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China Announces New Investment Policies

he official rhetoric surround-

ing Beijing’s current reform

drive may suffer from hyper-
bole, but the recently announced in-
vestment liberalizations do herald a
genuine opening of China’s economy
to non-manufacturing foreign busi-
NEsses.

In the retail sector, for instance, for-
eign companies are now permitted to
establish department stores on a case-
by-case basis. The basic framework re-
quires that foreign products not ex-
ceed 50 percent of the store’s sales
volume, and that the enterprise’s im-
port and export levels remain even to
balance foreign exchange. The first
approved joint-venture department
store (involving Japan's Yaohan
chain) is under construction in the
Pudong district of Shanghai and a sec-
ond agreement has apparently been
signed by a Hong Kong retailer to es-
tablish a store in Beijing. According to
a recent Ministry of Commerce re-
port, 12 other cities will be allowed to
discuss joint-venture retail deals.

Accounting, consulting, and other
service industries are also being
opened to foreign participation.
Three jointventure accounting firms

have already been approved and
more approvals are expected. Peo-
ple’s Bank of China (PBOC) Vice
Chairman Chen Yuan revealed this
spring that Beijing is considering al-
lowing foreign insurance companies
to operate in China; New York-based
American International Group (AIG)
is widely reported to be negotiating to
establish a joint venture or wholly
owned insurance company in Shang-
hai.

The real estate sector has seen sig-
nificant foreign activity in recent
months. Hong Kong investors have
been the most active players so far,
buying up land-use rights which are
appreciating rapidly. Commercial and
industrial property prices in Shen-
zhen, for example, increased nearly
200 percent during 1991. Foreign
property development is also on the
rise, led by the Kumagai Gumi Co.'s
plans to develop a 30 sq km area in
the Yangpu district of Hainan Island.

Foreigners involved in banking and
trade are also benefitting from the lib-
eralization drive. Supposedly, foreign
banks will soon be allowed to open
branches in Guangzhou, Tianjin,
Dalian, Nanjing, Fuzhou, Ningbo, and

June, 49 Yangtze River and interior

Qingdao, though they will still be re-
stricted from conducting renminbi
business. Trading companies, mean-
while, will be allowed to operate on an
experimental and restricted basis in
the recently established free-trade
zones. Japanese-based C. Itoh & Co.
Inc. has already been approved to op-
erate in Pudong, and Mitsubishi is re-
portedly discussing a similar deal.
Over the past few months, Beijing
has also extended investment promo-
ton incentives to a number of inte-
rior and border areas. Since the
spring, four northeastern border
towns—Heihe, Suifenhe, Hunchun,
and Manzhouli—have been opened
for foreign trade and investment. In

cities were permitted by the central
government to offer foreign investors
preferential terms similar to those of-
fered in the open coastal cities. Bene-
ficiaries of this latest action include
Nanjing, Wuhan, and Chongqing, but
it remains unclear whether these in-
centives will be sufficient to convince
foreign investors to overlook the nu-
merous infrastructure and other prob-
lems found in interior areas.
—Richard Brecher

Tourism Industry Picks up Speed

After three long, dry years following
the June 1989 crackdown in Beijing,
China’s travel industry has landed on
its feet. Statistics released by the Na-
tional Tourism Administration (NTA)
indicate that total visitor arrivals in
1991 hit nearly 34 million, a 5 percent
increase over the previous high in
1988. NTA, which has proclaimed this
year ""Visit China '92,"" is optimistic
that 1992 tourism receipts will rise 12.5
percent over the record $2.84 billion
earned last year.

In June, NTA and the Beijing mu-
nicipal government co-sponsored the
China Travel Fair '92, a four-day ex-
travaganza aimed at foreign travel
agents and tour operators. According

to the fair’s organizers, 61 US firms
were among the over 850 foreign
travel companies participating, up
slightly from the 604 foreign firms who
attended the 1990 Shanghai travel fair.
The number of foreign attendees,
however, seemed small in contrast to
the vast crowds of local spectators and
the large number of staff manning
booths from over 90 local tourism en-
terprises.

Foreign jointventure hotels, many
of which were also represented at the
fair, are still feeling the pinch of the
recessions in key foreign economies.
Though several foreign hotel man-
agers seemed encouraged by the
crowds at the fair and the 1991

tourism statistics, many noted that av-
erage hotel occupancy rates in China
are still far from optimal.

An increase in flights to China may
boost the business of these hotels,
however. US carriers Northwest Air-
lines and United Airlines, for example,
added extra routes to Beijing and
Shanghai this summer, while the Chi-
nese air industry is aggressively seeking
new passenger routes. Air China has
added 64 internal flights to key tourist
cities, and announced in August that it
will join forces with the China Interna-
tional Travel Service to launch a new
airline to deal exclusively with tourist
travel. China Tourist Airlines Ltd. is
scheduled to begin operations by
year's end.

— VLW
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Reforms Give Rise to New Government Office

eijing’s ‘‘reformist” camp has
been pushing for significant gov-
ernment restructuring in an ap-
parent effort to recast the State's role
in the economy. One sign of this effort
is the growing power of Vice Premier
Zhu Rongji's newly christened State
Council Economic and Trade Office
(ETO; formerly known as the State
Council Production Office), which has
been seeking greater responsibilities in
areas traditionally held by the State
Planning Commission (SPC), the Min-
istry of Foreign Economic Relations
and Trade (MOFERT), and the min-
istries of Materials and Commerce.
The early summer announcement of
the renamed ETO stopped short of de-
lineating its precise powers, as its new

role has not yet been fully decided.
However, the office is already assuming
the lead role on economic policy and
performance, including reform of
State enterprises and development of
China’s stock markets. In addition, the
ETO has now assumed responsibility
for approving projects to upgrade ex-
isting factories, a process formerly un-
dertaken by the SPC. Zhu's office has
also had an ad hoc role in some import
decisions and foreign investment ap-
provals.

If the ETO is successful in garner-
ing expanded powers, it will probably
be converted into the State Economic
and Trade Commission, most likely at
next spring’s National People’s Con-

gress (NPC) meeting. The conversion

would put the change-oriented office
on at least equal footing with the
more conservative SPC, which, accord-
ing to some, is likely to be trimmed
back in influence and resources as
well as personnel. One State Council
source says the creation of the ETO
(and eventually the ETC) is really a re-
turn to a pre-1988 proposal—to phase
out the industrial ministries and cre-
ate a Japanese-style MITI-like ministry
to run the economy.

As for the ETO’s leader, Chinese
pundits continue to speculate that Zhu
Rongji could be bumped up to pre-
mier at the 14th Party Congress. At
minimum, he will continue as vice pre-
mier, and will likely gain a seat on the
Politburo. —John Frisbie

China accedes to Berne Convention

On July 31, China officially joined
the Universal Copyright Convention
and must now abide by international
copyright regulations. As part of the
agreement, China will pay for foreign
copyrights with foreign currency.

Pay hike for FESCO workers

Foreign representative offices and
Chinese workers alike have long grum-
bled about the payment system of offi-
cial Chinese employment broker For-
eign Enterprise Service Corp. (FESCO),
which traditionally distributed to Chi-
nese employees only 20-30 percent of
the fees collected from their foreign
employers. However, FESCO Beijing re-
cently announced that it will now pro-
vide Chinese staff with 40-45 percent
of these fees. In turn, most FESCO-pro-
vided subsidies and benefits (except
medical) have been eliminated.

US, China Sign
Conciliation Agreement

The American Arbitration Associa-
ton (AAA) and the Beijing Concilia-
tion Centre of the China Council for
the Promotion of International Trade
(ccpIT) signed a joint conciliation
agreement to offer their services in
Beijing and throughout the United
States to help Chinese and US busi-
nesses settle disputes.

The new agreement, signed in late
May, is unlikely to help ease the rash of

Short Takes

cases being filed for arbitration with
the China International Economic and
Trade Arbitration Commission (CI-
ETAC), also administered by CCPIT.
Conciliation hearings—unlike CIETAC
findings—are purely voluntary, and
their results are non-binding, making
them attractive to Chinese parties. For-
eign parties though, generally prefer to
seek binding arbitration rulings. Since
even these can be difficult to enforce
in China (see The CBR, May-June 1992,

p.6), however, few foreign companies

are likely to turn to conciliation.

China’s capital
grows Pxf)PTl.?iI)f’

Beijing has made the “top twenty"
list of most expensive cities for foreign-
ers, according to a recent report by
Corporate Resources Group, a Geneva
consultancy. Beijing and Vienna tied
for 19th place in a spring price survey
of 151 products and services, including
food, clothing, and transportation, but
excluding housing.
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The Council’s Investment

Ininative

Our suggestions on how to improve China s tnvestment climate

Editor’s note: Over the past six months, the US-China Business Council has conducted extensive research to assess the
state of China’s investment climate. Our findings, based on surveys, roundtables, and individual consultations with
US investors in China, have been compiled into a report that has been presented to leading Chinese authorities. In late
September, Council Chairman of the Board fonathan M. Schofield and Council President Donald M. Anderson will
travel to Beijing to discuss these findings with top officials. Their goal is to clarify to the Chinese the difficulties con-
Sfronting foreign investors in China, and to offer constructive suggestions on how to overcome these obstacles and

improve the overall investment climate.

ince the Joint Venture Law was
issued in 1979, China has made
great strides in developing its
foreign investment policies and
improving the operating environment
for foreign-invested enterprises (FIEs).
The results are impressive: by the end
of 1991, China had approved more
than 40,000 foreign investment con-
tracts with a total value of over $52 bil-
lion. American investors constitute the
second largest source of foreign direct
investment, with more than 2,000 con-
tracts valued at nearly $5 billion com-
mitted through 1991.
However, until now, most foreign in-
vestment has been concentrated in

small, low-technology projects, many of

which are low value-added processing
and assembly projects relocated from
Hong Kong, Taiwan, and other Asian
countries. Large, advanced-technology
projects in basic industries have been
comparatively few in number. Al-
though US companies proportionately
invest more in larger, advanced tech-
nology projects than investors from
other countries do, US firms, too, have

been cautious in making these types of

investments.

This caution is due to a number of

problems in China’s investment envi-
ronment. In the interest of exploring
ways to resolve these problems, mem-
ber companies of the US-China Busi-

ness Council recently held a series of

meetings to discuss China's foreign in-
vestment ('ﬂ\'il'(ll'lll](‘ﬂl 'c'll'l(l \‘\'ii}'s i"
which it could be improved to the mu-
tual benefit of China and American in-
vestors. Approximately 75 companies

US investors
constitute China’s
second largest
source of foreign
direct investment,
with more than
2,000 contracts
valued at nearly
$5 billion.

participated in these discussions;
nearly all of them were multinationals
with investment experience in many
countries. Some of these companies al-
ready had operational investments in
China, while others had not yet found
the right opportunity to invest. Partici-
pants included US-based corporate ex-
ecutives responsible for investment de-
cisions and strategy, as well as the
general managers of projects in China.

This paper summarizes the views of

these companies. It does not address
long-term, structural problems such as
infrastructure bottlenecks or market
segmentation, which are very real disin-
centives to investment in China, be-
cause we are confident that the Chi-
nese government will solve these
problems over time. Instead, the paper
focuses on key issues that the US-China
Business Council believes are solvable
in the shorter-term through policy ad-

justments. Progress in these areas

would lead to an increase in the ad-

vanced technology and industrial for-

eign investment that China desires.

Specifically, we propose the following:

® Improve the regulatory environ-

ment;

® Better protect intellectual property

rights;

® Increase the availability of foreign ex-

change;

* Reduce market access restrictions

and production controls;

* Eliminate arbitrary fees;

* Equalize treatment for FIEs and

State-owned enterprises;

* Expand the scope for FIE operations;

and

* Further improve labor management.
We hope that Chinese policymakers

find these views helpful when consider-

ing new policies to further improve

China’s investment environment.

Imprroving the regulatory environment
The foremost difficulty confronting
US companies investing in China is the
uncertain regulatory environment.
Companies cited the lack of trans-
parency and clarity of laws and regula-
tions, the lack of uniformity and
consistency in interpreting and imple-
menting rules and regulations, and bu-
reaucratic interference in FIE opera-
tions as obstacles inhibiting investment
or preventing the successful operation
of existing investments. The issue of
bureaucratic interference is one faced
by US and Chinese enterprises alike,
and we are pleased that in the past few
months the Chinese government has

6
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clearly stated its intentons to remove
administrative interference in enter-
prise operations. Article 15 of the 1986
State Council Provisions 1o Encourage
Foreign Investment clearly states that
FIEs are to have autonomy in the man-
agement of their operations; we would
like 1o see this article more effectively
implemented.

Solving regulatory problems is crin-
cal because Toreign investors need reg-
ulatory consistency and certainty to
plan and operate investment projects.
Uncertainty and inconsistency create
risk, and increased risk inhibits invest-
ment. Companies must be aware of all
the rules that are applicable to their
projects and need to feel confident
those rules will be consistently and
uniformly applied.

We recognize that the Chinese lead-
ership has done much in the last 13
vears to formulate investment regula-
tions, and that it is aware of and work-
ing on problems associated with im-
plementing these regulations. We
encourage China's central and local
government departments to continue
this important work, and offer these
further suggestions:

* Make public and readily available a
comprehensive and up-to-date set of
all central government rules, regula-
tions, directives, and guidelines that
apply to the establishment and opera-
tion of foreign investment projects in
China. Encourage localities to publish
all additional local regulations that
can affect anv aspect of an investment
project.

¢ Eliminate all unpublished internal
rules and regulations.

* Continue to clarify existing laws, reg-
ulations, measures, and notices. Pub-
lish administrative guidelines and
court opinions that clarify ambiguous
and disputed points of law pertaining
to foreign business transactions.

® Publish clear guidelines on the
scope of authority and the duties of
various government departments with
respect to FIEs,

* Establish a clear, impartial, and ef-
fective channel for resolution of dis-
putes related to government organs.
Publish clear procedural guidelines
for appealing bureaucratic decisions.

Strengthening protection of intellectual
property

Lack of adequate intellectual prop-
erty protection has limited the level of
technology US investors have been

The foremost
difficulty
confronting US
companies
investing in China
is the uncertain
regulatory
environment.

willing to introduce into China. For
example, insulficient patent protec-
tion has inhibited the wransfer of ad-
vanced chemical and pharmaceutical
technologies, while lack of software
protection has inhibited investment
and technology licensing by computer
companies and other manufacturers
for whom software is an integral part
of their products. Inadequate recogni-
tion and protection of confidential in-
formation disclosed during negotia-
tions has also hindered the licensing
of advanced processes and equip-
ment, as has failure to protect the
“trade dress’ (appearance) of indus-
trial products from look-alikes.

The Chinese government is well
aware of these problems and is taking
positive steps to solve them, The Janu-

ary 1992 Sino-US Memorandum of

Understanding on Intellectual Prop-
erty Protection is an important step in
this regard and will help spur ad-
vanced-technology investment from
the United States. We encourage the
Chinese government to vigorously im-
plement this agreement and to edu-
cate and gain the support of central
and local departments involved in
protecting intellectual property. We
further make the following recom-
mendations:

¢ Provide clear procedures for hold-
ers of intellectual property rights to
exercise their rights and resolve dis-
putes, and ensure that the new admin-
istrative procedures providing ““mar-
ket exclusivity™ to US patent holders
of pharmaceutical and chemical prod-
ucts are adequately enforced.

¢ Clarify, develop, and publish rules
for determining damages. Fines
should be sufficient to compensate
the plaintiff and deter further acts of
infringement.

¢ Develop an effective means for en-
forcing judgments in intellectual prop-

erty rights disputes. Local authorities
often protect their own enterprises if
the plaintiff is from another locality.

Increasing the availability of foreign
exchange

Over the last few vears foreign ex-
change balancing for FIEs has become
easier, primarily due to the growth in
the number and trading volumes of
swap centers. However, balancing for-
eign exchange is still one of the great-
est concerns of American investors,
and the limited options for earning
foreign exchange in China end up dis-
couraging investment.

Foreign exchange adustment—or
“swapl—centers cannot provide a
long-term, dependable solution to for-
eign exchange balancing problems be-
cause an individual center may not
have sufficient transaction volume to
support a large project’s needs, or, as
we have seen again recently, because
swap center rates may be significantly
higher than the official exchange rate.
Selling products to the domestic mar-
ket for foreign exchange is of limited
use as a balancing method, as only a
relatively small number of customers
in China have access to hard currency.
Exporting, similarly, is feasible only
for some projects. With so few avenues
available to earn significant amounts
of hard currency, China’s foreign ex-
change balancing requirements effec-
tively prohibit investment in large,
capital-intensive projects, and tend to
push foreign investors toward smaller,
downstream projects with lower pro-
duction volumes that are not depen-
dent on economies of scale.

Of course, the best solution would
be to make the renminti a freely con-
vertible currency. We are encouraged
by recent comments by the director of
the State Administration of Exchange
Control that a freely convertible cur-
rency is in fact China's long-term goal.
In the meantime, however, there are
measures that could be adopted to
ease foreign exchange balancing
problems for foreign investors that
would encourage more foreign invest-
ment, and that would preserve
China’s interest in maintaining ade-
quate supplies of foreign exchange.
These include:

* Relax the export requirements for
FIEs in industries in which China
wishes to attract investment.

* Allow at least partial convertibility of
renminbi for investors in key projects

September-October 1992 ¢ The China Business Review
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and industries, with such approval ex-
pressly written into FIE contracts. This
would provide key foreign investors a
predictable and reliable source of for-
eign exchange.

® Permit more broadly the establish-
ment of “special foreign exchange evi-
dence accounts,” which allow multina-
tional companies to balance foreign
exchange between investment projects
in, exports to, and procurement from
China.

¢ Standardize the operational rules
and regulations of swap markets.

¢ Unify regional swap centers into a
nationwide market for foreign ex-
change, thereby increasing the liquid-
ity of individual markets. Currently,
FIEs tend to be restricted to trading at
their local swap centers, a practice
that penalizes FIEs in locations with
small swap center volumes.

* Have existing swap centers regularly
publish information on trading vol-
umes so that investors know how
much foreign exchange is available.
* Introduce forward or future foreign-
exchange trading contracts as a bal-
ancing mechanism so that FIEs can
manage their foreign exchange bal-
ancing with greater predictability and
certainty.

China’s foreign
exchange
balancing
requirements
effectively
prohibit
investment

in large, capital-
intensive projects.

Removing market access barriers and
production controls

Many companies with advanced
technology are interested in investing
in productive enterprises in China to
sell products to the domestic market.
But even if they are able 1o meet their
foreign exchange needs, these firms of-
For
example, many FIEs face administra-

ten face barrers to market acces

tively determined production controls
such as import license requirements
for imported components, annual ap-
proval of production volumes by gov-
ernment departments, and limited ac-

cess to in-plan allocations of critical in-
puts at State-controlled prices. Such
controls prevent investment in large,
capital-intensive projects that require
economies of scale 1o lower production
costs and large sales volume to justify
the capital outlay. Such economies of
scale are also essential for competing
in international markets.

We recommend the removal of ad-
ministrative controls on FIEs, and ad-
vocate letting the market determine
production volumes and levels of do-
mestic sales. We believe increases in
production volume will stimulate local-
ization, which, in trn, will stimulate
the development of China’s economy,
technology base, and international
competitiveness.

Eliminating arbitrary fees

FIEs, like domestic enterprises, face
the problem of arbitrary fees imposed
by various local government depart-
ments. In addition, many FIEs are
asked to pay in foreign exchange fees
that domestic enterprises pay in ren-
minbi—telecommunications installa-
tion and user fees, for example. More-
over, FIEs are often assessed charges
higher than those billed to State enter-
prises.




Article 16 of the 1986 State Council
Provisions to Encourage Foreign In-
vestment specifically prohibits the in-
discriminate levying of charges on
FIEs. We urge that this article be imple-
mented fully, and that clear guidelines
be given to local government depart-
ments to this effect. We also urge that
the channel for appeal and resolution
described in Article 16 be made more
effective.

We understand that the central gov-
ernment is currently considering a no-
tice that will prohibit charging FIEs
fees in foreign exchange that domestic
enterprises pay in renminbi. We urge
that this notice be issued and imple-
mented. We hope that the notice will
also stipulate that fees charged to FIEs
should be equivalent to those charged
to State enterprises.

Equalizing FIE and State enterprise
treatment

Much has been said lately about
“leveling the playing field”” between
State enterprises and FIEs. Chinese of-
ficials and policymakers have an-
nounced that State enterprises will be
given more autonomy in management
and personnel issues and will enjoy the
same low tax rates as FIEs. US investors

support these moves to revitalize
China’s domestic industry.

However, these moves may not
“level” the field—they may in fact tli
it in favor of State enterprises, which al-
ready receive such preferential treat-
ment as priority access to loans and
low, State-priced raw materials. FIEs
can rarely obtain such priority access to
raw materials and invariably have to
pay higher prices, even if the materials
are sourced in China. In some cases,
these China-sourced materials must be
paid for in foreign exchange. Often,
FIEs must import the materials, which
makes it more difficult for these enter-
prises to balance foreign exchange.
State enterprises also receive favorable
customs treatment, such as customs
duty reductions or exemptions on im-
ported equipment and materials, and
have greater access to the domestic
market than FIEs do.

FIEs are approved by the Chinese
government, have Chinese legal per-
son status, pay taxes, and employ work-
ers. Fair competition between all Chi-
nese enterprises—including FIEs—is
critical if China wishes to foster the de-
velopment of producers capable of
competing in world markets. We are
pleased to hear recent central govern-

ment announcements that foreign
companies will be allowed to partici-
pate in service industries and will be
encouraged to compete with domestic
companies to improve service and effi-
ciency. We hope that restrictions on
competition will also be relaxed in
manufacturing industries.

