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Back to the Future?

This paper poses just one question: “With the end of the recent, extended bull-market, do we revert to the “status quo ante” of 2001?  Those old enough will recall that every cycle since OPEC led us back to “Square One”.  So will the future be a replay of the past this time round, with US$ 65 urea, US$ 130 diammonium phosphate and sub-US$ 100 potash? And if not, why?
What We Know?

We can agree that:
· Dramatic price spikes are always short-lived.  Long-term reality is not to be found there.  Neither does the “recovery” period after the collapse a good basis for forecasting or making investment decisions.

· It would be convenient if underlying prices trends worked in parallel with inflation – but they don’t

· It would make life easy if the drivers of changes in the fertilizer sector were to be found within the sector itself – but the main shifts are caused by global politico-economic developments.
Since the OPEC Crisis we have seen a number of radical political and economic changes, most of which have taken decades to unfold and some of which are still “work in progress”. Such changes impact on all industrial sectors and fertilizers enjoy no special status in this respect.  We list some of the more important at the outset to avoid the need for later repetition:
The strategic importance of food production following the Second World War, the famines of the 1950s (China) and 1960s (Indian Sub-Continent) created the green Revolution and a strategic imperative to guarantee the supply of fertilizers. Following the OPEC crisis, we saw 15-20 years of major self-sufficiency programmes promoted by national governments and multi-national organizations such as the IBRD, not to mention the “Détente” policy of investment in gas and fertilizers in Russia and East Europe and the OPEC philosophy of processing raw materials in situ. We list below some of the major construction programmes which resulted from such policy initiatives and the belief that population growth would create an insatiable demand for fertilizers.

	Government-inspired Fertilizer Investment Programmes

	Arab Gulf (N)
	Indonesia (N)

	Brazil
	Mexico (N)

	China (N, P2O5, K2O)
	North Africa (N, P2O5)

	East Europe (N, P2O5)
	Mexico (N)

	India (N, P2O5)
	Pakistan


To add to the frenzy of construction, the existing fertilizer industries in the Developed World were generally unwilling to believe that government-inspired schemes in socialist countries would be capable of efficient production and pushed ahead with expansion programmes of their own, for example the USA phosphate industry and the Canadian potash industry. In Europe too we saw a spate of new plants designed to take advantage of North Sea gas. The result was a thirty-year period of chronic over-supply in all nutrients.
With the advent of monetarism, the tide turned and the costs and efficiencies of government involvement in industry came into question and since that time privatization has been the order of the day.  Only at the beginning of this century have we seen the balance of supply and demand come into closer alignment and even now we are witnessing major government-inspired construction programmes, for example in Saudi Arabia and China in respect of phosphate fertilizers and in China in respect of urea and potash.

Since OPEC we have seen raw materials production, processing and end-product fabrication inevitably transfer to the source of the raw material.  The old, colonial mould of importing cheap raw materials into the developed world for processing, consumption and re-export to the Developing Countries has been broken.  Developing Countries now account for the major part of production in both nitrogen and phosphates and are still expanding their global share.
What Now for the Market?
When a market-bubble collapses, a lull generally occurs during which damage assessments can be made and the mess can be cleared up. We are now living through that lull and are faced with the usual quandaries:
· Large stocks built up during the last months of the bull-run as purchasers tried to pre-empt the next price rise.  These stocks are made up of embarrassingly high-priced product.  Only when they are liquidated can buying activity recommence.  In some cases purchasing for an entire growing season may be lost for new sales.
· Consumption appears to fall sharply after the boom-year. The impact tends to be exaggerated by the fact that most consumption figures are based on deliveries. Surplus product delivered in 2008 will show as 2008 consumption even though it will be consumed in 2009.

· We tend to expect some cleansing of the distribution infrastructure as those who have burnt their fingers call it a day.
All cycles have their own peculiarities, which affect the pace of recovery, and this time round is no exception:
· Trade finance has seized up. This affects both the availability and terms of credit at all levels.

· Collateral requirements have risen steeply –adding more pressure to the smaller player.

