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Commodity bubble pops 
as China model changes

 Chemical companies face a major 
challenge now that China’s business 
model has changed. The country is 
no longer aiming to achieve high 

levels of economic growth by operating an 
export-focused development model, support-
ed by vast infrastructure spending. 

Instead, its New Normal policies are fo-
cused on boosting domestic consumption by 
creating a services-led model based on ex-
ploiting the opportunities created by the 
power of the internet.

This “China Chill” highlights the chaos 
now having an impact on petrochemical feed-
stock and product markets. As we discuss in 
“Five questions every chemical company 
needs to answer”, the new ICIS/International 
eChem study, no other country or region can 
possibly replace China now that its demand 
growth has stalled. 

Of course, petrochemicals are not alone in 
having to face up to this challenge. Sadly, a 
wide range of industries from commodity 
producers through to luxury goods manufac-
turers are realising their strategies have been 

based on 2 false assumptions:  
■  firstly, that up to 3bn people were about to 
become middle class by Western standards; and
■  secondly, that this would drive a “super-
cycle” of new demand.

The problem arose because of wishful 
thinking by international organisations such 
as the Asian Development Bank. They argued 
that a “middle income” of $10-20/day in the 
emerging economies equalled “middle class”, 
and suggested that anyone earning above $50/
day was “high income”. Understandably, 

many people heard the words “middle class” 
but did not understand the definition.

Yet as the Pew Institute reported recently: 
“People who are middle income live on $10-
20 a day, which translates to an annual in-
come of $14,600 to $29,200 for a family of 
four. That range merely straddles the official 
poverty line in the United States – $23,021 for 
a family of four in 2011.”

Pew’s report also confirmed that: 
■ 84% of the world’s population have in-
comes below the US poverty line; and
■ 87% of all “high-income” populations live 
in North America and Europe, with just 1% 
living in Africa, 4% in Latin America and 8% 
in Asia.

This wishful thinking was compounded by 
the stimulus policies adopted by central 
banks from 2004, first through the subprime 
bubble and then via quantitative easing. By 
keeping interest rates very low, and then 
printing trillions of dollars, they created mas-
sive bubbles in financial and property mar-
kets. In turn, this created one-off “wealth ef-
fects”, which temporarily appeared to have 
boosted consumer demand.

The opening paragraph of a landmark 
paper from October 2010 by Morgan Stanley, SOURCE: International eChem pH report, IndexMundi
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China’s need to rebalance 
its economy will maintain 
pressure on its growth. 
This has critical 
implications for future 
petrochemical demand
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Petrochemicals – Preparing for a Supercycle, 
summed up the confusion that was created.

“An inflection point in the global plastics 
market, driven by China and India:” it reads. 
“After a recent period of slower growth and a 
decoupling from global GDP growth, we now 
expect the strongest period of ethylene demand 
growth in the past 20 years. We forecast that in 
the next five years, incremental annual con-
sumption in China and India alone will equal 
the total current consumption in the US, until 
recently the world’s largest ethylene consumer, 
and still responsible for 15% of the market.”

Very soon, this became a consensus view. 
And in turn it drove a major rally in commod-
ity prices. Prices of key raw materials such as 
oil, copper, iron ore and cotton raced higher, 
in some cases to new all-time highs.

The investment thesis was simple. The 
coming supercycle would inevitably require 
unprecedented volumes of raw materials, 
and provide earnings to match for those 
companies who chose to invest in the new 
capacity required.

CHINA POLICIES BURST BUBBLE
Now, of course, China’s adoption of its New 
Normal policies is bursting the bubble. Prices 
for most commodities are returning to their 
historical, and much lower, levels. This is al-
ready creating major challenges for those 
companies and countries that had believed in 
the flawed analysis. 

Two of the four BRIC nations, Brazil and 
Russia, are already in recession as their export 
volumes and earnings tumble, further reduc-
ing their potential future income.

Data for chemical industry capacity utilisa-
tion from the American Chemistry Council 
(ACC) confirms the downturn now under 
way. It shows the peak created by the sub-
prime bubble in the mid-2000s and then the 
recovery after the great financial crisis of 
2008, as stimulus policies went into over-
drive. But utilisation began to weaken in the 
second quarter of 2011 and has since fallen 
back to just 81.7% in August 2015, well 
below its 1987-2008 average of 92.9%.

This slowdown is common across all major 
regions with the exception of central/eastern 
Europe, where Russian production has been 
boosted by the collapse in the value of the 
rouble. The Asia and Middle East/Africa re-
gions have seen chemical production growth 
rates halve over the past year from 8% to 
below 4%, while US and western Europe 
rates have slipped to around 3% and Latin 
America continues in negative territory.

