1: Xstrata, the world’s largest thermal coal exporsaid it will spend
$5.3bn developing a mine, port and rail projedaindoan, Queensland.
Feb 1:India’s government said it will sell a 10% stakeCoal India, the
nation’s monopoly coal producer. The timing will decided by August.
Jan 27: South African power utility Eskom is to scale doicoal
requirements, saying it will need 141 Mt annualy2018, down from an
earlier forecast of 200 Mt. The reason given wasliiog shortages.

Jan 27: China should reintroduce a power pricing formbiat for years
made power costs more reflective of coal costsCthiea Electricity
Council said.

Jan 26: Turkey’s power demand will rise from 202bn kWhstliear to
357bn kWh by 2018, requiring the construction afesal nuclear power
plants, according to the country’s Chamber of Conome

Jan 25:Oman said it plans to spend more than $6bn by 2dléxpanding
its power generating capacity.

Jan24: Arab nations need to invest nearly $80bn to bposter
production capacity within the next five years teenthe rapid rise in
domestic demand, the Arab Petroleum Investmentd@atjon said.

Jan 24:India’s 19" nuclear power plant started up near Kota, nortialn
Jan 23: Russia said it will build up to eight nuclear glam West Bengal.
Jan 21:Iran will this year start up its long-delayed Bekhnuclear power
plant, its Russian builders said.

Jan 18" South Korea said it aimed to export 80 nucleactrea by 2030.
Jan 15: The Chinese government called for more coal anglsamports
to increase energy supplies and counter powerasiest

%

The prospects for US coal producers in Q1 2010 astarting to look
brighter than had been expected. Demand for thermatoal in the US —
used to generate about half of all electricity consned — was not expected
to pick up until much later this year, or maybe eva not until 2011, given
the overhang of stocks and continuing weak deman&ut large production
cuts among miners have helped to keep inventories check while cold
weather not just in the US but globally has led t@n increase in exports as
well as an upturn in domestic burn rates; rising denand from Chinese
utilities has seen Asian spot prices surge above®Xtonne for the first time
in more than a year. Coal supply at US generatorsas come down from 70
days or more to 60 days and could be back to neaermal levels by mid-
year. A short ton of US eastern coal selling for $450/t last September was
fetching $56.50/t by the end of January. Any furtherises will be gradual
but at least the picture looks more encouraging thaa few months’ back.

5
5& *# ' #* )* )*

With all eyes on China to see if it can continuelitag the world out of
recession, the rising levels of its power genenagjo some way towards
showing that, there at least, the worst is ovee Thina Electricity Council
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reported in January that mainland electricity outpst year rose by 6.7% on
2008 levels and that the rise in consumption kepgrowing into the start of
2010 — with consumers using 12bn kWh in the fisstays of the new year, up
by around 1bn KWh in comparable periods toward<tit of 2008. The power
generators themselves appear optimistic about pobspgiven that fixed-asset
investments in coal and electricity rose by 17%hmnfirst 11 months of last
year to reach $205bn. The Electricity Council samd26 January that the
country will add 85m kW of new capacity this yetre, bringing the total to
around 950m kW. Of the new capacity, 55m kW willdoal-fired, 15m kW
hydropowered, 13m kW from wind and more than 1mfkdvh nuclear power
plants. China expects to spend around $97bn thisigaipgrading the
country’s power infrastructure; recent supply pesh$ caused by severe
weather and inadequate transmission systems demaenttat every dollar will
be badly needed if economic growth is not to bigestiunnecessarily.

5&*) " #+

China has launched a multi-million dollar efforttton some of its massive
coal resources — recoverable reserves have besratst at around 115bn
tonnes, putting it third behind Russia (157bn) tredUS (238bn) — into badly-
needed gas. There are now at least 10 coal-gagifigalants under
construction, each costing around $1.5bn, anceif #il came to fruition their
combined output would equate to about half of Ckisarrent natural gas
consumption. Demand for natgas in China has beergron average by 16% a
year since 2000 and serious shortages are likeBOB9. Imports via pipeline
and of LNG have been rising sharply but these arehnmore expensive than
supplies of domestic gas. The switch to goal gzstifin, however, brings its
own problems. Given efforts to switch to a low-aarteconomy, the process of
gasification would have to be restricted and itag in any case, a highly
efficient way of using energy. Another big hurdietie availability of water.
The process uses huge amounts of fresh water whagtthe coal-rich areas of
China are short of.

25V H L *) U H %H)

New requirements imposed by the government of Iadian the world’s largest
thermal coal exporting nation, will impose limits the volumes of coal
permitted to be sold overseas. The move could fiatlrremove significant
volumes of coal from the regional market and wasfiomed by the country’s
energy minister in Jakarta on 13 January. The plaich carries sanctions for
those breaching their quotas, will enforce minerset aside a certain
proportion of coal to supply domestic markets and feaction to concerns that
the rapid rise in import demand from India and @htould deprive Indonesian
consumers of supplies. The percentage will beagt gear and calculated on
the basis of total domestic consumption in relatmdomestic demand; the
news came as Asian benchmark thermal coal pricesl st just under
$100/tonne, the highest level since November, 20@BIndonesia’s decision
can only serve to put pressure on supplies and essthe regional economy
revives.

