Alive and kicking: China hydrocarbon demand

Alive and kicking: China
hydrocarbon demand
China’s hydrocarbon demand is every bit as robust as its renewables industries. A more
rapidly growing economy will mean higher demand for all energy sources.

 Coal use reductions dependent on
economic growth

renewables do not always benefit
from priority dispatch over other
generation sources.

 Chinese LNG imports to converge with
Japanese levels in next decade
 Oil demand remains on upward
trajectory

Ross McCracken
Managing Editor, Energy Economist
S&P Global Platts

Despite China’s ongoing build out of
new renewables, hydro dams and
nuclear power plants, the country’s
electricity system and heating
remain heavily dependent on coal.
New coal-fired generation capacity,
although slowing, continues to be
added to the system, and

However, restrictions on coal-fired
power generation have steadily been
tightened. Under the Airborne Pollution
Prevention and Control Action Plan
2013-17, no new coal-fired power plants
were permitted in three areas: BeijingTianjin-Hebei, the Yangtze River Delta
and what has recently been named the
Guangdong-Hong Kong-Macao Greater
Bay Area.
On the supply side, Beijing continues its
attempts to rationalize and consolidate
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its giant coal industry, cutting the
number of operating mines.
By the end of 2020, the government
expects to have a handful of very large
coal conglomerates, although, as in the
past, measures to control coal mining
are likely to prove patchy, with closed
mines liable to resume operations, if
demand rises.
China’s rationalization of its coal
industry does not necessarily mean
lower coal output. Chinese coal
consumption appeared to peak in 2013
at 1,969.1 million tons of oil
equivalent, but having fallen to 1,887.6
million toe in 2016, it is estimated to
have risen in 2017.
Coal output in December hit a
two-year high, according to the
National Bureau of Statistics, owing
to stronger than expected economic
growth and cold weather, combined
with a slowdown in the country’s
northern coal-to-gas switching
program, as a result of growing gas
shortages and a lack of equipment
for conversions.
The upturn in coal demand highlights
the sensitivities that govern Chinese
coal demand and production, and thus
in a large part CO2 emissions. Chinese
coal-fired power plant utilization is
around 47%, representing massive
spare generation capacity.
Whether this rises depends on the
balance between electricity demand
growth and construction of other
forms of power generation. Stronger
economic growth, driven by rising
industrial demand or, longer term,
the export of power to neighboring
countries, would be underpinned by
coal generation and thus coal
consumption.

Refining: Beijing gets tough
In 2017, the government tried to curb excess capacity and limit oil
product exports, while at the same time approving new refinery
projects, creating a glut of oil products in the domestic market.
However, the government also laid the groundwork for a more
balanced and sustainable growth path for the industry. Guidelines
were issued that focus on capacity expansions, taxation, safety and
environmental issues, such as refinery emissions.
This year, the government has strengthened its environmental and
tax regulations to weed out inefficient excess capacity. This should
remove price distortions from oil product markets and, in turn, allow
further deregulation of oil product prices, putting the sector on a
more market-orientated footing.
This is consistent with a State Council plan announced in October
2015 to set up market-oriented pricing mechanisms for all
commodities by 2020, including the liberalization of gasoline and
gasoil prices at an appropriate time.
Wielding the stick
Two major policy moves have been made this year, which, if
successful, have far-reaching implications for China’s refining sector.
The NDRC intends to sanction refiners that fail to meet the
guidelines unveiled in 2017. Refiners have until early August
to rectify any shortcomings or face fines, suspensions, forced
shutdowns and possibly prosecutions. The government intends
to close any refinery with capacity of less than 40,000 b/d and
illegal capacity expansions will be forced to shut. Refiners are also
expected to upgrade the quality of their output to improve safety and
environmental performance.
The second major policy announcement concerns tax. Independent
refiners and blenders have used loopholes in consumption tax rules
to avoid tariffs entirely or pay only partial taxes. Given their lack of
efficiency relative to the large state refiners, this tax avoidance is
critical to their commercial success.
The new regulations require refiners, blenders and retailers to use
a special tax reporting system that monitors the entire transaction
chain from producers to end-users. This should allow local
authorities to collect consumption tax more effectively.
This is expected to remove the cost advantage enjoyed by the
independents, making the least efficient commercially unviable.
In turn, this will remove price distortions from oil product markets,
which will make it easier for the government to further deregulate oil
product prices. — Oceana Zhou
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Coal-to-gas switching
The backstop reliance on coal can be
seen from the problems encountered
by the country’s “2+26 cities” program
instituted last year, which aims to
convert millions of households and
commercial buildings, such as
schools and hospitals, from coal to
gas heating, thereby significantly
reducing air pollution.
Under its 13th Five-Year Plan 2016–
2020, China aims to increase gas use
in the energy mix to 10%, from 5.9%
in 2015.
The additional gas demand this will
create will be met only partially by
higher domestic supply, leaving a
widening supply gap to be met by
imports, both pipeline and LNG.
Again, lofty targets and zealous
implementation have seen ambition run
ahead of infrastructure.
The 2+26 cities program has been
scaled back as a result of inadequate
gas transmission and import
infrastructure connected to the
northern provinces concerned, and a
lack of equipment to carry out all of
the conversions.
The origins of this plan were stringent
reductions in particulate matter
concentrations of at least 15%
promulgated by the Ministry of
Environmental Protection in August
2017 for the October-March period of
2017/18.
The level of conversions prompted a
sharp rise in LNG demand, with China’s
northern LNG terminals operating at
full throttle. Chinese LNG imports
leaped 47% year on year in 2017 to
37.76 million mt.

