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The European Union has been struggling to assembldlective energy
strategy that not only secures the energy resoutaeseds to fuel its own
economic growth, but also enables it to become rselfesufficient. But within
the EU, individual member states also face hugdlehges to ensure that
domestic demand for power can be satisfied ase¢hegurage the switch away
from hydrocarbon fuels. Nowhere is that challengeeracute than in the
United Kingdom, where warnings that the countrnjhimita few years could face
critical power shortages have multiplied since theent election of a coalition
government.

The long-term energy outlook in Britain was woriyienough, before the
Conservative-Liberal Democrat coalition took offlast month. Britain already
has some of the most expensive electricity in Eeygjving rise to accusations
that high prices have enabled those foreign conggamivning two-thirds of the
country’s power utilities to keep consumer pricasér in their own home
markets. It also faces the rapid decline of its @iliand gas resources — half of
all gas consumed in the UK is now imported, and kwel will rise to 75% by
2015 - and has to confront the shut-down of 30%sajenerating capacity
within the next decade, as old nuclear and coaltpleeach the end of their lives.
In a typical British winter, electricity demand psaat around 59 GW, with
nearly half being met by North Sea gas, a thirdhfanal and about 15% from
nuclear power. Within five years, peak demand cbit@4GW; but by then
North Sea gas output will have fallen by two-thifdsm its 1999 high, while
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four of the country’s old nuclear power stationd Wwave closed for good. By
2023, all but one of Britain’s 19 nuclear reactoil have been retired. The
plans for developing and promoting low-carbon alétives for power
generation are as plentiful as they are ambitibusany realistic assessment of
the extent of their contribution towards meetingrgry needs, even over the
medium term, suggests they can barely start tagbride generation gap. Part of
the solution lies in a renewed emphasis on a newgrgéion of cheaper,
relatively cleaner gas-fired power stations, thotighchronic lack of storage
facilities exposes the market to supply shortagespaice hikes, given that an
increasing volume of gas supplies are now sounaed &broad.

Delays in providing new generating capacity, ingight investment, and
government failure to devise a clear and workahbkrgy strategy, particularly
over nuclear power, have threatened to createusepmblems for years.
Warnings about what could lie ahead have been gpthiok and fast, well
before the arrival of the first full coalition gavenent in the UK since 1945. At
the start of 2010, the country’s energy regulafifgem, warned that as early as
2014 the nation faced the prospect of power cutthifirst time since the
1970s. It said investment of £200bn would be regLiyy 2020 to avoid a power
crisis — a level of expenditure that could probaitjy be met by government
incentives to the private sector. There are someémito help stave off the
looming power supply crunch, but costs continuallyshroom way beyond
original estimates. The UK electricity generatotibiaal Grid on 20 May
announced plans for a £3.3bn rights issue to hedmée the modernisation of
its transmission system, at a total estimated @fo22bn (€26.6bn) over the
next five years — more than one third higher thamrxpenditure over the
previous three years.

Ofgem said it was “a sign of desperation” thatatsviorced to urge the
government to adopt a policy to ensure energy ggciihe former government
rejected this, but Ofgem was not alone. A repottlished around the same time
by the Royal Academy of Engineering concluded timadrder to keep the lights
on and to meet commitments to a low-carbon econewsry available
technology would be needed as quickly as possilnle that activating them
could monopolise most of the national wealth armbueces. Market forces and
current fiscal incentives, it added, would not gudiee the scale of investment
demand. In April this year, the Confederation oiiBn Industry, which
represents the UK'’s biggest companies, warnecktingiwv European Directive
that could force the closure of up to 14 aging poplants might leave the UK
facing a power production supply crisis. As a diresult of pressure from the
government, which admitted the country would fagéemergy crunch” if it had
to comply, the deadline to implement emissiongjé#s or close power stations
was in May extended by three years, to 2019. Evandeadline looks too close
for many, especially as no new power stations)ylike take more than a decade
to come on line, will be permitted unless theyfited with immensely costly
and, as yet, unproven carbon capture and storagadkgy.
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The recent British general election has just pdedfusion on uncertainty. At

the heart of the coalition partners’ agreementrergy policy was an agreement
to disagree over one of the most fundamental pilldienergy strategy, nuclear
power. The outgoing Labour government had, aftaryef indecision, finally
decided in 2006 that nuclear power would be esze®y the time it left office

it had auctioned off land suitable for the develeptof new atomic power
stations. Ministers were happy to declare thatearchower was an important
part of the effort to meet energy needs and tortbecese the economy.

But although the Conservatives said before theielethat they would promote
nuclear power (while avoiding public subsidiesg thberal Democrats have so
far insisted they would reject a new generationuflear stations, on the ground
that they would soak up subsidies, centralise gnergduction and hinder the
development of cheaper and safer ways to cut cagbuossions. In a political
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compromise — which may prove to have been easirit@ than to maintain —
the Liberal Democrats have agreed to leave opeddbeto the development of
new nuclear power stations to replace those theady exist, so long as they
get no taxpayer subsidy. The last government, hewevent beyond the
concept of merely replacing existing capacity, andisaged nuclear ultimately
accounting for up to 40% of all Britain's energyeds; indeed, it was considered
essential if the country was to meet its ambiticardon emission reduction
targets. The Conservatives agree.

