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China Should Have a Domestic Specialty Chemicals Champion

Dr. Bernhard Hartmann, M anagi ng Director, A.T. Kearney China,
Dr. Kai Pflug, CEO, Management Consulting - Chemicals(Ltd.)

What is special about specialty
chemicals?

Throughout this article, theterm " Specialty
Chemicals" is used in its European
definition. That is, specialty chemicdsare
low-volume chemicals that are sold based
on their performance in a specific
application. Thisisin contrast to the defi-
nition is often used in China For example,
in CCR 1/2010, Han Qiy uan describes a
number of areas including food, feed and
plastics additives as "new-field fine chemi-
cds" - dl these will beregarded as specialty
chemicds in this paper. Fig 1 shows the
distinction.

Fig. 1: Definition of Specialty Chemicals versus Other Chemical Segments
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Fecialty chemicads are sold for acer-
tain eff ect they have when applied or added
to other materials. In principle, what the
user of a specidty chemical buysistheef-
fect of this chemical, not thechemical itself.

From this distinction, severa conse-
guences can be derived. First of dl, spe-
cidty chemicds companies need to have a
good know ledge of their customers' prod-
uctsin order to develop theright specidty
chemicas (agan, this is different from fine
chemicals where essentially a full specifi-
cation of the required chemicd is sufficient
for the finechemicals producer). In addition,

specialty chemicds therefore frequently
hav e aservice component in that the chemi-
cals need to be adapted to the customers'
products, and technica advice needs to be
given.

Other specifics of specidty chemicas are

* |nnovation orient ation: Specialty chemi-
castend to commoditize with time, i.e,
once the customer has afull understanding
of what the specidty chemica isand how it
can beusedin his products, it isnot redly a
full specialty chemica any more but becomes
much more exchangeable. Therefore con-
stant innovationis necessary for aspecialty
chemica's producer to keep his market po-
sition

* Large number of small niche target

markets: Depending on
the way of
categorization, there
areabout 35 main spe-
cialty chemicals seg-
mentsaswedl as about
300 sub segments. Each
of themrequiresits own
specific specialty
chemicds and its own
development and applli-
cation knowledge

* Globa market: The
combination of innova
tion orientation plus
niche markets leads to
specidty makets generdly beingglobd as
only gobd players can recoup the R&D
costs required to penetrate a specific niche
mark et

* Low volumes but rlatively high prices:
As specialty chemicals are usually only
needed in small anounts and only account
for asmall proportion of customers overall
costs, they areless pricesensitivethan ba
sic chemicals and thus tend to have good
profit margns

* Low capitd intensity: Producing spe-
cialty chemicals is more based on having
relevant R&D know ledge thanon owner ship
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of expensive assets (which are often re-
quired to produce basic chemicals).

* Close customer relationship and high
switchingcosts: Typicaly specidty chemi-
cds are not easily exchangeable by the
customer, leading to long-term stable cus-
tomer relationships.

S ecialty chemica s aredefined fromthe
point of view of achemicals customer. T his
is different from fine chemicads which are
ty picaly defined by chemica nature (eg.,
Fluorochemicas). T his definition by appli-
cation also means that specidty chemicals
companies often do not sell pure individua
chemicadss but fine-tuned mixtures tha in
their overdl combination give the desired
effect.

M gor Western chemicad companies in-
clude AkzoNobel, A ltana, Clariant, DSM,
Evonik, Grace, Johnson M atthey, M erck,
Rhodia, Suedchemie and Wacker. Other
major players producingspecidty chemicas
as well as other chemical products include
BA SF (strengthened by the acquisition of
Ciba and Cognis), Dow (particularly after
the acquisition of Rohm & Haas), D uPont,
Eastman, Huntsman and Lanxess.

What about specialty chemicals
in China?

