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In those areas of the Chinese chemica seg-
ment tha are relatively open to foreign
companies (which excludes most petro-
chemicas and some base chemicals), the
competition between domestic companies
and multinationds has so far largely been
one between cost and customer relation-
ship advantages on the side of the domes-
tic players, and advantages with regard to
qudity and product portfolio on the side
of the multinationads.

M ultinationads will surdy try to keep
ther past and current advantages by keep-
ing their focus on product quality, and by
staying ahead of the domestic competition
viaconstant innovation and thus a supe-
rior product portfolio. However, theseac-
tions done may not be enough to guaran-
tee their success in China In many areas,
particularly for some base chemicads, but
aso for selected fine chemicas, the qual-
ity of Chinese companies is dready quite
comparable to that of multinationals.
Though not dl customers haveredized this
yet, it isonly a question of time until they
will discover. It will be harder for Chinese
companies toclosethe innovation gap, but
given the number of scientists available,
a lesst thepotential is dready there.

Apart from maintaining their
advantages, multinationals will therefore
simultaneously haveto work on reducing
thewesknesses mentioned above. Thekey
to thisis localization, i.e, selectively tak-
ingup characteristics of domestic chemi-
cal companies.

Why does locdization help to stay
competitive, and wha areas does localiza
tion cover?

Localization brings costs closer to the
lower local Chinese level, thus reducing
thecost advantage of domestic companies.
At the same time, locaization brings a
better understanding of the local market
and better customer relationships. And lo-
calization can be abeneficia strategy for
essentidly al aspects of thechemical vaue

chain as outlined in Fig. 1. Let us tekea
look a theseaspects.

For Research & Deve opment, there are
obvious benefits to accessing the large
number of Chinese scientific university
gaduateswith salaries of only 10-20% of
their Western counterparts. Though this
salary gap is shrinking, it will still remain
relevant in the foreseeable future. Apart
from the cost aspect of hiring local
scientists, they will also have a better in-
trinsic understanding of local product re-
quirements - not least as they are ableto
communicate directly with al their Chi-
nese customers. T hus the costly develop-
ment of over engineered products can be
reduced.

Indeed, with regard to product
development, most multinationd chemica
companies havealready established capac-
ity in China. For example, DSM just
opened aComposite Resins R & D center
in Shangha which will not only be respon-
sible for local resin formulation but will
also be the global center of excelence for
specific areas of composite development.
Further expansion of R&D work in China
seems likely given tha for example BA S
claims that they will further double their
locd R&D staff by 2020. The only limita
tion of these activities is that despitethe
DSM examplejust gven, most R&D work
done by multinationals in China focuses
more on development than on basic
research. However, this may be the result
of basicresearch often being located at the
headquarters of abusiness unit, thoughin-
tellectua property (IP) concerns regarding
Chinaare certainly an additiona reason.

Local sourcingis an obvious approach
to achieving acost structure more compa
rable to that of locd competitorsin China
Far from all raw materials are chegper in
China, but sdectively employ ed, thereis a
potentia for savings. A sthequdity of Chi-
nese raw materiashas improved (theM DI
of Yantai Wanhua being an obvious

example), multinationals are now much
more confident to procurelocally, with the
added benefit of shortening the lead time.
Local sourcing seems particularly natura
in thecase of JVs, eg, the Cabot Bluestar
JV sources its silane raw materid from
Bluestar, one of the parent companies.
Another frequent caseis multinationds
buying chemicd raw materids tha arebe-
ing produced by Chinese companies di-
rectly inside the same chemical park they
themselves are located. In several cases,
local sourcinggoes as far as multinationa
industry leaders not only sourcing raw
materials but even products they them-
selves produce outsideof China- andbrand
and market them as their own in China.
For example, one multinationa sources a
specific fragrancefrom a Chinese competi-
tor while anot her relabels certain pigments
as their own. Overall, with the quality of
Chinese products continuing to improve,
thelocally availableproduct range increas-
ingandcost pressure onmultinationals not
lessening, local sourcing will become even
more widespread. Of course, multination-
als have and will also use sourcing from
Chinato lower their cost at other produc-
tion sites.

Locd production as away to reduce
costs even dat es back from thetimes when
products made in Chinawere mostly for
export and not for the domestic market. A
few years ago, multinaionas suchas Dow,
Ciba and Rhodia already announced goals
for increasing local production "C on
average, the proclamed change was from
about 30% local productionin 2006 to 70-
80% in 2010. And increasingy, local pro-
duction is now done not only for bulk prod-
ucts (such as the massive invest ments of
Bayer and BASF in Caojing and
e sewhere), but adsofor specidty products.
For example, Clariant recently announced
to produce formulation inert agrochemi-
cd ingredients in China. Another way of
increasing local production while getting
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closer to local customers is to open mul-
tipleproduction sites a different |ocations
in China. AkzoNobe is following this ap-
proach with their powder coatings
business, which just opened its sixth lo-
cation within Chinain Wuhan, aregon
so far largely ignored by multinational
chemical companies.

