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B Lowering our WTI oil price forecast to $50/bbl in 2009

On October 1, we lowered our average 2009 crude oil price forecast to $90/bbl
based on an ML global GDP growth forecast of 3%. Since then, our economists
have slashed their 2009 forecast to 1.3%, a scenario that is consistent with a
global recession, and we are now cutting our average WTI and Brent oil price
forecast to $50/bbl for 2009. Also, we see a contraction in global oil demand of
400 thousand b/d or 0.5% next year. The main downside risk to our forecast
would be a downward revision in the ML GDP growth prediction for China, now at
8.6% for 2009. On the other hand, the major upside risk to our numbers could
come from excessively loose fiscal and monetary policies around the world.

We see an oil price trough forming between 1Q and 2Q09
As producers continue to scale back output and the 4Q08 shock to economic
activity starts to fade, oil prices could begin to form a floor, possibly around mid
1H2009 when demand slows seasonally. As economic activity in OECD countries
starts to recover, we see oil prices posting a rebound in 2H2009. In line with this
view, we expect WTI crude oil prices to average $43/bbl in 1Q and $45/bbl in
2Q09. Thereafter, we see prices averaging $56/bbl in 2H09 and $70/bbl in 2010.

Petroleum demand weakness should persist well into 2009
On a regional basis, OECD Europe and North America will likely see a sharp oil
demand decline next year, with the Middle East, Latin America and Africa seeing
an increase in consumption. The demand outlook for the Asia-Pacific region is
more mixed, with decreases in Japan and Korea offsetting the consumption gains
from China. By product, we see RBOB gasoline spreads staying very weak, while
we expect middle distillates to hold up better. On aggregate, we expect a large
surplus of light products of 1.1 million b/d, a surplus of residual fuels and other
products of 930 thousand b/d, and a surplus of distillates of just 164 thousand b/d.

US nat gas prices to stay weak on an oversupplied market
US nat gas prices rallied from $7.50/mmBTU in February to almost $14/mmBTU
in early July this year. Then, as demand started to cool off, a surge in domestic
gas output resulted in higher-than-expected storage builds. Not even two major
hurricanes, with large gas production disruptions, have done much to tighten the
market. Going forward, US industrial and electricity gas demand could continue to
soften. Combined with a large surge in LNG supply ahead, we are now lowering
our 2009 US nat gas average price forecast down to $6.00/mmBTU, from $8.50.

Global coal prices will continue to fall, in our view

The global coal markets have not been able to escape the sell-off in commodity
prices. Since the peak in early July, European API-2 coal prices have fallen by
65% and stand at $78.50/mt compared to $118.75/mt in January. With global
economic activity deteriorating rapidly, European API-2 and South African API-4
coal prices could fall again as the seasonal inventory build in 4Q comes to an end,
with the contango in API-2 and API-4 increasing further. The main risks to our
view are a very cold winter and large unexpected coal supply disruptions.
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Chart 1: We now forecast a contraction in
global oil consumption of 400 thousand b/d, the
largest reduction since 1982
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Table 1: ML Commodity Price Forecasts

($/bbl) 4Q2008 1Q2009 2Q2009
WTI Crude Qil 60.00  43.00 45.00
Brent Crude Oil 60.00  43.00 45.00
USGC No. 2 HO 16.78 16.19 16.11
USGC RBOB Gasoline -2.67 1.17 3.64
USGC 1% Residual -15.74  -1246  -12.79
NWE 0.2% Gasoil 21.23 19.18 18.89
NWE Prem. Gasoline 0.70 0.12 3.84
NWE 1% Residual 930 -15.06 -14.80
US Natural Gas 6.75 6.20 5.50

Source: Merrill Lynch Commodity Research Estimates
Note: products quoted in crack spreads, US nat gas in $mmBTU
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Chart 2: Our economists have revised their 2009 global GDP growth
forecast down to 1.3%, a scenario consistent with a global recession
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1. Global crude oil outlook

Lowering our WTI oil price forecast to $50/bbl in 2009

On October 1, we lowered our average 2009 crude oil price forecast to $90/bbl
based on a Merrill Lynch global GDP growth forecast of 3%. Since then, our
economists have slashed their 2009 global growth forecast to 1.3% (Chart 1), a
scenario consistent with a global recession. As a result, we are now cutting our
average WTI and Brent crude oil price forecast further to $50/bbl for 2009 (Chart
2). In this new base-case global recession scenario, the major downside risk is a
revision of the GDP growth assumption for China, currently at 8.6% for next year.

Chart 3: We are now lowering our average WTI crude oil price forecast
further to $50/bbl for 2009
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Table 2: Canadian Operating Cost Structures

Source: Bloomberg, Merrill Lynch Commodity Research

How low could oil go?

With demand vanishing across all key oil consuming regions, a strong rebound in
prices in 1H2009 is unlikely. In the short-run, market participants will focus on
OPEC and potentially even non-OPEC producer responses to balance the
market. Outside OPEC, cash costs can set a soft floor to crude oil prices. On our
estimates, almost 800 thousand b/d of Canadian output could go off line if oil
prices dipped below $38/bbl. Beyond these economic cuts, the next layer of non-
OPEC support comes in at $30/bbl (Chart 4). Looking at operating costs around
the world, a temporary drop to this level would be technically possible if the global
recession extends to China and OPEC fails to cut output sufficiently (Chart 5).
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Chart 4: On our estimates, almost 800 kb/d of Canadian output could
go offline if oil drops below $38/bbl, and another 800 kb/d at $30/bbl

Canadian oil production vs. price required for cash break-even
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Chart 5: Operating costs for oil companies are low, and will not
provide much price support above $30/bbl
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Chart 6: Our indicator of OPEC cohesion shows shrinking correlation
between Saudi Arabian oil output and the output of the other members
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OPEC’s response is a function of budget break-even levels
OPEC has already cut some barrels out of the market in an effort to stabilize prices.
In a recent note (see GEW “Will OPEC cut for real?”), we argued that OPEC had
not been acting as a cohesive group in past months, and we questioned the cartel's
ability to act firmly unless prices broke through $50/bbl. In fact, our indicator of
OPEC cohesion even showed shrinking correlation of the various members’ olil
production with Saudi Arabian output in recent months (Chart 6). However with the
OPEC basket price firmly below $50/bbl, prices are biting into the members’
government coffers (Chart 7). Thus, the incentive to co-operate has come back and
we expect more output reduction announcements to balance the market.

Chart 7: Now with the OPEC basket price firmly below $50/bbl, lower
prices are biting into the members’ government coffers.
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We see an oil price trough forming sometime in 1H2009

As producers continue to scale back output and the 4Q08 shock to economic
activity starts to fade, oil prices could begin to form a floor. In our view, oil prices
could find a trough sometime in 1H2009 with the seasonal slowdown in demand.
Then, as economic activity in OECD economies starts to recover, we see oil
prices recovering modestly in 2H2009. In line with this view, we expect WTI crude
oil prices to average $43/bbl in 1Q09, $45/bbl in 2Q09 and then recover towards
an average $51/bbl in 3Q and $61/bbl in 4Q. In this environment, near-dated WTI
crude oil prices could continue to weaken relative to longer-dated prices in the
short-run, but this trend should start to reverse as oil prices find a trough.
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Long-dated prices are linked to marginal cost economics
How will long-dated oil prices behave in the coming months? Forward curves in
commodity markets are a mechanism for market participants to exchange price risk.
While near-dated oil prices are typically a function of short-run supply and demand
conditions and inventory levels, long-dated oil prices are much more linked to
marginal cost economics. With the exception perhaps of Q2 and Q3 of this year,
long-dated crude oil prices have tended to reflect the surging costs for increasingly
complex marginal projects in Canada, Brazil and other non-OPEC countries.

Marginal costs increased tremendously in recent years...
Marginal oil production costs were rather steady for most of the 1990s, with 5-
year WTI crude oil prices reflecting the cost of production in expensive areas,
such as the North Sea, and OPEC's need to balance the members’ government
budgets. Since 2004, marginal costs have increased tremendously and long-
dated prices have spiked up accordingly. For instance, offshore rig day rates
have increased two or three fold since 2004 (Chart 8). Similarly, both upstream
and downstream expenditures—measured by the IHS/CERA Upstream and
Downstream Capital Costs Indexes (Chart 9)—have doubled in the last four years
on the back of surging steel and labour costs.

