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How to

meet with
LICCESS

in Beijing.

Have your next business conference at the Shangri-La Hotel,
the first hotel in China to receive the international "Pinnacle” Award for excellence in hosting
meetings. Our special meeting package starts at just LIS$95 per person, twin sharing,
includes lunch, two coffee breaks, use of the meeting room you require
and all essential meeting facilities.

Shangri-La hotel

BENING

29 Zizhuyuan Road, Beijing 100081, China. Tel: (86-10) 8412211 Fax: (86-10) 841 8002/3
For reservations and information, call Hong Kong 2599 3838, Singapore 535 3578,
Tokyo 3667 7744, Toll-Free : LISA & Canada (1-800) 942 5050
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More Bad News on the VAT

New changes to the Value Added Tax
(VAT) refund rate have further aggravated
foreign-invested enterprises (FIEs) that en-
gage in exporting (see The CBR, March-
April 1994, p.40). The VAT refund on all
exports—excluding agricultural products
and coal—was reduced in May by order
of the State Council. Exporters are still re-
sponsible for paying the 17 percent VAT
rate on their inputs, but will only receive a
14 percent VAT refund on exports. The in-
put VAT on processed agricultural exports
remains 13 percent, but the refund rate
has dropped to 10 percent. The new VAT
refund rate on unprocessed agricultural
goods and coal is 3 percent. VAT refunds
on all goods shipped after July 1, 1995,

are subject to the lower refund rate. Some

exporters will likely pass the increased
cost on to their customers, but this is not a
viable option for all exporters

Chinese officials justify the policy
change as a necessary step to halt corrupt
import and export practices. Authorities
discovered that some exporters circums-
vent the input VAT on raw materials
through false invoicing, creating bogus
VAT receipts, or falsely claiming that the
materials are inputs for VAT-exempt joint
ventures, These enterprises then demand
VAT refunds from local tax bureaus. Cen-
tral government coffers were coming up
short in meeting the demand for VAT re-
bates. According to press reports, Beijing
owes roughly $4.2 billion in unpaid VAT

rebates

Many economists argue that rather than
reducing VAT rebates, Beijing should
have focused instead on preventing ex-
porters from overvaluing commercial in-
voices. Lowering the VAT refund rate acts
as a disincentive 10 exporting and will not
stop corrupt exporters from trying to
cheat the central government by inflating
invoices. In addition to harming FIEs en-
gaged in exporting, the new rules exacer-
bate FIE efforts 1o balance their foreign
exchange. Unfortunately, Beijing shows
no signs of changing its current policy
and may actually cut the refund rate fur

ther in the future — Daniel Martin

Daniel Martin is manager of the Council's
Investment Program

FESCO Alternatives

The Beijing municipal government
formally appointed three companies—
China International Enterprise Cooper-
ative Corp., China International Intel-
letech Corp., and China International
Talent Development Center—to staff
foreign representative offices in Bei-
jing, in addition to the Foreign Enter-
prise Service Company (FESCO). Pre-
viously, the Public Security Bureau

recognized FESCO as the only legiti-
mate source for foreign representative
offices’ Chinese personnel and refused
to register Chinese personnel hired
through other management-service
companies.

The four entities offer personnel
and consulting services to foreign
companies with offices in Beijing.
Each management-service company

acts as the legal employer of the Chi-
nese staff it hires out to foreign com-
panies and provides a basic benefits
package for most full-time permanent
employees. China International Enter-
prise Cooperative Corp. and China In-
ternational Intelletech Corp. also
maintain offices in other cities.

—MCV

Brewing Up a Storm

Home to approximately 800
breweries, China has emerged as
the world's second-largest beer
market after the United
States. Yet, despite
prospects of 20 per-
cent annual growth in
total
aver

sales volume
the

years, China’s beer in-

next five
dustry is faced with an
overabundance of suppliers.
Chinese beer drinkers have be-
come increasingly quality con-

scious and many
breweries—especially
those established sev-
eral years ago by city
and county govern-
ments attempting (o
capitalize on the Chi-
nese beer craze of
the late 1980s—are
now going out of
business due to con-
sumers’ preference
for a better-tasting
brew.

Central authorities are also planning
to modernize the industry with $30 mil-
lion in subsidies and loans. By import-
ing state-of-the-art equipment, Chinese
officials hope to attract foreign investors
to form beer joint ventures that will
produce high-end products for export.
Two German brewing conglomerates
have already formed joint ventures with
Chinese entities to produce export-qual-
ity beer to compete with Tsingtao,
China’s best-known liquid export

—TLK
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New Central
Bank Leader

Dai Xianglong has replaced Execu-
tive Vice Premier Zhu Rongji as gover-
nor of the People’s Bank of China
(PBOC), the country’s central bank.
The June 30 announcement will likely
mean that macroeconomic and mone-
tary policies will be pursued separately,
with Zhu retaining his responsibilities
for State economic planning and Dai
presiding over monetary policy.

Dai, a 50-year old native of Jiangsu
Province, had served as PBOC vice-
governor since 1993. Previous (o join-
ing the PBOC, Dai was general man-
ager and vice chairman of the Bank of
Communications in Shanghai and vice
president of the Agricultural Bank of
China. As PBOC governor, Dai inherits
a two-year-old austerity campaign
aimed at reducing speculative invest-

ment, excessive money supply growth,
and inflation. Dai will face the chal-
lenge of relying more heavily on indi-
rect monetary tools, such as interest
rates, to manage economic growth.
Zhu assumed the top position at the
PBOC two years ago in the midst of an
overheated economy. During his
tenure, Zhu attempted to change the
bank from a politically driven institu-
tion into a more efficient central bank
by eliminating the special currency for
foreigners, introducing currency mar-
kets, and liberalizing the banking sec-
tor. Zhu's resistance to pleas from re-
gional officials to ease credit
restrictions that were part of the auster-
ity campaign, however, gained him en-
emies along the way.
—KAS
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Hole in One

Shenzhen is set to host the forty-first
World Cup of Golf in November at the
Mission Hills Golf Club in Guangdong
Province. Golf is fast gaining popular-
ity in China. An estimated 50 golf
courses—30 in Guangdong alone—are
slated to be built by the year 2000.

Reaching Out

Since China had only 2.17 main tele-
phone lines per 100 people in 1994,
frequent callers in China are finding
other ways to keep in touch. Reports
suggest that the number of mobile
phone subscribers in China will nearly
double from 1.57 million in 1994 1o
more than 3 million in 1995, To ac-
commodate the increase in mobile
phone use, China’s Ministry of Posts
and Telecommunications has estab-
lished an official operating protocol for

mobile phone communication and is
further testing transmissions and re-
ceiving equipment.

Bad News

for Smokers

Increasing health care costs«due to
smoking-related medical problems
have prompted Chinese medical asso-
ciations to encourage the government
to tax cigarette production. According
to a report by the Chinese Academy of
Preventative Medicine, roughly ¥27 bil-
lion is spent annually to cover medical
expenses for smoking-related diseases
and decreased worker productivity.
The medical associations have sug-
gested that the revenue from the ciga-
rette tax be used to fund education
campaigns and anti-smoking activities.
China’s smokers currently number ap-
proximately 350 million.
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Robert A. Kapp

Tensions in

US-China relations
await cool-headed
resolution in the fall

FROM THE

reetings from Dog Days, DC.
Washington lies becalmed
under the tropical sun.
Neighborhoods drowse. As
an approaching hurricane slightly stirs
the soggy air, sophisticated Washingto
nians make their move—out ol town,
Congress has gone home. The Presi-
dent is on his way to the Rockies. Only
sad-eyed newcomers like me and my
family stay on, our summer vacation al
ready concluded, reflecting on the old-
timers’ wisdom: leave town in August,
not July
China is off the front pages and gone
from the nightly news. Only preparations
for the upcoming UN Women's Confer-

ence in Beijing ripple the surface.
The mercury rises

It's been a summer of contrasts. In
mid-July, the US-China Business Council
was in high gear to defend China’s Most
Favored Nation (MFN) status from Con-
gressional efforts to undo it. The string
of incidents that brought severe tensions
to US-China relations between May and

July—the Lee Teng-hui visit, recall of

China's ambassador, more rumors of
Chinese proliferation of missiles and
technologies for weapons of mass de-
struction, cancellation of important US-
China negotiations, and the arrest of US
citizen Harry Wu—put angry China is-
sues on the desktops of US legislators
just as they prepared to vote on the res-

PRESIDENT

ationship
ouilding

olution of disapproval of President Clin
ton’s renewal of MFN status for China,
By the third week of July, key Council
staff members were 100 percent en
gaged, mobilizing member companies,
strategizing with allies in the business
community, meeting with legislators and
their staffs, writing updates and position
papers, and making the case for re-
straint and sobriety to the media, in or-
der to avert a major setback in US-China
commercial and diplomatic relations
The campaign ended with a curious
anticlimax: the House of Representatives
preserved MEN on July 20 with no vote at
all. Instead, proponents of the resolution
of disapproval agreed to take the legisla-
tion off the floor in return for the inclu-
sion of a series of complaints against
China's behavior in another piece of legis-
lation, the China Policy Act of 1995. A
wide-ranging statement of House dissatis-
faction with China's demeanor authored
by International Relations Asia-Pacific
Subcommittee Chairman Doug Bereuter
(R-NE), the China Policy Act passed the
House almost unanimously. The bill lists
the House’s objections to China’s behav-
ior and calls on the President to use “in-
tensified diplomatic initiatives” to per-
suade the Chinese government to mend
its ways. The bill certainly won't endear
Congress to the Chinese leadership, but
the language could have been far
worse—it could have called for much
more interventionist measures, as in the
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approval of conditional MFN status in
1993.

The Senate has yet to take action on
the China front, and it isn't clear, during
the August recess, whether it will do so
in the fall. A companion bill to Bereuter's
China Policy Act could emerge and take
on some of the noxious provisions al-
ready in the hopper that are looking for a
legislative home. In July, the Senate de-
cided not to take up—for now—the State
Department Authorization bill, which un-
til now has been the vehicle for a series
of inflammatory provisions aimed at
China. We'll see in the autumn where the
Senate goes on China legislation,

Meanwhile, the first signs of movement
out of the US-China deep freeze are de-
tectable. The meeting of the US secretary
of state and the Chinese foreign minister
in Brunei at least seems o have caused
no additional damage. Meetings at the
under secretary of state level, canceled
by China after the United States an-
nounced its decision on Lee Teng-hui's
visit, have been rescheduled. A couple of
sizeable Sino-American business deals
have apparently jelled in the midst of the
diplomatic crisis.

The ties that bind

Are we out of the woods? T suspect
the answer is “not yet.,” Harry Wu re-
mains in jail—a lightning rod for US
concerns, both principled and oppor-
tunistic. The PRC continues to flex its
military muscle at Taiwan, testing mis-
siles and conducting naval exercises
close to the island. The possibility of
untoward, media-driven misfortunes
during the upcoming Women's Confer-
ence, complete with spillover into the
political arena, is very real.

Ahead lies, I hope, a period of careful
building down from the brink of serious
confrontation. The glare of the world's
media, when focused on US-China rela-
tions, not only illuminates; it also con-
tributes to a kind of media fever—good
for TV ratings but terrible for reasoned
discourse between the two countries.
What is needed now from both sides
are incremental efforts to build and
strengthen practical links. Business con-
tacts are the key to this building
process, but other forms of engage-
ment—academic gatherings, cultural
and arts programs, scientific and intel-

lectual exchanges, and tourism—must
again play their constructive roles, as
they have since normalization of US-
China relations in 1979,

VWe operate in
the context of a
history that we
ignore at the expense
of our national
and commercial
interests.

A sudden, bold gesture will not re-
store the tattered fabric of US-China re-
lations, and it is foolish to hope for such
miraculous salvation. Both sides must
avoid pushing each other’s “hot but-
tons,” and instead rebuild trust and co-
operation through patient, multi-faceted
efforts.

This won't be easy. The consistency
of reports these days that many in
China—Ileaders, intellectuals, and peo-
ple in general—believe the United
States is carrying out a campaign o con-
tain and oppose China suggests that this
conspiracy theory may have attained the
status of a political “line” in Beijing. If it
has achieved such status, then some in-
fluential Chinese figures probably now
have a vested interest in propagating
such a Devil Theory, The United States
will not twist itself into knots to dis-
abuse those who read US behavior to-
ward China so darkly, no matter how
misdirected that reading might be.

Morcover, neither efforts 1o soothe US
policymakers nor campaigns of bluster
can obscure the reality that the core is-
sue in the recent US-China imbroglio—
the PRC-Taiwan relationship—is beyond
US control. Washington can make the
triangular relationship dramatically
worse, but Washington cannot dramati-
cally improve it. For all its textual Himsi-
ness, the One China policy espoused in
1972 and 1979 offered one key virtue: it
bought time for the United States and
the PRC during which the Communists

and the Nationalists might resolve re-
maining issues of the Chinese civil war.

The existence of a US One China pol-
icy itsell does not fix the PRC-Taiwan
mess, but intentional or casual abandon-
ment of the One China formulation
seems certain to make things worse all
around. What matters most is how the
PRC and Taiwan deal with each other.
Political changes in both Taiwan, where
the first direct presidential election is set
for March 1996, and the PRC, which is
already passing through leadership
changes of its own, could stimulate the
two sides either to more realistic and
peaceful resolution of their disputes, or
to greater hostility. Either way, the
United States should avoid becoming a
card in somebody else’s hand.

Bridging communication gaps

So we labor on, through the quict
August, awaiting September with hope
and trepidation. The US business com-
munity has learned a number of impor-
tant lessons in the past couple of
months: namely, that we operate in the
context of a history that we ignore at
the expense of our national and com-
mercial interests; that the realities of do-
ing business with China need 1o be
conveyed much more clearly to law-
makers; and that within corporations,
close linkages between China-based
operations and US-based policy person-
nel are vital.

The business community’s concern
that it will feel most painfully the effects
of US-China political conflict is legiti-
matle. A more positive way to view the
difficulties of recent months, however,
is that business may turn out to be the
key avenue of recovery for the relation-
ship. If, as [ hope, the inflammatory
rhetoric and gratuitously offensive ges-
tures can be brought under control in
both countries (admittedly a tall order),
and the brick-by-brick reconstruction
and enlargement of US-China relations
can quictly proceed, 1 see a real chance
that both countries will be eager for
business relations to blossom and lead
the way forward. This is hardly guaran-
teed, but neither is it a pipe dream, If
and when the political environment per-
mits business to break the trail, US com-
panies should be ready to move deci-

sively forward. 5%
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COMMENTARY

Countering China's
Procurement Offsets

B Robert F. Dodds, Jr.

The GATT

provisions on
procurement could
help US companies—
if China agrees to
comply

B Robert F. Dodds, Jr., a graduate of
the Georgetown University Law Center
and School of Foreign Service Master’s
Program, has lived and worked in
China, most recently as a commercial
assistant for the US consulate general in
Chengdu. He is the author of several
law review articles on Chinese govern-
ment procurement practices and State
enterprise reform.

he Chinese government is ex-
pected to spend over $1 trillion

by the year 2000 on infrastructure
improvements, including power
plants, highways, and telecommunica-
tions projects. US firms hoping to partici-
pate in these projects may find it difficult
to do so unless the US government puts
more pressure on China to sign the
Agreement on Government Procurement
(the Agreement). But even if US officials
succeed in convincing Beijing to sign,
the Agreement’s coverage limitations,
special provisions for developing coun-
tries, and potential compliance difficul-
ties will make it less than a full panacea.
While it has not attracted as much at-
tention as other opportunities in China’s
rapidly growing economy, government
procurement is clearly a lucrative sector.
Foreign companies have been allowed
to bid on some major projects, including
the ongoing construction of the Three
Gorges Dam and projects sponsored by
the World Bank, Asian Development
Bank, and other lending agencies that
require international competitive bid-
ding. However, a large percentage of
government procurement is not accessi-
ble to foreign vendors. Moreover, when
foreign companies do bid on govern-
ment procurement contracts, Illt') are of-
ten required to commit to “offset” the
value of the contract through the pur-
chase of Chinese goods, the use of local

content, or other means. For v\.‘mlplu,

informal studies by US embassy officials
in Beijing have found offsets to be per-
vasive in hydropower and aircraft pro-

curement
Taking on offsets

Although the PRC could accede to the
General Agreement on Tariffs and Trade
(GATT)/World Trade Organization
(WTO) without signing the Agreement,
the United States has asked China to
sign as part of its accession. The Agree-
ment would force China to open more
government contracts to foreign bidders
and commit itsell to the removal of off-
sets. While the GATT allows favoritism
of local industry in government procure-
ment by explicitly exempting govern
ment procurement contracts from the
core GATT obligation of nondiscrimina-
tion against imported goods, the Agree-
ment aims to fill this gap by requiring
nondiscrimination in procurement. How-
ever, unlike most other GATT codes
which will become mandatory for all
WTO members, the Agreement will re
main voluntary even after the WTO be-
comes fully operational in January 1997
(see The CBR, March-April 1995, p.16).
Consequently, only countries that
choose to sign the Agreement must
comply with it.

The Agreement forbids offsets, defin
ing them as “measures used (o encour-
age local development or improve the
balance-of-payments accounts by means

8
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of domestic content, licensing of tech-
nology, investment

counter-trade or similar requirements.”

requirements,

Offsets are defined broadly to prevent
governments from converting an explicit
offset program such as a local subcon-
tracting requirement into hidden offsets
such as project-specific agreements to
develop local technology in return for
procurement contracts.

The language of the Agreement pro-
hibiting offsets is also broad. It states
that government entities shall not “im-
pose, seek, or consider offsets.” By pro-
hibiting governments from seeking or
considering offsets, the Agreement for-
bids them from pressuring foreign com-
panies into making concessions that are
not required in the bidding documents
and from favoring those companies that
offer such concessions. Foreign compa-
nies may voluntarily structure their busi-
ness plans to help the procuring coun-
try’s balance of payments or local
industry. Nonetheless, a government
that rewards such voluntary acts in the
bidding process is most likely violating
the Agreement’s prohibition against con-
sidering offsets.

The Agreement also requires that
goods, services, and contractors of other
parties to the Agreement be entitled to
treatment “no less favorable than” that
given to domestic or any other goods,
services, and contractors. It mandates
open and transparent procurement, in-
cluding prompt publication of all pro-
curement rules and regulations. It also
obligates members to provide mecha-
nisms for obtaining bid rejection expla-
nations and for the hearing and review
of complaints.

The Agreement currently has 12 signa-
tories (including 23 countries, since the
European Union has signed as one
member) and 34 observers, including
China, that have not signed the Agree-
ment but may attend and participate in
Agreement meetings even though they
are not allowed to vote, The Agreement
was expanded during the Uruguay
Round, resulting in the opening to inter-
national bidding of an estimated $350
billion per year of government contracts.

