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MAINLAND COMPANIES SETTLE DOWN

[rends

IN HONG KONG

The one thing that can be said with
some certainty about business in Hong
Kong is that it is never dull. The econ-
omy either races ahead, carning the gov-
ernment masses of revenue and stock in-
vestors large returns; or, the scene of late,
the market crashes as the government
spends large amounts of money 1o prop
up the currency. Yet when the current
wive of panic finally ebbs, no matter
what the outcome, analysts will discover
that the face of business in Hong Kong is
changing, and is becoming noticeably
more Chinese—and the language increas-
ingly Mandarin. This metamorphosis pre-
dates the handover, and reflects the PRC
government's desire to “decolonize™ the
territory and ensure that Chinese con-
glomerates benefit from its wealth, The
incredsing economic integration of Hong
Kong and China is also a natural reflec-
tion of the growing sophistication of PRC
companies and the complementarity of
cash-rich Hong Kong and opportunity-
rich China.

The influence of mainland firms in
Hong Kong is now felt from the stock
market to core industrial sectors, Three
PRC-backed companies are included in
Hong Kong's benchmark Hang Seng In-
dex, while two other indexes have been
created specifically to monitor PRC com-
pany performance in Hong Kong. These
China-concept stocks—red chips, which
are stocks of mainland subsidiaries incor-
porated in Hong Kong, and H-shares,
which are issued by State enterprises in-
corporated in China but listed in the terri-
tory—now constitute a significant per-

centage of turnover and capitalization of

the Hang Seng Exchange, although their
performance of late has been highly
volatile.

Several of the Hang Seng-listed Chi-
nese enterprises have made large, strate-
gic purchases in Hong Kong over the
past 12-18 months, and mainland-backed
giants such as CITIC Pacific, China Re-
sources, and China Everbright now hold
stakes in Hong Kong-British firms that
have long held monopolies in such sec-
tors as civil aviation, power generation,
and telecommunications. Ostensibly, the
new partnerships will give the Hong
Kong firms greater potential access to
and understanding of mainland markets,
sweetening the bitter pill of losing at least
some management control over their

companies. PRC firms, for their part, will
have the opportunity to study Hong
Kong companies’ management tech-
niques and benefit from their earnings.

The first in the most recent spate of
high-profile PRC acquisitions outside the
property sector occurred in June 1996,
when CITIC Pacific and the China Na-
tional Aviation Corporation (CNAC) ob-
tained a picce of the territory’s flagship
air carrier, Cathay Pacific, from Swire Pa-
cific. The agreement reduced CITIC Pa-
cific’s interest in Hong Kong Dragon Air-
lines (Dragonair) from 40 percent 1o
roughly 28 percent and increased CITIC
Pacific’'s share in Cathay Pacific from 10
percent to 25 percent. On completion of
the deal, CNAC owned a 30 percent
share of Dragonair and became its largest
sharcholder, leaving Swire Pacific and
Cathay Pacific Airway Ltd. together with
26 percent of Dragonair. Meanwhile,
swire's stake in Cathay Pacific dropped
from roughly 33 percent to 44 percent.

In January of this year, CITIC Pacific
bought 20 percent of China Light &
Power (CLP), Hong Kong's largest power
company, for HK$16.25 billion ($2.1 hil-
lion). CITIC Pacitic also received two
seats on CLP's board. In June, China Tele-
com (Hong Kong) obtained a 5.5 percent
stake in Hongkong Telecom from Cable
and Wireless PLC (C&W), the British par-
ent company. China Telecom (HK),
which listed on the Hang Seng in late
October, is a subsidiary of China Telecom
Lid., an investment arm of China's Min-
istry of Posts and Telecommunications,
which s, in turn, under the control of

Short

TRACKING RED CHIPS

A reflection of the rising profile of
mainland companies in the Special Ad-
ministrative Region’s stock market, the
Hang Seng China-Affiliated Corpora-
tions (CAC) Index was introduced by
Hang Seng Index Services in mid-June
to gauge the performance of red chips
listed on the Hong Kong exchange.
The new index consists of 32 stocks
that are at least 35 percent owned by
PRC State-owned companies or other
government bodies.
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China’s State: Council. Some analysts be-
licve China Telecom may well up its in-
vestment in Hongkong Telecom to a
level equal to that of  C&W. which cur-
rently holds 53.5 percent of the company.
Other PRC-backed firms, including CITIC
Pacific and China Everbright, also hold
shares in Hongkong Telecom. making
PRC-backed companies among the most
important minority sharcholders in the
company,

Mainland Chinese financial institutions
are also very active in Hong Kong, hold-
ing a sizable proportion of Hong Kong's
mortgage market as well as majority por-
tions of smaller Hong Kong banks, such
as Ka Wah Bank, which is roughly 60
percent owned by China International
Trust and Investment Corp. Rumors of
PRC acquisitions of larger Hong Kong
players have been rife for months, but no
such deals have been announced.

Now that PRC firms have strong
footholds in virtually all core sectors of
the Hong Kong economy, many analysts
expect mainland entities will direct their
atention to investments made solely on
the grounds of ecarnings potential rather
than for strategic purposes. It is too early
o tell what impact the October turmoil
will have on the plans of PRC firms in the
territory, but there seems little doubt that
the influence of mainland firms will con-
inue to grow.

—Pamela Baldinger

Pamela Baldinger is divector of the
US-China Business Council's Hong Kong

office

SHANGHAI
EXPRESS CUSTOMS

Medium- and large-sized enterprises
with “good” PRC Customs records
now are able to clear imports through
Shanghai more quickly. The city's Wu-
song Customs house established an
express window in July that permits
approved importers to collect goods
immediately upon their arrival and
pay Customs duties in person within
seven days.



WINTER WEBSITE ROUNDUP

The following websites should help China-watchers stay abreast of changes in
the PRC's business climate:

http://www.asiandevbank.org The Asian Development Bank (ADBJs home
page offers free access to selected statistical data on Asia-Pacific countries, includ-
ing China. In addition, the ADB website includes up-to-date announcements of
ADB contract awards and business opportunities, indices of ADB documents avail-
able for purchase, and a reference list of articles and books about the develop-
ment of China's legal system.

http://www.ita.doc.gov/industry/computers/mktchina.html The Depart-
ment of Commerce International Trade Administration’s Office of Computers es-
tablished this market research page to follow China's information technology (IT)
sector. The site currently features updates on IT marketing and translation in
China, a sketch of the PRC's computer market, a brief on the Jiangsu Changshu
Economic Development Area, and a report on personal computers in China and
the country’s Golden Projects.

http://www.iebb.com The Import-FExport Bulletin Board (IEBB) website is most
useful for importers and exporters seeking leads on international trade opportuni-
ties and information about TEBB’s available products and services. IEBB permits
free access to a portion of its export, import, and business opportunity lists, but
not to its link with STAT-USA—a top-notch source of international trade informa-
tion. Similarly, an $879 annual “regular” corporate membership (5 users) does not
include access to STAT-USA. Users must sign up for the “premium” $1,167 annual
corporate membership (5 users) to gain access to the STAT-USA site.

http://www.ccpit.org The China Council for the Promotion of International
Trade and the China Chamber of International Commerce established this site to
supplement their ongoing trade, investment, and technology transfer promotion
efforts. The site contains trade leads; upcoming trade fairs in China; periodic up-
dates on PRC economic, policy, and trade developments; and the organizations’
seven-chapter China Business Guide. Access to this website is free.

http://www.Chubb.com/china The Chubb Group of Insurance Companies
launched this website to provide information on China’s insurance industry. In ad-
dition to a brief overview of China, the site contains the full text of and commen-
tary on the 1995 Insurance Law of China. Information on risk management for
several PRC industrial regions and China’s fire codes is also available. Access to
this website is free.

—Ann M. Weeks

A DAY AT THE RACES

Hong Kong residents have made
horse racing, a favorite pastime, into
big business. Bets placed at the Hong
Kong Jockey Club totaled $11.9 billion
during the 1996-97 season. The club's
Charities Trust received $161.5 million
of the gambling proceeds, while the
Hong Kong government earned $1.4
billion in tax revenues from the race
track, though bettors’ winnings are
tax-free.
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China, the

United States,
and the

' Rule of Law

s the United States and China continue their search for a more cooperative future, many

‘ ; voices in the United States—in government, academia, and the non-governmental com
If the United :

munity—continue o press for meaningful US-China cooperation in extending the “rule

States and China of law™in the PRC.

From a business perspective, as from other points on the American spectrum. that is a good im-

are iO Gf”bﬁrk 0N pulse. By contrast with the “rule of man"™—that is, the conduct of society’s affairs on the basis of

personal relationships rather than on the basis of impersonal public written codes—most US busi-

f/)()/)(”‘/] Of nesspeople would regard the rule of law as the foundation of modern economic life.

The rule of law has automatic appeal in the United States. Few would demur at having all na-

% " - tions of the world living under the rule of law, as we perceive our own nation does, Many Ameri-
bilateral rule of ‘ | | !

cans might equate the whole idea of “rule of law™ specifically with the American social-legal sys

. il tem, perhaps not fully aware of its differences from systems of other modern states. Working with
law cooperation, ' P s s i e

China to strengthen the rule of law, many Americans would agree, might contribute positively 1o
China's further evolution along paths they hope China will travel; help to assure that China's arrival
) [ ) : )
they had better do :

as a world power remains within established international parameters: support American economic

i P ovdinion interests: and express deeply held American values without falling into another doomed effort 1o
it realistically ‘ P |

“convert” China by bluntly dictating its domestic behavior

But if the United States and China are to embark on the path of bilateral rule of law cooperation,
they had better do it realistically. This endeavor will not thrive if it does not somehow internalize
the realities of China's development, including both the “law without lawyers” legacy and the insti-
tutional chaos of the Cultural Revolution era

STARTING OVER

China’s energetic effort to build functional legal institutions began in earnest in the late 1970s.
The Harvard China scholar Du Weiming, writing in the Winter 1996 issue of Daedalus. recalls the
scene at the end of the Cultural Revolution:

“Ihe Maoist asscault on the body politic so frndamentally shook the rvigid structure of state socialism
that, without the resiliency of Zbou Enlai’s government apparatuses, the People's Republic might bave
degenerated into a lawless anarchy. The delegitimation of all forms of authority in politics and cul
ture created a power vacuum and a dangerous occasion for violence. The main force of the Cultural
Revolution was directed against hierarchy. Disappointment at those who bad lost their faith i social
ist idealism, hatred of those who bad abused their privileges, and a desire to settle old scores blinded
the fanatical leaders of the Red Guards to all other issues...In a decper sense, the damages inflicted

n The China Business Review / \oicmber-Docember 1997



upon the value system by the Maoists were
the most difficult to beal. The frontal at-
tack not only on party politics and elite
culture but also on the “habits of the
heart.” which had been firmly rooted in
the old traditions for generations, so thor-
oughly destroved the social fabric that the
post-Mao reconstriuction began with the
rudimentary education of etiquette. Even
polite expressions such as good morning,
excuse me, and thank you' had to be
reintroduced and relearned as legitinmeate
wtterances in social interconrse..
(pp.176-77)

Since the end of the Cultural Revolu-
tion, China has promulgated a vast body
of criminal and economic law, and major
legislation continues o pour forth from
the National People’s Congress. The train-
ing of lawyers has proceeded apace. Still,
the complex interrelationship of laws,
policies, and regulations issued by a wel-
ter of State organizations remains difficult
for foreigners and Chinese alike to under-
stand. Uniform application ol many laws
remains a distant goal

BuilLpiNnGg A

SOLID FOUNDATION

Many in China are deeply conscious of
the burden of building China's legal sys-
tem. The “change of tracks.” as China's
massive commitment to the forces and
the culture of the market economy is
called, actually thickens the dilemma in

the short term. In an essay in The Critical

Time: Twenty-Seven Problems in Today's
China That Urgently Require Resolution
(Beijing: China Today Press) published
(in Chinese) this vear, author Cao Feng
links the contemporary explosion in
crime rates to the transition to a market
cconomy. He notes that the underlying
market-economy world view has not yet
taken strong root in China:

“The features of the market economy
are material interests, aulonomy. equicl-
ity competition, cnd opernness. These fea-
tires...of the market economy are ils
strengths, but they also belp breed crime
The sole concentration on material gain
can lead some people to act without re-
gard for consequences, for example mak-
ing counterfeit inferior products, manu-

Sacturing and selling drugs. stealing and

marketing cultural artifacts, smug-
cling.and conducting all manner of eco-
nomic fravd and swindling... Csing illicit
methods to pursue profit in such ways,
cconomic conduct becomes criminal con-
duct.

[Tlhe autonomy of the individual eco-
nomic player.. gravely weakens the capec-
ity of the government to oversee and su-

pervise....In such a situation, greedy

individuals can easily take advantage of

letx management and negligent supervi-
sion to make a lot of illicit wealth through
corruption, theft, bribery, and other crimi-
nal activities

Third. . [tlhe market economy offers
equality of opportunity and the power to

conduct economic exchange on an {’q‘rl(ll'
hasis, but it also fosters a great deal of
practical inequality. When officials and
businesses conspire; when authority is
traded for money; when bribery breeds
more bribery, the unequal economic dis-
tribution flourishes. Some people, seeking
compensation’ for their grievances, turn
without remorse to crime to seize their
share of society s wealth ...

“Fourth, the competitive nature of the
merket economy mercilessly leads sone
wnits into serious difficulties, including
cessation of production, shutdowns and
bankruptcies.... As people lose the work
that sustains them and their needs go un-
met..some lose their spiritual bearings.
For self-preservation, some turn to thefl,
armed crimes, fraud. and even murder”
(pp.565-66)

The quotations should remind us of
the dimensions of “promoting the rule of
law™ in China. Simply explaining Ameri-
can legal institutions will not create rapid
changes in China's legal system. Similarly,
it the pursuit of the “rule of law” be-
comes just another US target, like market
share or an export number, to be
achieved in China by a fixed date, the ef-
fort could well appear to fail.

Let any rule of law initiative start with
small, finite programs, backed by a de-
pendable long-term commitment of real
expertise. There's much to be gained in
“rule of law™ engagement, but it will not

be a dilettante’s game. %
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China Business Update + H# k%%

v CBU-Auto, cight-page monthly newsletter on the Chinese auto industry distributed worldwide

v CBU-Autostats, eight-page monthly statistical report of China's automobile production, sales, export/import
CBU Directory of Chinese Vehicle, Component and Parts Manufacturers (1997/98, Second Edition)
CBU Directory of Foreign Invested Vehicle, Component and Parts Manufacturers (1998)
China’s Development Plan for Key Automotive Parts 1996-2000 (1996)

China’s Automotive Policies, Laws and Regulations (1996)
China’s Long-Term Strategies for Automotive Supplier Industries (1997)
China’s Automotive Industry Annual Report (1998)
Negotiating & Operating an Automotive Venture in China (1996 intl conference documents and tapes)
Running an Automotive Venture in China (1997 intl conference documents and tapes)

To order these publications indispensable for your China operations, please contact:

China Business Update, P.O. Box 1368, Amherst, MA 01004-1368, U.S.A.

Tel (413) 253-5477 Fax (413) 253-2775

Gnix Transpacific Beijing Office, CATIC Plaza, Suite 1005, 18 Beichendonglu, Chaoyang District, Beijing 100101

Tel 86 10 64941450 Fax 86 10 64941451

or visit our Website at http://www.cbuauto.com
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With more

than enough Wayne W.J. Xing
production
capacity, China’s

[[Z{f() Z?’][ll[\‘[ ) ZS hough the bicycle ;ileI :Il‘lillll\il-Lll';l\\H cart remain widely p :pul;Ll' in China, :lhl[“lnl!"lilL'\
L AL m have made steady—if slow—inroads over the past 20 years, In 1978 there was not a single
privately owned motor vehicle in China. Today there are close o 3 million. Twelve years
/JZi?Zg?‘l’}@?’ ago, China produced 5,000 passenger cars a year. By last yvear, total output had reached
o 380,200, a 78-fold increase (see Table 1), Moreover, in addition to the 1.54 million motor vehicles (in-
Cl{SfO}?ZQf"S cluding passenger cars, buses, trucks, and off-road vehicles) produced in 1996, the country made

and sold 2.4 million farm transportation vehicles.

Despite such impressive growth, China’s auto industry faces numerous roadblocks. The remnants
of a centrally planned economy—reflected in central government policymaking—combined with ex
panding market forces and the resulting decentralization of decisionmaking, have made it difficult for
auto makers to respond to market demands. As a result, automobile production over the past three
vears has slowed considerably—average annual growth rates dropped from 37 percent between 1990-
93 to 4.7 percent during 1993-96. The high growth rate of passenger-car investment in the mid-1980s
and early 1990s has created a problem of overcapacity in the industry. By the end of 1997, the com-
bined production capacity of the leading car manufacturers will likely reach 900,000 units. Total out-
put for 1997, though, is estimated at no more than 450,000 units, or roughly half of capacity. Such dis
appointing figures have prompted the central government to reassess its ambitious growth plan for
the sector, and promise 1o force some difficult structural changes upon the industry in coming years,

WHO'S WHO IN CHINA'S AUTO INDUSTRY

China launched its automobile industry in 1956 when, with the help of the Soviet Union, First Au-
tomobile Works was established to produce the Jiefang (“Liberation™) line of mid-size trucks. Until
1978, the industry was under a strict centrally planned system with only two dozen or so automobhile
assemblers, the largest of which were the First Automobile Works (now First Automobile Works
(Group) Corp., known as FAW) in Changchun, Jilin Province, and the Second Auto Works (now
Dongfeng Motor Corp.. or DMC) in Shivan, Hubei Province. Today, there are over 120 government-
approved asssemblers, consisting mainly of State and joint-venture enterprises.