Historically, the chemical industry in any
given country tendsto start with basic
chemicalsand only moves onto higher-vaue
chemicaslater. Accordingly, while accord-
ing to estimates still more than 50% of
China's chemical sales are obtained from
basic chemicds, in Japan this figure now is
only about 40%. Consequently, as China's
develop ment proceeds, specidty chemicals
will grow faster than the chemical industry
average. For example, accordingto theNa
tiona Bureau of Satistics of China, revenue
gowthin specidty chemicals was +21% for
specialty chemicas but only +7% for the
average of the chemical industry . So Chinds
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specidty chemicas segmentis highly attrac-
tivedueto its high growthrate. This attrac-
tivenessis aso reflected in the investments
(bothin production andin R&D) of foreign
specidty chemicds companies.

To a certain extent related to this, spe-
cidty chemicals companies in China aso
have a somewhat higher profitability than
the chemicas average. However, this dif-
ferenceisnot huge, most likely as other fac-
tors such as the smal averagecomp any size
in specidty chemicals lower the average
profitability.

A third characteristicistheintense frag-
mentation of the specialty chemicals
industry. There are almost 10,000 domestic
specidty chemicals companiesin China, far
more thanfor any other chemicd segment.
And even the biggest specialty chemical
companies such as Zhejiang Chuanhuaac-
count for far less than 1% of thetotd seg-
ment saes. Andd early Chinacurrently does
not haveany prominent specialty chemicas
company that is as prominent asglobal |ead-
erssuch as Clariant, DSM, Evonik, Rhodia
or Wacker.

Despite the large number of domestic
specidty chemicas companies, they havea
low averagetechnologcal leved. This refers
to all relevant aspects such as their R&D
level, ther portfolio, their level of customer
service and ther capability to provide com-
pletesolutions to customers. Therefore they
cannot fulfill many of the needs of thedo-
mestic Chinese market. In many segments,
Chinarelies on either locally produced
chemicds of M NCs or even on imported
materids. While most countries depend on
imports of specialty chemicads in specific
areas, in Chinathesituation is somewhat
more severeas themgority of high-end spe-
cidty chemicdsstill need to be imported.

Probably as aconsequence, government
policy is promoting a gradud shift of the
chemical industry towards specialty
chemicals. This is part of ageneral trend to
moveaway from large-scde and often pol-
luting primary chemicals to high value-
added, high-end chemical products. It was
reflected inthe CPCI A announcement at the
end of 2009t0, e.g, increasethe local sup-
ply of high-end products, reduce the pro-

portion of energy -intensive products, and
actively promote innovation.

Though not dl these fectors are unique
to China (in Western companies, speciaty
companies also tend to have higher
profitability), the combination of all of them
makes China ahighly attractive country for
specialty chemicals compared to other
regons.

Why then are not there any
large Chinese specialty
companies?

Given the conditions outlined above, it is
surprisingthat there are no truly big domes-
tic Chinese specidty companies. Eventhe
biggest domestic players havemarket shares
well below one percent of thetotal speciaty
chemicas market and sales far below one
billion US$. Given that individual business
units of global players such as Evonik
achieve far higher revenues, the key ques-
tionis what keeps Chinese companies from
becoming truly relevant playersin specialty
chemicds. Likely reasons are

1. Need for specialty chemicals com-
panies to have strong R& D competence:
Giventha Chinds chemicd industry is
still a arelatively early devdopment
stage, domestic companies have not yet
accumulated thewealth of knowledge that
enables Western companies to continu-
ously pursue innovation. Furthermore, the
mindset of Chinese comp anies sometimes
seems to be too focused on owning physi-
cal assets rather than intelectual property.
This may be a consequence of the some-
what limited protection of intellectual
property in China

2. Rdated to this, Chinese chemica com-
panies sometimes may lack the necessary
longer-term thinkingto pursue an areasuch
as specidty chemicas, in which any suc-
cesswill only come after yearsof efforts to
establish the business

3. Need for specidty companies to be
goba: most Chinese chemica companies
so far simply lack themarketing and sales
network to market products dobdly. This
is not a problem for basic chemicals with a
strong domestic demand, but a severe limi-
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tation for smaller markets that need to be
penetrated globaly to reach a profitable
level of sdes.