The new Agreement replaces the cur-
rent Agreement and is scheduled to go
into effect early next year with 11 con-
tracting parties. The new Agreement

covers more procurement areas, includ-
ing services and subcentral government
procurement. Aruba, Australia, Liechten-
stein, New Zealand, and Taiwan are all

The Agreement
was expanded during
the Uruguay Round,
resulting in the
opening to
infernational bidding
of an estimated
$350 billion per
vear of government
contracts.

considering or have expressed interest in
signing on to the new Agreement. The
new Agreement allows only GATT/WTO
members or acceding parties to sign the
Agreement. Taiwan is expected to sign
when it accedes to the GATT/WTO.
Hong Kong, a member of the current
Agreement, is scheduled to become a
member of the new Agreement in 1997,
If China were to become an Agreement
member, it would join as a signatory to
the new Agreement.
Some limitations

Although the Agreement strictly for-
bids offsets, it does not apply to all gov-
ermnment contracts by parties. Only those
government entities listed in a member’s
annex that the member has agreed to
make subject to the Agreement are cov-
ered. During the negotiations over the
new Agreement, parties attempted to
expand the coverage of the Agreement
as far as possible. Some significant areas
of government procurement, however,
remain uncovered, For example, be-
cause of the inability of the United
States and the European Union to reach
an agreement on the procurement of
telecommunications equipment, this
area is not covered by the Agreement

and members have omitted the relevant
procuring entities from their annexes.

In other areas such as services and
subcentral government procurement, the
partics were able to negotiate coverage,
but only on the basis of strict reciprocity.
Departing from Most Favored Nation
(MFN) treatment, parties did not extend
equally favorable treatment to all other
members. When they found that the of-
fers of other parties were not as complete
as their own, they reduced their offers ac-
cordingly, on a one-to-one basis.

Another limit to the Agreement's cover-
age is that only those contracts above a
minimum monetary value or threshold are
subject to the Agreement. Thresholds vary
slightly from country to country and
range from approximately $85,000, or
130,000 Special Drawing Rights (SDRs—a
basket of currencies used as an interna-
tional unit of account) for central govern-
ment supplies to roughly $3,263,000
(5,000,000 SDRs) for construction services,

The Agreement also provides some
additional leeway for developing coun-
tries. Article V of the Agreement permits
developing countries to negotiate “mutu-
ally acceptable exclusions from the rules
on national treatment.” Article XVI in-
cludes a narrow exception for offset use,
allowing developing countries at the
time of accession to the Agreement to
negotiate conditions for the limited use
of offsets. Offset requirements allowed
under this exception may only be used
for qualification to participate in the pro-
curement process and not as criteria for
awarding contracts. If China accedes to
the GATT/WTO as a developing country
and, upon signing the Agreement, suc-
cessfully negotiates conditions for the
use of offsets, foreign suppliers could
see only partial relief from offsets.

China’s use of offsets

While offsets adversely affect foreign
firms, they enable China to pursue two
of its most important policy goals: eco-
nomic development and self-reliance.
Local content and co-production re-
quirements, for example, allow China to
conserve foreign exchange, making it
casier to pay for its many infrastructure
and modernization needs. Offset re-
quirements in sensitive industries such
as telecommunications enable China to
develop its own technical capabilities to
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avoid dependence on foreign equipment
and technology.

Offsets fall into two categories: direct
and indirect. China seeks direct offsets—
those related to the procurement or-

der—in the form of local content, tech-

nology transfer, and co-production

requirements. In 1993, Department of

Commerce officials at the US embassy in
Beijing reported a proliferation of direct
offset requirements in hydropower pro-
curement contracts.

Chinese officials also frequently insist
on various indirect offsets—those not re-

lated to the procurement order—when
granting procurement contracts to for-
cign firms. For example, to win aircraft
sales contracts, foreign manufacturers
are often required to buy certain
amounts of unrelated Chinese goods.
Likewise, in the procurement of digital
switching equipment, China has insisted
that AT&T and other foreign providers
establish semiconductor joint ventures

and research institutions in China.
A tough sell

In ongoing trade negotiations with
China, the United States and other parties

China's socialist
market economy and
huge decentralized
procurement system
pose a number of
difficulties for its
accession to the
Agreement.

to the Agreement continue to request that
China sign the Agreement as part ol its
accession to the GATT/WTO. However,
China thus far has resisted signing the
Agreement and other optional agree-
ments formulated under GATT.

China's socialist market economy and
huge decentralized procurement system
pose a number of difficulties for its ac-
cession 1o the Agreement. The basic is-
sue of what constitutes government pro-
curement must be resolved for China to
sign the Agreement. It is conceivable,
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specific projects and missions."”
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Tel: 415-969-1671
Fax: 415-969-1673

Suite 109

though unrealistic, to expect that all Chi-
nese State-owned enterprises should be
subject to GATT government procure-
ment standards. Only government enti-
ties are covered by the Agreement,
while all other entities are covered by
the different rules of the GATT general
agreement. Agreement signatories will
have to decide whether they want Chi-
nese State-owned enterprises to be sub-
ject to the Agreement or to other GATT
provisions on tarift and non-tariff barri-
ers. China must decide how much cov-
erage it is willing to offer—which gov-
service
SDR

thresholds. Existing signatories will then

ernment entities, which

contracts, and what minimum
have to determine whether the Chinese
offer is adequate enough to allow China
1o sign the Agreement.

Another issue to be resolved before
China can sign the Agreement is its lack
of a national procurement law, While
some Chinese tendering companies, sub-
sidiaries of State-owned trading compa-
nices that organize bidding for procure-
ment contracts, have issued procurement
regulations, China has yet to promulgate a
national procurement law. It is unlikely
that China would be able to accede to the
Agreement without a comprehensive pro-
curement law that would serve as a vehi-
cle to implement its obligations under the
Agreement. Even with a national procure-
ment law, provincial and local authorities
may be able to flaunt central directives on
procurement as they have done in other
areas. The decentralization of authority in
China and the weakness of the Chinese
legal system, therefore, raise concerns
over China's potential compliance to the
Agreement.

As the negotiations over China's mem-
bership in the Agreement are in their in-
cipient stage, much progress remains 1o
be made, particularly on the part of the
hesitant Chinese, if China is to join. If
China were indeed o comply with the Us
desire to see it sign the Agreement, the
PRC would be required to open more
government contracts to foreign bidders
and to end offset practices. In such a sce-
nario, China would probably want to ne-
gotiate conditions for the use of offsets, as
permitted under the Article XVI develop-
ing country exception.

Excluding Israel, no current Agree-

ment signatory has successtully negoti-
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ated offset-use provisions. Israel has an
offset program that requires foreign ven-
dors to subcontract to domestic firms a
set percentage of their procurement con-
tracts. Upon accession to the Agreement,
Israel negotiated a timetable for the
gradual reduction of those subcontract-
ing requirements. Though lacking a for-
mal offset program, China could proba-
bly negotiate similar offset provisions.
Although it remains unclear whether the
United States will support developing
country status for China's GATT/WTO
bid, the United States would probably
be willing to negotiate special terms for
the gradual reduction of China's offsets
because, without special terms, the PRC
would not likely be willing to join the
Agreement.

A win-win situation

Despite these unresolved issues, the
Agreement is flexible enough to allow
special consideration for China'’s transi-
tional economy, and offers significant
benefits to China, including increased
access to foreign government procure-

ment for Chinese exporters and the ful-

IF China signed the

Agreement, US firms
could gain access to
tens of billions of dollars’
worth of Chinese
procurement contracts
per year—the full
amount would depend
on the final terms of
China’s accession.

fillment of one US demand for the PRC's
entry into the GATT/WTO

In addition, a more open and compet
itive procurement system would enable
the Chinese government to buy better
quality goods and services at a lower
price. A more effective and better man-
aged procurement system would help

reduce corruption, curb the formation of

monopolies, and would generally force
the government to be more accountable

For the American business commu
nity, Chinese membership in the Agree-
ment would increase access to one of
China’'s most lucrative markets. While
some US business leaders have lobbied
the United States Trade Representative
(USTR) and other US trade officials to
pressure the Chinese to join the Agree
ment, these efforts have yet to produce
tangible results. If China signed the
Agreement, US firms could gain access
to tens of billions of dollars” worth of
Chinese procurcment contracts per
year—the full amount would depend
on the final terms of China’s accession
USTR sources, however, have noted
that it is premature even to begin for
mulating such projections since present
Agreement negotiations have not made
significant progress and there are no in-
dications that China will sign the Agree-
ment in the near future. It may take
some time for American companies
faced with burdensome offset require
ments to be able to breathe a long
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Cracking the System

The ins and outs of China’s distribution
networks have been slow to improve

Stephen R. Frewen

ith more than one fifth of the world’s popula-

tion and vast stretches of inhospitable terrain,

China poses a complex distribution challenge

for today’s business managers. Estimates re-
cently reported in the South China Morning Post suggest that
poor transportation links in 1994
contributed to the loss of nearly
¥43.8 billion—approximately one
percent of China’s gross domestic
product (GDP).

Beijing's unwillingness to al-
low substantial foreign involve-
ment in wholesaling and distribu-
tion and the lack of an adequate
transportation infrastructure
means that foreign investors of-
ten find it difficult to move their
goods from the factory to the
consumer. Until more foreign in-

ers more control over how their goods are transported and mar-
keted (see p.14). Nevertheless, because modernization of China's
infrastructure system lags behind other economic priorities, dis-
tribution throughout China is still difficult, and to a great degree
limited to the country’s eastern and coastal provinces. Although
Beijing has pledged to improve
the country’s road and rail infra-
structure, the growth of China’s
transportation network is not ex-
pected to catch up to actual needs
for another 10-20 years.

In all three modes of available
transportation—roads, railroads,
and waterways—China's current
infrastructure lags well behind in-
ternational standards. Major prob-
lems face each mode:

B Roads Present road networks,
measured in km/person, rank

volvement is allowed and until
rail, road, and water transporta-
tion networks improve, distribution headaches will likely con-
tinue to plague China-based operations. In the meantime, how-
ever, greater cooperation among foreign manufacturers could
lessen the obstacles to efficient distribution

From here io there

Until the mid-1980s, when Beijing liberalized the country’s
State-controlled distribution companies, manufacturers—both
Chinese and foreign—were assigned State-owned distributors
and had lile control over their products once the goods left the
factory. Various options have since emerged, giving manufactur-

m Stephen R. Frewen is managing director of Modecc
Developments Limited, a Hong Kong-based firm. He has been
involved in the distribution industry for more than 18 years.

China behind such developing
countries as Argentina, Brazil, In-
dia, Mexico, and even the former Soviet Union. The country has
only barely increased the number of roadways since 1950, al-
though the volume of freight traffic accessing the roads has
grown 250 fold over the same period. Although a number of
north-south and east-west highways are slated for completion by
the end of this century, financing and the government’s commit-
ment to follow through with these plans appears to be lacking.
Given China’s shortage of financial resources and abundance
of other development needs, some estimates suggest that
China’s roadways will increase only 2.5 percent annually dur-
ing this decade. While an improvement, this compares to an
estimated real GDP growth of more than 10 percent a year for
the decade and is certain to result in even greater strains on the
country’s roadways.
M Railroads Projected to grow only 3.5 percent a year for the

rest of this decade, China's railway system suffers from similar
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problems. Although both countries have
roughly the same land mass, China has
only one fifth of the railways currently in
place in the United States—roughly
equivalent to the US railway infrastruc-
ture in 1860. Even India, with only one
third the land area of China, has a larger
rail network. Railroad bottlenccks cost
an estimated $3.5 billion in direct sales
and production losses per year, and
China's current system does not extend
into the areas where dependable trans-
portation networks are needed most.

B Waterways What it lacks in rail and
road structures, China makes up for in a
comprehensive array of inland and
coastal water routes. But, because Bei-
jing is reluctant to allow foreign involve-
ment in waterway development or grant
foreign companies shipping rights,
China’s waterways are also in need of
development. Large amounts of foreign

Despite logistical
and political
problems, the

distribution outlook
in China is not
entirely hopeless.

investment are required to upgrade the
boats and harbors presently servicing
the waterways. A few large Chinese
consortia from Hong Kong are making
some headway, however, and have
been granted rights to manage inland
ports and related transportation centers.
Beijing will probably announce several

other joint ventures in inland river trans-
portation and port management within
the next year.

The right mix

Despite these types of logistical and
political problems, the distribution out-
look in China is not entirely hopeless,
Though the optimal distribution method
for any manufacturer in China depends
on the goods to be distributed and the
consumer market the manufacturer
hopes to reach, Modecc’s research sug-
gests that a combined approach of
coastal shipping and waterway devel-
opment—using inland ports and flat-
bottomed barge transportation ser-
vices—presents the most efficient
solution. The combination method
would allow foreign manufacturers to
transport consumer goods in bulk to
major provincial capitals, employing ex-

Distribution through Cooperation

manufacturers expressed an interest in
establishing a nationwide distribution

At a series of seminars hosted by
Modecc in 1993, more than 35 foreign

network within China. Rather than es-
tablishing individual contracts with Chi-
nese transportation companies, six of
the manufacturers—including the Amer-
ican companies Colgate, Kraft General
Foods, and Johnson & Johnson—de-
cided to create the China Logistics
Council to contract international distrib-
ution companies such as APL, Exel Lo-
gistics, and Federal Express Corp. to
transport the group’s goods to each
company’s respective market.

During its first five years, the council
plans to explore options for physical
transportation. The council’s network
will initially cover 20 major cities with
plans to extend operations to 80 minor
cities within its first two years. The net-
work will extend from Shenyang in the
north to Hainan Island in the south and
Wuhan in the west. It will focus on dis-
tributing—but not marketing—the prod-
ucts of the six manufacturers to first-
and second-level wholesalers. In the
subsequent three years, the network
will be extended further west to

Chengdu, eventually involving a total of
five regional distribution centers and
numerous depots to cover the geo-
graphical spread. Later, the council may
independently experiment with retail
distribution in Beijing, Guangzhou, and
Shanghai, with the goal of reaching
5,000-10,000 retail outlets per city.
Whether the council is able to follow
through on these plans will depend on
developments in China’s wholesaling
laws over the next several years.

The council’s main long-term goal
will be to encourage the establishment
of a number of joint-venture distribu-
tion networks involving the country’s
rail, road, and waterway systems. The
group hopes to assist in standardizing
such measures as pallet and container
sizes, bridge heights, and railway
gauge. It will use its resources to en-
courage all levels of government in
China to invest in modernizing the
country's infrastructure and related
transport services and to support the
distribution demands identified by
council members. The council also
seeks to be a starting point for foreign
banks and capital and infrastructure in-
vestors to take on a larger role in devel-

oping the country’s transportation infra-

These efforts will include discussions

censes, geographical coverage, and the

structure.

In addition, the council will lobby
the central government on the distribu-
tion needs of leading foreign consumer
manufacturers operating in China.

on wholesaling and transportation li-

need for China to upgrade all aspects of
distribution. —Stephen R. Frewen

e
F

CONTACTS

For more information, inter-
ested parties should contact:

Stephen R. Frewen

Modece Developments Limited

2003A-2004 Car Po
Commercial Building

18-20 Lyndhurst Terrace

Central

Hong Kong

Tel: 852/2851-4808

Fax: 852/2544-3223

September-October 1995  The China Business Review

13



F O C U §

From Factory to Consumer

After 17 years of economic reforms in
China, almost all foreign-invested enter-
prises (FIEs) still confront obstacles to the
seamless distribution of goods. Although
Beijing has loosened control over distrib-
ution, regionalism and fragmentation
caused by differences in the speed of de-
velopment among regions continue (o
hinder nationwide distribution efforts.
FIEs cope with these difficulties by devel-
oping various ways to get their goods
into Chinese consumers’ hands. Some
rely completely on outside companies to
handle all aspects of product distribution;
others handle distribution concerns in-
house. Since different goods and geo-
graphic locations demand different distri-
bution approaches, the best method for a
particular company depends upon the
volume and type of goods sold and the
enterprise’s size, resources, and level of
local involvement,

For China-based FIEs, there are a num-

ber of ways to get goods from factories
to wholesalers, retailers, and Chinese
consumers. Starting with the traditional
approaches and progressing to more in-
novative systems, these include:
B State distribution companies Histori-
cally, all goods, from rolled steel to baby
food, were distributed through a national
system tightly controlled by the central
government. Two or three layers of distri-
bution companies (national, regional, and
local) often operated between manufac-
turers and consumers, in addition to a
government-run import-export company
if the goods were purchased from
abroad. The distribution companies were
organized by industry, each with its own
State-controlled distributors; the manufac-
turer had no say in choosing a distributor
for its products.

To encourage profitability and effi-
ciency among State-owned distribution
companies, Beijing relaxed control over
the distribution firms during the mid-
1980s. Private Chinese distributors
emerged to compete with State-owned
distribution companies. For most indus-
tries, manufacturers are no longer as-
signed a distributor, and if a particular
distribution firm does not meet a manu-
facturer's expectations, the manufacturer

is now usually free to choose other distri-
bution channels. In many cases, manu-
facturers choose to stay with a State-
owned distribution company if the State
distributor is particularly effective in that
industry.

In the past, when manufacturers relied

solely on State-owned distribution com-
panies, the manufacturer had little con-
tact with the endusers of its product. The
situation has improved somewhat as the
manufacturer now has a much closer re-
lationship with and obtains much more
information from the State distributor.
The manufacturer now contributes to
downstream marketing, sales, and distrib-
ution decisions, and also advises the
State-owned distribution company on in-
stallation and maintenance procedures.
Although the increased contact is promis-
ing, the manufacturers’ involvement in
State-controlled marketing and distribu-
tion is minimal compared to some of the
other distribution options available.
B Private Chinese distributors Private
distributors have filled the gap created by
the liberalization of the country’s distribu-
tion system and the growing number of
foreign manufacturers servicing the China
market. Frequently created from the rem-
nants of disbanded State-controlled distri-
bution networks, private distributors of-
ten draw on extensive existing networks
of local contacts to obtain shelf space for
the manufacturer’s consumer products
and to facilitate sales for industrial goods.
Most private distributors have not had
sufficient time to establish new contacts
outside their regional or provincial areas,
however, and foreign companies hoping
to expand far from their factories must
find distributors for each new region or
province they enter. This means not only
identifying potential Chinese distribution
firms in the new area, but also vetting
and training them.