The leading PRC automobile manufacturers, in terms of both production capacity and the types of
vehicle produced, are referred to as the “Big Seven.” These are, in addition to FAW and DMC, Bei-
jing Automotive [ndustry Group Corp. (BAIC), China National Heavy-duty Truck Corp. (CNHTC),
Shanghai Automotive Industry Group Corp. (SAIC), Tianjin Automotive Industry Group Corp. (TAIC),
and Yucjin Automobile Group Corp. (YAGC). In the passenger-car market, cight firms—six of which
are Sino-foreign joint ventures—dominate. These assembly facilities are referred o as the “Big
Three” (DMC, FAW, and SAIC), the “Litle Three™ (BAIC, Guangzhou Peugeot, and TAIC), and the
“Two Minis” (Chang An Automobile Co., Lid. and Guizhou Aviation Industry Corp.) (see Table 2).

Dr Wayne W. | Xing is editor and Supervising the country’s automobile industry is the central government's Ministry of Machine-
publisher of China Business Update—  Building Industry (MMD. MMI, through its Department of Automotive Industry, in general is respon-
Automotive, a monthly newsletter  sible for industry-related investment, project approval. production planning, and overall policy deci-
based in Amherst, Massachusets. —— sions. Except for CNHTC, DMC, and FAW, which are under the direct authority of the State Planning
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Commission (SPC), all of China’s car
makers are under direct control of a min-
istry or a provincial or municipal govern-
ment. BAIC, SAIC, and TAIC, for exam-
ple, are under jurisdictions of the
respective municipalities of Beijing,
Shanghai, and Tianjin. The Guangzhou
city government oversees Guangzhou-
Peugeot. Chang An and Guizhou are, re-
spectively, under the control of the minis-
terial-level entities China North Industries
Corp. (NORINCO), and China National
Aviation Industry Corp. (AVIC).
FOREIGNERS IN THE FRAY

Ever since China opened its doors in
the carly 1980s, the auto and motoreycle
industries have been attractive sectors
for foreign investment (see The CBR,
March-April 1994, p.16). According to
statistics provided by MMI's Department
of Automotive Industry, by the end of
1996 the total number of automotive co-
operative projects, joint ventures, and
wholly foreign-owned ventures reached
455, with an estimated $2.5 billion in
forcign capital (see Table 3). In the 10
years spanning  1986-1995, total invest-
ment in the passenger-car industry, in-
cluding parts and components, reached
$3.6 billion. In 1996 alone, 74 automo-
tive joint ventures were set up with for-
eign manufacturers.

Foreign investment generally has
helped the PRC auto sector upgrade its
technology and efficiency levels, For ex-
ample, Shanghai-Volkswagen Co. Lid.,
which was established in 1985 and
holds a 52 percent share of the domes-
tic sedan market with its 1.8-liter San-
tana, has recently decided to expand its
technology center by investing an addi-
tional $98 million in new model devel-

opment. Meanwhile, SAIC recently
teamed up with General Motors Corp.
in a $1.5 billion mid-size sedan project
and a $50 million technical center. The
Two Minis have both recently an-
nounced joint-venture deals with Japan-
ese technology providers to improve
scale economies in production. Chang
An is working with Suzuki Motors to
boost production of the 0.8-liter Alto,
and Guizhou has partnered with Fuji
Heavy Industries Lid. to expand produc-
tion of the 0.54-liter Skylark.

Other foreign firms have helped di-
versify China’s auto market. A joint ven-
ture between Ford Motor Co. and Jiang-
ling Motors Corp. in Nanchang, Jiangxi
Province will introduce the Transit van
in December of this year. Ford has re-
cently announced its intention to in-
crease its 20 percent equity stake in

Jiangling by another 10 percent. Ford

has also set up four auto component
joint ventures., Other van or light-bus
joint ventures include Fuzhou-China
Motors Corp. (China Motors is a Tai-
wan-hased affiliate of Japan's Mitsubishi
Motors Corp.), Jinbei-Hiace. Nanjing-
Iveco (a joint venture with ITveco, a unit
of Traly’s Fiat S.p.A.). and Sanjiang-Re-
nault. In addition, Nissan Motor Co. has
a 5 percent equity interest in the
Zhengzhou-Nissan Automobile Co. to
produce Nissan pick-up trucks.

Chrysler Corp.'s joint venture, Beijing

Jeep Corp., has been turning out its

multi-purpose vehicles since the mid-
1980s and now has an annual capacity
of 100,000 Jeep Cherokees and lower-
end Beijing Jeeps. Although the first ve-
hicle joint venture in China, Beijing Jeep
remains short of the minimum annual
production capacity (150,000) the central

During 1986-1995, total
investment in the passenger-car
industry, including parts and

components, reached $3.6 billion.

government requires before a company
can introduce a new vehicle model.
Given the overcapacity in the Chinese
sedan market, though, the central gov-
ernment has reportedly advised Beijing

Jeep to continue to concentrate on pro-

duction of sport utility and light vehicles.

SUCCESS IN
PARTS AND COMPONENTS
The critical mass of foreign auto mak-
ers in China has lured the world's leading
auto-parts companies to set up PRC oper-
ations, AlliedSignal Inc., Robert Bosch
GmbH of Germany, Cooper, Dana Corp.,
Delphi Automotive Systems, ITT, Lucas
Varity Inc., Rockwell, Siemens, TRW Inc.,
Tenneco Inc.. United Technologies Corp.,
Valeo. as well as leading Japanese and
Korean parts companies, have all in-
vested in parts and components joint
ventures in China (see The CBR, March-
April 1994, p.24). Delphi alone has
formed more than a dozen joint ventures,
and one wholly owned enterprise, to
produce engine-management systems,
wire harnesses, electric systems, drive
shafts, brake systems, steering gears and
columns, and generators and batteries.
The Asia Strategic Investment Corp.
(ASIMCO), a Beijing-based US invest-
ment company, also has contributed

TABLE 1

AUTOMOBILE AND FARM VEHICLE PRODUCTION, 1985-19906
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GUANGZHOU PEUGEOT: PORTRAIT OF A COMMERCIAL DIVORCE

China’s automotive bureaucrats liken
PSA Peugeot Citroen’s troubled automo-
bile joint venture in Guangzhou to a
failed marriage: if two partners do not get
along, they should separate. Although
optimism pervaded the union at the out-
set, troubles at Guangzhou Peugeot Auto-
mobile Corp. (GPAC) emerged quickly,
and by early 1997, the French investors
had decided to withdraw from the joint
venture. Despite the French pullout,
Guangzhou officials insist that the Chi-
nese side will soon find a new “spouse.”
Foreign enterprises interested in taking
Peugeot's place in the partnership, how-
ever, would do well to heed lessons from
the failed Sino-foreign enterprise. They
might also consider Guangdong's tar-
nished history on auto-related joint ven-
tures, as Peugeot's decision to pull out of
GPAC was as much the result of Guang-
dong’s uneven investment environment
as the company’s own errors,

START-UP MISSTEPS

Peugeot was one of the first foreign
auto makers to approach Guangzhou of-
ficials in the early 1980s about creating
an industrial alliance. Four years of nego-
tiations culminated in the 1985 consecra-
tion of the $52 million GPAC joint ven-
ture. Peugeot held 22 percent of the
company, the National Bank of Paris took
4 percent, and the International Finance
Corp. held 8 percent. The PRC investors
were Guangzhou Automotive Manufac-
turing (GAM), with 42 percent; the
Guangzhou branch of the Industrial and
Commercial Bank of China, with 4 per-
cent; and the China International Trust
and Investment Corp. (CITIC) holding the
remaining 20 percent. GPAC's 50,000-ve-
hicle production target was to include
light trucks, sedans, and station wagons.

Guangdong initially appeared to be a
logical site for the new factory. The
province had one of the highest stan-
dards of living in the country, and had
acquired extensive experience with joint-
venture projects. Moreover, with Guang-
dong far from Beijing's watchful eye,
Peugeot officials anticipated a greater de-
gree of managerial autonomy than a
plant in northern China might enjoy. Lo-
cal government support for the joint ven-
ture also seemed strong.

Yet these apparent advantages could
not shield the Sino-French joint venture
from its share of difficulties. During the
set-up phase, for example, Peugeot dis-

covered that GPAC workers—formerly
employed at the GAM bus and truck fac-
tory—had inadequate skills. Conse-
quently, Peugeot had to spend more than
anticipated both on training PRC workers
in Europe and sending French managers
to the PRC.

Commitments to localize parts produc-
tion posed additional stumbling blocks
for GPAC. Though the joint venture con-
tract called for GPAC vehicles to reach a
90 percent Chinese content level within 5
years of start up, the French partner
found few suppliers of quality parts in
Guangdong and was prohibited by
Guangzhou officials from sourcing from
other regions in China. Peugeot, for its
part, was slow to establish its own joint-
venture parts manufacturers—a key to
Volkswagen AG's success in Shanghai.
GPAC thus had to assemble automobiles
largely from imported kits, which proved
costly when the French franc appreciated
some 110 percent against the renminbi in
the late 1980s. The resulting rise in prices
of imported parts, together with PRC lo-
calization and consumption taxes totaling
more than ¥45,000 ($12,000, based on
the 1989 exchange rate) per vehicle, sub-
stantially raised the final prices of fin-
ished vehicles. In early 1990, for exam-
ple, the company's model 505 station
wagon sold for ¥200,000 ($54,000), while
Shanghai-Volkswagen Co. Ltd.'s Santana,
which was subject to similar taxes, sold
for ¥180,000 ($49,000). GPAC's growth
slowed as a result.

STIFF COMPETITION

GPAC's troubles were aggravated by
such stiff competition from Shanghai-
Volkswagen. The Santana had achieved
75 percent local content by 1992, and
thus was able to keep production costs
and sales prices relatively low. Though
GPAC had reached similar levels of do-
mestic content by 1994, its least expen-
sive station wagon presently costs
¥170,000 (521,000, based on the current
exchange rate), compared with ¥135,000
(516,000) for the least expensive Santana
model. Moreover, the quality of both
GPAC parts and finished vehicles re-
mained poor. Because the local govern-
ment objected to sourcing from plants
outside Guangzhou, GPAC was forced 1o
use local parts that often failed to meet
international standards.

Some of Peugeot's management deci-
sions also contributed to GPAC's competi-
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tive weaknesses. The company report-
edly repatriated most of its profits and
made relatively few changes to its 1980s-
era products, whereas Volkswagen rein-
vested profits and refined its production,
introducing a new “Santana 2000" model
in the mid-1990s. The GPAC sedan also
had problems finding a market niche, as
its large engine’s high fuel consumption
precluded the car's use as a taxi, and its
outdated design failed to atract Chinese
buyers. When compared with the Audi
100, made in Changchun by a joint ven-
ture between Audi AG, a subsidiary of
Volkswagen, and China’s First Automo-
bile Works (Group) Corp., the GPAC
sedan lacked the prestige that status-con-
scious private or government Consumers
sought in a vehicle.

GPAC also was not as high of a politi-
cal priority for Guangzhou officials as
was the Volkswagen plant for the Shang-
hai government. While the Shanghai mu-
nicipality invested ¥5 billion-¥6 billion
(5600 million-$700 million) to aid Volk-
swagen's endeavor, Guangzhou officials
only contributed about ¥1 billion (5120
million) to help GPAC. Further, because
of Guangzhou's laissez-faire approach to
production and consumption, city leaders
were reluctant to prod government offi-
cials or enterprises into purchasing
GPAC’s vehicles. In Shanghai, by contrast,
the city’s taxi company was one of the
largest purchasers of Volkswagen San-
tanas. Further, 1996 Shanghai municipal
rules on engine size for taxis effectively
eliminated Volkswagen's competitor in
the city, the Tianjin Charade, from the
taxi business. Ironically, while GPAC's re-
moteness from Beijing protected it from
central government interference, the
southern China venture also did not rank
high on Beijing's planning agenda. And
the lack of a central government partner
meant PRC leaders did little to forestall
the joint venture's decline.

PULLING OUT

In 1989, one Peugeot official noted,
with what now seems painful intuition,
“If we had to make the decision to come
to China over again, knowing what we
know, we wouldn't come.” Even a rise in
production of cars and light trucks from
about 2,700 in 1987 to a peak of 22,500
in 1992 did not renew French officials’
hope for success. By 1994, production
had begun to falter, and the venture fell
into the red. That year, GPAC produced



only 4,485 sedans and station wagons,
and 1,241 trucks, and the company
recorded losses of ¥100 million-¥200 mil-
lion (812 million-$24 million). Though
production during 1995 rebounded to
roughly 8,000 cars and trucks, GPAC's
losses rose to ¥320 million (539 million).
Shanghai-Volkswagen's 1995 profits, on
the other hand, reached ¥2 billion ($240
million). In 1996, GPAC manufactured
only 2,400 vehicles, and Guangdong offi-
cials estimate that production will not
reach 1,000 units in 1997,

Though Peugeot decided in February
to withdraw from GPAC, the joint venture
has not proven a complete failure for the
two sides. Peugeot exported thousands
of car kits and parts to Guangzhou from
France, amassing profits for the home
company. The venture imparted valuable
lessons that Peugeot can incorporate into
the operating plan for its venture in
Hubei Province, which continues to pro-
duce Citroen vehicles. And Guangdong
and Guangzhou authorities are sure to
consider the lessons of GPAC as they
press ahead with efforts to build up the
automobile sector in the province.

Indeed, neither Peugeot’s withdrawal
from GPAC, nor Guangdong's uneven
history in auto production, has dimin-
ished foreign investors' appetites for
building cars in the province. In fact,
Peugeot's pullout created a vacuum for
foreign manufacturers seeking a share of
China’s automobile market, which in-
clude Daimler-Benz AG, General Motors’
Opel Corp., Honda Motors Co., Ltd., and
Hyundai Motors. Though Beijing is pro-
moting Changchun in Jilin Province,
Shanghai, and the Wuhan-Shiyan region
in Hubei Province as future automobile
production centers, and the Ninth Five-
Year Plan (1996-2000) does not identify
new sites in China for such production,
Guangzhou remains on foreign investors’
lists as a potential investment location. In
addition, PRC import tariffs on finished
sedans of 80-100 percent will continue to
act as an incentive for foreign companies
to establish China-based production facil-
ities rather than merely export to the
PRC. And Hong Kong's closer integration
with the Guangdong economy could
spur further growth in the region,
prompting an increase in automobile
sales.

In May 1997, Guangzhou officials seri-
ously considered Opel's proposal to fill
the vacancy left by Peugeot, but cau-

tioned that the city and Opel were only
“dating,” and that observers should “wait
for them to announce their marriage.”
With backing from General Motors, Opel
possesses the financial might to sustain a
program of factory modernization and the
production of a late-model vehicle. Opel
also could draw on its prior experience
marketing Corsa and Astra models in
Latin America and Eastern Europe. Should
Guangzhou permit parts to be imported
from outside the region, Opel would be
able to tap some 14 Delphi Automotive
Systems parts makers—scattered through-
out China’s coastal region—to meet local
parts requirements. General Motors™ plan
to manufacture Buicks in Shanghai could
also provide an opportunity for Opel to
further expand its parts-sourcing base.

UNEVEN TRACK RECORD

Peugeot's automobile venture was not
the first to go sour in Guangdong. In
1989, Huizhou officials welcomed the Ko-
rean-American representatives of Panda
Motors, which promised to inject $1 bil-
lion into a plant in the coastal city to
build cars for export. But Panda lacked
any background in making cars, and ap-
peared to be a front for the Unification
Church, which evidently was using the
car venture to gain a foothold in China. In
1996, having failed to produce a single
car, the venture held an official closing
ceremony.

In 1995, Germany's Mercedes-Benz AG,
a division of Daimler-Benz, signed an
agreement to produce minivans in the
western Guangdong city of Zhanjiang, and
engines on the island province of Hainan.
Projected combined investment for the
venture totaled $591 million. Daimler-
Benz holds a 45 percent stake, and pro-
duction capacity is scheduled to reach
00,000 vehicles and 100,000 engines by
1998. The project’s viability is presently in
question, however. Chinese officials also
reportedly have insisted that the German
company guarantee the joint venture a re-
rn on the investment, and lower produc-
tion costs. The German company is seek-
ing solutions to keep the venture on track.

Unapproved though locally supported
automobile production facilities have fur-
ther plagued the development of the auto-
mobile market in Guangdong. These small
plants assemble cars from kits that are im-
ported, sometimes illegally, from a variety
of Western manufacturers, and realize
quick profits. By the mid-1990s, approxi-

mately 70-80 such facilities existed in
Guangdong, with most making fewer than
100 vehicles per vear. Though the provin-
cial government opposes such activities
and claims that many plants have been
closed, several factories continue to as-
semble and sell late-model Western cars,
trucks, and related parts in Guangdong,
which constitutes about 10 percent of
China’s total automobile market.

Discerning which way the political
winds are blowing for the auto sector in
Guangdong also is proving difficult. In
March 1997, Guangdong Governor Lu
Ruihua declared that automobiles would
no longer be considered a “pillar” of the
provincial economy. Lu also noted that
Guangdong is known more for its light
industries and should base its continued
growth on consumer electronics, hous-
ing, textiles, and other similar sectors.
Guangdong auto officials, however, cau-
tioned that Lu’s declaration regarding
“pillar” status for automobiles targeted the
uncontrolled independent assemblers,
and was not to be misinterpreted as the
province's withdrawal of support for
large, officially sanctioned projects in the
sector. Officials in Beijing's Ministry of
Machine-Building Industry also pointed
out that there has been little change of
late in Guangdong’s automobile invest-
ment patterns.

