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1. The Existence of Asian Premium
and Its Impact



Fig. 1 Movementsof AL Formula Prices
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Asian Premium Fixed in Long Period | 'EE

e Average premium 0.94%/B at long-term from 1991 to
2002
# Continuation of premium morethan 10years
# Premium reduced only in pricing rising stage of 1996

 Recent clear signsfor intentions of oil producing
countriesto keep premium
# Expanding to annual average 1.5%/B in 1997 and 1988
# Keeping about 1%/B in pricerising stage from 1999 to 2000
# Expanding again from 2001 to 2002
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Fig. 4 Income Transfer dueto Asian
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Fig. 5 Asian Premium of LNG
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Fig. 6 Upsand Downslike Emergency Time
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Asia Premium Having Largeinfluencesto | |EE

| nter national Competitiveness in Economy

* Additional incometransfer of 5to 10 billions$ from Asian
consuming countriesto oil producing countries

 Worseningrefinery margin since 1999—r ecently expanded to
minus value of about 1S5/B
# reducing refinery margin due to demand slowdown and surplusrefining
capacity since 1997
# minusrefinery margin dueto higher crudeoil price since 1999
# lowering refinery operation in Singapore, Korea and so on

 AsiaPremium isnot limited to oil but exposed on whole energies
#Price of other energiessuch asLNG israised through crudeail price
#LNG hasan original problem for Asian premium
#L PG contract price showing ups and downs like emer gency time — one-way
force by producing countries
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2. Dubai Production Decrease and
Necessity of Marker Crude Change



Pricing For mula of Crude Ol |EE

and Its Components ~

P (selling crude) — P(marker crude) + (aadjustment factor )

e Marker crudepriceisdetermined in the spot or
future mar ket

e Adjustment factor isoriginally determined by oll
producing country watching competitive conditions

In the market

* Necessary to examinetherelation between both
terms

 Necessary to consider thedifferencein referring
timing of marker crude oil price
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Fig. 8 Difference between Marker Pricesand
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Production Decreasein Dubai, Marker |EE

Crudefor Asia and thePoints at | ssue ke

e Production decreaseto 150,000 B/D in 2002 from
420,000 B/D in 1987

# Steadily decreased Entering 1990s and acceler ated
since 1995

#Crude destination was limited to Asia sincel991
# Rapid decrease in spot trading, Special buyer s by bidding

e Dubai priceformation completely losing reliability
#Low liquidity and transparency in spot price formation
# Assessment of Dubal price using Brent price and spread
between Brent and Dubai
# Quotation price by Platt’s considering spot and future
# problem of intentional price manipulation using defects
of physical trading



Adjustment Factor Set by Middle East Oil
Producing Countriesand Its Components
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A (adjustment factor) — Q ( quality difference with marker crude)

+ T ( transport cost to consuming area)

e OIil producing countries determines adjustment
factorsintentionally or considers competitive
conditions of crude oil in the market?

e Two factorsin the case of judging market
competitive conditions

# quality difference between selling and marker crudein
the concerned mar ket

# Transport cost from ME oil producer to the concerned
market (consuming ar ea)




Fig. 9 Adjustment Factor for Europeand | IEe
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Fig. 11 Adjustment Factor for Asiaand Its | g
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Viewpointson Crude Oil PriceLevel in |EE
ASla JAPAN

Situations which

One-way forced price by producer = consumersshould avoid

with first priority

Competitive level with alternative crudesin Asia
Competition between ME and African, North Sea crudes

Situations which

Price set up by producersthrough
PLY P J — consumer s should effort

considering competitive conditionsin the

mar ket to reduce premium
l L evel where FOB priceat delivery pointin ME
producer are consistent among consuming ar eas

Crudeail pricelevel which isnot a handicap for Asiain
Inter national competitions of economy isrequired — I ssues
which M E producer s should also consider
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3. Change of Pricing for Asia and
Reduction of Premium
(Short-term Measures)



Short-term Measuresfor Reducing Asian | IEe

Premium ik

1. Procurement Expansion of Alternative Crude
Oil from Areas besides Middle East

2. Changesin Pricing for Asia such as Changes
In Marker Crude
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Procurement of African and North Sea |EE