Expanding the scope of FIE operations
Increasing the types of activities for-
eign companies may engage in would
attract investment and bring additional
benefits to China. Types of operations
to consider include:
* Expand development of fully inte-
grated companies. MOFERT has begun
to develop a policy with regard to um-
brella companies that would allow for-
eign firms to combine investment,
manufacturing, marketing, distribu-
tion, service, and maintenance opera-
tions. The formation of umbrella com-
panies would allow foreign investors to
better coordinate and integrate multi-
ple investment projects as their stakes
in China grow.
* Broaden the scope of operations of
service-oriented companies. Foreign
banks, consulting firms, accounting
firms, insurance companies, and law
firms provide vital support to foreign
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investors. We encourage the revision of
operating restrictions on these compa-
nies to allow them to improve their
ability to support foreign investments
and thereby boost confidence in
China’s investment climate.

The recent approval of several joint-
venture accounting firms is a notable
success in this regard and we hope that
more such approvals will be forthcom-
ing. We also applaud the decision to al-
low foreign banks to open branch of-
fices in Shanghai, and hope that they
will be permitted to operate in other
cities as well in the near future. We fur-
ther recommend that these branches
be permitted to engage in renminbi
business, which would enable them to
increase their business to self-sustain-
ing volumes and would improve
China’s overall banking services. Fi-
nally, we wish to express our concern
that the new regulation governing for-
eign law offices in China is not inter-
preted to restrict foreign law firms
from advising foreign investors and
other clients on Chinese law and prac-
tce.

* Allow wholly foreign-owned (WFOE)
maintenance operations so that foreign
companies can better service and re-
pair the equipment they sell in China.
These companies should be permitted
to charge renminbi, which would make

it easier for Chinese enterprises to uti-
lize their services. WFOE maintenance
companies would also better enable
Chinese enterprises to keep their for-
eign equipment in peak operating con-
dition.

Improving labor management

Labor reforms have had a very posi-
tive impact on China’s investment envi-
ronment. Incentive pay schemes, train-
ing by foreign companies, and FIE
autonomy in labor and wage decisions
have led to improved productivity and
performance. However, problems re-
main. A 1990 Ministry of Labor opin-
ion calling for wage ceilings has rein-
troduced labor bureau interference in
the wage-setting process; wage caps
hamper the ability of FIEs to recruit,
retain, and encourage workers and
managers. These limits make it particu-
larly difficult for high-technology pro-

jects that require highly skilled workers

to compete with representative offices,
which are not subject to wage ceilings.

We understand that China is cur-
rently drafting a new labor manage-
ment regulation that will deal with this
issue. We encourage China’s leaders to
use this regulation to unequivocally re-
confirm FIE autonomy in labor mat-
ters, including the hiring and transfer-
ring of personnel and the setting of

their wages. Such freedoms are stan-
dard practice in other countries that
compete with China for investment,
and any restrictions on these freedoms
will adversely affect one of the bright
spots in China’s efforts to attract for-
eign investment.

Preparing for the 21st century

In 13 short years, China has made gi-
ant strides in developing an attractive
operating environment for foreign di-
rect investment. Such steps have re-
sulted in a rapid increase in the num-
ber of foreign investment contracts
signed. However, more could be done
to promote advanced-technology in-
vestment in priority sectors and to ex-
pand the scope and quality of foreign
investment in general,

This paper has focused on some of
the most important problems and rec-
ommends possible ways to overcome
them. Each of these recommendations
is presented in a spirit of cooperation
and mutual benefit and is offered in an
effort to make China’s investment
regime consistent with international
practice. The US-China Business Coun-
cil welcomes the opportunity to further
explore in detail each of the ideas ad-
dressed in this report and to hear the
views of China’s foreign investment

ik

policymakers on these matters. b

Council Activities

Council Hosts Chinese Auto-Buying Delegation

he Council played a key role in

arranging the July visit of a

high-level Chinese delegation
that purchased $130 million worth of
automobiles from the “Big Three™
auto manufacturers. Council staff
helped arrange meetings between the
Chinese group—uwhich included rep-
resentatives of China’s State Planning
Commission (SPC), Ministry of For-
eign Economic Relations and Trade
(MOFERT), China National Automo-
tive Industry Company (CNAIC), and
China National Vehicles Import-Ex-
port Co.—and top executives of Ford
Motor Co., General Motors Corp.,
and Chrysler Corp. Council Business
Advisory Services Associate Michael

Wall accompanied the 30-member
delegation on their tours of auto as-
sembly plants and parts suppliers in
Chicago and Detroit.

Following the contract signing cere-
monies July 28, the delegation arrived
in Washington, DC, to meet with US
government officials and members of
the business community. The Council
hosted a luncheon for delegation
members at which Council President
Donald M. Anderson lauded the mis-
sion’s success, noting that the delega-
tion’s purchases would help reduce
China’s trade surplus with the United
States. Delegation leader Gan Ziyu,
vice chairman of China’s State Plan-
ning Commission, praised the Coun-

cil as an “old friend"" that has been
very helpful in promoting the US-
China commercial relationship.
Throughout their visit, the delega-
tion stressed that though its sole pur-
pose was to conclude the purchase of
7,000 vehicles and components, the
buying mission represented another
step in increasing cooperation be-
tween the auto industries of the two
nations. During the luncheon, mem-
bers of the delegation emphasized the
success of foreign auto ventures in
China, saying they looked forward to
more investment in the sector, espe-
cially in the area of auto components.

10
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Modernizing
China’s Managers

The State education system

is straining to adapt to China’s changing economy

Jan Borgonjon and Wilfried R. Vanhonacker

inding skilled local managers

is a key task for all foreign-in-

vested enterprises (FIEs) in

China. However, the tradi-
tional functions of Chinese managers
tend to clash with the new challenges
presented by economic moderniza-
tion, creating gaps between traditional
training and needed skills. Though
the Chinese educational system is now
paying greater attention to strength-
ening management training, short-
ages of Chinese personnel experi-
enced in advanced western practices
will likely continue for some time. For-
eign firms with strategic commitments
to China will therefore find it increas-
ingly imperative to take an early, ac-
tive approach to building a qualified
local management force.

The old style....

For the most part, managers in
China’s centrally controlled economy
were expected to be careful imple-
mentors of State-defined plans for
their particular enterprises. Their jobs
focused on meeting set production
goals and maintaining the engineer-
ing techniques necessary to ensure ful-
fillment of those quotas. Sourcing and
sales were of no concern—the central

plan guaranteed both the delivery of

inputs and a set price for all the ven-
ture’s products. State enterprise man-
agers also had extensive social, politi-
cal, and ideological responsibilities:
they were to be the *
mouth’™ of the Party in the workplace

‘ears, eyes, and

Chinese
managers in the
industrial sector
have had to
change their
orientation 180
degrees.

(see The CBR, November-December
1988, p.36).

Since 1984, however, economic re-
forms in the industrial sector have
provoked dramatic changes in the
work environment of most Chinese
enterprises. Increased autonomy,
competition, and uncertainty have put
considerable pressure on Chinese
managers, who now need a totally new
set of skills to be successful. Their per-
formance no longer depends as much
on political or technical aptitude as on
the ability to pinpoint market oppor-

Jan Borgonjon is director of the China Fu-
rope Management Institute (CEMI) in Bei-
jing. Wilfried R. Vanhonacker is professor
of marketing at the Furopean Institute for
Business Administration (INSEAD) in
Fontainebleau, France, and academic ad-
viser to the CEMI. Rolf Cremer and Kalun
Tse, visiting professors at CEMI, contrib-
uted to the preparation of this article.

tunities, to solicit financing, and in-
creasingly, to match competition from
foreign enterprises. In a traditional
planned economy, managers took a
re-active approach: the customers
came to them. In a market economy,
managers must be pro-active: they
have to identify and appeal to con-
sumers. Simply put, managers in the
industrial sector have had to change
their orientation 180 degrees.

...and the new

China’s top leader, Deng Xiaoping,
recognized the need to revitalize
China’s management system early on.
In 1978, he explicitly noted manage-
ment as an area where China should
learn from foreign countries. Since
then, the Chinese government has
made considerable efforts—especially
during 1982-85—to raise the educa-
tional level of enterprise managers.
While these measures have yielded pos-
itive results, attempts to import “‘mod-
ern management”’ from developed
countries have been less successful.

In China, “*'modern management”’
is understood as a body of quantitative
techniques, not as a way of thinking
and acting, as it is usually perceived in
the West. This concept of manage-
ment is rooted in the nation’s educa-
tional, economic, and political systems,
which emphasize the development of
the hard sciences and the acquisition
of advanced technology. As a result,
China’s educational system encour-
aged Chinese managers to adopt an

12
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engineering approach to management
in which physical output is stressed.
Thus, Chinese managers today tend to
feel most comfortable with a quantita-
tive approach to production.

“Soft’” concepts of management,
such as marketing and consumer be-
havior, have been less easily integrated
into Chinese thinking. In part, this is
because such concepts are perceived

by Beijing as a threat to Party control
and communist ideology, since the
consumer, not a central plan, is con-
sidered the driving force behind pro-
duction. At the micro level, western
management's emphasis on incentives
and personal performance threatens
Party control within the enterprise.
Chinese efforts to import western or
other modern management tech-

niques similarly have concentrated on
the more tangible, quantitative, pro-
duction-related aspects. Bourgeois™
topics such as marketing or consumer
behavior have been in less demand.
Deng Xiaoping's current drive to
deepen economic reforms, however,
might result in a partial or full en-
dorsement of the teaching of soft sub-

jects, which have been omitted from

Merging Management Methods

Shanghai Volkswagen Automotive Co.
Ltd., a joint venture between Shanghai
Automotive Industrial Corp. and
Volkswagen AG, began producing
Santana automobiles in China in
1985. The venture, which employs
5,000 people, now produces 65,000
cars each year. Fang Hong, senior
engineer and managing director at the
Shanghai factory, discussed manage-
ment issues with Associate Editor
Vanessa Lide Whitcomb.

CBR: What are the biggest differences
between German and Chinese manage-
ment styles?

Fang: Germans have their own style
of management. And we Chinese, of
course, have our own management
style for State enterprises. We have to
adapt their methods and combine
them with our own system. As
Shanghai Volkswagen is still a
Chinese enterprise—even if it is a
joint venture—we have to follow
existing regulations, and must report
on our operations to the Chinese
authorities, for example. At the same
time, we have to give daily business
data to Volkswagen's headquarters in
Germany. Though the accounting
requirements are quite different, we
still have to report to both, and we
have to modify our management sys-
tem from time to time to accommo-
date such needs.

CBR: Compared with managing a tra-
ditional State enterprise, what has
been the biggest change in managing a
Joint venture?

Fang: When we set up our joint ven-
ture, the first priority for us was to
change the wage and salary system. |
think that’s the main difference.
Traditionally, in Chinese factories,

older people were paid more than
younger people for doing the same
job, and, if you had a job, it did not
matter whether or not you were a
good worker.

But at Shanghai Volkswagen, we
pay for the job and will only promote
according to performance. If workers
do well, they will get more wages, and
will stand a better chance of being
promoted,

CBR: And are workers responding to
the blend of Chinese and German man-
agement styles?

Fang: I think so. I believe it is quite
natural because human beings—I
don’t mean just Chinese—want more
opportunities. Of course, it's a chal-
lenge for the workers. They have to
work hard, but if they perform well
and are reliable, they will get more
money and more responsibilities.

Our main problems are hiring and
firing. Though our turnover rate is
very low, Shanghai Volkswagen is still
not so attractive to qualified people
because some foreign enterprises of-
fer higher wages and many qualified
university students want to go
abroad. A second problem is the fir-
ing of people. Unless he or she
makes a big mistake, a person cannot
be fired from the company, which
means we usually must find lower po-
sitions for workers who don’t per-
form well.

CBR: Are there areas where German
and Chinese management styles clash?

Fang: Right from the beginning
there were some contradictions
because the joint venture wanted to
keep all the work in line with
German standards. The venture’s
Chinese partner thought the first pri-

ority should be to localize parts and
components, but the German side
put quality first. In the end, it took us
five years to localize production.

CBR: In cases like this, where there
were different opinions, how was a
decision reached?

Fang: Shanghai Volkswagen has an
executive management committee
made up of two Chinese and two
Germans. For every important deci-
sion, there must be unanimous
agreement. If there is a difference of
opinion, we cannot move on that
issue.

CBR: What sort of training does
Shanghai Volkswagen provide?

Fang: We recruit young people from
high school and give them a three-
year training course, which includes
classroom lessons and practical train-
ing in areas such as machinery, weld-
ing, and forging. After this training,
they are qualified to be workers on
the production line. Secretaries and
sales staff get two years of training.

During the last six years, we've also
sent a number of workers to Ger-
many for one or two years’ training
in management. We've sent employ-
ees to other foreign countries, such
as Brazil and Japan, as well. When
they return, we put them in positions
such as assistant to the manager to
get some practical experience. If
their performance is really good, they
are promoted to managerial posi-
tions. Some of our young employees
also attend management training
courses at colleges and institutes in
China. Our motto is “train the peo-
ple, organize the people, motivate
the people.”
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China’s classrooms over the last few
years. If approved, these aspects would
have to be introduced slowly into Chi-
nese curricula, for it will take some
time for the people and institutions
involved to come to a different under-
standing of modern management.

The MBA craze

Regardless of the government’s
stance, public interest in pursuing stud-
ies in the field of management—espe-

Strong management skills
are seen as a ticket to a powerful
and lucrative career.

cially for the degree of Master of Busi-
ness Administration (MBA)—is strong
and increasing. For example, the China
Europe Management Institute (CEMI)
in Beijing, a training center jointly

funded by the European Community
and the Economic and Trade Office of
the State Council (ETO), had 1,500
candidates express interest in the 40
available slots in its 1991 MBA program.

Management Programs in China

Major Foreign

FOREIGN CHINESE NATURE OF COOPERATION
PARTNER PARTNER COOPERATION PERIOD

Canada/China Canadian Chengdu Faculty training 1983-96
Enterprise International Management Training | Short courses
Management Training | Development Center
Center, Chengdu Association (CIDA)/

Association of

Community Colleges
Anhui Enterprise The Foundation of Anhui Economic Faculty training 1986-93
Management Training | International Training | Management Cadres Consulting

(Canada) /CIDA Institute International business

liason

Canada/China CIDA Universities all over Canadian faculty 1987-94
Management China teaching at Chinese
Education Program Universities
I'he Xian MBA Project | The British National Equipment 1 year language 1989-97

Council/Universities Training Center, training at Xian, then

of Hull and Keel Xian Northwestern 1 year MBA program

Industrial University at Hull or Keel

China Europe European Community | China Enterprise MBA in China 1984-92
Management Institute, Management Executive training
Beijing Association
National Center for US Department of Dalian University of MBA in China 1980-94

Industrial Science and
I'echnology
Management
Development, Dalian

Commerce/SUNY
Buffalo

Technology

Executive training

(Stopped in 1989 and
suspended indefinitely
due to funding
shortage)

Shanghai Industrial
Management Training
Center

Gesellschaft Fur
Technisch
Zusammenarbeit
(Germany)

Shanghai
Management Training
Center

3-4 month training
course

1984-90
(Extension under
negotiation)

Sino-Dutch
Managment Training
Center, Changsha

RVB Delft Institute
(Netherlands)

Hunan Economic
Cadres Management

Short courses

198791
(Extension under
negotiation)

The Enterprise
Center, Tianjin

Japan

Tianjin Management
Training Center

Technical, on-the-job
training

1983-92
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But, while interest in MBAs is high,
quotas imposed by the State Educa-
tion Commission (SEC) keep actual
enrollment low; throughout the coun-
try, around 60 degrees are awarded
each year by foreign-run programs,
while 150 are granted by Chinese insti-
tutions. A significant number of stu-
dents are engaged in non-master’s
management coursework, however. In
1988, 4,000 post-graduate students,

43,000 undergraduates, and 60,000 vo-
cational candidates were enrolled in
management programs. Such interest
should continue as long as strong
management skills are seen as a ticket
to a powerful and lucrative career.

Too narrow a focus

Most Chinese students of manage-
ment are trained in one of two State-
controlled systems. The first consists

CEMI MBA Curriculum

*Pre-session (2 months)

Commercial English

The effective manager

Introduction to project work
methods

Introduction to computing

Remedial mathematics

*Year One

Introductory accounting

Statistics

Economics (micro and macro)

Organizational behavior

Production and operations
management

Management accounting

Marketing management

International commercial and
contract law

Corporate finance

Special topic: negotiations, the
Chinese economy, or
management

Human resource management

In-company projects in Chinese
State-owned enterprises

sInternship

Language training for internship
(4 weeks)

In-company training in Europe
(3 months)

*Year Two

Field research project (2 months
spread over the year)

Marketing research

Business games

Production and operations
management

Financial institutions and banking

Decisionmaking and forecasting

Consumer behavior and
advertising management

International business

International finance

Strategic management

Special topic

The shortfall of
quality
instructors

is especially
acute in less-
quantitative
areas such as
marketing and
organizational
behavior.

of the established universities and
other institutions of higher learning,
which are overseen by the SEC. The
second system is composed of the Eco-
nomic Cadres Training Institutes and
Centers, which are governed by the
ETO (previously the State Economic
Commission).

In the SEC system, university-level
management education tends to fall
under the auspices of the engineering
or economics departments. Universi-
ties offer bachelor’s and master’s de-
grees in management or manage-
ment-related subjects, and students
normally enter these programs with-
out any work experience.

In general, the teaching is special-
ized and theory-oriented. Nearly all
the universities suffer from a shortage
of qualified instructors, and the short-
fall is especially acute in less-quantita-
tive areas such as marketing and orga-
nizational behavior. The SEC
universities also lack faculty with a
thorough understanding of interna-
tional business practices. Professors
who have overseas experience are few
and far between, as most of the faculty
have been trained in the Chinese edu-
cation system.

Change is afoot in the SEC system,
however. In response to pressure from

foreign businesses clamoring for man-
agers versed in international practices
and from Chinese enterprises disillu-
sioned with the training provided by
the domestic education system, the
SEC approved MBA programs on a
trial basis at nine universities in early
1991. These institutions include
Shanghai University of Finance and
Economics, Harbin Industrial Univer-
sity, Xiamen University, People’s and

SEC Universities Trial
MBA Curriculum

*Degree courses
Marxism-Leninism

Foreign language (English)
Management science
Managerial economics
Operational research

*Required courses

(7 chosen from the following)
Macroeconomics

Accounting

Financial management

Marketing

Production management

Systems engineering

Enterprise strategy management
Economic law

Computer-assisted management
Finance

International trade and finance
Applied statistics

Human resource development and
l]lllnilgt‘[n(‘nl

sElectives
3-5 per specialty. Specialties of-
fered include:
Systems engineering
Industrial economic management
Statistics management
Investment management
Decision analysis
International business
Accounting

Qinghua universities in Beijing,
Nankai and Tianjin universities in
Tianjin, Fudan University in Shang-
hai, and Jiaotong University in Xian.

These two- and one-half year pro-
grams, which started late last year,
were designed for students with some
work experience. While the inaugural
group of students has yet to complete
the program, the training these stu-
dents are receiving appears to
E'H(‘U!Ilpnﬁs more closely a Western

September-October 1992 ¢ The China Business Review

15



For Exceptional Service

Experience
Our Experience

Our experience will make your experience of
visiting Guangzhou far more comfortable.

The philosophy of ensuring that our guests receive
excellent service extends throughout all operations of
China Hotel. No matter when and where you
experience it, there is always a warm and friendly
smile.

Come stay with us at China Hotel and benefit
through our experience.

@ o B k%
CHINA HOTEL

Liu Hua Lu, Guangzhou 510015, China. Tel: 86-20-666 6888
Telex: 44888 CHLGZ CN Cable: 6888 Fax: 86-20-667 7014

A New World of Hospitality in Guangzhou

G NEW WORLD HOTELS INTERNATIONAL

BEIJING *» GUANGZHOU * GUILIN « HANGZHOU « SHANGHAI « SUZHOU + XIAN * HONG KONG + MACAU

Reservations:
Hong Kong Sales Office Tel: (852) 731 3488 Fax: (852) 721 0741 Utell International




SPECIAL REPORT

China Hewlett-Packard Co., Ltd.
(CHP), a joint venture between US-
based Hewlett-Packard Co. and three
Chinese partners—China Electronics
Import-Export Corp., Great Wall
Computer Corp., and Beijing
Computer Industrial Corp.—began
producing measuring equipment and
analytical instruments in China in
1985. Shougin Ren, a 1964 electrical
engineering graduate of Harbin
Industrial College, has served as
CHP’s vice general since the
venture began operating. In 1987,
'CHP sponsored Ren’s MBA studies at
the Monterey International Studies
Institute in California. He discussed
CHP’s management philosophy with
Associate Editor Vanessa Lide
Whitcomb.

CBR: What are CHP’s expectations
of you as a manager?

Ren: Within CHP, I'm responsible
for supporting the general manager
and helping to oversee 400 employ-
ees, including Chinese and foreign
managers. Specifically, I focus on
manufacturing and research and de-
velopment issues.

Typically, foreign managers come
to China for about three years, and
spend a year or so learning and
adapting to the Chinese environ-
ment. Therefore, it's particularly im-
portant for Chinese managers to un-
derstand advanced management
techniques, economics, and some-
thing about cultural nuances for the
sake of organizational harmony and
efficiency. The parent company’s
managers sometimes push me to in-
troduce new policies, while I encour-
age foreign managers to accept the
limits posed by local conditions.
CHP’s management can be seen as
the integration of international prac-
tices and the realities of working in

Blending East and West

China. After seven years of practice,
we are getting more and more inter-
national,

CBR: Has your MBA training been
useful to you?