But the minister responsible for energy policyhie hew government, Liberal
Democrat Chris Huhne, is on record as having sagear power had failed;
now, after what he called an “unpleasant” compreiie says he is not
ideologically opposed to nuclear power and thatiflear operators wanted to
build them without financial assistance or guarasi¢hen they would be free to
do so. “If it turns out that, for the first time decades, a consortium is prepared
to build a nuclear power station without public sidy, that will in all

probability go ahead”, he said after the electidn.2 June, however, Huhne
announced that Britain faced a £4bn shortfall mdfsineeded to decommission
the aging nuclear power plants, a revelation thitijpnovide further ammunition
for those who want to block a new generation ofl@acstations.

The compromise on nuclear was accompanied by messuhelp encourage
the nuclear sector to proceed with plans to bulhdtwcould be up to ten new
plants within the next decade. First, there iseglgé to provide a floor price on
carbon allowances that the generators must bugueraheir emissions; in
effect this will give extra help for low-carbon peots, including nuclear, which
can sell their excess allowances to high pollufEhe second significant change
is a plan (announced before the election by thes@watives) to speed up the
planning process, giving Parliament direct poweragprove new projects; this
will be preceded by a vote in Parliament on a N&tid®olicy Statement setting
out the need for new nuclear plants.

The first reaction from some of the nuclear opasapdanning to build in the UK
was positive. Vincent de Riaz, CEO of the UK arnie@fF, welcomed the
coalition energy deal and said EDF had always isdtors could be built
without public subsidy. The outgoing Labour goveemty however, had agreed
(after heavy pressure from nuclear companies anity) to cap liabilities for
decommissioning and the disposal of waste in “exéreircumstances”, leaving
the taxpayer exposed if estimated costs provedgvrGhris Huhne, however, is
adamant that even support in the event of disagiatd be out of the question:
“That would count as a subsidy. Public subsidietuihe contingent liabilities.”
Such a hardline stance may make it much hardehénuclear operators to
secure finance, despite EDF's initially upbeat orse. In a somewhat less
optimistic response than that of EDF, Paul Golbg0O%0f E.ON UK, which
wants to build UK nuclear reactors with RWE of Gany, said the appointment
of Huhne was “not necessarily” a setback for haplto invest. The industry,
he said, had to demonstrate that nuclear is corbjgawdth other low-carbon
energy options when it came to costs.
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And new the coalition British government is pregsim with its efforts to
encourage the rapid development of those otheogtia drive given added
momentum with the arrival of their ‘green’ Libe@émocrat partners. In
Huhne’s words: “This is an island surrounded by, se&acan use offshore tidal
power and wind power and we are sitting on enornsbasks of coal. We ought
to be able to put together a policy that is norboarand independent from
foreign sources.” The UK has adopted a target tisbrenewables so that they
account for 15% of all energy supplies — reducimissions by 34% from 1990
levels — by 2020. But the country is far away frachieving that; currently
renewables provide just 2% of all energy needshBoalition parties are also
pledged to cut Britain's C£emissions by more than 80% over the next 40
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years, the only country so far to have committedlftto cuts on such a scale; in
order to help fulfil what many see as a fancifidmpise, the out-going Labour
government said it would boost wind’s share ofltptaver generation from 5%
to 35% within the next 10 years.

The country’s new coalition can cite reports suslhat published in May by
the Public Interest Research centre, that claimsl ywiave and tidal power
could generate an amount of electricity equivaterdne billion barrels of oil a
year. But even though a lot of confidence is bgitaged, for example, in wind
power, the 3,000 wind turbines so far installedasithe country provide on
average no more electricity that a single mediurediconventional power
station — and they are expensive to build.

Because wind is unpredictable, it will be necessatyuild 25 GW of wind
power capacity to replace every 5 GW of fossilHeglpower. There has also
been much talk of UK wind barrages, costing biion one proposed for the
River Severn could cost up to $30bn, a sum thatdgmovide enough nuclear
power to produce up to seven times more energy.

The reality is that a succession of pledges aiméath securing the UK’s
energy supplies and also at getting the right gnetigg have been and are being
made without any real idea about how they will bador or delivered. In May,
Rupert Soames, CEO of the UK-based power genenatital business Aggreko,
a recent entry into the FTSE100, spoke for marthénenergy sector, when he
said that, while most countries faced a challengenisuring sufficient, secure
supplies of power to feed their economies, Brita@s “in the uniquely difficult
position” of not having very long to sort somethimgf. “At best, we will be
facing periods when the security of supply is dmife-edge. At worst, we will
face serious, repeated power cuts. | am far frameain believing that the lights
could, literally, go out. The consequences of thiBritain would be
devastating”.
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But there is an additional dilemma. While the rs@@s may temporarily have
reduced the pressure on power supplies, the newgdyi€rnment plans to
implement a massive cut in public expenditure, aoale not seen for a
generation or more. In an energy market long smmoetised and deregulated,
the government has a comparatively small role &y pi providing the power
generation and distribution infrastructure requijfaat it will almost certainly
still have to provide funds or fiscal incentivedtifs to encourage the wide-scale
expansion of urgently needed alternative energycgsulf the challenge of
ensuring the country has sufficient, secure ensupplies is left to the market
alone, then the lights will go out, periodically,the next decade. Government
has at least to set the template and help whesmnitGiven the long list of
problems and challenges facing it, the new coaliti@ay not feel that potential
energy problems down the line are a priority. =€, perhaps, will only be
seen as a vote winner or loser once the lights flitskering.
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June 4:Restrictions on US deep-water drilling followingtBP oil spill
took the Gulf operating rig count down to 23, thevést in 17 years.