Chart 8: Offshore rig day rates have increased two or three fold since Chart 9: Both upstream and downstream oil production costs have
2004 increased very rapidly in recent years.
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..pushing up long-dated WTI and Brent crude oil prices

In spite of the recent drop in ferrous and non-ferrous metals prices, these cost
increases have many permanent features that will be hard to reverse. As an
example, only 17% of offshore drilling costs are directly related to highly variable
steel and non-ferrous metals (Chart 10), suggesting the most of the cost structure
for new projects is unlikely to come down very rapidly. ML equity analyst Andrew
Fairbanks estimates that some of the new oil sands production in Canada will
require an incentive price of $80/bbl, and ML equity analyst Frank McGann
calculates an incentive price of $50/bbl for new pre-salt developments in Brazil.
Consequently, we expect global oil production costs to stay high and, despite the
dramatic drop in near-dated prices, we see long-dated prices remaining relatively
well anchored at $80-90/bbl (Chart 11).
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Chart 10: Only 17% of offshore drilling costs are related to steel and
non-ferrous metals prices, suggesting overall costs will remain high
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Chart 12: A sharp and permanent collapse in oil consumption in the

Chart 11: We expect global oil production costs to stay high, and we
see long-dated prices remaining relatively well anchored at $80-90/bbl
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A prolonged recession could push 2010-12 oil prices down
Of course, there are some risks to this view. In particular, a sharp and permanent
collapse in oil consumption in the United States and other countries could shift
the demand curve inwards (Chart 12), so that the quantity of oil demanded by
consumers at a given price could decrease. Moreover, the prospect of a
prolonged global recession could result in a severe correction in oil prices in
2010-12. In particular, should global oil demand fail to recover and OPEC
continue to expand productive capacity as planned, spare oil production capacity
could increase significantly over the next three years (Chart 13). Under these
circumstances, calendar oil prices in the 2010 to 2012 period could suffer due to
a growing “oil output gap”.

Chart 13: If global oil demand fails to recover, oil prices in the 2010 to
2012 period could suffer with a growing “oil output gap”
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Producers could scale back on investment due to lower
credit availability, and falling oil prices

Of course, a significant pullback in energy investments over the coming months
could well bring a recovery in oil prices forward. With calendar oil prices nhow
below $70/bbl for both 2009 and 2010, market participants in marginal areas such
as Canada will continue to question the long-term viability of their investments
(Chart 14). For instance, Petro-Canada has deferred the construction of an
upgrader for its $17 billion Fort Hills oil sands project, while Canadian Natural
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Resources Ltd has slowed its spending on the second phase of the Horizon oil
sands project for 2009. Energy companies are also evaluating investment
decisions elsewhere. BG recently postponed a decision on whether to proceed
with Phase IIl of Karachaganak field development, which aimed to lift oil output to
16 million tonnes per annum (tpa) from 11 million, and Baker Hughes expects
about 200 oil and gas rigs in North America to be idled during the fourth quarter.
Lower oil prices will particularly impact companies with high capital commitment
and low cash flows. Still, other high cost producers in areas like Brazil will likely
go ahead with their investment plans even with lower oil prices (Chart 15).

Chart 14: With oil prices now below $70/bbl for 2009-10, some Chart 15: Still, other high cost producers in areas like Brazil will likely
Canadian producers will question the viability of their investments go ahead with their investment plans even with lower oil prices
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Demand should support long-dated oil prices at $80-90/bbl
Still, with emerging market oil demand poised to maintain a relatively strong
upward trajectory in the medium-term, any contraction in US oil demand will be
absorbed sooner or later (Chart 16). In part, this is because mature field declines
(Chart 17) will likely prevent a significant increase in global oil beyond the current
levels. Thus, a significant outward shift in the supply curve is unlikely in this
exhaustible resource. As a result, the ultimate question will be for how long a
permanent inward shift in the US oil demand curve will exceed consumption
growth in emerging markets such as India and China. As demand starts to catch
up again with supply over the next few years, oil prices will inevitably start
trending higher.
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Chart 16: With per capita emerging market oil demand still relatively
low, any contraction in US oil demand will be absorbed sooner or later
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Chart 17: Mature field declines will likely prevent a significant increase
in global oil beyond the current levels
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Near-term the sharp cyclical downturn will reduce demand
In the short-run, global oil demand growth will likely take a further beating as
banks continue to cut credit to consumers and corporations. As we have argued
before, the relationship between global GDP and global oil demand growth has
been fairly weak during the current business cycle, as a lack of supply
constrained consumption via rapidly rising oil prices. Due to this lack of supply,
global oil demand has failed to match the strength in the global economy since
2005 (Chart 18). More recently, as global economic growth continued to
decelerate in 2H2008, the global oil intake has started to contract relative to last
year. This trend is likely to continue well into next year, and we now expect an
outright contraction in global oil demand in 2009.

Chart 18: Global GDP and oil demand growth have seemingly
decoupled since 2005 due to a lack of supply...
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Chart 19: ...but the relationship is clearly tightening up as global
economic growth falls further below trend
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Oil demand is inextricably linked to the business cycle

How close is the relationship between oil consumption and the business cycle?
Oil demand almost always found a trough with the business cycle in every major
recession since the 1970s. Looking at yearly data (Chart 20), we find that oil
demand has historically dropped by more than half between the business cycle
peak and the following year (from 2.9% to 1.4%). More importantly, global oil
consumption growth contracted on average during the two years following the
business cycle peak. Of course, oil demand growth suffered an even more severe
setback during the two oil price crises in the 1970s. Demand destruction—defined



@g Merrill Lynch
26 November 2008

Chart 20: Oil demand growth usually peaks in line with the business

cycle and can take up to four years to recover
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as demand growth during the recession relative to trend growth during a non-
recession—is clearly also evident when looking at natural gas and coal
consumption (Chart 21).

Chart 21: Natural gas and coal consumption have also suffered major
demand destruction relative to trend during the past recessions
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The economic malaise that started in the US...

So far, the epicentre of the oil demand shock remains in the United States. The
rate of decline in US oil consumption has increased from -5.5% in May-July to -
7.8% in the three months preceding October. Car sales, air traffic and
manufacturing have all started to contract this quarter. In particular, the
contraction in October has been staggering across all product categories, and is
particularly brutal for gasoline, jet and residual fuel oil. While the rate of decline
could slow over the coming months as pent-up demand comes back into the
market, we continue to expect negative yearly growth in US oil demand for the
next 3-6 months (Chart 22). On our estimates, the income elasticity effect far
outweighs the price elasticity of demand, meaning that the shock from lower
growth will be more negative than the positive impact that lower oil prices will
have on demand (Chart 23). Our estimates therefore suggest a continued
deterioration in oil balances in the United States in 2009.

...Is now spreading to Japan and Korea

Moreover, the malaise that started in the US is now clearly spreading elsewhere.
While the impact of an economic recession on oil demand is usually felt the
hardest in the United States, both in level and growth terms, countries like China,
Russia, Korea and Japan could also be very adversely affected. At present,
Japan and Korea are being particularly impacted by the global economic turmoil
as a sharp reduction in domestic credit and external demand for export products
has pushed both of their economies into a recession. As a result, oil demand
growth in the region has already plummeted.
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Chart 22: We expect US oil demand to continue to contract in 2009
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Chart 23: For most countries and regions, the income elasticity
outweighs the price elasticity of demand for oil
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The weakness in demand should soon infect OECD Europe
Unlike North America and OECD Pacific, Western European oil demand has so
far held up significantly better. Oil demand growth bounced back to 2.3% YoY in
September, the latest available datapoint, mainly due to very robust heating oil
and diesel use. The strength in gasoil cracks in the past six weeks suggests that
the refilling of heating oil inventories in Germany and elsewhere has continued to
support demand ahead of the winter. Still, even though oil demand in Europe
tends to be more price-sensitive than income-sensitive, the impact of a recession
on oil demand use could still be fairly severe.

Even emerging markets are experiencing a slowdown...
Meanwhile, emerging markets—once thought to be fairly insulated from the rest
of the world—have not been able to steer clear from the global turmoil. Several
countries in Latin America have turned out to be far more exposed to external
weakness than expected. At present, declining commodity prices are putting
downward pressure on countries like Mexico, Brazil, Chile and Peru. By the same
vein, our economists expect Russian economic growth to halve next year (from
7% in 2008 to 3.7% in 2009) given the dry-up in foreign capital inflows. China and
India are still expected to fare better on a relative basis due to a flexible policy
framework and the impact of fiscal and monetary stimuli, but both economies
have already moved to a slower growth path. While emerging markets should
overall be able to avoid an outright recession, economic activity in non-OECD
countries will still slow down markedly, from 6.4% this year to 4.5% in 2009.