Crudesand Its Problems ke

Procurement Expansion of African and North Sea Crudesin
1990

#In Korea and Taiwan, expanded due to the strengthening of sulfur
regulationsin diesel oil and residual oil -- Desired postpone for full-scale

Introduction of desulfurization
# In China, expanded dueto refinery limitation with pursuing crude similar
to domestic one

#1n ASEAN and India, expanded dueto insufficient clacking with pursuing
lighter crudes
# These crude oilsis needed even if priceishigher than ME crudeoils

e Problemsfor procurement of African and North Sea Crude
# Not work effective because of limited amount possibleto procure
# Necessary measures to compensate higher cost of long distance transport

# Necessary ship allocation due to the small size of each oil field

Not be effective measuresin short-term, considering these points



Tablel Alternative Candidates of Marker
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Crudesfor Asia
Alter native Srong/Weak Points
Candidates
| dealistic crude
Daging ® Although China is a large consumer market, the oil market is under administrative
crude control and is not free,
® Spot exports are limited and the market is localized, ruling out dealings with U.S. and
European traders.
® Greatly differ in properties from Middle Eastern crude oil.
Arabian ® Large in production scale, allowing trading on a global scale. Can represent M.E. crude
light for Asian market.
® Saudi Arabia bans spot trading to keep prices from falling. Destinations for exports are
restricted.
® Saudi Arabia monopolizes sellers’ market.
Priceindex | @ It is necessary to expand oil products trading in East Asia and streamline spot trading
for M.E. market.
crude ® |t is necessary to streamline products futures trading market and to post price index for
M.E. crude.
® Streamlining of various aspects is necessary, making its immediate realization difficult.
Realistic crude
Oman @ Spot trading to some extent already exists. Larger in production scale than Dubai crude.
® Shdl holds 40 percent concession interests, leading to apprehension of price
manipulation by Shell.
| PE Brent ® Large-scale trading in international market. High liquidity of market and high
transparency of prices.
® Having marker crude in common, the verification of price differentials for European
market becomes easy.
® Price fluctuations reflecting supply and demand in U.S./European markets constitute
new risks. None of actual trading in Asian market.,




Proposal (1) for Pricing Change
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for the Sake of Reducing Premium

e Pricing Based on Brent Crude Price (Marker)
P(Selling crude) — P(I PE Brent) T A (Adjustment Factor)

a(Adj ustment Factor) — Q (Quality difference between selling crude
and Brent by Singapor e Assessment)

+ T (Transport cost from Middle East to Northeast Asia)

« TheMain Pointsfor Pricing Proposal

# To adopt | PE Brent Price as a global common standard

# To assess quality difference between selling and Brent crudes at
the Singapore market

# To consider transport cost from Middle East to Northeast Asia




Fig. 13 Assessment of Quality Difference
at the Singapore M arket
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Fig. 15 Improvement of Refinery Marginin | |gg
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Problemsin Pricing Proposal (1) oo

* Priceformation not reflecting oil supply-demand in
Asia

# Brent priceisformed with reflecting oil supply-demand in Europe
# Easy to be influenced by special problemsin US oil supply-demand
# Not always consistent with oil supply-demand environmentsin Asia

* Problems of price manipulation dueto production
decrease in Brent

# The existence of price manipulation such as notorious squeeze
# Twin market relation between physical spot / forward and | PE future



Proposal (2) for Pricing Change IEE

for the Sake of Reducing Premium W

* Pricing Based on the Aver age of Formula Prices
for Europeand US

P(Selling crudefor Asia) — (P(Formula price of selling crude for Europe)

+ P (Formula price of selling crude for US))/2

« TheMain Pointsfor Pricing Proposal

# To adopt the aver age of formula pricesfor Europe and US

# To calculate monthly average fitting with delivery timing from
middle east oil producing countries

# To minimize time lag between delivery for Asia and price settlement
for Europe and US



Fig. 16 Proposal (2) : Pricing Based on the
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Fig. 17 Improvement of Refinery Marginin | g
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Problemsin Pricing Proposal (2)
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e Priceformation not reflecting oil supply-demand

In Asla

# Brent priceisformed with reflecting oil supply-demand in Europe
#WTI priceisformed with reflecting oil supply-demand in US
Easy to be influenced by US special problems such as pipeline