4. Need for specidty chemicals to have
acertain size: this isnecessary not only due
to theneed for globd presence, but dso as
customers more and more expect speciaty
chemicas companiesto provide complete
solutions to an industry. Theintensefrag
mentation of the domestic speciadty chemi-
cals industry is a maor obstacle to reach-
ing critica size. And mgor Chinese com-
panies tend to focus on basi cchemicals that
offer less fragmented and less complex
markets which a the same time are much
larger.

Why should major Chinese
chemical companies move into
specialty chemicals?

Despite these reasons, it is still somewhat
puzzling that no major Chinese chemical
company seems to make a subst antial eff ort
to establish itself as a domestic champion
for specidty chemicas. After al, a domes-
ticplay er should enjoy theattractive mar-
ket for specialty chemicals as outlined
above, suchas the high growth rates and the
above-average profitability. Furthermore, a
domestic play er should have anumber of
advant ages compared to multinaionds.

Fecialty chemicds isrdativedy labor
intensive, allowingaChineseplayer to ben-
efit fromits overall lower labor cost. This
is rdlevant even if multinationa companies
start to producespecialty chemicasin China
as their costs are generdly higher.

Furthermore, success in specidty chemi-
cd s dep endson understanding specific mar-
kets and customers, and providinglocalized
services to them. This should aso be essier
tobe achieved by atruly loca company than
by a multinational.

Findly, while the market for petrochemi-
cdsinChinais farly consolidated and domi-
nated by just three companies, the high level
of fragmentation of the specidty chemicas
sector should allow adet ermined company
to become the dominant play er compara-
tively easily. After all, currently most
Western chemical executives would p robably
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find it difficult to name just one domestic
Chinese specidty chemicds company. The
field for any contender thus is rdativey
open.

What are the requirements for a
Chinese company to become a
big player in specialty
chemicals?

That said, obviously not every Chinese
chemical company has thequdities to be-
come adomestic champion for specialty
chemicds. Indeed, there are severd qudi-
fications that should be met:

* The company should have acertain size
and capita aready in order to reach criti-
cal mass in specidties quickly

* The company should have amindset
that encourages innovation and research

* Smilarly, the company should not be
too focused on physica assetsand physica
productsbut dsovaueintelectua property

* The company needs to be willing to
strongy invest in providing technica ser-
vice

* The company should bewilling to be
focused. It will probably not be possible to

become the domestic specialty chemicas
champion while a the sametime still pur-
suing severd other strategic goals

* The company should idedly already
have some international exp erience as asuc-
cessful specidty chemicals company will
need to target globa markets

How to become a dominant
player?

Findly, how could a Chinese company that
moreor less fulfills the requirements above
proceed inits quest t o become the domestic
champion for specidty chemicas?After es-
tablishingaclear speciadty-focused strategy,
it will be necessary to quickly expand the
business. T his can be done using three dif-
ferent approaches:

* Interna growth: while easy to control
and certainly necessary to truly convert the
company into aspecialty chemicdsfocus
unit, it is tooslow as astand-d one approach
in the current situation. After dl, the cur-
rent gap in the specialty chemicas industry
will not betherefor more than afew years

* D omestic mergers and acquisitions: Al-
ready abit more complicated but still easily
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doable, particularly as many companies al-
ready have experience in this area.
However, giventhat most domestic acqui-
sition targets themse ves lack size and deep
specidty chemicas expertise, it will bedif-
ficult to become a dominant play er using
this approach adone

* Overseas acquisitions: Though by far
the most risky and expensive, this is aso
the gpproach most likely towork. T hecur-
rent gaps of Chinese chemica companies
particularly inthe areas of technological
knowledge, R&D capability and global
reach are too big to be filled without the
acquisition of goba play ers or subunits of
suchplayers.

Conclusion

The current situation of Chinas chemica in-
dustry offersaunique opportunity for adedi-
cated domestic company to becomeboth the
domestic specidty chemicals champion and a
leading gobd speciaty chemicds player. And
what is certain istha if a company with the
right qualifications takes up this opportunity
within the next one or two years, it will have
avery high chance of success. n