...suggesting a further deterioration in EM oil demand
Given that emerging markets have been the engine of global oil demand growth in
the past few years (Chart 24), a deteriorating economic outlook for non-OECD
economies is clearly worrying. Although emerging market oil demand growth will
still be positive overall, it will be substantially below the levels observed in the past
few years. For instance, we expect China’s oil demand growth to average 220
thousand b/d next year, relative to 500 thousand b/d per annum in the past five
years. On our assumptions, Chinese economic growth would have to fall below
4.5% in order for oil demand growth to turn negative, an unlikely event in our view.
In the end, as we have argued before, OECD demand will likely matter more to
overall global oil demand growth than emerging markets in this current crisis.

11
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Chart 24: Emerging market growth is going to be the lowest since
2001 but still positive next year
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Chart 25: There is downside risk to Chinese oil demand growth in 09
but it should not turn negative unless GDP growth falls below 4.5%
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Long-term, inflation & cost of money will push commodities up
So is the commodity super-cycle over? We do not think so. Rather, we see global
oil markets behaving as erratically as the Baltic Dry Index in the coming years.
Whenever economic activity starts to recover, energy demand will likely start to
strengthen and put upward pressure again on prices, as the ongoing bank
bailouts will be inflationary in the long-term. More importantly, with the ongoing
upward shift in the cost of money, oil investors could well require a much higher
IRR than 10% (Chart 26 and 27). Thus, a combination of higher inflation and
higher cost of money could push oil prices structurally above $150/bbl within five
years as economic activity recovers.

Chart 26: Oil sands, offshore or Artic projects will likely require oil
prices above $90/bbl to maintain profitability
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Chart 27: But the cost of money is ballooning, so $150/bbl may be
required if investors demand an IRR of 18% in the future

160 A

$/bbl Relationship between the WTI crude oil price and
o -=--- the required IRR for new Canadian oil sands projects | -
120 -
100 -

9% 10% 11% 12% 13% 14% 15% 16% 17% 18%
Required Internal Rate of Return

Source: Merrill Lynch Equity Research



@g Merrill Lynch
26 November 2008

Chart 28: Looking forward, leading indicators for all major economies

point to further oil demand weakness
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2. Petroleum product outlook

We expect a weak petroleum product demand environment
in 2009

Demand for petroleum products has declined sharply and simultaneously across
all major consuming regions in recent months, in line with the broad-based
deterioration in global economic activity. Looking forward, a set of leading
indicators point to significant weakness ahead (Chart 28), suggesting that oil
demand should continue to contract going into 2009. In this context, certain
geographical regions and certain petroleum products will be more affected than
others by the economic downturn. Regionally, we expect North America to remain
the softest spot for global oil demand, while demand in the Middle East should
stay afloat. By product, we expect middle distillate markets to hold up better,
while gasoline and residual fuel oil balances are likely to be a lot weaker. In line
with this view, we are shifting our 1H09 USGC gasoline, heating oil and residual
fuel oil crack spread forecasts to $3.40/bbl, $16.15/bbl and $-12.60/bbl.

Chart 29: Regionally, we see North America as the weakest link for
global oil demand, while Middle East demand should hold up better
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Fundamentals are deteriorating rapidly everywhere...

While regional product balances will surely drive investment and hedging
decisions, oil demand weakness is above all a global phenomenon. A slowdown
of globalization, marked by a reduction in the movement of both goods and
people, is now well underway all over the world. As a point of reference for the
global economy, actual air passenger traffic across all key regions has declined
substantially during the last three months (Chart 30). Similarly, global container
traffic has slowed down in a number of regions, as suggested by data from ports
in the United States, China, Korea and Thailand (Chart 31).
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Chart 30: A contraction in air travel is putting downward pressure on Chart 31: Container traffic has declined substantially, as suggested by
jet demand across all regions data from ports in the United States and China
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...putting downward pressure on gasoil, jet and naphtha
cracks

The reduction in passenger and freight transportation, coupled with a marked
downturn in petrochemical and other industrial activity across the world, has put
tremendous downward pressure on petroleum product cracks. In particular,
gasoline and naphtha crack spreads have moved deep into negative territory, but
spreads in other products such as jet fuel and diesel have also halved from their
peaks (Chart 32). In our view, some of the dislocations experienced in a number of
petroleum product markets as prices were trending up changed quite drastically as
prices fell. For instance, the price differential in a number of products—heating oil to
gasoline—widened tremendously while other differentials—such as heating oil to
residual fuel oil—experienced a contraction (Chart 33).

Chart 32: Gasoline and naphtha crack spreads have collapsed, Chart 33: Due to petroleum market dislocations, price differentials
spreads in other products such as diesel have also come down across products have moved very rapidly in the past months
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Emerging markets matter more than OECD economies to
product balances

Historical trends suggest that oil product demand in China, South Africa or Brazil
matters more than demand in the OECD to global oil product balances. In effect,
aggregate OECD product demand growth has remained steady in the last two
decades (Chart 34), while oil demand in emerging economies spiralled up with
rapid economic growth (Chart 35). This time around though, we believe it is
critical to look at balances both in developing economies and in the OECD. A
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severe petroleum product demand contraction is underway in North America,
while some of the emerging regions like Asia or the Middle East will likely
maintain positive oil demand growth rates.

Chart 34: In recent years, aggregate OECD petroleum product demand Chart 35: ...while demand in emerging economies has spiralled up
has barely changed... very rapidly, particularly since the Asian crisis
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North American gasoline is the softest spot for oil demand
Leading the global demand decline, the United States has experienced an
average contraction of 7.1% or 1.5 million b/d YoY in petroleum product demand
in the last three months. More specifically, residual fuel oil has experienced the
steepest demand decline as power generators continued to substitute away from
oil into other energy products including natural gas (Chart 36). Propane demand
has come down very rapidly this summer due to hurricane-related shut-ins of
petrochemical plants but the outlook is very muted for this sector going forward.
Equally, demand for light products has experienced a sharp, albeit less dramatic
decline, as Americans cut back on their travels and as the shipments of goods fell
(Chart 37). In our view, this trend will continue as the US consumer turns to more
efficient energy usage, with a special focus on the gasoline sector.

Chart 36: In the US, the steepest demand decline has been for resid, Chart 37: The light and medium petroleum products are also

propane and jet fuel so far

experiencing a sharp demand contraction

YoY US: resid versus propane demand growth
4-week MA

60% -

40%

20%

0%

-20%

-40%

-60% -

YoY US: Light petroleum product demand growth

12% 7 4-week MA
10%
8% -
6% -
4% -
2% -
0% -
-2%
-4% -
-6% -
-8% -
-10% -

Jan-07 May-07 Sep-07 Jan-08 May-08 Sep-08 Jan-07 May-07 Sep-07 Jan-08 May-08 Sep-08

— Resid — Propane — Jet

Source: EIA, Merrill Lynch Commodity Research

— Gasoline — Distillate

Source: EIA, Merrill Lynch Commodity Research

15



@glﬂenill Lynch Energy Strategist
26 November 2008

In Asia, naphtha is leading the petroleum demand decline..
Asian oil demand has been slightly more resilient, thanks to more robust
economic performance in China and India relative to the rest of the world. Having
said that, Asian gasoline and naphtha demand is now looking very soft (Chart
38). In part, the more mature markets in the region have experienced an outright
contraction in passenger car and petrochemical demand for light petroleum
products. Meanwhile, Thai and Korean demand for diesel has also nose-dived in
recent months. On the other hand, demand for middle distillates has continued to
expand in China and India in 2H2008, albeit at a lower rate than in the first part of

the year (Chart 39).
Chart 38: In Asia, gasoline and naphtha demand has been leading the Chart 39: Albeit coming from a higher base, Asian diesel demand has
decline in oil consumption also started to deteriorate in recent months
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..while the Asian trade balance for diesel is also softening
rapidly

As Asian demand for gasoline and diesel has started to soften, the Asian trade
balance for petroleum products has weakened. Both Korea and Japan have
become very large exporters of middle distillates, with the tandem reporting
distillate exports of 550 in the first eight months of the year, up 151 thousand b/d
from 2007 (Chart 40). This surge in exports is a combination of weaker domestic
demand coupled with an improvement in domestic refining capacity in Korea.
Breaking with the trend in 1H2008, the pace of diesel imports into China is
slowing down remarkably after the Olympics (Chart 41), with many reports
pointing to rapidly rising domestic inventories of distillates in the country. The
latest container throughput data in China is not very hopeful either, with container
traffic growth slowing down sharply in recent months.
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Chart 40: Meanwhile, net diesel exports are rising out of Japan and Chart 41: The pace of diesel import is slowing down remarkably in
Korea due to weaker domestic activity and new refining capacity China after the Olympics
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European gasoline demand is falling faster than demand for
other products

The European region has not been spared by the ongoing global economic
downturn, with many countries posting an outright contraction in 3Q08. On
aggregate, demand for gasoline and residual fuel oil has already been on a
steady decline for years (Chart 42), due to substitution away from gasoline cars
and out of oil-fired power generation. But demand for diesel and jet fuel has
recently taken a very pronounced downturn after a decade of sustained growth of
5% and 3%, respectively (Chart 43).