The surge in gas demand revealed a
number of insights:
 A limited response in terms of
increased pipeline supplies, despite
significant spare pipeline capacity
from both Myanmar and Central Asia.
 A lack of transmission capacity
between southern LNG import
terminals and northern demand
centers.
 A significant under-estimation of the
amount of coal that needed to be
replaced, re-enforcing other
indications that Chinese coal use is
higher than reported.
 And, as shortfalls emerged, city gas
was the priority, with LNG prices for
trucking being allowed to rise sharply
to record highs.

Gas imports
It is clear that domestic gas production,
while growing at 7.7% year on year to
reach 147.42 billion cubic meters in
2017, is not growing fast enough.
Chinese gas demand is expected to rise
10% to nearly 260 Bcm in 2018 by
state-owned company CNPC, after
rising 17% in 2016.
The growing deficit can only be met by
imports and will require significant new
investment in transmission
infrastructure. It will also require
further investment upstream, notably in
Central Asia.
In addition to new LNG terminals
planned and under construction, China
has projects in place to import 38 Bcm
of gas from Russia via the under
construction Power of Siberia pipeline
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and potentially add 30 Bcm from the 4th
Central Asia Line and another 30 Bcm
from Russia via the less certain West
Siberian Altai project, which would
increase total pipeline import capacity
to 165 Bcm.
LNG import capacity stood at 108 Bcm
in early 2018 and is expected to rise to
122 Bcm by 2022, according to S&P
Global Platts Analytics.
However, the rise in gas demand was
only partially the result of the
conversion program. Recovering
industrial activity and higher than
expected GDP growth contributed
significantly, which again explains why
coal use could rise at the same time
that environmental regulations seek to
curb consumption.
This reinforces the perception that
China’s ability to meet its environmental
goals and increase the proportion of gas
in the overall energy mix would be
severely challenged in a high economic
growth scenario.

Oil demand
While China may be pursuing a
more sustainable economic model,
it is also being pulled by the
demands of its economy in the
opposite direction, a conundrum
that is only likely to reinforce the
drive behind renewables and
electric vehicle (EV) deployment.
Despite having the world’s largest
fleet of EVs, China’s apparent oil
demand is forecast to rise 4.6% year
on year in 2018 to 12.05 million b/d.
This is expected to result in a 7.7%
increase in crude oil imports to 9
million b/d, according to CNPC’s
Economics and Technology Research
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Rising spot LNG trade to stimulate market deregulation
There appears to be only one direction for Chinese LNG imports and that’s up.
In 2017, China became the world’s second largest importer of LNG, surpassing South Korea. The country’s LNG demand is set
to nearly double to 67.9 million mt/year by 2023, and its share of the global LNG market is expected to converge with that of
Japan within the next decade.
China has so far imported LNG primarily on a long-term, take-or-pay contract basis, going to the spot market mainly in the
winter months. However, despite its exceptional demand growth and abundant spot purchases, China’s total LNG imports in
2017 remained slightly below the total contracted volume.
This is set to change.
The country’s LNG demand is expected to outstrip growth in contracted LNG obligations over the next five years, leaving about
a quarter – 17 million mt — uncontracted. This implies much greater reliance on spot trade. Chinese LNG demand will become
a major factor in global LNG price formation.
LNG spot prices rather than oil-linked contract prices will also increasingly influence the domestic market. As the government moves
to liberalize LNG imports, and the number of active spot market participants grows, the sector will become increasingly competitive.
Beijing has initiated domestic market reforms affecting LNG on three key fronts: boosting third-party access to LNG terminals,
liberalizing domestic gas pricing and promoting a trading hub.
Progress so far has been limited, but growing reliance on spot trade will reinforce the need for these reforms to become reality.
State-owned companies, which currently dominate trade in LNG imports, will come under mounting pressure to free up terminal
and pipeline infrastructure to traders and end-users.
By turning guidelines into law, and setting achievable targets for state companies to allocate capacity, China could boost LNG
terminal capacity utilization from about 65% in 2017, lower end-user costs and diversify its LNG supply sources, thereby
enhancing security of supply.
In addition, since 2011, the government has linked city gate prices to a basket of competing fuels, including fuel oil and LPG, to
ensure gas price competitiveness. But the prices often reflect an extensive time-lag that can span several months for both
LNG and pipeline gas.
In November 2016, suppliers and buyers were allowed to negotiate city gate prices within a 20% range of the baseline price for each
trade. As exposure to the LNG spot market grows, further steps are expected to make domestic gas pricing more market representative.
There also ambitions to create a major gas trading hub, centered around Shanghai, which has well-developed regional
pipeline interconnections and access to several LNG terminals along the east coast. Progress has been made in encouraging
the growth of bilateral trading and increasing the transparency of gas trade in terms of volume and pricing. However, barriers
remain as a result of incomplete gas price deregulation and a lack of sales unbundling and third-party access to LNG
terminals. — Abache Abreu
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ELECTRICITY AND CARBON EMISSIONS VERSUS GDP
15

