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2010 sees a strong seasonal
upturn in H1

The chemical industry has a seasonal bias to its
production. The first six months are usually the
strongest half, as H2 sees a slowdown in demand
due firstly to the summer vacation season, and
then to the tendency for companies to destock
ahead of year-end, and the Christmas holiday
period.

2009 was an exception to this pattern. The first
quarter saw major destocking down the value
chain, in the aftermath of the oil price collapse

from $147/bbl to $31/bbl. And as we went into Q4
2009, it was clear that CFOs were anxiously
reducing inventory and working capital, to avoid a
repeat of the problems they had faced in 2008.

2010, however, has returned to the seasonal
pattern, assisted by the severe destocking in Q4
2009. The red columns in Chart 2 (from the ACC)
illustrate this, by showing underlying demand less
actual consumption of the major thermoplastics
(PE, PP, PS and PVC). 

Chart 2:  US Polymer Inventories rebuild in Q1
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2010 sees a strong seasonal
upturn in H1 (continued)

The black line shows that restocking took place
down the value chain in the first quarter of 2010,
as companies anticipated a return of some
consumer demand. The ACC estimate actual
consumption at 4.91bn lbs (2.23 million tonnes),
whilst total purchases were 4.96bn lbs. Thus 48m
lbs of inventory were added in Q1, after a stock
drawdown of 294m lbs in Q4.

The second quarter should also be relatively
strong, for seasonal reasons, but the outlook for
the second half is less clear. Governments’
justification for their extraordinary stimulus
measures was set out by Larry Summers, US
economics chief, last year. He suggested these
would provide ‘escape velocity’, whereby the
economy would escape from the downturn like a 
3-stage space rocket leaving Earth:

•   Government spending stops the downturn
becoming worse

•   Companies gain time to rebalance 
their inventories

•   Consumers gain confidence and begin 
spending again

The first two stages have now taken place, but the
likely future strength of consumer spending is still
unclear. My own view remains that we are heading
towards a ‘New Normal’, where spending is much
reduced versus that seen in the 2003-7 Boom
period. And, of course, now governments have
spent the money on the stimulus programmes,
there is also a new question – how is this debt to
be financed?
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Auto sales have been boosted by
stimulus measures 

The automotive industry, along with housing, has
been one of governments’ main targets in their
efforts to stimulate the economy. Almost every
country that could afford a programme has
adopted one, usually adding a ‘green agenda’ spin
to it by focusing on the replacement of older, less-
efficient autos.

Consumers, being offered government money to
do something that was becoming inevitable, have
taken up these offers in relatively strong numbers.
In the US, sales revived to c1 million/month in the
July-August period as a result of its $3bn spend.
But even so, total 2009 volumes were just 

10.4 million, worth $31bn of chemical sales 
(based on the ACC estimate of $2973/auto). 
This compares with a 15-17m market between
1995-2007, worth $45-50bn at today’s value.

Chart 3, from the European auto manufacturers
association (ACEA), shows a similar pattern for EU
auto sales. The dark blue columns represent 2009
sales by month, versus 2008 sales in light blue. It
shows that 2009 volumes began to recover in Q2,
as the German government launched its
€2.5k/auto incentive scheme in advance of
September’s election. 

Chart 3:  European auto sales benefit from Stimulus
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Auto sales have been boosted by
stimulus measures (continued)

Other countries then followed, providing major
support for total EU sales through to Q1. UK sales
in March, for example, were the largest in the EU
at 400k, in advance of May’s election. The red line
shows month-by-month performance as a
percentage of 2008, and this clearly peaked in Q4.
April saw the first fall for 10 months, and ACEA are
not optimistic about the outlook for the rest of
2010, warning that ‘government support has ended
or begun to fade out and the economic situation
remains difficult.