The troubled past for the automobile
industry in Guangdong raises doubts
about whether any of the potential suitors
for Guangzhou's automobile factory are
likely to find happiness in a joint-venture
marriage. Parts procurement would have
to expand beyond Guangzhou's bound-
aries for any other manufacturer to suc-
ceed. More problematic, however, is the
current dominance of the Santana. Never-
theless, possessing significant financial re-
serves, a commitment to quality, and in-
stant access to domestic parts to build a
late-model vehicle might be the keys to
success in China'’s large, protected market.
And, of course, potential entrants now
have the benefit of GPAC's experience
from which to learn.

—FEric Harwit

Eric Harwit is assistant professor of Asian
Studies at the University of Hawaii, and
author of China’s Automobile Industry
(M.E. Sharpe, 1995). Research for this
article was supported by a grant from the
University of Hawaii'’s Center for Interna-
tional Business Education and Research.
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The dramatic increase in
domestic production capacity has
not been maiched by growth in
demand among individual

consuniers.

significantly to the Chinese auto-parts
industry. Founded in 1993, ASIMCO has
raised $250 million from pension funds,
insurance companies, and private in-
vestors in the United States, Europe,
and the Middle East to fund 13 Chinese
auto-parts factories. With an average
equity ownership of 38.5 percent, the
ASIMCO group now produces such
components as brake systems, com-
pressors, diesel nozzles and injectors,
friction materials, fuel pumps, gears,
horns, ignition coils, jacks, motorcycle
wheels and gears, motors, oil scals, pis-
ton rings, precision castings, rubber
seals, and valves.

Productivity levels in the PRC auto-
parts inclustry, in particular, have bene-
fited from foreign investment. The Tian-
jin Wix Filter Corp., a joint venture
between Tianjin Automotive Filter Fac-
tory and Dana of the United States, is a
case in point. In 1991, the joint ven-
ture’s first year of operation, the number
of oil flters produced per employee in-
creased by 74 percent over the preced-
ing year. By the end of 1995, with 200
fewer employees and a shorter work
week, productivity had increased by 600
percent, according to Kuang-Ming Lin,
president of Dana China.

GAUGING DEMAND

The car models selected for priority
investment by the central government in
the 1980s were meant to replace the in-
flux of imported sedans, which had

been forcing the government to spend
significant foreign exchange reserves.
By the mid-1990s, PRC-made models
had begun to replace the imported
sedans, used primarily in taxi fleets and
by government institutions and compi-
nies. The market shares of domestically
made cars increased from 33 percent a
decade ago to over 70 percent today.

Much to auto makers™ dismay, how-
ever, the dramatic increase in domestic
production capacity was not matched
by growth in demand among individual
consumers, China's passenger-car mar-
ket is largely an “institutional” market—
buyers are government institutions,
State-owned companies, and taxi fleets
rather than individuals. In rural areas,
according to China Business Updeate—
Awmtomotive, in 1996 there was one furm
vehicle for every 100 residents: in urban
areas, there was one auto for every 400
residents. And despite the fact that the
number of privately owned automobiles
in China has increased on average by 27
percent annually over the past 10 years,
the vast majority of these are trucks,
buses, and cargo vans (farm vehicles are
not included in this category). Tronically,
the small consumer car market in China
hinders further efforts o lower sticker
prices by expanding production scales.
some experts believe that the rise of a
family car in China will not begin until
roughly 2005, when the average per
capita annual houschold income is ex-
pected to reach Y60,000 (87,2300, Until
then, the typical Chinese family is un-
likely to be able to afford a car.

Even if high car prices do not deter
individual buyers, heavy auto-related
taxes and fees put cars beyond the
reach of many potential car owners.
Taxes that apply nationwide to the pur-
chase of a new car are a 5 percent con-

sumption tax, a 17 percent value-added
tax, and a 10 percent vehicle-purchase
tax. But certain regions impose on ciar
buyers more than 20 different taxes and
fees, amounting to more than one-third

TABLE 2

SALES OF THE TopP FIVE AUTOMOBILE MANUFACTURERS IN 19906

ENTERPRISE NAME

% CHANGE

1. First Automobile Works (Group) Corp

2. Shanghai-Volkswagen Co.. Lud

3. Tianjin Auwtomotive Industry Group C nwp.

4. Dongfeng Motor Corp

3. Beijing Automotive Industry Group Corp.

SOURCE: CB{—Autostals

SALES (UNITS) OvER 1995
200,382 13.7
) 200,031 - 25.2
152.816 18.1
139,920 =201
-23.2

130,390
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of the retail price of a car, according to
recent surveys by PRC government
agencies, In some provinces and cities,
car buyers are even assessed taxes that
go toward family planning and local ed-
ucation programs. The dearth of ex-
pressways, highways, parking facilities,
and advanced traffic control systems fur-
ther discourages automobile use in
China’'s major cities.

In light of such circumstances, car
maker Shanghai-Volkswagen developed
and expanded the Santana model’s pro-
duction capacity to 300,000 units to tar-
get the institutional market. Because it
started production three years carlier
than the rest of the sedan makers, the
company secured a sizable consumer
base ahead of its competitors. As a re-
sult, Chinese partner SAIC has been the
least affected by the problem of overca-
pacity. SAIC's decision to join with Gen-
eral Motors to produce the high-end
3.0-liter Buick Regal is similarly aimed at
cementing its strength in the domestic
institutional market for luxury cars, as
well as competing with imports.

CRAFTING AN
INDUSTRIAL POLICY

For better or worse. Beijing has been
integrally involved in directing the de-
velopment of the sector, The eight main
passenger-car ventures, for example,
have had o satisty government-imposed
local content requirements to qualify for
preferential tariff rates on imported
components, The government granted
these vehicle manufacturers an initial
period of three vears during which they
enjoy o preferential rate of 33.3 percent
on imported parts instead of the stan-
dard 100-150 percent. After three years,
these auto makers were expected to
raise their levels of local content 1o at
least 40 percent, to quality for further
tax breaks.

Since 1994, all new auto projects
have faced the stiffer localization re-
quirements contained in the State Coun-
cil's automotive industrial policy (AIP).
Under the ATP. auto ventures must start
production with 40 percent local con-
tent to qualify for 37.5 percent import
duties on parts. Auto makers that reach
local content levels of 60 or 80 percent
may import parts at Customs rates of 30
percent and 20 percent, respectively.
Leading companies have already
reached a localization level of more
than 80 percent.

The AIP, aimed at transforming the
auto sector into a “pillar industry”™ of the
PRC economy, epitomizes the govern-
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TABLE 3

MAJOR VEHICLE AND ENGINE JOINT-VENTURE AND COOPERATIVE PROJECTS IN CHINA, 1997

CAPACITY

LEAD CHINESE PARTNER LEAD FOREIGN PARTNER PRODUCT OR MODEL FORM OF COOPERATION (uUNITS)
Beijing Automotive Industry Group Corp Chrysler Corp Cherokee jeep joint venture (V) 50,000
Isuzu Motors _['\' S0.000)

Chang An Automobile Co,, Tid.

China Acerospace Automaotive Industry Group

China Aerospace Industry Corp

China Changfeng Auto Factory

Itochu Corp

Light truck

Light vehicle

IV (hrough stock purchase)

China National Heavv-duty Truck Corp

Q0,000

Chongging Qingling Auto Co. Lid

Dong An Engine Manufacturing Co

Daongfeng Motor Corp

Suzuki Motor Carp. Allo car IV (stock option) 150,000
Mitsubishi Corp. 2.0 liter engine 1AY 150,000
Renault Trahic light truck IV 1,000
Mitsubishi Motors Corp Pajero sport utility velicle Technology transfer 3.000
Cummins Engine Co. Inc¢ Diesel engine A% 1.000
Hino Motors, Lid Diesel engine N 20.000
Styre Styre truck Tech transfer 10,000
[suzu [suzu truck Tech transter 500,(KK)
Mitsubishi Corp 1.3 ler engine 14 150,000
Hondki Motor Corp. Engine 1% 150,000
Nissan Diesel Motor Co.. Ltd. Bus v 3.000
PSA Peugeot Citroen ZX Fookang car N 150.000°

First Automobile Works (Group) Corp

Fuzhou Auto Works

Guangzhou Automotive Manufacturing

Guizhou Aviation Industry Corp.
Hainan Auto Industry Corp,
Hunan Power Engine

Jiangling Motors Corp.

Nanfang South China Motor Corp

Shanglin Automotive Industry Group Corp

Shanghan Zehai

Sichuan Tourist Coach Factory

Trangin Automotive Industry Group Corp,

Nichar Diesel Engine Plant

Yangzhou Motor Coach Co. Lid

Yuejin Automobile Group Corp.

Zhengzhou Light Truck Factony

Chrysler

Dacwoo

Engine Tech transter

General Motors Corp. (GM)

15600000

Volkswagen AG (VW) Audi AG

China Motor Corp
(Mitsubishi Motors atfiliate)

Peugeot™

Engine N 300,000
S10 pick-up truck 1A% 30,000
Jetta, Golf, Audi cars v 150,000
Delica van n 10,000
Peugeot 505 and 304 N 30,000

Fup Heavy Industries Lid,

Mazdda Motor Corp,

Huatai

Skylark car IV iplanned)

Touring bus v

Diesel engine N

Ford Motor Co

Isuzu

Transit van

Isuzu truck Tech transter

Mercedes-Benz AG

MPV nunivan IV (planned)

GM

AB Nolvo

VW

Frewghtliner Corp

Te WOl Motor Ce .

Drailiatsu Motor Co, Ld

Kook Hang

Lion Land Bhd

Tovota
Vanty Perkins
\Volvo

Mercedes-Benz

heco

Nissian Motor Co

SOURCE: Chiiet Business pdete—Aidomiolive

By 1998

* Peugeot withdrew from the venture in February 1997
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Buick car

iesel engine

Nissan pick-up truck

LAY

Volvo Coach IV (planned)

JV (through stock purcha
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Santana car n
Heavy-dury truck N
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Charade minivan Tech transfer
Bus N
Minivan N
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n
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v

100,000

50,000
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30,000
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150,000

20.000
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S04

T 000

(0,000
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ment’s prominent role in the sector,
Though the industry’s decentralization

and growing protectionism on the part of

the local governments have made it diffi-
cult for Beijing to implement the policy,
the basic goals—consolidating production
and directing foreign investment—reniain
in place for now. In an example of the
sector’s lack of economies of scale, China
had 124 automobile assemblers in 1994
with an annual output of just over 10,000
units per assembler. The AIP thus lays
out a two-stage framework to streamline
the vehicle-manufacturing sector. During
the first stage, from 1996-2000, the State
intends to support reorganization efforts
that will lead o the evolution of 2-3 large
national enterprise groups, 6-7 key vehi-
cle manufacturers, and 8-10 internation-
ally competitive motoreyele manufactur-
ers (see p.19). Other first-stage goals
include:

B Motor vehicle production of 3 million
units, of which 1.5 million will be passen-
ger cars (in 1990, the targets were re-
duced to 2.7 million and 1.3 million, re-
spectively),

B Annual capacity of 300.000-500,000
units in cach of the 2-3 large enterprise
Lroups;

B Consolidation of the present 3.000
parts and components manufacturers
into 300 companics to serve as nujor
domestic suppliers (and product devel-
opers) for original equipment manufac-
turers (OEMs).

During the second stage. from 2000-
2010, Beijing will support the reorganiza-
tion efforts for the formation of 3-4 large.
internationally competitive enterprise
groups. Other goals for 2010 include:

B Total vehicle production capacity of 6
million units, of which 4 million will be
PASSCNEET Crs;

B Annual production capacity of more
than 1 million units from cach of the 3-4
automotive conglomerates;

B Formation of 5-10 internationally com-
petitive components groups, which will
form a supplier base for the OFMs, the
after-sales market (service and parts re-
placements), and the export market.

The AIP also calls for safety. pollution-
control, and energy-saving regulations for
automotive products, and “gradual” imple-
mentation of the current international au-
tomobile safety and environmental ap-
proval standards

Notably, auto parts manufacturing re-
ceives significant attention in the AIP,
likely because the government realized
that this subsector was becoming unable
to meet the demands of vehicle assem-
blers. The policy lists 60 auto parts and

components, on the basis of technology
level and suitability tor mass production,
for preferential development during the
Ninth Five-Year Plan (1996-2000) period.
The listed parts are divided into three
groups: Groups I and I consist of the 25
key auto parts and components specific 1o
the passenger-car industry: Group I con-
sists of parts and components that have
long been produced domestically but that
cannot vet be manufactured on a mass
scale. For these 60 parts, the government
will contribute funds and encourage for-
cign participation in their development.
For cach of the three high-tech compo-
nents in Group l—engine-management
svstems (for gasoline engines), anti-lock
braking systems, and safety air bags—
one foreign partner is supposed 1o he
chosen to work with a consortium of Chi-
nese companies lor development of do-
mestic production facilities. For example,
Bosch has signed an agreement with
China United Auto Electronics Co., Lid., a
consortium of 15 Chinese auto compa-
nies based in the Pudong New Area in
Shanghai, to form a S0-30 joint venture (o
|1l‘tu|m'c engine management systems.
For items in Group II. which include fil-
ters, pistons and piston rings, radiators,
shock absorbers, and steering svstems:
and in Group 1 which include carbure-

tors, distributors, mufflers, seating, and
spark plugs, the government intends 1o
support 3-3 leading domestic manufactur-
ers to reach its goal of about 300 large
parts suppliers by the end of the century,

THE AIP
FOREIGN

AND
FIRMS

In recognition of the need for foreign
auto-related expertise, the AP encour-
ages foreign investment, though with
specific regulations regarding partner
selection, joint-venture equity shares,
and export commitments. Further quali-
fyving foreign participation in the sector,
the policy calls on Chinese enterprises
to team up only with foreign firms with
“sufficient”™ management know-how,
product development capability. and
technology, as well as independent dis-
tribution channels and adequate financ-
ing. Such criteria are meant to attract
large, multinational auto companies (o
the PRC market.

In an cftort 1o prevent domination by
any given foreign manufacturer, the AIP
prohibits a foreign vehicle manufacturer
from owning more than two joint ven-
tures of the same vehicle type. For exam-
ple. Volkswagen, with two existing sedan
joint ventures in China, is not permitted
to establish a third sedan venture. The
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|
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AIP also stipulates that a foreign partner
in a vehicle or engine joint venture can
hold no more than a 30 percent equity
share. The AIP requirement that all new
assembly ventures begin with 40 percent
local content is another example of the
policy’s goal of improving overall PRC
product development capability.

By contrast, foreign investors in the
parts industry in general are not limited

1o a certain percentage ol equity owner-
ship. though there are exceptions. Parts
miay even
wholly owned ventures, such as Al-

manufacturers establish
licdsignal’s turbocharger plant in Shang-
hai and Delphi's 830 million steering
systems plant, also in Shanghai. Foreign
partners in ventures producing high-
technology anti-lock braking systems,
CNEINe-Management svstems, and safen

THE ABCs OF DRIVING IN BEIJING

As Beijing grows upward as well as
outward, more and more expatriates are
choosing to drive their own cars around
the PRC's sprawling capital rather than re-
lying on taxis or personal drivers. As in
the United States, however, taking to the
road in Beijing entails clearing several bu-
reaucratic hurdles. The PRC's Public Secu-
rity Bureau (PSB) enforces uniform dri-
ving regulations nationwide, so the
process of obtaining a driver’s license in
Beijing is similar to that of other big cities,
OBTAINING A LICENSE

All foreigners—including tourists—
hoping to drive in China must first ob-
tain a PRC-issued driver’s license, or risk
fines of at least ¥200 ($24). Driver's li-
cense applications are available at Bei-
jing's Vehicle Management Department,
Foreign Division for Vehicles (FDV),
which is under the supervision of the
PSB. But FDV issues an application only
after receiving copies of a foreigner's
passport and home-country driver’s li-
cense. An expatriate must also submit
his or her PSB-issued foreign resident
permit (waiguoren juliu zheng). Any
documents written in a foreign lan-
guage, including the home-country dri-
ver's license, must be translated into
Chinese by a language service company
approved by China’s Foreign Enterprise
Service Co. Expatriates without a dri-
ver's license from their home country
may still obtain a PRC license, but must
first pass a driving course, which typi-
cally lasts at least six weeks and costs
roughly ¥3,000 (8361).

With the application form in hand,

the expatriate may proceed to one of

three hospitals designated to conduct
physical exams specifically for driver's
license applicants—Capital Hospital,
Xiche Hospital, or China-Japan Friend-
ship Hospital. After the expatriate passes
the physical, which includes blood pres-
sure, color blindness, eyesight, and
hearing tests, the hospital will affix its

seal, or chop, on a health examination
certificate. Applicants not working in
China—spouses, students, or tourists—
may then return to FDV and pick up
their license. Expatriates who are em-
ployed in China, however, must also
have their companies stamp the applica-
tion form before heading back to FDV.
In either case, the documents required
for the final trip to FDV include those
needed for the first trip, as well as the
driver's license application, health cer-
tificate, and two photos.

Expatriates should be aware that they
will be required to exchange their for-
eign-issued driver’s license for the PRC
license. Thus, expatriates who plan to
drive outside of China while on vaca-
tion or home leave, for example, will
have to return to FDV to trade in their
PRC license for their foreign one.

CAR SHOPPING...

