Shell Energy North America - Q&A

NEW ORDER

After being appointed president of Shell Energy North America last June, Frans Everts is now
getting to grips with both new markets and new regulations. He talks to Pauline McCallion
about the Dodd-Frank Act and his outlook for natural gas and carbon trading in the US

hell Energy North America’s : |

new president cut his teeth in

the energy sector as a crude

oil trader, managing the
exposure of one of the world’s largest
refineries, Shell’s Pernis Refinery in
Rotterdam. “After graduating, I very
much wanted to join an industry that
mattered, that was important and
that operated on a global scale and
energy certainly fits that bill,” Everts
says of his decision to take a job with
Shell more than 20 years ago. He
has worked for the company ever
since. After this initial exposure to
the world of energy trading, Everts
worked in a number of countries,
always on the downstream side of the
business. After a stint in London as
vice-president of strategy for Shell’s
downstream business, Everts moved

to the US in 2007 to run one of the

company’s global lubricants businesses :

from Houston, Texas.

As well as power and environmental :

products, the Shell Energy North
America portfolio also includes
natural gas — a new sector for Everts,
and one he is keen to experience. “I'm
very excited about it because I think
there is a lot going on in the market
and certainly a lot of growth,” he says.
In addition to tackling new energy
markets, Everts will also lead one

of North America’s most prominent
energy marketing and trading outfits
through what is likely to be a period
of significant market adjustment

in the wake of the 2008 global
financial crisis and the accompanying
regulatory reaction in the US, which

has taken the form of the Dodd-Frank

Wall Street Reform and Consumer
Protection Act. Regulators began
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work on this intricate web of rules

in 2010 and it must be understood
and navigated by all companies in

the energy trading space, regardless
of their status under the Act as swap
dealers, major swap participants or
end-users. While exact definitions
have yet to be finalised by regulators,
players such as Shell must stay abreast
of the ongoing rule-makings related
to the legislation to adapt in time, and
not only comply and survive, but also
thrive in the new regulatory order.

Q How has the Dodd-Frank
Act, designed to regulate over-
the-counter derivatives trading,
impacted your business so far?
Frans Everts: We've been
monitoring the whole Dodd-Frank
process for quite some time now.
We, of course, don’t know all of
the rules yet, although some of the
requirements — such as the rule on
anti-disruptive trading practices — are
already effective and we are of course
complying with those. But it’s also
fair to say that there is a little bit of
a wait-and-see approach in terms of
what all of the final rules are going to
be and all of the different intricacies
that will come from that.

Some of these rules are going to
come out over a significant period
of time so it’s going to be hard to see
the total picture for quite some time.
And we're still quite concerned about
the sequencing of the rule-making
process, as well as the potential
unintended consequences of these
rules for the market.

Q What, exactly, are your concerns
in this respect?

A It is clear that these rules are
going to come out over several
months... and it will be difficult to
comply with many of the rules when
product and entity definitions have
yet to be finalised. We don’t know
with certainty what transactions

are going to be considered swaps or
even what entities are going to be
categorised as swap dealers. If the
CFTC [US Commodity Futures
Trading Commission] doesn’t get
the sequencing of these rules ‘right’
it will exacerbate the potential
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for unintended consequences,

* including unnecessarily high costs

¢ and compliance risks if companies

¢ are required to conform with the

. new rules without adequate time to

¢ prepare. The prolonged uncertainty
complicates planning and may make
: some parties less willing to enter into
swaps, reducing market liquidity.

. Q Are you concerned about

: the potential impact on smaller

. end-users? That is, how it might

. impact your business, if they aren’t
fully prepared?

¢ A Yes, I see that risk and we are
doing a lot at Shell to reach out to

: customers. Education is not the right
: word, but we are trying to at least

i increase awareness. We recently

: hosted a relatively large customer

: forum in Houston with several

* hundred participants. We have also

one way or the other. In fact, I believe
* quite a number of smaller players, our
: customers even, may think they will

* not be impacted but they very well

: may be; by some of the definitions,

¢ for example. Even end-users that are

¢ exempt under the legislation may still
¢ find there are a lot of implications in
terms of reporting, for instance.

I think this is going to impact a

¢ number of areas of the market and

: everyone will have to work very

: hard to really understand how the

: regulations are going to work out.