Hungary, however, provides an interesting insight
into what might have happened more generally, in
the absence of stimulus spending. Hungary was not
able to afford such a programme, and in fact had
to increase sales tax (VAT) to help finance its
deficit. As a result, auto sales collapsed. They were
down 53% in March, with total sales of just 4371
autos in a country of 10m people.
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China’s lending is being 
scaled back   

In Q1 last year, China was facing mounting
unemployment, with over 23 million jobs lost as
its export-oriented economy suffered from the
downturn in its key markets. In response, the
government announced a massive $580bn
stimulus programme, and also began an
unprecedented lending programme. By the end
of the year, this amounted to $1.4trn – double
the lending total for 2008, and equal to 1/3rd of
total GDP.

The Wall Street Journal rightly called this “one of
the biggest credit expansions in history”. And
pretty clearly, it was undertaken from a position
of weakness in the economy rather than

strength. The idea seems to have been to buy
time, in the way suggested by Larry Summers,
with the end-point being a restructuring of the
economy towards more of a domestic focus. 

Of course, some of this money will have been
spent wisely on infrastructure and other projects,
that will provide long-term value. But inevitably,
some of it must have been siphoned off into
speculative activities. And one can see the results
of this in the housing market, where prices in
Hainan, for example, rose 53% in the year to
March. Equally in Shanghai, the average
apartment now costs $200k although average
wages are just $5k/year.

Chart 4:  China’s bank lending slows
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China’s lending is being 
scaled back (continued)

The government is trying to tackle this problem by
reducing its lending again. As the chart shows,
lending was down 43% in Q1 versus 2009, with
February and March seeing a very significant
slowdown. It also tightened criteria for home loans,
and there is increasing talk that a property tax may
be introduced to help curb the speculative mania.
Given that a key aim for the government is to
avoid social unrest, such measures became
inevitable after premier Wen Jiabao called the
market a “wild tiger”. 

China’s stimulus programme has been an
enormous boost for the chemical industry, both in
Asia and other regions. In Q1 2010, for example,
Dow Chemical sold 20% of its US polyethylene
production in Asia, thanks to the strong demand
seen there. Total chemical production over the past
year in both North America and Europe would
certainly have been lower without the opportunity
for major export sales to Asia.
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As we know from the experience of 2007-8, and
the earlier 1979-80 period, much of this impact is
hidden as prices rise. Purchasing managers have to
keep buying, to allow sales to be made of their
company’s products, and their bonuses often partly
depend on their success in ‘beating the market’. In
a rising market, the easiest way to do this is to buy
forward, thus helping to create the illusion that
demand remains strong. 

It is only when prices stop rising that reality breaks
through, as companies begin to reduce the stocks
they have built up. History never repeats itself
exactly, and so hopefully we are unlikely to suffer a
repeat of the dramatic collapse that we witnessed
between Q4 2008 – Q1 2009. But recent falls in oil
and stock markets have already led to signs of
distress selling by speculative polymer players.

11

Financial markets anticipate a
strong economic recovery   

Governments have paid particular attention to
restoring confidence in financial markets over the
past year. This is understandable, since the
activities of some large players nearly pushed the
global economy into a major depression in Q4
2008. But it has also had unintended
consequences.

The chart above shows one of these, namely the
close correlation that has developed between
movements in the US S&P 500 stock market index
and the price of crude oil as measured by the
benchmark, WTI. In my view, this has now
reached the point where it actively threatens the
prospect for recovery, due to the ‘demand
destruction’ caused by high oil prices.

My concern is based on the fact that consumers
have to drive their cars, and pay their heating bills
etc, before they have any money to spend on the
discretionary items that create demand for a wide
range of chemical products. And so the higher the
oil price, the bigger the potential impact on
demand. 

Chart 5: Financial markets have become correlated
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Oil and oil products inventory 
are at high levels    

The risk caused by higher oil prices at a time of low
demand growth is due to the behaviour of financial
investors. They have continued to bid up the price
of crude oil, even though actual stocks of oil and oil
products have reached multi-year highs around the
world. They are convinced that Summers’ policy is
correct and that a rapid V-shaped recovery is
underway, and so underestimate the risk of
allowing stocks to build so much ahead of demand.