June 3:Nigeria’s crude oil exports will rise well abovenbpd in July,
compared to 1.95m bpd in June, according to sckddahding figures.
May 31: Chevron signed a deal to buy natural gas from €oRbillips on
Sumatra, supplying 77.9 trillion Btu over four ygar

May 31: Gazprom said its exports of gas would be largen tast year,
when they fell by 13.4% from 2008 to 205.8bn cm.

May 28: PetroChina said it would accelerate coal-bed nmethmoduction
over the next decade, possibly exceeding 10bn c2089.

May 28: Eni of Italy declaredorce majeureon supplies of crude from its
Nigerian Brass River unit after unexpected supjdyubtions.

May 27: The Philippines approved the elimination of tariéin crude oil
and refined oil product imports, likely to takeeft at the end of the year.
May 25: Indonesian state oil group Pertamina said it rgie crude
output to 1m bpd by 2015, up from the present 4B2 fpd.

May 25: BHP Billiton said it planned to drill for gas o#fouth Africa’s
west coast and would get exploration permits by usig

May 20: China’s National Petroleum Corporation agreeduy & 35%
stake in Royal Dutch Shell's Syrian oil and gaspkt a cost of $1.5bn.
May 20: PetroChina said it will invest $60bn to boost @eas oil and gas
output to round 4m bpd, though no timeframe wasgiv

May 18: Qatar said it was in talks with China to sell atr& 10 Mt of

LNG annually, which would make China Qatar’s biggasstomer.

May 17: Royal Dutch Shell said it will add 15 Mt of LNG macity by
2020.

May 17: Australia may not build half the A$220bn of LNGojects
planned for the next decade because of cost pessand uncertainty over
long-term contracts with Asian markets, Qatar Gas veported as saying.
May 16: Venezuela said current oil output of about 3m ibrise by
about 300,000 bpd at the end of this year.

May 12: Brazil announced its largest oil discovery in thyears,
promising 4.5m bpd from the Santos Basin.

)& n

The start of June saw crude again flirting with $7@barrel, and leading
Opec personnel started abandoning their previous waings about a price
rally of up to $100/barrel hurting any global econanic recovery, instead
focusing on suggesting that $60/barrel was possibéenidst mixed signals
about an economic upturn. Continuing rumbles overlie sovereign debt
crisis and doubts about the true strength of China recent economic
growth persist and added to nervousness; on the athhand, forecasts that
the Gulf of Mexico could be heading for the most aive summer hurricane
season for five years could soon help support priseThe ban on offshore
deepwater drilling in the Gulf of Mexico in the wake of the BP crude spill
could also hit production, but only in terms of newproduction due to come
online next year. We expect prices to fluctuate whin the $70-$80/barrel
range for the short-term.

<
A

The start of June finally saw BP make some progmsards shutting off the
crude gushing into Gulf of Mexico waters followittge sinking of the
Deepwater Horizon rig on 22 April, though the latggesstimates suggest that
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it could be August before the leakage is totallgdth But the political and
commercial fall-out from what is now regarded asekita’s most serious
environmental disaster will go on a lot longer thiaat. The initial reaction of
the White House, itself widely criticised for whaas seen as a slow response,
was to impose a six-month moratorium on exploratgpwater drilling and
new drilling permits said to effect 33 rigs in Gailf, cancelling some lease
sales and threatening planned projects in Alaskshare waters. While efforts
to clean up the mess gathered pace, so too dighitage of criticism aimed at
BP, with Congress pushing for legislation that daoipose unlimited liability —
at present capped at $75m — on operators sucte &ritfsh oil major. An angry
and frustrated President Obama attacked BP’s dedisispend money on TV
advertising to manage its image and over its plaqay out $10bn in dividends
this quarter. But, beyond that, the US governmélththave to take another long,
hard look at an offshore drilling industry into whiObama himself breathed
fresh life earlier this year by agreeing to its @xgion. Although the White
House says it will have to rethink its supportitsroffshore strategy, the US
cannot do without offshore oil resources — withuara 30% of all US
production coming from the Gulf alone, a new rdftreasures and restrictions
is the most likely eventual outcome. As for BP, etize battle to plug the well is
won, the fight to restore its reputation will begBeyond a clean-up operation
and restoration operations for affected communittean also expect a vast
array of legal cases. It faces a Herculean task.

?

Ever since Vladimir Putin, now prime minister, bewapresident of Russia in
2000, Moscow has been seeking ways of restoring@awver energy
infrastructure in the former Soviet republics ol@as and Ukraine. Having
secured the long-term presence of Russia’s naset iih the Ukrainian port of
Sevastapol in return for cheap gas, perhaps thé btedant play yet for
ascendancy came in April, when Putin suggesteduikedine’s national oil and
gas company Naftogaz Ukrainy should be merged @ihprom. The idea was
dismissed by Kiev amid concerns that it would diiessia control of the
country’s pipeline system, carrying from Siberiawnrd one-fifth of Europe’s
gas supplies. But at the end of May, Gazprom pwtdod a plan for a joint
venture with Naftogaz as the first stage in a psgglomerger between the two
companies on a 50-50 parity basis. That might penaigh to meet Moscow’s
ambitions, given that a joint vehicle could managd invest in the ageing
pipeline system and provide Russia with what it dlasys wanted. In return,
Kiev has suggested the European Union could alsovodved in any deal to
manage its pipeline system and urged Russia totiepostly South Stream gas
pipeline project that would bypass Ukraine and puRngsian gas across the
Black Sea to the Balkans and further European nmarkéoscow is not going to
play ball on either count; but it looks like soneer of deal could be on the
cards. In the meantime, Belarus has now offerestliccontrol of its national gas
grid to Russia in exchange for lower oil and gasqs:

B? !