Chart 42: In Europe, demand for gasoline and residual fuel oil has Chart 43: More recently, demand for diesel has taken a very
been declining steadily for years pronounced downturn after a decade of sustained 5% annual growth
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Meanwhile, Latin America is finally slowing down

With an economic deceleration in the developed regions clearly underway, Latin
America is starting to show signs of a slowdown as well. In particular, diesel
consumption growth rates have turned in all the big Latin American economies,
with Argentina showing an outright contraction (Chart 44). Latin American diesel
imports, one of the global strongholds for distillate demand throughout the
Southern hemisphere winter, are poised to slow down further in the coming
months (Chart 45). Still, we expect the region to show a net positive contribution
to global oil demand growth in 2009, as we only foresee a muted deceleration in
regional GDP from 4.5% this year to 2.1% in 2009.
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Chart 44: Diesel sales have turned in the big Latin American
economies, with Argentina showing an outright contraction
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Chart 45: As a result, diesel imports from Latin America seem to have
peaked
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Chart 46: Middle East diesel demand slowed down over the summer...

AV, ° J

-100 +

-200 -
Jan-03 Nov-03 Sep-04 Jul-05 May-06 Mar-07 Jan-08

Source: JODI, Merrill Lynch Commodity Research

The Middle East is past a petroleum demand growth peak
With global economic growth decelerating very sharply, Middle East demand will
likely lose speed in the quarters ahead as well. With the decline in oil prices and
the widespread banking problems, Middle East diesel demand has already
started to slow down in the last months (Chart 46). Still, given the region’s deficit
in a number of products, petroleum imports into the Middle East firmed up in the
first part of the year (Chart 47), suggesting petroleum product demand will likely
remain robust relative to other regions. On aggregate, we estimate oil demand
will expand at a yearly rate of nearly 200 thousand b/d next year in the region.

Chart 47: ...but coincidently the region was a heavy buyer in
international markets

level Middle East diesel demand YoY k b/d OPEC gasoil trade
1,900 - k b/d kb/d [ 500 300 1
200 + .
1,700 - r 400 net imports
100 -
- 300
1,500 - (o]
200 -100 4
1,300 -
L oo -200 +
1,100 - A -300 4
\
v V -400 +
900 - OPEC countries have scaled -100
back diesel use -500 -
700 ‘ ‘ ‘ ‘ ‘ ‘ ‘ -200 600 -
Jan-03 Oct-03 Jul-04 Apr-05 Jan-06 Oct-06 Jul-07 Apr-08 02 03 04 05 06 07 08

level —YoY

Source: JODI, Merrill Lynch Commodity Research

18

Source: JODI, Merrill Lynch Commodity Research

Understanding the growing regional imbalances is key

In sum, the global oil demand picture for 2009 is rather dim overall, with just a
couple of bright regional spots in the months ahead. The Middle East, Latin
America and Africa will probably experience a meaningful increase in oil demand,
particularly centered on middle distillates and gasoline. The demand outlook for
the Asia-Pacific region is more mixed, with decreases in Japan and Korea
offsetting much of the consumption gains from China. Meanwhile, OECD Europe
and North America will likely experience sharp outright oil demand declines
concentrated in light petroleum products such as gasoline and naphtha.
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Chart 48: Global resid cracks could regain some strength in 1Q09 on

the back of the new upgrading capacity coming on line...
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Global resid cracks could regain some strength in 1Q09

As demand for petroleum products continues to fade, we would expect the largest
reductions in output to come from simple refineries. Topping and hydroskimming
refineries typically carry very high residual fuel oil yields, suggesting supply for
residual fuel oil should decline relatively rapidly in the next three or four quarters. In
addition, new cracking and coking capacity should expand at a rapid pace in 2009
(Chart 48), further reducing residual fuel oil yields. Consequently, global resid cracks
could regain some strength in 1Q09 on the back of the new upgrading capacity
coming on line, in turn resulting in narrower light-heavy spreads (Chart 49).

Chart 49: ...suggesting that light-heavy spreads could weaken
substantially
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Gasoline crack spreads will likely remain very weak

While low sulphur NYH residual fuel oil crack spreads could strengthen from their
current $-23/bbl, we see RBOB gasoline spreads weakening further. Light
petroleum product demand in key regions is falling rapidly due to lower driving
and petrochemical oil usage, while supply continues to increase on the back of
new refining capacity. Meanwhile, the middle distillate supply/demand balance is
also weakening, but not as fast (Chart 50). Net, we estimate that the global
demand balance for the key product groups will deteriorate further in 2009.
Assuming the distillate market finds a balance, we see a surplus of light products
of 1100 thousand b/d, a surplus of residual fuels of 930 thousand b/d, and a
surplus of middle distillates of just 164 thousand b/d (Chart 51).
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Chart 50: By product, residual fuel oil will likely experience a sharp
decline in demand, with gasoline demand also falling

3000 -
kbd

2500 +
2000 +
1500 +
1000 +
500 +

0 -

-500 +

-1000 -
1993 1995 1997 1999 2001 2003 2005 2007 2009

Source: BP, Merrill Lynch Commodity Research

20

Chart 51: We see a surplus of light products of 1.1, a surplus of
residual fuels of 0.9, and a surplus of distillates of 0.2 m b/d
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Chart 52: In part, the significant growth in domestic gas production

has resulted in a rapid build in inventories this season
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3. US natural gas outlook

The US natural gas market is suffering from oversupply

The US natural gas market has undergone a phenomenal turn this year. Prices at
the Henry Hub went from $7.50/mmBTU in February to almost $14.00/mmBTU in
early July. Partly reflecting a colder-than-normal end of winter and sturdy demand
from the industrial and power generation sectors (+ 1.25 bcf/d in 1H08), the
market relentlessly pressed higher. However, as demand started to cool off at the
start of July, the significant growth in domestic gas production (Chart 52) resulted
in higher-than-expected storage builds. Previous market tightness evaporated
and the market soon suffered from oversupply, as neither the decline in LNG nor
pipeline imports proved enough to offset domestic production increases.

US natural gas prices should remain decoupled

Not even two major hurricanes, with their corresponding gas output reductions,
were enough to spark a natural gas price response. Despite almost 300 bcf of
production disruptions, the deficit to last year has narrowed considerably as
storage injections have remained above-normal. With supply running ahead of
demand for months, the market now shows a 4% surplus relative to the 5-year
average. As a result, US natural gas prices have fallen, and remain substantially
decoupled from UK and Asian gas prices both on the spot as well as across the
forward curve (Chart 53).

Chart 53: US natural gas prices have fallen, and remain substantially
decoupled from UK and Asian gas prices
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On a warm winter, natty could fall below the current levels
Is there anything that can save the US natural gas market? Given the weakness
in gas demand and the absence of a cold spike, we continue to see storage
injections into November (Chart 54). Moreover, basis spreads to Henry Hub
remain weak in the Rockies and the Midcontinent, as gas trapped in those
regions can not easily travel East. Assuming a combination of normal weather, a
year-on-year decline in economic demand and continued growth in US
production, the storage withdrawal this winter could well be one of lowest in years
(Chart 55). In turn, high storage levels by the end of March 2009 could end up
putting significant downward pressure on prices. As a result, we are significantly
cutting back our average US natural gas price forecast for 2009 to $6.00/mmBTU,
from $8.50/mmBTU.
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Chart 54: Storage injections continued relentlessly into November this Chart 55: The US natural gas storage withdrawal this winter could well
year be one of the lowest in years
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The balance for 2009 is shaping up to be rather weak

In effect, a potential storage overhang at the end of March could set the market up
for a weak start into next year’s injection season, depressing natural gas prices next
summer. At the same time, the substantial build-up in natural gas storage
capacity—55 bcf in 2007 and close to 80 bcf this year—will easily absorb the
excess gas, keeping volatility well below normal. As a result, a colder-than-normal
winter is now almost crucial to revive prices. On our estimates, we would need a 5%
cold spike relative to the 10-year normal in order to clean up the balance.