After obtaining the PRC license, an ex-
patriate may set off for the nearest dealer
to buy a car. Expatriates who are not
diplomats and who are in the market to
buy rather than lease a car probably will
choose to limit their options to PRC-
made models, since imported cars carry
a duty of 80-100 percent. Only diplomats
and others of similar status may purchase
imported vehicles tariff-free. Fortunately,
joint venture-made automobile prices are
falling, after-sales services are improving,
and replacement parts are becoming
more readily available. Better after-sales
service is due, at least in part, to compe-
tition among PRC car dealers, who have
begun to offer more attractive service
packages to lure customers away from ri-
vals. As in the United States, car pay-
ments may be made in installments by
cash or by check.

An automobile’s purchase price is just
part of the cost of owning a car in China.
Additional costs include a 10 percent
sales tax, which is based on the purchase
price plus any import duties; an annual
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air bags, however, may not hold more
than 50 percent equity

Some of the AIP provisions—Ilocal-
content requirements, preferential treat-
ment for domestic firms, and the restric-
tion on foreign investment levels—are
inconsistent with World Trade Organiza-
tion (WTO) principles. and have re-
ceived criticism from some foreign
firms. Though China considers its auto

highway maintenance fee of ¥900 ($108)
per year, payable to the local PSB's traf-
fic management bureau; and a license
plate fee of roughly ¥200 (524). More-
over, all car owners are required by the
PSB to purchase automobile insurance.
Insurance policies offered by PRC firms
generally cost ¥2,072-¥4,145 ($250-5500)
a year. Expatriates, however, are exempt
from an “urban land occupation” fee of
several hundred yuan that Chinese car
owners must pay.

.++VS. CAR LEASING

Expatriates residing in China for an ex-
tended period of time may find purchas-
ing a car more cost effective. But 1o avoid
most of the fees associated with owning
a car in China, many expatriates lease ve-
hicles, particularly if their stay in the PRC
is only a few months long. Currently,
there are around 200 car rental and leas-
ing service companies in Beijing. By leas-
ing rather than buying a car, an expatriate
is able to avoid insurance and mainte-
nance costs, as all Chinese car-rental
companies include accident and theft in-
surance in the rental price. In addition,
rental companies offer replacement cars
in the case of breakdowns.

To lease an automobile, an expatriate
needs to bring to a leasing company his
or her PRC driver's license (foreign li-
censes are not acceptable), foreign resi-
dent permit, and passport. If the leased
car is to be used for corporate purposes,
the expatriate also must present company
documents, such as the firm’s registration
certificate. The monthly rental charge in
Beijing for such joint-venture brands as
Cherokee, Jetta, and Santana ranges from
¥6,300-¥6,800 (5758-3818), while daily
rental rates for joint-venture vehicles are
around ¥330-¥360 ($40-$43).

Though leasing a car may be less of a
hassle than purchasing one, prospective
lessees must be prepared to put down a
large refundable deposit, generally
around ¥8,000-¥10,000 ($963-51,203), All



sector an “infant industry.” which would
make it eligible for longer phase-in peri-
ods for certain WTO regulations, the
slow negotiations for PRC entry into the
WTO have left many foreign auto indus-
try firms in limbo. Late September nego-
tiations between US and PRC negotia-
tors over the content of China’'s WTO
accession protocol, according to official

government reports, failed 1o resolve

locations accept payment of deposit
charges by cash or check, though only a
few locations accept credit card pay-
ments.

INSPECTION
REQUIREMENTS

The final step on the way to driving
one’s own car in China is the annual ve-
hicle inspection. Conveniently, the in-
spection date is determined by the last
number of a car'’s license plate. For ex-

major issues of relevance to the auto
sector.
HUMBLED AMBITIONS

The PRC government has run into a
number of obstacles since the AIP's intro-
duction in 1994, and has been forced to
scale hack its goal of making autos a pil-
lar industry. Rather than consolidating the
industry, the decision to elevate autos on

ample, if the license plate’s last digit is a
“5,” the inspection must be completed by
the last day of May. License plates ending
with a “0," “1,” or “2" indicate that the in-
spection must take place during October,
November, or December, respectively. No
inspections take place during January or
February,

As in the United States, PRC auto in-
spections entail verification of the car's
legal documents, including identification
cards for private owners and company

Beijing's priority industry list spurred
provincial investment in the sector, and
China today has close 1o 1,000 automo-
bile assembly and reassembly factories,
including both official and unofficial,
large and small. Beijing's protective im-
port tariffs also have fueled redundant in-
vestment. Because the tariffs have dis-
torted domestic auto prices, automobile
assembly has been a profitable business

stamps for company owners. Inspectors
scrutinize such parts as the brakes, gas
tank, headlights, and tail pipe. The
process can take up to three hours to
complete, and costs roughly ¥100 (512),
depending on the city.

—Steven Shi

Steven Shi is associate director of the US-
China Business Council’s Beifing office.

CONTACTS

Individuals interested in receiving more

information about obtaining a driver’s li-

cense, registering a vehicle, or obtaining

an automobile inspection can contact

FDV:

Foreign Division for Vehicles

Beijing Vehicles Management
Department

N0.90, Baiguangying Xi Lu

Chaoyang District, Beijing 100012

Tel: 8610/6490-4379

Automobile rental, sales, and service
companies in the Beijing area include:*

Auto Rental Agencies:

Beijing First Rental Co.
28 Xizhimen Nandajie
Xicheng District

Tel: 8610/6605-3019, 1739

Capital Auto Leasing Co.
62 Huayan Bei Lu
Chaovang District
Tel: 8610/6491-5259, 5253

Civik Taxi Service, Car Rental
B2, Passage 4, Civic Plaza

22 Jianguomenwai Dajie
Chaoyang District

Tel: 8610/6512-3481, 4488, or 6019

Lantian Car Rental Co.
66 Gulouwai Dajie
Xicheng District

Tel: 8610/6205-5888, (G888

Automobile Sales:

Beijing Asian Games Village
Automobile Exchange

No.25, Anding Lu

Tel: 8610/6491-5319; 6496-6892, 6863

Fax: 8610/6493-7915

China Yanxing Co.
No.18A, Feng Bei Lu
Fengtai District

Tel: 8610/6886-5203, 3551

Beijing Yilida Materials Exchange
Center

Huayuangiao Beisanxi Lu

Tel: 8610/6845-6102; 6847-5812

China NORINCO Auto Co.

No.10, Chedaogou

Haidian District

Tel: 8610/6763-9133, 1119; 6954-1027

Auto Repair:
Beijing Ritan Garage

Yabao Lu
Chaovang District
Tel: 8610/6501-5318

Beijing Tianchi Auto Repair Co.
A2 Shaovyaoju, Taiyanggong
Chaoyang District

Tel: 8610/6494-1772

Beijing Wan Xing Auto Service Co. Ltd.
28A Qingnian Lu

Chaoyang District

Tel: 8610/6508-4328

Fax: 8610/6508-4325

San Litun Auto Service Co.
Qingnian Lu, Chaoyang District
Tel: 8610/6500-5456

Fax: 8610/6300-5647

Huayin Auto Service Co. Lid.
Xiyanwo, Dongsanhuan Nan Lu
Chaoyang District

Tel: 8610/6771-5659

“These listings have not been indepen-
dently verified by The CBR and are not
meant to be comprebensive.
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even for a simple facility that makes less
than 100 vehicles a year,

The AIP's goal of establishing nation-
wide an efficient auto industry has also
been thwarted by regional protection-
ism. It is a common practice. for in-
stance, for a provincial government to
protect favored automobile assembly
operations located inits province, either
by giving local tax breaks for locally
procured goods or restricting the use of
vehicles made in other provinees (see
p.10). SPC issued an administrative or-
der last year mandating that local gov-
cernments rescind all restrictive measures
on the use of affordable economy mod-
cls. But many of these restrictive regula-
tions remain in force. Beijing municipal-
ity, for example, continues to limit the
use of TAIC's Charade, 1-liter minivans,
and low-end Beijing Jeeps on the city's
downtown streets to every other day.
Taxis, however, are excluded from the
rules.

Though high tarifts on imported cars
have allowed Beijing to achieve its goal
of expanded domestic production, the
tariffs have also contributed to the in-
flow of illegal passenger cars, estimated
at 40,000 o year, Despite this pervasive
smuggling, and the country’s efforts to
join the WTO, the central leadership jus-
tifics the riffs on the grounds that the
auto sector is an infant industry. China
reduced its import tax on automobiles s
of October 1, 1997, but only slightly: im-
port taxes on passenger cars went from
100-120 percent to 80-100 percent, de-
pending on the size of engine displace-
ment.

IN SEARCH OF
A FAMILY CAR

While the absence of a ready individ-
ual consumer market has slowed expan-
sion of China’s passenger-car industry
over the past three vears, farm-vehicle
production has accelerated phenome-
nally during the same period. Total an-
nual output jumped from 1.24 million
units in 1993 10 2.4 million in 1996—
nearly one million more than the total
number of automobiles produced that
year, The largest passenger-car manufac-
trer, Shanghai-Volkswagen. assembled
200,000 sedans in 1990; three of the
largest farm vehicle producers, the Bei-
jing-Futian Group, the Jinwa Group, and
the Juli Group, in contrast. each wrned
out more than 250,000 units of three- or
four-wheel motor vehicles.

Thus, the answer o the question. “Is
there o family car in China?” can be
found in the 10 million farm vehicles

now on the road. These vehicles, which
are diesel-powered and travel at low
speeds—itypically no more than 50 km
per hour—are owned mostly by families
in China's rural areas, Motor vehicle
ownership in the countryside averages
one lor every 20-25 families.

The rise of these inexpensive farm ve-
hicles highlights the strength of market
forces compared 1o that of central gov-
ernment support. While heavy govern-
ment investment helped build the coun-
try's passenger-car subsector, with central
planners pushing for expansion of pas-
senger-car production capacity, farm ve-
hicle projects have involved little State
funding, and have taken their cues
largely from the market. Morcover, a
sedan in China costs at least Y100,000
(512,195) including all taxes and fees,
while a farm vehicle can sell for as low
as Y6000 (8722). Further, farm vehicle
purchases incur much lower taxes than
automobiles—and run on government-
subsidized fuel. Not surprisingly, 80 per-
cent of the passenger cars produced in
the country are bought on credit by flect
compinies and government institutions,
but 99 percent of the farm vehicles are
purchased with cash by individuals,

The manufacturers of farm vehicles
target rural individual consumers. Cur-
rent [reight transportation needs in rural
areas are estimated by the government
at roughly 20 billion tons a year, with an
annual growth rate of 5-10 percent. Such
needs are presently met through a com-
bination of transportation vehicles:
730,000 automobiles, 10 million motor-
cyeles. 10 million tractors, 10 million
farm vehicles, and 70 million “rick-
shaws™ and animal-drawn carts. Despite
the slowdown of the growth rate of farm
vehicles last year, experts believe that
demand for these inexpensive farm ve-
hicles—in the form of trucks, pick-ups,
vans, and sedans—will steadily increase
1o 3.5 million units a year by the wim of
this century and 5.5 million units by
2010.

As the market grows, China's farm-ve-
hicle and passenger-car industries are
destined eventually to merge into a sin-
gle motor-vehicle industry. The manu-
facturing costs of pick-ups and sedans
should drop significantly as production
volumes rise, eventually making retail
prices affordable. At the same ume. farm
vehicle producers, especially the Targest
manulacturers, will improve and up-
grade their products and move into
pick-ups and sedans, cither indepen-
dently or by teaming up with automo-
bile manufacturers.
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In fact, automobile and farm-vehicle
manufacturers are already joining forces,
The BUAMMC-Futian Vehicle Corp.
(Futian), the country’s largest four-wheel
farm-vehicle manufacturer, was formed
from the merger of Beijing United Auto-
mobile & Motorcycle Manufacturing Co.,
a leading light vehicle producer, and
Zhucheng Vehicle Plant, a small farm-
vehicle manufacturer in Zhucheng,
Shandong Province. In 1994, the first
vear of the merger, the company pro-
duced 4,000 “Beijing ™-brand four-wheel
farm vehicles. By 1995 Futian had be-
come the ninth-largest four-wheel farm-
vehicle producer in the country, turning
out 9,680 units, Last year the company
expanded into a sharcholding corpora-
tion by combining the resources of
about 100 companies around the coun-
try. The new corporation became the
country’s top four-wheel farm-vehicle
manufacturer in 1996, with output of
20,313, Futian’s goal is 55,000 for 1997,
according to company president Wang

Jinvu. The company’s goal for the year

2000 is 450,000 units.
STRIKING A BALANCE

Alter 10 vears of significant foreign
investment. the country’s auto sector
now has a production capacity of close
to a million passenger cars and another
million commercial vehicles. But it will
take at least another 10 years betore
large numbers of ordinary Chinese fami-
lies purchase cars for personal use.
Through the AIP, the Chinese govern-
ment will try 1o protect the domestic au-
tomobile industry even after China joins
the WO, but the industry will eventu-
ally have to rely more on market forces
to resolve its many problems. For exam-
ple, if local protectionism abates, the
sector's problem of overcapacity should
intensify competition among manufac-
turers, which could force the industry to
reorganize. For consumers, the present
overcapacity may help speed up the
availability of affordable automobiles.

For the foreseeable future, however,
the family car in China will have to be
able to function both for business and
for personal use. It is safe o predict that
on the road to motorization there will be
a range of family cars in China. Any
maodel made in China, whether by a Chi-
nese or g joint-venture company., is un-
likely to earn the “family car” distinction
it it is out of reach of the 200 million
rural families. To succeed in China, then,
foreign automotive companies should be
prepared tor some stiff competition

e

down the road. 7



' Motorbike

@ Mama

Richard Cheng

The PRC
molorcycle

”ZleS[m' ZS ith construction of paved roads still l;l;_{ging and transportation necds lil‘ll'gk‘i)ljiFlg.
. China would seem a dream come true for motorcycle manufacturers. In fact, China
overtook Japan in 1993 to become the world's largest producer of motorcycles. PRC
motorcycle output in the 1990s has grown at an average annual rate of 40 percent,
, reaching 9.3 million units in 1996, of which domestic sales amounted to 8.9 million.

f07 g?'Ol['ﬂJ Though production and sales levels have risen sharply, registered motorcycle ownership in the
PRC has increased at a slower annual rate—27 percent—and remains surprisingly low. In 1990, less
than 2 percent of China's total population had registered motorcycles, in contrast to Indonesia’s 5
percent and Thailand's 15 percent. But China's demand for mopeds, motorcycles, and scooters
should continue o climb as disposable income rises. Based on a per capita income projection of

$1.000 by 2000, annual sales could exceed 13 million units in 2000 and 27 million in 2005.

gearing up

PARING DOWN

The surge in domestic motorcyvele sales in the carly 1990s caused a number of small PRC factories
to convert operations to motorcycle production. Nonetheless, total production capacity is still domi-
nated by a handful of industrial groups: while more than 118 motorcycle original equipment manu-
facturers (OEMs) were in operation in China by the end of 1996, the top 10 manufacturers ac-
counted for two-thirds of all domestic production. This structure is in line with Beijing’s automotive
industrial policy (AIP), which aims to consolidate production into large regional groups. China's
Ninth Five-Year Plan (1996-2000) and the AIP call for China’s motorcycle manufacturing sector to re-
organize into 8-10 major firms by 2000, and into 3-4 groups by 2010. Since 1994. Beijing has prohib-
ited new motorcycle or engine joint ventures, forcing PRC motorcycle manufacturers to rely on exist-
ing foreign partners for new technology and designs, particularly for critical components such as
engines. The existing joint ventures involving the foreign firms Honda Motorceycle Co. Lid.,
Kwungyang Motors, Suzuki Motorcyele Co. Lid., and Yamaha Motor Corp. are expected to form the
core of China's motorcycle industry after the sector’s restructuring is complete

The leading PRC motoreycle manufacturers all have ties with foreign companies through equity
joint ventures or technology transfer agreements (see Table). The Jianshe Group, for example, a
stock company partially owned by China North Industries Co. (NORINCO). has ties to Yamaha. Pre-
viously a high-volume producer of low-margin (4-14 percent), old-technology bikes—mainly S0cc,
60ce, and 80cc motorcycles—Jianshe listed on the Shenzhen stock exchange under the name Shen-
zhen North Jianshe Motorevele Co. in July 1995, Through the listing, the company raised $60 million
o finance its move up the technology curve o produce four-stroke 150ce Yamaha SR150 and two-
stroke 100cc Jianshe motoreycles, Four-stroke models typically run cleaner and more efficiently,
though offer less power, than two-stroke models,

Jianshe's cross-town rival in Chonggqing, the Jialing Group, has ties with Honda. The Jialing
Group. also part-owned by NORINCO, is China's second largest motorcycle maker. Jialing and Jian-
she are putting the phrase “friendly competitor” o the test, as both companies are seeking to be par
of the core group of motorcyele manufacturers after the industry’s consolidation.

Richard Cheng is a Hong Kong-based

vice president of AT Kearney, an MAJOR FOREIGN PLAYERS
international management consulting Japanese motorcycle companies have assiduously cultivated relationships in China for nearly 30
firm with over 70 offices worldwide vears. With one-quarter of all PRC-made motoreyeles bearing the Honda brand name or using its
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One-quarter of all
PRC-made motorcycles
bear the Honda brand

name or use its technology.

technology, Honda is by far the largest
foreign player in the sector. Honda has
maintained its dominant position in the
Chinese motorcycle market through its
three equity joint ventures, two technical
assistance partnerships, and two former
Taiwan licensees that continue to produce
Honda-like motorcycles. Together, over
2.5 million motorcycles, incorporating in
some way Honda's designs and technol-
ogy. were manufactured in China in 19906.