UK natural gas prices for the coming winter reacheik-month high at the end
of May as pipeline and field shutdowns reduced irtspto what is how the
world’s fastest-growing natural gas importer — jagorts exceeded domestic
production last December for the first time sin®4, when North Sea
production first began. The UK is increasingly fagto gas imports to counter
falling production from depleted fields in the No$ea (where output in the
three months until February 2010 was 15% down yaaa before) and the Irish
Sea, while US prices have been falling on incregseduction from shale
formations. Stockpiles in the UK are also at thaivest level in five years after
the coldest winter in more than three decades tiplaventories, while
increasing volumes of gas are going into elecyrigéneration as a replacement
for coal. This year, summer maintenance progranmahssveral supplier fields
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and receiving depots are tending to coincide aratlap, with the result that
June prices for gas responded by hitting 39p/therthe end of May. A further
firming of prices in June and into July looks likel

Q@

Hands up anyone who is not investing in US shade tay saw another batch
of deals intended to secure shale gas assetgasitdn the part of the Chinese
and South Koreans, whose sovereign wealth funddimd forces in a bid to
join a consortium planning to acquire stock in Néark-listed Chesapeake
Energy. The Asian funds believe the price of gaglihg at less than a third of
oil on an equivalent basis, is at a cyclical lovinpdut that demand is set to
climb sharply because of environmental pressurdsaareviving global
economy. BG of the UK also bolstered its presendde US shale gas sector
through a $950m joint venture with its existingtpar Exco Resources. BG says
the deal will increase its estimated reserves byetjuivalent of 400m barrels of
oil. Royal Dutch Shell revealed that it had strackagreement to buy most of
the assets of independent oil and gas companyRessturces for $4.7bn, giving
it more than 1m acres of shale gas property irdBenorth-eastern states and
the Rockies. And at the end of May, Gazprom keptyne guessing by saying
it intended to purchase a US shale gas companygthid mentioned no names.
Gazprom chief executive Alexander Medvedev annodiriteyou have shale
gas, we are coming!”

0

China’s decision announced on 31 May to raise ahgas prices by 24.9%
reflects a change of policy. For years China hgmsad fixed prices much
lower than market costs, in order to help custopracst notably farmers who
are vulnerable to price rises for fertilisers mé&den gas. The decision, taken
despite fears about the impact on inflation ancheadc growth, reflects the
country’s pledge to improve energy efficiency angdinmental protection;
prices were last raised in November 2007 althoughyntustomers were
exempted. The new price hike means that onshotbeeel prices will rise to
about $169/1,000cm, with sellers being able toghap to 10% over the new
price. Leading onshore gas producers, such asdh@ieoand Sinopec, who have
had to settle for lower profits than their intefoatl competitors, will benefit
and can be expected to lift production. The moJeaiso help attract larger
imports of LNG from around Asia at a time when Ghiras ramped up imports
to meet the demand-supply gap. This year, Chimaf®its of natural gas should
grow to 15bn cm from 7.8bn cm in 2009.

0

The US Commodity Futures Trading Commission (CFinQYlay moved closer
to imposing new rules on oil speculators, with ¢éneergence of detailed
legislation that will permit the CFTC to set limite the number of contracts a
single trader can hold in commodities such as caild@atural gas, heating oil
and gasoline, including the bilateral contractswnas swaps that are
negotiated outside regulated exchanges. The Seppteved the measure last
month and it must now be reconciled with a versioted through by the House
of Representatives last year. The new law woulcetivwith the CFTC’s
January proposal to cap contracts on regulatedaggets and would extend its
authority to the OTC market for the first time strewaps trading began nearly
30 years ago. The initiative is in response to eamg that speculators
contributed to the crude oil price hike in 2008 &ad been accompanied by US
efforts to entice European regulatory authoritiee the new regime. Brussels
and London have been asked to consider imposiradegreafeguards in
derivatives trading, and position limits are novdenconsideration in Europe.
Proposals have included the creation of a commaudégket watchdog similar
to the CFTC. The European Commission has saidtthait introduce in 2010
“ambitious legislation” to regulate derivatives¢inding giving regulators the
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o The people of St Petersburg surely heaved a sighlief on 24 May, when
9= Russian president Dmitry Medvedev weighed intodélkeate over Gazprom’s
= plans to build a 403-metre skyscraper above tlyésdiaroque skyline. The
¥ proposal has met with widespread opposition, areh evthreat from UNESCO
=" that it could exclude the city from its list of idheritage sites if construction
of the building went ahead. Russian prime minisééadimir Putin, has
=" supported the project, saying the business cerdtédaelp the city’s
economy; but Medvedev says Gazprom should listexalle for the project to
&3'="" be halted or at least scaled back, which probgi#yisthe end of the $2bn
—8638"3 —— 89386 proposal. The fact that Gazprom has been havingghttime financially, and
&9'=" 8ITEID —g3BE( should maybe devote any investment resources itchaining new gas
o reserves rather than building grandiose towers$hesly been mentioned.
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June 3:Valero Energy plans to restart its 235,000 bpd emitirefinery in
Aruba because of improving margins.

June 2: A Kuwaiti delegation went to China to continuektalvith Sinopec
on the construction of a $9bn 300,000 bpd refineZhanjiang.