Institute (ETRI), based on GDP growth
of 6.7%. According to ETRI’s data,
China in 2017 surpassed the US to
become the world’s largest crude oil
importer, with the dependency on
imported oil hitting 67.4%.
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This is expected to leave a surplus of
oil products for export of about 46.8
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However, oil product demand growth
is expected to rise more slowly than
in the past as a result of a number of
factors; the growth of New Energy
Vehicles (NEVs) – primarily battery
and plug-in hybrid vehicles; rising
ethanol volumes in the gasoline pool,
the construction of a high-speed
train network, which will impact
aviation fuel demand, and increased
vehicle sharing.

Gas

Chinese oil demand continues to rise
on the back of growing transport
needs and demand from non-energy
sectors like petrochemicals. NEVs,
while expanding quickly, still only
displace a small portion of transport
oil demand. As a result, a scenario in
which overall Chinese oil demand falls
remains some way off.
While reduced crude imports, even at
the expense of lower refinery
utilization, would benefit the
economy, in reality, a similar process
to coal is likely, rationalizing refining
around major conglomerates and
weeding out the less efficient
independent refiners, while at the
same time directing excess capacity
towards export markets.
Here China lacks cheap feedstock,
but has a geographic advantage
lying in the heart of Asia, where oil
demand growth is expected to
remain strong.
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Quotas for closures: China’s refining sector policy timeline
2015
 Eleven independent or “teapot” refiners allowed to import 49.19 million mt/year
(987,000 b/d) of crude in return for capacity reductions.
 A total 34.11 million mt/year (685,000 b/d) of capacity is slated for closure.

2016

 Nineteen refiners allowed to import 73.77 million mt/year (1.5 million b/d).
 Independent refiners given quotas to export refined products.
 Eight refiners promise to shut 20.81 million mt/year (418,000 b/d) of capacity in return
for 24.58 million mt/year (494,000 b/d) of import quotas.
 China’s crude imports rise 13.3% to 7.63 million b/d in the year.
 China’s product exports rise 50.3% year on year to 38.2 million mt.
 Illegal trade in quotas and tax evasion becomes rampant and pollution veers
out of control.

2017

 Government clamps down on exports by independent refiners without quotas.
 Number of independent refiners allowed to import crude rises to 32. Independents’
annual import volumes rise to 101.69 million mt (2.04 million b/d).
 Capacity closure commitments total 61.62 million mt/year (1.24 million b/d).
 Government tightens quota regulation.
 Government stops accepting new crude import quota applications from May 1.
 China’s crude imports rise 10.5% to 8.43 million b/d. Oil products exports rise 7.3%
on year to 40.1 million mt.
 Government starts to scrutinize consumption tax governance and illegal quota trade.
Central government bodies agree to tighten monitoring around the sector.

2018

 Government eases controls on crude imports and refined product exports, but new
export quotas withheld.
 Environmental protection fee turned into environment tax effective January 1.
 State Administration of Taxation announces measures to enforce oil products
consumption tax payments.
 The National Development and Reform Commission unveils measures to punish refiners
failing to meet government guidelines on capacity expansions, environment and safety
by early August.
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