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At the beginning of the year, | was concerned
that the consensus forecast for 2008 was too
optimistic (C&/ 2008, 3, 14). I suggested it would
be prudent for business managers to develop
contingency plans, in case the world economy
began to turn down. Today, the outlook has
clearly worsened, and many worry that a multi-
year downturn is already under way.

This challenge is not the only one facing
the petrochemicals industry. An unprecedented
volume of new petrochemical production is also
due to come on line over the next few years.
At International eChem consultancy, our data
suggest that ethylene capacity will rise from
126 000 tonnes (126 Mt) in 2006 to 165Mt in
2013. The other "building blocks" will also see
major additions. Propylene capacity rises from
69Mt to 94Mt; benzene from 37Mt to 47Mt; and
paraxylene from 29Mt to 50Mt. These are major
increases by any historical standard, and will
have a significant impact on operating rates.

‘Firms that are not
clearly focused on
being either ‘low
cost’ or a ‘solution-
provider’ will find
their margins
increasingly
squeezed, to the
point where their
survival may be at
risk over the medium
to longer-term. ’

In association with refining experts, Wood
Mackenzie, we have just published a study,
Feedstocks for Profit, which presents a fresh
analysis of the outlook for petrochemicals and
their main derivatives. It investigates likely
future feedstock availability, and how this may
influence production economics. And it presents
its analysis in the light of three main economic
scenarios: Global Boom, Base Case and Global
Downturn.

The study argues that recent years have
seen a new structure start to appear in the
industry. Instead of former distinctions between
commodities and specialties, the market has
become polarised between those companies
that operate as ‘lowest-cost’ producers, and
those that aim to be ‘solution-providers’. The
former focus on driving efficiency improvements
through all their operations on an ongoing basis;
the latter invest in strong R&D to successfully
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anticipate the needs of their target customers.
Those that have remained in the middle have
seen their margins squeezed, even during the
recent boom.

This insight becomes critical when assessing
the potential impact of new capacity on
the industry. The past 30 years have seen a
consistent decline in ‘real’ margins, adjusted for
inflation, for the main petrochemical products,
and it is clear that many companies are already
finding it difficult to pass on today’s high oil
and feedstock prices. Firms that are not clearly
focused on being either ‘low cost’ or a ‘solution-
provider' will find their margins increasingly
squeezed, to the point where their survival may
be at risk over the medium to longer-term.

The next few years may prove to be very tough
for many chemical companies. It is almost 15
years since we last had a major global downturn,
and managers have become used to seeing any
decline as just a temporary phenomenon. They
may find it difficult, at least initially, to adjust to
a multi-year downturn of the kind seen between
1980 and 1985, or 1990 and 1994.

Yet companies would be wise to consider
the possibility that a downturn may be under
way. The strategies required for survival are
quite different from those that prioritise growth.
Leverage, for example, is a wonderful tool for
boosting earnings when markets are stable.
But over-leveraged companies are usually the
first to collapse when times get tough and
EBITDA proves insufficient to cover the interest
payments.

Infuture, regions that are either best balanced
between supply and derivative consumption —
NAFTA, Europe and China — or have advantaged
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*Big volumes of new petchems capacity
are due to come onstream in the next
few years

«This extra capacity will add to
producers’ concerns over the downturn
in the economy

«Integrated companies are best placed
to weather the downturn

feedstock, as in the Middle East, will have the
advantage. Other regions will find it difficult to
compete in export markets, as they will be up
against local suppliers who are likely to fight
hard to maintain their market positions.

The good news is that Europe-based
companies will be better placed than many of
their regional competitors. They have a large
domestic market to supply, and their operations
are often low cost and well-integrated. In fact,
our analysis suggests that integration will be
the critical success factor for producers and
consumers as they seek to navigate these
increasingly difficult markets. Not only will it
help to optimise production down the chain,
and highlight options for ‘make-buy’ decisions
at times of market volatility, but it will also
help companies to take a longer-term view in
response to short-term stress.