CAPACITY ADDITIONS CONTINUE
One added complication is the delayed im-
pact of China’s own stimulus programme. 

Although this is now being reversed by 
President Xi Jinping, it is too late to stop many 

of the projects planned under the previous 
government.

As a result, China is continuing to bring 
new capacity online in a wide range of core 
products. As a result, its polypropylene (PP) 
production has risen by an astonishing 21% 
so far this year versus 2014, leading to an 8% 
fall in imports and 34% rise in exports. All 
the major exporting regions – northeast Asia, 
southeast Asia and the Middle East have suf-
fered a decline in volume.   

China has also been boosting polyvinyl 
chloride (PVC) exports to compensate for its 
property slowdown. As a result, the US has 

SOURCE: International eChem analysis, American Chemistry Council data
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suffered an 11% fall in its PVC exports since 
2013, despite having had a major cost advan-
tage due to its feedstock being based on 
ethane/natural gas. US exports have declined 
to Latin America, the Middle East and the for-
mer Soviet Union, a worrying backdrop when 
major capacity expansions are being planned.

These developments highlight a number of 
key unknowns as companies start to finalise 
budgets for the 2016-2018 period.
■  China’s economic growth. China’s need to 
rebalance its economy will maintain pressure 
on its growth. Many experts suggest growth in 
its Old Normal economic sector is already  ❯❯
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close to zero. This has critical implica-
tions for future petrochemical demand.
■  Commodity prices. Financial markets re-
main mostly in denial about the outlook for 
commodity prices. Major supply/demand im-
balances have been created during the com-
modity bubble, and prices could well have 
much further to fall.
■  Deflation. Overcapacity in China and in 
commodities could easily lead the world into 
deflation. This would dramatically change 
demand patterns, as people delay non-urgent 
purchases in the expectation of lower prices 
in the future.
■  Currency markets. Volatility is rising as in-
vestors move back into “safe haven” currencies 
such as the US dollar. Companies are also put-
ting pressure on emerging economy currencies 
as they reshore production to the West.
■  Ageing populations. Demand patterns in key 
markets such autos, housing and electronics 
are already seeing major change as the world 
hits the “demographic cliff”. For the first time 
in history, more people are now entering the 
lower-spending 55+ age group than are joining 
the main wealth-creating 25-54 cohort.

It seems clear that we face a difficult few 
years. And as we argue in the study, very dif-

The study “How to survive and prosper in 
today’s chaotic petrochemical markets: 5 
critical questions every company and in-
vestor needs to answer” covers the ole-
fins, aromatics and polymers markets. 
See how feedstocks and product supply 
and demand will affect your business and 
investments over the next 10 years. For 
more, visit 
www.icis.com/contact/supply-and-demand-study

ICIS/INTERNATIONAL ECHEM STUDY

ferent scenarios could emerge as a result. One 
can hope that central bank policies might fi-
nally prove effective, and lead to a sustained 
revival in global demand, although few 
would now wish to “bet the company” on this 
assumption. Or perhaps a middle ground 
might emerge, where growth stabilises at cur-
rent levels. 

But common sense suggests the need to 
also include a third scenario, where the worst 
of the downturn still lies ahead.  

It is a long time since we had to deal with 
such high levels of uncertainty, across such a 
wide variety of critical areas. One has to go 
back to the traumatic period of the 1970s for 
a parallel.

In turn, this suggests the petrochemical in-
dustry is undergoing a generational change 
that challenges current supply-driven busi-

ness models based on forecasts for GDP 
growth. Have we instead arrived at a fork in 
the road, where future profit will come from 
new business models that are less product-
oriented and more service-focused?

This study is of critical importance for both 
producers and consumers, and will be essen-
tial reading for chemical industry CEOs, ex-
ecutive management, planners and investors. 
Its aim will be to provide you with a road-
map through today’s challenges, and a clear 
vision of the new opportunities now emerg-
ing for future growth and profit. ■

China’s adoption of its New 
Normal policies is bursting the 
bubble. Prices for most 
commodities are returning to 
historical, much lower, levels

 ❯❯
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MARKET UPDATE: 

Global polymers to face 

heightened competition 

The global commodity polymers market 

continues to be under severe pressure 

from challenges such as the European 

debt crisis, slowing emerging market 

growth and increased competition. 

Despite these challenges, overall polymers 

consumption is poised to grow at a 

compounded annual growth rate (CAGR) 

of 4.7%/year through 2015.

