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IMO2020: Calm before the storm?

. IMO2020 does not trigger lots of action...yet
. Three alternatives available to comply with new regulation
. Price effects hardly seen so far

IMO2020 requires cleaner fuel oil

In October 2016 the International Maritime Organization (IMO) announced that the
global regulation for the emission of sulphur in fuel oil will be more strict starting from
1 January 2020. The current standard is 3.5% m/m (mass by mass) of sulphur (high
sulphur fuel oil = HSFO) and this will be lowered to a maximum of 0.5% (low sulphur
fuel oil = LSFO). The global consumption of fuel oil for large ships is currently roughly
3 million barrels per day (mb/d). And although this is only +/-3% of global oil
consumption, a change in demand or supply of these oil products could lead to
significant price swings.

The three alternatives

To meet the stronger regulation, all sea ships, container ships, and other large oil
consumers at sea should be ready before implementation. Although the first signals
finally start to become visible, it seems that large scale actions to lower the
consumption of HSFO still have not started. That said, there will most likely be a
short period of time in which compliance will not be that strict. This creates some
room for ship owners to adjust. Nevertheless, the overall expectation is that it is just a
matter of time before inspections will be ramped up during the first half of 2020.

The three most likely options to comply with the new rules are:

- Installing a new motor or revising the existing motor of the ship to one which is
suitable for the usage of LSFO or Marine gasoil (MGO)

- Installing a motor which runs on LNG

- Installing a scrubber*

*A scrubber is a system that filters the sulfur dioxide from the exhaust gases with the help of atomizing

seawater. There are various types of scrubbers (open, closed and hybrid systems).

LNG is seen as a relatively clean alternative for the use of fuel oil, but requires a
large investment. A large part of the existing fleet is not yet up for a replacement of
the motor, which makes LNG often a long-term solution for many ship owners. In the
near term, either a revision of the motor to make it suitable for LSFO or the
installation of a scrubber seem more plausible solutions. The choice between these
options is mainly determined by the remaining life span of the ship, the payback
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period, fuel consumption, the size of the ship owner and the region in which the ship
is sailing. The risk with a scrubber is that at a later date the IMO may still introduce
stricter rules for the use of HSFO while the investment may not have been fully
earned back yet.

The market hardly reacts, with just five months before implementation
Although the measure was already announced in 2016, the market remains very
reluctant to act. In fact, with just four months to go before the new regulation comes
into force, there is still little action seen. And although more ships are entering the
docks for maintenance and to have technical adjustments made to their motors,
transport rates are not reflecting shortages of available capacity. Also, fuel prices
remain relatively stable ahead of the IMO2020 implementation.

Risk of oversupply HSFO and shortage of LSFO

As the demand for HSFO will decrease, there is a risk of overproduction which could
lead to an increased price pressure. At the same time, there could be seen a shortage
in HSFO for some regions if refineries switch to the LSFO too fast while there remains
a demand for HSFO from ships with a scrubber. For LSFO, there is a risk of shortages
if, for example, 1) too little is produced, or 2) too much is already purchased by large
ship owners for security of supply reasons. The market expectation is that the price of
LSFO will eventually rise. The price movements so far do not yet reflect the possible
changes that are lying ahead. The question is whether:

1) the market underestimates this transition towards the new IMO2020 regulation,

2) many parties have already hedged themselves for the changes, and/or

3) we can expect strong price movements in the last months of the year.

Larger ship owners are better equipped to hedge

Yet, some changes start to become visible. More and more contracts for the trade in
LSFO are becoming available and the first hedges for the purchase or sale of both
LSFO and HSFO for 2020 are seen. We also see refineries that are preparing for
shifts in demand for the different types of fuel oil. The expectation is that the large
shipping companies can hedge themselves relatively easily against the changing
circumstances. They can determine their routes well in advance, and thereby buy
already their fuel requirements in the right region. For the smaller market parties -
that work more on an ad hoc basis and do not know well in advance which routes
they will sail -, buying the right type of fuel oil in the right location may be a larger
problem. Making the right choice for a fuel type is therefore a lot more difficult for
those smaller ship owners and involves more (price) risks.

Conclusion

The question remains whether the lack of IMO2020 implementation can be described
as ‘calm before the storm’, or whether the stricter regulations for marine fuel oil turn
out to be a storm in a teacup. Since the first option — an underestimation by the
market — from a financial risk is not desirable, it remains interesting to see that the
market is in such a wait-and-see mode. We will continue to monitor the transition
closely and will provide regular updates regarding the IMO2020 regulation and its
impact in the coming months.
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DISCLAIMER

This document has been prepared by ABN AMRO. It is solely intended to provide financial and general information on economics. The information in this document is strictly proprietary and is being
supplied to you solely for your information. It may not (in whole or in part) be reproduced, distributed or passed to a third party or used for any other purposes than stated above. This document is
informative in nature and does not constitute an offer of securities to the public, nor a solicitation to make such an offer.

No reliance may be placed for any purposes whatsoever on the information, opinions, forecasts and assumptions contained in the document or on its completeness, accuracy or fairness. No
representation or warranty, express or implied, is given by or on behalf of ABN AMRO, or any of its directors, officers, agents, affiliates, group companies, or employees as to the accuracy or
completeness of the information contained in this document and no liability is accepted for any loss, arising, directly or indirectly, from any use of such information. The views and opinions expressed
herein may be subject to change at any given time and ABN AMRO is under no obligation to update the information contained in this document after the date thereof.

Before investing in any product of ABN AMRO Bank N.V., you should obtain information on various financial and other risks and any possible restrictions that you and your investments activities may
encounter under applicable laws and regulations. If, after reading this document, you consider investing in a product, you are advised to discuss such an investment with your relationship manager or
personal advisor and check whether the relevant product —considering the risks involved- is appropriate within your investment activities. The value of your investments may fluctuate. Past performance
is no guarantee for future returns. ABN AMRO reserves the right to make amendments to this material.
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