Honda entered the PRC motorcycle
market in 1981, when it signed a techni-
cal assistance agreement with the Jialing
Group. Since 1983, Honda has provided
Jialing with technology and engineering
know-how for specific Honda motorcycle
models. In its second licensing agree-
ment, Honda granted rights in 1984 to
Shanghai Ek-Chor Motoreycle Co. Lid.. a
joint venture between Thailand's Chia Tai
Group and Shanghai Automotive Industry
Group Corp. (SAIC), to manufacture

Honda's 125¢e and 250¢c engines. Under
the terms of the license, Shanghai Ek-
Chor pays Honda $20 per manufactured
unit and may produce up to 600,000
units annually. In late 1991, Chia Tai and
NORINCO formed Luoyang North Ek-
Chor Motorcycle Co. Lid. 1o license and
produce the 100cc Honda Super Cubs.

Based on the success of its licensing
arrangements, in 1992 Honda made its
first direct investment in China by form-
ing two joint ventures, Wuyang-Honda
Motorcycle Co. Lid. in Guangzhou, and
Tianjin-Honda Motorcycle Co. Lid.
Wuyang-Honda produces the 125¢¢ mo-
torcycle and 125¢e scooter, and Tianjin-
Honda manufactures Honda's 90ce mo-
torcycle. Output from both ventures is
sold primarily on the domestic market,
with few, if any, cycles exported.

Seeking to expand its production of
Honda cycles in China, in 1993 Chia Tai
combined its 50 percent share of Shang-
hai Ek-Chor and 55 percent of Luoyang
North Ek-Chor to form Ek-Chor China,
which was then listed on the New York
Stock Exchange. The capital raised
through the 1993 initial public offering
enabled Shanghai Ek-Chor to invest in a
new plant in Shanghai's Pudong New
Area and almost double its production
capacity. In September 1995, Ek-Chor
China purchased a majority stake in yet
another PRC motorcycle maker, the

Ningho Motoreycle Co. Ek-Chor's stake
is in the form of a joint venture with a
Thai manufacturer of Suzuki motorbikes,
SP International (SPD. The foreign
party—consisting of Ek-Chor China,
which has an 80 percent stake, and SPI,
which has a 20 percent stake—holds 63
percent of the total equity in the Ningbo
enterprise. The remaining 35 percent is
held by the Chinese partner, Zhejiang
Electro-Mechanical Group. The Ningbo
venture consists of two factories that
produce 50cc and 100c¢ motorbikes,
750cc police motoreyceles, and 90cc
scooters. These moves have enabled Ek-
Chor China to boost dramatically the
production capacities of its three sub-
sidiaries—Shanghai Ek-Chor, Luoyang
North Ek-Chor, and Ningbo produced a
total of over 1 million units in 1996. As a
result of its success in expanding pro-
duction volumes in China, Honda has
seen exports to China fall, from 200,000
units in 1994 to 150,000 units in 1995.
Another strong Asian competitor in the
PRC's motorcycle market is Japan's
Suzuki, which entered in 1992, Suzuki has
an imminent joint venture with the Qingqi
Motorcycle Manufacturing (Group) Co. in
shandong Province to produce Suzuki's
(5125 and GSX250. Early success enabled
Qingqi to obtain permission to list A
shares on the Shanghai stock exchange in
February 1994, and B shares in June 1997,

Tor MOTORCYCLE PRODUCERS IN THE PRC

1996 ToTAL
PRODUCTION
(1,000 unrTs)*

MOTORCYCLE
MANUFACTURER

TYPE OF COOPERATION AND PARTNER(S)

JOINT VENTURE COMPANY

Qinggi Group 1,452 JV tmotoreycle): Suzuki Motorcycle Co. (Japan) Qingqi Suzuki Motorcycle Co. Lid
Tech transfer*: Suzuki —
Jialing Group 1,133 IV (engine): Honda Motor Co., Lid. (Japan) Juling Machinery Factory Co.
Jincheng Group 712 JV Cengine): Yamaha Motor Corp. (Japan) Jincheng Suzuki Motoreyele Co. Lid.
IV tmotoreycle): Lion Group (Malaysia) Jincheng Machinery Factory
Tech transfer: Suzuki —
Jianshe Group 628 JV tengine): Yamaha Jianshe Group
Jieda Group 501 Technical assistance: Yamaha —
Shanghai EK-Chor 100 JV (motorevele): Chia Tai Group (Thailand) Shanghai Ek-Chor Motorcycle Co. Lid.
Motorcycle Co. Lid Tech transfer: Honda —
Luovang North 352 JV tmotorcyele): Chia Tai Group Luoyang North Ek-Chor Motorcycele Co. Lid.
Ek-Chor Motoreyele Co. Lid Tech transfer: Honda —_
Huari Motoreycle Co 302 Tech transter: Derby (Spain), for s0cc —
scooters starting in 1998
Changchun Motorcycle Co 295 JV (motorcycle): Lion Group Changchun Motoreycle Co
Ningbo Motoreycle Co. 281 JV tmotoreycle): Ek-Chor China Ningbo Motorcycle Co.

and SP International (Thailand)

SOURCE: Richard Cheng

“The 1996 output figures are for the Chinese parent company, not only the joint venture factories. With the exception of the Ek-Chor Group's
Luoyang, Ningbo, and Shanghai plants, which are equity joint ventures involving the parent PRC motorcycle company., all joint ventures are
hetween a foreign partner and a subsidiary of the Chinese parent company, resulting in a single factory or subsidiary of the parent.
“Technology transfers, in most cases, are limited to one specific engine or vehicle model.
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In addition to contending with
user regulations and licensing
fees, foreign motorcycle makers

Jace production requirements.

Jinan Qingqi, a subsidiary of Qingqi
Group. has a majority stake in Hainan Xin
Da Zou Motorcyele Co. Lid., which is
listed on the Shenzhen market

Malavsia's Lion Group, using Suzuki
technology, has established equity joint
ventures with the Jincheng Machinery

Factory, part of the Aviation Industries of

China (AVIC) in Nanjing. Jiangsu
Province: and the Changchun Gasoline
Engine Co. Lid. in Jilin Provinee. The
Jincheng Group, overall, has fared well,
and was the third-largest producer in
China in 1990, after the Qinggi Group
and Jialing Group. Together, Jincheng,
Changchun, and Jinan Qinggi produced
close 1o 2 million Suzuki-atfiliated mo-
toreyeles in 1996,

Japan’'s Yamaha Motor Co. also is ac-
tive in China. Yamaha has two engine-li-
censing agreements with AVIC-affiliated
companies, and serves as an adviser to
the Jieda Group in Wuxi, Jiangsu
Province. Jieda manufactures Yamaha's
90cc. 100ce, and 125¢¢c motoreycle mod-
cls, and developed its own prototypes
for the 90ce and 100ce scooters. Yamaha
also established an engine joint venture
with the Jianshe Group in Chongging in
October 1992 10 produce larger engines
tor high-end motoreyeles.

Taiwan-based motoreyele companies
have also taken to the mainland.
Though Kwangyvang and Sanyang Indus-
try Co., L, initally licensed echnology
and scooter designs from Honda several
decades ago, both companies now nin-
ufacture motoreveles based on their own
designs. Since the carly 1990s. Taiwan
has been o competitive manufacturing
center for S0ce-150ce scooters that are
exported 1o China, Indonesia. Vietnam.
and Latin America, The two companies
anticipated in the carly 1990s that Bei-
jing would raise local content require-
ments. which would have prevented ex-
ports of fully assembled motoreycles 1o
China. Consequently, Kwangyang and
Sanvang established mainkind ventures
in 1994 to assemble their scooters for
the PRC market with locally manufac-
tured components

The largest European presence in the
Chinese motorcycle industry is Italy's Pi-
aggio. which has a moped joint venture
in Foshan, Guangdong Province. Piaggio
has a 75 percent stake in Piaggio Lyman
Foshan Motoreyele Co. Lid., a partner-
ship with the PRC’s Fosti Motorcycle.
The Piaggio venture has a 100,000-unit
production capacity. and manufacturers
80ce and 125¢¢ motor scooters as well
as mopeds, Piaggio, which established
the joint venture in China in 1994, has
successfully marketed its scooters and
mopeds. Other Western motorcycle
companies such as BMW and Harley
Davidson Motor Co. have not invested
directly in China, and are unlikely 1o be
influential participants in future PRC mo-
toreyele sector developments.
REGULATORY ROADBLOCKS

Though motorcycle production has
accelerated rapidly in the last decade, li-
censing fees and driving restrictions
threaten to slow sales, especially in ur-
ban areas. Major cities such as Beijing,
Guangzhou, and Shanghai maintain var-
ious licensing restrictions to reduce traf-
fic congestion and air pollution. and
maintain road safety. In Guangzhou, the
municipal government has placed a
quota—as low as 3,000 according to
some reports, as high as 20,000 accord-
ing to others—on the number of motor-
cycle licenses issued each vear. Licens-
ing and other locally mandated fees in
Guangzhou, such as road maintenance
taxes and charges, total ¥Y28.000
(83.378)—almost the cost of @ motorey-
cle alone. Wenzhou, Zhejang Provinge,
also maintains a quota on motoreycle li-
censes, Zhuhai, Guangdong Province,
outright bans mopeds, motoreveles, and
scooters from city streets, inoan attempt
to keep pollution levels low. And in
Shanghai. where Shanghai Ek-Chor en-
joys preferential treatment. a person can
purchase a Shanghai Ek-Chor 100cc
scooter for roughly Y9.000 ($1.080) at
local shanghai EK-Chor outlet, and pay
Y1000 (51.327) on the spot for a h-
cense. A person buying a non-ER-Chor
brand, however, must formally apply for
one of the otherwise limited number of
motorcyele licenses, or buy one on the
black market for at Y18.000
(52.171).

least

Mopeds face their own set of restric-
tions. In Shanghai. for example. sales of
mopeds—which do not require driver's
licenses—had been soaring until last
vear. But complaints about mopeds
clogging bicycle lanes and contributing
to pollution prompted the Shanghai gov-
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ernment in July 1996 to ban moped
sales beginning in January 1997, Other
cities such as Nanjing, Guangzhou, and
Zhuhai followed suit. Moped sales of
such companies as Piaggio have been
hard hit by this restriction. But the
moped ban has not substantially affected
sales in rural areas in southern China,
where consumers tend to purchase the
higher-priced, higher-end scooters or
motorbikes that can transport more
goods than a moped. And manufacturers
that have diversified into motorcveles
and scooters have been shielded from
the economic impact of this particular
regulation.

Despite the significant restrictions on
motorcycles in China’s major coastal
cities, municipal authorities in most of
China's other 100 cities with populations
exceeding 1 million are unlikely to re-
strict motoreyele use, at least in the
medium term. In contrast 1o the coastal
cities, the majority of these cities have
extremely underdeveloped transporta-
tion systems, making motorcycles espe-
cially convenient,
SOURCING COMPONENTS

In addition to contending with user
regulations and licensing fees, foreign
motorcycle makers face production re-
quirements. In an effort to curb produc-
tion costs and foster the growth of do-
mestic  enterprises, central
government, over the next 3-5 years.
plans to raise the current 40 percent local
content requirement of PRC-produced
motoreycles to 70 percent and 90 percent
for motorevele components. Although the
requirement is not enforced as strictly as
similar rules for the automobile industry.
virtually all foreign motorevele producers
in China have set up their own compo-
nent joint ventures or convinced their
suppliers to establish operations in the
PRC.

Because of low-level manufacturing
technology and rescarch and develop-
ment (R&D) capabilities, most PRC do-
mestic component suppliers and OEMs
generally produce pants of lower quality
or sophistication than foreign compo-
nents suppliers. But as the industry in
China shifts to larger, cleaner, and more
cfficient four-stroke engines, major
OEMs are likely 1o rely on imports from
their foreign partners or licensors for
such engines untl they establish their
own local plants. Already, OEMs are left

China's

with few alternatives to overseas suppli-
ers when they upgrade the quality and
performance of their products. For criti-
cal components of new I'l'lﬂll"l‘t'_\t‘l&.‘
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China s motorcycle parts
industry is poised to upgrade ifs
technology and improve its

efficiency.

models, including carburetors, disk
brakes, engines, and transmission sys-
tems, OEMs tend to import products
from Japan, Korea, and Taiwan.

Leading Chinese motoreyele manufac-
turers are also actively proposing joint
ventures with component manufacturers
from Japan and Taiwan, or are investing
in existing component joint ventures
themselves. Honda's engine joint ven
ture with Jialing. and Yamaha's engine
joint venture with Jincheng, are typical
examples. Many other components for
older or current models are also
sourced from one of the numerous for
cign suppliers that now have China op-
erations. For example, Jialing sources its
carburetors from its joint venture with
Both Qingqi and

Japan’s Mikuni

Jincheng source directly from Mikuni's
Japan plant as well as from Zhanjiang
Deni Carburetor Co., a joint venture be
tween China’s Dongfeng Group and
Japan's Keihin Corp. Zhanjiang Deni, lo
cated in Guangdong Province, is the
largest and most technologically ad
vinced supplier of carburetors in China,
producing more than 500,000 units ¢ach
vear. Its customers include the Ek-Chor,
Foshan Fosti, and Honda-Wuyang
plants

As more OEMs demand higher qual-
ity and lower prices from their suppli-
ers, and as more component joint ven
tures emerge, China's motorcycle parts
industry is poised to upgrade its tech-
nology and improve its efficiency. Bul
because of the moderate pace of the in
dustry’s restructuring, it will be some
time before world-class, large-scale
component suppliers emerge in China.
GAINING MOMENTUM

The motorcycle industry should con-
tinue its strong growth in the near term.
Based on compuarisons with Indonesia
and Thailand—countries with economic
growth, per capita GDP, and motorcycle
ownership patterns similar to China's—

b4 percent of the PRC population
could own motorcycles by 2000, and
10.6 percent by 2003, translating into 56
and 148 million units, respectively,
More conservative estimates, however,
put motorcycle ownership at 3.1 per-
cent of the population in 2000 and 6.9
in 2005

Balancing production capacity with
market demand, lowering production and
distribution costs, improving product
quality, enhancing local R&D capabilities,
and improving after-sales services will
certainly remain at the top of the agendas
of major players in China's motorcycle
Ihe
willingness of most foreign firms to man-

market in the short to medium term

ufacture motoreycles using domestically
produced components should translate
into lower production costs and. ulti-
mately, lower purchase prices for con-
sumers. China's motorcycle makers likely
will have to improve their design and de-
velopment capabilities, however, before
they will be able to compete effectively
in the international market with exports
from Japan and Taiwan. In the meantime,
China’s motoreyele producers likely will
maintain their focus on the dynamic do-
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Jovee AL Peck aned Tao Jin

fter two decades of investing in the PRC, foreign ventures are pursuing ever nmore so
£ “ I b

phisticated strategies, including mergers, divisions, reorganizations of ownership shares,

l'he PRC State Administration of Taxation (SAT) recently re

sponded o these developments by detailing the tax consequences of such transactions

and transfers of assets.

On May 28, 1997, SAT issued a temporary circular, Guo Shui Fa [1997) No. 71 (Circular 71, which
governs the income taxation of restructuring transactions involving foreign-invested enterprises
(FIEs) and certain foreign enterprises (FEs). As foreign investors have started 1o seek more tax-cf
71 provides
A mile

fective methods of consolidating their interests in China in recent years, Circulan
much-necded guidance regarding the taxation of FIEs undergoing restructuring activities
stone in SAT's continuing effort to bring the Chinese tax regime into conformity with international
tax practices, the Circular appears to provide restructuring FIEs some opportunities to avoid tax
able gains. For example, a firm may opt tor a tax-free merger in licu of a taxable reorganization of
shares, Similarly, whenever possible, tax-lree reorganizations can be used instead of taxable trans
fers of assets

FIEs, according 1o China’s 1991 foreign income tax (FIT) Taw, include equity joint ventures, lim
ited-liability: cooperative or contractual joint ventures (CJVs), and wholly foreign-owned enter
prises. Circular 71 applies to FIEs approved to operate as stock companies, in addition to the FI1
law’s list of business forms. Further, SAT has stated that FEs subject to Circular 71 also include for
cign Arms operating as unlimited-liability CJVs and bank branches that engage in business opera
tions in China

I'he Circular, which is eftective tor taxable years beginning in 1997 or in cases where tax treat
ments applied in prior vears affect the tax treatment for 1997 and later, permits retroactive adjust
ments that affect the current and future tax reatment of an FIE or FE. Before the Circular's release
forcign mvestors had 1o obtain SAT guidance and a wx ruling when undertaking group reoraaniza
tions. The FIT law fails 1o address specifically the taxation of such transactions in China, though
the law does manditte tax assessment on property transfers. A few years after the FIT Llaw's release,
SAT issued two pieces of legislation clarifying some taxation issues related to reorganizations. Guo
Shui Fa [1993] No, 139 (Circular 139) addresses the tax treatment of FIEs that operate as stock com
panies. Guo Shui Han (1997 No.207 (Circular 207) provides guidance for achieving tax-free reor
ganizations on the transfer of equity interests for a group reorganization—for example, moving ex
isting FIEs into an investment holding company. Circular 71, however, is the first piece of
legislation to address comprehensively the tax issues that arise in connection with various types of

e HI'}_".IT'Lifill 10NS
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Though Circular 71 addresses “in-

vestors” and “stockholders,” in practice
most FIEs operate not as stock compa
nies with shares and shareholders but
rather as Chinese legal entities with “reg-
istered capital,” or equity, held by Chi-
nese and foreign investors. Reference
here is made to “investors”™ and “equity
interests,” but the provisions are also ap-
plicable to stockholders and stock
The basic premise of Circular 71, “the
continuity theory,” holds that, subject to
certain limitations, the tax attributes of
pre-reorganization enterprises are carried
over to the post-reorganization enter-
prises. Although not explicitly stated, if
the reorganization is either a merger or a
division, the continuity theory is also ap
plicable to the investors, who will not be
taxed on the exchange of interests. Un-
fortunately, the continuity theory does
not pertain to investors involved in eq
uity-interest reorganizations. The failure
to treat a reorganization of equity inter-
ests as a tax-free transaction for the in
vestors is inconsistent with the treatment
of FIEs in the same transactions, The
continuity theory also does not apply to
asset transfers because, according to Cir-
cular 71, the transferee in such a case
has a basis in the assets transferred
equal to the transfer price, and the trans
feror's gains are taxable.
TAX-FREE MERGERS
Mergers in China include new-estab-
lishment, or “dissolution.” mergers, in
which two existing entitics join to form
a4 new entity; and .llws(n‘pln)n_ or “contl
nuity,” mergers, whereby one existing
entity is merged into another existing
entity. Under either scenario, liquida-
tion—in which a company
deregistered and terminated—is not re

must be

quired. Although not explicitly stated,
mergers are tax-free transactions with
respect to both FIEs and investors in
FIEs.