After the plunge in global consumption during the 2008-

2009 economic crisis, demand started to recover in the 

following years. Yet, a full recovery to pre-crisis levels is 

still far off in mature economies, and the industry entered 

another difficult period during 2011.

The worsening of the European debt crisis, volatility of 

the capital markets and a faltering economy have all 

destabilized confidence at a global level.

The cumulative global consumption of polyethylene 

(PE), polypropylene (PP), polyvinyl chloride (PVC) and 

polystyrene (PS) excluding expandable PS - in 2011 is 

estimated at 178m tonnes or 4.5% over 2010 levels. The 

largest increases were recorded by PVC at 6.2% and 

linear low density PE (LLDPE) at 5.8%.

However, growth was hampered considerably on the 

widespread slowdown of key end-markets, also in some 

of the fastest-growing economies.

China Impact

China is the largest world market for each of these 

polymers, accounting for 49m tonnes in 2011 or 27% of 

global demand. China’s market recovered quickly after 

2008, thanks to government economic stimulus measures 

and incentives to boost consumption.

PE and PVC demand recorded consecutive double-digit 

annual increases in 2009 and 2010. Overall Chinese 

demand growth in 2011 is estimated at 5.6%, 5.4 

percentage points lower than the 11.0% growth in 2010.

The government’s efforts to curb inflation through 

restrictive monetary policy resulted in a tight credit 

market, which hurt investment and demand. Furthermore, 

China’s exports of finished and semi-finished plastic 

products had to cope with lower demand from recipient 

markets, and with some loss of competitiveness due to 

the stronger yuan.

The electronic and household appliances sectors in 

China slowed down notably during the second and third 

quarters of 2011 on weak domestic sales and exports 

to traditional markets in the West. Later in the year, 

shipments to fast-growing countries such as India and 

Brazil also decelerated.

PS demand grew less in the manufacture of TVs, 

computers and electronic accessories, which resulted 

in a weak peak demand season. PE and PP performed 

relatively better thanks particularly to the packaging 

sector and agriculture applications.

But China’s automotive industry worsened overall with a 

slight increase in the production of passenger cars, and a 

decline in commercial vehicles, which principally impacted 

PP consumption.

The domestic PVC market recorded another year of 

substantial growth, but at a reduced pace. Government 

policies aimed at limiting speculation in the housing 

market and preventing a bubble, such as restrictions on 

mortgages and pre-sales of homes, have cooled down the 

property sector. This has impacted demand for PVC, and 

high density PE (HDPE) to a lesser extent.

Remarkably, the profitability of the polymers sector in 

China worsened on the mounting costs of energy and raw 

materials and volatile downstream demand.

Major PP producers chose to reduce operations in mid-

2011 due to tight margins. 

Many PVC operators reported small profits or losses 

during most of the year. Also, margins over the 

In the first quarter of 2012, the CFR (cost & 

freight) Japan naphtha price has risen to its 

highest level since May 2011 supported by 

strong demand, tight supplies and strong 

crude values.

In recent months the naphtha market has moved into a 

steeper backwardated structure, which underlines demand 

for prompt naphtha supplies from the petrochemical sector in 

Asia amid increased operating rates at crackers in Taiwan and 

full operating rates at crackers in China and South Korea.

Supply for regional cargoes loading and arriving in the first 

half of April continue to be tight, with record premiums 

paid by cracker operators such as South Korea’s Honam 

Petrochemical, LG Chem and Malaysia’s Titan Chemicals.
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The backwardated structure could ease moving into the next 

few weeks amid reports of an increase in arbitrage cargoes 

into Asia from the West. There were reports that some 

650,000 tonnes of naphtha were expected to arrive in Asia 

during April. Crack spreads between April naphtha and ICE 

Brent crude futures were strong, but have moved off highs 

as market players digested news of possible increased  

spot availability.

The European naphtha cargo market is subdued. With low 

levels of business taking place, the market has lengthened 

slightly, rendering it balanced too long. The arbitrage to Asia 

remains closed, although some believe it viable for heavy 

grades of naphtha to head east.

The arbitrage to the US is also shut. Demand from the 

gasoline sector is described as mediocre, while interest from 

the petrochemical industry is also minimal, despite naphtha 

having a financial advantage over rival feedstock propane. 

A lack of near-term buyers in the US Gulf heavy naphtha 

market has pushed differentials to a deeper discount to 

US Gulf spot gasoline in both the gasoline sector and the 

petrochemical industry.

Energy and feedstocks: 

Asia crackers ramp  

up production,  

boosting naphtha

Natural gas prices, front month
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