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Chemicals E-commerce in China;
The Next Growth Engine? By Simon Zhang, Jane Zhu

Operational excellence is a key focus area for executives in the chemical sector, with its heavy asset investment. However, internal
operation excellence improvements (e.g. in HSE, process etc.) might be approaching a limit after many years of relentless efforts, both
globally and in China. On the other hand, until now, external sales and distribution excellence has been very challenging, often impossible,
given the unique complexity of the chemicals sector. However, the emerging chemicals e-commerce development in China might provide a
way to achieve this goal.

Ch i ncehénscals sector already reached nearly a RMB 10 trillion scale. However, e-commerce penetration remains extremely low, at
possibly less than 3% currently. As a contrast, in C h i nsteél sector around 10% is traded through e-commerce, not to mention the typically
20+% penetration in consumer & retail products such as cosmetics and white goods. However, starting in mid 2010s, a large number of
initiatives, backed by venture capital, have come to the market, and while the ride has been bumpy, new models are now consolidating and
might actually start to contribute to higher sales and distribution efficiency.

The last 3 years have seen a fast development of new models, which are currently mainly addressing the needs of 6 | otailg ust omer 6,
customers who buy small quantities but which as a group are still very important for chemical players. Some platforms are offering additional

value to these customers in terms of technical support and financing. And although currently E-commerce only constitutes 3% of the total

market, we expect this to grow, and eventually also affect the mid-end customers (so-called 6 p r e f ceu sr teadnvda benydlarger volumes

at larger frequency, but are still not as steady and important as Key Accounts).

Therefore we consider it imperative that players in C h i nchémnicals sector should move E-commerce to the top of their agenda, and look

at both the opportunities and threats of E-commerce in China, and consider where to position themselves in relation to the evolving E-
commerce land scape. Ultimately, Chemicals e-commerce will become a close partner of chemical players in order to achieve a i mar-k e t
f a c iappach, by developing seamless big data capability. Many leading players are already testing the water in building alliances with e-
commerce. The issue is not yes or no, but is about when, how and with whom, and how to integrate with the overall e-growth or digitalization
strategy.

This article will review some key issues, such as whether e-commerce provides a meaningful approach to revolutionize or evolutionize the
chemicals sector, and what the implications are for the incumbent chemicals leaders, in terms of both e-top-line sales growth and the overall
e-strategy of the company.

This article is based on recent work we have done in the chemical sector, and additional interviews with over 20 executives in the sector in
China. With our 25 years in China, our client base is primarily comprised of U.S. and European multinationals seeking support with growth
and restructuring issues. We have assisted a wide variety of both large and medium-sized chemical companies to grow their top-line and
profitability in China, both organically and through M&A.
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Chemicals E-commerce :
Presently Model 3.0

C h i nchdmicals e-commerce is not new at all, and actually
has over twenty years of history. However, most of that
period was focused on a simple Model 1.0: information
portals with membership and advertisement etc. i the so-
called Vertical Sector B2B Website. Model 2.0 emerged in
the market in the late 2000s with as a typical example
ZhaoSulLiao.Com (Plastics Finder), focusing on trading
service, like a B2B-version of Taobao.com or ebay.com.

Model 3.0 appeared in recent years, backed by VC, to create
a full-fledged closed-loop business (including some semi
closed-loop), acting like virtual mega distributors with value-
added services, which include supply chain financing, Key
Account purchase optimization, product formulation support
etc.

Emerging Period
(1997 — 2010)

« Mainly Model 1.0.
= 10+ players and platforms.

Model 1.0
+ Information portal. » Trading service.
= Membership fee and ad. .
Income. E-bay.

- Started with Model 2.0, shifting towards Model 3.0.
= VC/PE involvement; listed companies.
» 50-70 new players and platforms.

Model 2.0

B2B Version of Tacbao or .

The critical difference between B2B and B2C is the different
level of sophistication in purchase decision-making. B2C
decision-making is more emotional and more likely to be
influenced while B2B decision-making is more rational with
more sticky relations between supply and demand. A pure
low-price strategy d o e s woéktwell in B2B chemicals e-
commerce, unless additional value can be created beyond
the value of the offline business model. The learning for most
Chemicals e-commerce players in the recent years has been
that subsidies to win new customers, retain them, then
enlarge the scale, and then to have the next round of
financing with higher valuation etc., d o e swoik twell. Now
the investors in the chemicals (and other sectors too) B2B e-
commerce are i f o r ¢oelk omore patient, rather than
expecting overnight wins.

Speed-up Period
(2010 — Now)

Model 3.0

» Full-fledged closed-loop.

New value-added services.

» Both JD.com and
Tmall.com approaches.
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Chart 1: C h i nGhéndcals E-commerce Models
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Old World vs New Solution

If we look at the three dimensions of product, application, and
customer in the chemicals industry, this leads to a very
messy offline sales and distribution picture, which is
inefficient and creates a lot of extra cost for both suppliers
and customers. In the context of lower economic growth in
China, achieving broader coverage and higher efficiency
(thereby reduced cost) is critical for chemicals suppliers.

Meanwhile, the purchaser of chemicals usually faces the
challenge of the reverse 80/20 rule: that is, 20% of the
purchase value might correspond to 50-80% of the number of
products, while the attention required is similar per product,
independent of the value of the purchase. Mr. Lei Li, GM of
WHMall.com suggests that there could be almost 1 million+
chemicals with small transaction volume (either due to the
nature of the products, e.g. lab chemicals with small-volume
purchase, or through small-purchase volume of bulk
chemicals as supplementary chemicals). Even a single
customer might need dozens of chemicals and requires them
to be on-time delivered, with quality, and at a competitive

chain is dominated by a i pr o-d u t vphilosophy, rather
than a A ma r-fk @ d iappgoach. The chemical players take
care of Key Accounts (KA), and let the distributors handle the
flow to long-tail customers. As a consequence these
chemicals players d o nknow exactly who those long-tail
customers are, what their demand pattern is, how they would
like to be approached by the suppliers, and what extra needs
they might have (e.g. new product development support etc.)