June 1: South Korean crude imports rose by 21.5% in Masefiners
expanded output to meet rising overseas ordenrgfimred products.

June 1: China cut gasoline and diesel prices by 3% —¢icersd
adjustment in refined oil prices this year. In Aphey were raised by 4%.
May 27: Lukoil of Russia said it had invested $1bn in moéeng its
Burgas refinery in the Balkans.

May 23: Iran said it intended to become self-sufficiengasoline within
the next two years. At present, it imports 30% aga@jine needs.

May 24: Service stations in New Delhi shut in protest aberincrease in
VAT on diesel from 12.5% to 20%. Ministers ruled any climb-down.
May 23: India and Venezuela may agree to cooperate ibuitding of
refineries in both countries.

May 21: Oil refining margins would remain subdued untipaaity
reductions were made in OECD countries, Frencimajbr Total said.
May 21: Total said it was examining a number of offersifsiLindsey
plant in northeast England and considering newirgdi projects in China.
May 20: CNPC of China said it planned to raise annuahiedj capacity
in the Xinjiang region from 200,000 bpd to 522,01.

)& n

What seems to have been the first increase since0%0in the number of US
motorists on the road for Memorial Day weekend mayresage a rise in
gasoline consumption during the forthcoming US sumer driving season.
Prices were dropping ahead of the holiday; by therel of May the average
price for regular gasoline stood at $2.73/gallon $0.20/gallon higher than
at the same time last year. US gasoline stocks plyed by 2.6m barrels in
the last week of May to 219m barrels, when most fecasts had suggested a
fall of only 700,000 barrels; but a glut remains, dfying the normal
seasonal pattern, because refiners have for monthgen maximising
gasoline output to help reduce bloated distillatergries. So although the
demand for petroleum is forecast by the US Energy &artment to rise by
0.8% this year, the first advance since 2006, thatill not do much to
reduce the immediate supply glut, meaning prices arunlikely to spurt
much higher, even if Americans go driving much morghan last summer.
The Energy Department is forecasting average gasoé prices of
$2.94/gallon through until September; this may proe to be a little high,
unless crude prices stop weakening.

<
0

China’s domestic fuel market may be balanced aqmte but it could face a
surplus of fuel by next year as refiners contirmadd to their oil-processing
capacity. That is the view of PetroChina officialdo told a May conference

in Beijing that the oversupply will mean a squeenemargins. They called for
controls to be placed on the pace of refinery egjgemto avoid a supply
surplus arising. With China’s diesel exports risiaga monthly record in April,
exports of other petroleum products could alsoaséhe domestic market
becomes oversupplied, thereby relieving some ofitihreestic oversupply but
inevitably putting pressure on refiners overse&® iefiner Sinopec forecast
that China may increase its annual crude refinaggacity by 50% over the next



% &() *+,-+)(1

&HE
&#(1
&H(
&#'1
&H"
#31
#3'

(#61 e

#6' ‘
(: &" I

Source: Nymex, VM Group

o** # " &3"

>7/
@
©
a
¢
(«(
3

9

@,

1
(: &" I

Source: Reuters, VM Group

o** # 0" &,>7/

G
7
@
@&
c

R b N O

% '3 @ '3 A3

('

Source: Reuters, VM Group

five years; it claimed the country could be capalflprocessing 750 Mt of
crude a year by 2015, up from around 507.5 Mtatetid of this year. Plans in
hand so far will see China build three or four mefining and petrochemical
manufacturing plants, and foreign companies areeg to have a growing
role in providing refining capacity. Sinopec debed the trend as “aggressive
expansion”; it said it believed the country woukhgrate enough demand for
fuel products to justify the rate of refining capagrowth. But it still echoed
PetroChina’s call for control on refinery expansioravoid oversupply
problems further on down the line.

HHEH ! !

One of the driving factors behind the continuingahéor the expansion of
refinery capacity in China is the growth in the heanof vehicles on the roads.
Last year, aided by government incentives, the tguwvertook the US as the
world’s largest car market, with sales rocketin@o® 13.6m. Last month,
Sinopec reported that gasoline and diesel demadhdi$en by just over 23% in
the first four months of 2010 compared with the sgreriod of 2009. General
Motors, the largest foreign automaker in Chinanple increase production of
mini-vans and pick-ups by almost 50% between nodvtha end of 2012. In
2009, Ford's sales in China rose by 44% over tlze gefore. But China also
has big plans for electric cars and is considdange financial incentives to
help make it the world’s largest manufacturer ettlic vehicles. Some
estimates suggest they could take 10%-15% of tiaé nmarket within 10 years,
reducing the demand for gasoline by around 200,000b

8

Asia-Pacific refineries will be shutting down araub.4m bpd of capacity for
maintenance during June, although this level shbalde to around 700,000
bpd capacity by July. The next wave of refinerytdbwns will then start in

late August, with refiners taking about 1.8m bpflird during the peak period
of September-October. As a result, Asian refiniraygins, which peaked in Q1
2010, could head lower over the coming months. (basd gasoline cracks are
also likely to face downward pressure althoughféitiés expected to be
gradual given that the end of the Spring mainteeaeason will be offset by a
handful of new plant shutdowns — mostly in Japautls Korea and India.
Asian gasoil cracks hit a year-high of $12.59/Harré\pril but have since
eased back to around $10.50/barrel on expectatiom®re plentiful supplies
as the Spring maintenance season winds down. SthéatS driving season
has failed to lift sentiment because of ample gtdek in the West and diesel is
also under pressure because of fears over weakerdkfrom the eurozone.
One bright spot for Asian diesel has been firm dahfaom Chile and India,
although there are signs that this too could betistato taper off.