Chart 6 from PetroMatrix shows 2010 stocks (red
line) of crude, gasoline, distillate and kerosene on
a week by week basis in the USA. They totalled
780k bbls in early May, and are even higher than in
2009 (light blue), when destocking severely
reduced demand. And they are much higher than
in 2008 (yellow) or other recent years.

The problem is that the trading in financial markets
has been greatly influenced by the entry of pension
funds and others, who have bought the argument
that commodities such as oil offer a low-risk way to
diversify their investments. But higher prices in
commodities and stock markets are in fact two
sides of the same coin. Both depend on real
demand emerging, as government support is
withdrawn.

The reality is that crude oil demand in 2009 was,
like chemical demand, reduced to 2006 levels. So,
in the absence of geo-political disruption, it could
easily be several years before we once again have
a tight supply/demand balance in oil markets.
Meanwhile, high oil prices will simply reduce
chemical demand, as consumers will have less
discretionary cash to spend after paying for
essentials such as heating and transport costs.

Chart 6: US oil/product stocks at high levels
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New plants ordered in the boom
period are coming online

It is a rule of business that costs are certain, whilst
sales are less certain. And this axiom seems also
to be coming true when we look at supply/demand
balances for the major petchem products.

We have already seen how demand is now much
reduced compared to that seen in recent years.
And there are good reasons to expect demand
growth to remain subdued for the next few years.
But the plants ordered during the Boom period are
now starting to be completed, and to come online.

Chart 7 summarises the position for ethylene. It
looks at the start-up schedules for those projects

located in the Middle East and China, as these
represent the majority of the new capacity
expected. And it shows that 6.9 MT started up last
year, mainly in H2, whilst another 7.25 MT is
scheduled to come online during 2010.

Ethylene is a market of c115 MT, growing in line
with global GDP. Thus this new capacity added 6%
to capacity last year, and will add a similar
proportion this year, to a market that will be lucky
to grow at half this rate. Plus, of course, there are
the other new crackers and cracker expansions,
most notably in Asia, that are also scheduled 
to arrive.

Chart 7:  New ethylene capacity arrives in the Middle East and China 
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New plants ordered in the boom
period are coming online
(continued)

Whilst there have inevitably been some delays
(these are major projects, after all), the timings of
all these new investments remain very similar to
those developed for our 2008 ‘Feedstocks for Profit’
Study. So unfortunately, the market will still see
increasing over-capacity for the next couple of
years, whilst the new capacity comes online.

Equally, the experience of previous downturns in
the early 1980’s and 1990’s suggests that plant
closures are very hard to achieve, even when they
are operating at low rates and margins. This is
because they are often closely tied to a refinery or
other feedstock source, and so the closure decision
of older plants has to be reviewed in relation to a
roll-through analysis of the whole complex.  
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The banking system is still fragile   

One of the key lessons for those who lived through
the Great Depression in the 1930’s was that banks
could not be trusted to maintain lending during a
severe downturn. This was handed down from
parents to children until the 1980’s, when it was
forgotten. Now a new generation, at least in the
West, is having to relearn this fact of life.

The graph in Chart 8, on the left, from Pimco, the
world’s largest bond fund managers, shows how
banks have sharply cut back their lending in the
USA since the Crisis began. The same picture is
true for other developed countries. Part of this is
due to the banks need to reduce their leverage, as
discussed in the original White Paper. But part is
due to a growing fear that their existing loans may
not all get repaid.

This fear is well-founded, as can be seen from the
chart on the right from www.thechartstore.com,
which highlights the increasing number of US
banks closed by the authorities in 2008 (black

Chart 8:  
US banks
have a
solvency
problem 

line), 2009 (blue) and 2010 to date (red). Until
now, the position has been somewhat balanced by
the willingness of central banks to take the place of
the traditional banking sector. But providing
liquidity is not the same as guaranteeing solvency.

