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Basic Chemicals in China - Different Issues for
Multinationals and for Domestic Chemical Companies

Dr. Kai Pflug, CEO, Management Consulting - Chemical s(Ltd.),
Dr. Bernhard Hartmann, Managing Director, A.T. Kearney China

This paper now focuses on some asp ects
of basic chemicals.

Basic chemicals are chemicals that are
produced a high volumes, and sold at a
comparatively low price per kg. They thus
account for amost of the chemical volume
produced, but for only asmal shareof the
total number of chemicals commercially
available. They can be comprehensivdy
described by their materials specification
- inother words, the knowledge how to use
the basic chemicd lies with the customer,
not with theproducer. M ost of the chemi-
cals listed in thelmport and Export stetis-
tics a theback pages of the China Chemi-
cal Reporter are basic chemicals.

For multinational companies, in some
way selling basic chemicds in China used
to beeasier than elsewhere, though this is
gradudly changng:

* The quality of basic chemicds pro-
duced by multinationas used to besubst an-
tidly higher and more consistent than that
of domestic companies and therefore was
easily preferred for high-end applicaions
and exports. However, recently the qual-
ity of basic chemicals such as M DI pro-
duced by domestic companies is increas-
ingly comparable to that of the
multinationals, reducing their competitive
advantage

* The prices of basic chemicals offered
by multinationa s (often imported) tended
to be substantialy higher than those of do-
mesticproduct, often supported by astrong
brand. How ever, recently domestic comp a
nies have successfully raised pricesfor some
typesof basicchemicas (e.g., specifictypes
of titanium dioxide), thus agpproachingthe
price level of multinationals

* Multinationals used to primarily sell
imported products, and customers had to
accept the related issues of long lead times
and insecure on-time delivery. As quality

of domestically produced materials
improves, these issues may be taken more
seriously by customers.

Any company (both multinationds and
domestic companies) tryingto maximize
profit frombasic chemicas will needto dif-
ferentiate their commodities. Given the
very natureof basic chemicals, this is not
an easy task. However, there area number
of options that may be considered to
achieve such adifferentiation:

* Certification by now is amost agiven
except for somevery smdl domestic pro-
ducersand thus has only limited value as a
differentiator

* Delivery service can be asuccessful
differentiator, particularly if the company
can provideit & low (interna) costs

* Environmentd care is taken asagiven
for multinationa s but not necessarily for
domestic companies. For large customers,
this aspect will increase in importance

* |nventory management a lows diff eren-
tiagtion asitis not offered by all suppliers

* Leadtime and on-timeddivery may be
used as diff erentiators by domestic compa
nies if competing with imports

* Packagng - if customizable - may in-
fluence individua customers

* Payment terms are often a strong
differentiator, with domestic producers of-
ten willing to offer much more flexibility

* Quadlity consistency still favors multi-
nationals as they have a better long-term
track record despite recent improvements
of domestic players

* Safety in both production and transpor-
tation may still lead customers to prefer
multinationals.

Overadl, differentiation is probably more
of anissue for multinational chemicd pro-
ducers than for domestic companiesas mul-
tinational s tend to have higher prices and

thus need a suitable rationde.

In contrast, there are dso specificissues
in basic chemicadsthat primarily apply to
domestic companies. Clearly themost im-
portant one is the issue of persistent
overcapacity, asindicated by low utiliza
tion rates that often are accompanied with
further expansion plans by the current
producers:

* Adipic acid had a utilization rate be-
low 70% in 2009, & the same time, Hualu
Hengsheng has plans for a new plant

* For cadcium carbide, production and
consumption in 2009 both werearound 15
million tons while cap acity was around 22
milliontons, leadingto acapacity utilize
tion of only 68%. At the same time, ap-
proximatdy 10 companies in 2010 an-
nounced new capacity

* For caustic soda, capacity utilizationin
20094 so wasonly around 68%. Neverthdess,
in 2010 there were rep orts of approximately
20 companies adding capacity

* For methanol, capacity utilization in
2009 was only around 40% while e.g.,
Yanchang and BlueChemical started new
capecity in 2010

* PVC capacity utilization for 2010 is
estimated a 49%,; during the same period,
about 20 companies started or announced
production expansions

From the viewpoint of a Western
observer, this combination of high exist-
ing capacity, low capacity utilization and
simultaneously announcements of further
capacity expansions is perplexing, par-
ticularly as thereis aperception that the
Chinese government has alarger influence
on industry activities than in Western
countries. Clearly, the situation for some
basic chemicals is not healthy, and it is
likely to result in substantia financia loss
for some of the companiesinvolved. What
is the reason for this phenomenon? The
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answer will obviously to some extent be
speculative. However, it seems justified
to focus on two reasons.

First, domestic chemical companiesin
generd tend to favor mass-produced, ba-
sic chemica's over more complex speciaty
and fine chemicds. This is probably due
to their relatively short planning
timeframe - obviously, for basic chemi-
cals revenues can be obtained after a short
construction period, while for fine and
specidty chemicals a longer timeframe is
required (toalso include timefor research,
development, customer understanding and
marketing instead of just for building pro-
duction capacity).

Thelikely other main reasonis that do-
mestic chemicad companies focus their fu-
ture plans amost exclusively on current
market conditions and forecasts, rather
than on an evduation of internd strengths.
Therefore if amarket for aspecific chemi-
cd a any point seems atractive, many
domestic chemical companies will move

into this market. The problem with this
approach is that the market may not be
ableto support al of the new production
capecity. As aresult, only some compa-
nies will be profitablein the market -
those that have the best fit with the suc-
cess factors of this market.

What does this mean for domestic com-
panies consideringentering the market for
a basic chemical, or expanding their
presence?n eva uatingits plans, the com-
pany should focus not only on the exter-
nal attractiveness of the market. M ore im-
portant isto assesshow well the company
can fulfill the success factors in that
market. And this assessment needs to be
donerdativeto thecompetitors - the key
isto fulfill thereguirements better than
al or most of the competitors. Only then
acompany canrealisticaly expect to gain
from continued presence in the basic
chemicas market. Furthermore, idedly
such an assessment should not only be
done when expanding in a market, but aso
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when deciding whet her to stay in amarket.
Chinds landscap e of basic chemicds pro-
ducersis notoriously fragmented. Only a
smal share of the current producers of
many basic chemicals will survivein the
long run. A company should therefore as-
sess whether it hasthe necessary competi-
tive advantages to be among these
survivors. The consequence of such an
assessment may well be to pull out of a
market even though the company has a-
ready established a long-term presence -
adecision that is sensible but difficult to
take from an emotiond point of view.
Only focusing on those businessesin
which a company can be among the lead-
ing players is hardly a revolutionary
thought. In fact, China's bookstores are
full of books emphasizing thisidea, which
was initialy propageted by Jack Welch of
GE ("Be number one or two in y our mar-
ket or get out"). However, in Chinds ba-
sic chemicals industry, many companies
have not accepted it yet. n