Despite the limited servicing area,
some foreign manufacturers prefer work-
ing with private distributors because of
the greater level of control over the mar-
keting of their goods. Product marketing
and distribution have a great impact on a
product’s image—and thus, their poten-
tial for sale. Foreign manufacturers are

therefore careful to discuss with private
distributors how merchandise should be
handled, what marketing materials and
sales techniques should be used, and
how the goods should be transported.
Foreign manufacturers report that private
Chinese distributors generally lack
knowledge of product distribution in
other countries, but are eager to learn.

B Distribution through a joint-ven-
ture partner A popular option for joint-
venture manufacturers is to distribute
goods through the Chinese partner’s ex-
isting distribution network. The joint ven-
ture agrees to set aside a specific amount
of the joint-venture product to be bought
by the Chinese partner for domestic sales.
In theory, the joint venture is then no
longer responsible for distribution and
the goods belong solely to the Chinese
partner. Foreign manufacturers often try
to negotiate some control over the distri-
bution of the joint-venture product to en-
sure that the product’s image is being
maintained. This tactic works particularly
well for manufacturers of foodstuffs,
where the Chinese partner frequently
controls its own retail food outlets. The
joint-venture product frequently comple-
ments the local partner’s existing line, but
because the joint-venture product is usu-
ally more expensive than the Chinese
partner’s product, the two goods are not
in direct competition.

B jJoint-venture distribution depart-
ment Rather than distribute through its
Chinese partner, some joint ventures
have created a separate distribution de-
partment within the venture itself. This al-
lows the foreign partner greater control
over the joint-venture product’s market-
ing, distribution, installation, and, ulti-
mately, image. Foreign companies are
not legally allowed to act as direct distrib-
utors in China. While a joint venture can
distribute its own products, it cannot dis-
tribute goods manufactured by the for-
eign partner outside of China.

The main disadvantage to distribution
through a joint venture is the large
amount of time needed to train the Chi-
nese staff in marketing, sales, distribu-
tion, and servicing. FIEs that produce
goods such as equipment and machin-
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ery that have demanding installation and
maintenance requirements frequently
manage distribution through their joint
ventures. The greater control over the
correct usage of the equipment that this
method affords helps protect the prod-
uct's reputation.

Because industrial goods manufactur-
ers have a more limited client base, they
are better able to manage distribution in-
house. Given the nature of their product,
they generally have fewer customers and
are able to devote more time to individ-
ual customer needs. Nevertheless, some
rely on local distributors in different parts
of the country to service clients. High-
technology firms such as China-Schindler
Elevator Co. and Hewlett-Packard Co.
also use their joint-venture marketing and
distribution personnel for a portion of
their mainland sales.

Consumer goods manufacturers also

frequently manage some of their distribu-
tion through the joint venture to maintain
client contact and feedback. Because dis-
tributing all of their products through an
in-house distribution department would
be costly, however, most consumer
goods manufacturers continue to rely on
outside companies for distribution of the
majority of their goods.
B International distribution compa-
nies Foreign manufacturers with little
China experience can turn to interna-
tional distributors for complete distribu-
tion and after-sales service within the
country. The manufacturer sells its goods
to the international distributor who, in
turn, provides marketing, sales, and dis-
tribution services. The international dis-
tributor also oversees the product’s instal-
lation and monitors retail product
displays. International distributors usually
negotiate directly with Chinese compa-
nies to provide physical distribution.

In overseeing the process, however,
these international companies are subject
to certain regulations, Because the Chi-
nese government considers distribution
vital to the national economy, it has been
reluctant to allow foreign participation in
direct distribution services. International
distributing companies can only fulfill
contracts signed outside China by their
parent companies or contracts signed on
behalf of the parent in China through
their representative offices.

International distributors’ fees tend to

be high given the third party involved
and the product training they must pro-
vide to their employees for technical
goods. Many companies find the cost of
employing international distributing com-
panies prohibitive and use this method
only as an initial entry strategy.
B Direct marketing and distribution
One of the most recently developed
means of selling products in China is di-
rect marketing—a process by which the
manufacturer contacts individual con-
sumers directly. This method has tremen-
dous implications for distribution, as it
permits a company to distribute widely
without the cost of employing a third
party. The labor costs to the company are
low because of the lower wages paid in
China. Products requiring consumer edu-
cation are well suited to direct marketing
because of the one-on-one nature of the
contact.

Avon Products Inc. runs the best-

known direct marketing operation in
China, and many copycat companies are
emerging. Avon first focused on Guang-
dong, investing considerable time and
effort in training its sales force, and re-
cently expanded to the greater Shanghai
market. Unlike direct marketing opera-
tions in other countries in which the
company delivers its products through
the mail, Avon must arrange physical
distribution of its products within China
via a fleet of company-owned trucks.
B Special marketing efforts Although
not yet widely used by American FIEs,
retailers from other countries have at-
tempted to develop a presence in China
by renting space in department stores.
For example, the Hong Kong Trade De-
velopment Council encourages sales of
consumer goods manufactured by Hong
Kong-invested companies in China
through “Hong Kong Showcases"—rotat-
ing displays in major department stores
throughout the country. Each stop on
the circuit can last from two months to
two vears. The council leases special
counter space within the participating
department stores, but the manufacturer
is responsible for getting the goods to
the display site.

Other consumer products manufactur-
ers have adapted similar strategies by tak-
ing advantage of specialized boutiques

within China’'s largest private and State-
run department stores. The manufacturer
provides display cases, and the boutiques
offer sales assistance if the manufacturer
desires. The manufacturer compensates
the host store on a commission basis and
is directly involved in managing its prod-
uct’s presentation. Many consumer prod-
uct manufacturers, particularly clothes,
shoes, and cosmetics companies, are ex-
perimenting with this strategy, but the
number of department stores offering this
option remains small.

Although neither method is a perma-
nent solution to shelf access, each can
greatly increase product exposure—espe-
cially for firms with limited resources.
Both methods work well as a point of
entry for smaller companies wanting to
test market response to their products in
several different regions.

B Creating one’s own system A final
option open to FIEs with substantial
manufacturing investments in China is
creating an individual distribution sys-
tem to reach customers by opening
sales offices in all test markets to han-
dle marketing, sales, and physical distri-
bution issues. This approach is much
more comprehensive than merely es-
tablishing a distribution department
within a joint venture and entails more
logistical problems and expenses. FIEs
must be willing to devote a large
amount of energy to cultivate the hu-
man resources needed to open a net-
work of this scale. Finding Chinese in-
dividuals to staff new offices who speak
the right dialect, are willing to relocate,
and have some connections in a spe-
cific location is especially difficult in
China. Multinational personal care
product companies and foreign brew-
ing companies often spend thousands
of hours recruiting staff for each new
regional sales office. One senior foreign
manager of a pharmaceutical joint ven-
ture reported spending over 1,000
hours interviewing prospective Chinese
staff for marketing and distribution re-
sponsibilities in 1994 alone.

—/Jane Greaves

Jane Greaves is director, Asian trade, for

Intercedent Limited, a Toronto-based in-
ternational marketing andconsulting firm.
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isting and planned roads and railroads
to transport the products the rest of the
way. This method would reach more
than 90 percent of China's population—

-

and more than 77 percent of China’s
current GDP. With sailing transit times
of approximately three and one-half
days from Hong Kong to Shanghai or
six and one-half days from Hong Kong
to Dalian, the combination method
would also provide foreign exporters
with a realistic alternative to total re-
liance on China’s rail and road system.
Before such a system can be put in
place, however, the PRC must remove li-
censing restrictions on wholesaling and
retailing activities by foreign entities. The
Chinese retail laws still prohibit foreign-
ers from entering wholesaling activities,
although recent press reports suggest that
the Ministry of Internal Trade will gradu-
ally loosen the restrictions. Traditionally,
Beijing has tended to grant approvals to
foreign investment projects that bring
large amounts of capital into the country.
Wholesaling ventures which bring little or
no capital into the country will likely re-
main the responsibility of local Chinese
companies until such attitudes change.

Foreign assistance
in infrastructure
planning and

developing logistics
companies will

no doubt be

welcomed
by manufacturers

based in China.

In practice, large firms such as The
Procter & Gamble Co., Philips Electronics
NV, and Unilever PLC have tried to cir-
cumvent the retail law by “shadow man-
aging” the more efficient Chinese whole-
salers across the country. The foreign
companies work closely with the whole-
salers, providing training, marketing,
sales, and management support in ex-
change for physical distribution services.
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However, by merely propping up China’s
outmoded wholesale structures, the for-
eign manufacturers do nothing to rectify
the system’s shortcomings, and the inher-
ent weaknesses of China's physical distri-
bution system remain.

Opportunities for foreigners

Historically, the major distribution
companies in China—and throughout
Asia—have consisted of relatively old-
fashioned trading companies known for
providing all-inclusive marketing, sales,
and distribution functions, but few com-
panies specializing only in physical distri-
bution. With the exception of Inchcape
and, more recently, the East Asiatic Co.,
trading groups have generally also ne-
glected to invest in capital improvements,
management expertise, or resources o
build professional physical distribution
chains. Foreign assistance in infrastruc-
ture planning and developing logistics
companies that can oversee nationwide
physical distribution networks will no
doubt be welcomed and should help
emerging Chinese transport companies.
Such ventures are currently allowed un-
der Chinese laws, in contrast to whole-
sale ventures.

During the early stages of operation,
indigenous Chinese transport companies
will rely mainly on trucking capacity,
but should be able to provide ware-
house facilities and limited computeriza-
tion of their operations within three
years of start-up. Nevertheless, because
many existing Chinese transport compi-
nies are inexperienced, undercapital-
ized, or over-staffed, transferring physi-
cal distribution operations to actual
distribution chains will likely require
forming joint ventures with international
firms. Only international transport logis-
tics companies have the necessary skills
in network modeling, information tech-
nology resources, and experience in co-
ordinating the activities of different
transport companies to form distribution
logistics chains. Only the largest and
most efficient international transport lo-
gistics companies have the experience
in supply chain management necessary
to service the vast China market and
tackle its inadequate transportation in-
frastructure.

Until such distribution chains are es-
tablished, some foreign companies are
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attempting to formulate short-term so-
lutions. For example, given the present
lack of experienced logistics groups,
six major manufacturing firms based in
China recently agreed to pool their
combined product volumes and con-
tract international distribution compa-
nies to handle their transport needs
(see p.13).

Staking a claim

Once a foundation for the distribution
networks is in place, and some of the
major problems involving the country’s
transportation infrastructure are solved,
individual distributors will inevitably
move 1o stake their claims in the coun-
try's distribution business. Due to the
geographical challenges of distribution
within China, distribution logistics com-
panies will have 1o specialize in centain
areas or product lines to make the sys-
tem more manageable. Distribution con-
tracts between foreign manufacturers
and international logistics groups will
probably be awarded on a mainly re-
gional or provincial basis, with most fo-
cusing on developing strong resources
in management and tracking software,

f Beijing allows
greater foreign
involvement in both
wholesaling and
shipping, problems
of accessing the
country’s railroads,
roads, and waterways
will likely be alleviated.

Competition among local transport
companies for contracts with China-based
FIEs is likely to prove healthy for the up-
coming generation of joint-venture logis-
tics groups. Few foreign-invested logistics
groups would be willing to tackle a distri-
bution network of up to 330 cities, but
with competent and competitively priced
transport services, many may be willing to
establish logistics networks within a single

cultural spots;

China Market Access Tool

on CD-ROM

China Market Access Tool (CMAT) provides

comprehensive information assistance to your

business with China:

* multimedia profiles on 30,000+ accredited
companies in 40 major industries in China,
including industrial outlooks, full-color pictures
and analytical charts;

® information on all special development zones and open cities;

major associations, research and education institutions,

electronic and paper media for advertising, recreational and

® opportunities for joint ventures, foreign investment;
® laws and regulations on foreign trade, investment

region. The result of such specialization
would be three or four foreign-invested
logistics companies providing nationwide
networking capabilities, while most Chi-
nese distributors and wholesalers continue
to focus their transport and marketing ef-
forts around larger cities such as Beijing,
Guangzhou, and Shanghai.

A brighter future

In the final analysis, the range of op-
tions for distribution within China and the
competition arising from regional frag-
mentation of the distribution market will
result in practical short-term solutions, If
Beijing takes decisive action to allow
greater foreign involvement in both
wholesaling and shipping, problems of
accessing the country’s railroads, roadls,
and waterways will likely be alleviated
The first ventures open to foreign involve-
ment will likely be concentrated in man-
agement organizations controlling a vast
range of trucking and warchouse subcon-
tractors, But as Beijing begins to perceive
the benefits of encouraging joint ventures
in physical distribution, initiatives involv-
ing different types of transportation and
integrated supply chain packages will
Start 1o emerge.

In planning a distribution strategy for
China, |()gis[il.\ managers and interna-
tional transport companies must be
careful o tailor their programs to the
China market and the country’s terrain.
Until China’s transportation infrastruc-
ture is modernized 1o meet current de-
mand, distribution—with or without
competent distribution chains and logis-
tics companies to manage them—will
be a difficult endeavor. Moreover, so-
phisticated solutions transplanted from
Europe or the United States which do
not tackle the special demands of an an-
tiquated transportation infrastructure,
deteriorating urban traffic conditions, or
the sensitivity of PRC officials 1o allow-
ing foreign cooperation in this sector
will likely fail to produce the intended
results. Only by working with Chinese

® and taxation; and more ... officials in developing both a physical

2 os ) and managerial framework for extensive

. ko dcm‘llL\d information, contact: distribution, cooperating with local

PaClﬁC Busmess Technology COTp- transportation and distribution compa-
37053 Cherry Street, Suite 115, Newark, CA 94560 nies, ;mnl- pooling resources with nthur-

Tel: (510) 796-2584 Fax: (510) 796-2574 FIEs can foreign managers be assured of

or visit our Web Site:  htps/fuwmnw.pbtco.com/ faster and more efficient distribution of

their goods. 5
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In Search of the
Chinese Consumer

B Dong Li and Alec M. Gallup

A national survey
sizes up Chinese
buying patterns

B Dong Li received his Ph.D. in
Political Science from Columbia
University and is the executive assistant
to the president and the international
project director of Gallup China Ltd.
Alec M. Gallup is co-chairman of

The Gallup Organization and a

board member of Gallup China Ltd.

n an attempt to discover who the av-

erage Chinese consumer is—or if

such a being even exists—interview-
ers for Gallup China Ltd. set out in
mid-1994 on bicycles, trains, and even
camels to conduct the first national con-

sumer survey by a foreign research com-

pany in China. Based on a sample of

3,400 people representing the entire
adult population in China between the
ages of 18-60, excluding the Tibet Au-
tonomous Region, the survey asked 60
questions in personal interviews con-
ducted in people’s homes. What Gallup
uncovered is a consumer who is gener-
ally pragmatic, price and quality con-
scious, a careful planner, and patriotic.

To take greater account of the signifi-
cant economic development in China's
urban areas, statistical weighting meth-
ods were used to facilitate analysis along
national, urban, and rural lines. Re-
sponses were validated through follow-
up measures to confirm that the people
selected for the survey were representa-
tive of the population at large. The sur-
vey provided insights into national
norms as well as urban, rural, and gen-
erational consumption patterns and pref-

Crences.
Likes and dislikes

Though commonalities exist among
China's vast stretches of consumers, the
survey reveals significant differences in
attitudes between people in rural and ur-

ban areas. The vast majority of respon-
dents stated that purchases of “big ticket
items” (da jian) are planned rather than
impulsive, and almost half stated that
they browsed advertisements before
making such purchases. The urban con-
sumer, however, is more |ikc|y than the
rural consumer to study advertisements
before purchasing a big ticket item.
Among a “selected cities” cohort consist-
ing of respondents in Beijing, Chengdu,
Guangzhou, Nanjing, Shanghai,
Shenyang, Tianjin, Wuhan, and Xian,
more than 60 percent said they first
study advertisements before purchasing
consumer durables such as refrigerators,
air conditioners, and rice cookers. Re-
spondents were evenly divided between
those who decide on product purchases
before visiting stores and those who visit
two or three stores and then select a
product to purchase.

Most Chinese consumers, especially
those in urban areas (78 percent), prefer
to pay more for high-quality, durable
products than make repeated purchases
of cheaper, less durable products. Thirty-
eight percent of all respondents (52 per-
cent of urban respondents) state that
they would pay higher prices for high-
quality products rather than buy inex-
pensive products, regardless of quality.
Interestingly, the survey reveals that over
half of those questioned buy big ticket
items according to current trends rather
than go against convention.
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The survey reveals sharp differences
between rural and urban attitudes about
foreign products. Overall, Chinese con-
sumers prefer to buy domestically manu-
factured products rather than comparable
foreign-made goods. Respondents in the
selected cities group, however, are less
likely to favor domestic products than are
consumers nationally. Only in Guangzhou
did more consumers prefer foreign prod
ucts to domestically made goods

Brand names seem to play only a mi-
nor role in the purchasing decisions of
the average Chinese consumer—only 30
percent of respondents state that they
would buy leading brands regardless of
price, though among urban respondents
the statistic rises to 41 percent. In gen-
eral, Chinese consumers do not look for
products with numerous added fea-
tures—the average Chinese consumer
prefers to buy inexpensive products with
limited features (44 percent) over top-
rated products with many features (29
percent). Finally, based on the survey re-
sults, most of China’s consumers prefer to
shop at stores they trust as opposed o

stores with the lowest prices
The typical Chinese home

In addition to querying consumer likes
and dislikes, the survey sought to size up
present living standards in China. It found

With the exception of
VCRs and video
cameras, respondents
expressed a preference
for domestically
made products.

that the average Chinese household con-
sists of four people. Nationwide, 81 per-
cent of households surveyed own at least
one bicycle, roughly 60 percent have elec-
tric fans and radios, 54 percent own black
and white televisions, and 40 percent have
color televisions, Over one third of the
households have electric rice cookers but
only 9 percent own telephones

Rates of consumer durable ownership

are considerably higher in the country’s

three largest cities—Beijing, Guangzhou,
and Shanghai. Ninety-four percent of the
households in these three cities own color
televisions, 90 percent have refrigerators
and bicycles, 88 percent possess clothes
washing machines, 65 percent have elec-
tric hair dryers, and 58 percent have rice
cookers. Roughly half of all households in

these three cities have electric steam irons

Figure 1

Mean Annual Household Income by Area, 1994

$1,512

NOTE: ¥8.7 = $1
SOURCE: The Gallup Organization

and video cassette recorders (VCRs), and
one third have telephones, stereo systems,
or gas water heaters. Less than a fifth of
respondents in Beijing, Guangzhou, and
Shanghai own air conditioners and only 2
percent own automobiles.