· More locally we have an on-going gas problem disturbing the supply of the nutrient which is always first to recover. The gas problem is 20 years old and probably not resolved for good.
What now for the Industry?
 Over the last 20 years or so, the fertilizer industry in general has developed the instinct to shut down production at the first sign of a market collapse. The less competitive industries, for example in the Developed West, have the advantage that they are long written down and do not have to make interest payments on new plants which have cost US$1-1.5 billion for 1 million tonnes urea up to US$2-2.5 billion for 2 million tonnes of potash. Such temporary stoppages are no longer necessarily the precursor of permanent closure. Added to this, during the boom years producers have amassed a “war-chest” sufficient to see them through the inevitable dog days.  This means that the critical problem of inventory has been passed on down the line.  Whether nitrogen, phosphate or potash, the general picture for most of the global industry has seen record low stocks at the time of collapse followed by a modest build-up as production cuts were effected.  The possible exception is China where nitrogen, phosphate and NPK stocks are high and potash stocks more than adequate given the cut-back in NPK production.
We do not discount the possibility of permanent closures of plants. As we expect the difficult market to stretch out through 2009, decisions will be made on vulnerable units where the timing of closure has always been the issue, rather than closure itself.  After the clatter of plant closures seen in the 1980s and 1990s, the steady erosion of capacity in West Europe has been a constant feature of the market. For Europe we must see whether it brings forward decisions Yara will have to make following the acquisition of the GrowHow assets.  There are much more significant decisions to be made in respect of the East European members of the EU10.  Their gas situation is essentially no different from that of West Europe, apart from the dependence on imports from a single supplier.  As transition periods run out, decisions which have been fudged for years will become critical.
The recent boom in fertilizer prices has differed fundamentally from earlier cycles during the last 30 years: it did not see an avalanche of new projects being moved forward, some to the point where cancellation has become impossible. Again we see the distinct footprint created by a discredited banking sector:
· For the last 10 years, it has been enormously difficult to arrange non-recourse financing for nitrogen plants, even where long-term contracts of US$ 1 gas were available. Investment bankers eschewed involvement in the real economy, which can always be open to some risk, in favour of make-believe financial tools, which appeared to be risk free and much more lucrative.
· Investment criteria did not change to reflect soaring capital costs: between 2000 and 2008, the cost of building any new facility practically doubled. Country and sectoral lending limits appear not to have changed.

· Financing a project today is not a realistic option unless the investment receives direct or indirect government support.  The most obvious candidates are industries in the Arab Gulf, such as Iran, Saudi Arabia, Qatar or Abu Dhabi.  Even here there may be some reluctance to commit gas to a project at a competitive price, given substantial recent investment in gas-guzzling LNG facilities.  The other exception has been China, where Government created a favourable investment climate for the local fertilizer sector and continues to subsidise feedstock and rail freights.  Even here the strategy designed to ensure guaranteed domestic supply and industry modernization, may be reaching a turning point.
Before we look further into the future, we will recapitulate some of the important differences in today’s post-boom market compared with those we have experienced over since OPEC:
· Chronic over-capacity is no longer the problem it was.  Industries have worked flat-out in 2007/08 and need only a return to the delivery levels achieved then to be tight again.
· Some new capacity is due on-stream, mainly in China. New project activity is almost non-existent.  The normal level of closures will go some way to neutralizing the impact of new plant.
· Food stocks have not built up over the boom period.  Increased agricultural production has been absorbed by demand. The bio-fuel nonsense has seen to it that fertilizer demand has increased in line with production.