B

May brought a warning from one European refinea+asS of Italy — that the
region’s oil refining sector faces a double chajleiof weak domestic demand
and increasing competition from Indian and Chinésss who seek to gain a
foothold in Europe. General Manager Dario Scaffardd that European-based
and owned refineries are strategically essentiatdier to maintain security of
supply, and they should not have to suffer fronutatpry handicaps that made
their competitiveness even more difficult to maimtdde acknowledged that
European refining capacity needed some rationaisabut to continue to
close capacity and to rely instead on cheaper itagaym Asia and the Middle
East would mean “suicide” for Europe’s energy sedtie claimed that
outsourcing refining capacity would make Europeéasingly vulnerable to
potential supply disruptions if foreign producepes to boost sales in their
domestic markets to meet home demand. Scaffardiestigd that import duties
on oil products from outside the European Union Mdwelp to ensure a level
playing field for European refiners who had to cetepwith refiners who did
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not have to pay for carbon dioxide emissions amtlléss stringent
environmental requirements. The industry may agige him; but Brussels
will have no talk of import duties and currentlyngily advises the refiners to
make themselves more competitive in a global mafaeg for refined
products.

0 8

With its $23bn offer to build three refineries amgetrochemical plant in
Nigeria, China is stepping up its efforts to forralase working partnership
with Africa’s most prodigious, if problematic, eggrproducer. Beijing has
been struggling to replicate in Nigeria the typéndifastructure-for-resources
deals that it has managed in Angola; but until itgvefforts to boost Nigerian
refining activity have come to little. Chinese gpsuvon a handful of
concessions in highly politicised bidding roundsdoude between 2005-2007
and secured some production capability with Sintgpaequisition of Addax
Petroleum, but the latest initiative is on anotbeale altogether. The deal, if it
is concluded, envisages building refinery capaaft900,000 bpd, roughly
doubling domestic demand, with the surplus earnthfieexport within the
region. At a stroke, Nigeria can begin to end thesensical situation in which
the third-largest crude supplier to the US impaitisost all its fuel, while
China may get improved access to the country’s-higgdity oil reserves in
place of its existing, limited drilling rights. Gfa imported 28,000 bpd of
Nigerian crude last year compared to total impof#.77m bpd. Documents
for private circulation suggest that Sinopec waotsuy access to up to 6bn
barrels of crude reserves. Western oil majors matdeen eager to build and
operate refineries in Nigeria — Royal Dutch Shatl &xxonMobil are there —
because subsidised gasoline and diesel pricesrkaagins small and because
civil unrest has repeatedly hit supplies. Chin@w/mrive to gather global
energy resources seems ready to take up suchmdpedlethough it may be best
to wait before celebrating until the memorandunaederstanding turns into
positive action.
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June 5: Russia’s coal exports rose by 47.1% in Q1 201ZBt67 Mt.
June 4: Coal India said it was examining five proposalstivé1.7bn for
partnerships with miners in Australia, Indonesid #re US.

May 31: Pakistan said it would double generating capdoi#0,000 MW
in the next ten years.

May 31: GDF Suez said it had won a $1.7bn contract tadbuwib new
nuclear power stations in Oman.

May 25: Eskom of South Africa said it was confident thexauld be no
power blackouts during this month’s World Cup tament.

May 25: Coal output from Indonesia may reach 320 Mt tieiary up from
300 Mt in 2009, the country’s coal producers’ assimn said.

May 24: Bangladesh and Russia signed a deal for the cmtisin of the
country’s first nuclear power plant. The $1.5bmphaill generate 2,000
MW by 2020.

May 23: China said it would fund 80% of the $2bn costvad nuclear
power plants in Pakistan.

May 21: China’s coal imports reached 45.8 Mt in April, 18§bon the
same month last year.

May 21: Rising power demand will mean India has to staparting coal
from the US, the country’s coal minister said.

May 21: China’s installed generating capacity will surp@88m kW by
the end of this year, the National Energy Admiaitstm said.

May 18: Qatar said that it would have a “power surplughirnext year
and might then begin to export electricity.

May 11: The European Union delayed by five years until206&w
pollution standards for coal-fired plants.

)& n

Chinese coal buyers have become increasingly agge® over recent
weeks in obtaining thermal coal supplies to feed thcountry’s appetite for
energy. Imports this year could rise by a further 5% over last year to
reach about 94 Mt, though that figure could go muctigher depending on
the rate of economic growth in the country. Major hdonesian coal
producers said in May that they have already contrated large volumes to
China in 2H 2010 and have little stock available fiospot market buyers.
The Chinese have also stepped up inquiries for Austlian thermal coal;
Australian producers say the Chinese are stockpiligp ahead of peak
summer demand and looking to secure supplies at anad $90-$92/tonne.
The strength of demand could tip the balance in th@acific coal market,
pushing prices higher and leaving other customersuch as the South
Koreans, to look much further afield for supplies.

<
8 !