Gas-to-coal competition is a non-issue during the winter...
What else could save the market, barring a cold spike? On the demand side, the
entire power sector has slowed down in recent months. After robust growth around
the turn of the year, total power generation contracted by 4% in the past three
months (Chart 56). Gas-fired power generation looks even worse, down at least
15% YoY over the same period. The lack of coal-to-gas switching in the power
sector during the ‘shoulder season’ suggests that coal might not be a very hard floor
for natural gas prices this winter, should the winter turn abnormally warm.

...while industrial gas demand could weaken further

As the crisis in the financial sector starts to hit the real economy, industrial gas
demand will continue to soften as factories are reducing output (Chart 57). Over
the past three months, industrial gas use is already down by 6% relative to last
year. While that is partly due to hurricane-related shut-ins of petrochemical
refiners around the Gulf of Mexico, some of these temporary demand
reductions are looking more permanent. End-user demand is starting to slow,
suggesting that a major petrochemical demand rebound going into this winter is
unlikely. Also, ethanol production could well decline on the back of an
oversupplied gasoline market. Moreover, exports of gas-intensive goods such
as steel or aluminium will suffer with a stronger USD. With the US industrial
sector turning less competitive, as strong rebound in industrial natural gas
demand is unlikely.
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Chart 56: After robust growth around the turn of the year, power
generation contracted by 4% in the past three months
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Chart 57: As the crisis in the financial sector starts to hit the real
economy, industrial gas demand will continue to soften
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Pipeline net imports could decline by less in 2009

On the supply side, Canadian gas production continues to be in steep decline,
falling by 0.6 bcf/d this year. Thus, imports of Canadian gas, which make up 15%
of total US gas consumption, are down 8%. Still, drilling activity is booming and
rigs have not yet dropped off while storage in Western Canada is sitting at a
record surplus as demand has flattened out. On the other hand, Mexico, which
receives gas from the US, will likely demand less gas next year given higher
domestic production, a weaker economy and the new LNG receiving capacity.
Net, the deceleration in net imports could slow in 2009 relative to this year.

The US will likely get more LNG cargoes next year...

While pipeline gas flows will not help mop up the excess domestic supply in the
United States, some of the incremental liquid gas output could head to North
America. After a virtual standstill in the past two years, there are 4 bcf/d of new
LNG supply coming out of the Middle East, Russia, Indonesia and Australia in
2009 (Chart 58). Qatar will contribute the most to the incremental supply growth
via two mega-trains (1 bcf/d each). After record spot LNG prices this year, the
new supply volumes are bound to come at a bad time for the global economy. In
line with a weakening industrial sector, power generation is slowing in Asia (Chart
59). At the same time, Europe’s limited gas storage capacity is nearly full. Where
will all the new volumes go?

...but the risk of a liquid gas supply glut is low

No doubt, some of the incremental LNG could end up in the United States if the
global economic situation continues to deteriorate. Still, European and Asian spot
gas prices are trading two to three times above Henry Hub, suggesting that
demand in these regions would need to drop substantially to make a large
amount of LNG available to the US market. As a point of reference, European gas
demand averages 47 bcf/d on any given year, while Asia Pacific typically soaks
up 43 bcf/d per annum. Compared to global gas demand of around 283 bcf/d, an
incremental 4 bcf/d of LNG in 2009 should be relatively easy to absorb (Chart 60).
Moreover, with a raft of new countries recently entering the market to snap up
cargoes, a global LNG supply glut seems unlikely. From India to China, Brazil,
Argentina, Kuwait or Pakistan, regas capacity is growing by almost 4 bcf/d over
the next 12 months. Net, we only expect a modest increase in US imports of 300
mcf/d next year relative to 2008.
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Chart 58: After a virtual standstill in the past two years, we see 4 bcf/d

of new LNG supply in the Middle East and Australia

Energy Strategist

Chart 59: In line with a weakening industrial sector, power generation
is slowing in Asia
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Chart 60: On our estimates, European gas
consumption is sensitive to weather, but not to
the economy. In Asia, the opposite holds.
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Watch Europe’s weather and Asia’s growth

While a global LNG glut is unlikely, a number of factors such as weather and
economic growth could swing the pendulum quite dramatically. On our estimates,
European gas consumption is very sensitive to weather, but relatively insensitive
to the economy. In Asia, the opposite holds. Gas use in Asia Pacific is highly
sensitive to economic growth while weather only plays a minor role. Net, the
combination of a mild European winter and significantly weaker economic growth
in Asia would raise some alarm bells. In that scenario, a lot more LNG molecules
than we currently discount could reach the US shores next summer.

Domestic producers may need to reduce output

Putting it all together, a reduction in domestic output may be the only way to
balance the US natural gas market in 2009. So far this year, the increased output
from unconventional gas fields has more than offset conventional output declines,
as well as falling imports of Canadian and liquefied natural gas. US well
completions in the third quarter are up 6% YoY and more than double the gas
drilling activity of a decade ago. Before the hurricane disruption took place,
domestic output was expanding at a phenomenal rate of 8% or 4 bcf/d. As a
result, US natural gas production is now on track to exceed 60 bcf/d next year,
the highest level in 35 years.

But when will they deliver?

Surely, the emergence of shale and tight gas will make it difficult to quickly cut
output on a large scale. Despite the recent raft of announcements by producers to
reduce capex and leasehold acquisitions, this does not imply a large and immediate
cut to drilling. Rigs will most likely decline in the Rockies and the Midcontinent, but
might be increased in more efficient places like Barnett Shale. Hence, the more
productive shale plays could compensate for some of the production cutbacks in
older fields. Moreover, gas producers tend to hedge a large part of their production,
making them less exposed to the current price weakness. All in, we currently
assume that 300-400 rigs will drop by June 08 and we expect more drilling
announcements from producers. The cutbacks to production will likely reduce
domestic production growth down to 1.3 bcf/d in 2009. As most of that output
curtailment will only affect production in the second half of next year, we are
revising down our nat gas forecast to $5.85/mmBTU for 1HO9.
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Chart 61: We believe global coal prices have further to fall as the

market is increasingly oversupplied

Energy Strategist

4. Global coal outlook

Global coal prices will continue to fall, in our view

Global coal markets have not been able to escape the cyclical sell-off in
commodity prices. Since the peak in early July, European API-2 coal prices have
fallen by 59% and currently stand at $93/mt, compared to $119/mt at the start of
the year. The sell-off in coal has almost mirrored that of WTI crude oil and other
energy commodities, with only US NYMEX coal prices holding up slightly better.
As global economic activity is deteriorating very rapidly, we believe European
API-2 and South African API-4 coal prices will fall again as we come out of the
seasonal inventory build of October-December (Chart 61). In our opinion, API-2
coal prices could break below $80/mt in the coming months. The main risks to
this view are a very cold winter and weather-related supply disruptions.

The super-cycle is over for dry bulk freight

While coal prices have fallen sharply in recent weeks, the impact of the credit
crisis on freight has been much more pronounced. Dry bulk freight prices have
now fallen 93% from their peak (Chart 62). More worryingly, the order book for
new ships coming on stream in the next few years is massive, with a scheduled
capacity increase of almost 50%. Even with the recent flurry of cancellations and
postponements, the freight market is poised to enter a prolonged period of
oversupply. Meanwhile, demand for dry bulk shipping is highly cyclical, and is
suffering as steel, zinc and aluminium mills scale down activity. As a final nail in
the coffin, older ships are not being taken out of circulation, due to a lack of letters
of credit for ship breakers. With continued weakness in freight markets, API-2
coal should continue to trade at a very slim premium to API-4 coal prices.

Chart 62: Dry bulk freight prices have fallen off a cliff the last 5
months, and we do not expect to see much near term strength
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A weak global economy should reduce coal consumption
According to our economists, global growth will expand by 1.8% next year, at a
rate consistent with the IMF definition of a global recession. While we still expect
modest GDP growth in East and South East Asia as well as Latin America, the
backdrop for growth in emerging markets has worsened considerably in recent
weeks. What impact will this have on global coal demand? During the past years,
the growth in global coal consumption was entirely generated by emerging
markets as OECD demand remained relatively steady (Chart 63). On our
estimates, demand in Asia-Pacific will still expand by 4.3% in 2009, relative to
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7.2% this year. Combined with a sharp contraction in the Atlantic Basin of 3.8%,
this should reduce global demand growth to 2.2% in 2009, compared to an
annual rate of 5.7% from 2002 to 2007 (Chart 64).