What Next?
In looking forward we offer to caveats:  the boom years of 2007 and first half 2008 were poor for years to use as a basis for any projections and the same will apply to and the same will apply to second half 2008 and 2009. Periods of insanity should be treated as such. The second caveat is the China remains the major wild-card in respect of all nutrients.  Whilst it has become more transparent, China retains the potential to surprise and disrupt.
Of most critical concern is price development. Here the drivers are not only different from the past but vary between the nutrients,
Nitrogen: In all the previous cycles since OPEC, prices have reverted to the previous low point and stayed there for some time.  The reason then lay in the share of the export market enjoyed by the states of the FSU and a non-convertible currency which was not translatable into hard currency economics. In this stagnant economy, the critical point for the fob price was US$ 60-65 f.o.b, whether we are talking about the mid-1970s, the mid-1980s or even the mid-1990s when Russia suffered a severe economic collapse.  Former USSR exports still remain substantial and still are the key to export price levels – but the economic framework has changed materially. We have a clear division now between Russia and the rest and the rest is being treated no differently from Russia’s European customers for gas or phosphate rock or potash or even sulphur.  World floor prices are now being set by the cost of gas to Ukraine and onwards to Romania and Bulgaria. When world market prices fall below the cash cost of delivery to f.o.b. these significant export industries shut up shop.  The volume of ammonia, urea, ammonium nitrate and urea-ammonium nitrate is sufficient to trigger a price correction. This means that the floor price of nitrogen is going to be significantly higher than the previous lows of the last 30 years – so far in this cycle US$ 200 per tonne urea.  The fact that the Ukrainian gas price is below West European delivered prices owing to transmission and transit charges, means that there is a further tranche of capacity which runs into the red at about the same time.  As the gas market becomes more global on the strength of the growing importance of LNG and the current close link between oil prices and gas pricing mechanisms, the North American gas price is also closely aligned with that in Europe - albeit without the time-lags which are built into Gazprom contracts.
Whilst this oil-gas link remains intact and made concrete in price formulae, we can tell the roughly where the floor price for nitrogen is if someone can tell me what oil prices will do!  We should add that for those producers and exporters with fixed price contracts in the US$ 1-2.5 range, such a floor price guarantees healthy profitability and makes the attitude of investment bankers even more deplorable.  It will also encourage oil-producing countries which also process gas to focus on maintaining oil prices, leaving petrochemical prices to look after themselves.
Phosphates:  The phosphate sector lies somewhere between nitrogen and potash in its interaction with the market.  This is a direct corollary of the distribution of resources: hydrocarbons in the form of oil, gas and coal are widely spread, phosphate rock resources of commercial interest are much more limited and potash reserves few and far between.
It should also be noted that the extractive industries work to a completely different time-scale and investment pattern from nitrogen.  Depending on which country we are dealing with, the lead time for assessing reserves, permitting, developing mining plans and infrastructure is likely to require up to 5 years before the financing and construction phases.  Over the last three decades of the twentieth century, we experienced prices cycles typically lasting about 5 years – time enough once prices had risen encouragingly to start planning and wonder about finance before the roof caved in again.
Even more than for nitrogen, the extra costs of starting a mining development from scratch are significantly greater than a rolling investment programme at an existing site.  Such programmes are necessary to replace exhausted mining areas even if a production increase is not planned. Small-scale expansions are normally achieved by such on-going development work and only the development a major new mining areas require a similar  level of investment to a green-field project.  We throw into the equation a couple more critical factors:
· The majority of existing stand-alone mines are constrained by infrastructure, water and reserve size.  Increasing production may mean reducing the life of a mine whilst demanding significant investment.
· As the industry increasingly takes advantage of the economic benefits of vertical integration, the key factor is how to process more rock “in situ” or at arm’s length. Selling raw material to competitors in the processed phosphate market makes poor sense.
· The long awaited decline of the US phosphate sector is in full spate. However, producers such as OCP, which since the 1970s have expected to be the main benefactors of this decline, now have to factor China into their calculations.  China is now the world’s top producer of phosphate rock.

· The long-drawn out planning and implementation of the giant Ma’aden project in Saudi Arabia (first stage 3 million t/a diammonium phosphate) has greatly inhibited new investment in phosphates and continues so to do.

Prices for phosphate products therefore are determined much more by supply control and achieving price levels which allow for reinvestment and profit whilst discouraging new-comers from entering the fray. Having left behind the days of chronic and gross oversupply, we expect significantly higher floor prices in the coming cycles for phosphate products.  This will in part be achieved by cutting back on the supply of acid-grade merchant rock – a prospect which goes some way to explain Yara’s acquisition of GrowHow and its Finnish rock mine.
Potash: At the right end of the spectrum of availability lies potash – from the industry viewpoint. Whilst a variety of options exists in terms of product and supply source for nitrogen and phosphate, most of the world faces a much simpler choice in the case of potash: to import potassium chloride.  Even during the period of peak pricing – which lingers on in the case of potash – the main project activity was to be found in Canada and Russia – reflecting the distribution of reserves.
All the constraints on new, mining developments mentioned in the phosphate analysis apply to potash, but more so since the overwhelming bulk of potash is produced by deep mining.  The number of factors have slammed the door in the face of potential new developments for decades:

· The cost of new mines 
· The ability of existing producers, particularly in Canada, to expand at a relatively low cost and within 2-3 years acted as a deterrent.
· The chronic oversupply which led to dire prices throughout the 1980s and 1990s.

· The relative lack of potash resources in China

Given that construction has not commenced in any of the major new mines – Argentina, BHP Canada or Russia – there is every reason to believe that a greater degree of supply management can be achieved in the potash sector than the others.  The reaction to the recent market collapse has illustrated the industry’s ability to turn down production in response to a complete absence of demand.  We must conclude that, like the other nutrients, potash prices will not revisit the lows which characterised the 1990s.
Conclusions

We conclude that a return to market conditions and prices which we saw at the end of every price boom since OPEC are less likely this time round. Demand will be supported by growing populations, bio-fuel demand as dictated by the legislation hurriedly put in place in Europe and North America rather than common sense and low food stock levels.

We see no possibility of a rush of investment in new capacity, given that neither private nor government finance is readily available.  Even in China we expect a period of rationalization rather than a new phase of new construction.  By the time existing plans and projects come into production, the country will be comfortably self-sufficient in nitrogen and phosphate and able to replace a good portion of low-analysis product with modern fertilizers. On the other side of the coin, we foresee no massive rash of plant closures but a much greater incidence of temporary closures to balance the market accompanied by the odd permanent closure.
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