8 %& :- "#*"#+ &#) #)%

India’s thermal coal imports could double to 100Witthin the next three or
four years, leaving South Africa as the principéméficiary, according to some
of the industry’s biggest players. Last year, Iriciported as much as 55 Mt,
with one-third coming from South Africa and thedate coming mainly from
Indonesia but that now looks set to change; Ireleprice rather than a
quality-driven coal market and end users have Bedtiching to South African
supplies from Indonesian because the deliveredozwsbe several
dollars/tonne lower. Indian buyers have been waisimce last October for
South African prices to fall back to around $50fterbut they have surged
since then, to reach nearly twice that level. Séitlta, however, still faces
infrastructure and capacity problems; exportsyast were curbed at 61 Mt
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because of limitations on railway capacity whilekdaf capacity at India’s ports
could also restrict the delivery of coal importiga, too, looks set to buy more
coal from South Africa, having imported 1.4 Mt frahere last year.

[ *&* "+ # )% # )#-)% &%

France’s world-beating nuclear power sector looksdasingly beset with
infighting that could threaten its ability to winajor projects around the world.
In January, prime minister Francois Fillon was &r¢o summon the squabbling
chiefs of utility giant EDF and nuclear specialiseva — both majority-owned
by the French state — to bang heads togethertaftsions arose because of
contractual disputes and a clash of personalititseatop of both companies.
Generating nearly 80% of its power from nuclear eqWrance has employed
its technological expertise to become a world ledolgt its technology has lost
some of its lustre recently because of third-gef@raeactor problems at home
and overseas, and its recent failure to win a $2@imtract to build reactors in
the United Arab Emirates. Power consumption in Eedtself fell by 5.5% in
2009 from 2008, with nuclear-powered productioffirfglfurther by 6.8%.
Recession was the main culprit, but maintenanckl@nes and strikes added to
the difficulties.

HH# )+ #

President Obama may not be a fan of coal but bertainly waving the flag
when it comes to the revival of the US nuclear@ediis State of the Union
address on 27 January called for a “new generatibnticlear power plants in a
country that hasn't built any for 20 years but whitill gets 20% of its energy
from nuclear-generated sources. To back up higpleus 2010 Budget will
include an additional $36bn in loan guaranteesiéw reactors, leaving the
taxpayer potentially to subsidise $54.5bn in lo@nthe nuclear sector. Loan
guarantees can help overcome short-term finanaiolglgms but they are
arguably subsidies, and can end up supporting narpetitive industries. For
Obama, the programme should help him win Repubktgport for legislation
to reduce greenhouse gas emissions. In the meamtgrane in the US has yet
managed to figure out how to or where to storenthste.
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Feb 8: As the EU Parliament prepares to debate an ep@lamendments
put forward to its draft Alternative Fund Managbrgestment Directive
(AIFM), The UK Financial Services Authority (FSAa& warned that the
Directive could backfire and exacerbate risk rathan alleviating it.
According to Dan Waters of the FSA: “I would notdenestimate the
significant risks that still exist in this draftrdctive. It could still go badly
wrong in some important areas.” The UK'’s Finantalrkets Law
Committee, set up by the Bank of England in theenaikthe financial
crisis, has warned that the Directive would cawssstemic failure and
widespread market disruption” if it became law. Hi¢ Parliament will
debate the AIFM from 22 February, before votingtdn April.

Feb 3:In the US, President Obama’s efforts to reformitapking sector
have been pushed ahead by “The Volcker Rule”, whégks to prohibit
banks from investing in hedge funds and privatatgdunds, and to
restrict banks’ proprietary trading activities. Tdhetails of this have yet to
be elaborated, but any move to limit banks’ praprigtrading abilities
could help hedge funds, as fewer players operatitige same strategies
will improve margins and profits. In his testimotoythe Senate Banking
Committee, Paul Volcker, the main public proporathis move,
proposed that hedge funds and private equity fehdsld be “free to
trade, to innovate, to invest — and to fail.”

%

Final date for December 2009 is now available ancreals that the hedge
fund sector overall returned 16% during the courseof 2009. Within that,
while funds with some commodity investment returnedl0%. On average,
fund finished the year with average monthly returnsof 1.52% but, after a
strong showing in November, commodity strategies ffiered a negative
month in December, during which energy-focused funsllost 2.13%, metals
funds lost 2.21% while softs funds lost 2.52%. Furgloverall suffered net
outflows in December, with AUM levels dipping to jst over $1.5 trillion, a
drop which can be put down to year-end redemptionequests. Preliminary
data for January suggests that the downturn in commdity funds’
performance foreshadowed a dip in the performancefdhe sector overall.
Negative returns are expected all round for the fist month of 2010.

The EU’s AIFM continues to perturb the hedge fund ndustry. On the
other hand with 1,300 proposed amendments to wadbarbugh it seems
unlikely that anything resembling a clear and sensie regulatory
framework will emerge anytime soon. And even thougliEU
parliamentarians may wish to be seen to be doing sething to crack down
on the fashionable demons — speculators — commonsermust surely
reassert itself, not least because the EU’s treasas do quite well out of
hedge funds. According to estimates from the Alterative Investment
Managers Association, Europe’s hedge fund industrgenerates tax
revenues of around €4bn each year. ECB data showsat eurozone hedge
funds may already be losing out — assets decline@im €81.5bn in April
2009 to €77bn in September 2009, while funds in athregions were
enjoying solid growth rates.
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The Index Fund investment data is adapted fronCHEC's Quarterly Index Investment Data release. fidve release will be in early May 2010.
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