A fast way of gettinginto loca produc-
tion isthe acquisition of aChineseplayer,
which of course adsogives aheadstart with
regard to customer base and market
knowledge. For example, LANXESS
bought domestic producers of iron oxide
pignent as well as polyols.

A similar approach may betaken in mar-
ketingand saes. Acquisition of a domestic
player obviously helps establishingaloca
brand and may do so even without diluting
the own brand. AkzoNobd just bought
Prime, a mgor play er in the Chinese mar-
ket for auto refinish involved in
develop ment, manufact uring and sales for
the domestic auto market. Asthis example
shows, acquisition of a loca player can be
avery efective strategy in staking out a
position in the fast-growingmid- market seg
ment in China Of course, locdization sim-
ply requiresmakingthewhol e rangeof com-
pany marketing tools available in Chinese.
While most companies have achieved this
for basic information such as the company
website, locdization isfar from complete
with regard to moretechnicad and product
specific information. And while e.g the
engneer of a German customer of amulti-
national company may be expected to un-
derstand technica information in Endish,
this does not necessarily gpply totheeng-
neer of a smaller Chinese customer.

Locdization of distribution may beseen
as atwo-step process. The first is makinga
company'sproducts availablein Chinain the
first place. Most companies havealready
done this by selecting suitable distributors
coveringthedifferent regons and customer
segmentsin China, though due to the vast
extent and diversity of the market, the cov-
erage may still have gaps. In thesecond step,
localization requires shifting the majority
of sales from indirect to direct. While this
step is certainly necessary in thelong run

toimprove profit-
ability and increase
market knowledge,
it is not straightfor-
ward and requires
substantial
resources. When the
CASbusiness unit
of Bayer took this
step afew years ap,
sd es staff had to be
increased fivefold,
and lengthy discus-
sions had to be had
with the existing
distributor network.
However, thevastly improved results clearly
showed it was worth doing Sill, particu-
larly smaller business units of other com-
panies still often handle the Chinese mar-
ket withonly two or three own saes people
and continue to strongly depend on
distributors.

Establishment of local technica ser-
vice is another important step in
locdization. It generdly does not reduce
costs (though there are some savingsto
be had from the lower reliance on visits
of technicd staff from other regions), but
it certainly intensifies therdationship to
local customers. Apart from hiringlocal
technicd staff, it also involves establish-
ingsuitablefecilities. T his may then over-
lap with creating R&D facilities, though
the focus will be more on testing facili-
ties and way s to duplicate customer pro-
cesses in the laboratory. For example,
Chemtura just opened facilitiesin Nanjing
aimed at providing timely and regionally
attuned technical service.

Apart fromthevarious locdization op-
portunities along the value chain, there
is aso potentiad with regard to the more
generd and service functions of chemical
companies.

Human Resources of fers many obvious
measures such as the hiring and promo-
tion of loca staff and management, pre-
established plans for successionof expats
by locd staff, and the training of local
staff not only locally, but asoa company
headquarters. T hediff erence between dif-
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Fig.1. Aspects of localization along the value chain of the chemical industry
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ferent multinational companies hereisin
the speed and level this staff locdizaion
has already taken place. For historical
reasons, it isaso very difficult tofind very
senior Chinese managers apart from those
educa ed in the West. The latter category
therefore(alongwith expats) thereforeholds
the senior position at chemical companies
such as Suedchemie, M erck or DSM .

Findly, in the long run there are num-
ber of other ways to locdize central and
administraive functions of multinational
companies. The most obvious one will be
the shift of the regional and eventually
globd headquarters of selected business
units, the most likely beingthose with
strong Chinafocus, for examplein some
plastics and coatings raw materids. This
will in turn require the localization of
additiond service functions.

China's history is rich with examples
of foreigners entering, starting by dupli-
cating those structures they were famil-
iar with from their home countries, but
eventualy ending up adapting more and
more to theloca customs and conditions.
And the reason was alway s similar "C it
is mucheasier to change thefew newcom-
ers than to change the vast majority of
Chinese. With a grain of salt, this aso
applies tomultinationa companies enter-
ing China. The key to their long-term suc-
cess will beto adapt as much to Chinaas
possible while keeping a few important
features that will distinguish them from
the loca competitors. [