Ren: Before my MBA program, I
didn’t know much about marketing.
Now I can work closely with the mar-
keting teams for all Hewlett-Packard
products. While my engineering
background prepared me for the
technical side of our work, my MBA
courses helped me understand how
employees think, and what managers
can do to motivate them better, I en-
courage people to be more indepen-
dent in their jobs. I believe I should
first be a manager, then a consultant,
and lastly, a friend.

CBR: Are some aspects of Western
management particularly difficult for
Chinese managers to grasp?

Ren: There are a number of big dif-
ferences between US and Chinese
managers. Chinese managers find it
hard to delegate authority, for exam-
ple. Making tough personnel deci-
sions doesn’t come easily either; Chi-
nese managers find it difficult to give
written warnings to employees, and
even harder to fire them. Ironically,
even though Chinese managers
would like to have the authority to
fire someone, they find this authority
hard to exercise because firing a per-
son leaves him or her without a liveli-
hood. Western culture, in contrast,
focuses on individual performance
and how it affects efficiency and pro-
ductivity. Instead of rewarding the
whole team and providing an “iron
rice bowl,”” Western culture rewards
the best workers and lays off the
worst when warranted.

Western managers are also braver
when it comes to taking risks, though
they are sometimes so aggressive and
authoritative that they don’t pay
enough attention to local realities.
Another big difference is that foreign
companies are very conscious of eco-
nomic results, while Chinese enter-
prises must be concerned with social
consequences. This means managers
must take a holistic approach to look-

ing after employees and their fami-
lies; managers get involved in per-
sonal issues like marriages, childcare,
and parents’ illnesses. At CHP, how-
ever, we've made a lot of changes,
and have been trying hard to keep
personal and family issues out of the
workplace.

CBR: What are the strengths of West-
ern management?

Ren: In China, the government plays
a big role in running State enter-
prises, which leaves the general man-
agers with too little authority. But US
management philosophy gives each
manager a great deal of responsibil-
ity. For example, though managers in
US firms generally have some degree
of spending autonomy, in China, in
contrast, every penny spent must be
approved by the boss and the boss’
boss, right up to the top. CHP intro-
duced new measures five years ago to
make managers responsible for busi-
ness and financial decisions. Our
managers are encouraged to learn
from their experiences and even
from their mistakes. As a result, Chi-
nese managers are becoming better
qualified and are replacing foreign
managers assigned to CHP.

CBR: And in what areas is a foreign

management approach less suited to
Chinese conditions?

Ren: Chinese managers take a long-
term view, and tend to think about
the next 5-10 years, or even the next
century. US businesspeople do make
long-term goals, but are more con-
cerned with short-term results, and
public corporations in particular
tend to focus on monthly, quarterly,
and year-end figures. While we Chi-
nese do not ignore figures, we also
pay a lot of attention to qualitative re-
sults like personal development, tech-
nology transfer, and contributions to
society, which we believe will gener-
ate greater quantitative results in the
long run. Of course, nothing in this
world is absolute. There are some in-
dications in China right now that
short-term benefits are beginning to
outweigh long-term interests, but 1
hope this will not become the rule.
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view of management than does any
other Chinese program. However, the
Chinese-designed curriculum still re-
tains a .‘i"‘()[lg I)iil.‘i [()Wlll'(i (lllillltinlli\'('
subjects (see p. 15).

Despite this flaw, the new MBA pro-
gram is a significant development.
Over time, it may provide the basis for
a management education system that
is better able to respond to the actual
needs of China’s expanding econ-
()ll'l}'.

The 20 training centers and 110
Economic Cadres Management Insti-
tutes under the ETO are dis-

FIEs look for managers possessing an
understanding of international busi-
ness, a practical orientation, and a
strategy and marketing focus—exactly
the qualities and skills not empha-
sized in traditional management
training in China. As a result, foreign
ventures quickly find there is a consid-
erable gap between their manage-
ment needs and the supply of talent
available; lack of qualified local man-
agement is cited as one of the main
constraints on the development of

joint ventures in China (see p. 24).

ment education if it fails to train new
managers fast—and well—enough.,
To fill the short-term vacuum, the
number of local training centers and
correspondence courses, some ol
which certainly will be of dubious
quality, may grow at a rapid pace.
State enterprises will probably find
it increasingly difficult to hold onto
good managers as the reform process
accelerates, as FIEs offer higher wages
and better career prospects. Even if
Beijing tries to further restrict the mo-
bility of Chinese workers and man-
agers to staunch their exo-

tinguished by a more job-ori-
ented approach. These
institutions provide short
training courses—and some-
times college degree
courses—aimed at a variety
of students, from workers
with a few years of experi-
ence to mid-level and senior
managers of large and

FIEs generally need to
provide Chinese managers
with extensive formal
training and well-supervised
practical assignments.

dus from the public sector,
such efforts will probably
have only temporary effect
as the State grows weaker in
comparison to other sectors
of the economy.

On the positive side, the
first few hundred Chinese
educated in management
abroad are now beginning

medium-sized State enter-

prises. These centers and institutes,
however, do not usually address wider
concerns such as global competition,
and their staffs include even fewer in-
structors qualified to teach the full
range of modern management con-
cepts. The newly formed Economic
and Trade Office, though, might have
a major impact on management train-
ing since it will bring under one roof
training for both foreign trade and lo-
cal industry and hence facilitate trans-
fer of western management ideas and
techniques to domestic enterprises. At

this moment, however, the status of

the ETO is still too unclear to make
any definite assessment of its future
role in management training.

Investing in local FIE managers
Even with these two government-
run programs to increase manage-

ment skills, a lack of understanding of
the need to transfer the soft aspects of

western management theory and an
uneven educational curriculum pro-
duce Chinese managers who generally
have very specialized training, little
comprehensive grasp of international
business practices, and a limited un-
derstanding of the importance of mo-
tivational techniques and “people
skills.™

These shortcomings are of concern
to China’s foreign investors, who rely
heavily on skilled local managers to
ensure smooth operations. Typically,

FIEs can use a number of recruit-
ment channels to locate the manager-
ial personnel they require (see The
CBR, July-August 1991, p.16). In most
cases, foreign companies are able to
recruit people who possess strong
technical skills, but who are not neces-
sarily good managers. To bring such
personnel up to speed in interna-
tional management practices, an FIE
may need to provide extensive formal
training and well-supervised practical
assignments.

For the foreseeable future, this will
mean either sending Chinese man-
agers overseas for training or en-
rolling them in one of the foreign-as-
sisted training programs in China (see
box) even before the FIE's contract is
signed. Currently, the majority of for-
eign companies with investments in
China start making serious efforts to
train local managers only after the in-
vestment contract is signed, which
considerably extends the start-up time
needed to foster efficient operations.

Reforming the system

If Deng's calls for the deepening of
economic reform are heeded, height-
ened demand for good management
personnel will place extreme pressure
on government and academic institu-
tions to increase the supply of local
managerial talent. The SEC, in partic-
ular, will be under strong pressure
and could lose control over manage-

to return home, though
most are joining foreign representa-
tive offices, which generally pay the
highest salaries. As those positions fill,
the newly trained managers should
begin to join FIEs. Chinese and for-
eign enterprises located in the coastal
areas will have the greatest selection
of managerial talent, as most of the
students returning from abroad will
likely choose to settle in these areas.
Moreover, increased labor mobility
within China is resulting in a steady
flow of management-level personnel
to the coast, where economic growth
has been strongest. Currently, many
graduates are heading to Beijing and
Shenzhen, where a labor pm:l for
mid-level management is beginning
to appear. Shanghai may become a
similar magnet in the future.
Though the return of foreign-
trained managers and increased labor
mobility within China will help fill
some of the need for skilled person-
nel, demand will still exceed supply
for some time. The competition for
good managers will in turn force
more and more FIEs to consider de-
veloping in-house management capa-
bilities. Over both the short and long
terms, the ability to attract, develop,
and retain qualified local managers
might well be one of the determining
factors in who wins—and who loses—

phe

in the China market. T
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A Muted Voice for Retform

Despute their unique position of privilege, China’s managerial elite feel
powerless to affect government policy

hinese managers working in
the foreign sector of China’s

economy are an elite corps of

highly educated individuals
who have significant exposure to for-
eign technologies and management
skills. They operate in a relatively au-
tonomous sector that has grown to
constitute a permanent and vital part
of the Chinese economy. As liaisons
between the outside world and the
Chinese population, Chinese foreign
sector managers (FSMs) must recon-
cile the demands of international com-
panies with the bureaucratic complexi-
ties of China’s half-plan half-market
domestic economy.

In all, they have answered these
challenges fairly successfully. Yet, while
positioned to play a potentially critical
role in guiding the economic and so-
cial development of China, this highly
positioned group has not parlayed its
influence into organized action.

In interviews I conducted with 35
FSMs at joint ventures, wholly foreign-
owned enterprises (WFOEs), and repre-
sentative offices in Beijing, Shanghai,
Shenzhen, and Shekou, FSMs dis-
played near-universal support for in-
creased competition, greater enter-
prise autonomy, reduced government

intervention, and decentralization of

China’s economy. But, despite their
desire for change and their unique po-
tential to disseminate skills and ideas
from outside China, the FSMs per-
ceived themselves as unable to influ-
ence government policy. Certain that
their comments would not be heeded
by government officials, the managers
have not actively engaged in public ef-
forts to push for the economic reforms
they believe are crucial for China’s fur-
ther development, and have not orga-
ﬂiZ(.‘d 'dn'\‘ 1’(‘pr(‘st'nmli\'t‘ group 1o

Margaret M. Pearson

FSMs displayed
near-universal
support for
increased
competition and
greater enterprise
autonomy.

speak on behalf of their own interests.
Instead, FSMs limit their activity to
narrow attempts to wend their way
through the bureaucracy, usually with
the goal of obtaining one-time ap-
provals and favors.

Concerns close to home

While FSMs expressed belief that
broad reforms, such as foreign cur-
rency convertibility, are important,
their most passionate complaints often
centered on narrow problems. Many
of these grievances concerned bureau-
cratic limits on their flexibility to con-
duct business. Several managers who
missed important business opportuni-
ties abroad because of a six-month wait
for visas, for example, wanted the Chi-
nese government to issue exit visas
more easily. Representative office man-
agers grumbled that they had to hire

Margaret M. Pearson, assistanl professor

of government at Dartmouth College, is
the author of Joint Ventures in the
People’s Republic of China: The Con-
trol of Foreign Direct Investment Un-
der Socialism, (Oxford Press, 1991). This
article is based on her 1992 study, For-
eign Sector Managers in China.

employees—or be hired themselves—
through the Foreign Enterprise Ser-
vice Corp. (FESCO). Several com-
plained that because FESCO rarely
hires people from outside the immedi-
ate municipality, managers often
could not employ applicants they par-
ticularly desired.

Managers in joint ventures and rep-
resentative offices also complained
that they were paid less than their for-
eign counterparts. They criticized Chi-
nese government rules that cap their
salaries, and, in the case of representa-
tive offices, deny them incentive
schemes. Several managers desired lib-
eralized import and export licensing
requirements and the ability to make
direct contacts with suppliers/en-
dusers, rather than being forced to go
through foreign trade corporations. Fi-
nally, one manager bristled at the re-
strictions against direct contact with

Taiwan and South Korea, complaining

that such rules cost him good business
opportunities,

More broadly, when asked what they
have seen in the international econ-
omy that they would not want China to
adopt, virtually all the interviewees said
they saw nothing they would reject.
Two managers, however, were careful
to say that certain goods, values, and
behaviors they perceive as “foreign’™—
such as drugs, “‘lax”” sexual norms,
and prostitution—should not be al-
lowed into China. Another manager
believed foreigners should be ex-
cluded from certain ‘“‘vital’ sectors,
such as weapons development. But
these comments were exceptions and
reflected more of a desire to temper
the impact of capitalism, rather than
to reject it. Only one manager, from a
large joint venture in Beijing, specified
that socialist ownership should remain
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dominant in China. Yet when asked
which socialist model China should
adopt, he suggested the ““'market so-
cialism™ of [West] Germany!

Two other points that emerged
from the discussion of economic re-
form with FSMs are worth noting.
First, two managers, both of whom do
substantial business through govern-
ment organs, recognized that decen-
tralization, a key element of reform,
could hurt their businesses by forcing
them to find new marketing and sup-
ply channels. Nonetheless, these man-
agers were highly supportive of further
decentralization, suggesting that more
than narrow self-interest can underlie
FSMs' desire for reforms.

Second, most interviewees asserted
that their views were shared by other
managers in the foreign sector. Many
also believed that their views were
common among voung people. Only
occasionally did they perceive their
opinions as outside of (i.e., in favor of
greater change than) the norm. Sev-
eral asserted that most managers in
the State sector—although they tend
to be more protectionist—also ac-
knowledge the need for further re-
form.

Prestige without clout

While they hold strong views about
the need for change, FSMs have not
translated their opinions into pressure
for change. Most believe that effective
procedures for doing so are absent.
Said one, ““Chinese managers could
complain to the Foreign Investment
Bureau [of the Ministry of Foreign
Economic Relations and Trade
(MOFERT) |, but this is no use at all.
They would just try to explain the pol-
icy to you [rather than change it].”
Another stated, ""There is no way to
express the need for change to the
government. I don’t know what chan-
nel a person could use.”

Others agreed that there were no
formal channels through which they
could register their opinions. State en-
l(‘l‘]]]‘iﬁ(‘ Hli{l‘lllg(‘l‘s can \'()i(‘(' com-
plaints at annual meetings with their
superior ministries and through their
representatives in the National Peo-
ple’s Congress (NPC). FSMs, however,
frequently pointed out that they are
seldom included in ministerial meet-
ings and—because of suspicion of Chi-
nese who work in foreign business—
will never be represented in formal
bodies such as the NPC.

“Foreigners
should do
something to
protect Chinese
employees’
interests, and
should argue with
the government.”

They also believed that officials to
whom they might express the need for
change either do not care enough to
help, or mistrust or wish to thwart
FSMs. As one interviewee maintained,
“Itis hard for Chinese managers to ex-
press complaints because people in
government don’t have the same feel-
ings as we do and only think their way.
Maybe they will listen, but it goes in
one ear and out the other.” Another
asserted, “"The government doesn’t
trust Chinese people who work in for-
eign companies...If you work in a for-
eign company, others cannot under-
stand it. You are viewed as not being
patriotic enough...Foreigners have
power to influence the government,
but Chinese people don’t. The govern-
ment gives privileges to foreigners. But
if I were general manager of this com-
pany, the government wouldn’t con-
sider what I say. This is discrimination
against the Chinese by the Chinese
government itself.”

Although some managers conceded
that they might find a sympathetic ear
at low levels of officialdom, they ar-
gued that these low officials them-
selves have very little authority on im-
portant issues. While lower officials
can perhaps pass a suggestion up the
hierarchy, change is still unlikely to oc-
cur. And it might be risky for man-
agers to suggest changes lest they be
pegged as troublemakers

The manager who stressed the gov-
ernment’s suspicion of FSMs was so
sure of the lack of Chinese managers’

influence that he placed the burden of

pressing for change on foreign man-
agers, sharply criticizing them for not
working hard enough to effect change:
“Foreigners haven't tried their best to
change China to a more favorable
lil'l'("nl&ll'k(‘l l‘('()n()lll}' or a more free-
market view, or to make China more
humanitarian. Instead, they have

adapted themselves to doing things
the Chinese way. For example, the
Chinese authorities want to tax Chi-
nese employees in representative of-
fices...Foreigners should do something
to protect Chinese employees’ inter-
ests, and should argue with the govern-
ment. But [instead] they ury to protect
the employee by going around the
government, perhaps by just declaring
the salaries to be lower and giving em-
ployees extra funds on the side.” This
manager preferred that foreign man-
agers confront the government di-
rectly on taxation of employees and
other issues.

Some managers expressed that,
rather than urving to fight on behalf of
their own interests in China, they
would prefer to escape their problems
by going abroad. This possibility was
suggested by two managers from the
SEZs, both of whom claimed that if
things got too bad, they'd leave China.
As one said, "If I don't like it here, 1
can go to [Europe].”

Old ways linger

There is one way in which FSMs do
try to press for change, however. They
employ the traditional strategy of us-
ing personal relationships (guanxi),
sometimes oiling these relationships
with small bribes. Because foreign
companies must obtain numerous ap-
provals from officials at various levels,
and because local or national govern-
ments may be customers or suppliers,
ensuring the good graces of superior
officials can be essential for FSMs.

FSMs generally rely on their per-
sonal ties to achieve narrow goals such
as circumventing or gaining a favor-
able interpretation of a rule, assuaging
the anger of an official about past
deeds, or moving a procedure along
faster. Indeed, nearly all of the man-
agers interviewed stressed the impor-
tance of cultivating relationships with
officials. As the top manager of a small
Beijing WFOE said, I am responsible
for maintaining contacts [with na-
tional-level officials]. So I will invite of-
ficials to dinner, give them gifts such
as calendars, etc. I will also send them
brochures, and let them know that
[my company] will help China and will
raise its level of technology. There has
to be a good relationship, because the
ministry is influential in [this indus-
uy]. If they don’t like us, they may tell
potential customers that we are a bad
company, and this would be harmful.
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So, even though the ministry doesn’t
regulate us, I just want to keep them
happy.”

In another case, a WFOE manager
cultivated favorable ties with an office
in the Ministry of Metallurgical Indus-
try in a successful effort to convince
the officials to approve a new joint ven-
ture, despite an ongoing dispute with
the same office on a different matter.
Similarly, during the recession of the
late 1980s, the deputy general man-
ager of a Beijing joint venture found a
contact in the city government who
helped break an impasse with a min-
istry over payments to the joint ven-
ture.

Despite such successes, there are
drawbacks to reliance on guanxi. Chi-
nese managers rely on their connec-
tions to avoid formal rules established
by the government rather than try to
change the existing regulatory regime
through organized pressure. The pa-
tronage system makes it difficult to
muster such pressure, moreover, since
it pits managers against each other,
making it difficult for FSMs to foster
ties with their counterparts in other
companies. And while the cultivation
of relationships may be effective in
gaining a favorable outcome for the
company of the manager involved, it
may cut against expatriate managers’
efforts to incorporate foreign methods
(particularly reliance on market sig-
nals) into their Chinese operations.

Few binding ties

Consistent with their use of guanxi,
FSMs have only weak links with each
other. FSMs working in different for-
eign businesses do have some contact
through business dealings, but claim
that business competition, lack of incli-
nation, and mostly, lack of time pre-
clude them from building stronger
horizontal networks. My interviews re-
vealed no evidence that FSMs them-
selves have established formal organi-
zations of any sort to counter their lack
of cohesion. This lack of activity con-
trasts with the behavior of foreign
managers in China, many of whom
have established groups to share expe-
riences and lobby the government.

There is a formal FSM business asso-
ciation created by the government,
however—the China Association for
Enterprises with Foreign Investment
(CAEFT). To some extent, this national

association is free to operate on behalf

of its membership. Yet, at least thus

FSMs generally
rely on their
personal ties to
achieve narrow
goals.

far, CAEFI has done little to alleviate

the lack of organization or the sense of

powerlessness that characterizes FSMs.
Rather, as the “‘non-governmental
face’ of MOFERT, it plays a dual and
ambiguous role: it serves the govern-
ment’s interests while simultaneously
trying to harness managers’ participa-
tion in improving the investment envi-
ronment. [t may also pre-empt the
emergence of more independent asso-
ciations in the foreign sector.

CAEFI: MOFERT’s other face

Just one of many economic “‘associa-
tions” that have proliferated in China
since the late 1970s, CAFFI was estab-
lished in 1987 as a business association
for high-level managers in joint ven-
tures and WFOEs. Technically, compa-
nies are members, as opposed to indi-
vidual managers. Membership appears
to be genuinely voluntary, and both
foreign and Chinese managers partici-
pate in CAEFI activities. In addition,
several prominent foreign business
representatives advise the organization
as “'standing councillors.” The associa-
tion has branches throughout the
country, including Shanghai,
Guangzhou, Beijing, and Shenzhen.
Member companies pay dues, which
currently stand at ¥1,000 ($181) per
year.

Originally organized by MOFERT and
the now-defunct State Economic Com-
mission, CAEFI's top staff consists pri-
marily of retired MOFERT officials.
CAEFI's links to the government are
further evident in formal written state-
ments that outline two of its main
functions: *‘to implement government
policies, laws, and provisions relating
[to the open policy],” and "‘to publi-
cize government policies™ related to
foreign enterprises. State influence is
also reflected in one high-ranking
CAEFI official’s complaint that the gov-
ernment tries to control the organiza-
tion.

Serving managers—and the State

‘et elements of autonomy do exist

in CAEFI's functions and activities, The
organization receives virtually no gov-
ernment funds, but rather has only
membership fees at its disposal. Many
of its activities involve attempts to help
foreign-invested enterprises solve mi-
nor problems, such as facilitating the
installation of telephone lines. The as-
sociation has also aided its members in
more important ways, such as arbitrat-
ing disputes.

More significantly, the association
has represented the interests of joint
ventures and WFOLEs to the govern-
ment by conveying the problems and
complaints of its members to relevant
higher authorities, It also holds semi-
nars and retreats at which members
may question officials about policies.
The leaders of the Guangzhou branch,
for example, hold three or four meet-
ings with local officials cach year to try
to solve the problems of branch mem-
bers.