Circular 71 clarifies a number of issues
relating to the taxation of mergers, in
cluding:

B Tax holidays and other tax incen-
tives If a post-merger FIE meets certain
criteria for PRC tax holidays or special
tax incentives, it is eligible for the unex
pired tax holidays and incentives of the
transferors. For example, PRC tax holi
days beginning from the first profit-mak
ing vear, under China's FIT law, allow
income-tax exempuons for 2 yedrs and
50 percent tax reductions in years 3-5
for pre duction-focused FIEs (though not
FEs) with operation periods of at least

10 years Reduced tax rates also are

available to FIEs in certain locations or
conducting certain types of business ac-
tivities, For instance, income tax rates
are reduced 1o 15 percent for FIEs lo
cated in any of the H\L' \|3~,‘&1‘I{ Eco-
Zones. But if the tax holiday

terms or the tax rates of the transterors

MOIMIC
are different. Circular 71 requires the
transferee to account for these differ-
ences separately—each business unit
must continue to calculate its income tax
liability on a stand-alone basis after the
merger

For example, FIE A and FIE B, in the
same business in the same city, merge
into FIE (
ketplace
A is in its first vear of a tax holi-
day, but B has already exhausted its tax

o compete better in the mar-
At the time the companies
merge
holiday. Suppose A generates ¥100 and
B generates ¥Y1,000 of taxable income in
the first year after the merger. A's Y100
income will be exempt from tax because
of the continuing tax holiday, but B's
¥1.000 income will be fully taxable. If
the business units maintain separate ac-
counting books, the taxable income is
based on the actual numbers of cach
business unit. Otherwise, if C maintains
only one set of books, specific ratios
may be used 1o apportion the income
among the business units. Acceprable ra-

TR OSIEN REE o TRg

A post-merger FIE can be
eligible for the unexpired tax
holidays of the transferors, in

certain cases.

tios would include the ratios of A or B's
revenue, cost, capital, or employees to
the total revenue, cost, capital, or em-
plovees of FIE C.

B Tax losses China's income tax law
provides for a five-year loss carryfor-
ward and no loss carryback. That is,
losses may offset profits of the same en
tity for up to five years after the year the
loss was incurred, but cannot be utilized
to offset profits earned in previous
vears. As with tax holidays and tx in-
centives, Circular
company to utilize the loss carryforward

71 allows the merged

of the transferring FIEs, subject to the
same restrictions—the losses must be
utilized by the business activities that
originally qualified for the incentive.
Losses from one business unit or activity
may
ness activity or unit that has a higher tax

offset income from another busi-
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To minimize tax costs of a
reorganization, laxpayers should
carefully select the form of a

transaction.

rate. But once the losses are recovered,
they are taxable at the higher tax rate in
the same year in which the losses are
recovered.

For example, FIE I and FIE E merge
into a new FIE F, which maintains sepa-
rate books after the merger for the busi-
ness previously conducted by D and E.
D has a loss carryvforward of ¥100 and is
cligible for a 15 percent ax rate in a
Special Economic Zone. B is subject to a
30 percent tax rate. For the first two
years after the merger, the tax payable
by F is calculated as illustrated (see
Table), In this example, the Y100 loss
carnvforward as well as the loss of ¥10
generated by D offset E's income in
Year 1, but both are recaptured—subject
to taxation—in the 30 percent basket in
Year 2, when D makes a profit of ¥150.
Notably, the recapture of losses only de-
fers rather than reduces the tax. Overall,
this is merely a timing difference and
the total tax paid over time would be
equal to the amount of tax D and E
would pay if they reporned separately—
unless the loss-generating entity is ter-
minated or liquidated before it becomes
profitable.

The restrictions for applying tax holi-
days, reduced tax rates, and loss carry-
forwards after a merger thus make it dif-
ficult—if not impossible—for the merged
company to share the tax attributes of its
business activities or units,

B Amortization and depreciation The
Circular also requires that cenain ax ad-
justments be made to book depreciation
and amortization of assets. For Chinese
accounting purposes, the underlying as-
sets involved in any type of restructuring

must be revalued according to the PRC
accounting law and valuation experts.
Circular 71's continuity theory, however.
does not permit this step-up in the basis
for tax purposes. Instead, Circular 71
provides two methods by which FIEs
can adjust book depreciation and amor-
tization for tax purposes: on an asset-by-
asset basis; or an overall adjustment
method, which records over a 10-year
period one-tenth of the overall differ-
ence between the net revised values af-
ter the restructuring and the net histori-
cal values of all assets before the
transaction. The local tax burcau must
approve the adjustment method the tax-
paver adopts, and the adjustment calcu-
lations must be submited with the an-
nual tax return. Circular 71 does not
state, however, what criteria the local tax
burcau will apply in approving a partic-
ular method.

since the overall taxable income of

the merged company will be affected by
the method selected, the taxpaver
should analyze the company’s current
tax position to determine the more ben-
eficial method. Under the implementing
rules for the FIT law, the three cate-
gories of depreciation periods in China
are 20 years for premises, buildings, and
structures; 10 years for trains, ships, ma-
chinery, and production equipment; and
S years for means of transportation other
than trains and ships, as well as appli-
ances, tools, and furniture.

Which adjustment method is more fa-
vorable to a taxpayer depends on vari-
ous factors, as illustrated in the following
example. Suppose that post-merger FIE
A has as its only asset a five-year-old
building with no residual value. In con-
nection with the merger, for accounting
purposes, the building is revalued and
its worth increases by Y900, When A cal-
culates the annual depreciation on the
building, according to the PRC account-
ing practices, A would add Y900 to its
basis in the building and depreciate the
Y900 over the remaining life of the
building, which is 15 vears. The increase
in book depreciation would be Y60 per

TABLE

CALCULATING THE TAX PAYABLE AFTER FIES MERGE

FIE F

(A MERGER BETWEEN UNIT  UNiT TAXABLE

FIEs D anp E) D E INCOME TAX PAYABLE

Income Tax Rate 15% 30%

Income Year 1 (1 200 (200-100-10)=90  90x3006=27

Income Year 2 150 300 (150+300)=450 +(300+ 100+ 10)x3000=129

SOURCE: Price Waterhouse LLP

(150-100-10)x15
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vear (Y900/15=¥60). However, for tax
purposes, this increase in depreciation is
not allowed.

Assume FIE A has a total book in-
come of ¥70 during its first year, which
is the starting point for the tax adjust-
ment. Under Circular 71, A must either
choose the asset-by-asset method, which
would require the company to add back
the additional book depreciation of ¥60
to the Y70, resulting in a taxable income
of ¥130; or adopt the overall adjustment
method, which would require adding
Y90 (Y900/10=Y90) to the ¥70, resulting
in a taxable income of ¥160.

The option an FIE chooses will de-
pend on its current business objectives
and tax position. In the previous exam-
ple, if FIE A has tax holidays or loss car-
rvforwards available, it would probably
prefer to use the overall adjustment
method since this would maximize tax-
able income. If FIE A is under the same
conditions except that its building has a
remaining useful life of less than 10
years, the company may choose the as-
set-by-asset method. If, however, an FIE
has a long list of assets, the overall ad-
justment method saves the taxpayer time
in comparison with the asset-by-asset
method.
TAX-FREE DIVISIONS

Foreign investors also can look to Cir-
cular 71 for clarifications on how divi-
sions, not just mergers, are taxed in
China. Like mergers, divisions do not re-
quire liquidation. And although Circular
71 does not state so explicitly, divisions
apparently are intended to be tax-free
transactions for both the FIEs and the in-
vestors in the FIEs,

Two types of divisions are possible in
China: new-establishment and spin-off
divisions. In a new-establishment divi-
sion, the original FIE is dissolved and
two or more new FIEs carry on the busi-
ness previously conducted by the origi-
nal FIE. In the spin-off division, the orig-
inal FIE continues 1o exist while part of
it is separated into one or more new
FIEs. The post-division FIEs inherit the
receivables and liabilities of the pre-divi-
sion FIE pursuant to the agreement be-
tween the parties. The agreement also
determines the amount of the tax loss
carryforward borne by each post-divi-
sion FIE. As in the case of a merger. in a
division of c¢ither type, the basis of assets
of the pre-division FIE is carried over to
the new FIEs and the book-to-tax adjust-
ment of depreciation or amortization oc-
curs during preparation of the annual
tax return. Tax incentives and holidays



are also handled in a manner similar to
METZers.

One area that might be good news for
FIEs in such cases is that the new enter-
prises may he eligible for tax holidays
that were not available to the original
company. subject to an important stipu
lation: the standard S-vear tax holiday
(under which the FIE enjoys years 1-2
tax free, and years 3-5 at a 50 percent
rate) is deemed 1o have begun in the
first profit-making year of the pre-div
sion FIE. Thus, it the original company
wis not eligible for a tax holiday, but
the new entities are eligible for such
treatment, they can enjoy whatever term
remains of the holiday

For L‘\dl]]]ﬂ(‘_ supposce FIE A is dis
solved and FIEs B and € are
entities created by a division. A did not
qualify for any tax holidays, However,

the new

after expanding its business scope to in-
clude productive activities (such as man-
ufacturing), B meets the criteria for a
five-year tax holiday, FIE A had been
profitable for 3 years before the division
Since, according to Circular 71, the five-
vear tax holiday period is deemed 1o
have commenced in the first profitable
vear of A, B will enjoy only two years of

a tax holiday, with a 50 percent tax re

duction.
TAXABLE OWNERSHIP
REORGANIZATIONS

A reorganization of equity interests is
broadly defined in the Circular as a
change of investors in an FIE or a
change in the amount or ratio of equity
interests owned by the investors of the
FIE. Such transfers include those of eq-
uity interests, such as when an investor
in an FIE tvansfers all or a portion of his
or her interest to others: in the case of
stock companies, increasing capital by
issuing stock to new shareholders: or in-
creasing original or new investors’ regis
tered t;l]\ii.ll.

When an investor transfers his or her
cquity interest inoan FIE, the investor
will recognize gain or loss on the trans-
fer. This rule also applies when an FIE
operating as a stock company transfers
its equity interest in a subsidiary. The
gain or loss on transfers of equity inter-
estis the difference between the transfer
price and the original cost of the equity
interest. The cost is the amount the in-
vestor actually paid for the initial invest-
ments or the interests (when purchased

Circular 207 gives FIEs and FEs
some relief regarding transfers of
equity interests in a group

reorganization.

from another person). The transfer price
can take the form of cash or other prop
erty. Circular 71 specifically states that
since investors” retained carnings or al
ter-tax funds were taxed before the reor-
ganization, they will not be included in
the transfer price. Thus, the Circular pre-
vents double taxation,

After a transter of ownership, cach FIE
is treated as a continuation of the original
enterprise. As a result, the original tax in
centives will remain in place and the tx
loss carryforward can be utilized by the
reorganized FIE within the remaining car-
ryforward period. The tax treatment of
the basis of assets for depreciation and
the related book-to-tax adjustment for de-
preciation are the same as those for
mergers, under Circular 71 rules
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Circular 71 is a big step
toward bringing China into
line with standard international

practice.

In order to minimize ax costs arising
from a reorganization, taxpayers should
carefully select the form of a transac-
tion. Instead of using a reorganization of
equity interests, the taxpaver should
consider a tax-free merger or division
For example, suppose FIE G and FIE H
are wholly owned by Investor 1 and In-
vestor 2, respectively. Both enterprises
have been very successful and their val-
ues have appreciated. To increase the
competitiveness of both FIE G and FIE
H. Investor 1 and Investor 2 propose 1o
exchange 30 percent of their ownership
in cach entity. Either of two following
methods can be used to achieve this ob
jective; however, one method will incur

Now Available from the

taxable gains, while the other will not
Under one method, the investors ex-
change 30 percent of the interest (eq-
uity) each holds in its respective FIE.
Under Circular 71, the transaction is tax-
able as a reorganization of equity inter-
ests. A second method—a tax-free
merger—achieves substantially the same
result. Here the investors merge their
FIEs G and H into a new entity, FIE ], of
which each investor owns a 50 percent
interest.

A number of other tax issues con-
cerning ownership reorganizations in-
clude
B Non-recognition of gain or loss Cir-
cular 71 does not address situations in
which gain or loss is not recognized in a
reorganization of equity interests. Circular
207, issued by SAT in April 1997, how-
ever, provides foreign companies with
the opportunity to transfer their equity in-
terests in an enterprise. at original invest-
ment cost, to a company directly or indi-
rectly owned by them, or to a company
wholly owned by a common parent. This
feature is particularly beneficial to foreign
companies that have established invest-
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ment holding companies in China and
wish to transfer equity interests in their
existing FIEs to these companies. Prior to
the issuance of Circular 207, SAT had ap-
proved tax-free FIE transfers to an invest-
ment holding company on a case-by-case
basis. Circular 207 will facilitate such
transfers, which FIEs and FEs would do
well to utilize to the greatest extent possi-
ble to avoid recognition of gain on trans-
fers of shares,

For example, suppose a US company
sets up three FIEs in China, one each in
Beijing. Tianjin, and Shanghai. To man-
age these three FIEs efficiently. the US
parent plans to set up a holding com-
pany. Under Circular 207, the US parent
company can transfer its interests in the
Beijing. Tianjin, and Shanghai FIEs at
cost to the holding company without in-
curring income Lax.

B Reinvestment refunds Circular 71
addresses reinvestment refunds only for
taxable ownership reorganizations. Ac-
cording to China's income tax law, FIEs
are allowed a 40 percent refund—or a
100 percent refund it they are techno-
logically advanced or export-oriented
enterprises—of income taxes paid if
they reinvest profit as registered capital
into either an existing or new enter-
prise. The reinvestment period must be
five vears or longer. According to Circu-
lar 71 and the further clarification of
SAT. however, a foreign investor who
purchases the stock of a publicly listed
FIE using profits from its own FIE (or
dividends in the case of a joint-stock
company) is not eligible for the rein-
vestment refund. The only exception is
where a foreign investor, holding an in-
terest in an FIE that goes public, pur-
chases shares in the FIE in connection
with the initial public offering. This is
because issuers of stock must hold any
shares for five vears—the same length
of time required to qualify for a rein-
vestment refund. According to SAT, this
provision distinguishes between stock,
which is freely traded on the market,
and registered capital,

ASSET TRANSFERS

A transfer of assets refers to a transfer
of all or a portion of an FIE's assets (in-
cluding goodwilD) to another FIE. The
gain or loss on transfers of assets must
be included in the taxable income of an
FIE according to Circular 71, No excep-
tions to this rule exist.

After a transfer, transferees record the
assets acquired at the actual transfer
price. If it is difficult to record assets



separately, the transferee can record the
assets” net book value from the trans-
feror's book. Any difference between
the net book value and the transfer
price should be recorded as an intangi
ble—such as goodwill—which shall be
amortized over a period of not less than
10 years or, if less than 10 vears, over
the remaining period of the operations,

Whether to record the stepped-up ba-
sis for each asset or to carry over the
historical basis and record an overall in-
tangible separately depends on both tax
and non-tax considerations and would
need to be evaluated by the taxpayer.
Tax considerations include the deprecia-
tion category of the assets, the remain-
ing depreciation period, the transfer
price, and the availability of tax holidays
or loss carryvforwards. Non-tax consider-
ations include the administrative burden
of calculating depreciation on the new
basis for cach asset. The availability of
tax holidays and incentives tollows the
rules concerning mergers, divisions, and
ownership reorganizations. A tax loss
carryforward cannot be transferred be-
tween the transferor and transferee. re-
gardless of whether an FIE transfers all
or part of its assets.

Because asset transfers are always
taxible, FIEs should consider alternative
forms of restructuring. For example, Cir-
cular 207 gives FIEs and FEs some relief
regarding transfers of equity interests in
a group reorganization. It assets other
than equity interests are transferred in
the same group reorganization, how-
ever, the transaction will not qualify un-
der Circular 207, so a gain or loss will
be recognized.

OTHER PROVISIONS

The tax laws applicable to FlIEs do
not apply to an enterprise in which for-
cign ownership is less than 25 percent
after a reorganization. Tax holidays only
apply to production-oriented FIEs with
an operating period of not less than 10
vears. If an FIE changes its status 1o a
non-FIE in connection with a reorgani-
zation, and the actual operation period
of the pre-reorganization FIE was less
than 10 years, the FIE may be forced 1o
repay the balance of any tax reductions
or exemptions that were conditioned on
being an FIE with a 10-year lifespan.
The only exception is when a foreign
investor has not withdrawn any cquity
interests in connection with a reorgani-
zation. The rationale is that the non-FIE
enterprise steps into the shoes of the
previous FIE and is treated as an FIE, so
no repayment of taxes is required.