In addition to quizzing respondents on
the items they presently own, interviewers
also inquired about short-term purchasing
intentions. Nationally, the big ticket items
on Chinese consumers’ wish lists for the
coming two years include color televisions
(32 percent), washing machines (22 per-
cent), refrigerators (21 percent), tape
recorders (19 percent), VCRs (16 percent),
electric fans (15 percent), and stereo sys-
tems (15 percent). Big ticket purchase
plans also include air conditioners (12 per-
cent), telephones (11 percent), video cam-
eras (6 percent), automobiles (4 percent),
and computers (4 percent).

With the exception of VCRs and video
cameras, respondents expressed a prefer-
ence for domestically made products. As
more Chinese-made consumer durables
are manufactured using advanced produc-
tion techniques, the Chinese population
seems to perceive the quality of domestic
goods to be comparable to, and the price
lower than, that of imported goods.

Household names

For much of modern Chinese history, a
strict isolationist policy kept foreign goods
and trends out of reach of the average
Chinese person. With the door now
swung open to international trade, the
survey sought to assess the extent of for-
eign commercial penetration in the PRC.
Names of 98 companies and brands of
consumer goods (44 American, 25 Japan-
ese, 22 European, and 7 from other coun-
tries) were presented to interviewees. The
results indicate that the “Hitachi” moniker
is most widely recognized by those sur-
veyed, with a recognition rate of 65 per-
cent. “Coca Cola” and “Panasonic” follow
closely, with 62 percent and 60 percent
recognition respectively. Six of the 10
most widely recognized names are Japan-
ese and only three (“Coca Cola,” “Mickey
Mouse,” and “Marlboro”) are American.
“Nestle,” the most widely recognized Eu-
ropean name, ranked 16 out of 98 (40
percent recognition), and “Mercedes
Benz” ranked 18 (39 percent).

Recognition of foreign brand names

appears to be highest in China’s urban
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areas, especially in the selected cities co-
hort. “Coca Cola,” for example, registers
62 percent national recognition but 83
percent in urban areas and 94 percent in
the selected cities. “Pepsi Cola” rises
from 42 percent nationally to 69 percent
in urban areas and 85 percent in the se-
lected cities. Brand recognition also cor-
relates with education and affluence
Recognition of “Coca Cola” is 43 percent
among consumers who have an elemen-
tary education, 66 percent among those
with a junior high school education and
81 percent among college graduates
With respect to income, recognition of
the “Pepsi Cola” name is 23 percent
among consumers whose annual house-
hold income is less than $350, 45 percent
among consumers whose annual house-
hold income is $350-$799, and 71 per-
cent among the consumers surveyed
whose annual household income is
greater than $799.

Wide name recognition may be related
to several cultural subtleties, such as how
the product name is translated into Chi-
nese. “Coca Cola,” with high name recog-
nition, is rendered in Chinese to mean
“taste good and taste happy” (kekou
kele). Advertising also may factor into a
product’s recognition—wide recognition
of “Nestle” may be related to the televi-

sion advertisement slogan coined in the

Six of the 10 product
and company names
most widely recognized
by respondents are
Japanese and only 3
are American.

early 1980s for Nestle coffee—" Weidao
haojile!” or “The taste is excellent!"—that
gained widespread popularity.

The emerging elite

The survey reveals that Chinese con-
sumers may not be wealthy as individuals
but, in the aggregate, China possesses
enormous buying power. The national
annual consumer income based on our
data is about $206 billion. The aggregate
household savings based on our data, in-
cluding bank and non-bank savings, is
about $240 billion., The difference be-
tween the combined total of household
income and household savings—$446 bil-
lion—and the value of retail consumer
products sold in 1993-—5$141 billion—
leaves much room for growth in con-

sumer spending.

Figure 2

Mean Annual Personal Income by Occupation, 1994

Businessperson

Service industry professional

Factory worker

$213

Agricultural worker

$125

$506

$432

$420

NOTE: ¥8.7 = $1
SOURCE: The Gallup Organization

The survey also reveals, however,
growing income disparities between a
small group of nouveau riche and the
majority of the population. The mean an-
nual pre-tax household income is ¥5,963
($685), but half of Chinese households
have annual incomes lower than ¥4,500
($517). Not surprisingly, urban families
are more affluent than rural families in
terms of annual houschold income (see
Figure 1).

While the emergence of a wealthy elite
would have been unthinkable just 20
years ago, 4 out of 1,000 Chinese house-
holds (about 4.8 million people) now
have annual household incomes exceed-

- -

ing ¥50,000 (5$5,747). At the other end of
the spectrum, our data show that 14 per-
cent of Chinese families fall below ¥1,800
($207) annual income, which is roughly
the level below which individuals can file
for government assistance in Shanghai,
Fuzhou, and Dalian.

China’s income levels also divide along
occupational lines (see Figure 2). Busi-
nesspeople and owners of private enter-
prises have the highest average annual
personal income among all occupations
(¥5,053), followed by cadres (leading
members at all levels in government de-
partments, State enterprises, institutions,
and Party organizations) (¥4,400), profes-
sionals (including clerks and employees
in the service industries) (¥3,763), factory
workers (¥3,652), and agricultural work-
ers (including those in agriculture,
forestry, animal husbandry, and the fish-
ing industry) (¥1,852).

Within the categories of private busi
nesspeople and farmers, wide income
variations exist, in contrast to the in-
comes of cadres and workers. The stan-
dard deviation of personal income of
businesspeople surveyed is ¥4,601, com-
pared to ¥3,109 for cadres and ¥2,675 for
factory workers. As the reforms cut
deeper into China's State enterprises,
however, increasing income differences
undoubtedly will emerge among State

cadres and factory workers as well,
The family budget

The make-up of a typical Chinese fam-
ily's budget looks quite different than the
average American family’s outlays. Over a
third of a Chinese family's budget is
spent on food (see Figure 3). People in
urban areas budget the most of any pop-
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ulation group to food expenses. Urban
ites allocate 37 percent to food pur
chases, compared to the national norm of
33 percent and the rural rate of 30 per-
cent. In Beijing, Guangzhou, and Shang
hai, the proportion spent on food is even

higher—40 percent, 42 percent, and 41

percent respectively

Savings are second to food in the Chi-
nese family's budget. The typical family
puts away 29 percent of total household
income for a rainy day. To many Chi-
nese, however, saving means simply
spending at a later date. In order of de-
creasing priority, Chinese houscholds
mark savings for children’s education,
family sickness or injury, purchase of a
new home or remodeling an existing
home, purchases of home electronic
items and other durable consumer goods,
children’'s wedding expenses, living ex-
penses for retirement, financing for a
business, and travel and entertainment.

To measure Chinese spending propen-
sity in another fashion, interviewers asked
about ways in which a person would
spend a large windfall. Of the 16 cate-
gories for allocation of funds presented to
interviewees, the top 6 were housing,
family savings, purchase of home elec

tronic items or consumer durables, pur-

Nationwide, 92
percent of those
surveyed said they
had watched television
at least once before
and 80 percent had
watched television the
previous day.

chase of everyday household products,
and purchase of interior decorations.
Overseas travel ranked fourteenth, while

stock investments ranked last

Media aficionados

Marketing specialists may be glad o
learn that mass media (newspapers, mag-
azines, television, and radio) has a wide
audience in China. Overall, the survey re-
veals that those most likely to be reached
through mass media tend to be educated.
male, aged 18-29, and with incomes
higher than the national average.

Figure 3

Average Monthly Household Budget, 1994

Entertainment
¥29 ($3)

Non-food good
on ¥3l($ﬁ

Rent and utilities
¥40 ($5)

Children’s
education
¥51 ($6)

Clothing
¥52 ($6)

Medical care
¥23 ($3)

Food
¥192
($22)

Savings
¥170
($20)

NOTE: ¥8.7 = §1
SOURCE: The Gallup Organization

Television viewing in China is surpris-
ingly high. Nationwide, 92 percent said
they had watched television at least once
before and 80 percent had watched tele
vision the previous day. Even more of the
urban population surveyed (86 percent)
reported they had watched television the
previous day. Roughly half of both rural
and urban residents reported having lis
tened to the radio on the previous day

With regard 1o print media, Chinese
men are more likely than women to read
newspapers—i3 percent of men said that
they had read newspapers “yesterday,”
umlp.ilul to 34 percent of the women
surveyed. Young people are more likely
to read magazines than are older Chinese
Roughly half of those aged 18-29 had
read a magazine on the day prior to being
questioned, compared to roughly a third
of respondents in the 30-39 and 40-60 age
groups. There were no substantial differ-
ences among age groups in the incidence
of reading newspapers, although urban
residents are much more likely than rural
residents to have read a newspaper the
previous day—74 percent compared o 37
percent. For prior-day magazine reading,
urban and rural response rates were 54

percent and 34 percent respectively.
Knowing your market

While every foreign company wants to
learn what will sell in China and what
won't, finding this type of information has
never been easy. Until the mid-1980s,
market research did not even exist in
China. Economic information gathered by
the State Statistical Bureau and other State
agencies is generally reserved for govemn-
ment decisionmakers. Gallup's survey pro-
vides a methodologically sound glimpse
of China’s national consumption patterns
in a format familiar to international firms
The importance of a good translation of a
product’s name into Chinese and the high
rate of television viewing are just two
morsels of information provided by the
survey that foreign companies can con-
sider as they plan their China marketing
strategies. Though the study reveals that
the average Zhou is not rushing out to
buy expensive name brands, the typical
Chinese consumer is perhaps only waiting
until his or her cash flow picks up
speed—nationwide, 68 percent of those

surveyed identified with a personal philos-
A

ophy of “work hard and get rich.” T
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Tapping the
Retail Market in Chino

M Alexa C. Lam

Retail chain stores
may provide foreign
retailers the link to
China’s consumers,
but beginning
operations is no
easy task

B Alexa C. Lam is a pariner in the
Hong Kong law firm of Kao, Lee & Yip,
specializing in China’s retail, corporate,
commercial, banking, and infrastruc-
ture sectors.

espite the publicity surround-

ing the new-found spending

power of China’s 1.2 billion

people, foreign retailers have
discovered that the immense mainland
population does not translate easily into
a heady stream of customers. The eu-
phoria of 1992 brought on by Deng
Xiaoping's call for accelerated eco-
nomic reforms grudgingly subsided af-
ter the central leadership began an aus-
terity drive in the second half of 1993.
The tightening had a direct impact on
retail sales, resulting in a negative real
growth rate for China’s retail market
during the first half of 1994.

Although sales rebounded somewhat
in 1995, many foreign-invested retail
businesses suffer from sluggish sales, es-
calating overhead costs, an inefficient
local workforce, and the omnipotent
Chinese bureaucracy. After the first rush
of curious visitors, most foreign-invested
retail enterprises quickly setile down 1o
the routine of watching people come
and go, sometimes logging only a few
sales a week. If properly structured and
blessed with the necessary government
assistance, however, a foreign retail op-
eration can probably find—or create—
its own niche. By structuring operations
to minimize costs and training sales per-
sonnel to provide friendly service, for-
eign retailers should be able to attract
more customers and slowly build profit
margins.

A cool retail climate

Most foreign investors confront nu-
merous obstacles on the long road to
the China market, but for foreign retail-
ers the problems are multiplied. Since
Beijing does not value retail ventures as
highly as construction or other industrial
ventures deemed necessary to fulfill
China’'s development needs, the PRC
has been reluctant to grant approvals
for individual retail activities and has
limited the scope of foreign retail activi-
ties in China.

Under the Retail Rules promulgated
by the State Council in 1993, the State
Council and the Ministry of Internal
Trade (MIT, the organization that over-
sees all retail operations in China)
strictly control the procedure for estab-
lishing a retail foreign-invested enter-
prise (FIE) in China. The rules merely
set forth policy statements listing condi-
tions to be satisfied before PRC authori-
ties will consider an application for a re-
tail license, but do not set guidelines for
gaining approval (see The CBK, January-
February 1994, p.22). Because retail
joint ventures are likely to be difficult to
set up, many foreign companies rely on
other means to get their goods to the
Chinese consumer (see p.22).

To obtain approval, a prospective for-
eign retail investor must submit a pro-
ject proposal and feasibility study to the
State Council. The State Council will
then discuss the application with MIT
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Other Inroads

Because of the many restrictions placed

on retail operations in China, approval
from the State Council is a valuable asset
for foreign-invested enterprises (FIEs)
wanting to sell their goods in China. Few
approvals have been granted since the
promulgation of the State Council Retail
Rules in 1993, however, and some foreign
retail firms have sought alternative means
to reach the Chinese consumer. Though
these methods do not afford the foreign
retailer the luxury of directly importing
foreign goods, they do allow the foreign
investor a point of entry into the China
market. Non-State Council-approved op-
tions include:
B Locally approved retail ventures
These enterprises are ofien joint ventures,
approved by local government authorities
in the same manner as other FIEs with a
total investment of less than $30 million.
Foreign-invested department stores such
as Shanghai’'s Wing On, Shui Hing, Sin-
cere, Maison Mode, and Isetan, and Pa-
cific Concord in Beijing operate on a local
approval basis.

Because they do not have State Council
approval, they are not restricted to the 11
areas prescribed by the Retail Rules, but
such ventures usually lack direct import
or export rights and are only allowed to
operate at a given site. Many locally ap-
proved retail joint ventures also do not
have retail licenses from the Ministry of
Internal Trade (MIT) and must rely on the
Chinese partner's license. The Chinese
partner to the venture often contributes
land use rights as its in-kind contribution
to the joint venture. In some cases, the
Chinese partner merely acts as a rental
agent, receiving a guaranteed payment in
exchange for land and license use.

B Renting “counters” Using this option,
the foreign retailer enters a distribution or
consignment agreement with a State-
owned or Sino-foreign joint-venture de-
partment store. Effectively, the foreign re-
tailer supplies goods to the department
store, which displays and sells the goods
at designated counters or booths within
the store. The salespeople manning the
counters are employees of the depart-
ment store, but may be asked to wear
uniforms designed by the foreign retailer.

The department store receives a commis-
sion on each sale, but the retailer has no
lessee or tenant rights.

While this option allows foreign retail-
ers to participate in the Chinese retail
market without incurring substantial initial
outlays, it does not grant the foreign re-
tailer much control over the presentation
or sale of its goods. In addition, the renter
has very little security or comfort in the
event the department store goes bankrupt
or fails to hand over the sales proceeds.
B Management subcontracting Pri-
vate and State-owned Chinese retail
businesses with weak sales are permit-
ted to subcontract the management and
operations of their retail business to
other retailers, including foreign compa-
nies, who have established a reputation
in the China retail field. If the Chinese
business contracts management of its
operations to a secondary retailer, the
store typically takes on the name of the
secondary retailer. The subcontractor
controls management decisions and
generally receives a substantial share of
the profits. This is usually only a short-
term option; the second party has noth-
ing more than contracting rights and
can be relieved of its duties in accor-
dance with the contract terms.

B Joint-venture retail arms FIEs that
are already manufacturing goods in the
PRC can avoid the hassle of getting ap-
proval for retail projects by instead setting
up retail outlets geared specifically at sell-
ing the FIE's products. Permission for
such ventures is usually easily obtained
from the venture’s original approval au-
thorities. A few well-known clothiers, in-
cluding Crocodile and Giordano, have set
up retail branches in this manner, Be-
cause these outlets source directly from
their own factories, they reduce their op-
erating costs and avoid importing finished
goods.

B Establishing a local retail business
An existing FIE whose business scope
does not necessarily have to include re-
tailing can enter into a joint venture with
a local Chinese retail company. The new
joint venture, regarded as a domestic en-
terprise, will not require Ministry of For-
eign Trade and Economic Cooperation

approval. The venture must, however,
obtain the proper retailing license from
MIT.

Because the joint venture has the status

of a domestic enterprise, its scope of
business activities can be wider than that
of standard FIEs. The foreign partner's
contractual duties usually involve taking
care of the store’s merchandise, managing
and training personnel, and planning
product displays and shelf layouts. The
Chinese partner's responsibilities include
procuring store space and developing the
store’s customer base.
B Franchising Franchising, still a rela-
tively new concept in China, lacks a rec-
ognized legal framework (see The CBR,
November-December 1992, p.20). The
relationship between the proprietor of
the brand names and the store owner
who sells products under these names
often involves variations on the tradi-
tional franchiser-franchisee arrangement.
Companies such as Theme, Benetton,
and Crocodile are widely assumed to be
franchising their store names to local
Chinese entrepreneurs.

Foreign retailers who want to tap the
true potential of the China market but
who also want to avoid the logistical trou-
bles of operating each and every store
themselves should consider franchising
their brand names and operational sys-
tems to local entrepreneurs. However,
since no legal framework governing fran-
chising activities exists, foreign retailers
must take extra precautions to ensure that
their tradename, trademarks, and propri-
etorial systems are adequately protected.
To bolster protection of the foreign in-
vestor's intellectual property rights, em-
ployees and franchisees should also be
required to sign binding confidentiality
and non-competition agreements.

In the current campaigns by multina-
tionals to protect their intellectual prop-
erty rights in China, foreign investors
have launched lawsuits against infringing
manufacturers and sellers, turning to the
Chinese courts for protection. Some Chi-
nese enterprises have also fallen victim to
copycat manufacturers and counterfeiters
and have initiated their own legal battles.

—Alexa C. Lam
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and solicit its opinion. If approval to
consider the application is granted, the
investors can proceed to execute the
relevant joint-venture contract, articles
of association, and other ancillary docu-
ments and submit them to the Ministry
of Foreign Trade and Economic Cooper-
ation (MOFTEC). Retail FIEs should
seek approval from both the State
Council and MOFTEC. Those which op-
erate with only local and MOFTEC ap-
proval are not guaranteed import and

export licenses. With the exception of

restaurants, all retail FIEs must form ei-
ther equity or cooperative retail joint
ventures.

Foreign retail firms—both those ap-
proved under the State Council Retail
Rules and those with only local-level
approval—constitute a minute fraction
of China's mammoth retail industry,
which is dominated by State-owned
conglomerates such as the Jin Jiang
Group of Shanghai. The State Council
Retail Rules allow foreign retail joint
ventures in six cities and five special
As of March 1995,

only 14 such enterprises had received

economic zones

approval.

Currently, companies from Hong
Kong, Taiwan, Southeast Asia, and
Japan partner the bulk of State Council-
approved retail FIEs in China. Some ma-
jor US and Canadian retailers are ac-
tively trying to establish their presence
in the country. Small-scale Chinese pri-
vate enterprises are also beginning to
emerge, and some State-owned retailers
have restructured themselves into share-
holding enterprises to compete more ef-

fectively with other retail entities.
Approval has its privileges

If a retail FIE is lucky enough to ob-
tain State Council approval, it may im-
port goods worth up to 30 percent of its
total retail sales per vear without having
to work through a foreign trading com-
pany (FTC) licensed by MOFTEC. The
imports must consist of general retail
merchandise to be sold within the for-
eign-invested store. Any goods imported
by the retail FIE are still subject to Cus-
toms duties of the import’s value, which
can exceed 100 percent, depending on
the type of merchandise.