Chart 63: Coal consumption growth during the past years was entirely Chart 64: We forecast global coal demand growth at 2.2% in 2009, with
generated by emerging markets Asia Pacific leading the demand increase
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Steel & metals production is slowing rapidly...

Chart 65: A global construction downturn has A global construction downturn has brought down steel prices by more than 40%
contributed to bring down steel prices by more since mid June (Chart 65). Thus, the world’s biggest steel producers have
than 40% since mid June recently announced major output cuts (15% in Western Europe, 30-40% in

a0 lobal steel prces China). In China, steel production contracted at an annual rate of 16.4% in
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Source: Reuters, MerrilLynch Commodty Research Power generation in several Asian economies—such as Korea, India or Japan—
has slowed down markedly. In China, power production (most of which is coal)
has crashed down to -4% YoY growth in October, from 19% at the start of the
year. Relative to coal production, demand growth is now running considerably
lower. Underlining the weaker coal demand, Chinese coal exports rose 23% in
October relative to September. The dramatic weakening in global economic
activity, the steep falls in steel production, and the sharply lower power
generation in Asia certainly do not bode well for coal demand in 1H2009.

October. Given relatively abundant steel stocks, producers prefer to de-stock in
the face of waning demand. The reduction in steel production has a two-fold
impact. It reduces the amount of coal that is needed as an input fuel. Moreover,
as production of metals and steel declines, some of the lower quality metallurgical
coal can be converted and used in boilers as a substitute for thermal coal, further
increasing the abundance of coal available for power generation.

Supply bottlenecks are loosening up somewhat

Surely, we have not yet solved the supply bottlenecks in global port and rail
systems that supported a rally in coal prices in 2H08. However, supply disruptions
have lost their sting in the current environment of falling demand and rising
inventories. The average waiting time in the port of Newcastle is now below 8
days, which is a relief compared to 25 days in mid 2007 (Chart 66). The reduced
bottlenecks allowed Australia to increase coal exports by 10.4% YoY in October
(Chart 67). Similarly, exports out of Richards’ Bay, South Africa, rose to the
highest level seen in six months. True, South African exports are still crippled by
a major power crisis that will not be solved in the near term, but lower economic
growth next year should free up some of these constraints.
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Chart 66: The average waiting time for coal vessels in the port of
Newcastle is back below 8 days
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Chart 67: The reduced bottlenecks supported 10.4% YoY growth in
Australian exports in October
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Regional US tightness should dissipate in the near-term

We also see further weakness in US coal prices, despite rather tight US Eastern
coal markets. A broad-based boom in the export of coal to Atlantic markets in
1H2008 has drawn US coal inventories down from record levels (Chart 68). High
quality coal is particularly scarce in the Eastern part of the US, with inventory
levels down by about -20% YoY. However, the US coal market is increasingly
connected with global coal fundamentals due to the low freight prices. A higher
availability of coal in global coal markets will therefore alleviate the regional US
coal tightness. In particular, Chinese coal with high Btu and low sulphur content is
already heading to Korea and Japan, taking away market share from lower quality
US petcoke. Furthermore, European and Latin American coal demand will suffer
with the global steel and metals industries scaling down. Accordingly, US coal
exports are starting to drop from the high levels of 1H2008 (Chart 69), and that
trend should continue to pull down US coal prices.

Chart 68: US coal inventory levels are coming down, and particularly
Eastern coal markets look tight...
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Chart 69: ... but a reduction in US coal exports could transfer global
coal weakness to the Eastern US

US coal exports

7
mn mt

6

5

4

3

2

1

0

2002 2003 2004 2005 2006 2007 2008
M Brazil and Chile m Canada and Mexico
H Egypt and Morocco W Western Europe

W Japan, India and South Korea

Source: US Census Bureau, Merrill Lynch Commodity Research

Stocks are rising in consuming and producing countries
Weak global demand for coal has helped to replenish global inventory levels in
the world’s largest coal exporting facility, Richard’s Bay Coal Terminal in South
Africa (Chart 70). Also the world’s largest consumer of coal, China, is seeing
increasing coal inventory levels. Chinese port stocks are near full capacity, while
stocks at domestic power plants are up 40% from the beginning of 2008, covering
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a comfortable 20 days of production. This is in stark contrast to just a few months
ago, when low hydro levels drew stocks down to critical levels in the 10 day
range. Also, high inventories at Indian ports have kept Indian consumers away
from global coal markets in the otherwise demand-heavy post monsoon season.
Finally, Western European inventory levels are increasing, reducing the demand
for foreign coal (Chart 71).

Chart 70: Tepid demand for South African coal from Europe and India
has helped to push inventories back to normal levels in 2H2008

Coal stocks at Richard's bay terminal

Chart 71: With comfortable inventory levels in Europe, demand for US
coal is falling rapidly
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Expect a more pronounced contango structure

Coal time spreads narrowed tremendously in the second half of 2008 (Chart 72).
More importantly during the last two months, the forward curves in European API-
2 and South African API-4 coal rotated into contango, providing compensation to

inventory holders for storing coal (Chart 73). We believe the contango is here to
stay. As global coal supply outstrips demand over the coming 12 months, we
even see the contango in API-2 and API-4 increasing further in order to give
market participants an incentive to store the excess supply. Consequently we
would suggest a short position in our rolling European and South African MLCX
coal indices (MLCXEUCE and MLCXSACE).

Chart 72: Coal time spreads have narrowed, and now provide
significant compensation for inventory holders to store coal
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Chart 73: API-2 and API-4 flipped into contango in the last month, and
we believe the contango will increase going forward
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ML Global oil supply and demand balance

Table 3: Merrill Lynch Global Oil Supply Forecast (in thousand b/d)

1Q2007 2Q2007 3Q2007 4Q2007E 2007E 1Q2008E 2Q2008E 3Q2008E 4Q2008E 2008E 1Q2009E 2Q2009E 3Q2009E 4Q2009E 2009E

OECD North America 14,302 14362 14,132 14126 14,231 14,195 14,064 13637 14,187 14,021 14,283 13973 13853 13,913 14,006
Canada 3,351 3,261 3,363 3,287 3,316 3,264 3,112 3,243 3,333 3,238 3,443 3,193 3,293 3,393 3,331
Mexico 3,569 3,582 3,439 3,321 3,478 3,278 3,172 3,122 3,082 3,164 2,992 2,882 2,762 2,662 2,825
United States 7,382 7,519 7,330 7,518 7,437 7,653 7,780 7,272 7,772 7,619 7,848 7,898 7,798 7,858 7,851

OECD Pacific 586 626 643 647 626 605 665 693 743 677 703 753 813 868 784
Australia 530 564 552 542 547 496 561 593 633 571 574 614 664 669 631

OECD Europe 5,229 4,893 4,695 4,996 4,953 4,895 4,760 4,447 4,577 4,670 4,557 4,201 4,051 4,251 4,265
Norway 2,725 2,458 2,475 2,577 2,559 2,522 2,408 2,381 2,401 2,428 2,381 2,175 2,125 2,175 2,214
United Kingdom 1,762 1,702 1,485 1,698 1,662 1,641 1,639 1,353 1,443 1,519 1,423 1,273 1,173 1,323 1,298

Non-OECD Europe 138 135 132 129 134 127 124 121 117 122 125 123 121 117 122

Former Soviet Union 12,774 12,726 12,755 12,819 12,769 12,827 12,871 12,605 12,755 12,765 12,915 12,995 12,895 12,895 12,925
Russia 10,084 10,039 10,105 10,083 10,078 9,999 9,958 10,018 10,064 10,010 9,974 9,924 9,864 9,784 9,887
Azerbaijan 860 882 816 913 868 963 1,032 819 839 913 1,039 1,189 1,249 1,309 1,197
Kazakhstan 1,396 1,383 1,390 1,369 1,385 1,418 1,433 1,322 1,472 1,411 1,522 1,502 1,402 1,422 1,462

Non-OPEC Africa (ex Angola) 2,557 2,535 2,524 2,600 2,554 2,602 2,617 2,652 2,682 2,638 2,689 2,689 2,686 2,683 2,687
Egypt 666 670 674 672 671 677 683 691 688 685 693 691 693 691 692
Sudan 451 453 462 506 468 519 520 524 544 527 546 548 543 543 545