¢ Some companies may take different

: tacks to deal with this, but we intend
: to comply with all of the rules.

. Q Have you identified any benefits
: stemming from your position

as such a large physical player,

: particularly compared to financial
: players in the market?

We are a large physical player and that’s
the core of our business, but it’s obvious
that some of these rules and regulations are
going to impact us one way or the other

¢ held calls with our customers to try
: to explain our perspective of what’s
: going on and what areas they might
: want to consider examining for

i potential impacts.

Of course, I can’t really speak to

¢ what other companies are doing
specifically, but we do see that there
¢ is a group out there that — I wouldn’t
: say they are in denial — but they are

: hoping this is not going to touch them :
¢ and I think some of those entities may :
¢ really be in for a bit of a surprise. :

Q In your opinion, is there any

. way of escaping issues such as
the difficulties of sequencing and :
: possible unintended consequences,
considering this is such a significant :
: body of rules? :
i A We are a large physical player and
¢ that’s the core of our business, but it’s
: obvious that some of these rules and
: regulations are going to impact us

A There may be benefits, we don’t yet

¢ know. I think the new rules will pose

¢ different challenges for different types
¢ of players and then obviously there

¢ will be opportunities too. We will

¢ look for those places where we can

i add value for our customers. But it’s a

: little early to say.

: Q The issue of the impact of futures
market activity on energy prices has
: hit the headlines again recently as
the market awaits a rule on position
: limits for certain energy contracts
from the CFTC. How do you respond
to those who link futures trading to

: rising energy prices for consumers?
A Well, we believe futures markets

¢ need lots of buyers and lots of sellers.

i We see that as the best way of truly

¢ ensuring the market reflects the

: fundamentals of supply and demand.

¢ You need buyers, sellers, hedgers,
speculators — they all have an
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If you zoom out for a moment and take
a global perspective, even though it’s
challenging with the current economic
circumstances, we do believe at Shell that
there will be a tremendous growth in

demand for energy

important role to play in the setting of
prices, whether you're talking about
price discovery or the shifting of risk
from one participant to the other. But
creating policies that may potentially
limit the number of participants or

the level at which they can participate
could undermine liquidity and as

a consequence harm the market’s
ability to provide price stability, price
discovery and, ultimately, cost-effective
hedging. We don’t know, it’s too early
to say but that is one of the unintended
consequences of the new regulations
that we do fear to some extent.

Q Do you also have concerns

about the release of confidential,
competitive information related to
these markets?

A Clearly, we need to have

very stringent rules around
confidentiality — around this data.
And when it comes to a lot of the data
that we will be forced to provide, were
certainly concerned with the rules that
are going to be put in place to protect
it being leaked in an uncontrolled
fashion. Clearly, you want regulators
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¢ to have access to this information

: so they can monitor whatever they

: need to and we support that. But

: then, what are the rules for the public
: release of information? We’d like to
understand all of that.

Q What do you see as the major

: challenges for the energy sector
going forward?

: A Ifyou zoom out for a moment

: and take a global perspective, even

¢ though it’s challenging with the
current economic circumstances, we
i do believe at Shell that there will be
. a tremendous growth in demand for
¢ energy. Some experts believe that by
: 2030 it could be 40% higher than

¢ what it is today and by 2050 maybe
even double that. So the challenge is
: how are we going to fill that energy
demand? The only thing we really
know is that, despite what everyone
* may wish, although renewables will
¢ of course grow, hydrocarbons will

¢ continue to be the most important

¢ source of energy for that stretch of

: time and potentially beyond. Climate
: stress will continue to increase,

: meaning that, although we need twice
: as much energy, we must produce it

: with only half the emissions, so we

: need to deliver on that challenge.

¢ There are no silver bullets of course,

: but natural gas can and should play a

i very important role in delivering some
¢ of that energy well into the future.

Q What other solutions do you
: believe will play a part in that?
: A Like I said, there is no silver bullet.

I think we need efficiency standards
and all the different resources we

: can get, such as renewables. Gas also

¢ complements renewables very well,
particularly of course because of the

¢ challenges around intermittency — the
wind doesn’t always blow and the sun
¢ doesn’t always shine. I was an intern in
¢ Chicago for six months and so T know
¢ the wind does not always blow, even

¢ in Chicago! That’s why we're quite

: supportive, and quite frankly excited,
about the future of natural gas.