Equally, whilst central banks can help to reduce the
cost of loans, by lowering interest rates, they
cannot take on a day-to-day role of lending to the
small and medium-sized businesses that are the
lifeblood of most economies. Yet companies’ need
for working capital to fund their business has been
increased as a result of higher oil prices being
passed through the chain.

It is a known fact that more businesses go bust
during an upturn in business, than during a sudden
crash. The reason is that they run out of working
capital, even though their new orders are all
profitable. If the banks can’t, or won’t, lend to
cover this shortfall, then demand growth for
chemicals will inevitably be reduced in turn.  
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There is a risk that the crisis now
enters a new stage

By now, according to Summers’ argument,
Western consumers should be starting to regain
their confidence and start spending again. But the
evidence so far, as we have seen for key areas of
chemical demand, is certainly inconclusive. And we
may, instead, be at a cross-roads where a new set
of problems begin to emerge.

One is the problem of sovereign risk, where
countries become unable to service their debts.
This occurred in Latin America during the 1980’s
downturn. And we have already seen this happen
most spectacularly with Iceland, where the

economy imploded when its major banks went
bust. Iceland had been, of course, the country with
the highest GDP/capita in the world, prior to the
crash.

Now, as described in Chart 9, we are seeing similar
problems emerge in Europe, where many countries
had also been living beyond their income during
the Boom years. Greece, a Eurozone member, has
needed a €110bn rescue package from the other
euro countries and the International Monetary Fund
(IMF). This will cause a long-lasting recession, as
the price of the loan is that Greece cuts back its
spending quite dramatically.

Chart 9:  Sovereign risk and unemployment have both risen
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There is a risk that the crisis now
enters a new stage (continued)

Worryingly, other Eurozone countries such as
Portugal, Spain and Italy may well find themselves
facing similar pressures, particularly if recovery
remains elusive. This would create a vicious circle,
where banks would face losses on their loans,
whilst demand would be reduced by spending cuts.
Exporting countries, such as Germany, would then
be hit in turn, causing their own domestic demand
to suffer.

Another related problem is that of unemployment.
For 25 years until 2008, the world saw a virtuous
circle develop whereby the rich countries
increasingly off-shored much of their
manufacturing activity to Asia (particularly China)
and other developing regions. These jobs were
replaced by employment in service industries,
many associated with the financial sector, which
grew very strongly.

Thus Western consumers got the benefit of lower-
priced goods, whilst the emerging countries gained
employment and began to become consumers
themselves. This was wonderful for the chemical
industry, as it created new demand and supported
existing demand. But now the circle may be
turning vicious.

Unemployment has been rising in the West, and
shows few signs of reducing in the short-term. As
the second chart above, from
www.chartoftheday.com shows, US unemployment
has been worse, and lasted for longer, than the
average for all recessions between 1950 – 1999. 

Understandably, therefore, consumers are more
worried about their jobs, and are asking why jobs
can’t be returned to their domestic economy. In
turn, globalisation is being replaced by a more
regional focus, and politicians are beginning to
increase tariffs and duties to protect domestic
industries.

There is, therefore, a clear risk, if the economy
doesn’t begin to improve, that Western consumers,
who are also voters, will begin to demand a greater
focus on job growth at home. Equally, this would
fatally undermine the export-based development
model which has seen China’s exports increase
from 20% of GDP to 37% between 2000 – 2007.

China is already trying to stimulate its domestic
economy, but this will take time to achieve. As we
saw in Q1 2009, its export-related jobs can be lost
overnight if Western consumers can no longer
afford the product being made. And future jobs are
certainly at risk if Western politicians impose tariffs
in response to domestic pressure from worried
voters.
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Chart 10:  Company comments on the Outlook
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Companies remain cautious after
seasonal upturn

Chart 10 shows the latest summary of company
comments on the Outlook, as posted recently on
the blog. The first quarter certainly saw the
expected seasonal boost, as companies restocked
down the value chain. But Asia, particularly China,
remains the main focus of growth. 