Non-OPEC Asia 6,430 6,424 6,320 6,388 6,391 6,438 6,430 6,428 6,494 6,448 6,521 6,537 6,517 6,537 6,528
India 818 812 809 811 813 811 816 815 821 816 828 829 834 844 834
Malaysia 731 717 742 779 742 772 743 769 799 771 809 814 804 829 814
China 3,744 3,785 3,703 3,684 3,729 3,762 3,816 3,789 3,819 3,797 3,829 3,839 3,827 3,822 3,829

Non-OPEC Latin America* 3,867 3,859 3,835 3,859 3,855 3,947 3,959 4,050 4,155 4,028 4,225 4,276 4311 4,301 4,278
Argentina 762 759 730 744 749 752 705 752 744 738 732 730 737 747 737
Brazil 2,151 2,141 2,148 2,132 2,143 2,214 2,262 2,277 2,377 2,283 2,427 2,477 2,497 2,517 2,480
Colombia 523 527 532 558 535 565 579 596 609 587 583 587 595 608 594

Non-OPEC Middle East 1,744 1,676 1,649 1,631 1,642 1,642 1,630 1,614 1,604 1,622 1,584 1,562 1,558 1,553 1,564
Oman 706 698 701 697 701 730 719 720 721 723 722 730 734 740 732

Processing Gains 2,102 2,175 2,185 2,211 2,168 2,219 2,216 2,252 2,286 2,243 2,260 2,260 2,260 2,260 2,286

Other Bioefuels, ex-US and Brazil 306 325 325 344 325 387 455 455 523 455 520 530 550 560 577

Non-OPEC** (incl. processing gains) 50,035 49,736 49,195 49,750 49,679 49,884 49,791 48954 50,123 49,688 50,382 49,900 49,616 49,939 49,959

OPEC-10 crude 26,889 26,575 26,895 27,342 26,925 27,667 27467 27,317 26,117 27,142 25367 24,967 24,967 24,967 25,067

OPEC-10 crude plus Angola, Irak, Ecuador 30,860 30,723 31,178 31926 31,172 32,383 32,225 32,225 31,195 32,007 30525 30,145 30,185 30,185 30,260

Total OPEC NGLs + Non-conventional 4,722 4,746 4,780 4,838 4,772 4,892 4,909 5,100 5,220 5,030 5,420 5,550 5,780 5,900 5,663

Total OPEC 35582 35469 35958 36,764 35943 37275 37,134 37,325 36415 37,037 35945 35695 35965 36,085 35923

Total World Supply 85,617 85205 85153 86514 85589 87,159 86,925 86,279 86538 86,725 86,327 85595 85581 86,024 85881

Source: Merrill Lynch Commodity Research
*Non-OPEC Latin America excludes Mexico (OECD North America) and Ecuador (now OPEC)
**Non-OPEC excludes Angola and Ecuador
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Table 4: Merrill Global Oi IDemand and Oil Price Forecast (in thousand b/d)

1Q2007 2Q2007 3Q2007 4Q2007E 2007E  1Q2008 2Q2008E 3Q2008E 4Q2008E 2008E 1Q2009E 2Q2009E 3Q2009E 4Q2009E 2009E

TOTAL OECD Demand 49,817 48,225 48838 49,831 49,178 48904 47,227 46,984 48,282 47849 47672 45807 45874 47,500 46,713
OECD North America Demand 25,676 25,402 25,542 25,492 25,528 24,836 24,526 24,125 24,192 24,420 23,582 23,580 23,525 23,792 23,620
OECD Europe Demand 15,228 14,951 15,409 15,624 15,303 15,199 14,881 15,346 15,474 15,225 15,050 14,518 15,061 15,242 14,968
OECD Pacific Demand 8,914 7872 7,886 8,716 8,347 8,869 7,820 7,513 8,616 8,205 9,040 7,710 7,288 8,466 8,126
OECD Stock Changes

Industry -856 789 57 920 - 261 148 686 381 41 314 21 247 254 - 221 75
Government 97 17 149 40 76 30 30 30 30 30 30 30 30 30 30
OECD Stocks (mn bbl)

Industry 2,603 2,675 2,669 2,585 2,585 2,564 2,599 2,633 2,637 2,637 2,638 2,661 2,683 2,664 2,664
Government 1,507 1,509 1,523 1,526 1,526 1,530 1,529 1,532 1,535 1,535 1,538 1,540 1,543 1,546 1,546
Total Stocks 4,110 4,183 4,192 4111 4,111 4,095 4,128 4,165 4,171 4171 4,176 4,201 4,226 4,209 4,209
TOTAL NON-OECD Demand 36399 36908 36910 37,315 36883 37,958 38554 38533 38174 38305 38620 39,377 39,199 38966 39,040
China 7,329 7,726 7,519 7,591 7,541 7,850 7,951 8,058 7,941 7,950 8,029 8,264 8,193 8,196 8,170
Other Asia 9,237 9,337 9,063 9,405 9,261 9,653 9,726 9,160 9,309 9,462 9,592 9,685 9,171 9,479 9,482
Middle East 6,403 6,504 6,726 6,438 6,518 6,714 6,959 7,279 6,788 6,935 7,003 7,207 7478 6,925 7,153
Latin America 5414 5,588 5,733 5,726 5,615 5,663 5,881 5,960 5,906 5,853 5778 6,000 6,070 6,008 5,964
FSU 4,115 3,927 4,184 4,282 4,127 4,114 4,128 4,363 4,342 4,237 4,203 4,256 4,504 4,418 4,345
Africa 3,004 3,077 2,988 3121 3,070 3144 3,147 3,003 3,137 3,108 3,196 3,201 3,072 3,190 3,165
Non-OECD Europe 807 748 697 751 751 819 762 710 752 761 820 763 711 750 761
TOTAL Demand 86,216 85133 85748 87,146 86,061 86862 85781 85517 86456 86,154 86,292 85184 85073 86466 85754
WTI crude oil price forecast ($/bbl) 58.16 65.02 75.38 90.58 72.29 97.80 12379 11822 60.00 99.95 43.00 45.00 51.00 61.00 50.00
Brent crude oil price forecast ($/bbl) 58.57 68.46 74.78 88.59 72.60 96.48 122.79 117.16 60.00 99.11 43.00 45.00 51.00 61.00 50.00

Source: Merrill Lynch Commodity Research, International Energy Agency
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ML Atlantic Basin petroleum products supply and demand balance

Table 5: US and OECD Europe Refined Product Forecasts

us

Distillate

Demand

Supply

Stock

Stock change

USGC No. 2 HO Cracks ($/bbl)

Gasoline

Demand

Supply

Stock

Stock change

US RBOB Cracks ($/bbl)

Residual fuel

Demand

Supply

Stock

Stock change

USGC 1% Residual Cracks ($/bbl)

OECD Europe

Gasoil/Diesel

Demand

Supply

Stock

Stock change

NWE 0.2% Gasoil Cracks ($/bbl)

Gasoline

Demand

Supply

Stock

Stock change

NWE Prem. Gasoline Cracks ($/bbl)

Residual fuel

Demand

Supply

Stock

Stock change

NWE 1% Residual Cracks ($/bbl)

208,722
- 130 -

10.64

5.54

Q1-06

4,287
4,117
120,544
171
8.85

8,935
8,804

8.33

845
884
40,847
38

1552 -

Q1-06

6,533

6,397
351,508
178

2,436
2,527
170,225

2,066
1,005
117,795
61

1476 -

28 -

Q206 Q306  Q4-06
4052 4084 4254
4153 4294 4,192
129912 149,308 143,651
102 210
1176 895 9.71
9313 9469 9283
9255 9,485 9,236
213,292 214,127 211,806
58 16
2481 1433 524
629 658 623
649 666 612
42,726 43430 42,397
20 8
2043 - 2414 - 1943 -
Q206 Q306  Q4-06
5904 6,183 6434
6130 6338 6519
366,704 375633 379,930
169 94 46
1290 1208 1224
2609 2,661 2558
2550 2814 2721
155451 159,136 167,290
163 41 89
1628 1159  7.50
1,373 714 813
743 638 776
123,263 122,504 125381
67 9 31 -
2214 - 2383 - 2086 -

Source: Reuters, Bloomberg, IEA, US DOE, Merrill Lynch Commodity Research.
Note: All data are quarterly averages, stocks are end-of-period. Flows in ‘000 bbl/day; Stocks in ‘000 bbl.
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Chart 74: US distillate demand
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Chart 76: US distillate stocks
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Chart 75: US distillate supply
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Chart 77: US distillate crack spread
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Chart 78: US gasoline demand