CAEFI branches have also intervened
on behalf of foreign sector businesses
in disputes with local governments.
For example, in response to the com-
plaints of its members, CAEFI's Beijing
branch effectively pressed the munici-
pal government to standardize the is-
suance of visas for FSMs to travel over-
seas on business. In another case, the
Shanghai branch strongly lobbied
against a new rule requiring foreign-in-
vested businesses to report transac-
tions that earned foreign exchange to
the State Administration for Exchange
Control (SAEC). CAEFI argued that the
rule, which would have required firms
to report each transaction, no matter
how small, was overly burdensome.
The branch successtully lobbied the
central SAEC office to adjust the policy
so that only transactions over a mini-
mum amount had to be reported, and
even then, only on a quarterly basis.

While there is no guarantee that
government officials will always listen
or respond to complaints articulated
by CAEFI, these cases suggest that the
organization does have some influence
with government officials and is willing
to use it on behalf of foreign busi-
nesses. Yet the FSMs interviewed did
not take CAEFI seriously as a channel
for putting forth suggestions or re-
dressing complaints. Some had never
heard of it, or confused it with FESCO
or MOFERT’s Foreign Investment Asso-
ciation (both of which clearly are gov-
ernment offices). Those who had
heard of CAEFI generally were unsure
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of its function, thought that its activi-
ties were trivial, or believed that it was
only for foreigners. Only two intervie-
wees saw CAEFL as a possible channel
through which they could vent their
complaints, and one felt that only mi-
nor grievances could be expressed.
Thus, while CAEFI may at times repre-
sent the interests of FSMs and their
businesses, it appears to do so with a
minimum of direct input from most
Chinese managers.

This factor, coupled with CAEFI's
close ties 1o the State, constrain its abil-
ity to vigorously pursue the interests of
FSMs and their employers. Indeed, it is
quite plausible that CAEFI might align
itself with the interests of the foreign
sector (and FSMs) on some problems,
such as the visa issue, but not on more
controversial issues, such as improving
foreign enterprise access to the domes-
tic market. While certain CAEFI efforts
to challenge government policy may
signal a potentially more independent

CAEFI does have
some influence
with government
officials and is
willing to use it
on behalf of
foreign
businesses.

role for the organization, it remains a
far cry from western-style business asso-
ciations.

Backing reform

Given what FSMs have indicated
about their beliefs in the need for fur-
ther reform, they have good reason to
back Deng Xiaoping's current reform
campaign.
strongly support calls for greater enter-

They can be expected to

prise autonomy and further *
ing" to the outside world, but, in light

‘open-

of the vicissitudes of Chinese politics
and their lack of faith in their own in-
fluence, they may be reluctant to ex-
press these views in public,

An awareness of the restraints FSMs
feel the Chinese system puts on them
can help foreign companies under-
stand the reluctance of many Chinese
managers to assert their views, as well
as their preference to use guanxi,
rather than confrontation, in their
dealings with officials on behalf of the
company. Foreign-invested enterprises
and foreign managers who work with
FSMs could offer support to their Chi-
nese managers by openly endorsing
and following up with authorities on
FSM suggestions. Bolstered by such
support, FSMs may come to play an
even more valuable role both in their
own enterprises and in China's con-
stantly evolving investment environ-
ment, %
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Squibb, Unilever...

THE CHINA-EUROPE
MANAGEMENT INSTITUTE

announces

as part of its executive development programs a two-week training
course in Chinese for senior and mid-level employees of Joint Ventures:

GENERAL BUSINESS AWARENESS

With faculty from INSEAD (France), Nijenrode (Holland) and IESE (Spain).

The objective of the program is to give Chinese staff a better understanding of how a Western
company works and why it works that way. The course will be taught through a combination of
lectures, case study discussions in small groups, and a business game (MARKSTRAT).

December 7-12, 1992
February 15-20, 1993
English with Chinese translation

December 10-16, 1992
February 22-27, 1992

(week 1 - lectures)

(week 1 - lectures)

Language
For more information please contact Ms. Suzy Bong at CEMI, tel no. 8418343, fax no. 8418412 or
write to CEMI, P.O. Box 2835, 100044 Beijing.

Companies participating in previous CEMI executive courses include: ABB, AT&T, BASF, Bayer,
BOC, Ciba-Geigy, Henkel, Hoechst Celanese, Johnson, Lever, Lufthansa, Nestle, Philips, Siemens,

Other course for employees of joint ventures and representative offices are offered; the next
training program, which is scheduled for Spring, 1993, will be a 10-day Management Insights and
Leadership Skills course in English

(week 2 - business game)

(week 2 - business game)
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FIE Labor Practices

A new Council survey reveals that shortages of employee housing and
skilled managers are top problems for foreign-invested enterprises

he end of the austerity cam-

paign in late 1991 heralded

what appears to be another

boom cycle in China's eco-

nomic performance. Deng Xiaoping's
repeated calls to speed up and deepen
economic reforms helped vault first-
half 1992 GNP 10.6 percent above the
figure recorded for the same period
last vear, and trade and investment lev-
els have also taken off. Foreign direct
investment figures for January-May
1992, for instance, show a 100 percent
increase in the number of contracts
signed over the same period of 1991,
In order to gain a better under-
standing of key issues confronting for-
eign investors, the US-China Business

John Frisbie and Richard Brecher

FIEs are located in coastal provinces

or cities.

The housing crunch

The survey very clearly indicates a
new labor concern for foreign in-
vestors: housing for local staff. Hous-
ing issues were ranked as “'serious’ or
“fairly serious’” concerns by nearly
every respondent of our survey. The
main problems center around the lack
of existing housing for Chinese em-
ployees and the cost of constructing or
renting new housing to compensate
for the shortage. The problems are
particularly acute for FIEs hiring sig-
nificant numbers of employees from
sources other than the Chinese part-

TABLE |

Top Labor Issues
on a scale of 1-4, with 1=serious and 4=no problem
Issue Average Rank
Housing 1.8
Attracting and keeping quality managers 1.9
Attracting and keeping quality sales staff 2.4
Attracting and keeping quality workers 2.5
Performance 2.7
Transferring employees to other operations 3.2
Unit cost of labor 3.3

Council early this year conducted a
survey on labor and wage practices in
foreign-invested enterprises (FIEs) in
China. Our survey sample included 31
joint ventures and 2 wholly foreign-
owned enterprises (WFOEs). All are en-
gaged in manufacturing projects and
all but two involve American multina-
tionals. On average, the projects sur-
veyed have been in operation for
nearly 4 years, with the longest in op-
eration 9 years. The majority of these

ner. Housing issues are analyzed and
explained more fully on page 26.

Staffing FIEs

Apart from housing, the survey
looked carefully at expatriate and lo-
cal staffing at FIEs. As expected, expa-
triate staff are kept to a minimum by

John Frisbie is director of the Council’s
China operations. Richard Brecher is director

of the Council’s Business Aduvisory Services.

most of the FIEs in our sample, due 1o
the expense and foreign exchange
costs of maintaining expatriates in
China. Twenty-three respondents re-
ported they have only 1 or 2 expatri-
ates on site, while 2 have no expatri-
ates at all. The remaining 8 FIEs each
have anywhere from 4-14 expatriate
staff. The position most commonly
filled by an expatriate in the FIEs we
surveved is general manager (28 re-
sponses), with technical/manufactur-
ing manager and financial manager
the next most common positions (10
and 8 responses, respectively).

The disparity in salaries between ex-
patriate and Chinese managers usually
leads to intense negotiation between a
venture's Chinese and foreign in-

The disparity in
salaries between
expatriate and
Chinese
managers usually
leads to intense
negotiations.

vestors, with the Chinese side often
pushing for the foreign company to
pick up a substantial portion of expa-
triate costs. Our survey indicates for-
eign companies had mixed success in
dealing with this pressure. In 20 of the
31 expatstaffed FIEs in our survey, the
FIE pays 50 percent or more of the ex-
patriate compensation package, and
the foreign company covers the rest.
Ten FIEs pay all expatriate compensa-
tion costs, while in five ventures, the
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foreign partner pays all the costs.

For the most part, the number of lo-
cal staff employed by most FIEs is
small compared to the number em-
ployed by Chinese enterprises in simi-
lar lines of business. In our survey, 85
percent of the FIEs have less than 450

local employees, while nearly one-half

have fewer than 150 workers. The FIEs
we questioned have hired, on average,
more employees from other work
units (61 percent) than from their
Chinese partners (39 percent). This
probably reflects our surveys’ high
proportion of “‘greenfield’” projects,
which start from scratch rather than
take over a Chinese enterprise’s facili-
ues and workers.

The FIEs™ success in hiring employ-
ees from other units was mixed. Gen-
erally speaking, in order for an em-
ployee to join an FIE, his work unit
must agree to release his dang an, or
file. This file contains the employee’s
work record and entitles him to bene-
fits accorded to workers in the State
sector. If an employer is not willing to
release the file and the employee
leaves, he loses these benefits—a risk

few Chinese are willing 1o take (see The

CBR, July-August 1991, p.20). While
80 percent of the FIEs we surveyed
said they have been able to transfer
some employees without problem,
nearly half reported that in certain
cases their efforts have been unsucces-
ful. Furthermore, one-third said they
were able to complete a transfer only
after compensating the employee’s
work unit. These payments ranged
from ¥500-8,000, with the average
around ¥1,000.

Ironically, firing employees seems to
be somewhat easier than hiring them.
Of the FIEs we surveyed, 28 have dis-
charged local employees, and only
one-quarter of the companies re-
ported resistance to the dismissals.
The objections usually came from the

FIE Wages by Region
Region Wage
Guangdong ¥845
Beijing/Shanghai 549
Other coastal locations 614
Northeast and inland 322
National average 549

local government labor bureau.

Local wages

Our survey confirmed earlier find-
ings that wages for Chinese staff vary
considerably according to type of job
and location of the enterprise (see ta-
bles 11 and III). Basically, wages tend
to be highest for managers and in ven-
tures located in major cities and in
Guangdong Province. FIEs in the

(see The CBR, January-February 1991,
p-8), we asked the FIEs whether they
had encountered pressure to control
wages of local employees. Five of them
(15 percent)—in Beijing, Chengdu,
Dalian, Wuxi, and Xian—answered af-
firmatively. This represents a marked
decrease from a Council investment
survey conducted in the spring of
1990, when 29 percent of the respon-
dents said they had experienced pres-
sure to control wages. Given the small
size of our sample, however, it is not
possible to determine whether the
wage control effort really is diminish-
ing.

Nearly every respondent in our re-
cent survey claimed that the Chinese
sought to link local manager salaries
to expatriate manager salaries during
project negotiations. However, only 23
percent ended up with any such link-
age. In these FIEs, local manager
salaries are pegged at 25-100 percent

TABLE 111

Average Monthly Wage of FIE Employees
Wage Category Management Sales Production
Base Pay ¥473.29 ¥328.63 ¥288.60
Bonus 267.67 277.05 185.60
Housing subsidy 71.21 63.54 53.80
Retirement 101.00 82.82 71.64
Other subsidies 103.19 95.56 87.33
Total pay 861.48 677.11 549.35

northeast and inland provinces have
the lowest wage rates. Our survey
vielded a national average salary of
¥549 per month (bonuses and benefits
included) for a production worker—
up from ¥508 in a 1989 Council sur-
vey.

In light of recent internal measures
aimed at limiting wage levels in FIEs

FIE Labor Union Activities

Activity Number of FIEs
Organizes recreation/cultural/social activities 25
Organizes political study 15
Negotiates and/or signs labor contracts 12
Intervenes in labor discipline cases 14
Participates in FIE board of directors’ meetings 11

of expatriate salaries, with the average
about 50 percent.

Whether or not the Chinese man-
ager’s salary is specifically linked to the
expatriate manager’s salary, it is usu-
ally higher than what would be offered
at a comparable Chinese enterprise.
However, few Chinese FIE managers
(2 out of 33 in our survey) get to keep
the entire sum. The difference be-
tween the nominal and actual take-
home salary often goes to the Chinese
partner or to the government. How-
ever, many FIEs in our survey said they
have been able to keep the differential
within the FIE by depositing the bal-
ance into the venture’s housing fund,
collective welfare fund, or some other
FIE-controlled account.

Party and trade union activities

Few of the respondents in our sur-
vey listed Communist Party or trade
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union activities in their FIEs as obsta-
cles to their ventures” operations. The
28 respondents with labor unions indi-
cate that the union’s foremost activity
involves organizing social events (see
table V). While 13 said Party activity
within their FIEs had increased over
the past two years, only 2 of these re-
spondents said that the increased ac-
tivity adversely affected their opera-
tons.

China vs. other locales

The majority—28—of the FIEs we
queried provide some form of overseas
training for their local employees. The
cost of this training typically is borne by
the FIE, though nearly one-quarter of
the FIEs reported that the foreign part-
ner picked up at least part of the costs.
In most cases this usually amounted to
less than 50 percent of the expenses,
but one company said it covered every-
thing. In no case did a Chinese partner
pay for any training costs.

Finally, we asked respondents to

Unit cost of labor
Level of performance

Cost of Labor in China vs
Cost of Labor in Foreign Countries

Higher

number of responses:

Lower Same
30 1
16 12

compare workers in their China opera-
tions with those they have hired in
other countries. As expected, the unit
cost of labor in China is almost always
lower than elsewhere. In terms of per-
formance, though, the responses were
split—about one-half said the perfor-
mance of their workers in China is the
same as or better than elsewhere, while
an equal number said it is worse.

In general, the labor situation for
FIEs in China has improved over time;
FIE autonomy over hiring and firing
decisions, the introduction of incen-

tive pay schemes, and FlE-provided
training have improved labor manage-
ment and are gradually raising perfor-
mance standards. Labor costs, more-
over, are still low compared to other
countries. But as China seeks to
change its socialized system to incor-
porate more market influences, the
cost of labor may increase, for both
new and existing projects. To compen-
sate, China will need to ensure that
FIE autonomy in labor affairs is main-
tained, so that gains in productivity

e

and performance can continue. £

Housing Local Employees

Holding on to top people is getting more expensive

he housing problems cited
by the respondents to our
labor survey have emerged
gradually over the last few
vears, and stem from joint ventures’
increasing need to hire employees di-
rectly from the labor market. Previ-
ously, nearly all of a joint venture’s
employees were hired from the Chi-
nese partner. The partner housed
these employees in its own govern-
ment-subsidized facilities, and the
joint venture paid a housing subsidy to
the Chinese partner or a municipal
bureau on behalf of these workers.
Under such an arrangement, a joint
venture's housing costs are minimal.
The amount varies from place to
place, as specified by the local labor
bureau or local investment regula-
tions. For example, Dalian’s 1988 For-
eign Investment Enterprise Labor
Management Regulations stipulate a

John Frisbie

housing subsidy of no less than ¥20
per month per employee, while Bei-

jing rules call for a housing subsidy of

¥30 yuan per month. In the Council’s
labor survey, the average housing sub-
sidy for a production worker was ¥54
per month (with a range of ¥4-114).
As long as a joint venture hires
workers from its Chinese partner, this
system works. However, over time
more and more joint ventures have re-
alized they must hire personnel from
other sources if they are to find
skilled, well-trained staff—particularly
management, technical, and sales per-
sonnel. Wholly foreign-owned enter-
prises (WFOEs), which do not have
Chinese partners, must hire all em-
ployees from other sources.
Unfortunately, once they decide to

join a foreign-invested enterprise

(FIE), employees hired from other
work units usually lose the housing

supplied by their old employers. Yet
few Chinese partners will provide
housing to these new employees, since
most Chinese enterprises are already
stretched to accommodate their own
employees and their dependents. If a
prospective employee learns an FIE
cannot provide housing, he or she
may decide not to transfer. Housing,
therefore, has become a key factor in
FIEs' ability to attract and keep tal-
ented personnel—particularly in cities
where housing is in short supply.

Buying, building, and renting

Faced with the problem of attract-
ing personnel, joint ventures are in-
creasingly turning to buying, building,
or renting housing for at least some of
their local employees. Of the 33 FIEs
we .\‘lll\'(’)'(‘(l‘ 16 have either built (8 re-
spondents), rented (4 respondents),
or purchased (4 respondents) at least
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some housing.

The cost of any of these options is
substantially higher than paying hous-
ing subsidies to one’s Chinese partner.
To determine just how expensive, we
used survey responses to calculate the
cost of building or buying housing on a
per month/per employee basis (factor-
ing in China’s 20-year amortization rate
for buildings). The resulting costs
ranged from ¥139-649 per month/per
employee, with location being the de-
termining factor (see table I). Housing
in municipalities such as Beijing,
Shanghai, and Guangzhou was clearly
more expensive (¥450-650) than in
smaller cities or towns (¥130-300 per
month).

These survey results largely corrobo-
rate China’s own published market
housing rates of ¥1,800-2,800 per sq m

in urban areas. Assuming a range of

apartment sizes from 30-50 sq m, these
prices produce an amortized per
month/per employee cost of ¥225-
583. As the average total wage bill for
production workers at the ventures we
surveyed is about ¥550 per month,
providing such employees with mar-
ket-priced housing can add 50-100

TABLE |

Cost of Building
Employee Housing
City Construction Cost

(¥/month/employee)
Beijing 446
Dalian 312
Guangzhou 539
Nantong 271
Shanghai 649
Shenzhen 206
Suzhou 139

percent to the cost of labor.

Whether these housing costs are
bearable depends upon the number
of employees that require housing
and the cost of labor as a percentage
of total production costs. A large joint
venture with several thousand workers

would likely find the extra cost of

building housing for all of its employ-
ees prohibitively expensive. Since
most joint ventures have less than 300
employees, however, providing them
with housing may not be an over-
whelming burden. The cost can also
be lessened if housing is provided only

other key positions for which competi-
tive compensation is necessary o re-
tain quality staff.

The money to build, buy, or rent
housing can come from a variety of
sources. Two common sources of at
least some funding are the joint ven-
ture's housing subsidy fund and gen-
eral welfare fund. Some joint ventures
also have used some of their renminbi
profits to invest in housing or, if the
housing problem is significant
enough, have injected additional capi-
tal to build or rent new facilities.

Leaving it up to the employee

A surprising number of respon-
dents to our survey (16) left responsi-
bility for obtaining housing up to their
employees. In nearly every case, th

joint ventures were located either in

small towns or rural locations, where
individuals find it relatively easy to lo-
cate housing, or in the newly built spe-
cial economic and economic and
technological development zones
(SEZ, ETDZ), which are located outside
urban areas and away from most Chi-
nese partners’ facilities, where em-
ployees normally would be housed.
This high response rate should not
imply that leaving housing decisions
up to individual employees is a satis-
factory way to deal with the issue; 14 of
the 16 ventures who handled the
housing issue in this way reported that
housing was a ““serious’” or “fairly seri-
ous’’ problem for their joint ventures.
Only in locations where housing is
readily available and competition for
staff not keen should an FIE consider
leaving housing decisions up to its em-
ployees; in areas like Beijing or Shang-
hai, where foreign company offices
compete fiercely for talented staff,
FIEs must address housing issues di-
rectly if they hope to attract and keep
quality people.

New territory

Foreign investors considering buy-
ing or building housing for their em-
ployees must deal with a number of is-
sues for which there is little or no
precedent. One such issue is liability—
who is responsible for losses or dam-
ages in case of accidents or natural
calamity? And what happens if an em-
ployee is dismissed and is to be trans-
ferred out of the FIE—can he be re-
moved from FIE housing if he has no
other place to live?

distribute housing to one's emplovees.
Because the main reason for building
or buying housing is to attract and keep
staff, a joint venture or WFOE can de-
velop an incentive program to facilitate
these goals. One joint venture in Bei-

jing, for instance, has a housing incen-

tive program that transfers ownership
of an aparument to the employee after a
certain number of years of service.
Prior to initiating the program, the

joint venture had difficulty keeping

staff that it had trained and devel-
oped—they were often hired away from
the joint venture by representative of-
fices that valued their training and of-
fered high salaries. After the housing
incentive program was implemented,
however, the defections stopped.
Although virtually no US company
wants to become involved in its em-
ployees’ living arrangements, the need
to go beyond Chinese partners to find
and keep quality managers and other
skilled employees is forcing more and
more investors to reconsider this posi-
tion. Prospective investors should ex-
amine the issue during the project
planning and feasibility study stage.
The Matsushita color picture-tube

Joint venture in Beijing, for example,

included funding for the construction
of two apartment buildings on site as
part of its original investment plan.
Companies considering urban loca-
tions, in particular, should consider
the housing options available and how
the issue might affect recruitment ef-
forts and operating costs.

As China tries out various housing re-
form strategies, existing joint ventures
should also expect that even subsidized
housing costs will increase. The govern-
ment has announced it will experiment
with housing reform in order to re-
duce—or eventually eliminate—gov-
ernment housing subsidies. Such a de-
velopment will necessitate wage
increases or shift the burden of rent
subsidies onto employers—including
FIEs. Shanghai has already moved in
this direction, announcing last year that
FIEs must make contributions to a col-
lective reserve fund for their employ-
ees’ housing (see The CBR, July-August
1991, p. 30). If such reforms enable
more Chinese to have control over
their housing situation, the exchanges
may eventually contribute positively to
labor maobility. In the interim, though,
the housing question will likely become
more critical for FIE personnel man-

to individuals holding managerial or Another issue to explore is how to agers. %
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FOCUS

An Environmental SOS

Beijing 1s relying on foreign funding to prevent further degradation

hina, along with 118 other
countries, participated in
the June 1992 “*Rio Sum-
mit"’ to decide the rights
and duties of all nations to achieve an
environmentally sustainable global
economy. Though the follow-up activ-

Untreated industrial wastewater is a
major source of China’s water pollution.

ities to ““Agenda 21""—the summit’s
800-page concluding document—
have yet to be clearly defined, it is
likely that at least some additional
funding will be committed to educa-

Vanessa Lide Whitcomb

Foreign-funded
programs are a
primary means
for US and other
foreign
environmental
consulting
companies and
equipment
suppliers to enter
the China market.

tion, demonstration, and technology-
transfer projects targeting global envi-
ronmental problems.