Q How do you see the natural gas

: supply and demand fundamentals
shaping up in the US and what role
: will shale gas play in the future?

: A Clearly, shale has created a

: completely new industry dynamic in
¢ the last five to 10 years. There is no

¢ question about it. We see it playing
fa very important role, particularly in
: the power generation sector. We like
: to refer to the three As. First of all,

¢ it’s abundant — we've got more than

: 100 years of supply in North America
: to power all its different applications.
¢ It’s affordable, certainly compared to
¢ crude. In a world of $90-per-barrel

* oil, gas delivers the same amount of
energy for probably a fourth of the

¢ cost of oil. Lastly, it’s accessible. And
. that’s the three As.

. Q What about environmental

: concerns around the production of
shale gas and the use of processes
. such as hydraulic fracturing?

A Ifyou do things in the right way

¢ and operate to very high standards,

¢ we believe shale can be brought to the

¢ market in a very responsible manner.

¢ 'This also means listening to the local

: communities, addressing their concerns
¢ and being much more transparent than
: we probably have been in the past in
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terms of how we operate and what
standards we keep for ourselves.

Q What is your price outlook for
natural gas? Do you think it will
remain around $4 per mmBtu?
And what kind of drivers will affect
future prices?

AIt’s clear from the presence of shale

gas and the vast amounts already being

produced that, even at a lower price
level, producers can make an economic
return. If you look at the outlook of
organisations such as the [US] Energy
Information Administration, their
price outlook for gas over 2009, 2010
and 2011 has come down steadily in

a much more narrow range. We don’t

know what’s going to happen of course, :

but I think deep availability of supply
and deep demand will mean there is a
good market for buyers and sellers.

Q Environmental markets are also
part of your remit in your new role
at Shell. What is your outlook for
carbon trading in the US?

A Carbon trading is indeed part of
our portfolio and we would like to see
whether we can grow that business.
It’s also obvious that it’s developing
in a very fragmented and illiquid way,

largely due to the difficulties of getting

all the legislation passed and that is
certainly not helped by the current
economic and political environment.
So I think that may take some time.
Certainly we’re watching very closely
and participating in the development
of the California market for carbon
cap-and-trade. In fact, we completed
the first trade of the California Carbon
Allowance forward contract on
IntercontinentalExchange in August
[with NRG Power Marketing]. I think
many eyes will be on the California
market going forward, to see if it
develops in a successful way. If so,
maybe other states and regions will
follow and if that happens we’ll be

there to participate.

Q What are the benefits of being
a first-mover with respect to that
particular contract?

A Well, there are a couple of
benefits. First of all, we are active
in a global sense in carbon, so we're
part of a global trading network and
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Carbon trading is indeed part of our
portfolio and we would like to see whether
we can grow that business. It’s also

obvious that it’s developing in a very
fragmented and illiquid way

: some of our colleagues are already
trading carbon — in Europe or other

* countries — and we are using some of
: that experience. Second, we of course
. also have different refineries and
power plants that may be affected by
. these emission limits and therefore
we see ourselves as a natural market
¢ participant. And last, we see it as

a natural extension of some of our

. activities and some of our customer

¢ base — it builds nicely on our gas,

¢ power and other portfolios.

¢ Q The trading of Renewable Energy :
Credits (RECs) suffers from a similar :
: problem in the US in that it is also :
i afragmented market. Do you think
: there is any chance of it becoming
. more cohesive in future and what

: would drive such a development?

i ARECs trading certainly is

: developing in a very fragmented way

: as well. If my math is correct, 20

© states and the District of Columbia

: have adopted some form of mandatory
: renewable energy standard or

: portfolio standard so far, yet very few
¢ of these rules are actually consistent.

¢ That makes it hard to create fungible

: environmental products that ourselves
¢ and others like us can trade and

: therefore there is relatively little

¢ liquidity. The market is currently used
: more for relatively complex structured
: arrangements that we transact on

: a bilateral basis, but it’s hard to see

¢ how that’s really going to create a big
: market in the next few years. If there
i was, we would certainly participate,

: but it’s a few years away and probably
i needs to be driven by regulatory

: framework that creates a more

- cohesive, less fragmented market. l
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