# Not always consistent with oil supply-demand environmentsin Asia

« Complicated priceformation not based on marker

# Monthly average of formula pricesisrequired by type of crude

# Apprehension to Complicated method not based on common mar ker

# Difficult to check suitability of price setting
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4. Importance of Oil Product
Market Preparation in Asia
and Unity among Consuming
Countries
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Fig. 20 Refinery Operation in Main Asian
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Fig. 21 Product Price Difference between US
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Table2 Characteristics of Asan Market and
Differences from European/U.S. Markets

|EE

JAPAN

Asian Oil Market

European/U.S. M arkets

Crude |+ Futurestrading market remains + Futurestrading market is fully

underdeveloped. mature.

+ Price transparency is low. + Price transparency is high.

+ Middle Eastern crudeis + Use of Middle Eastern crudeis
predominantly used. I mports of [imited.
West African crude are increasing. A variety of competitive crude exist.

+ No locally produced crudeisused as | + Locally produced crude is adopted as
a marker crude. a marker crude.

Products | + Regulations are in force and + Free market in which keen

necessity for risk management is
small.

+ Singapore isthe only international
market.

+ Trading is done primarily in
large-scale cargoes.

+ Product price is formed by adding
cost to crude oil price.

competition is carried on.

+ Spot product trading market is
developed in acountry and in a
region.

+ A variety of trading in cargoes,
barges, etc.

+ Product price is formed by spot and
futurestrading. Crude oll prices
and product prices mutually
influence each other.




Characteristics in Product Price Formation
IN Asia
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e Trend of higher product price structure until 1996

# First, crude prices on a global basissuch asBrent and WTI are
determined by Europe/US oil supply-demand balance

# Second, crude pricesfor Asia are determined from the global prices

# Finally, Asia product pricesaredetermined by adding cost to the crude

pricesfor Asia

e Product prices softened since 1997 and Some Gaps

with Crude

# Declinein oil demand and surplusrefining capacity dueto economic

crisesin 1997

# Product pricesin Singapor e softened and refinery margin wor sened

# Residual oil prices soaring dueto thelowering of operation in Singapore
# even though, price formation different from Europe/US still continues




|mportance of Oil Market Preparation in
Asia

e OIl market not prepared in Northeast Asia, large

consuming area

|EE

JAPAN

# Large consuming area with oil demand of 12 millions B/D which isa

similar sizeto Europe/US
# Oil market isnot prepared in the center of large consuming area

# Singapore market isajust intermediate position for northeast Asia
# Necessary to send infor mation signalsreflecting ener gy competitive

relationsin large consuming area

e Required conditionsfor preparation of oil product

market in Asa

# Streamlining and expansion of oil product tradeswithin Asian region
# Deregulation and privatization of oil industriesin Asian Consuming Countries

# Unification for quality standard of oil productsin Asia




Responses of Consuming Countriesto
Asian Premium

e Responses of Asian consuming countries

|EE

JAPAN

# Formation of common consensus on Asian premium of crude oil
# Voices of claim from Japan, Korea, China and so on in inter national
conferencein recent 2-3 years

The8th International Energy Forum (I EF Osaka)
Dialogue between Producer and Consumer

# Korea, China and the Philippinestook up thisissuein ASEAN+3
meeting

#In |EF itsdlf, India and Japan called attention to the importance of
this problem

# The parties concer ned will examinethis problem until next |EF (2
years |ater)



Unity among Consuming Countries and |EE

Negotiations with Oil Producing Countries —

e Unity among Asian consuming countries

# Important to make a common perception among Asian consuming
countries and to unitein various stages such as policy, gover nment
and private sector

# Deliberation on response measur es through ASEAN+3 meeting

# Necessary to intensify negotiation power through unity among consuming
countries

e Negotiation with oil producing countries

# Important to have opinion exchanges with oil producing countries
through dialogues between producers and consumerssuch as|EF

# Important to have an energy dialogue between East-West Asian
countries whose interdependent relationswill betight in the long-
term
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S. Spot Trading of Middle East
Crude and Elimination
of Asian Premium
(Middle- or Long-term Measures)



Proposal (3) for Pricing Change IEE

for the Sake of Reducing Premium

Pricing Based on Spot Price of ME Crudethrough
Realization of Spot Trading

P (Selling crude) — P(AL spot price) X A (adjustment factor)