PetroChina, Reliance and Sinopec all see a
continuing boom underway there, with Sinopec
highlighting the importance of "State stimulus
measures”.

Dow Corning is certainly bullish, seeing "recovery
in nearly every industry and geography". Whilst
Cognis, also focused on 'green markets', detects
improved demand in Europe. But although Dow
sees "demand growth returning in developed
markets", it notes significant "challenges" remain.

Equally, Akzo Nobel seems typical of the majority
when noting it remains "cautious about the
strength of the recovery". BASF also notes that
"recovery is not certain". And several companies,
including Rhodia, worry about the "uptrend in raw
material and energy costs.”
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The global economy may now be
at a cross-roads  

Chart 11 featured in the original White Paper, and
it is helpful to re-visit it now, to examine what
has changed and what has stayed the same.

•   The first two assumptions of the Consensus
Scenario are clearly already looking doubtful.
Oil rose sharply above $70/bbl, and there has
been little sign of a V-shaped recovery in core
petchem markets on a global basis. Some
might argue that Asia has seen something
close to a V-shaped recovery, due to China’s
influence, but it remains to be seen whether
this can be sustained through H2 as bank
lending is reduced.

•   The third assumption is still correct, and it is a
worry that company earnings are being
maintained by job cuts, instead of revenue
growth. Unemployment seems unlikely to fall
much in the Western world over the rest of
this year, and may well increase in countries
such as Greece and the Baltic states, where
massive budget cuts are having to be made
by governments.

Equally, whilst we cannot be sure that we have
avoided the L-shape, it is still too early to tell
whether this is the fate that awaits us. Certainly
populations are aging in the West and in China,
whilst Japan is already experiencing this problem.
It therefore remains a real threat.

For the moment, therefore, we are still in the
Stimulus scenarios. Governments around the
world have spent prodigious amounts on
supporting their countries’ economies over the
past 18 months, since the Crisis began. Some of
this was direct, to support auto sales and
housing, as we have seen: some was indirect, in
support for the banking sector.

But these programmes are coming to end. And
the bill for them must start to be paid. This could
prove very deflationary in countries where
investors lose confidence, and refuse to lend
enough money to finance the debt that has been
generated. I also suspect that we will see an
increasing focus by investors on ‘return of capital’,
rather than ‘return on capital’, particularly if
financial markets fail to maintain their recent
rally.  

Chart 11:  Scenarios 2010-12
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Conclusions  

The chemical industry is a cyclical business. And it
usually has seasonal cycles within its longer-term
cycles. Thus, unfortunately, whilst I would like to
believe that the first quarter of 2010 will prove the
start of a sustained recovery, I fear it is more likely
instead to represent a temporary respite from the
longer-term downtrend.

Supply/demand balances are still getting worse,
rather than better, for the major petchem and
polymer products. And many of the countries
hosting the new capacity have a quite different set
of priorities from those in the West. Maintaining
high levels of employment, and social order, are
much more important than maximising company
profits.

And whilst economists talk about a need to
rebalance the world economy, so that emerging
nations consume more and Western countries save
more, this is easier said than done. Many
emerging nations have no social safety net, so
individuals have to maintain relatively high
personal savings rates to fund unexpected
emergencies. Equally, western consumers have
become used to high levels of borrowing to fund
their lifestyle.

This suggests that it will be very hard to reach a
global consensus through the G-20 Group (of the
world’s leading economies), or in other
international bodies, on how the Crisis can be
overcome. Instead, we are more likely to see
individual nations continuing to adopt their own
policies, irrespective of whether these promote or
detract from global stability.

Thus, as I wrote in the original White Paper, I fear:

• Exchange rates will continue to be very
volatile, and make planning difficult. 