Such programs would almost cer-
tainly include China, where heavy de-
pendence on coal use and growing
use of chlorofluorocarbons has trig-
gered world-wide concern over
China’s contributions to global warm-
ing. Any new Rio-prompted initiatives
to combat such problems would join a
small but important core of foreign-
sponsored environmental projects in
China. Though few of these projects
have attracted public attention, they
provide China with crucial technology
and funding. Moreover, since Beijing
has been reluctant to commit its own
resources to encourage imports of for-
eign environmental goods and ser-
vices, foreign-funded programs are a

Associate Fditor Vanessa Lide Whitcomb
has previously written on environmental is-
sues and the World Bank program in
China for The CBR.

primary means for US and other for-
eign environmental consulting com-
panies and equipment suppliers to en-
ter the China market.

Environment vs. development

With its enormous population and
limited land area, China’s environ-
mental needs are many. Beijing’s am-
bitious development programs since
1949, however, have paid little atten-
tion to the environmental costs of de-
velopment, focusing instead on boost-
ing industrial output. As a result,
water-borne hazards such as industrial
toxins, untreated sewage, and pesti-
cide run-off are becoming increas-
ingly common throughout the coun-
try. Air-borne pollutants, such as coal
dust and other particulates, sulfur
dioxide, and ozone-depleting chemi-
cals, have also been on the rise (see
The CBR, July-August 1990, p. 32).

Mounting public concern within
China, coupled with growing interna-
tional pressure on Beijing to minimize
trans-border pollutants, however, has
begun to bring about greater aware-
ness of the fragile state of China’s en-
vironment. A recent poll by China’s
National Environmental Protection
Agency (NEPA), for example, con-
cluded that 80 percent of the 2,000 of-
ficials, intellectuals, and workers sur-
veyed in six provinces were unhappy
about the worsening environment in
China.

This growing level of dissatisfaction,
however, has not translated into
greater spending to address China's
environmental problems. There is lit-
tle indication in the Eighth Five-Year
Plan (FYP, 1991-95) that Beijing will
make environmental spending a pri-
ority. Recent discussions with NEPA of-
ficials in Beijing reveal that China’s
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spending on the environment will
likely reach 0.8 percent of GNP this
vear, a slight increase over the 0.7 per-
cent allocated in 1991, but still far
short of the 1.5-2 percent NEPA be-
lieves will be required to make a seri-
ous assault on China’s pollution prob-
lems.

8th FYP goals

According to NEPA’s 1991 annual
report, China intends to tackle a num-
ber of environmental issues during
the 8th FYP. Increasing agricultural
vields by protecting soil and water
quality, particularly in the northern
regions, will be a priority, as is protec-
tion of 87 million ha of grassland and
124 million ha of forests. Easing water
shortages and improving water quality
north of the Yangtze River will also be
a primary concern, as northern China
has 64 percent of the country’s culti-

vated land, but less than 20 percent of

World Bank
projects offer a
low-risk means of
entering the
China market, as
the Bank provides
foreign exchange
for Chinese
purchases of
foreign goods and
services.

its water resources. Provision of safe
drinking water for a greater percent-
age of the population is also expected
to become a national goal in the near

future. In addition, Chinese officials

have stated they intend to step up ef-
forts to preserve indigenous animal
and plant species, tackle marine pollu-
tion in coastal areas, and address the
acid rain problem in southern China.
Most of the government’s efforts,
however, will be devoted to easing in-
dustrial pollution, which NEPA ac-
knowledges as the major source of
China’s pollution problems.

Such lofty goals will require the out-
lay of significant funds, but as a regu-
latory agency, NEPA's funding power is
low. Rather, NEPA concentrates on de-
veloping the regulatory framework to
encourage or mandate environmental
expenditures by individual industrial
ministries, or by local or provincial
governments. This decentralized
funding means that few comprehen-
sive details are available on what levels
of foreign exchange will be allocated
to environmental projects under the
8th FYP, though NEPA estimates that

Selected Environmental Indicators

Water Pollution

The amount of human and animal fecal matter in many
of China's rivers exceeds recommended safe levels for
bathing/irrigation (1,000 per 100 ml sample) and
human consumption (0 per 100 ml sample).

River Annual mean concentration,
1987-90 (number per 100 ml sample)

Pearl River 174

Yangtze River 731

Yellow River 1,539

Air Pollution

Concentrations of air pollutants in several Chinese cities
exceed recommended annual guidelines for ambient
levels of sulfur dioxide (40-60 micrograms/cu m) and
[);-ll'li('lll'.lll".‘i (60-90 micrograms/cu m).

City Sulfur dioxide concentration, 1987-90
annual mean concentration (micrograms/cu m)

Beijing 107

Shanghai 69

Shenyang 118

Xian 95

City Suspended particulate matter, 1987-90
annual mean concentration (micrograms/cum)

Beijing 413

Shanghai 253

Shenyang 435

Xian 580

Sources: World Bank,World Resources Institute

Global Warming

China's growing contribution to global warming trends
reflects to a large degree the country's heavy dependence
on coal and increasing use of ozone-depleting chloro-
fluorocarbons (CFCs).

Leading sources of greenhouse gas emissions, 1989

United States (18.4 percent of global emissions)

USSR (13.5 percent)
CHINA (8.4 percent)
Japan (5.6 percent)
Brazil (3.8 percent)
India (3.5 percent)

Countries with the highest industrial emissions
of carbon dioxide, 1989

United States 4,869,005 million tonnes

USSR 3,804,001
CHINA 2,388,613
Japan 1,040,554
Germany 964,028
India 651,936

Countries with the highest CFC emissions, 1989

United States 130,000 tonnes

Japan 95,000
USSR 67,000
Germany 34,000
[taly 25,000
United Kingdom 25,000
France 24,000
Spain 17,000
CHINA 12,000
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Foreign Assistance to China’s
Environmental Sector

Asian Development Bank United Nations Development
Program (UNDP)

4/92: Provided $600,000 grant to
develop a national strategy on 5/90: Financed $3.41 million
global climate change. water resource management
project in North China.
2/92: Provided $500,000 technical

assistance grant to monitor and 5/90: Financed $690,000 project
protect arid and semi-arid areas in to mitigate China’s chlorofluoro-
Shanxi, Shaanxi, and Inner carbon (CFC) emissions.
Mongolia.

United Nations Environment
11/91: Provided $600,000 techni- Program (UNEP)
cal assistance grant to upgrade
environmental management infor- 12/90: Provided assistance for
mation systems in Shanghai, water management and control of
Dalian, and Nantong. water contamination in Shaoxing,

Zhejiang Province.
7/91: Provided $100,000 technical

assistance grant to reduce environ- World Bank
mental pollution in Qingdao,
Shandong Province. 6,/92: Provided $100 million to

strengthen Tianjin's environmen-
3/91: Provided $100,000 technical tal monitoring, waste disposal, and

assistance grant to boost industrial sewerage facilities under the
energy efficiency and environmen- | Tianjin Urban Development and
tal management. Environment Project.

1/91: Provided $600,000 technical 6,/92: Provided $15 million toward

assistance grant for environmental the Ship Waste Disposal Project
management and preservation of (see GEF listing).

natural resources in Hainan

Province. 2/92: Provided $110 million to

develop clean water supplies in
12/90: Approved $600,000 techni- Guangxi, Yunnan, Hunan, Gansu,

cal assistance grant for environ- Xinjiang, and Inner Mongolia

mental impact assessment and under the Rural Water Supply and

training. Sanitation Project.

Global Environment Facility 11/91: Provided $125 million to
strengthen environmental plan-

6/92: Provided $10 million for ning and provide sewerage and

coal-bed methane project. waste treatment facilities under

the Beijing Environment Project.
6/92: Provided $30 million for

ships waste project. 8/91: Provided $125 million to
reclaim desert wastelands in Tarim

6/92: Provided $2 million for Basin in western China.

study of China’s greenhouse-gas

emissions. 3/91: Provided $78 million to
upgrade water resources and

Note: This list is not intended to be urban transportation through the

comprrehensive. Liaoning Urban Infrastructure

Source: US-China Business Counal files Projec t

—

China’s total environmental expendi-
tures, as well as the funds earmarked
for imported goods and services, will
gradually increase each year of the
plan.

NEPA's outlook is surprisingly opti-
mistic, forecasting that "By the year
2000, as China’s economy develops,
environmental pollution will be basi-
cally brought under control.”” This op-
timism might reflect a naive assump-
tion that China believes it can rely on
foreign assistance to solve its environ-
mental problems. Indeed, NEPA's re-
port, which was presented as China's
official statement at the Rio Summit,
notes that “‘the international commu-
nity should provide [developing coun-
tries] with necessary financial and
technical assistance to enhance their
capabilities for participating in coop-
eration on global environment and
development.” While the interna-
tional community has already dis-
played a willingness to help China
deal with some of its environmental
problems, Beijing clearly will have to
devote more of its own resources to
complement these programs.

The World Bank’s critical role

The chief source of outside funding
for China’s environmental projects is
the World Bank, which has become
increasingly concerned about envi-
ronmental issues and the need for en-
vironmentally friendly development
over the past few years. The Bank's
current environmental lending pro-
gram in China stresses the formula-
tion of long-term programs to pro-
mote environmental protection and
conservation of natural resources, as
well as the provision of funding to
bring about shorter-term improve-
ments in these areas. Nick Anderson,
senior project officer in the World
Bank’s China and Mongolia Depart-
ment, estimates that the Bank will
spend at least $1.2-1.5 billion on envi-
ronmental projects in China over the
next 4-5 years. But Anderson cautions
that “*the amount of environmental
consulting work and equipment pur-
chases to be funded by the World
Bank are but a drop in the bucket
compared to China’s total needs.”

By early 1992, 11 environmental
projects were in the World Bank’s
China pipeline. In keeping with the
Bank’s overall strategy that “local par-
ticipation in setting and implement-
ing environmental policies will yield
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high returns,”” many of these projects
are aimed at improving environmen-
tal measures in key cities or provinces.
An example is the Beijing Environ-
ment Project, which was approved last
December. The World Bank provided
$125 million to finance hazardous
waste management, solid and liquid
waste treatment facilities, the provi-
sion of district heating, and environ-
mental consultancy services.

In June, the Bank’s executive direc-
tors approved $100 million for the
lanjin Urban Development and En-
vironment Project, which will provide
technical assistance and training to
help develop solid waste disposal,
public transport, and environmental
monitoring and management systems.
A second component of the project
will support investments in environ-
mental sanitation (to improve
drainage, sewerage, and solid waste
management) and public transporta-
tion. The project also calls for the es-
tablishment of a special fund to help
industrial enterprises finance invest-
ments aimed at minimizing the re-
lease of pollutants.

Similar projects targeting
Changchun ($120 million in World
Bank funding) and Shanghai ($150
million) are likely to come before the
board in the next 6-18 months. Both
of these projects are slated to provide
funds for consultancy services and
equipment purchases to improve wa-
ter quality, waste management, and
municipal planning capabilities. Com-
prehensive projects that will tackle
similar issues at the provincial level
are also being planned for Zhejiang,
Liaoning, and Jiangsu provinces.

Even World Bank projects not
specifically aimed at upgrading the

US companies
sold a modest
$40 million worth
of pollution
control
technology to
China in 1991.

environment now incorporate envi-
ronmental components. The Zouxian
Thermal Power Plant Project ($311
million), approved in April, for exam-
ple, includes technical assistance
funding to study the impact of ther-
mal power plants on air quality in
China’s coastal regions. Similarly, the

Jiangsu Chemical Sector Project ($100

million), which will likely be approved
this fall, includes funding to establish
a hazardous and toxic waste manage-
ment center.
Providing an entree

The impact of the Bank’s program
on China's environment cannot be
underestimated. Moreover, World
Bank projects offer foreign companies
a low-risk means of entering the
China market, as the Bank provides
foreign exchange for Chinese pur-
chases of foreign goods and services.
While some companies have com-
plained of inequities within the inter-
national competitive bidding process
guiding World Bank tenders, most
companies still look upon World Bank
projects as a means of establishing a
base for future dealings with China
(see The CBR, January-February 1991,
p. H).
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International Development Plan-
ners (IDP), a San Francisco-based
consulting firm, has participated in
several World Bank-sponsored pro-
jects in China. The company recently
won a $195,000 tender under the Bei-
jing Environment Project to study
cleaner techniques for producing
vinyl acetate, an intermediary plastic
product manufactured by a Beijing
chemical plant. Sam Tsui, IDP’s exec-
utive vice president, notes that “The
new policy direction of the World
Bank definitely opens up new oppor-
tunities for foreign environmental
companies. Even the industrial pro-

jects undertaken by the Bank now

have environmental components.”
Newcomers to China also find that
World Bank environmental projects
provide a good entree to the broader
Chinese market. Pennsylvania-based
consulting firm Four Nines, Inc., for
example, will be conducting a feasibil-
ity study on hazardous waste treat-
ment in Wuxi as part of the Southern

Jiangsu Environment Project. Though

the company has no previous experi-
ence in China, Peter Williamson, a
principal in the company, hopes that
the Jiangsu study will lay the ground-
work for other work in China. “'If we
are successful and the Chinese build a
hazardous waste facility according to
our design, we would hope to ap-
proach other provinces with the re-
sults of this pilot project.”

ADB gears for green

Another important multilateral
lender in China, the Asian Develop-
ment Bank (ADB), has been slowly re-
gaining steam since its virtual freeze
on all China projects after June 4,
1989. Like the World Bank, the ADB
provides significant project opportu-
nities for US companies, and its
agenda has begun to include more
environmental projects. Between
1988-91, six technical assistance grants
totalling over $2 million were ap-
proved for environmental programs
in China, many of which were aimed
at building the institutional capacity
for environmental planning at the na-
tional, provincial, and local levels.

In 1991, ADB staff prepared several
potential loan projects targeting the
environment in China, all of which
have yet to be presented to the board.
The Industrial Energy Conservation
and Environmental Improvement
Project, the largest of these projects, is
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aimed at implementing energy con-
servation and industrial pollution con-
trol measures in the fertilizer, cement,
and metallurgical industries. ADB fi-
nancing, tentatively estimated at $104
million, will be used in part to finance
equipment and machinery purchases
for fertilizer, cement, and iron and
steel plants.

The Qingdao Environmental Im-
provement Project will likely provide
$87 million to improve the quality of
the air and coastal waters of Qingdao
municipality. Foreign consultancy ser-
vices and equipment will probably be
required for the coal gasification, dis-
trict heating, and wastewater-treat-
ment facilities outlined in the project.
A $100,000 technical assistance grant
to prepare the project was approved
in 1991, and a $300,000 technical as-
sistance grant to boost the institu-
tional capabilities of the Qingdao En-
vironmental Pretection Bureau to
monitor and assess environmental
matters will be piggy-backed to the
project loan approval.

Over the next few years, the ADB
seems likely to approve one or two
large environmental loans each vear,
in addition to a number of smaller
technical assistance grants. In 1992,
for example, ADB technical assistance
grants for China will provide around
$3 million for five projects involving
industrial pollution control, global cli-
mate change, water pollution control,
and institutional support. In 1993, 11
separate environmental technical as-
sistance grants totalling over $8 mil-

lion are expected o be approved. Of

potential interest to US companies
are several projects targeting energy
conservation in the industrial and
power sectors, As the ADB's technical
assistance program is often used to de-
velop full-scale projects later on, the
jump in such environmental grants is
a strong indicator that more large-
scale environmental loans might soon
appear in the ADB pipeline.

Tapping the Global Environment
Facility

Two other sources of limited funds
for environmental programs, the
United Nations Environment Pro-
gramme (UNEP) and the United Na-
tions Development Program (UNDP),
may also become bigger players in
China’s environmental protection ef-
forts. UNEP, which has been involved
in a few water and desertification pro-

Investment and
sales in China’s
environmental
sector would be
enhanced by a
stronger financial
commitment by
Beijing to make
the environment a
higher priority.

jects in China, has a small annual bud-

get of slightly over $1 million for pro-
grams in the entire Asia-Pacific region.
These funds are generally not used for
equipment and consultancy services,
but instead are emploved to catalyze
action and funding from other
sources. At times, UNEP works closely
with UNDP, which has roughly $35-40
million to spend on projects in China
cach year. UNDP's 199296 China pro-
gram places heavy emphasis on envi-
ronmental projects.

Together with the World Bank,
both UNDP and UNDP are responsible
for administering projects under the
Global Environment Facility (GEF), a
multilateral effort initiated in 1990 by
a group of 24 countries, including
China. The GEF will cover the “incre-
mental costs”™ of globally friendly de-
velopment projects undertaken by de-
veloping countries. In China, the GEF
has earmarked $30 million 1o set up
monitoring programs and treatment
facilities to reduce indiscriminate
dumping of ships’ waste into interna-
tional waterways. This project, like sev-
eral other GEF proposals, is designed
to complement World Bank or UNDP
funding; the Bank’s Sichuan Gas Pro-
ject may also be financed in part with
GEF funds.

The GEF, which started out as a
heavily European initiative, now
secems headed for stronger interna-
tional backing. The facility is expand-
ing from its current 32 member coun-
tries to universal membership. At the
Rio summit, world leaders agreed to
double or possibly triple the fund’s
$1.3 billion budget (for its 1990-92 op-
erational phase), and designated the
GEF the primary funding mechanism
for projects on global climate change

and biodiversity. Nick van Praag, an
advisor to the GEF, notes that “The
GEF operational phase suggests that
countries like China and India will get
a disproportionately large amount of
resources because they use a dispro-
portionately high amount of fossil fu-
els.”

At this time, it is not clear what level
of funding—or what types of pro-

jects—will be earmarked for China

under the GEF replenishment. So far,
however, China has received $42 mil-
lion in GEF funds for three projects
(ship waste, coal-bed methane, and
greenhouse gas), while an additional
$30 million for the Sichuan Gas Pro-

ject and a biodiversity project may be

approved in the next 6-18 months.
Though the US government to date
has not contributed to the GEF, US
firms can bid on GEF consulting and
equipment tenders, which will be con-
tracted according to international
competitive bidding procedures. It is
likely that consulting firms with expe-
rience in industrial pollution abate-
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ment, marine pollution, and other
types of environmental clean-up ef-
forts will find opportunities with GEF
projects.

The US contribution

Unlike the efforts of other coun-
tries, the US government’s environ-
mental aid to China relies on bilateral
programs rather than GEF or conces
sionary funding. Until the sanction
prohibiting US Trade and Develop-
ment Program (TDP) activities in
China is lifted, the US Environmental
Protection Agency (EPA) will likely re-
main the key source of US environ-
mental programs in China.

Since EPA and NEPA, its Chinese

US-AEP has a
$100 million
budget from AID
to help boost US
exports to Asian
countries.

equivalent, signed the US-PRC Envi-
ronmental Protocol in 1980, institu-
tional collaboration between govern-
ment and academic environmental
research establishments in the two
countries has flourished. Current col-
laborative efforts under the EPA-NEPA
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protocol include environmental
health studies, water pollution studies,
marine pollution prevention, and
ozone protection.

A stated goal of EPA’s program is to
“facilitate US commercial opportuni-
ties in the field of pollution control
technology and engineering.”
Though it provides no funding for ac-
tual sales, EPA works closely with
NEPA and the industrial ministries to
demonstrate the efficacy of advanced
technologies for energy efficiency and
environmental protection. While con-
centrating on quantifying the benefits
of incorporating such technologies in
China, EPA also provides US compa-
nies in this sector with information on
opportunities in China. Dina Kruger,
manager of EPA’s coal-bed methane
project, notes that “EPA is working to
create markets in China for less-pol-
luting and more energy-efficient tech-
nologies—and US firms are well-posi-
tioned to compete in these markets.”

EPA, along with other US govern-
ment agencies, has a hand in shaping
the direction of a new US initative,
the US Asia Environmental Partner-
ship (US-AEP), which was announced
by President Bush in early 1992, To be
organized under the auspices of the
US Agency for International Develop-
ment (AID), the partnership was
formed to “encourage the sustainable
development and maintenance of en-
vironmental quality in Asia through
mobilization of US private and public
sector expertise and technology.” US-
AEP has a five-year, $100 million bud-
get from AID to help boost US ex-
ports to Asian countries, though it will
not finance sales or feasibility studies.
Instead, the program will establish en-
vironmental business centers in sev-
eral Asian cities and a professional ex-
change program to familiarize Asian
environmental planners with US tech-
nologies.

Once the program becomes fully
operational in late 1992, US-AEP is
also expected to play a clearinghouse
role to provide US suppliers with in-
telligence on specific project opportu-
nities in the Asian region—and faster
access to export financing and licens-
ing, if needed. AID restrictions on
providing funds to non-AlID eligible
countries such as China, however, cast
some doubt on how actively the US-
AEP can promote US exports to these
markets.

The US efforts to beef up American
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environmental programs in China
run parallel to attempts by other
countries. US companies, however,
cannot rely on the US government to
supply competitive financial arrange-
ments, which leaves them at a distinct
disadvantage in China. Austrian, Ital-
ian, and German companies, in con-
trast, have recently won a number of
contracts for pollution abatement
equipment, thanks to concessionary
or “'soft” loans. Tough competition
from foreign companies backed by
concessionary financing resulted in a
modest $40 million in US sales of pol-
lution control technology to China in
1991. According to the US Depart-
ment of Commerce (DOC), the US
share constituted a mere 20 percent
of China’s estimated $200 million im-
port market last year. Though DOC
ranks China 20th in terms of global
markets for environmental technolo-
gies—behind Taiwan, Singapore,
Mexico, and other countries—the
agency projects a respectable 8 per-
cent annual growth in US sales to
China in this sector between 1992-93.