Integrated companies will also be best placed
to optimise their margins. The petrochemical
industry makes a lot of money when supply-
demand balances are tight, as the highest
cost plants have to operate and therefore set
the market price for everyone else. But when
supply-demand balances weaken, plants do
not automatically shutdown because they are
losing money. Instead, many companies move
from standalone to roll-through operation.

It is very difficult, for example, to simply cut
back polymer operations, as one still has to find
a home for the ethylene or propylene that would
have been used. These products are expensive to
move and it is difficult, if not impossible, to find
new markets for them at short notice. So the
real alternative for an integrated company is to
roll through some of its refining and/or cracker
margin to support polymer sales. This can make
life very difficult for standalone producers, who
have no such ‘cushion” during tough times.

Integration will also be vital in coping with oil
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and feedstock price volatility. It is almost inevitable
that there will be periods when oil prices fall back
substantially from recent levels of $140/bbl, and
there may well be other periods when they increase
significantly. As a result, government policies on
product taxes and subsidies may well change at
short notice, and this will make it difficult to plan
ahead with confidence.

To survive and prosper, chemical companies
will need to ensure they structure themselves to
achieve maximum flexibility. They will also need
to develop mechanisms for working outside their
current silos, in order to better assess changes that
might be around the corner.

Paul Hodges is chairman of International
eChem. Details of the new Feedstocks for
Profit study can be obtained at phodges@
iec.eu.com

‘Leverage, for
example, is a
wonderful tool for
boosting earnings
when markets are
stable. But over-
leveraged companies
are usually the first
to collapse when
times get tough
and EBITDA proves
insufficient to
cover the interest
payments.’

The impact of these changes on NAFTA (the US, Canada and Mexico) will vary by
product and value chain. In ethylene, we expect that its competitive position will

be reduced as a result of the combination of over-capacity, and the arrival of new
supply in the Middle East and China. This will have a significant impact, as NAFTA has
traditionally been a net exporter of C2 [ethylene] derivatives.

Recently, these exports have been a vital safety net after the turndown in key
domestic markets, such as housing and autos. But these exports will come under
increasing threat as a result of the expansion of Middle East and Chinese capacity.
Under our Base Case, net exports of ethylene derivatives reduce from 28% of total

capacity in 2006, to a position where the region becomes a marginal importer by 2020.
However, the outlook for benzene and its derivatives is more complex. Our forecast

of greater US self-sufficiency in gasoline represents a major change. In recent years,
tight gasoline markets meant that NAFTA lost its position as a leading exporter of
benzene and derivatives, which had previously allowed US Gulf pricing to become
the standard in many Asian pricing mechanisms. Refiners were reluctant to release
molecules into petchems, and so exports suffered. This constraint may no longer

apply as new refining capacity comes online. In turn, more reformate may find its way

into petrochemical markets, allowing producers to improve their competitiveness.
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Asia will likely become the main
battleground for most petrochemical
markets. This is because the increased
capacity from low-cost Middle Eastern
producers, coupled with China’s drive
to achieve greater self-sufficiency, will
make life very difficult for those who
have built their business on exports.

In northeast asia, countries such
as Taiwan and Japan could be worst
impacted, as many of their plants are
relatively old and below world-scale,
meaning that their cost base is high.
In addition, as with South Korea, they
rely on imported feedstocks which
have to be purchased at world prices.
Many countries in southeast asia will
face similar issues, and the region will
not be helped by its fragmentation,
which means that countries often fail to
optimise their positions.

Singapore, however, is likely to
fare better, due to its combination of
modern, world-scale plants, and its
potential ability to maintain exports
via its strong links with China. India is
also likely to survive in good shape, due
to a growing domestic market and a
highly integrated refining/petrochemical
industry. Companies such as Reliance
have built a strong reputation as a
result of their bold and successful
investments in world-scale plants.
This, together with strong links into
China, will make them extremely cost
competitive.
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