• Other financial markets, including
commodities such as oil, may also see
continued volatility, in particularly if the recent
rally now gives way to a further downtrend.

• Protectionism will increase. The chemical
industry has been a great beneficiary from
globalisation over the past 25 years, and so a
rise in trade and duty barriers would have a
major impact on future growth. 

• Geo?politics still has the potential to disrupt
the global economy, and strains may intensify if
politicians become more insular and
nationalistic in their approach.

• Debt?markets are revving up to provide us
with further nasty surprises, and there remains
a striking lack of consensus on how to repair
the damage already done.
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Extended downturns are difficult times. We would
all like the certainties of future growth to return. 
It is therefore understandable that Summers’
argument holds a lot of attractions, even amongst
people who suspect it will prove to be wishful
thinking. My own view is that full recovery will take
much longer than he, or the financial community,
currently expect. Sadly, disappointment is part of
the experience of extended downturns.

But if I am right in suggesting that this is going to
prove an extended downturn, like those of the
early 1980’s and 1990’s, then we have to accept
that we will also have to live with continued
uncertainty. This then places a premium on
building flexibility into our plans, and testing them
against potential alternative outcomes.

Harold Macmillan, the former UK prime minister,
summed up this dilemma when asked once about
“his greatest worries”. He famously replied,
“Events, dear boy, events”. This remains a good
watchword for all of us, as we progress through
the uncertainties of the current downturn towards
the ‘New Normal’. 

Conclusions  (continued)

Chart sources:

American Chemistry Council: Chart 1, Chart 2

European Automobile Manufacturers’ Association: Chart 3 

People’s Bank of China: Chart 4

PetroMatrix: Chart 6

PIMCO, www.thechartstore.com: Chart 8

www.webwinds.com, www.chartoftheday.com: Chart 9 
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International eChem (IeC) are trusted commercial
advisers to the global chemical industry and its
investment community. Our team is independent,
and has an in-depth understanding of the issues,
and of the ‘real world’ in which clients operate, due
to our experience in working with many of the
world's major companies and financial institutions.

International eChem’s aim is to bring Creative
Energy to Important Issues. They specialise in the
area of Business development, providing
commercial leadership to help businesses compete
profitably in global markets.

Paul Hodges is a trusted adviser to major chemical
companies and the investment community. He has
worked in the chemical industry for 30 years.
Initially he spent 17 years as a senior executive
with one of the world’s leading companies (ICI),

both in England and the USA, where he held 
senior executive positions in petrochemicals 
and chloralkali, and was Executive Director of 
a $1 billion ICI business.   

He founded IeC in 1995, and has strong
professional relationships with the leading players,
and follows developments on a detailed day-to-day
basis. He writes the ‘ICIS Chemicals and the
Economy’ blog (www.icis.com/blogs/chemicals-
and-the-economy), and has been recognised in
the Financial Times and elsewhere for his success
in correctly forewarning of the global financial
crisis.  

Paul is a Freeman of the City of London. 
He is a graduate of the University of York, 
and subsequently studied with the IMD 
business school in Switzerland. 

Trusted market intelligence for the global chemical
and energy industries.

ICIS aims to help companies in global commodity
markets improve their revenues and profits by
providing high quality, timely, commercially useful
information, business leads and brand positioning
across the globe.

Our products include; 

ICIS pricing – unbiased and independent
chemical and oil price reporting.

ICIS news – chemical news from around the
world as it happens.

ICIS Heren – the leading specialist information
provider for the gas, power and carbon markets.

ICIS Chemical Business – analysis of the
chemical markets

BUDGETING FOR A NEW NORMAL – A MID-YEAR UPDATE

19379_ICIS_WhitePaper_update_NEW COPY_v2.qxd:18842_ICIS_WhitePaper_update  25/5/10  14:47  Page 23

http://www.icis.com/staticpages/prices.htm
http://www.icis.com/news/aboutnews.htm
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