Any imports of State Council-approved
retail ventures above the 30 percent

State Councilapproved
firms need not work

through FTCs to
sell China-produced

goods abroad.

value limit or imports by retail firms with
only local approval must be brought into
China through an FTC. Typically, FTCs
charge a handling fee equal to 30 per-
cent of the value of the imported good

Feeling the pinch of China's economic
tightening, however, many FTCs are
hungry for business and may be pre-
pared to cut deals with foreign retailers,
often covering or underwriting Customs
duties and insurance payments to entice
foreign business. MIT is reportedly re-
viewing the 30 percent import restriction
under the State Council Retail Rules. An
MIT official has hinted that while the re-
striction will not be lifted altogether, it
will likely be relaxed.

Another advantage for retail firms
with State Council approval is unlimited
export privileges, Unlike key infrastruc-
ture projects, foreign retail joint-venture
operations are not guaranteed foreign
exchange earnings. Without export priv-
ileges, retail ventures that lack State
Council approval must depend on the
openness of China’s swap markets to
balance their foreign exchange. Because
approved firms need not work through
FTCs to sell China-produced goods
abroad, they can export goods pur-
chased locally from third parties, sell
those goods overseas, and earn foreign
exchange to aid their currency balanc-
ing efforts. State Council-approved retail
FIEs are banned, however, from export-
ing commodities such as corn, soy-
beans, tea leaves, silk, cotton, crude oil,
coal, and aluminum.

Drawing in customers

Despite the many difficulties in enter-
ing the Chinese retail market, foreign in-
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vestors continue to be lured by its po-
tential. The best strategy for those FIEs
wishing to jump into this sector is to ex-
amine carefully the consumption needs
and patterns of the typical Chinese fam-
ily, and take the lead in creating a de-
sire for their products.

The most common mistake among for-
eign retailers in China is targeting the
wrong market segment. Contrary to the
hype about the dramatic rise in income
and spending power of modern China's
city dwellers, most are still struggling to
make ends meet. Given the small pool of
affluent consumers and expatriates in Chi-
nese cities, a retail business should an-
chor itself firmly to the average consumer,
rather than selling only high-priced goods
in a market where available demand is al-
ready soaked up by other competitors. Al-
though sales growth in this segment will
take time to develop, the average Chinese

Foreign and domestic advertisers
spent an estimated $3.8 billion in 1994
to promote products in the China mar-
ket, a 72 percent jump over the previ-
ous year, and advertising expenditures
are expected to continue rising. In the
absence of comprehensive national leg-
islation, however, the 30,000 China-
based advertising agencies have gone
largely unregulated. This situation is
quickly changing, though not necessar-
ily to foreign companies’ advantage.

In an attempt to standardize advertis-
ing practices and combat abuses which
have plagued the ad industry in recent
years, China recently passed a new law
governing advertisements. The Adver-
tising Law of the People’s Republic of
China, which went into effect in Febru-
ary 1995, imposes a uniform set of reg-
ulations on television, radio, and writ-
ten advertisements. The new law,
which is intended to supplant the State
Council's 1986 Rules Regarding Adver-
tisement, is being implemented and en-
forced by the State Administration of
Industry and Commerce (SAIC).

Designed to address the increasingly
widespread problem of false advertis-
ing, the Advertising Law lists fairness,

The most common
mistake among foreign
refailers in China is
targeting the wrong
market segment.

consumer holds the most buying potential
over the long term.

To date, however, foreign manufactur-
ers have had trouble conducting market
research in China. Several international
research and accounting firms conduct
market research for foreign investors in
China, but the research firms are wary
that the data they collect from official
sources may not be reliable. Moreover,

ruthful Touting

accuracy, and truth-in-advertising as its
underlying principles, and prohibits
false statements or any attempts to de-
fraud or mislead consumers. The law
further stipulates that the content of ad-
vertisements must “be conducive to the
physical and mental health of the peo-
ple” and protect the interests of con-
sumers. Due to the vague language
used in some of the Advertising Law’s
provisions, it may be necessary for ad-
vertisers to adopt a wait-and-see atti-
tude regarding their enforcement.
However, more detailed implementing
regulations are expected to be issued
in coming months.

The Advertising Law specifically pro-
hibits advertisers from using the Chi-
nese national flag or anthem as well as
names of government figures. Superla-
tives such as “nation’s best” or “top
level” may not be used, and advertise-
ments may not contain anything
deemed “obscene, superstitious, terrify-
ing, violent, or disgusting.” Content
suggesting racial, ethnic, or religious
discrimination is also prohibited, and
ads may not “disrupt peace and order
or damage collective interests” or en-
danger persons or property. In addi-

information and statistics which are avail-
able publicly in Western countries are of-
ten treated as confidential and classified
information within the PRC (see p.19).

Because of this, surveys in Chinese
consumer practices may need careful
analysis. The Japanese, for example, do
not rely on survey data alone, but also
conduct field studies in which they hire
a team of locals to pick up discarded
supermarket receipts to monitor con-
sumer preferences and habits.

In the absence of market information,
the foreign retail investor should focus on
bringing average Chinese consumers into
their stores by offering ordinary daily ne-
cessities or products that could improve
the overall quality of life—even in the
smallest ways. Whether the products are
home decorations and improvements,
photography supplies, hobbies, toys,
greeting cards, or confectioneries, they

F___l_—'__—

tion, the Advertising Law prohibits ads
containing material that is deemed
harmful to the physical or mental
health of minors or disabled persons.

The Advertising Law also stipulates
criteria for truth-in-advertising. Any ad-
vertising claims concerning the nature,
capabilities, place of manufacture,
durability, quality, or price of goods
must be stated clearly. Moreover, the
Advertising Law requires that advertis-
ers provide evidence to prove that any
statistics and investigative results used
to promote a product are true, and ex-
press such claims in a clear and unam-
biguous manner. It also specifies that
advertisements mentioning patented
products or processes include the rele-
vant registered patent number, and re-
quires advertisers to display business li-
censes where applicable.

No snake oil

Several of the Advertising Law’s pro-
visions are designed to crack down on
the exaggerated claims often seen in
medical and pharmaceutical product
ads. Ads for these products are specifi-
cally prohibited from including “unsci-
entific” claims, or descriptions of the
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need not be big ticket items, but must
merely act to introduce the Chinese
buyer to Western luxuries. Advertising a
foreign novelty, however, can get compa-
nies into hot water if their ads fail o
measure up to new rules (see box).

Foreign retail stores in China, includ-
ing Hong Kong's Watson’s Personal
Store and the Wellcome and Park'N
Shop supermarkets, have already at-
tempted to provide such an introduction
to residents in China's larger cities. But
because these stores charge relatively
higher prices than their local Chinese
counterparts, their customers are pri-
marily expatriates.
Minimizing costs

To attract a greater domestic clientele,
a retail operation must be able o keep

costs low while offering customers a
wide selection of products. One way to

Foreign retail
investors should focus
on bringing average

Chinese consumers

into their stores.

accomplish this task is to take advan-
tage of economies of scale and establish
retail chains with a large network of
stores spread over the country or at
least in the more affluent coastal re-
gions.

Not all foreign investors can or wish
to organize chain stores, but those who
do often find that their expanded net-
work allows them to identify a niche,

September-October 1995  The China Business Review

create a market, control costs, and in-
crease sales volume by reaching out to
every potential customer. In addition,
retail chain stores are able to reap effi-
ciency benefits in management, train-
ing, warchousing, and distribution op-
erations, and use their clout to obtain
supplies from local Chinese distributors.
The availability of inventory from the
chain’s other stores within China will
also lessen the pressure on the retail
FIE to import, driving operation costs
even lower.

Although in theory each new store
needs only obtain local approval, a for-
eign retailer interested in establishing a
retail chain in China should aim for
State Council approval to qualify for im-
port and export privileges. Even if the
original approval is specific to a given
store, future stores can be established as
branches, divisions, or subsidiaries of




the original venture, requiring only a re-
tail license from MIT and business regis-
tration with the local bureau of industry
and commerce. The import and export
needs of subsequent stores can be han-
dled by the original venture provided
the scope of business in the original
venture's business license is wide
enough to accommodate such responsi-
bilities.

Currently, the foreign retail chain
store concept appears to have a nod of
approval from senior Chinese officials.
In a speech given earlier this year,
China's Vice Premier Li Lanqing sug-
gested that retail chain store operations
will help modernize China’s distribution
system and bring more goods to an
even greater number of the country’s
consumers at lower costs. To tap for-
eign investment in this area, the PRC
has hinted it will promulgate regulations
permitting foreign joint-venture invest-
ments in retail chain stores, although
such guidelines are currently only in the
trial stages. MIT plans to encourage the
establishment of retail chain stores—ei-

In just the last year our China team has
helped 15 U.S. companies to:

- Analyze their China markets

- Profile candidate partners

- Negotiate and close transactions

- Source high quality components
...and all 15 give us top ratings.

With over 50 professionals on the
ground in China in the chemical,
medical, electronics and industrial
fields, we can help you, too.

ZEME RETE

Science Center International Ltd.
3600 Market St., Suite 100
Philadelphia, PA 19104-2642
Phone: 215-823-5008
Fax: 215-823-5005

Tim Weckesser, Ph.D., Vice President
Shigiang Gu, Director, China Business

Not all foreign
investors can or
wish fo organize chain
stores, but those
who do often

find that their
expanded network

allows them to reach
more customers.

ther by well-endowed domestic enter-
prises or Sino-foreign joint ventures.
About 40 enterprises have been targeted
in 15 cities, including Beijing, Dalian,
Guangzhou, Hangzhou, Shanghai, Shen-
zhen, Tianjin, Wuxi, Xian, and Yantai.

Under the proposed chain store rules,
stores will be able to engage in a variety
of businesses, including supermarkets,
convenience stores, restaurants, fast
food chains, pharmacies, bookstores,
and jewelry shops. The Chinese govern-
ment hopes that by reversing its previ-
ous practice of conferring preferential
tax and other treatments only to opera-
tions bringing “hard” technology (like
that involved in building cars and
planes), foreign retailers will be encour-
aged to form joint ventures in China and
introduce their chain store management
and operations as “soft” technology in-
kind capital contributions.

Municipal governments are also en-
couraging foreign retail chains in their
jurisdictions. For example, the municipal
government of Shanghai has announced
that approved chain store joint ventures
will be permitted to set up as many
other stores within the Shanghai munici-
pality as the owners desire. The subse-
quent stores will not require separate
approval from the city, provided that
each store has a business license from
the municipal bureau of industry and
commerce.

Expansion efforts

Regardless of the current popularity
of the retail chain store concept in

China—both within the PRC govern-
ment and the foreign investment com-
munity—the PRC must address certain
issues before foreign retail chains or
other foreign retail establishments can
truly flourish. The government needs to
restructure the approval process for re-
tail FIEs and re-evaluate the chains of
authority granted to each area to avoid
problems of local protectionism.

As their China operations grow, for-
eign investors will probably want PRC
assurances that they will be able to ex-
pand their operations nationally to ratio-
nalize their investments and marketing
efforts. MIT is reportedly considering
opening another 10 Chinese cities—in-
cluding Chongging, Harbin, Nanjing,
Shenyang, and Wuhan—to State Coun-
cil-approved foreign-invested retail ven-
tures, but no plans have been made to
centralize approval authority for multi-
ple operations by a single retail FIE in
these locations. Until such a system is
implemented, retail FIEs wanting to
conduct different
provinces or municipalities will continue
to be at the mercy of individual local

operations in

authorities who have power to grant ap-
provals. Local governments have been
known to refuse licenses to foreign-in-
vested retail operations as a way to pro-
tect existing stores from competition.

Until local protectionism problems
are resolved—hardly an easy task—for-
eign retail firms with established ven-
tures may run into resistance when at-
tempting to expand their operations into
different cities or provinces. Though the
easiest way out of this predicament
would be to create separate joint ven-
tures with different partners in each lo-
cale, managing a number of different
ventures would be an administrative
nightmare.

Given China’s size, local protection-
ism, and regional variations in living
standards and consumption power, any
plan to establish any nationwide chain
of stores under one umbrella may be
too ambitious at this point. Yet with
patience and perseverance, a firm in-
tent on establishing a wide presence in
China can begin its operations solidly
on a smaller scale—identifying the right
market, establishing a niche, and, over
time, building a lucrative retail net-

work. %
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The Right Price

B Jane Greaves

Pricing strategies
allow foreign
manufacturers
some control over
distribution patterns

B Jane Greaves is director, Asian
trade, for Intercedent Limited, a
Toronto-based international marketing
and consulting firm which assists clients
with the formulation and implementa-
tion of international business develop-
ment strategies. She is the author of
Distribution in China, published by the
Economist Intelligence Unit in
November 1994,

ne of the main factors con-
tributing to successful distrib-
ution and sale of goods in
China is pricing. In the past,
manufacturers and retailers had little free-
dom to manipulate prices because the
State controlled the entire distribution
process, including the manufacturer's ex-
factory price, the wholesale mark-up, and
the retailer’'s end price to consumers.
Since fixed pricing has been abandoned
for all but 30 percent of goods—primarily
industrial products and commodities that
the State still considers crucial to the na-
tional economy, including coal, agricul-
tural fertilizers, and steel—manufacturers
now have much more latitude to use
pricing to affect distribution patterns.

As the State pricing monopoly has
dissolved, a more liberalized, market-
oriented economy has taken shape in
China. Foreign products now fill store
shelves, reflecting the magnitude of for-
eign investment in China. As foreign
products have become more common-
place, standardization of labelling and
packaging is being enforced in some lo-
calities (see p.32).

Pricing, however, has remained largely
unregulated, leaving foreign manufactur-
ers of most goods free to price according
to market trends. Some foreign manufac-
turers are tempted to price retail goods
low to reach the maximum number of
potential consumers. Despite increasing
numbers of people able to afford Rolex

watches and Mercedes-Benz automobiles,
price continues to be a major determi-
nant in most purchasing decisions for the
vast majority of the population, which
has a per capita annual income of $373.

A fine line

Although suppliers who price high risk
pricing themselves out of the market,
many foreign-invested enterprises (FIEs)
in China and overscas manufacturers usu-
ally believe that they have no option but
to price their goods at a premium to
make a profit. These manufacturers have
managed to capture a significant market
share by providing better packaging,
marketing, supply, and after-sales service
support, justifying Chinese consumers’
belief that foreign products are superior
to local products.

Both FIEs and overseas producers that
opt to price low position themselves as
direct competitors to State firms, which
have lower overheads and perhaps re-
ceive State subsidies. The State firms are
likely to enjoy higher profit margins than
foreign firms at a given price point and
will likely be able to lower their prices
to gain more market share. Pricing low
can also damage the cachet of exclusiv-
ity that foreign and joint-venture prod-
ucts hold in the minds of Chinese con-
sumers. To walk the tightrope between
exclusivity and sales volume, foreign
suppliers should research their target
markets thoroughly and then determine
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an appropriate price range to maintain
market share.

Swiss watch manufacturer SMH Ltd., for
example, entered the China market in the
carly 1980s, selling its least expensive line

of Rado brand watches, at a retail price of

approximately $420. As Chinese income
levels increased and Rado gained a
stronger market position, the company in-
troduced more expensive lines and re-
moved the lower-priced watches to main-
tain its stylish image. The bulk of Rado
watches sold in China today range in price
from ¥8,000-¥20,000 ($964-$2,410). This
strategy appears to be working as SMH
sold approximately 20,000 Rado watches
in 1993, and a 1994 survey of Chinese
consumer preferences revealed that Rado
watches were the most popular among
imported and domestic brands alike.

Working backwards

Some foreign companies are able to
determine target enduser prices first, and
then negotiate profit margins and costs
with distributors and wholesalers, To the
pleasant surprise of foreign investors,
many Chinese distributors and retailers
are unusually obedient in following pric-
ing decisions and leads set by other par-
ticipants in the distribution chain, testify-
ing to the legacy of a State-imposed
distribution system. Industries such as
foodstuffs, watches, and photographic
products tend to be well organized and
efficient, and are generally the most com-
pliant when it comes to pricing directives.

Another trend that can work both to the
advantage or disadvantage of foreign in-
vestors is that a single wholesaler can act
as a control point in the distribution of a
given product in China. If distributors do
not respect agreed-upon wholesale mark-
ups and prices, the wholesaler can easily
curtail supply to a specific company or in-
dividual. Having too much power vested
in the hands of one point in the chain,
however, can backfire on occasion. Many
companies that contract with one whole-
sale agent for the China market often dis-
cover that their chosen agent cannot ade-
quately service the entire market.

Twists and turns

In addition to manipulating enduser
prices, foreign companies can use pricing
decisions to minimize conflicts between
potentially competing dealers. For exam-

To the pleasant surprise
of foreign investors,
many Chinese
distributors and retailers
are unusually obedient
in following pricing
decisions and leads set
by other participants in
the distribution chain,
testifying to the legacy
of a State-imposed
distribution system.

ple, Seiko Epson, a Japanese computer
and peripherals manufacturer, allows all
of its China distributors to sell the com-
pany’'s low-end and low-margin goods.
However, to segment the distributors into
separate groups, Epson Hong Kong, the
branch sales office responsible for Seiko
Epson’s China operations, offers different
distributors different prices for its expen-
sive, high-margin products.

Epson Hong Kong first transfers owner-
ship of products to its China distributors at
the gates of its warehouses in Hong Kong.
Its mainland distributors are then responsi-
ble for all costs related to the product, in-
cluding Customs duties and transportation
expenses, If Epson Hong Kong does not
wint a certain distributor selling a particu-
lar high-end product, it raises the price to
that distributor while simultaneously sell-
ing the exact product at a lower price to a
second distributor. The second distributor
can then take over the first distributor’s
targeted market by selling at a lower
price. To compete successfully in the sec-
ond distributor's market, the first distribu-
tor must accept a much smaller, often in-
adequate margin.

Differing transportation costs must also
be considered when setting pricing strate-
gies. Simply selling goods at a fixed price
throughout China may entice distributors,
who often must cover transportation
costs, to sell to markets they can reach

most cheaply, ignoring more inaccessible
areas that are nevertheless important to
the manufacturer. As a result, the manu-
facturing company must review its sales
structure with regard to transportation
costs for existing and new distributors. If,
for example, a Shanghai manufacturer
starts to sell to a new distributor approxi-
mately 1,850 km away in Chengdu, trans-
portation costs will be significant. The
transportation expenses will cut either
the manufacturer’s profit or the Chengdu
distributor’s profit margin, or result in a
loss for both parties.