The Australian government has a real fight on @sds over its proposal to
introduce from 2012 a 40% resources “super profdg’on mining profits. The
start of June saw Xstrata, the world’s largestrttacoal exporter, shelve
spending on projects worth about $5.6bn in Ausdratitensifying pressure on
Prime Minister Kevin Rudd’s government to wind batskplans. Rio Tinto has
also ordered a full review of its projects withiretcountry and, together, the
largest miners plan to mount a legal challengeherconstitutionality of such a
tax; if their efforts fail, they will train theirgns on Rudd himself and attempt
to undermine his re-election campaign. Among tlogguts suspended is the
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first phase of Xstrata's Wandoan coal project ire€nsland’s Surat basin,
which was due to start in July. It had an initiedguction target of 30 Mt/year.
So far, the government appears resolute, clainfiagthere is a very strong
case for the miners to pay more tax. But the Aliatraminers’ suggestions that
the tax will impose a crippling burden may well baheen partially undermined
by the decision of 13 of the largest coal miningmgpors to combine together
to bid $4bn for the country’s biggest coal railrgattl then to spend a further
$2bn expanding its capacity. A report in May fronodd Mackenzie did not
help their cause either, suggesting that the caan® stood to rake in earnings
of more than $80bn in the first five years of thegmsed super tax; it claimed
that the tax would only put marginal projects akrof failure in the short-term,
although the lower returns would put a questionkneaser projects planned
further down the track. A compromise tax rate lolks a distinct possibility.

Nigerian officials have begun preparing plans fbaféthe country’s crippled
state electricity system, in what would be one fo&’s biggest privatisations
if it goes ahead next year. Sub-Sahara’s biggéaindi gas exporter has the
capacity to generate about 3,000 MW of power beiffifjure often plunges to
below half that level because of lack of mainteamigeria’s new president
Goodluck Jonathan has signalled his support foptbposals, which should be
made public within the next few months. The govegntrcould earn $4bn
from the sale of existing power plants, along withers under construction,
and a further $3bn from the distribution companies,it will face strong
opposition from those who profit from the status guihe government has
poured around $1bn a year into the power sectardent years — it was to add
another 10,000 MW capacity by the end of next yelhut there has been no
evidence of large-scale expansion in overall gamgy@utput as yet. The lack
of a strong regulatory framework in Nigeria haflesti private sector
investment. Apart from having to see off vestedriasts, the government will
also have to hike the regulated tariffs chargecbtwsumers, possibly even
tripling them, in order to make privatisation conmially attractive. No formal
discussions with potential investors have takenglaut interest is bound to
come from China and India.

B@

The recession inevitably hit US electricity constimp in 2009, falling by 3%
according to new figures from the country’s Enefgpartment. The drop
followed a 1% decline in the previous 12 months,fitst time in 60 years that
demand for power has fallen in two consecutive yelanoking further ahead,
the Energy Information Department’s Outlook regaublished on 11 May says
that total US primary energy consumption will,itcountry’s laws stay the
same, have risen by 14% between 2008 and 203®s@&ning an annual
growth rate of just 0.5% — only one-fifth of theojacted 2.4% annual growth
in the nation’s economy. The difference betweerntteerates is the result of
continuing improvement in the energy intensityted tJS economy, measured
as the amount of energy consumed per dollar of GiltRough fossil fuels will
continue to provide most of the energy used iniBeover the next 25 years,
their share will fall from 84% in 2008 to 78% by38) renewables will account
for 45% of the increase in total power generativardhe same period.

* 0

Electricity supplies from Russia to China couleengext year as work on new
transmission lines linking the two countries arenpteted. Russian electricity
exports to China started up again in 2009 aftercaytear break, following a
dispute over prices. The completion of two newdraission systems will
enable Russian plants to provide a maximum 6bn kf\éiectricity to Chinese
customers. Talks on prices will begin once the mdrastructure is finished but
although the power that could be sold over the @&orepresents large volumes
to the Russian suppliers, it will have a limitechawat on China’s total power
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market, bearing in mind that the country consuneatly 4 trillion kwh of
electricity in 2009. Moreover, China at present Aatbmestic power surplus,
with output running well below maximum capacity.eféountry is putting huge
resources into improving power generating plantggions of the country most
likely to be helped by Russian supplies, so uriflessmported electricity comes
in at low enough prices it will find it hard to cpete with China’s domestic
power supplies.

The Russians in May sealed a $20bn deal with Tuitxdoild the country’s first
nuclear power plant, putting energy co-operatiothatheart of a rapidly
developing partnership between Moscow and Ankaatdbuld mean $100bn in
bilateral trade over the next five years — halfihkie of Russia’s trade within
the entire European Union. Russia, which alreatly $erkey 70% of its
imported energy, has overcome criticism of cost@ret-dependence on its
neighbour to win a nuclear deal which sees Russip la controlling stake in the
project to build a 4,800 MW power station — represe about 11% of

Turkey's present generating capacity — on the agimBlack Sea coast. Even
better for the Russians, the Turkish governmenighan Moscow guarantees
that it will buy 70% of the power generated by ploaver plant. Turkey is
pressing on with the privatisation of its powertdligition and generating assets
and also wants more nuclear plants to follow. Mesaghich intends to be in
the front rank when other Turkish contracts aredeanout, also agreed a deal
with Washington in May that revives a pact mad2008 to co-operate on civil
nuclear energy, but which was shelved when Ruesedied Georgia. The 30-
year deal permits the transfer of nuclear technglotaterial and equipment
between the two countries and would also let Ruggieocess spent nuclear fuel
originated in the US.