For example, suppose that after nine
yvears of operation, FIE A and FIE B
form a new enterprise C, in a dissolu-
tion merger. A and B were both 50 per-
cent joint ventures between US compa
nies and PRC State-owned enterprises
After the merger, US investors transfer
60 percent of their interest in C to PRC
investors, resulting in a 20 percent US
ownership in C. The 20 percent foreign
interest disqualifies C as an FIE accord
ing to the PRC Equity Joint Venture Law,
so Cis no longer governed by the tax
laws applicable to FIEs, Because the op-
cration periods of A and B were less
than 10 years, A and B are required to
the amount of income tax ex-
empted or reduced over the entire nine

repay

Veurs.,
If. however, US investors do not
withdraw any shares of interest, and a
new PRC investor made additional in-
vestments in C resulting in 20 percent
US ownership, C is still no longer con-
sidered an FIE. But A and B are not re-
quired 1o repay any exempted or re-
duced taxes even though the period of
operation before the reorganization was
less than 10 vears. Thus, foreign in-
vestors wishing to withdraw any of their
interests in an FIE as part of a reorgani-
zation might consider delaying their
withdrawal if the pre-reorganization
FIE's period of operation is approaching
10 years.
UNRESOLVED ISSUES
Circular 71 raises several fundamental
issues that will no doubt become the fo-
cus of future dialogues between taxpay-

ers and SAT. For example, in the case of

reorganizations of equity interests, tax
treatment of FIE investors and the FIEs
appears inconsistent, as FIEs are treated

as continuous business entities for tax
purposes, while investors are required
to recognize gain or loss on the trans-
fers. In such a case, a purchaser of an
interest in an FIE holds an equity inter-
est with a high basis, but the FIE cannot
step up the basis inits asscts or be eligi-
ble for a new tax holiday. As a result,
investors cannot maximize their return
on the FIEs.

A STEP
RIGHT

IN THE
DIRECTION

Circular 71 divides restructuring trans-
actions into two categories: tax-free
transactions including mergers and divi-
sions:; and taxable transactions including
transfers of equity interests and transfers
of assets. However, Circular 207 pro-
vides that certain transfers of equity in-
terests can be made at cost in a group
reorganization, so that the transters will
not result in any gain or loss,

Although some issues remain to be
clarified, the Circular provides guidance
on tax consequences for FIEs and cer-
tain FEs that are considering restructur-
ing their operations. Circular 71 is SAT's
first major attempt to address in a com-
prehensive manner the tax issues that
arise in connection with different forms
of reorganizations. It is a big step 1o-
ward bringing China into line with stan-
dard international practice relating to re-
organizations. But Circular 71 is a
provisional document. One SAT official
that the Circular will be
changed or finalized when a unified 1ax

has said

codle is issued for foreign and PRC en-
terprises—perhaps within the next two
or three years. In the meantime, the Cir
cular represents an i[npnr[(ml step In
China’s efforts 1o adopt a more sophisti-

-

cated tax regime.
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Setting up a
representative
office in
Shanghai
demands
patience as well
as business
smarts

Sheila Melvin is director of the US
China Business Council's Shanghai

office, which opened in January 1997

arning by
Doing

Sheila Melvin

he representative office is by far the most common foreign business form in China. Shang-

hai, in particular, has seen an explosion in the number of representative offices in recent

years, as the city refashions itself as China’s financial and commercial center. But popularity

aside, establishing a representative office (dar biao chu) in China can be an arduous task,
requiring the ability to juggle bureaucracy and business (see The CBR, January-February 1996, p.30)
To prevent misplaced expectations, the China-based foreign company representative, and the folks
back at the home office, would do well to understand from the start all of the ins and outs of the
process.

A SUITABLE SPONSOR

The first step is to choose a PRC organization or company to act as a sponsor. Sponsors charge a
uniform $1,000 fee and typically are foreign economic and trading enterprises in a similar field of
business. The sponsor of the US-China Business Council’s representative office in Shanghai, for ex-
ample, is the China Council for the Promotion of International Trade (CCPIT). While finding a spon-
sor is generally not a major hurdle, it is impornant 1o select one with the authority to sponsor a for-
eign representative office. One chief representative of a small foreign company proceeded through
two-and-a-half months of the registration process with a government-affiliated sponsor only to have
the firm's application rejected at the last moment because the PRC organization lacked the sponsor-
ing authority for the foreign company’s line of business. To confirm a potential sponsor’s authority,
the China-based representative can check with the Shanghai Foreign Economic Relations and Trade
Commission (known generally by its previous initials, SMERT), which keeps a list of the 47 enter-
prises in Shanghai approved to act as sponsors,

After securing a sponsor, it is helpful to build a rapport with the individual within the sponsoring
organization who is personally responsible for submitting application papers to SMERT. The foreign
company representative should try to learn as much as possible from this individual about the regis-
tration process, particularly the deadlines by which various forms must be submitted and the distinct
responsibilities of the foreign company and the sponsor. As the registration process can be burden-
some for the sponsor, the representative should periodically express thanks both to the organization
and 1o the individual who is doing the leg work.

STEP BY STEP

The most important part of the registration process is obtaining SMERT approval (see Table). The
sponsor is responsible for providing the foreign company with a set of application forms and an in-
formation sheet that details all of the documents that must be submitted with the application. One
set of application forms must then be filled out in type-written English and Chinese and submitted to
SMERT. Since Chinese-language typewriters are about as common as sedan chairs in modern Shang-
hai, this requirement is especially vexing, One way to meet the type-written Chinese requirement is
to type the words in Chinese on a computer, cut the words from the printout, paste them onto the
forms, and photocopy the forms.
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Because most of the application-re-
lated documents must be obtained from
or by a foreign firm's home office, it is
best to designate one home-office contact
person to forward these documents.
Once these documents are in hand in
China, it is wise to ask the sponsor to re-
view them to make sure that none of the
wording can be misinterpreted. For ex-
ample, CCPIT suggested that the Us-
China Business Council define itself as a
“non-governmental” rather than “private”
non-profit membership association. since
“private” might lead government authori-
ties to view the Council as less important,
After the wording is checked, all accom-
panving documents must be translated
into Chinese by one of three govern-
ment-approved translation companies—
documents translated by a person or en-
tity other than these companies are not
acceptable.

Once all the required documents and
application forms are compiled. the
sponsor submits them to SMERT on be-
halt of the foreign company. Keeping
copies of every single picce of paper
submitted. English and Chinese, is crucial
because copies must be submitted along
with applications for subsequent ap-
provals and registrations.

The sponsor should remain in contact
with SMERT on a regular basis throughout
the approval process and inform the for-
cign company when approval is granted,
If the foreign company is a major interna-
tionally recognized firm and has a spon-
sor with clout and experience, approval
o open a representative office in Shang-
hai typically takes only a month. For a
small, start-up foreign company or a for-
cign firm with a sponsor that is new 1o
the registration process, approval may
take longer. Only once approval has been
granted does the foreign firm start 1o deal
directly with SMERT—the representative,
not the sponsor, must pick up the repre-
sentative office certificate from SMERT.

After securing approval, the foreign
company can proceed with the process
of registering its business with the local
bureau of the State Administration of In-
dustry and Commerce (SAIC) and various
other government agencies. While seem-
ingly straightforward. the remaining pro-
cedures involve endless hours of trips 1o
vanous ge nernment Li‘.']‘l'.l]"ll'lk‘ﬂl.\ Ih;ll can
be miles apart. Though many of these of-
fices are quite efficient, waiting in lines is
inevitable. And since applications are
rarely. it ever. approved on the spot. at
least one return visit o each office is the
norm. Often, the first rip is made simply
to pick up the application forms and find

out what documents must be submitted
To save tme. it is a good idea to check
the office hours before setting off for the
various departments, as their hours are
not uniform. On subsequent visits, the
foreign representative should bring along
every single document that has been sub-
mitted to any other burcau—Dboth the
original, where possible, and copics—ias
well as cach of the various identification
cards and company seals,

Fortunately, for firms that cannot spare
the time and effort o complete the busi-
ness registration process, foreign service
corporations offer a welcome alternative.
These firms, which specialize in register-
ing representative offices. charge a flat
S1.000 (this fee is separate from the
S1LO0O fee paid to the sponsor) to com-
plete all business and tax registration pro-
cedures, except those that require the
chief representative to appedr in person.
But a foreign company enlisting a toreign
service corporation should still Keep an
eve on deadlines to ensure that docu-
ments are being submitted on time.

HOME-OFFICE SUPPORT

The process of setting up a representa-
tive office can be trying. particularly if the
foreign company has only one represen-
tative in China to handle all set-up tasks.
Naturally, home offices of companies that
have experience in China and understaned
the pitfalls of doing business there tend
to be able to provide more support—

moral and material—o China-based staft

charged with setting up o representative
office. Representatives of foreign compa-
nies that are new to China should pro-
vide, at the outset, a detailed explanation
of the registration process to the home
office. In either case, the timeline for the
entire process should be set by the repre-
sentative in China, with input from the
home office. For example, @ China-based
representative’s priorities, as conmmuni-
cated to the home office, might consist of
completing registration formalities and lo-
cating and furnishing an office within
several months, then establishing an ac-
counting system, followed by hiring local
stft. The representative and the home
office also should agree in the beginning
on a comfortable budget and a flexible
accounting system so that the China-
based representative is not forced 1o
pinch pennies or hunt for receipts, Unex-
pected costs are inevitable,

The representative should provide the
home office with regular progress reports
and resist the temptation to complain
about every hassle encountered. Home
otfices, for their part. should realize that o

Finding a home for the firm's
office is no longer one of the
most difficult aspects of selting

up in Shanghai.

typical day for the China-based represen-
tative might include spending two hours
begging the Public Security Bureau 1o
grant a work visa, slitting one’s hand
while repairing a brand new fax ma-
chine. cutting and pasting Chinese words
onto registration forms only to be told
that one of the words is wrong, inter-
viewing several candidates for a secretar-
il job—and tying to do some substan-
tive work.

THE OFFICE SEARCH

At the same time that the China repre-
sentative is handling the bureaucratic
side of opening an office in Shanghai, he
or she cannot ignore other necessities,
such as locating suitable office space.
But thanks to Shanghai's oversupply of
commercial real estate, finding a home
for the firm's office s no longer one of
the most difficult aspects of setting up in
the city. In fact, real estate agencies esti-
mate that there will be 7 million sg m of
office space available in Shanghai by the
end of 1999, Shanghai is a renter’s mar-
ket and. thus, it is important to remem-
ber that prices are negotiable—at least
for the foreseeable future. Almost all for-
¢ign companies rent rather than pur-
chase office space in Shanghai, not least
because there is virtually no secondary
market for office space. Used space is
not desirable when so many new build-
ings are opening. The terrific lack of city
planning, particularly in Puxi, and the
possibility of sudden changes in building
management only add o the instability
of property values.

For representatives who are new to
Shanghai. the first thing to do is to find a
suitable real estate agent. Though some
agencies may demand from two weeks to
one-and-a-half months™ rent for their ser-
vices, the representative should refuse o
pay anything. In Shanghai, agency fees
are paid by the landlord. A good agent
will point out the key business districts
and provide insight on how these areas
are likely o evolve. In Shanghai, foreign
companies have favored Honggiao in re-
cent years because of its location near the
airport. When the new airport in Pudong
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ELEVEN STEPS TO ESTABLISH A REPRESENTATIVE OFFICE IN SHANGHAI

StEP 1

2 3

3

%

To obtain: Approval certificate

Go to: Shanghai Municipal
Foreign Economic &

Trade Commission

N0 55, Loushanguan Lu

——

Tel: 8621/6275-2200

M-F: 9-11lam, 1-5pm

Pay fee (¥) of: 50

Bring
documents:

Centificate of incorporation

Annual financial statements
or verification of pavment

of registered capital (copy)

Bank letter of capital
balance and eredin stare

torginal)

Letter requesting approval

toriginal)

Letter from the parent
company providing
authorization for a

chief representative

Chief representative’s resume

(original, on company
leterhead), passpon
(copy), and 3 photos

Contract o rent or
purchase office space

General introduction

1o the parent company

Completed “Establishment

Business and Business scals
representative

certificates (daibiaozbeng )
Bureau of the State

Shanghan Public Security
Burcaun (PSB)

Administration of Industry

and Commerce

Chang An Building 1.
ik, 1001 Chang An Lu

Shanghan PSB
185 Fuzhou Lu

Tel: 821 6317-1056 Tel: 8621 6GA29-4000

M-F: 9-11am, M-F
M-Th: 1:30-5pm

9-11:30am

OIN) 1 80-300)

Approval certificate Approval certificate

(2 copies [fuben]y (orginal)

All approval centificate Business centificate

materials (copies) (original and copy)

Completed application

torms

Twao photos for cach

representative

Any shop designated by the

Code registration

Shanghai Techmical
Supervision Bureau

16F, Ch

1219 Changle Lu

Tel: 8621 6471-1488,

ext. 2031

M-F: 8-11am, lI-1pm

2000

Approval centificate

(original)

Business centificate
toriginal and copy)

Completed code

registration application

Tax registration™

Noct Office of Shanghai
Faxation Bureau,

Foreign Tax Branch

axing Building, West Wing, Good Will Plaza,

29 Jiun Guo Zhong Lu

Tel 8621 6445-981 4

M-F: Dam-12pm, 1-4pm

00

Approval certificate

(original)

All approval certificate

materials (originals)

Business certificate

toriginal and copy)

Completed code
registration application

Business seal

Representative certificate

(chiet representative's)

Bank account number

Office lease contract

(e Py )

Statement of chiet

(extension) of Representative representative’s income

Office of Foreign Enterprises” from headquarnters

application toriginal) toriginal, on leterhead)

Completed “Foreign Personnel Completed tax

and Content Amendment registration form
of Representative Otfices of
Forcign Companies” application
SOURCE: Sophic Zhao. US-China Business Council
*Chief representative must go within 30 days of date printed on approval certificate
“*Representative(s) must go in person within two weeks of receiving representative certificate

The China Business Review / \. b Docomber 1007



6

-

8

9 10 11

Bank account

Any bank authorized
to conduct foreign

CUImency exq |ILII'I}.{(’

Health certificate(s)

shanghai Sanitation

& Quarantine Station

Employment permit
(for expatriate
employees)

Shanghai Labor
Bureau

Employee residence
permit(s)” and long-term
visa

Customs registration”  Local staff employment

Shanghai Public Security  Customs Shanghai Foreign

Bureau Entry & Exi Enterprises Services Co

Country Management

1701 Hami Lu

45 Anyuan Lu,
Rm. 513

13 Zhongshan Dong Tel: 8621 6372-1888

Yi Lu

333 Wusong Lu

Tel: 8621/6268-7600

Tel: 8621/6253-1522,

0258-4770, ext. 294

M-F: 8-1lam, 1-4pm

M-F: 8:30-11am, 1-3pm

M-F: 9-11am, 1-4pm

250

Tel: 8621/6357-66000, Tel: B621/6323-0101,
ext. 51236 0323-2410, ext. 6447

M-F: 8-1lam, 1-4pm M-F: 8-1lam, 1-4pm

China International

Intelligence Corp

Tel: 8621/6280-5538

300

117

China Star Company for
International and
Techical Cooperation

Tel: 8621/6351-2063

1000 (US cinzens)

Approval centificate

(orginal)

Business certificate

(original and copy)

Approval centificate

(original)

Passport

Approval centificate
(original)

Business certificate
(original and copy)

Completed code

registration application

Representative

certificate

Passport

and copy

Approval centificate Approval certificate Approval certificate

(original) (original) (original and copy)

Business certificate Business certificate Business certificate

(original and copy) Coriginal and copy) (original and copy)

Passpon Representative centificate
I I

(original and copy)

Representative
certificate
(original and copy)

Health centificate

Letter (in Chinese)

reguesting permission,

with business seal

Two completed
application forms

with business seal

Representative Health centificate

certificate

Health certificate Employment permit

Coriginal and copy)

Employment permit

Temporary residence
certificate

(original and copy)

Three photos

for each representative

Two photos

Letter requesting
PErMIssion.
with business seal

Completed visa
apphcation formis)
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The best way to learn about a
buildings pros and cons is to lalk

lo currvent lendants.

is completed, however, Hongqiao’s
prominence may diminish, since the
Honggiao airport will be used only for
domestic flights. Many companies already
are relocating from Honggiao to fast-
growing areas such as Pudong's Lujiazui
District. The proximity of various neigh-
borhoods to public transportation routes
also should be considered. Even if the
foreign representative will not be using
public transportation, prospective Chinese
staff, who tend to commute by bus or
subway, find an office located on an ex-
isting or future line highly atractive,

Before setling on a space. it is impor-
tant to confirm with the sponsor that a
building under consideration is legally
permitted to lease space to foreign com-
panies. And since a building is only as
good as the company that maintains it,
the representative also should inquire
about the building management. Most
realtors believe that foreign management
companies are more responsive to tenant
needs, but the best way 1o learn about a
building's pros and cons is to talk to cur-
rent tenants. This is especially important
in a new building, which may still have
such kinks as non-functioning elevators
or incomplete paint jobs,

Newness of a building, indeed. is an
issue in Shanghai, where several office
towers spring up every month. While a
new building may be preferable to an old
one in the long term. in the short term it
can be a drawbuck, since management
companies tend to provide fewer services
il there are only a handful of tenants. On
the other hand. a foreign company that
decides to sign on as one of the first ten-
ants can use this fact as leverage in rental
negotiations,

Once a building has been selected, but
before the lease is signed, it is a good
idea for the representative to meet with
the landlord. Such a meeting, which can
be arranged by the real estate agent, can
serve to demonstrate to the landlord that
the foreign company is serious about
renting the space, which. in twrn, should
encourage the landlord o quote the ab-
solute lowest price. The meeting also will
cnable the representative 1o establish a
personal relationship with the landlord,
which may be important down the road.