Overseas and local suppliers can, how-
ever, manipulate prices along geographic
lines by negotiating the relative amount of
transportation costs paid by the manufac-
turer and the distributor for the transporta-
tion of goods. Both parties should first at-
tempt (o estimate the transportation fees
involved and then try to reach a compro-
mise ex-factory price. Frequently, the
manufacturer can lower his ex-factory
price in exchange for the dealer assuming
responsibility for transportation costs. This
works to both parties’ advantage—the
manufacturer does not have to worry
about transportation difficulties, and the
dealer can improve his profit margin by
identifying less costly means of transporta-
tion. Many companies manufacturing out-
side of China use this method when their
China distribution point is Hong Kong be-
cause they are inexperienced in exporting
to the China market and do not want to
be responsible for their products” physical
distribution when based overseas.

Taxes and tariffs

Besides contending with pricing con-
flicts, perhaps the most serious concern
that FIEs and firms manufacturing outside
of China face is the challenge created by
differential tariff rates and duties. Many
unaccounted-for goods often find their
way into China because PRC Customs
treats goods differently depending on their
components’ country of origin, the manu-
facturing site, and the destination market.

These goods are often considered par-
allel imports, products destined for other
markets that end up in China because the
manipulation of tariffs can result in higher
profits. Import tariffs on the foreign com-
ponents of goods manufactured in China,
for example, can be waived if the final
product is targeted for export, but not if
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the good is sold on the domestic market.
Consequently, products sold as exports
often re-enter China to be sold on the do-
mestic market. Even with additional trans-
portation costs and import duties, the re-
imported goods may sell for a lower price
than the same goods sold legitimately
through domestic channels, Chinese dis-
tributors who re-import these goods may
make a profit regardless of the additional
transportation costs. Quasi-legal channcls
through which personal connections can
be used to reduce high import duties
makes parallel importing even more at-
tractive for some distributors.

FIEs and wholly foreign-owned enter-
prises, in particular, suffer competition
from parallel imports of their own goods.
The Singer Co., for example, cannot sell
its joint-venture manufactured sewing ma-
chines to the domestic market in Shanghai
because its own machines destined for ex-
port to other countries end up for sale in

To discourage
distributors from parallel
exporting, some foreign

firms now require
Chinese distributors to
pay a deposit on the
products o be
delivered.

Shanghai—at a price against which Singer
cannot compete. Offshore manufacturers
also find their distribution in China dis-
rupted by parallel imports. To achieve
larger profits, a given company’s overseas
distributors, who may have connections in

Hong Kong or China that facilitate cost-
effective transportation into China, might
sell their products to the China market
rather than their company’s intended ex-
port market. For all manufacturers, the
problem of parallel goods disrupting dis-
tribution is much more severe in south
China where transportation costs from
Hong Kong—the exit and entry point for
many of the parallel imports—are lower.

The amount by which parallel imports
undercut their domestic competition is
difficult to estimate as both import taritfs
and transportation costs differ among
products. Distributors are reluctant to di-
vulge too much information on the cost-
effective import channels they have
found. The profits are substantial enough,
however, to create a flourishing industry
and headaches for manufacturers who of-
ten lose control of their products en
route, sometimes finding them marketed
in a manner they had not intended.

China's supermarket and department
store shelves teem with products labelled
in a confusing babble of languages. Chi-
nese authorities, in an effort to standard-
ize product labelling, are now beginning
to pay closer attention to what goes on
the outside of goods sold in China. As of
May 1, all commodities and manufac-
tured goods marketed or sold in Beijing
have been required to sport product la-
bels in Chinese characters. This an-
nouncement, one of a series of notices is-
sued with great fanfare by the Beijing
Technology Supervision Bureau (BTSB),
is directed toward enhancing implemen-
tation of the Product Quality Law passed
by the National People’s Congress in
March 1993.

The notices stipulate that product
names used on package labels in the
Beijing area must conform to national or
industry standards. Product names likely
to mislead consumers or be confused
with other common, generic words are
prohibited, while any product labelled
with an “innovative” or “unusual” name,
or with a brand number or trademark
name, must also include a common na-
tional or industry standard name in its
label.

If the BTSB actions are indicative of
the beginning of a nationwide crack-
down on product labelling, foreign com-
panies should pay careful attention to
how goods intended for sale in China are
labelled. The Product Quality Law re-
quires that all products—including those
imported from abroad or manufactured
in China by foreign companies—bear la-
bels printed in simplified characters as
standardized in the 1986 State Council
General Guide to Simplified Characters.
While companies may also label their
products using pinyin (the Chinese ro-
manization system) or a foreign lan-
guage, such labels may not exceed the
size of the corresponding Chinese labels.

Although the Product Quality Law
enumerates several guidelines for la-
belling, its provisions, especially the Chi-
nese-language requirement, have often
been flouted in practice. While many
products which fail to use Chinese labels
are genuine foreign imports, angry con-
sumers have reported numerous cases in
which domestic enterprises have inten-
tionally labelled products in foreign lan-
guages in an attempt to capitalize on
consumers’ preference for imported

goods.

And the Right Label

Under the Product Quality Law, all
commodities marketed in China, including
imports, are required to display the prod-
uct name and the manufacturer's name
and address in Chinese on either the
product itself or its packaging. The specifi-
cations, grade, and, if applicable, the
name and content of the product’'s major
components must be clearly stated as
well. Labels for perishable products must
also include the manufacture and expira-
tion dates. Products, presumably such as
explosives and toxic chemicals, which
pose a potential danger to the user's
health, safety, or property must carry an
additional warning label or brochure.

Whether BTSB will carry through on
its threats to strictly enforce the labelling
requirements in Beijing remains to be
seen. To some extent, BTSB's hands are
tied by the lack of enforcement mecha-
nisms in the Product Quality Law. Under
the Product Quality Law, failure to label
goods that are either perishable, danger-
ous, or both results only in an injunction
to correct the practice, and fines ranging
from 15-20 percent of the income from
the sale of illegally labelled goods can
be assessed only in cases where “cir-
cumstances are serious.” Likewise, the
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Like parallel imports, parallel exports—
goods that are destined for the China
market but end up being exported to
other markets—most often occur when
the price in China is less than the price
these same goods command in other
countries. Chinese distributors have been
quick to take some goods intended for
the Chinese market and sell them over-
seas o reap greater pr()ﬁlﬁ. As a result,
some foreign companies have raised the
prices of their China-bound products to
be on a par with prices elsewhere, in an
attempt to decrease the practice of paral-
lel exports. These companies risk losing
market share, however, if all other com-
panies in the market do not follow suit.
Other foreign firms resort to packaging
their China-market goods distinctly so
they can be identified easily if found out-
side of China. Once the goods are identi-
fied, the manufacturer must then follow
the trail of the goods backward to the

source of the problem. To discourage
distributors from parallel exporting, some
foreign firms now require Chinese distrib-
utors to pay a deposit on the products to
be delivered. The deposit is refunded
upon the arrival of the entire shipment
when the manufacturer can verify that no
goods were sold in transit or re-exported.

Testing the waters

While pricing strategies may help firms
avoid being undercut by parallel imports
and exports, pricing is not a cure-all for
slow sales. For example, after conducting
extensive market research, one company
introduced an improved model of a suc-
cessful existing product, but despite ap-
parent demand for the new product,
sales were flat, Fearing that its higher
price had scared consumers away, the
company priced the new product at an
even lower level than the original model,
but was disappointed to see no corre-

sponding jump in sales. Only later did
the company learn that the weak sales
were attributed to the conservative buy-
ing habits of Chinese consumers, not its
pricing decisions (see p.19),
Nevertheless, while a well-planned
pricing strategy does not guarantee that
forcign companies™ goods will arrive at
the checkout counter, adopting a compre-
hensive pricing strategy to orchestrate dis-
tribution patterns can facilitate the transfer
of goods from the factory to the store
shelf and grant China-based manufactur-
ers some control over the distribution of
their goods. Given the vagaries of China's
marketplace, companies that price strate-
gically may achieve faster delivery times
between the factory and store shelf, and
maximize sales and market share. In a
sales environment where there are few
hard and fast rules, companies with well-
researched pricing strategies are already
one step ahead of the competition. %

only penalty for failure to label all other
products is an injunction to correct the
practice. As a result, the legal basis for
BTSB's threat to impose fines on viola-
tors remains unclear.
Order in the kitchen

In a related development, the National
Technology Supervision Bureau (NTSB)
has approved and is in the process of im-
plementing the 1994 Standards for Uni-
form Labelling of Foodstuffs (the Stan-
dards), which set out detailed labelling
requirements for packaged foodstuffs na-
tionwide. The drafting and implementa-
tion of these standards was conducted
under Chapter 5 of the PRC Public Health
Law Concerning Foodstuffs (the Food
Law), which gives relevant public health
bureaus the authority to implement the
Food Law. After October 1, improperly
labelled food products, both imported
and domestic, will be barred from sale on
the Chinese market.

The NTSB Standards are designed to
elaborate on the more general provisions
outlined in the Food Law. The Food
Law's general provisions stipulate that
packaged foodstuffs must display labels
or brochures containing the following:
the product's name, the producer's name
and location, production date, expiration
date, product specifications, batch or lot

number, ingredients, and method of
preparation or use. The Food Law also
stipulates that labelling may not include
exaggerated or false claims.

The Standards cover finer details such
as the wording of expiration date labels
and the proper method of listing ingredi-
ents. One minor inconsistency between
the Standards and the Food Law appears
in the “method of use” labelling require-
ments. Section 7.2 of the Standards indi-
cates that “in order to ensure the correct
use of foodstuffs,” labels may include in-
formation on method of use or recom-
mended daily intake whereas the Food
Law requires that such information be
provided.

Failure to comply with the Food Law
may result in administrative penalties, al-
though these are generally aimed at Chi-
nese distributors. The penalties, as speci-
fied in the Food Law, include: warnings
requiring compliance within a specified
period of time, recall of products already
on the shelves, confiscation of products,
an injunction to cease distribution and
sale of products, fines ranging from ¥20-
¥30,000, and, for distributors, revocation
of their public health licenses. If noncom-
pliance results in illness, disability, or
death, the law stipulates that the “produc-
tion operators” of a business may be or-
dered to pay compensation—including

medical expenses, lost wages, funeral
fees, and financial suppornt for survivors—
and may face criminal sanctions in ex-
treme cases.

In a related enforcement measure cov-
ering imported packaged foodstuffs sold
in Beijing, the Beijing Public Health Bu-
reau recently announced its intention to
implement the Notice to Strengthen Man-
agement of Labelling of Pre-packaged
Imported Foodstuffs (the Notice), which
was jointly issued by the National Public
Health Bureau and the NTSB. As of Au-
gust 1995, the Notice requires that all im-
ported foodstuffs have printed Chinese-
language labels. After September 1996,
shipments of imported foodstuffs lacking
the appropriate packaging labels will not
be permitted to enter China, In the in-
terim, distributors will be permitted to
submit sample Chinese labels and, upon
approval by the National Committee on
Technology for Standardization of the
Food Industry, attach the temporary la-
bels to the imported foodstuffs when
submitting shipments for inspection.

— Randy Peerenboom
and Adam Kearney

Randy Peerenboom is an attorney and
Adam Kearney is a legal assistant in
Freshfields’ China Practice Group.
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China Puts on a New Face

W Mitzi Swanson

More cash in hand
means higher
cosmetics sales

B Mitzi Swanson is a director at
Asian Strategies Ltd. (ASL), a Hong
Kong-based consulting company that
recently completed a report on China’s
cosmetics industry.

mid the grime, smoke, and
fumes rising from cars and
factories in China's largest
cities, some sweeter smells
are wafting through the air. It may be
the perfume worn by young women on

the way to the disco, or the scent of

freshly scrubbed schoolchildren, but to
multinational cosmetics manufacturers,
it is the sweet smell of success. Rapid
increases in consumer incomes and
changing spending patterns have helped
sales of cosmetics—including skin, hair,
facial, and nail care products—to in-
crease 210 percent between 1990-93, ac-

cording to a March 1995 Euromonitor

International report. Sales of cosmetics
in China reached almost ¥9 billion last
year, a 30 percent jump from 1993 lev-
els, and similar sales growth is expected
over the next few years.

Money to spend

As real disposable income has in-
creased, Chinese spending on consumer
goods such as cosmetics and clothing
appears to have outpaced outlays for
durable goods. Many consumers, hop-
ing to show off new-found wealth, have
also developed a penchant for buying
and wearing cosmetics, which have sta-
tus symbol appeal.

According to ASL research, a typical
urban resident now spends an average
of 20 percent of his monthly income on
cosmetics and personal care products—

a significantly higher proportion than
his US or European counterpart spends.
With housing and welfare expenses
generally covered by the government,
low transportation costs, and limited
availability of leisure activities, Chinese
urban consumers can generally afford to
spend such a high percentage of their
monthly income on cosmetics and other
personal care items.

Foreign manufacturers of cosmetics
have seen their sales in China increase
ten fold since 1985. Imports of cosmetics,
for example, increased by 77 percent be-
tween 1992-93 alone. Although a signifi-
cant percentage of these imports origi-
nate in Asia, sales of products from the
United States, France, and Switzerland
have been increasing in recent years.

Marketing efforts in China for Asian
cosmetics generally focus on the products
themselves and avoid emphasis on brand
names. Asian exporters also promote their
products with either English or Chinese
names. These strategies seem to be work-
ing as sales of imported Asian products
have been as high as domestic and joint-
venture goods in China. Imported foreign
brands produced in Western countries,
though prized by Chinese consumers,
generally tend to be oo expensive for the
average consumer (see Table).

A closer look

Within this thriving market, skin care
products account for 44 percent of sales
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revenues, followed by hair care prod-
ucts (29 percent) and perfumes (21 per-
cent). Foreign brands, including Oil of
Ulan, Pond's, and Yin Fong, have cap-
tured over 20 percent of the skin care
market, while domestically manufac-
tured brands such as Maxam and
Phoenix are also popular,

With a thorough sales and distribu-
tion network and strong connections
with retail and government authorities,
The Procter & Gamble Co., one of the
earliest foreign investors in China, has
successfully positioned its hair care
products. Procter & Gamble gained a 30
percent share of the hair care market
through sales of Rejoice and Head &
Shoulders brand shampoos. These prod-
ucts are made in Guangzhou by a P&G
joint venture. Wella Corp., the first for-
eign manufacturer of hair care products
within the China market, successfully
penetrated the market in the early 1980s
and still maintains a leading position by
pricing its joint-venture products close
to locally produced Chinese products
(see p.30). Leading Chinese brands of
hair care products include Bee &
Flower, which holds approximately five
percent of market sales. Other Chinese
brands, such as Maxam, Huazi, and
Piaoyi, sell well because they are more
affordable than many foreign brands,
whether imported or made by a Sino-
foreign joint venture.

According to
ASL research, a typical
urban resident now
spends an average
of 20 percent of his
monthly income on
cosmetics and personal
care products—

a significantly higher
proportion than his
US or European
counterpart spends.

While urban Chinese have come to
consider skin and hair care products ba-
sic necessities, color cosmetics, which
include facial and nail care products, are
likely to emerge as another important
market niche as Chinese women be-
come more fashion conscious. Color
cosmetics, which accounted for six per-
cent of the cosmetics market in 1993, is
the industry’s fastest growing sector. Lip-

sticks, which now account for three per-
cent of industry sales, are selling quickly
in Shanghai, China’s fashion center, as
well as in northern coastal cities.

Who's buying?

The market for cosmetics consists of a
wide range of consumers of varying so-
ciocconomic backgrounds, although
young urban women, who tend to live
with their parents and have their basic
living expenses covered, are the primary
buyers of cosmetics. Seeking to look
more glamorous—or to emulate the
Chinese models they see on television
or in magazines—these women are will-
ing to spend large portions of their in-
come 1o keep up with fashion trends
and maintain “face” among their peers.
Young women are by no means the
only buyers of cosmetics, as older
women and voung men also account
for a large share of cosmetics con-
sumers.

Though demand from urban con-
sumers is strong, brand loyalty in
China's relatively immature cosmetics
market still appears weak. Consumers in
Beijing tend to be more interested in
quality, less influenced by the prestige
associated with trying a new brand, and
thus more likely to make repeat pur-
chases of a specific brand than their
counterparts in Guangzhou. Guangzhou
consumers tend to be more influenced

Prices of Selected Imported, Foreign-Invested Enterprise (FIE), and Domestic Cosmetics

Cosmetics Imported Price (¥) FIE Price (¥) Domestic Price (¥)
ge shadow B Christian Dior (Ffar;é] 5720_ Aupers (Japan) 20 " Dobao o
Blush 7 VChrisﬁon D{or (France) 340 7 Goozi {Hong Kong) _ 30 _D_cﬁoo 20
IJ_psfrck o C};r-ish:1-Dior (France) _2_35_ o ;upers (J;on) - 90 7 Dabao 7 26 7
iin cream Oif of Ulan (US) - gO o = F;-.nd's (UK} 27 Dabao 20
Hairspray ~ Alberfo VOS5 (US) 43 Dep (US) 35 G101 3
51;:|mpoo B Si|k7Ker0tin- (US) N 36— Rejoice (US) 21 Xiafei - 11 R

NOTE: Al prices are for products sold in Beijing and are based on products of equal size or volume for each cosmetic type.
SOURCE: US-China Business Council
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by what is popular in Hong Kong, since
they frequently are exposed to the
colony’s conspicuous consumption and
ever-changing fashion trends through
television broadcasts. Like Guangzhou
shoppers, teen consumers throughout
the country, confronting peer pressure,
are more likely to follow fashion trends
in their choice of cosmetics than to iden-
tify with one brand because of its qual-
ity. While they may not have developed
especially strong brand loyalty among
consumers in general, heavily advertised
foreign products usually hold more ca-
chet than domestic brands. Many con-
sumers still buy Chinese brands, how-
ever, especially those that are well
publicized and have a reputation for
high quality.

Gelting the goods out

As is the case with other products,
promotion and distribution of cosmetics
are typically the largest obstacles to tack-
ling the China market. Over 3,000 dis-
tributors of cosmetics products are regis-
tered in China. Collectives and township
enterprises constitute approximately 52
percent of all cosmetics distributors, fol-
lowed by State-owned enterprises (40
percent) and private enterprises (8 per-
cent), whose ranks are increasing in
number. The top 20 distributors cur-
rently account for 10 percent, or approx-
imately ¥1 billion, of China’s total cos-
metics sales. These firms are all
State-owned subsidiaries of the China
General Merchandise Corp.. which is a
main supplier to China’s department
stores, and distribute goods throughout
the coastal regions.