Chinese officials, in contrast, ap-
pear more interested in foreign invest-
ment than in foreign sales. The China
Environmental Protection Co.
(CEPCO), for example, is keenly pro-
moting investment opportunities in
the environmental products sector.
CEPCO, which falls under the auspices
of the Ministry of Machine-Building
and Electronics Industry, is responsi-

Investment is
sought for the
production of
portable
monitoring
equipment to
measure air and
water quality, as
well as noise
levels.

ble for disseminating new environ-
mental technologies, developing new
environmental protection products,
and conducting technology transfer
deals. According to recent interviews
with CEPCO officials in Beijing, the
Chinese government is actively look-
ing for foreign cooperation in devel-
oping and manufacturing equipment
to control particulates and other
forms of air pollution, chemical and
other water-borne waste, and solid
waste. In addition, investment is
sought for the production of portable
monitoring equipment to measure air
and water quality, as well as noise lev-
els.

Beijing’s investment wish-list, for
the most part, has prompted ex-
tremely cautious interest from US en-
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vironmental companies. Most have
stayed away from investment projects,
citing concerns that China’s intellec-
tual property protection is lacking o
that they would be expected to pro-
vide advanced technologies for free—
either of which could seriously dam-
age their global market shares. Some
US companies are also wary that any
joint venture operation in China
would be forced to export its output,
rather than sell it on the domestic
market. NEPA officials confirm that
foreign ventures in the environmental
products sector are accorded little
special treatment, which suggests that
such ventures would be subject to nor-
mal Chinese restrictions on domestic

sales.

Paying now... or later?

Clearly, investment—and sales—in
the environmental sector in China
would be enhanced by greater flexibil-
ity and a stronger financial commit-
ment by Beijing to make the environ-
ment a higher priority. The current
posture of advocating greater spend-
ing on the environment only after
China is rich enough to afford the
clean-up—an attitude adopted in the
past by Japan, Taiwan, and even the
United States—won’t do much to
help prevent the continuing degrada-
tion of China’s environment or to en-
courage foreign private sector involve-
ment to help combat the problems.

But a greater commitment is un-
likely as long as Beijing single-mind-
edly pursues its industrial develop-
ment goals, with little thought of the
environmental trade-offs. The govern-
ment seems to be taking a two-faced
approach; NEPA's annual report
stressed China's great need for inter-
national financing, vet also claimed
that “environmental quality was stable
and pollution did not get worse while
GNP doubled between 1980-90""—a
statement few residents or visitors to
China during the 1980s could easily
support. Until Beijing accepts the real-
ity that China’s environment is already
paying dearly for the country’s eco-
nomic development, the country's 1.2
billion residents will continue to be
subject to unhealthy air and water.
And suppliers of foreign environmen-
tal technologies which could improve
the situation will likely have to resort
to foreign-funded projects in order to
sell their products and services to

China. it
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Saving Hong Kong'’s
Environment

Big-ticket “‘green” projects are competing with PADS for

ong known as Asia's “‘fra-

grant harbor,” Hong Kong is

rapidly acquiring a reputa-

tion for some not-so-fragrant
problems—the degradation of its air
and water. Each day the territory’s 6
million residents generate 23,500 tons
of general municipal waste, along with
2 million tons of sewage and industrial
wastewater. Enough toxic metals are
dumped daily into Hong Kong's har-
bor to construct one of its famous
double-decker buses. Though the
economy may be booming, Hong
Kong's environment is paying the
price,

The Hong Kong government, how-
ever, has adopted a comprehensive
plan to combat the territory’s most
pressing environmental problems.
The plan calls for estimated public ex-
penditures of $4 billion (all figures are
in US dollars) up to the year 2000.
This level of spending could translate
into sizable purchases of foreign tech-
nologies in the next few years, particu-
larly from US firms, which already
command a 20-percent share of the
environmental technologies market in
Hong Kong. The bulk of the new op-
portunities will be in the treatment
and disposal of solid and liquid wastes,
but there likely will be need for other
environmental services as well.

Getting tough on polluters

Between 1980-92, the Hong Kong
government issued five major pollu-
tion control regulations to deal with
waste, water pollution, air pollution,
noise control, and protection of the
ozone laver. According to Paul

government funding

Henry S. Richmond

Foreign-sourced
products and
services are
anticipated to
account for about
80 percent of
environmental
expenditures
undertaken in the
white paper plan.

Holmes, acting assistant director of
the government’s Environmental Pro-
tection Department (EPD), the laws
are enforced “vigorously, but not yet
comprehensively.”

In 1989, the government stepped
up its environmental efforts with the
issuance of its “"White Paper on Pollu-
tion,”" the basis for a comprehensive
10-year plan to restore the territory’s
environment. The impetus for the pa-
per was the realization that Hong
Kong’s air and water quality had dete-
riorated to near-crisis proportions.

Henry S. Richmond, a commercial officer
in Hong Kong for the US and Foreign
Commercial Service (FCS) for the past three
vears, holds an MA in development eco-
nomics from the East-West Center in Hon-
olulu, Hawai. Prior to joining FCS, he
spent 10 years in Asia working for a num-
ber of US companies.

The plan calls for the adoption of new
environmental legislation and pro-
jects, and includes over 100 separate
environmental initatives. Thus far, vir-
tually all of the plan’s legislative goals
have been implemented, along with
many of the initiatives. In 1991, for ex-
ample, the Water Pollution Control
Ordinance was strengthened by the
introduction of a memorandum set-
ting new minimum requirements for
effluent discharges.

As Hong Kong's environmental
equipment and services industry is rel-
atively undeveloped, foreign-sourced
products and services are anticipated
to account for about 80 percent of en-
vironmental expenditures undertaken
in the white paper plan. In particular,
low-waste industrial processes, pollu-
tion-abatement equipment, new chlo-
rofluorocarbon (CFC)-free solvents,
recycling and recovery systems, and
extensive engineering and design
work will probably be demanded.
Other promising areas for US compa-
nies include the provision of low-emis-
sion motor vehicles and low-noise con-
struction equipment,

Noise-reducing barriers for roads
and railways are also being targeted;
the Kowloon-Canton Railway, for in-
stance, is spendiag $64 million o in-
stall such barriers. Hong Kong's EPD
believes there also will be a growing
demand for asbestos consultants, con-
tractors, and laboratories to support
new asbestos abatement laws,

Setting priorities
In a city where 21 million plastic
bags are disposed of daily, the Hong
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Kong government has given highest
funding priority to solving the terri-
tory's solid waste problems. The white
paper plan allocates roughly $2 billion
for the construction of new landfill
sites between now and the year 2000,
but acknowledges that the current vol-
ume of solid waste threatens to over-
whelm the territory’s existing landfills
before new ones can be added. The
government has spent $1 billion thus
far to improve solid waste disposal fa-
cilities, including a pilot program to
recycle construction waste into the
port and airport development scheme
(PADS) land reclamation works. Such
efforts have had a limited impact, how-
ever, as Hong Kong's volume of over-
all waste doubled between 1991-92.
Currently, old, inefficient landfills
and incinerators located within the
commercial centers of Hong Kong are
being shut down and replaced by a se-
ries of refuse transfer stations. By next
year, these stations will begin to supply
waste to the first of three environmen-
tally sound landfills located in remote
areas of the New Territories. These
landfills will supposedly be able to
control methane and leachate leak-
ages. Each will be able to accommo-

date between 35-57 million tons of

refuse, which should be sufficient ca-
pacity to last one or two decades.

US companies have been quick to
capitalize on the opportunities pre-
sented by Hong Kong’s waste disposal
goals. Texas-based Browning-Ferris
Inc. teamed up in 1990 with Swire,
one of Hong Kong's oldest trading
houses, to win an estimated $90 mil-
lion bid to supply two refuse transfer
stations. American consulting compa-
nies such as Camp Dresser McKee,
Donohue (now part of Waste Manage-
ment Inc.), and Black & Veatch have
also won lucrative Hong Kong con-
tracts in the past two years, for the de-
sign of solid waste disposal systems.

Tackling air pollution

Some early successes have also
been apparent in the war against air
pollution. In 1990, the government's
Air Pollution Control Ordinance
(APCO) was tightened considerably to
limit the sulfur content of coal for in-
dustrial use to 0.5 percent, a sharp de-

crease from the previous average of

2.5 percent. The amount of sulfur
dioxide in the air has since dropped
by more than half in most areas, and
up to 80 percent in certain industrial

A top priority is to
safely dispose of
the 110,000 tons
of chemical
waste generated
by Hong Kong'’s
manufacturing
firms each year.

zones. APCO also called for the intro-
duction of unleaded fuel at all filling
stations as of April, 1991. Though ini-
tial use of unleaded gas reached 70
percent for private cars, usage levels
have now dropped to about 40 per-
cent, largely because old habits die
hard; consumers continue to perceive
leaded fuel as delivering more power.
To date, ambient lead levels have not
dropped very much, though there is
some hope that new EPD rules allow-
ing new car registration only for vehi-
cles fitted with three-way catalytic con-

verters will encourage the use of

unleaded gas.

APCO’s regulations also call for
tight controls on the clean up of as-
bestos, a hazard primarily found in
Hong Kong's construction and energy
sectors. US firms, however, have been
slow to cash in on asbestos-removal
opportunities, and much of the work
has been contracted locally.

On other environmental fronts,
Hong Kong has made less progress.
Though EPD air quality standards are
stricter than those in the United
States, air pollution remains a prob-
lem. Joggers, for example, risk lung

damage by exercising in most parts of

the territory, as particulate and nitro-
gen dioxide levels consistently exceed
EPD safety levels. Strict rules on CFC
emissions can claim at least partial suc-

cess for reducing the amount of

ozone-depleting substances Hong
Kong releases into the atmosphere,
though the decline also stems from
the fact that heavy CFC-producing in-
dustries are leaving Hong Kong for
less-regulated places nearby, including
southern China.

Treating chemical waste

Another priority outlined by the
government’s plan is to safely dispose
of the 110,000 tons of chemical waste

generated by Hong Kong's manufac-
turing firms each year. Few residents
feel comfortable swimming in Hong
Kong's murky waters, even in the
more remote countryside beaches.
Though safe drinking water is not gen-
erally a problem in Hong Kong, indus-
trial wastes can cause serious health
problems for those who eat local shell-
fish. Mussels collected on one of Hong
Kong's beaches last year, for example,
were five times more toxic than the
maximum international limits.

Under the tough new laws man-
dated by the government’s white pa-
per, the EPD will monitor the transfer
of chemical wastes from their point of
generation to their final disposal at a
chemical waste treatment plant to be
completed in late 1992 on Tsing Yi Is-
land. US companies bid actively on
the treatment plant, with Waste Man-
agement Inc. winning the $125-mil-
lion contract to build the facility.
Once the Tsing Yi waste treatment
plant becomes operational in 1993,
the EPD will also require specific in-
dustries, such as those using electro-
plating and other metal-processing
techniques, to adopt metals recovery
systems to reduce the amount of toxic
metals released as effluent.

Cutting sewage funds

Improvement of Hong Kong's anti-
quated sewage system, which currently
allows over 1 million tons of untreated
sewage to be dumped each day into
Victoria Harbor, was also designated a
priority by the government in its white
paper. To the dismay of tourists and lo-
cal residents, however, a program to
tackle the pollution problem in the har-
bor has been delayed until 1997, due to
“lack of resources.” Thus far, only $10
million of the $133 million minimum
called for in the white paper for the
harbor cleanup has been committed.

Other sorely needed sewage pro-
grams are also at risk, as PADS fund-
ing seems to be pre-empting environ-
mental funding. At the same time,
legal measures to clamp down on wa-
ter polluters by making all of Victoria
Harbor a water control zone—where
any dumping would land the offender
in jail—have been postponed from
1993 1o 1997. The harbor’s east and
west buffer areas, however, will be de-
clared water control zones in 1993,

Most of the money needed to
tackle Hong Kong’s water problems
would be used to develop a sewage
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network to treat and dispose of water-
borne pollutants. This capacity will be-
come increasingly critical in the next
few years, as the completion of the
PADS project is certain to alter water
flow in the harbor, leaving toxic pollu-
tants and sewage trapped along the
densely populated shoreline. As origi-
nally outlined in the government
plan, the sewage program is to be im-
plemented in two stages, each costing
over $1 hillion. The “Sewage Master-
plan’ is concerned with the collection
of sewage, including rehabilitation of
the present system. The "‘Sewage
Strategy Scheme,” on the other hand,
focuses on construction of treatment
plants and the ultimate disposal of
clean human, animal, and vegetable
wastes through a deep ocean outfall
into the South China Sea.

The Sewage Masterplan is partially
underway, involving mostly UK com-
panies, but the Sewage Strategy
Scheme has been put on the back
burner due to lack of funds. However,

The money to
undertake both
PADS and the
environmental
projects is there,
at least on paper.

the Hong Kong government is taking
a hard look at funding the scheme
through a special sewage disposal
charge to be levied on taxpayers and
polluters. The government is also re-
portedly considering establishing a
wholly government-owned ‘‘sewage
corporation”” which would charge
user fees for its services, If a decision is
reached to move ahead with one of
these plans, there likely will be signifi-
cant sales opportunities for US engi-
neers and contractors, as well as for
suppliers of pipes, pumps, valves,
screens, and other equipment.

Breaking into the suppliers’ circle

US companies generally appear
quite optimistic about their chances of
winning environmental contracts in
Hong Kong. Up until a few years ago,
such optimism would have been rare,
as British engineering firms based in
Hong Kong had long maintained a vir-
tual stranglehold on the consulting
and supplier markets for the govern-
ment's few capital works projects. Nor
were there any legal incentives to en-
courage industry to pay for equipment
that limits pollution at its source. But
now, the size of Hong Kong's proposed
environmental agenda requires a
much wider pool of potential suppliers.

Procurement of environmental
cquipment and instruments is con-
ducted by the Government Supplies
I)('p;ll'inu'nl (GSD), which operates
without any detectable national bias.
Indeed, US contractors currently oc-
cupy the top selling position, supply-
ing 30 percent of GSD's purchases in
all sectors.
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At the same time, US companies
have become more adept at bidding in
Hong Kong over the last few years. In
many cases, successful bids have been
made by US companies that have
formed strategic alliances with local
British or Hong Kong companies.
Black & Veatch, for example, worked
with Balfours to design a refuse trans-
fer station in Sha Tin; Greiner Engi-
neering joined with Maunsell to pro-
vide environmental planning for the
new Chek Lap Kok airport; and Par-
sons Brinckerhoff collaborated with
Haswell on tunnelling work for the
new sewage lines. An added benefit o
this approach could be the chance to
re-export US technologies to newly

US companies
without local
partners should
assume that they
will be at a
competitive
disadvantage in
the public
procurement
process for
environmental
services

emerging economies in nearby Macao,
China, Thailand, Malaysia, and In-
donesia through a Hong Kong partner.

US companies without local part-
ners should assume that they will be at
a competitive disadvantage in the pub-
lic procurement process for environ-
mental services—to date, no solo US
bid seems to have been successful. To
improve their chances of winning,
solo US firms must be able to demon-
strate visible superiority over local
firms in terms of price, design, and
technical expertise. For sales to the
private sector, US companies will also
have to do a good job of demonstrat-
ing the efficacy of their technologies.

A number of specific opportunities
exist for US companies interested in
participating in Hong Kong’s environ-
mental agenda (see list). The EPD has
asked for the US Consulate’s help in

Major Waste Disposal Projects
Planned for Hong Kong

Refuse transfer stations to be developed under design-build-operate contracts

1993
Sha Tin: $28 million capital cost, $5 million/year operating cost
Island West: $86 million capital cost, $4 million /year operating cost

1994

Yuen Long: $17 million capital cost, $3 million /year operating cost
Kowloon West: $51 million capital cost, $4 million/year operating cost
Outlying Islands: $13 million capital cost, $2 million/year operating cost

1995 and beyond

North Lantau: $51 million capital cost, $4 million/year operating cost
Tai Po: $13 million capital cost, $2 million/year operating cost

Tuen Mun: $13 million capital cost, $2 million/year operating cost

Landfills to be developed though long-term design-build-operale contracts

1992
Western New Territories: $405 million capital cost, $10 million/year op-
erating cost

1993

Southeast New Territories: $413 million capital cost, $15 million/year
operating cost

Northeast New Territories: $236 million capital cost, $9 million/year
operating cost

Other waste facilities and programs

1992-95
$26 million facility to separate material that can be used for land recla-
mation from the 16,000 tons of waste delivered daily to Hong Kong's
landfills

1992-97
$125 million to ensure safety at existing landfills and plan for future ben-
eficial uses of landfill areas

1993-95
$21 million centralized incinerator facility for hospital waste and animal
carcasses

1995 and beyond
$35 million conventional municipal waste incinerator to serve the entire
territory

For more information, contact:

Mike Stokoe

Deputy Director, Environmental Protection Department
Southern Centre, 28th Floor

133 Hennessy Road

Wanchai, Hong Kong

Tel: 852/835-1003

Fax: 852/838-2155
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introducing American expertise in the
disposal of sludge, medical waste, and
radioactive materials. While these op-
p()]“l'lll]ll
the solid waste and sewage projects,
they still present good business. And,
as most of Hong Kong's needs in these
areas involve sales rather than build-op-
crate-transfer investment, little capital
expenditure—and therefore, little
risk—is involved.

Another area for American suppli-
ers to target is the private market for
compact-sized pollution abatement
equipment, which could grow 1o
around $150-250 million annually. De-
mand for devices such as ion-ex-
('h;mgt' T'(‘('(]\'t‘r}' S)'Sl('[n.‘i Lo T('(‘}\})l'lll‘("
toxic metals from textile dyeing and
electroplating facilities is expected to
skyrocket once the government begins
to enforce its current environmental
laws—perhaps with stiffer fines—in
the next year or two. When this hap-
pens, there will be thousands of firms
seeking effective, low-cost (under
$10,000) pollution-control units that
will fit into 50-100 sq ft spaces on the
upper levels of multi-story industrial
buildings. Though Chinese firms cur-
rently dominate the market for this
equipment, US products could com-
pete if they were well-engineered and
competitively priced. The top need is
for clean technologies at the ““front-
end” of the manufacturing process—
an area where US companies are far
ahead of the Chinese competition.

Charting a course

The future of environmental pro-
jects in Hong Kong—and the future
of Hong Kong's environment itself—
boils down to whether adequate re-
sources will be allocated and used.
The Legislative Council, which has be-
come increasingly sensitive to the
growing public dismay over open sew-
ers in the territory’s new towns, is
pushing harder for more pollution
controls and the money to support en-
vironmental measures. Estimated pub-
lic spending on the environment in
1992 will be about $300 million—
about 1-2 percent of public funding.
By comparison, PADS funding will
comprise about 25 percent of the gov-
ernment’s total spending this vear.

Yet the money to undertake both
PADS and the environmental projects
is there, at least on paper. The Hong
Kong government's March 1992 bud-

s are not of the magnitude of

US suppliers with
their own financing
packages will find
themselves
welcomed with
open arms.

lion in cash reserves when the terri-
tory becomes a Special Administrative
Region (SAR) of China on July 1,
1997, Similarly impressive amounts
are stashed away in other government
reserve accounts. After deducting the
$3.2 billion which must go to the SAR
government according to the terms of
the Airport Memorandum signed by
Britain and China in September 1991,
there's still plenty of money left to do
the environmental job, as well as to
build the new port and airport. But as
the government’s policy is to link
spending to annual GDP growth, the
annual pie is small—and PADS takes a
big bite. The result is limited funding
each year for environmental pro-
jects.Whether the money for the
Sewage Strategy and the other compo-
nents of the white paper is, in fact,
forthcoming depends to a great ex-
tent on the desires of the Hong Kong
population. If they choose to stick
rigidly to Hong Kong’s traditional lais-
sez-faire philosophy, which tends to
put profits ahead of other considera-
tions, prospects are grim indeed; the
only green left in the territory’s future
may be its banknotes. The only way
the EPD can carry out its mandate is
with community support and funding
from the legislature.

There have been some recent indi-
cations that some of that support may
be forthcoming. The Royal Hong Kong
Jockey Club—a private club supported
by Hong Kong's elite—has thrown its
considerable financial weight behind
an impressive environmental educa-
tion program in the local school sys-
tem, as well as a public awareness cam-
paign on the environment. Moreover,
16 of Hong Kong's most prestigious
hongs, or trading companies, have
formed the Private Sector Committee
on the Environment, which is tasked
with exploring the role of market
forces in cleaning up Victoria Harbor.
In Kowloon's City Polytechnic, the

highly successful Centre for Environ-
mental Technology, a showcase for
technology and equipment needed by
the thousands of small, family-owned
and managed manufacturing firms
that are the backbone of the territory’s
economic muscle.

Regardless of the role of local busi-
ness, US suppliers with their own fi-
nancing packages will find themselves
welcomed with open arms at the EPD’s
offices. Those seeking financial assis-
tance may find some help at the US
government’s Export-Import Bank (Ex-
imbank), which can provide fixed-rate
loans and loan guarantees for US com-
panies bidding on foreign contracts.
Eximbank officials, however, have re-
ceived no requests for export credits
for Hong Kong's environmental pro-

jects, largely because the projects so far

have been few and relatively small. If
the $2 billion sewage scheme goes
ahead, however, the size of its compo-
nent projects may warrant Eximbank
SUpport.