The obvious gap between the customer needs and the
supplier capability is partially filled in by the distribution
model. On a high level, the distributors could be split into two
groups based on their core competency:

The product (category) driven model. Adopted by many
leading MNC chemicals distributors globally and in China,
though none can aspire to have a full portfolio. A key
challenge here is matching supply with demand, as demand
information is incomplete, and as the supplier has to stock a

price. Other challenges are 1) many purchasers actually d o n 6 thyge variety of products.

have in-depth technical background or sufficient technical
training, 2) the large price fluctuations, related to the oll
market and production scheduling.

As illustrated in Chart 2, constrained by the efficiency in the
traditional sales and distribution (S&D) model, the value

A Typical Supplier
CX"):

Supplier Perspective: Segment

Transactions & !
customers due to S&D economics...

Customer
Structure

The customer driven model. Adopted by many Chinese
level 2 i level X chemicals distributors, or some distributors
focusing on certain customer groups e.g. MNCs in China.
Depending on their coverage, they might efficiently cover a
few to dozens or hundreds of key customers, but normally
have difficulties in expanding beyond their current focus.

Resulting Customer Perspective:

1) low satisfaction from long-tail and preferred
customers

2) any customers who purchase various chemicals
could suffer from the “long-tail” effect somehow.

Route-to-Market
Options: ..and
select the relevant
S&D models
correspondingly...
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Chart 2: The Traditional Chemicals S&D Dilemma
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Old World vs New Solution
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The current unsatisfactory situation however, is receiving a glimpse of hope, a possible solution, through the emergence of e-
commerce. Many platforms start their journey focusing on long-tail customers, where the existing relationships are relatively
weak, and which is one of the top headaches for both suppliers and customers.

Rot_lte-to-Mgrket Resulting Customer Perspective:
Supplier Perspective: Might maintain Options: """;.'th the ... long-tail customers might be served
the segmentation of the customer base, support of e- satisfactorily, subject to the capability of e-
and make long-tail customers “visible”... commerce, S&D commerce service providers.

efficiency could be
largely improved...

Via

Transaction Transaction Strategic ~ Additional  Direct Distri Purchase  On-time Quality Price
Volume / Frequency Customer  Services Sales Istri- Stability Delivery  Guarantee Competi-
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Chart 3: E-commerce Roadmap: Attack on Long-tail Customer Base
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As an example, WHMall.com was formally launched in 2015 and positioned to be the small-batch chemicals expert globally
(including exports from China). The platform now handles over 80,000 types of chemicals, with over 35,000 suppliers and
customers, mainly chemicals labs, fine chemicals players, CRO (Contract Research Organization) and CMO (Contract
Manufacture Organization) etc. In addition to providing normal e-commerce transaction services including financing etc., it also
features technical support through a chemistry reaction roadmap search engine to facilitate R&D. Its initial success is confirmed
through its continuous ranking in the top 100 B2B E-commerce Player for 2015-2017 by CECA (China E-commerce

Association).
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E-Models & Challenges Ahead

We have identified 3 current E-commerce models for
Chemicals in China as shown in the chart below. Many e-
commerce platforms started with the JD.com model i this
means attracting long-tail customers and suppliers into their
platform, with a vision to build a credible 3rd party platform.
The advantage of this model is that it offers sufficient
motivation for the platform to proactively push for the
transactions to happen. Tmall.com Model A proves to be a bit
tricky, as this requires strong e-commerce capability of the
Chemicals players, as the e-platform just acts as the landlord
of the commercial building to allow the chemicals players to
rent a place for e-commerce operation. Tmall.com Model B
then is really subject to the availability of TP (Third-party)
operators. OElem.com strongly promoted this model since
2017 with the joining of Mr. Chun Shen, a 13-year Alibaba
B2B veteran, as GM.

It is also interesting to notice that e-commerce brings new
advantages and tools to revolutionize the traditional
Chemicals transaction process. Financing for example is a
great example to illustrate how the new solution re-shapes
the traditional chemicals sector, by offering a unique
competitive advantage.

A Traditionally, commercial banks provide supply chain
financing, but they are very careful because of a lack of

Chart 6: Chemicals E-commerce Value Delivery Systems
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chemicals expertise. The advantages of Chemicals B2B
platforms over normal commercial banks in supply chain
financing is with the expertise of the chemicals sector
and how to evaluate risks for a wide variety of different
types of chemicals: e.g. logistics risks, environmental
requirements, etc. The key people and their teams in
successful e-commerce platforms normally have 10+
years in the chemicals sector.

The speed of the offline cycle of supply chain financing
might take weeks or months. However, the online
process is much faster, up to a few days or even 1 day.

The most critical factor is the new risk management
model. In the past, the key in risk assessment is to
review static information e.g. the c o mp a R/, @rsd B/S
etc., and then to ask for a mortgage on tangible assets
e.g. land and buildings. This creates a high entry barrier
for SMEs. The Chemicals B2B platforms have created an
out-of-the-box approach, which is based on big data of
transactions, cash flow and business flow plus logistics
flow etc. of the companies in their platform. The new
approach is actually better as it reflects a more
comprehensive and fir & da Imnislo assessment of the
company. It also opens the door for SMEs with good
transaction track records in the platform to access
financing.
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