Because of China's poor transporta-
tion infrastructure, some large firms, in-
cluding foreign, joint-venture, and do-
mestic companies, have developed a
“push-pull” technique to enhance the
standard distribution path from manufac-
turer to wholesaler to retailer. Using this
strategy, a company's sales force
“pushes” products along the distribution
path by cultivating relationships with
wholesalers while also utilizing advertis-
ing, point-of-sales promotions, and other
special incentives to “pull” products and
induce consumers to make purchases at
State retail outlets.

Many large foreign manufacturers in-
stead opt to establish direct sales links

to retail stores via branch offices and
sales forces in selected cities. Some
companies, such as Avon Products Inc.,
have moved one step further by selling
directly to the consumer (see The CBR,

While they may
not have developed
especially strong
brand loyalty,
heavily advertised
foreign products
usually hold more
cachet and are
favored over domestic
brands, with the
exception of
wellpublicized,
high-quality
Chinese brands.

@
Ll

March-April 1991, p.40). In 1985, Avon
representatives who set out on foot to

sell products door-to-door proved a
welcome alternative to inattentive State-
employed staff, and the company’s sales
skyrocketed. Several companies, includ-
ing Amway Corp., Nuskin, and Herbal-
ife International Inc., are now following
Avon'’s lead. Other companies, including
Procter & Gamble, have adopted a simi-
lar approach by distributing free sam-
ples to consumers both at home and at

retail outlets, with the goal of enticing
consumers to purchase their full-sized
products in stores.

Comparison shopping

Once on store shelves, prices for cos-
metics vary widely. In general, foreign
products are the most expensive, fol-
lowed by moderate to expensive joint-
venture and domestic products, and in-
expensive domestic goods. Popular skin
care products, for example, range in
price from Y0.6/g for the Japanese-made
Kanebo brand to ¥0.15/g for goods pro-
duced by a Johnson & Johnson joint
venture 1o ¥0.01/g for lower-quality do-
mestic merchandise. While cosmetics
prices have increased at the same gen-
eral inflation rate, both mean and me-
dian prices for cosmetics have risen
faster than inflation due to the increased
availability of more expensive foreign
and joint-venture goods.

Although they can be expensive, skin
care products do not generate the high-
est overall profit margins because their
retail mark-ups are relatively low (gen-
erally 10-20 percent). The highest com-
posite retail mark-ups are for perfumes
(40 percent), followed by hair care
products (20-25 percent) and color cos-
metics (10-30 percent).

FIE inroads

Despite their higher-priced products,
foreign-invested enterprises (FIEs) seem
to have sparked the cosmetic industry’s
growth. Many prominent multinational
companies, including Procter & Gamble,
S.C. Johnson & Son, Inc., Unilever PLC,
and Johnson & Johnson, have manufac-
turing facilities in China. Though FIEs
account for only 10 percent of the com-
panies registered to manufacture cos-
metics in China, their total domestic
sales in 1993 exceeded ¥3 billion, about
30 percent of total industry sales,

That FIE products have captured
much of China's market comes as little
surprise to industry analysts, who at-
tribute the success of foreign companies
to their ability to produce high-quality
products and market the foreign image
consumers seck. By importing raw ma-
terials and manufacturing locally, FIEs
avoid the high tariffs levied on imported
personal care goods. China's low labor
costs also help FIEs price their goods
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Though FIEs
account for only 10
percent of the
companies registered
to manufacture
cosmetics in China,
their tofal domestic
sales in 1993
exceeded ¥3 billion,
about 30 percent of

total industry sales.

competitively with domestic products.
Other FIE marketplace advantages in-
clude advanced technology, Western
packaging designs, and better skill at
promoting products, especially via ad-
vertisements, to young, affluent urban
customers (see p.26)

Many of the FIEs also use their China
ventures as a production base for ex-
ports to other Asian markets. Though
China itself is fast becoming a major
market for cosmetics, it enjoyed a net
trade surplus of $60.5 million in cosmet-
ics in 1993, Of the country’s top 20 ex-
porting corporations, 4 are cosmetics
joint ventures, Lipsticks, powders, and
eye products are leading export goods,
especially to Asian countries such as
Japan and Taiwan.

Domestic and joint-venture manufac-
turers are likely to continue exporting
low- and medium-quality goods to other
Asian countries, while high-end cosmet-
ics will likely continue to be imported
into the next century. As the country's

cosmetics industry develops further and
more Chinese companies form joint
ventures, both the quantity and quality
of its exports will undoubtedly improve,
strengthening prospects for a continued
trade surplus in cosmetics.

_IUS] as most cosmetics consumers
live in urban areas, approximately 75
percent of China's cosmetics compa-
nies make their homes in coastal cities.
The FIEs in this sector, like many other
FIEs, are situated primarily in areas
with preferential treatment for foreign
investors; approximately 80 percent of
the FIEs are located in Beijing, Guang-
dong, Jiangsu, Liaoning, Shanghai, and
Zhejiang.

Although China’s coast has captured
the majority of foreign investor interest,
one company, Constance Carroll of
Britain, has identified central China as a
region with long-term potential and in-
troduced a cosmetics line in Guangxi
Province in June 1994. Constance Car-
roll successfully launched its initial ven-
ture, positioning itsell” strategically as a
market leader. Central China's poor dis-
tribution system, long commuting dis-
tances, and lower consumer income
have discouraged most investors from
expanding into the interior, however.

Planning for the future

Many Chinese companies are now

entering the cosmetics market to com-

pete with foreign companies. Despite
the increased number of market players,
new market sectors present excellent in-
vestment opportunities, particularly as
more Chinese women begin to use
color cosmetics such as eye shadow and
lipstick on a daily basis.

While foreign brands of color cosmet-
ics are rarely seen outside of the larger
department stores and foreign compa-
nies have not yet penetrated the color
cosmetics sector, FIEs could gain signifi-
cant market share in this potentially lu-
crative sector. But ventures in color cos-
metics would certainly not be
considered high-priority industries in
Beijing’s eyes and would not receive
preferential treatment in the approval
Process.

As the distribution system in China
improves, the cosmetics market will
likely become more attractive, more ac-
cessible—and more competitive. New
entrants to the market, though they will
have to fight harder to achieve the front-
runner status of such companies as
Avon and Procter & Gamble, can claim a
share of the world’s largest make-up
market if they proceed patiently. As
China’s urban population is forecast to
become even more affluent and its
youth more fashion oriented in the
decades ahead, continuing demand
paints a rosy outlook for cosmetics man-

- e
ufacturers. T
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REAL

ESTATE SECTOR

anging Out
our Shingle in China

B Andrew Ness

Rental rates are
rising rapidly—but so
are the options

B Andrew Ness is associate director,

Research & Development Consultancy,
Richard Ellis Ltd., Hong Kong. Richard
Ellis Ltd. is an international real estate
consulting firm.

n the 1980s—the early days of doing

business in China—most multination-

als set up shop in hotels in China’s

major cities. By the end of the decade,
as the business climate in China ap-
peared to be improving at a steady pace,
these pioneers of international commerce
began to outgrow their makeshift operat-
ing bases and seek out Western-style ac-
commodations. What they found was a
small stock of properties designed pri-
marily for Chinese companies and built
to meet the typically smaller power needs
and less sophisticated office systems of
such tenants.

Once international property develop-
ers entered the China market in the late
1980s, modern high-rise office towers
began to appear on the urban skylines.
Since 1992, however, demand for space
in new developments built to Western
specifications has outstripped supply.
Between 1991-94, rental rates for Grade
A office and residential space in Beijing
and Shanghai rose approximately 40
percent each year. Currently, the avail-
able office space in the cities with the

largest foreign business communities
Beijing, Guangzhou, and Shanghai—
totals 1,390,000 sq m, a mere 27 percent
of Hong Kong's total office space. For-
eign companies seeking to lease prime
office or residential space in China
should be aware that they are stepping
into a landlord’'s market, though China is
moving towards protecting tenant rights.

Playing by the rules

The Administration of Urban Real
Property Law, promulgated by the Na-
tional People’s Congress in July 1994,
went into effect in January 1995. This is
the first major piece of national property
legislation to be issued in China since the
1990 promulgation of the Provisional
Regulations Concerning the Granting and
Assignment of Land-use Rights in Urban
Areas and the Provisional Administrative
Measures Governing Commercial Land
Development and Management by For-
eign Investors. The new law contains
some 72 provisions in seven chapters
dealing with almost every major issue of
concern in the real estate sector. The law,
however, merely lays out matters such as
the registration of tenancy agreements in
broad terms, deferring the promulgation
of detailed implementing measures until
a later date. Some localities have chosen
not to wait for further national imple-
menting regulations and have already
drafted their own measures.

Shanghai has already promulgated de-
tailed implementing regulations concern-
ing the conversion of privately owned
and occupied domestic residential prop-
erty into commercially leased residential
property, mandating that owners of such
property first apply to and obtain permis-
sion from the Public Security Bureau
(PSB). Upon obtaining this approval from
PSB, the lessor and lessee must submit a
Private Housing Leasing Registration
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Form to the Private Housing Section of
the Shanghai Real Estate Administration
(REA) bureau and pay a fee equivalent to
12 percent of the total rental transaction
value and a business tax of 5 percent of
the transaction value.

Enforcement of the Shanghai regula-
tions has been lax to date, and the rules
have been largely ignored by many local
condominium owners. This has given rise
to a grey market in which owners directly
lease private residential property to for-
eign parties. Technically, if a Shanghai
resident owning private housing wishes
to lease the property to an overseas na-
tional or foreign corporation, he must
first apply for permission to both the PSB
and the Shanghai Foreign Economic Af-
fairs and Trade Commission to obtain a
Permit for Leasing Property to Overseas
Parties. Nationwide, prospective tenants
who are willing to sign informal “private
agreements” with the landlord without
obtaining PSB approval or registering the
agreement with the Private Housing Sec-
tion of the REA may be quoted discounts
of up to 20-30 percent off of the going
rate for a legal agreement.

No procedures exist currently for reg-
istering leases of commercial and resi-
dential property with the REA bureau in
Shanghai. Rather, notarization of the
agreement and payment of the stamp
duty are the only formal measures for
concluding an agreement. Shanghai is
currently drafting the Municipal Prop-
erty Transaction Procedures, which will
detail registration procedures and other
measures for concluding commercial
and residential leasing agreements
within the city.

Currently, Shenzhen is the only mu-
nicipality in China with a detailed and
enforced body of implementing regula-
tions to the Urban Real Property Law.
The Shenzhen Special Economic Zone
Building Leasing Regulations Imple-
menting Rules, covering all types of
leasing transactions within the munici-
pality, mandate that a lessor first obtain
a Building Leasing Permit or be subject
to penalties.

Nationwide, while a detailed body of
implementing procedures for the registra-
tion of tenancy agreements is still lacking,
all tenancy agreements in China are nev-
ertheless subject to the payment of a
stamp duty. The law requires the parties

1o a lease 1o pay a stamp duty of .02 per-
cent of the total value of the leasing trans-
action to the local bureau of the State Tax
Administration (STA). This cost is borne
evenly by the landlord and tenant.

Prospective tenants
who are willing
to sign informal
"private agreements”
with the landlord
may be quoted
discounts of up to

20-30 percent.

While pavment of the stamp duty
does not constitute official registration
of the tenancy agreement, it is neverthe-
less an essential procedure, as it brings
the agreement within the bounds of
PRC contract law. Until all localities in
China issue their own detailed property
leasing implementing regulations, the
stamp affixed to each page of the con-
tract is usually the only picce of evi-
dence that the tenancy agreement was
concluded in accordance with the re-
quirements of PRC law. Many multina-
tionals leasing substantial office or resi-
dential space insist that the tenancy
agreement also be notarized for added
security in the event that the agreement
is later the subject of dispute.

For tenancy agreements for the leas-
ing of substantial arcas of space, many
foreign companies prefer to have such
agreements publicly notarized so that
there is no uncertainty concerning the
conditions surrounding the signing of
the agreements, should a dispute con-
cerning the agreement arise. Signatories
to un-notarized tenancy agreements on
which the stamp duty has not been paid
and for property for which the landlord
has not obtained a property leasing per-
mit (should local regulations require it)
are more vulnerable to contractual vio-
lations. Increases in rental rates within
the supposedly fixed-term, fixed-rent

period of the lease and threats of evic-
tion if the tenant refuses to pay the in-
creased amount are just two common
contractual violations.

Where's the manager?

Aside from a reference to property
management in the Administration of the
Pre-Sale of Urban Commodity Buildings
Procedures promulgated by the Ministry
of Construction in November 1994, no
specific national regulations exist con-
cerning a developer’s responsibility to
arrange for long-term management of
property. The rules in Shenzhen, the only
municipality to pass regulations pertain-
ing to rental property management, apply
only to residential properties.

Market forces, nonetheless, have dri-
ven many foreign and local developers of
Grade A properties to draft and imple-
ment deeds of mutual covenant which
stipulate management arrangements ac-
cording to international practices. Be-
cause property sales often suffer when
long-term management plans are lacking,
many developers now attach to their
sales agreements a supplementary agree-
ment establishing a deed of mutual
covenant between all of the buyers of
units within a given property upon its
completion. Individual condominium
owners typically agree to abide by certain
rules of building occupancy, to appoint a
building management company, and to
pay a share of management fees on a
pro-rata basis. The quality of building
management in China is thus entirely de-
pendent on the reliability of the manage-
ment company appointed by the devel-
opers or major investors in a property.
Popular management companies for
China properties include Colliers Jardine,
First Pacific Davies, and Richard Ellis Ltd.

Because deeds of mutual covenant
lack the legal backing of national or mu-
nicipal ordinances, their violation consti-
tutes merely a breach of civil contract.
Only Shenzhen's residential property
management regulations include a liabil-
ity clause for violation of the deed.
Throughout China, if a condominium unit
is vacant, then the landlord is responsible
for paying the management fee to the
management company of the building. 1f
a condominium has been leased, the en-
ant is responsible for the payment of the
management fee. Because many of the
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units in large property developments are
owned by absentee landlords as invest-
ments, violations are not infrequent. Ab-
sentee condominium owners may fall
grossly in arrears in paying management
fees mandated by the deed of mutual
covenant.

Though Shenzhen's Property Manage-
ment in Residential Districts Regulations
pertain only to residential districts within
the municipality, they will likely serve as
the basis for future commercial property
legislation in Shenzhen and elsewhere.
The regulations mandate that residential
districts appoint a property management
company for buildings in the district, that
the property management company
maintain an office within the district, and
that owners of property within the resi-
dential district draft and sign a deed of
mutual covenant containing certain provi-
sions, such as a code of conduct for
property owners and the liability terms
for violation of the deed.

Know the owners

Ascertaining the ownership structure
within a building should be a primary
task of foreign corporate tenants who
may wish at some point to lease multiple
units or floors in a single building. Most
developers of new high-rise buildings go-
ing up throughout urban China pre-sell
many of the units, resulting in numerous
strata-title owners and an extremely frag-
mented ownership structure.

When leasing space for residential pur-
poses, having numerous strata-title own-
ers in a building generally is less prob-
lematic than if the property will serve as
an office, given the fact that residential
units are occupied by individuals or indi-
vidual families. But for companies need-
ing to house many expatriates, having to
deal with several different landlords
within a single building is hardly ideal.

For office tenants, it is better to lease
space in a building in which entire floors,
rather than individual units, are under
single ownership. Large multinational
companies that require more than one
floor of office space or may need o ex-
pand onto contiguous floors later still
face the prospect of having more than
one landlord for their extended office
premises. Unless they plan ahead, they
may find themselves committed to asyn-
chronous leasing terms and conditions. If

a company expects to expand its facilities
onto contiguous floors at some future
time, it should either lease extra space
from the beginning and try to sublease
the space under a time limit coinciding

For office tenants,
it is better to lease
in a building in which
entire floors, rather
than individual units,
are under single
ownership.

with its plans, or lease space from a land-
lord who owns contiguous floors.

Another caveat is that tenants and
owners of pre-sold units in buildings that
are less strongly positioned in the market
may experience delays in the date of oc-
cupancy. Despite regulations that aim to
protect the owner or leaseholder of a unit
in a building that is under construction—
developers must show proof of good title
to the development site, have injected 25
percent of the total construction cost into
the project, and have received all neces-
sary planning approvals before selling or
leasing units—a property that is not
strongly positioned in the marketplace is
vulnerable to disappointing pre-sales.
Low pre-sales could delay the completion
date for a property, which could be a sig-
nificant inconvenience to the condo-
minium owners or leascholders.

Lease haggling

Once a firm has identified property to
lease, it enters the turbulent waters of
lease negotiations. China’s regulations
governing landlord-tenant relations are
loosely defined, with no comprehensive,
national body of legislation describing
the necessary contents of a tenancy
agreement that explains the rights and
obligations of parties to a lease, or the
penalties to be imposed in the event of
the breach of a lease agreement.

Shenzhen again stands out as an ex-
ception—the Shenzhen Building Leasing

Regulations Implementing Rules are
both thorough and enforced. Shanghai
legislators are currently drafting the Mu-
nicipal Property Transactions Proce-
dures, which are expected to stipulate
that a written leasing contract be regis-
tered with the local REA bureau. Under
the Shanghai rules, a prospective lessor
will have to obtain a building leasing
permit and pay a leasing management
fee to the REA bureau.

Foreign companies should also be pre-
pared to negotiate in a landlord’s market.
The lack of regulations governing the
property sector in China and the high de-
mand/low supply of commercial space
have significantly strengthened the hand
of the landlord in lease negotiations. The
1988 economic retrenchment and auster-
ity program was immediately followed by
the June 4 incident in 1989. The com-
bined effect of these two events was a
slowdown in the construction of many
commercial development projects in the
pipeline in the late 1980s, resulting in the
present undersupply of Grade A office
space. Waiting lists for prime space in
central business districts are common in
Beijing and Shanghai. Until early 1995, in
fact, landlords in these two cities were
generally reluctant to negotiate lease
terms with all but the largest blue-chip
foreign tenants. In recent months,
though, landlords have become more
willing to negotiate leasing terms and
conditions, perhaps in view of the num-
ber of new office facilities that will be-
come available in Beijing and Shanghai
in 1996-98.

Present market conditions, however,
still demand fast action by prospective
tenants. Many large foreign companies
coming to China directly from their home
bases in the United States and Europe
have been losing out on desired leasing
deals to companies headquartered in
Asia, which typically have a better under-
standing of the need to make quick deci-
sions in China’s property sector. While
swift action is required to avoid losing a
prospective property, lease negotiators
should also strive for maximum flexibil-
ity. They may, however, have little lee-
way in some important areas. Because
Chinese landlords still have the upper
hand in dealing with smaller tenants,
leases to smaller tenants in prime build-
ings are generally not granted for terms
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of more than two to three years. In Bei-
iing and Shanghai especially, landlords
often refuse to include early termination
clauses in leases.