Meanwhile, the representative should
move quickly to obtain approval from the
home office, including budget and con-
tract approval. Many an office has been
rented out from under a would-be tenant
because the parent company dawdled
over approving the budget. In addition,
the representative should ensure that the
foreign company’s legal counsel is com-
fortable with the contract, since Chinese
leases differ from those in the United
States. Some companies have the PRC of-
fice of a US law firm review the lease
terms before signing, as such offices are
more familiar with Chinese contracts.

In general, short-term leases of around
two vears are preferable and the foreign
representative should, of course, try to in-
clude as many options as possible. For in-
stance, the representative should request
that the rent remain fixed for two addi-
tional years beyvond the terms of the
lease. If expansion is anticipated, the rep-
resentative should also insist on the right
to have first refusal on adjacent space.
The representative also may be able 1o
tack on rent-free months: in Shanghai,
renting 200-300 sq m often secures at
least two free months, Fixed-price ser-
vices can be negotiated as well. For in-
stance, if the price of a phone line cannot
be reduced, some landlords can be con-
vinced to furnish a second complimentary
line. Similar arrangements are possible for
parking spaces and air conditioning.

HiriNG ISSUES

Once the foreign company receives all
of the approvals necessary to begin con-
ducting business, the China representi-
tive can turn to such operational matters
as hiring staff. The first decision regard-
ing hiring is when to begin the process.
Typically, the representative needs help
but is too busy 1o have time to focus on
choosing the right person. As one chief
representative put it "You're new. You
hire someone who has no loyaly to vou
or to the company and you put them in
very high stress situations, This isn't al-
ways going to work.” Another chief rep-
resentative discussed having hired and
fired three secretaries—all during the set-
up phase of the office. If a representative
can make time o decide what the job re-
sponsibilities for a local hire will be and
interview people, then it is better to do
the hiring in the beginning. However. if
job responsibilities have vet to be de-
fined. and the representative is too busy
to interview a sufficient number of candi-
dates, it may be best to wait.

All local representative office employ-
ces must be retained through one of
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Shanghai’s three foreign service compa-
nies. These companies offer placement
services and attempt to provide staff with
the qualifications requested by foreign
firms. 1f, however, the representative
would like to hire someone met through
another channel, the foreign company
should arrange for approval from one of
the service companies. Assuming the
prospective hire's current employer
agrees to release his or her personnel file
(dang am). the foreign service company
can then represent him or her so that the
representative office, in turn, can hire the
candidate legally.

AppirrTioNnar Trips

When establishing a representative of-
fice in Shanghai, a foreign firm's person
on the ground in China may want to keep
in mind the advice of a journalist who
completed the process: “You probably
consider vourself a professional,” he
opined. “You're interested in vour job and
vou like what you do. Well, forget all that.
For the next few months vou are a small
businessperson. All vou do is shop and
haggle.” Unfortunately, there is consider-
able truth to these words, A few final tips
for the representative to remember:

W Sct up a personal savings account.
Though a business bank account cannot
be set up unless the representative office
registration is complete, a personal sav-
ings account is quite easy to open. Rather
than hassle with traveler's checks and
credit card advances, the representative
should have the home office transfer
money to this account until a business
account can be opened:;

B Obtain the merchandise lists of office
furniture stores from a realtor. Shanghai
has an abundance of stores selling every
kind of furniture, from antique Chinese to
imported Scandinavian, More purchases
made from one store can result in a
larger discount;

B Check the warranties of office equip-
ment such as photocopiers and fax ma-
chines to make sure that the store will
send a representative to the office to fix a
broken machine rather than require that
the machine be serviced at the store. Also
bear in mind that the stores that offer the
best prices often do not accept credit
cards,

Representative offices will continue to
be the preferred method by which for-
cign firms enter China. An understanding
and supportive home office and a heavy
dose of patience will go a long way to-
ward helping a foreign representative
make it through the process of hanging

the firm’s shingle in China. %
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The

ame (Game

Geng Cui

Foreign and

topic of debate in China business of late—bottlenecks in the PRC distribution system—ap-

PRC bra-ﬂ(ig race pears to indicate a growing preoccupation among foreign marketers with finding new or
improved ways to further pry open the China market. In an ever more open and competi-
[O blﬂld ﬂjej?' tive environment, consumer products manufacturers are finding that free samples, give-

aways, lotteries, and the “hard sell” are becoming necessary. The marketing efforts of foreign firms

have taken on added urgency amidst Beijing’s campaign to provide subsidies to certain PRC firms to

bolster their competitiveness. Of all the tools at foreign marketers” disposal. brand-name promotion
_ is becoming one of the more popular ways to gain an edge over the competition.

ﬂﬂd m&m@ef Many companies with internationally recognized products now view China—where many con-

i . sumers already favor XO cognac and Rolex watches—as a promising source of future sales growth.

S/ﬂd?"&?—ﬁ’l Cbﬂ’l(l According to a KPMG Peat Marwick report, for example, the French manufacturer of Louis Vuitton

luggage entered China cautiously, setting up only one store initially because marketers were unsure if

sales goals were realistic. Such fears were dismissed quickly: Louis Vuitton's store in Beijing outsells

many of its European locations, despite the fact that PRC impon tariffs of 80 percent make Louis Vuit-

ton prices in China higher than any outlet worldwide. Louis Vuitton has since opened a store in

reputations

Shanghai

Moreover, the number of brands in 40 consumer and durable product categories increased 13 per-
cent in China between 1995-1996, according to the 1996 Chinese Consumer Survey, conducted by
Beijing-based China Central Viewers Survey and Consulting Center (CVSC). To remain competitive in
a market constantly showered with new brands, some foreign companies are choosing to capitalize
on the Chinese desire for status svimbols. According to a recent Dentsu, Young & Rubicam report,
urban young people tend to be more brand conscious than other age groups. The heaviest shampoo
purchasers, for instance, are young women aged 12-25, many of whom favor established foreign

brands, according to the CVSC survey. Other surveys show that Chinese consumers in general are
becoming noticeably more brand conscious and use brand names as a convenient way to select
products. The CVSC Survey. for example, revealed a convergence of preferences for certain top
brands in China—many consumers now ask for Carrier air conditioners, DKNY stockings, Head &
Shoulders shampoo. Jansport backpacks, and even Raid insecticide by name.

CREATING AN IMAGE

With competition among brands heating up. advertising has become crucial to foreign consumer
products’ success. In his recent book Building Strong Brands, University of California at Berkeley
Marketing Professor David Aaker suggests that the key to successtul brand-building is to develop a
brand identity that effectively conveys what the brand represents. For instance, the marketing cfforts
of Us fast-food companies in China are aimed at selling not only hamburgers and fried chicken, but
also a slice of American life. Since turning a new brand into a household name in China does not
happen overnight. companies also should consider advertising a product even before it reaches store
shelves, While US and European companies tend to begin advertising heavily in China only after se-
curing a distribution network for a new product, many Japanese companies engage in preemptive ad-
vertising 1o introduce and establish brand names long before the products are actually available in

China.
Successful advertising in the Chinese market also involves paying particularly close attention to
Geng Cui is associate professor of the sentiment conveyed to customers. Louis Tong of Survey Research Group (China) Lid, (SRG), a
marketing at the Howard University division of Nieclsen Media Rescarch, Inc., suggests that the most effective advertisements for the
School of Business and a consultant China market are those that balance a product’s lifestyle images with information on how the
in Washington, X product can be used (see The CBK. July-August 1997, p.40). Other studies such as those that ap-
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peared in the Journal of Consumer Ke-
search and conducted by Bernd Schmitt,
a marketing professor at the China Eu-
rope School

(CEIB) in Shanghai. indicate that Chi-

International Business
nese consumers k”['l\ltll'l informative or
hard-sell commercials boring and prefer
messages with striking visual imagery
and emotional appeal. For example, one
foreign soft drink company recently
aired a commercial featuring a young
man gazing into a bank of television
screens, imagining what might lie ahead
wd en-

of him—graduating from college

joving a luxurious lifestyle playving tennis
and waterskiing. The advertisement ap
pedrs 1o be based on the fact that many
voung people in China today are opti-
mistic about their future.

Other

celebrity endorsements and sporting

companies have lined up
cvent sponsc n\m;)\ O promote a certam
brand image. The Procter & Gamble Co.
has enlisted tennis champion Michael
Chang to promote sales of its shampoo in
China, and Omega International has
signed model Cindy Crawtord 1o assist in
the company’s marketing of watches in
Shanghai. Louis Vuitton plans to sponsor
a car race from Dalian to Beijing in May
1998, Meanwhile, foreign toothpaste
brands are manceuvering 1o win an en-
dorsement from China's National Com-
mittee on Oral Health, and to be the first
to air a commercial demonstration of
their products,

But as the importance of advertising
has risen. so oo have advertising rates
In general, PRC television networks sell
air time at set rates, For special occasions,
however, the networks auction off air
the PRC

Kongfu brand liquor paid ¥40 million

time. A vedr ago distiller of
(54.8 million) for the prime commercial
spot during the Chinese New Year cele-

bration program

THE
FOR

BATTLE
MARKET SHARE

In such product categories as air con-
ditioners, athletice shoes, automobiles,
beer, computers, cosmetics, film, and
soft drinks, brand proliferation has led o
particularly intense competition for mar-
ket share. China has become the ex-
tended battleground for rivalries be-
tween global beer, photographic film,
and soft drink brands

In some product categories, foreign
brands fuce sttt competition from joint-
In skin-care

venture and PRC brands

brands such as
Oil of Ulan (Proc

PLE)

products, foreign
Lancome (L'Orcal SA)

ter & Gamble), Pond's (Unilever

and Clinique (Estée Lauder Inc.) vie for
consumer attention with such joint-ven
ture and PRC products as Xiafei, Jahwa,
Accord

repe il

and Aupres by Shiseido of Japan
ing to an Asian Strategies Lid
there were at least 140 foreign-invested
enterprises (FIEs) engaged in cosmetics
manufacturing in China by 1995, The
PRC's Jianlibao reportedly leads soft drink
sales. and Lieb-Haier is one of the most
popular refrigerators in China

Many Chinese brands wield such
prominence despite the fact that they
spend significantly less on advertising
than their foreign counterparts. Many of
the established Chinese brand names are
made by State- or provincially owned
firms, and enjoy a long-standing, loyal
customer base because of their long op
erating histories, reasonable quality, and
lower prices relative to newcomers. The
CVSC report suggests that although for
eign brands overall enjoy better reputa
tions, most domestic brands win hands
down in terms of sales volume. The dis
tinction between foreign and domestic
brands. however, 15 becoming less clear
For instance, 90 percent of the house
hold detergent market is dominated by
roughly 30 PRC brands, of which most
are owned by foreign joint ventures
HOME-COURT ADVANTAGE

In recognition of the strength of some
PRC brands, many foreign consumer
goods companies have formed joint ven-
tures with PRC brands well known to
Chinese consumers, Through such ven
tures, foreign companies aim to reduce

the time and advertising expenses

China has become the extended
battleground for rivalries between
certain beer, photographic film,

and soft drink brands.

needed to penetrate the market, expand
their price-point porttolio, complement
their premium: international brands, and
gain access to distribution channels. In
return, the PRC partners benefit from
sorely needed capital, technology, and
management know-how
Anheuser-Busch Companies, [ne

For example,
hought
a5 percent share of Tsingtao Brewery
and an 80.5 percent stake in Wuhan
Brewery, reportedly to complement its
Budweiser brand and step up its pres
ence in the PRC beer industny

PRC
]).I\\L‘d up opportunities to torm joint

Some firms. however, have
ventures, choosing instead to seek suc
cess on their own

maker Jianlibao has proven to be a

Popular soft-drink

fierce competitor to foreign brands while
remaining wholly PRC-owned. Once a
small township enterprise, Jianlibao,
which sponsors the Asian Games and
the PRC Olympic team. now commines
11 percent of the soft-drink market. Jian
libiio has been endorsed by PRC gym
nast Li Ning and plans to enter the US
market. The company recently cele
brated the grand opening of its US head
quarters on the 26th Hloor of the Empire

For more
information,

contact

Prime Plant Site

Emerging Intemational Business
Community

B Located on the Pearl River, between Hong Kong,

Jocelvn Ramph Guﬂmhou, and Macao

‘1.':: Kaltes ||'.'.' B Natural deep-water port supported by rail, marine,

“"i:'" *;-11 and in-land water transportation
Osli [

CA 2626 B Southeast Asia's largest golf course

Volew; :

“.'I A B Complete infrastructure

Facsimile W Undervalued property

(T11) 3108345

cmtil: jhamph@eva Call for more iﬂfOl’ﬂl&ﬁOﬂ,

group.com (714) 5400888
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American companies have been turning to

THE US-CHINA BUSINESS COUNCIL

since 1973 for information, advice, and advocacy on
issues crucial to their China business.

With offices in Washington, DC, Beijing, Hong Kong, and Shanghai,
the US-China Business Council offers member firms:
Up-to-the-minute market intelligence, research, and analysis; the bi-monthly magazine China Business Review, the monthly newsletter
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Join the US-China Business Council.
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1818 N Street, NW Suite 200 Washington, DC 20036-2470
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State Building. and donated S100.000 for
flood relief in the United States.
BuiLpiNnGg A REPUTATION

While some PRC brands have suc-
ceeded in establishing a name for them-
selves, others have had 1o go back to ba-
sics. After vears of focusing on quantity
rather than quality, China’s manufacturers
have begun to respond to an inundation
of consumer complaints about product
quality. The China Consumers Association,
a nationwide organization, was formed in
the 1980s to advocate for consumer rights.
With the release of the 1994 PRC Law on
the Protection of the Rights and Interests
of Consumers, Chinese consumers now
have a legal mechanism through which to
obtain compensation for faulty products.
State agencies responsible for upholding
the Consumer Protection Law—such as
the State Administration of Industry and
Commerce (SAIC) and the State Council's
Anti-Counterfeit Office—also are working
to boost the quality of PRC products by
cracking down on companies that make
counterfeit or shoddy goads

In 1995. PRC authorities launched a
campaign at both central and local levels
to improve product quality and increase
visibility of PRC brand names. To comple-
ment the 1993 Product Quality Law, the
Beijing Technology Supervision Burcau
issued notices in 1995 stipulating that
product names appearing on package la-
bels in Beijing conform to national stan-
dards (see The CBR, September-October
1995, p.32). In addition, the Stae Tech-
nology Supervision Bureau and the State
Economic and Trade Commission have
initiated a national campaign to select and
promote “famous brands.” To obtain such
status, i company must apply 1o and re-
ceive approval from the technical supervi-
sion office of the local economic and
trade commission, and the local adminis-
tration of industry and commerce, In
March and June 1997, SAIC awarded “fa-
mous Chinese trademark”™ status 1o 42
brands. including the Forever bicyele,
Hero pen, Jialing motoreyele, Jianlibao
solt drink, Little Swan washing machine,
Phoenix bicycle, and Tsingtao beer.
BRAND MANAGEMENT

Foreign brands hoping 1o penctrate
China's increasingly competitive market
should begin with accurate and thorough
market research, Foreign companies first
should ensure that a product’s brand im-
age and message are neither offensive 1o
PRC authorities nor in conflict with Chi-
nese culture. Fortunately, scanner data,
retail measurement, and television pro-

aram ratings such as those provided by
SRGare now availuble, making accurate
brand tracking fteasible for the first time
in China. After establishing a brand
name, foreign marketers should carefully
“leverage” it—build, manage. and posi-
tion the name. The Campbell Soup Co.,
for example, markets its Swanson-brand
chicken broth as a cooking aid rather
than as a substitute for the home-cooked
meals that Chinese deem irreplaceable.
While Campbell distributes free recipe
hooklets and holds in-store sweepstakes
to cultivate brand loyalty (see The CBR,
Tuly-August 1993, p.31), Avon Products
Inc.. Amway Corp., and Mary Kay Inc.
have relied on a personal approach—di-
rect salesperson-to-customer sales—to
ensure customer lovalty,

Post-purchase service is another key
component of brand management. Ac-
cording to PRC law, however, a foreign
firm can service only those products that
the firm manufactures in China. While
Americans consider buyving a new unit
more economical than repairing a bro-
ken product, Chinese consumers often
prefer to have their products repaired.
Wu Gaohan of the China Consumers As-
sociation observes that Chinese con-
sumers have become more assertive
about protecting their interests. Sony, for
example. received a barrage of com-
plaints in the early 19905 when PRC
consumers learned that the replacement
parts for their Sony televisions were not
available in China. After stories in the
PRC press publicized Sony's lack of af-
ter-sales services in China, the company
established maintenance centers in Bei-
jing:
Province; and Guangzhou, Guangdong
Province.

In China, perhaps more than in other
countries, linguage is key 1o a0 brand-

Shanghai; Chengdu, Sichuan

name’s suceess, According 1o CEIB'S
Bernd schmitt, while the phonemic qual-
ity of a brand name—how the brand
name sounds—is significant to European
consumers, the pictorial characteristics of
a brand name—how its Chinese charac-
ters look in the written language
more important o Chinese consumers,
To capitalize on the illustrative: strength
of the language. some international
brands use advertising strategies based
on the visual appeal and meaning of the
product’s Chinese name. For instance, the
insurance company Prudential selected
P Tienr Shon, or “long life for evervbody
under the sky.” as its Chinese name,
Other compinices aim to select @ name
that highlights the foreign origin of a
product to retain its qua