5! B@

Whether or not the US eventually goes for a capteadk carbon emissions
regime, the country’s Environmental Protection Age(EPA) has nhow moved
to make life tougher for power generators who gelllnder rules announced
in May, new power plants that generate more th&hQODt of greenhouse gases
a year and any existing plants that increase eomissly 75,000t a year will
have to seek permits to operate. The EPA sayshbatew rules will apply from
July 2011 and that in the first two years it expdotissue about 550 permits,
many of them covering coal-fired generating plamtd refineries, and together
accounting for about 70% of the country’s emissidiiee EPA was originally
considering the introduction of permits for any i®n emitting more than
25,000t/year but said it was now going to conceatoaly on the biggest
polluters. Critics say the agency will inevitablyamge the rules to embrace
smaller operators, putting many of them out of bess. Republican senator
Lisa Murkowski remarked: “It doesn’t matter howtfgsu boil a lobster — it's
still cooked.”



$ % &(') *+, -+)&
S #
" *3"'@,>? # ! * >?  BAIG, #"C ) *o* *, %
#>? B3"@C A x 0 # *
,>? %&
@ 6'
@ 9
(& 7
¢ r
6' 4
7 /
4 & :(7
& ¢
% :'9 % :'6 % '3 % (' % :'9 % :'6 % :'3 % (' % 3 @ '3 A3

Source: VM Group, Nymex Source: VM Group, NymeGE Futures

Source: Department of Transport, VM G1p

= * % * , #/ #' " E * , #
0" & #,J? %& [ #,0" & #,1? %&
11 3
—5 —5
1 - & -
9
41
7
&
1
1 &
/' T T T /‘ T T T T

% '3 @ '3 A3 % '3 @ '3 A3

3& #K * * * #
[ #,0" & #,1? %&

91

o —
71 —
7

11

1

41

&

/1

I ‘ ‘

% '3 @ '3 A3

Source: VM Group Source: VM Group

Source: VM Grpu

! #* )&, & & , * * #* " &,
%&
' 4"
/" —0 1
_B m
&1' @ !
&1'
&
&
(€8 @
(" ———/\"\%v_—\ (..
1' 1
% :'9 % :'6 % '3 % :'9 % :'6 % :'3 % ('

Source: US Department of Energy, China Statistics
Office, VM Group

Source: China Statistics Office, VM Group

Sourc€hina Statistics Office, VM Group



&&) *+ , -+)% & $

1 # > -
B#+ A4 # | *™H# 5 +& +

Jun 7: TheUS House and Senate both passed new legislati@gtdate
the OTC derivatives market, estimated to be woth5#rillion. The two
separate bills will now need to be amalgamatedomi® reform bill for
President Obama to sign into law by 4 July. Thelwioed Bill will include
provisions for central clearing of “standardisedaps but allow for
certain exemptions, primarily for commercial enéngs- a distinction
which is likely to exclude hedge funds. Clearingibes will also be subject
to regulation and will not be eligible for governmdailout funds. Major
swap dealers and market participants will be rexgluio register with
regulators who will enforce minimum capital and giarrequirements.
Both the House and Senate Bills include provisionghe enforcement of

% 9 % 6 % '3 % position limits; the provisions in the Senate Bile intended to protect the
“price discovery function” of the underlying comnityd something
Source: VM Group, BarclayHedge considered to be compromised by “excessive” sp&oula

May 31: Speculative net-long and options positions irotiae fell by the
most since October 2006 in May, dropping by 57% tet-long position
/ of 10,328 lots on 1 June, a steep decline fromreelomg positions of
70,742 lots recorded by the CFTC on 4 May. Gasgihees declined in
May as the pressures of strong imports and higbekdevels in the US
met with concerns over further sovereign debt vesrin the eurozone.
Investment by managed money in other parts of tleegy complex also
suffered this month. April’s bullish sentiments foude soured, as net
longs held by managed money fell by 56.75% durirgyMrom 68,773
lots.

S#+ 4 # +L" &

< # +#5

% "9 % 6 % '3 % i April returns were poor, following a strong turngrqﬂ in February and March,
and preliminary data for May point towards a simparformance for that
Source: VM Group, BarclayHedge month. Average returns for all funds in our databfedl from 2.33% in March
to 1.10% in April. Funds with exposure to commoditgighted strategies
returned 1.27%, those with over 50% of their assgp®sed to commodities
slightly better returns of 1.89%. Funds with inveshts in the energy sector
returned 0.98%, below the aggregate sample butdotming the Reuters
CRB Energy Index, which fell by 3% in April. Metafsinds fared marginally
better than the broader sample, returning 1.12%ewbfts funds struggled to
make headway, returning 0.92%. As usual performaradiverse, with some
strong recoveries amidst the general malaise. Tdie Commodity Fund
with a reported 25% weighting towards physical candities recovered from
reporting returns of 0.34% in January to 43.93%pnil, although apparently
still suffering from declining asset levels. Theude CTA, which lists a range
of commodity instrument strategies including basgals, precious metals,
grains, meats and energy, returned 25.13% in Apatpite the stalled
34 recovery in returns, assets under management centinincrease, now
3&' reaching $1.07 trillion for our sample. Commoditmds are gaining in their
% :8: % :.: % : 8: share of the total asset sample, at $293.09bnriieitu May are expected to
3 3 3 3 ( show the strain of broader market volatility, theX\ndex (tracking volatility
on the S&P 500) hit a 10-month high of 45% on 2lyMster dipping to
Source: VM Group, BarclayHedge 15.5% on 12 April. Funds heavily weighted towardsiges and energy are
expected to suffer most. Preliminary estimates esiggn average return of
1.07% in May.
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