Forging links with China

A final factor likely to play an in-
creasingly important role in Hong
Kong's decisions on the environment
is the growing interdependence of the
cconomies of Hong Kong and China
as the territory approaches its 1997 re-
version to mainland sovereignty.
Though Beijing has persistently stated
its fears that the PADS project will de-
plete Hong Kong's financial reserves,
it has been fairly quiet on the terri-
tory's environmental spending plan.
Of greater concern to Beijing than the
cost of the plan seems to be the pro-
posal to release treated sewage into
Chinese territorial waters.

At the local level, environmental offi-
cials from Hong Kong and South
China have held several meetings in re-
cent months to discuss mutual prob-
lems and solutions, a sign perhaps that
both parties recognize that action is
needed now to preserve the environ-
ment that Hong Kong and southern
China share. As technologies and
equipment to make Hong Kong's in-
dustry more environmentally friendly
have direct applications in the main-
land, Chinese interest in Hong Kong's
plans is both warranted and promising.
US companies participating in Hong
Kong's environmental programs,
therefore, may find they can also ad-
vance themselves in the environmental

get forecast projected nearly $10 bil- committee is also supporting the market in China. 5
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Hong Kong Scenarios

The territory’s future may be murky but one thing is clear—Hong Kong is
changing in fundamental ways

he autumn of 1992 finds
Hong Kong in a relatively
upbeat mood. Hard-line of-
ficials in Beijing have been
thrown on the defensive by Deng Xi-
aoping’s push for more rapid reforms

and praise for Shenzhen—a show of

support that should bode well for
Hong Kong's economic future. But
the volatile swings in Hong Kong's
morale over the past decade belie the
fragility of the current confidence. In
order to better predict whether—and
why—Ilong-term confidence is war-
ranted, it is necessary to identify and
evaluate the underlying factors that
will shape Hong Kong's future in the
coming decade.

Ultimately, these factors point to
two possible scenarios: one cautiously
optimistic, and the other more pes-
simistic. At the present time it is im-
possible to state with certainty which
will be borne out. But one thing is
clear: Hong Kong will operate in an in-
creasingly Chinese fashion in the run-
and after—its July 1997 rever-

up Lo

sion to the People’s Republic of

China. Foreign companies operating
in the territory should expect a decline
in the professionalism of Hong Kong's
civil service, an increase in corruption,
and a greater mainland presence in
key sectors of the economy. Beyond
these common features, however, the
two scenarios differ considerably.

Reasons for optimism

Eight basic factors contribute to
the view that Hong Kong will maintain
its political stability and economic vi-
tality both before and after its transi-
tion to Chinese sovereignty. Most of
these factors stem from the territory’s
importance to the mainland’s national
and economic goals. They include:

Kenneth Lieberthal

Foreign companies
should expect a
decline in the
professionalism of
the civil service,
an increase in
corruption, and a
greater mainland
presence in key
sectors of the
economy.

* Increasing autonomy of Chinese
localities

China’s reforms have substantially
transferred power, especially over eco-
nomic matters, to provinces and their
subordinate cities and counties. All in-
dications suggest that this process will
continue long into the future. Guang-
dong Province has perhaps gained
more from this decentralization than
any other area, and its growth is inte-
grally connected to the Hong Kong
economy, very much to the benefit of
both sides (see The CBR, May-June
1992, p.13).

A question of major importance is,
therefore, whether Guangdong will
continue to enjoy the freedom to inte-

Kenneth Lieberthal is a research associate
and professor of political science at the Cen-
ter for Chinese Studies at the University of
Michigan. His most recent book, co-au-
thored with David Lampton, ts Bureau-
cracy, Politics and Decision Making in
Post-Mao China (Berkeley Press, 1992).

grate its economy with Hong Kong's.
The period since June 1989 has put
this issue to a stringent preliminary
test; after former Communist Party
Secretary Zhao Ziyang—Guangdong's
chief patron in Beijing—was removed
from power, Guangdong successfully
argued that its own stability was con-
tingent on the continued expansion of
ties with Hong Kong. Guangdong also
blocked Beijing’s efforts to insert a
northerner into the province’s upper
leadership echelons. By early 1992,
paramount leader Deng Xiaoping was
hailing Guangdong as a model for
China’s opening to the outside world.

Beijing has been constrained in its
approach to Guangdong because the
province generates substantial hard-
currency earnings and because the
central government fears the potential
social disruption a severe downturn in
the Guangdong economy might pro-
duce. Guangdong’s dynamism has, in
short, reached the stage where Beijing
can apply strong controls only at major
cost to national priorities. As Guang-
dong’s well-being is in turn dependent
on Hong Kong's, Beijing must also be
careful in its approach to the territory.
* Desire for stability

To date, both Hong Kong and
China have taken care to maintain sta-
bility during the transition period.
Each side is pursuing a policy that in-
volves more than a litde brinkmanship,
as each tests the resolve of the other on
economic and political matters. The
transition period, therefore, undoubt-
edly will witness one “‘crisis” after an-
other, along with considerable tension
between the two sides. But the record
so far—including the various agree-
ments over the airport development
project—suggests that both Hong
Kong and Beijing are keenly aware of
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the importance of not letting tensions
get out of control. Though misjudge-
ments certainly remain possible, each
side has a sober understanding of the
enormous stakes involved, and this
awareness should provide some basis
for confidence about the future.
» Elite links

A prosperous Hong Kong is in the
personal interests of powerful main-
land figures, many of whom have par-
ticipated directly in China’s forays into
Hong Kong's economy. China’s busi-
ness activities in Hong Kong have
taken many forms, including pur-
chases of property, investments in
firms, establishment of banking ser-
vices, and development of trading
companies. Although it is impossible
to obtain precise figures, it is estimated
that Chinese investment in Hong Kong
totaled $15 billion by the start of 1992.

These investments have given
many Chinese mainland entities—in-
cluding government units, enter-
prises, and individual officials—a con-
interest in
continued well-being. Perhaps even
more important, however, a good
number of China’s key ruling families
have children who have obtained lu-
crative positions in the Hong Kong
cconomy. These personal family inter-
ests provide some assurance that Chi-
nese leaders will not deliberately kill
the goose that lays the golden eggs in
their own personal nests.
* Growing foreign protectionism

For purposes of foreign trade,
China counts on other countries re-

crete Hong Kong's

garding Hong Kong as a separate tar-
ilf area, particularly when it comes to
the negotiation of controlled-market

agreements, such as textile quotas. It
will remain very much in China’s in-
terest to maintain a Hong Kong econ-
omy sufficiently distinct from its own
so that other countries—especially the
United States—will not feel com-
pelled to fold Hong Kong into their
agreements with China. In the years
following 1997, China will almost cer-
tainly try to avoid measures that would
trigger international actions to take
away Hong Kong's separate treat-
ment, such as nationalization of for-
eign enterprises.
¢ Growing clout of Hong Kong busi-
ness leaders

Hong Kong businesspeople who
have promoted economic ties with the
mainland look forward to being a part
of the ruling elite in Hong Kong after
it reverts to Chinese sovereignty. These
individuals, such as Y.K. Pao, Gordon
Wu, T.S. Lo, and T.K. An, are by no
means Beijing’s stooges—they are as-
tute and highly successful entrepre-
neurs who have made their fortunes in
Hong Kong's free-wheeling capitalist
economy. They seek to maintain this
type of economy after 1997, and to
date, the leaders in China have shown
considerable desire to court them.
* Desire to maintain flow of foreign
technology and investment

Hong Kong provides skills that are
critical to China’s foreign trade, even
though foreigners may now deal di-
rectly with endusers and suppliers in
the mainland. Indeed, many compa-
nies that focus on trade with China
have established their regional head-
quarters in Hong Kong, as the terri-
tory's financial institutions, transport
facilities, and communications capa-

Fearful of Beijing’s intentions, an alarming number of Hml{;r Kong’s professionals have been
seeking to emigrate since 1989.

bilities make it a more efficient place
from which to run their China activi-
ties. If Hong Kong’s business infra-
structure were to erode, no city in
China could replace it any time soon.
* Emergence of Greater China

One of the main goals of the cur-
rent Chinese leadership is to bring to-
gether “Greater China’—the PRC,
Hong Kong, Taiwan, and Macao—into
one economic and sovereign entity.
Hong Kong is one of the key pieces in
this puzzle; Taiwan, the other. The
PRC's policies toward Hong Kong are
immediately felt and understood in
Taiwan, and policies that undermine
Hong Kong's free economy will have
adverse effects on Taiwan’s attitude to-
ward the mainland.

Simply said, Beijing seeks a rela-
tionship with Taiwan similar to those
it will have with Macao and Hong
Kong: a high degree of local auton-
omy and the preservation of different
social, economic, and political systems
in exchange for recognition of Bei-

jing’s sovereignty. Should Beijing fail

to effectively implement this policy in
Hong Kong, the PRC leadership’s
prospects for reunification with Tai-
wan will become dim.

Aside from considerations of na-
tional pride, reunification with Taiwan
is important to Beijing because Taiwan
would immediately become China’s
wealthiest province. Even more impor-
tant, Taiwan's businesspeople have ac-
quired knowledge and skills that are
crucial to China's economic develop-
ment. The incentives not to run afoul
of Taiwan’s sensibilities, therefore, are
very powerful in shaping Beijing’s con-
duct toward Hong Kong.
¢ Fear of alienating Japan

The large amount of Japanese in-
vestment in Hong Kong provides Bei-

jing with another incentive to make

Hong Kong a successful example of
the “one country, two systems’’ for-
mula. Stability and prosperity in Hong
Kong will reflect well on the reputa-
tions of Chinese leaders, while large fi-
nancial losses in Hong Kong could
have adverse repercussions for Japan-
ese economic ties with the mainland.

Japanese firms are generally prudent

investors, and their recent plunge into
Hong Kong suggests that they feel the
territory has a solid future (see The
CBR, May-June 1992, p. 1T

The above eight factors establish
two basic points. First, China’s leaders
have very strong incentives to maintain
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the stability and prosperity of Hong
Kong, and they are well aware of the
importance of doing so. Second, basic
underlying trends, such as the devolu-
tion of economic decisionmaking,
work in Hong Kong's favor and link it
closely to one of the fastest growing
economic regions in the world.,

Factors calling for a cautious outlook

Despite these forces working in
Hong Kong's favor, many things could
go wrong. The major dangers to the
territory’s future stem not so much
from malevolent decisions made by
Beijing, as from the dynamics of the
Chinese system and the transition pe-
riod itself. These factors include:
¢ Brain drain

Fears of an uncertain future are
prompting many Hong Kong Chinese
to try to obtain foreign passports. The
rate of emigration during 199091, for
instance, exceeded 1,200 people per
week. Unfortunately for Hong Kong,
a substantial proportion of those who
are leaving are bilingual professionals
who have critical management skills.
Large losses of bank managers, for ex-
ample, are weakening the Hong Kong
banking system. Secondary and ter-
tiary schools are losing much of their
academic staff—to the point where
the territory’s ability to continue to
train new generations of white-collar
workers is beginning to become ques-
tionable. There are also fears that
much of the territory’s legal establish-
ment might go elsewhere during the
coming five years. An independent,
rigorous court system has been critical
to Hong Kong's economic strength
over the decades, and a decline in the
Judiciary system would diminish the
attractiveness of the territory as a fi-
nancial and business center.

Hong Kong's 175,000-strong pro-
fessional civil service is another previ-
ous strength of the territory that is be-
ginning to wane. London will allow
50,000 of these individuals and their
families to obtain right-of-residence in
the United Kingdom after 1997; there
is already talk of the resentment and
back-biting this measure will produce
as 1997 draws nearer and many civil
servants must come to grips with the
reality that their bosses will leave—but
they themselves may not. Clearly,
there is a danger that at some point
those left behind will seek to make
deals that will give them a “leg up”
with the Chinese after the transition.

This possibility becomes particularly
worrisome when applied to the police
and customs administrations and to
the intelligence apparatus.

¢ Political instability in China

Mainland politics will play a critical
role in Hong Kong’s future, and the
Chinese political system currently is
not in good shape. Formally retired el-
ders in their eighties effectively have a
stranglehold on decisions of major im-
portance. Throughout China there is
dissatisfaction with this situation—and
great uncertainty about what will fol-
low it.

Popular discontent, however, need
not necessarily lead to political chaos.
China’s formidable military and po-
lice forces abhor instability and popu-
lar unrest. The Chinese people as a
whole, moreover, seek a strong and
unified state; there is little support for
dissolution of the country itself. The
country’s tumultuous modern history
has also created a population that
fears the breakdown of public order.

Still, two factors in particular bode
ill for the coming years in Chinese pol-
itics. First, there is no formal mecha-
nism to govern the selection of a suc-
cessor when Deng Xiaoping exits the
scene. Severe political infighting is a
virtual certainty. The question is
whether the battle can be kept behind
closed doors so that a reasonably
united front is presented to the popu-
lace. If this can be done, basic political
stability is likely to be achieved. If,
however, the leadership becomes
openly divided, the security forces
might be paralyzed by uncertainty over
how to respond. The result could be
upheaval among the urban populace,
and China could experience a period
of dramatic social and political unrest.

The second broad problem is that
the Chinese political system has be-
come relatively undisciplined and cor-
rupt in recent years. The deteriora-
tion of the political apparatus has not
only prevented conservative forces
from cracking down as they have
wished since 1989, but will probably
also inhibit reformers from imple-
menting a sustained, coherent pro-
gram if they should emerge victorious
from the 14th Party Congress this fall.

This situation could have several

consequences for Hong Kong. First, if
reformers were to seize the reins of

power in Beijing and announce bold

new reforms, Hong Kong's level of

confidence would rise very rapidly,

perhaps even producing a period
marked by near-euphoria. There
seems to be a mild case of this now.
Corruption and lack of discipline,
however, would probably prevent the
reformers from sustaining a coherent
program—and this might deepen the
sense of malaise in Hong Kong.

Second, major upheaval during an
unresolved succession could hurt the
Chinese economy and might send
waves of refugees streaming into
Hong Kong. The uneven economic
development of different parts of
China—combined with Beijing's dete-
riorating capacity to limit population
growth and movement—threatens to
spark waves of migration from China’s
interior to Guangdong and other
coastal regions. Already, Guangzhou
municipality must turn back an influx
of 2-3 million economic migrants
each winter around the Chinese New
Year. Migrations on a much larger
scale cannot be ruled out, and these
might spill over into Hong Kong.

Tumultuous politics in Beijing or
significant social upheaval and repres-
sion elsewhere in China would also
further fuel the urge of Hong Kong
residents to flee the territory. In addi-
tion, Hong Kong itself might get
drawn into political developments on
the mainland, as occurred in 1989,
Beijing might then seek to crack down
on this interference.

* Corruption of Hong Kong’s business
culture

The PRC’s political culture runs
counter to Hong Kong's laissez-faire
economic system. Beijing’s natural in-
clination is to have little tolerance for
individual initiative and critical think-
ing, and its concerns about Hong
Kong have led it to begin in subtle
ways to apply pressure to curb the ter-
ritory’s lively and diverse press. These
efforts, which reportedly include com-
piling dossiers on various journalists
in Hong Kong, are already raising ten-
sions in the territory.

Hong Kong and China also have
vastly different approaches to eco-
nomic competition. Hong Kong has
fared well to date in large part be-
cause it has proven very adaptable to
changing circumstances and has not
been stymied by a slothful bureau-
cracy. It has been ruthless toward fail-
ure and has handsomely rewarded
success. While this system has exacted
tremendous costs on particular indi-
viduals and groups at various times, it
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has kept Hong Kong's economy nim-
ble and dynamic.

China’s approach to economic fail-
ure could not be more different. Bei-
jing protects failing enterprises with
subsidies and other forms of aid.
China’s leaders seem to associate
bankruptcies with potential instability
and there are indications that they al-
most unconsciously apply this per-
spective to Hong Kong as well. For ex-
ample, China has directed investment
to failing but politically significant en-
terprises in the territory, such as the
Conic Group, an electronic compo-
nent manufacturer with close ties to
Taiwan.

There are now numerous €co-
nomic entities in Hong Kong that are
either owned by mainland units or
that have equity investments from vari-
ous mainland bodies. Little is known
about the economic dynamics (or
even the ownership) of many of these
firms. But as their numbers grow, Bei-
jing's willingness to permit failures
may diminish even further. This pro-
tective approach may inadvertently
pose a significant danger to Hong
Kong's ability to adapt to international
competitive pressures and may thus
undermine the economy’s dynamism.

Hong Kong's adaptibility may be
further undermined by growing cor-
ruption in the territory. As the inter-
face between Hong Kong and the
mainland grows wider during the com-
ing years, Hong Kong businesspeople
will find it increasingly difficult to resist
pressures for corrupt dealings. Such
corruption will have an adverse impact
on the Hong Kong economy, and will
be exacerbated by the decline in the
professionalism of the civil service.

* Lack of widespread democratic
participation

Not all of Hong Kong’s political
problems originate in the mainland—
some are internal. Ironically, the fact
that the people of Hong Kong have
not had to wage a struggle to free
themselves from British colonialism is
one of them. Unlike other former
colonies, post-1997 Hong Kong will
lack a leadership that will have forged
a consensus on governmental forms
and economic priorities through its
fight for liberation. Britain, moreover,
has cultivated the cooperation of the
territory’s leading businesspeople, but
has effectively shut out the large mid-
dle class from Hong Kong’s political
system. Currently there is no evidence

Britain effectively
shut Hong Kong’s
large middle
class out of the
political system.

that the Hong Kong government will
make serious efforts to court the mid-
dle class and bolster confidence in its
future after 1997. This failure might
weaken the post-1997 Hong Kong po-
litical system.

Finally, Hong Kong's economy may
be subject to some severe stresses dur-
ing the 1990s that are the result of
structural changes rather than the
change in sovereignty. The manufac-
turing sector is likely to continue to de-
cline in importance due to interna-
tional competition and growing foreign
protectionism, while the financial ser-
vices sector will likely face increased
competition from Japan. These factors,
combined with the flight of a signifi-
cant portion of the professional middle
class, could seriously weaken Hong
Kong's competitiveness in the coming
decade—even if China remains basi-
cally stable and supportive.

Even odds

Despite the current upbeat news
from China, both the optimistic and
pessimistic scenarios remain possibili-
ties, though the former now seems
slightly more likely. The pessimistic
scenario, should it be realized, envi-
sions severe disruption setting in at
some point during 199597, This dis-
ruption would likely produce wide-
spread effects, such as accelerated em-
igration and significant capital flight.
Even so, after a period of four to six
years, China—with Guangdong taking
the lead—would gradually assume a
greater presence in the territory and
bring Hong Kong's economy back up
to full strength. The net result would
be a very different Hong Kong, but
one that would still play an integral
role in the development of a rapidly
growing region.

Hong Kong’s long-term economic
prognosis (i.e., to the year 2000 and
beyond), therefore, is excellent. But
the 1990s will introduce important
changes that will profoundly affect the
underlying fabric of Hong Kong soci-
ety—and adapting to these may be
tough, indeed.
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Interview

“* The US and Foreign Commercial Service (FCS), established in 1981 to
promole US exports, currently has 10 officers posted throughout China.
Timothy P. Stratford, minister-counselor for commercial affairs at the
US embassy in Beijing from 1988 until this summer, oversaw FCS’
China operations during that period. Stratford recently spoke with
Associate Editor Vanessa Lide Whitcomb about FCS goals in China ana
the concerns and successes of US companies doing business there.

What are the key issues FCS deals
with in China?

A large percentage of our tme is

spent assisting US joint ventures
and representative offices, but we also
counsel US companies who come o
China on visits. At the same time, we
serve the FCS' h0-60 US offices, which
encourage companies without previ-
ous foreign experience to export
around the world, including China.
FCS can provide Industry Sector
Analyses (ISAs) and other information
to help such companies identify
prospective markets. This type of activ-
ity is an increasingly important part of
our work in China.

FCS also has the lead role in ident-
fying commercial opportunities for
US companies already active in China.
I've been looking at US competitive-
ness in various sectors and comparing
our performance with those of other
countries. If we look at sectors in
which we're losing market share and
ask why, we may find ways for US com-
panies to be more aggressive in those
areas (see chart).

QH)’JHI complaints do you hear Srom

US companies active in the China
market?

A()nv of the biggest general com-
plaints is that foreign representa-
tive offices aren’t allowed to set up
sales and after-sales service operations

Improving
US Competitiveness

The new OECD
concessionary
lending rules
mean that China
will have to look
to other sources
of project funding,
probably including
commercial rate
loans.

in China—a tremendous impediment
to increasing sales in the country. If
American companies were allowed to
engage in such activities, they could
develop local sales and service forces.
Sales would expand, and US firms
would be more willing to invest as
China’s market develops.

The concerns of US investors in
China stem more {from the vicissitudes
of the Chinese economy; in the South,
there are power shortages and railway
bottlenecks, while housing and man-
raise

agement issues

throughout the country. A lot of the

problems

forward-thinking ventures are looking
at ways to construct their own housing
in order to attract and retain good
staff for their operations (see p. 26).

US investors—and their Chinese part-
ners, I'm sure—get a lot of gray hair
trying to resolve these ])l'cnh]('m\', but
they are finding that business is grow-
ing rapidly.

Does the Eighth Five-Year Plan
(FYP, 1991-95) hold any promise
for a boost in US exports to China?

The current FYP presents many

opportunities for US companices.
Agriculture is one of the areas empha-
sized under the State plan, and agri-
cultural chemicals are a crucial US ex-
port. Last year, for example, China’s
increased fertilizer imports helped US
exports to China recover from the
previous year's dip. But US fertilizer
exports could come under increased
pressure because the 8th FYP also in-
cludes plans to build up China’s
chemical industry—particularly the
agricultural chemical sector—and
there are a number of fertlizer plants
under negotiation. Though exports of
US fertilizer could decline, we could
see increased exports of the raw mate-
rials and chemical equipment used in
fertilizer production.