The Main Points for Pricing Proposal

# ME crudesin main stream will bea price marker by the realization of
spot trading

# Marginal markersin Europe/USisreflecting special conditionsin
consuming area

#Marker of ME crudeswill reflect global oil supply-demand

# Premium will be removed because the same marker will be used for
each consuming area



Fig. 22 Proposal (3) : Pricing Based on AL | |EE
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Fig. 23 Improvement of Refinery Marginin | |gg
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Problemsin Pricing Proposal (3) IEE

JAPAN

 Negative attitude of oil producing countriesto
spot trading

# Not hopeto repeat price collapse of crude oil in 1986
# Spiral price dropsdueto the guarantee of refining margin in
netback selling

# Restriction of destination change and I nhibition of spot trading
# Can not expect change of thisattitudein the short-term

e Changesin ail supply-demand environment after
15 year s passed

# Reduction of surpluscrude oil production capacities from 1986

# Small possibility of one-way price drop even if starting spot trading
of ME crudes

# Difficult to make a price stabilization using marginal crudes
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6. Global Links of Oi1l Market and
Stabilization of Crude Oil Price
(Conclusion)



Fig. 24 Global Linksof Oil Markets |EE
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Fig. 25 Violent Fluctuationsin Crude Oill |EE
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Table3 Too High OPEC Price Band |EE

JAPAN

Crudeail price
level (range), $/bbl

Oil-producing & oil-consuming countries’ responses

® Lowest levd, below which neither OPEC nor non-OPEC want to see ail

$7-13 prices fall.
(aver age $10) ® At lower prices, OPEC and non-OPEC strengthen unity to defend price
level desperately.
® Oil-producing countries' response to crash in oil pricesin 1986 and 1998.
® Concerted action by OPEC and non-OPEC to maintain crude oil prices.
$12-18 ® Alert zonefor oil-producing countries (non-OPEC’s response in 2001).
(aver age $15) ® Price level at which non-OPEC is encouraged to begin development of new
oil reserves.
® Pricelevel at which non-OPEC assumes profit-taking positions.
$17-23 ® Russia's move in recent months, non-OPEC’s behavior in the past.
(aver age $20) ® Price level at which non-oil alternative energy sources’ entry into energy
market begins.
® Pricelevel that OPEC wants to maintain.
$22-28 ® To maintain the price level, production cuts by OPEC aloneis necessary.
(aver age $25) ® Development of crude oil and non-oil alternative energy sources become
activated.
® Price level at which all oil-consuming countries become united in criticizing
$27-33 high oil prices.
(aver age $30) ® Animated discussions about releasing oil stockpiles for emergency use.

® Oil-consuming countries response in 2000 to crude oil prices which
remained at high levels




Spot Trading of Middle East Crudes and |EE

Stabilization of Crude Oil Price e

e Factorsaffecting violent fluctuations of crude prices

# Too high OPEC price band and production controls

# Weakened supply cushions such asinsufficient refining capacities and
low level of oil inventory

# Overshooting reactionsin future market and bottlenecksin spot market

# Reflection of marginal supply-demand by marginal price marker

 Formation of marker price by spot trading of ME crudes

# ME crudes are the mainstream reflecting global supply-demand balance

# Without direct interventions, spot trading is consistent with production
controls

# Stabilization of crude pricesis serious subject also for oil producers

Some room to suggest the adoption of spot trading to oil
producers from the viewpoint of stabilization of crude prices?




Middle and L ong-term Subjectsaiming at | |EE

. . . JAPAN
Reducing Asian Premium

e Preparation of oil product marketsin northeast Asia
and Asia

# Streamlining and expansion of oil marketsin various consuming areas
# Formation of the linkages of oil markets between Asia and Europe/US

 Developmentsof alternative crudes except ME crudes

# Procurement of increasing crude oilsin the West of Suez such as West
African crudes

# Developments of neighboring all resour ces such as Sakhalin and east Siberia
# Developments of liquid fuels(GTL) from coal and natural gas

e Further reinforcement of flexibilitiesin consuming ar eas

# Flexible combinations of crude oil processing and oil product import/ export
# Reinfor cement of flexibilitiesin fuel selection in consumer sides