Chart 79: US gasoline supply
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Chart 80: US gasoline stocks
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Chart 81: US RBOB gasoline crack spread

$/bbl
40
35
30
25
20

15 | ML F'cast
10 | X

57 -

0 [0,
5 " F{)rw. \\/

04 05 06 07 08 09

Source: Merrill Lynch Commodity Research



@g Merrill Lynch
26 November 2008

Chart 82: US residual demand

Energy Strategist

US Products Forecasts

Chart 83: US residual supply
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Chart 84: US residual stocks
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Chart 85: US residual crack spread
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Chart 86: Europe distillate demand

Energy Strategist

OECD Europe Products Forecasts

Chart 87: Europe distillate supply
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Chart 88: Europe distillate stocks
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Chart 89: Europe distillate crack spread
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OECD Europe Products Forecasts

Chart 90: Europe gasoline demand Chart 91: Europe gasoline supply
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Chart 94: Europe residual demand Chart 95: Europe residual supply
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Chart 96: Europe residual stocks Chart 97: Europe residual crack spread
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Merrill Lynch Refined Product Model:

Prices
Gasoline:

m  US Gulf Coast RBOB gasoline spot price

= NWE unleaded premium 98 octane gasoline FOB

Distillates:
m  US Gulf Coast No.2 heating oil spot price

= NWE 0.2% sulphur gasoil FOB

Residual Fuel Oil:
m  US Gulf Coast residual fuel oil 1.0 % sulfur LP spot price

= NWE 1% sulphur residual fuel oil FOB

Crude Benchmark:
m  US WTI cushing crude oil spot price

= Brent Dated

Flows:

Supply = domestic production + net imports (+adjustments for US gasoline), in
thousand barrels per day

Demand = product supplied, in thousand barrels per day

Stocks:
Total inventories, in thousand barrels

Underlying fundamental data:
m  US Department of Energy, EIA

= OECD Europe: International Department of Energy (IEA).
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ML US natural gas supply and demand balance

Table 6: US natural gas supply and demand balance

bcf/d

Total Supply
Dry Prod
Total Imports
Pipeline Imp
LNG Imp
Total Exports
Pipeline Exp
LNG Exp

Net Imports

Total Cons
Plant
Pipe
Delivered
Residential
Commercial
Industrial
Vehicle
Electricity

Stocks (bcf)

Nat gas Forecast
Nat gas Forward

Source: EIA, |EA, various company sources, Merrill Lynch Commodity Research

Q106
59.24
49.84
11.44
10.20
1.24
2.04
1.86
0.19
9.40

71.56
3.06
1.95

66.55

22.76

12.72

19.08
0.07

11.92

1,692

7.88

Q206
60.05
50.62
11.33
9.27
2.06
1.90
172
0.18
9.42

52.22
3.06
1.40

47.76
7.71
573

17.10
0.07

17.15

2,617

6.67

Q306
60.82
51.00
11.62
9.99
1.62
181
1.64
0.16
9.81

53.87
3.08
145

49.34
3.80
415

16.91
0.07

24.41

3,323

6.14

Q406
60.29
50.99
11.48
10.02
1.46
2.18
2.05
0.14
9.30

59.95
311
1.62

55.22

13.88
8.60

18.14
0.07

14.53

3,070

7.26

2006
60.10
50.61
11.47
9.87
1.60
1.98
1.82
0.17
9.48

59.40
3.08
1.60

54.72

12.04
7.80

17.81
0.07

17.01

0.70

6.99

Q107
62.17
51.46
12.96
10.92
2.03
2.25
2.08
0.16
10.71

79.55
3.12
215

74.28

25.98

14.11

19.80
0.07

14.32

1,603

7.18

Q207
63.03
52.28
1262
9.54
3.07
1.87
1.76
0.11
10.75

53.86
3.17
1.45

49.24
8.39
6.19

17.07
0.07

17.51

2,580

7.65

Q307
64.01
53.07
13.09
10.63
2.46
2.15
2.02
0.13
10.95

56.31
3.22
152

51.57
3.77
410

17.06
0.07

26.57

3,316

6.24

Q407
63.44
54.41
11.77
10.91
0.86
2.74
2.61
0.12
9.03

63.58
3.30
1.72

58.57

14.08
8.76

18.87
0.07

16.80

2,879

7.39

2007
63.16
52.80
12.61
10.50
211
2.25
2.12
0.13
10.36

63.32
3.20
171

58.41

13.05
8.29

18.20
0.07

18.80

(0.16)

7.12

Q108
64.22
55.83
11.95
11.12
0.83
3.56
3.46
0.10
8.39

82.11
3.38
222

76.51

25.94

14.35

20.53
0.08

15.61

1,247

8.75

Q208E Q308E Q408E 2008E QI09E Q209E Q309E Q409E  2009E

63.83
56.36
9.83
8.76
1.07
2.36
221
0.15
147

55.06
341
1.52

50.13
8.54
6.27

17.63
0.08

17.61

2,118

11.48

63.28
54.85
10.44
9.33
111
2.02
1.83
0.19
8.43

54.82
3.24
153

50.04
3.87
4.12

16.50
0.08

25.48

3,154

8.95

65.71
57.51
11.00
10.30
0.70
2.80
2.69
0.10
8.20

61.48
3.33
173

56.43

14,01
8.68

18.47
0.09

15.20

3,534

6.75
6.65

64.26
56.14
10.81
9.88
0.93
2.68
2.55
0.13
8.12

63.37
3.34
1.75

58.28

13.09
8.35

18.28
0.08

18.47

0.89

8.98
8.96

64.59
56.63
11.43
10.40
1.03
3.46
331
0.15
7.97

79.94
3.46
2.27

74.22

25.34

13.65

20.13
0.09

15.01

1,852

6.20
6.51

64.63
57.56
9.34
7.98
137
2.28
211
0.17
7.06

53.29
3.49
155

48.25
773
5.89

17.13
0.09

1741

2,723

5.50
6.65

63.67
56.05
9.68
8.32
1.36
2.07
1.88
0.19
7.62

57.11
3.32
1.57

52.22
4,04
4.28

17.03
0.09

26.79

3,413

5.70
6.94

66.01
59.01
9.88
8.98
0.90
2.88
2.77
0.10
7.00

64.87
340
177

59.70

14.67
9.28

18.87
0.10

16.80

3,516

6.60
1.72

64.72
57.31
10.08
8.92
1.17
2.67
2.52
0.15
741

63.80
342
1.79

58.60

12.94
8.27

18.29
0.09

19.00

0.92

6.00
6.95
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Petroleum - US

Chart 98: US crude oil stocks
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Chart 100: US gasoline stocks
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Chart 102: US distillate oil stocks
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Chart 99: WTI crude oil price

$/bbl
160 -

140 4
120 4
100 -
80
60 -

40 T T T T T T
Jan-05 Aug-05 Mar-06 Oct-06 May-07 Dec-07 Jul-08

Source: NYMEX, Bloomberg

Chart 101: US RBOB cracks
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Chart 103: US distillate oil cracks
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Petroleum - US & Europe

Chart 104: WTI implied volatility
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Chart 106: European crude oil stocks
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Chart 108: European distillate stocks
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Chart 105: WTI Term Structure
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Chart 107: WTI - Brent crude spread
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Chart 109: IPE gasoil cracks
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Chart 110: Japanese crude oil stocks

Chart 111: South Korean crude oil stocks
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Chart 112: China crude oil imports
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Chart 113: Brent - Dubai crude oil spread (1-month contract)
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Chart 114: Singapore light & mid distillate stocks
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Chart 115: Singapore residual stocks
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Gas & Power - US

Chart 116: US natural gas stocks
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Chart 118: US natural gas implied volatility

% v olatility
140 -

120
100 -
80 -
60 -

40

20 T T T T T T
Jan-00 May-01 Sep-02 Jan-04 May-05 Sep-06 Jan-08

Source: NYMEX, Bloomberg

Chart 120: US NYMEX forward coal prices
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Chart 117: US natural gas price
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Chart 119: US natural gas term structure
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Chart 121: US spot PJM power prices
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Gas & Power - Europe

Chart 122: UK Interconnector gas flows Chart 123: UK gross gas production
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Chart 124: UK National Balancing Point (NBP ) day ahead Chart 125: Germany and France CAL09 Baseload
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Chart 126: TFS API2 coal in Rotterdam Chart 127: European CO2 Emissions Price 2008
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