Prospects are also good for the air-
craft industry, which has been a real
winner; US companies have supplied
about 95 percent of China’s total air-
craft purchases over the past few years.
We also have strong sales in heavy
mining, offshore oil, and transporta-
tion equipment. In the transportation

50

The China Business Review * September-October 1992



area, we previously sold locomotives,
and now compete in a broader range
of railway components, such as railway
switching and light rail equipment.
But it’s a little soon to say whether US
companies will win any of these con-
tracts, as a lot depends on the financ-
ing available.

Financing arrangements—particu-

larly the soft loan programs of other
countries—hauve been a sore point for US
companies. How do you interpret the new
OECD agreement that supposedly disal-
lows concessionary financing for commer-
cially viable projects in China and other
countries (see The CBR, :\‘Iill'('ll-r\l)l'i]
1992, p.4) ?

In the past, the soft—or below-
market rate—loans provided by
some countries meant that US compa-
nies didn’t have much of a chance in
certain sectors. We're quite encour-

We’ve received
inquiries from
Chinese parties
who would like
to see a major
US retailer set
up shop in China.

aged that the OECD agreement will
likely limit the concessionary funding
for important sectors such as power,
telecommunications, and transporta-
tion, which should benefit US firms.
US companies used to supply a signifi-
cant portion of electric power gener-
ating equipment, for example, until
soft loans became more prevalent in
that area.

The new limits and China’s ambi-

tious plans to carry out a large num-
ber of projects in this FYP will mean
that China will have to look to other
sources of funding, probably includ-
ing commercial-rate loans. That starts
to make the US government’s Export-
Import Bank (Eximbank)—which can
provide loan guarantees and fixed
rate medium- and long-term loans to
support US exports—a viable source
of financing for a lot of these projects.

But in the end, isn't the OECD
agreement merely a gentlemen’s ac-
cord, making enforcement froblematic?
It is. At a recent meeting of the
commercial counselors in Beijing
to discuss the agreement, a prevalent
comment was ““We don’t trust such
and such country and we have to re-
serve our options to make sure we
don’t lose out to countries that fail to
abide by the agreement.”” For the

Leading US Exports to China, 1988-92

All figures are on an F.A.S. basis
Source: Department of Commerce

($ million)

1988

Aircraft and aircraft parts 335

Nuclear reactor equipment and parts 885
Fertilizer 201

Cereals 698

Cotton yarn and fabric 26

Scientific and surgical instruments 246
Plastics and resins 599

Electrical equipment 198

Organic chemicals 284

Wood and wood articles 448

Paper and paperboard 79

Manmade fibers, yarns, and woven fabrics 70
Iron and steel products 12

*January-April Vehicles and components 43

1989 1990 1991
536 749 1,083 387
1,045 860 1,058 323
487 544 982 247
1,127 512 363 174
260 281 327 160
271 227 318 130
219 166 297 64
244 264 277 100
289 252 274 93
181 180 168 34
106 84 153 42
99 106 136 24
100 27 91 32
62 52 66 26
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United States, such options include re-
sorting to Eximbank’s “‘war chest,”
which has been used only once to pro-
tect US bidders in China. Will it be
used again? Given the present political
climate in the United States, it would
probably be difficult to offer these
funds for sales to China, but such deci-
sions are certainly not made by us. [Fd-
itor’s nole: Eximbank’s war chest funds
have been used in select cases since 1987
to support exports of US companies that
risked losing tenders to foreign companies
backed by tied-aid deals. Eximbank main-
tains that the primary function of the war
chest is to provide US negotiators with
strong leverage in the ongoing OECD dis-
cussions over concessionary financing. |

In the meantime, the new agree-
ment will give us a little more leverage
because it enables us to give a princi-
pled reason why a soft loan should not
be extended to a project. We can then
try to develop a consensus within
OECD to put real pressure on the one
or two countries that are planning to
offer concessionary financing. The
Chinese have been very skilled at
working various countries against
each other to extract the most favor-
able financing terms. I think the new
agreement will give us a few more
tools to combat the pitting of one
OECD country against another.

Because the United States is not
considered a real potential provider
of concessionary financing, in the past
we were not brought into negotiations
for projects to be funded with conces-
sionary loans, so it was very difficult
for us to get a feeling for what sorts of
offers were being made with “winks
and nods.” We had to rely on infor-
mation from American companies
that came to us complaining about be-
ing cut out of a deal, but it was rather
difficult for us to verify these claims.
Now, some of the commercial coun-
selors from other countries are letting
us know what’s going on. Many of
them are beginning to believe their
countries should not be in the soft
loan business, despite pressures within
their respective countries to offer such
loans.

The reduced availability of soft
loans—because of the new agreement
and also because of budgetary con-
straints within the OECD countries—is
promising for US companies, which
have traditionally done well in areas
where competition is great. If the Chi-
nese can afford to build a plant using

China’s
economic
growth is
impressive and
US companies
should do all
they can to be
involved in its
positive aspects.

[the higher financing rates offered
by| Eximbank or commercial banks,
then we should have a good shot at
those projects.

There's been much talk about

China’s booming conswumer market.
How active are US companies in this sec-
tor, and what US products are likely to be
in demand?

There is tremendous pent-up de-

mand for quality consumer prod-
ucts in China. For example, at a re-
cent American products consumer
fair we organized in conjunction with
the local Friendship Store in
Guangzhou, sales were three times the
projections of the Friendship Store—
and we had originally thought their
estimates were far too optimistic.
About 17 US companies participated,
including some who had invested in
local joint ventures, and others who
exported from the United States.

The US consumer products compa-
nies active in China have generally
had to invest locally to get around im-
port barriers. Many have done phe-
nomenally well, and they've attracted
a lot of positive attention to this sector
because they've been good corporate
citizens and have been among the
highest taxpayers. There are a lot of
successes so far, including companies
like Coke, Pepsi, Procter & Gamble,
Heinz, and now the fast food chains.
McDonald’s has very aggressive plans
in China, as does Kentucky Fried
Chicken. We've also received inquiries
here at the embassy from Chinese par-
ties who would like to see a major US
retailer set up shop in China.

What are your impressions of
China’s economy and what is your
prognosis for further economic reforms?

Clearly, China's economy in the

last few years has been rough on
US business. The austerity campaign
introduced in the fall of 1988 was cer-
tainly a trial, but US companies were
willing to go ahead with investment
because they were still convinced that
China was moving in a direction that
would lead to greater economic
growth. The events of June 4, 1989,
raised political questions, but they
also raised doubts about the Chinese
economy. The retrenchment policy
no longer seemed a temporary phe-
nomenon; some within the Chinese
leadership advocated turning away
from the market-oriented reforms
that were taking place.

Toward the end of 1991, however,
we started to hear reports that auster-
ity was almost over, and in early 1992,
we saw Deng’s trip to the South as a
symbol that the reforms were being
carried forward. Now, when vou talk
to the Chinese you get the sense that
the reforms are back on track, and
perhaps with even more solid support
than before, as if the leadership had
concluded the alternatives were not vi-
able. After all, retrenchment didn’t
work in the Soviet Union or Eastern
Europe.

Are we back to “business as usual”
in China?

You can’t say that. The circum-

stances are different; some things
are back on track, but the political cli-
mate is still a problem. American com-
panies must be concerned when
China’s Most Favored Nation (MFN)
trading status is dependent on a presi-
dential veto and the votes of a few sen-
ators. In the economic and commer-
cial area, however, China is now doing
many of the right things, such as re-
forming the economy. Economic
growth is impressive and US compa-
nies should do all they can to be in-
volved in the positive aspects.

Doing business in China may not be
any easier than it was 10 years ago, but
if a company is willing to spend the
time and resources to develop its op-
erations in China, it can come up with
successful strategies. I'd advise compa-
nies to do their homework and be
willing to devote the necessary re-
sources, for even the mid-term profits
will justify these efforts.
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The following tables contain recent press reports of business contracts and negotiations exclusive of those listed in previous
issues. For the most part, the accuracy of these reports is not independently confirmed by The CBR. Contracts denominated in for-
cign currencies are converted into US dollars at the most recent monthly average rate quoted in International Financial Statistics

(IMF)

US-China Business Council member firms can contact the library to obtain a copy of news sources and other available back-

ground information concerning the business arrangements appearing below. Moreover, firms whose sales and other business
arrangements with China do not normally appear in press reports may have them published in The CBR by sending the information
to the attention of the Business Information Center at The US-China Business Council.

SALES AND INVESTMENT THROUGH
July 15, 1992

% 4
o 5

Foreign party/Chinese party
Arrangement, value, and date reported

Advertising and Public Relations

Investments in China

Grey Advertising International (USA)/CITIC
Established the Grey China Advertising Ltd. joint venture to do market
research, media, public relations, and promotion. 7/92

Agricultural Technology

Investments in China

Chia Tai Group (ThailandyNA
Established the Nanchang Chia Tai Livestock and Poultry Co. Ltd. to pro-
duce livestock and poultry feed. $7.2 million. 6/92.

Banking and Finance

Other

Sun Hung Kai Unit Trust Managers Ltd. (HK)
Will launch a new Chinese B share investment fund for Hong Kong and Eu-
ropean institutional investors. $25 million. 6/92.

Bank of Chir

Automol
-Techr rt-Export Corp.; CCTV: Chir

> China Electronic Import-Export Corp., CEROILFOODS: China Natio Cereals, O

and Foodstufts Import-Export Corp.; CHINALIGHT: China National Light Industrial Products

Import-Export Corp.; CHINAPACK: China National Packaging Import-Export Corp.; CHINA

TEX: China National Textiles Import-Export Corp.: CHINATUHSU: China National Native

Produce and Byproducts Import-Export Corp.; CITIC China International Trust and

y p.; CITS: China International Travel Service; CMC: China National Mac r

Corp.. CNCCC: China National Ct Construction Co.. CNOOC: C
e Oil Corp C

ol

dustry; MPT- M NA- Not
Available; NDSTIC: National Defense, Science ( ssion; NOR
INCO: China North Industries Corp., SEZ: Spec SINOCHEM: China
National Chemicals Import-Export Corp ; SINOPEC: China National Petrochemical Corp
SINOTRANS: China National Foreign Trade Transportation Corp.. SITCO: Shanghai
Investment and Trust Corp.; SPC: State Planning Commission

Ministry of Textile

omr

Chemicals, Petrochemicals, and Related
Equipment

Investments in China

Daicel Chemical Industrial and Mitsui & Co. (Japan)/HuiAn Chemical
Works of China, NORINCO, and Shaanxi branch of the China National To-
bacco Corp.
Established the Xian Huida Chemical Industrial joint venture to produce
8,000 tons of acetate cellulose tow annually. (Japan:30%-PRC:70%). $39
million. 5/92

Roussel Uclaf Ltd. (France)/Tianjin Pesticides Factory and Dagu Chemical
Factory
Established the Tianjin-Roussel Uclaf Pesticides Co. Ltd. joint venture to
produce deltathrin as a raw material for making pesticides. (France:50%-
PRC:50%). $7 million. 5/92.

Other

Japanese Government
Will provide a grant to supply pesticides and chemical fertilizers to seven
counties in Yunnan and Jiangxi provinces. Y600 million (US$4.7 million)
6/92

China’s Investments Abroad

China National Technical Import-Export Corp./Pars Soda Ash Corp. (Iran)
Will build a soda ash plant near the Persian Gulf with an annual production
capacity of 200,000 tons. 5/92.

Computers and Computer Software

Other

Digital Equipment Corp. (USA)
Established the Digital Equipment China/Hong Kong Group, its largest Asian
operation, to oversee the company’s China and Hong Kong operations.
6/92

Construction Materials and Equipment

China's Imports

IHC Corp. (Netherlands)/CMC
Will sell three twin-screw dredgers. $100 million. 5/92
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Investments in China

Mitsubishi Materials Corp. (Japan)/Yantai City, Shandong Province
Will establish a cement joint venture in Yantai with annual production capac-
ity of 900,000 tonnes. (Japan:70%-PRC:30%). ¥4 billion ($31.9 million).
7/92.

Onoda Cement Co. (Japan)/Dalian Huaneng
Completed construction of Asia's largest cement plant, a Sino-Japanese
joint venture, with annual production capacity of 1.4 million tons of high-
grade cement. 5/92.

Other

World Bank
Approved a 20-year loan for developing high-strength cement in China.
$82.7 million. 5/92.

Consumer Goods
Investments in China

Sharp Corp. and Mitsubishi Corp. (Japan)/Shanghai No.1 TV Factory
Established the Shanghai Sharp Air Conditioning System Co. joint venture
to manufacture and sell air conditioners. (Japan:60%-PRC:40%). $11.8 mil-
lion. 6/92.

National Electronics Holdings of Hong Kong/Foshan Development Group
of China
Established the National Electronics (China) Holdings joint venture to manu-
facture watches. (HK:60%-PRC:40%). $6.2 million. 6/92.

International Finance Corp.
Bought a 1.7% stake (3.5 million shares) in Shenzhen’s China Bicycles
(Holdings) Co. joint venture. 5/92.

Industrial Foundation of the Developing Countries (Denmark)/Beijing
Baihua Printing House
Signed an agreement to establish the Beijing Baihua Color Printing Co. Ltd.
joint venture to publish books for overseas Chinese scholars and special-
ists. (Denmark:25%-PRC:75%). $11.5 million. 5/92.

Other

Matsushita Electric Industrial (Japan)/China National Electronics I/E Corp.
and Beijing Electronics Group Corp.
Will transfer technology for 29-inch color television sets. 6/92.

China’s Investments Abroad

Xinjiang No.1 Radio Factory/Tashkent Electronics Co. (Uzbekistan)
Established a color-TV joint venture. (PRC:49%-Uzbekistan:51%). $6.3 mil-
lion. 5/92.

Electronics

China'’s Imports

Olivetti Hong Kong/Shunde Municipal Agricultural Bank of China
Sold 150 PB banking workstations and 39 ATMs to the Shunde Municipal
Agricultural Bank. $2.1 million. 6/92.

Investments in China

Mitsumi Electric Co. Ltd. (Japan)

The Qingdao Mitsumi Electric Co. Ltd., a Japanese wholly owned enter-
prise, started operations in Qingdao's ETDZ in Shandong Province. $14 mil-

lion. 6/92

Philips Electronics Southeast Asia Holding (Netherlands)/Shanghai No.7

Radio Factory
Opened the Philips Semiconductor Corp. of Shanghai integrated-circuit joint
venture. (Netherlands:51%-PRC:49%). $72 million. 5/92.

Other

JVC (Japan)
Set up a representative office in Beijing. 4/92.

Sony Corp. (Japan)/Huayuan Industrial Co. Ltd.
Sony agreed to licence technology for the production of magnetic products
and to buy $100 million worth of products back from Huayuan. 5/92.

Environmental Technology and Equipment

Other

ADB
Will provide a technical assistance grant to formulate a national strategy on
global climate change. $600,000. 7/92.

Japanese Government
Will pravide a grant to finance the establishment of the Japan-China Friend-
ship Environmental Protection Centers. Y2.77 billion (US$21.8 million).
6/92.

UNDP
Will provide technical and institutional support to reduce coal-bed methane
emissions by introducing technologies for recovering and using methane.
$10 million. 6/92.

Food and Food Processing

Investments in China

Franx Supreme Canada Ltd. (Canada)/Zhuhai Xinkai Industrial Corp. Ltd.
Will establish the Franx Supreme Canada (Guangzhou) Ltd. joint venture to
set up fast-food restaurants in China. $20 million. 6/92.

Foreign Assistance

Belgian Government
Provided a concessional loan for China to import Belgian products. $150
million. 7/92.

World Bank
Will provide IDA eredits to support an infrastructure improvement project in
Tianjin and a ship discharge control project. $115 million. 6/92.

Japanese Government
Will provide a grant for the construction of the Dunhuang Grottoes Cultural
Asset Preservation Research and Exhibition Center in Gansu Province.
Y870 million (US$6.7 million). 6/92.

Italian Government
Provided assistance to help protect and restore cultural relics in Xian. $4

million. 6/92.

Machinery and Machine Tools

Investments in China

Yuken Kogyo Co. (Japan)/Juci Hydraulics Plant
Established China's largest hydraulics joint venture with a potential annual
output of 100 large hydraulic systems and 210,000 hydraulic valves.
(Japan:40%-PRC:60%). $7.5 million. 5/92.
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Packaging, Pulp, and Paper

Investments in China

Daitoh Corp. (Japan)/Beijing Tourist Commodities Corp.
Established a packaging joint venture to produce wrapping paper
(Japan:50%-PRC:50%). $500,000. 7/92.

Petroleum, Natural Gas, and Related
Equipment

Investments in China

Royal Dutch Shell (Netherlands)y/NA
Plans to establish in Guangdong Province an oil refinery joint venture with
annual capacity of 5 million tons of crude oil. $3 billion. 6/92

Amoco Oriental Oil Co. (USA)/China Oil Development Co.
Signed a 30-year cooperative oil development contract. 6/92.

NA (Japan)yNA
A Japanese-funded seismic survey team of over 200 Japanese and Chi-
nese technicians began exploration of oil and gas resources in the Tarim
Basin. $60 million. 6/92

UNDP
Will provide grants to help improve oil drilling efforts in the Tarim Basin. $5.8
million. 6/92.

Power Plants

China’s Imports

Sulzer Escher Wyss Hydro (Canada) and ACEC Energie (Belgium)
Will sell hydropower generators, financed by a Canadian government credit
and a General Bank of Belgium commercial loan, to the 57,000-kw Gaotan
Hydropower plant in Hunan Province. $23.3 million. 7/92.

Bonus Co. (Denmark)/China National Technology Import-Export Corp.
Will sell four wind-driven generators, financed by a Danish government
loan, for the second phase of construction of a wind power station in Xin-
jiang. DKr10.4 million (US$1.6 million). 6/92

Elin & Voith Co. (Austria)/China National Technology Import-Export Corp.
Will sell electric power equipment for a power plant 1o be built in Tibet. $37
million. 5/92

Investments in China

GEC Alsthom NV (France)/Hopewell Energy International Ltd. (Hong
Kong) and Guangdong General Power Co.
Will build the Shajiao C Power Plant 60 km from Guangzhou. $960 million
4/92

Other

World Bank
Approved a loan to help China build two 600-mw coal-fired power plants al
the Zouxian thermal station in Shandong Province. $310 million. 5/92

Property Management and Development

Investments in China

Hong Kong Convenience Stores of Dairy Farm Asian and Max Bail Invest-
ments (HK)/Shenzhen Luohu Economic Development Corp.
Established the Shenzhen Convenience Stores Co. Ltd. joint venture to
open 7-Eleven stores in Shenzhen. HK$30 million (US$3.9 million). 6/92

Other

J & R Development Ltd. (HK)/Hangzhou municipality
Signed a 50-year land-use contract for two sq km in Hangzhou.
$111.5 million. 5/92.

Telecommunications

China’s Imports

AT&T of Shanghai/MPT and National Postal and Telecommunications Ap-
pliances Corp.
Will sell telecommunications equipment for a 1,484-km fiber-optics network
linking Beijing, Tianjin, Jinan, and Nanjing. $7.9 million. 7/92.

Bell Telephone Manufacturing Co. (Belgium)/Liaoning Province
Will sell program-controlled switchboards with a capacity of 150,000 lines
$23 million. 7/92

Sprint International (USA)/The Ministry of Railways
Will sell railway telecommunications equipment to China. $8.37 million.
7/92

Canadian North Telecommunications Co. (Canada)/Liaoning Province
Will sell microwave telecommunications equipment. $2.49 million. 7/92.

Olex Cables of Pacific Dunlop (Australia)/NA
Will supply fiber-optics cable for a telecommunications project linking
Chengdu, Xian, and Zhengzhou. $22.72 million. 6/92

Investments in China

AT&T (USA)/Shanghai Communication Equipment Factory
Established the Zhongmei T&T Equipment Co. Ltd joint venture to manutac-
ture SLC-120 and SLC-240 digital-loop carrier systems for the China mar-
ket. $7 million. 6/92.

Matsushita Electrical Industrial Co. and Matsushita Communications In-

dustrial Co. (Japan)/China Postal and Telecommunications Industrial

Corp., Beijing Branch of the China Postal and Telecommunications Equip-

ment Corp., and the Beijing Communication Components Plant of MPT
Established the Beijing Matsushita Communications Equipment Ltd. digital
pager joint venture. (Japan:50%-PRC:50%). $5 million, 5/92

Nokia (Finland)/Guilin Institute of Optical Communications
Will establish a joint venture to produce telecommunications products
$5 million. 5/92.

Other

ADB/MPT
Approved a technical assistance grant to formulate fiber-optics cable sys-
tems for Beijing-Wuhan-Guangzhou and Beijing-Taiyuan-Xian. $215,000
7/92.

AT&T Submarine System of AT&T (USA)/Directorate General of Telecom-
munications, Kokusai Denshi Denwa (Japan)
Will design, engineer, and install an undersea optic-cable system which will
link Miyazaki. Japan and Nanhui, Shanghai. $70.3 million. 5/92.

Japanese Government/Beijing Firefighting Center
Will provide a grant for the Beijing Firefighting Center to purchase communi-
cations equipment for fire control in the city. Y1.2 billion (US$9.4 million)
6/92.

Textiles

China’s Investments Abroad

CITIC/Consortium of textile concerns (Indonesia)
Will establish a rayon fiber plant with annual output of 200,000 tonnes in
southern Sulawesi. (PRC:49%-Indonesia:51%), 6/92
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