Landlords nationwide tend 1o resist
granting subleasing clauses to all but a
minority of tenants who sign longer-term
leases for substantial amounts of space.
Owners of the most attractive office and
residential properties may insist on re-
viewing rental rates after one year of oc-
cupancy. Upon making their review,
landlords generally decide by how much,
if at all, to raise rent based on prevailing
market rates for the type of property in
question and anticipated short-term
changes in the leasing market. Landlords
are generally only in a position to in-
crease rental rates by a substantial incre-
ment if tight supply of office facilities
provides their present tenants with few
alternative choices in the marketplace.
Foreign tenants of relatively small units
(less than 250 sq m) find that it has been
difficult to incorporate extension clause
options into their leases. If the landlord
agrees to include such a clause, it could
well be the trade-off for refusal to cap the
annual allowable rent increase.

Know what you're getting

In opting to develop office-cum-apart-
ment blocks based on a construction de-

PACIFIC
BRIDGE,
INC.

HEADHUNTING

FOR CHINA

* Assisting American—Chinese
joint ventures with staffing
in China

* Western educated Chinese
who want to return to China

e Database with over 1,000
good candidates

1155 CONNECTICUT AVE., N.W.
WASHINGTON, D.C. 20036
PHONE (202)467-8585
Fax (202)833-2279

sign more suitable for apartment build-
ings and hotels than for offices, China’s
developers originally sought to maxi-
mize the number of rental units and in-

come. What escaped the attention of

these developers, however, was that de-
mand for these properties comes largely
from foreign firms and Sino-foreign joint
venture companies, for whom small
dual-use properties are hardly attractive
since they lack open office floors that
permit modular office arrangements. Of-
fice-cum-apartment buildings are seen as
very inefficient compared to the easily
subdividable plans of offices in the
United States.

Companies coming to China from the
United States, accustomed to space effi-
ciency rates in the 80-90 percent range,
tend 1o be discomfited by China's aver-
age space efficiency rates of 5575 per-
cent. Further, China has no standard
measurement code, such as that of the
Building Owners and Managers Associa-
tion in the United States. In the absence
of an established measurement code, of-
fice space can be quoted in one of three
ways: gross amount (the entire external
measurement of a premises including all
walls, staircases, lift shafts, common ar-
eas, and office areas), lettable amount
(includes all external walls and a share
of common areas, but excludes lift
shafts, stairwells, mechanical rooms, and
other non-usable areas), or net amount

(includes the area within the confines of

external walls and/or party walls, and
excludes all common areas, toilets, ele-
vator shafts, and interior columns). Since
space may be quoted in any of these
terms, prospective tenants should be
aware that rentals quoted on a gross ba-
sis by definition have less useable space
per dollar than those quoted on a net
basis.

Regardless of the basis on which a
rental rate is quoted, the landlord should
provide figures showing the efficiency of
the premises so that the tenant can calcu-
late the usable space per dollar. Although
Chinese landlords and developers them-
selves may produce architectural drawings
when questions arise about the accuracy
of measurements, they will frequently re-
sist accepting the measurements of an in-
dependent third-party architect appointed
by the prospective tenant.

Finishing touches

The amount of commercial property
in early stages of construction in nearly
all of China’s coastal cities and major
centers of foreign investment suggests
that the stock of office space will defi-
nitely continue to expand into 1998 and
possibly beyond. Even allowing for
considerable construction delays, indus-
try analysts forecast that by the turn of
the century the supply of office space
in such cities as Beijing, Guangzhou,
Shanghai, and Tianjin will rise by as
much as 400-500 percent over 1995 lev-
cls. Capital values and pre-sale prices of
commercial properties in prime loca-
tions in these cities will likely remain
stable or increase. In the suburban
fringes of these cities (areas that are at
least 10-15 km from the core urban
area), where development has been
more speculative, both rental levels and
capital values are likely to come under
increasing downward pressure over the
next 2-3 years. After 1998, demand will
again overtake supply, triggering a
resurgence in rental rates and capital
values for all quality properties across
the board.

While national and local laws for the
administration of the property sector are
in the works, the true test of whether
China's property sector will reach matu-
rity will be if the government can de-
velop a sizeable cadre of knowledgeable
and qualified government administrators
to supervise the even-handed implemen-
tation of the growing body of real estate
and leasing regulations.

From the perspective of tenants, the
exponential increase in the supply of
prime commercial facilities on the hori-
zon in Beijing, Guangzhou, and Shang-
hai can only be a good thing. While a
strong landlord’'s market prevailed until
1994, the tables are beginning to turn in
favor of tenants, especially for larger
multinational companies. With the array
of projects from which to choose slated
to expand in 1996-98, prospective ten-
ants will be able to be more selective
with regard 1o quality of construction,
building management, and ownership
structure. _lLlh[ as impnrl;m( as the regu-
lations for the sector, competition
among landlords for tenants could also
force change and bring the market 1o a

new stiage of maturity. T

42

The China Business Review * September-October 1995



THE REAL ESTATE

SECTOR

Shifting the Center

M Andrew Ness

Shanghai is
seeking to regain
its former prestige
as the nation’s
commercial capital

B Andrew Ness is associate director,

Research & Development Consultancy,
Richard Ellis Ltd., Hong Kong. Richard
Ellis Ltd. is an international real estate
consulfing firm.

n the last five years, Shanghai has ex-

panded east, west, upwards, and out-

wards. The city's original commercial

and residential core, Puxi, lying to
the west of the Huangpu River has ex-
panded in the last 10 years. Outlying ar-
cas such as the former industrial and
shipyard quarter on the Huangpu's east-
ern bank, Pudong, and a 12 km stretch
along the road to Honggiao Interna
tional Airport, are now included in the
greater Shanghai area. While new con-
struction abounds, commercial property
developers have been struggling to
keep up with the number of foreign
companies demanding prime office fa-
cilities. As Shanghai's star rises in China
and Asia, property values are certain to
increase, but not without some ups and
downs along the way.

Starting from scratch

Prior to the mid-1930s, most foreign
companies conducted their business out
of hotels in the city's two central com-
mercial districts, Huangpu and Luwan.
With the granting of land-use rights in
the Honggiao Economic and Technical
Development Zone near the Honggiao
International Airport to the Sun Group of

Japan in 1988, the stage was set for the

emergence of an intemationally oriented
commercial property market in Shanghai.
In 1989, development of the 522 sq km
Pudong area into a commercial and in-
dustrial zone began (see The CBR, No-

vember-December 1991, p.22). During
his 1992 tour of southern China, Deng
Xiaoping officially bestowed approval on
the city's intention to regain its former
position as China’s pre-eminent commer-
cial and financial center.

Since 1992, the Shanghai municipal
government has granted development
rights to 979 sites in nine districts of the
greater urban area. The number of foreign
companies with offices in Shanghai grew
at an average annual rate of 91 percent
between 1990-94. With 10,700 foreign-in-
vested companies and over 3,300 foreign
representative offices, Shanghai has the
largest overseas business community of
any city in China. True to its former im-
age, Shanghai is now home to branches
of 33 foreign financial institutions.

Infrastructure improvements

Seeking to bring back international fi-
nanciers and attract domestic entrepre-
neurs to Shanghai, the city’s planners have
undertaken numerous infrastructure pro-
jects. Although the goal over the mid term
is to shift the commercial center from Puxi
across the river to Pudong, the short-term
goal is to make Puxi more attractive to
businesses by improving basic transport
services. Four major infrastructure projects
in Shanghai completed recently or still in
progress stand to affect real estate devel-
opment, rentals, and sales.

The Shanghai Inner Ring Road sys-
tem, completed and fully operational as
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of December 1994, has relieved traffic
congestion between the inner city dis-
tricts of Changning, Xuhui, Nanshi,
Yangpu, Putuo, and Zhabei. It includes
two bridges between Puxi and Pudong.
Handling about one third of Shanghai’s
daily automobile traffic, the road makes
inner-city travel much more convenient,
and its bridges reduce travel time from
the Honggiao airport to Pudong.
Pudong, however, will not witness its
full flowering as an office location until
the completion of the Shanghai Metro
Line Number Two Sub-Plan 1 in 1998-
99, providing the first mass transit con-
nection between Shanghai's bifurcated
eastern and western halves.

A second project, the Shanghai Metro
Line Number One, began operating in
April. The line consists of 13 stations
and covers 16.1 km between Jingjiang
Park in Xuhui district and the railway
station in Zhabei district. The Xuhui dis-
trict, with approximately 800,000 resi-
dents, contains 6 of the subway’s 13 sta-
tions and has become home to 3 major
foreign-invested department stores. Easy
access to the subway likely figured into

the decision to construct 14 multi-use
complexes in Xuhui within the next
four years.

Zhabei, historically one of the most
disadvantaged of Shanghai’s inner-city

Since 1992,

the Shanghai
municipal government

has granted

development rights
to @79 sites in the

greater urban area.

districts, now boasts the massive Ever-
bright City redevelopment scheme. Con-
sisting of 22 projects near the train sta-
tion, the will

Everbright plan

substantially augment the city's stock of

Table 1
Office Rental Rates in Shanghai
Rent*
Districts/Selected Properties ~ [$persqm/month]
CHANGNING
Golden Bridge Mansion 83
Shartex Plaza 66
Shanghai International Trade Centre 66
chEe Plaza 36
HUANGPU
Ceniral Place 83
JF News Building 76
Union Building 60
JING AN
Apollo Building 63
Hotel Equatorial Office 61
Sherighal Ganire 50
Universal Mansion 63
LUWAN
Jinjiang Club Office Annex 42
Ruijin Building . 66
PUDONG
Huadu Building 45
Yu An Building 27
PUTUO
Shanghai Materials Trade Centre 35

SOURCE: Richard Ellis Research & Development Consultancy

* Excludes management fees.

dedicated office facilities. Though
Zhabei offers extremely convenient
transportation access, it likely will not
shed its working-class industrial image
until the Everbright projects are com-
plete. In Luwan district, an entire sec-
tion of Huaihai Middle Road with three
metro stations has been targeted by ma-
jor overseas development companies as
the site for nine multi-use complexes, all
of which are now under construction.

Third, the Chengdu Road Elevated
Freeway is scheduled to be fully opera-
tional by early 1996. The road will pro-
vide six lanes of elevated freeway and
eight lanes of ground roadway, directly
linking the northern and southern sec-
tions of the Inner Ring Road. The free-
way will improve access to Zhabei's
Tianmu Road, Yan An Middle Road, and
Huaihai Road, which in turn should
make office developments in those ar-
eas more attractive.

The fourth project, the Yan An Tunnel
Expansion Project, is scheduled for com-
pletion in late 1996. The project will com-
plement the Inner Ring Road system by
providing two additional traffic lanes be-
tween Puxi's Zhongshan East Road (the
Bund area) and Pudong’s Lujiazui district.
Once complete, the new tunnel will be
used for eastbound traffic and the older
tunnel will be dedicated to westbound
traffic. Pudong will become a more vi-
able office location for foreign companies
when the tunnel expansion project is
completed.

The major shift in the city’s commer-
cial center of gravity from Puxi to
Pudong, which will include the reloca-
tion of the Shanghai Stock Exchange
and municipal government offices to Lu-
jiazui, will have to wait until full com-
pletion of Metro Line Number Two in
2000. Running 26 km from the eastern
end of Pudong to the western part of
Puxi, the subway will make commuting
from residential areas in Puxi to offices
in Pudong much more feasible. Until
the subway is complete, however, the
less strongly positioned among the over
100 commercial complexes now at vari-
ous phases of planning or construction
in Pudong are likely to garner tepid in-
terest from renters and buyers. Short-
term demand for office space in Pudong
will come largely from companies with
manufacturing operations in the zone.
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In mid-stream

Currently, Shanghai has a total of 24
Grade A office buildings with space avail-
able for rent or purchase. Space in these
facilities totals 420,000 sq m, representing
a 56 percent increase over the total space
in dedicated office buildings at the end of
1994. Eight of the buildings were com-
pleted this year. Of the 24 office facilities,
15 are located in major commercial areas
and have full modern electrical and me-
chanical services as well as quality fin-
ishes and fittings in the lobbies and pub-
lic areas. While rental levels for most
dedicated office buildings continued to
edge upwards by 3-5 percent in the first
half of 1995, the new supply eased rental
levels by roughly the same 3-5 percent
for a handful of prime office properties.
Rental levels for prime offices in Shang-
hai in mid-1995 averaged $72 per sq m
per month.

The facilities commanding the highest
rental rates in Shanghai are located in the
Puxi districts of Huangpu, Luwan, Jing
An, and Changning (see Table 1). Office
rentals in Pudong's Lujiazui, where the
first facilities dedicated exclusively to
commercial offices are only now reaching
completion, currently are approximately
50 percent less expensive than prime Puxi
facilities. While the city's real estate mar-
ket is still in the formative stages, prime
commercial areas in the next three years
are likely to be these four districts.

Leaseholds on the buildings along the
Bund, the area along the Huangpu River
long viewed as a symbol of Shanghai's
commercial orientation, are in the
process of changing hands. The Shanghai
Bund Buildings Function Transformation
Corp. Ld. currently manages the disposi-
tion of leaseholds on the Bund’'s 130

structures that pre-date the founding of

the PRC. All of the buildings along the
Bund are under historical preservation,
which requires companies acquiring
leaseholds to maintain the facades and
external structures. Of the 130 buildings,
37 have been selected for disposition to
private parties and 18 had been offered
for sale or leasing as of December 1994.
Of the 18 offered for sale or leasing, 6 are
occupied by financial institutions.

Capital values

The wave of short-term investment
fever that swept Shanghai in the early

Pudong will become a
more viable office
location for foreign

companies when the
Yan An tunnel expansion
is completed.

1990s subsided after the tightening of
credit to capital construction projects in
mid-1993. Despite the overall slowing of
pre-sales activity in the marketplace, the
pre-sale of units in the Shanghai Financial
Centre, located along the Bund, in mid-
1994 set an all-time record in the asking

pre-sale price for office property of

$4,100 per sq m. Speculative activity has
subsided in 1995 and sales prices seem to
have stabilized at different levels depend-
ing on the district in which a property is
located (see Table 2).

The highest asking sales prices for of-
fice properties have been for those lo-
cated in Huangpu district—once consid-
ered the Wall Street of China—where a
prime office address fetches developers
an average of $3,500-$4,000 per sq m.
Properties along Luwan district’s Huaihai
Road, the main shopping street of the for-
mer French Concession and now a major
tourism and shopping enclave, are sec-
ond to Huangpu in price range. Jing An
district, formerly an affluent residential
area, has emerged as a hub of commerce
and tourism and is the site of the city’s
largest operational commercial complex,
two foreign-funded hotels, and three ad-
ditional dedicated office blocks.

Plenty in the pipeline

Between 1995-97, a total of 51 prime
developments with 1.56 million sq m of
office space in Puxi are scheduled for
completion and 59 Grade A office devel-
opments with 1.95 million sq m of office
space in Pudong are scheduled to come
on stream as well, provided that con-

Table 2

Sales and Pres-sales Prices for Offices in Shanghai

Districts/Selected Properties
CHANGNING

Shanghai Plaza

Sun Plaza
HONGKOQU

Shanghai Trade Square

HUANGPU
Financial Square
Lucky Target Square

JING AN

Concord Plaza 2,800

Jiv An Plaza 3,350
LUWAN

Hong Kong Plaza 3,500

Shanghai Novel Building 290
PUDONG

Hua Du Building 2,350

Oriental Plaza 1,600

Tomson Financial Building 2,800
PUTUO

Jin Yuan International Building 1,550
XUHUI

Kuen Yang International Business Plaza 2,300
ZHABEI

Shanghai Sky City 2,000

=

SOURCE: Richard Ellis Research & Development Consultancy
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struction of the projects proceeds on
schedule. If these projects are not de-
layed or abandoned, the additional facili-
ties will raise the city's total stock of of-
fice facilities to approximately 3.5 million
sq m by 1998—ecquivalent to the amount
of office space developed in Hong Kong
between 1980-95.

Given the precipitous rate at which
the supply of Shanghai office facilities is
set 1o increase over the next five years,
some analysts predict an oversupply of
flood-tide proportions. Because con-
struction at numerous sites is currently
delayed for regulatory or financial rea-
sons, however, an oversupply of such
magnitude is unlikely. While an office
space surplus in the range of 25-40 per-
cent is likely to result in 1998, vacancies
are unlikely to last long.

Since the State Council imposed a
moratorium on the granting of develop-
ment sites for “high-end residential, com-
mercial, and leisure-oriented development
projects” from 1995 through 1998, the
projects currently under way will have to

meet demand until another wave of

buildings are completed, perhaps by the
year 2005,

Demand from domestic sources is
likely to supplement demand from for-
eign companies in the future. Research

suggests that demand for office space
from privatized State enterprises and col-
lectives in and around Shanghai and the
eastern seaboard will grow considerably,
compensating for the expected leveling
off in the number of new overseas com-
panies setting up shop in Shanghai.
Such demand is likely to give the Shang-
hai property market a much more solid
underpinning than the highly specula-
tive markets in Haikou on Hainan Is-
land, and Dongguan and Shenzhen in
Guangdong Province, where overseas
investors began construction projects
amidst the investment boom of 1992-93
but where rental demand from foreign
companies was minimal.

The scenario in 1998 of surplus Grade
A space will almost certainly force rental
rates down, though by exactly how much
will depend on the quality and location
of individual properties. Landlords may
begin offering inducements to foreign
tenants—especially China representatives
of well-known multinational firms—to re-
main in their buildings. Properties likely
to experience the sharpest drop in rental
rates are those in immature commercial
locations where interest is mild even
now. Landlords in prime office buildings
and locations will be among the last to
make major rental concessions.

With its high land values and the
added costs of site clearance, Shanghai
is an especially expensive city in which
to undertake real estate development.
Most developers who have obtained
land-use rights for development sites in
the central city area are well backed fi-
nancially, and their building projects
will likely be followed through to com-
pletion. As a result, capital values of
prime Shanghai office property in the
mid term are likely to be less volatile
than rental rates. Companies with the fi-
nancial wherewithal to enter this devel-
opment market have been unwilling to
lower the pre-sales prices of their prop-
erties despite the current slugglishness
in the property sales market.

Because the land bank in prime loca-
tions in Shanghai is small, developers and
landlords with the stamina to hold their
properties through the present period of
slow sales will ultimately be rewarded
when interest in leasing and purchasing
property exceeds the stock of property
now in the construction pipeline. In re-
gaining ils pre-eminence as a commercial
hub in the coming decade, Shanghai's
skyline will remain thick with construction
cranes—a cause of traffic delays, perhaps,

but a sign of increasing office space op-
o

tions down the road. 7

A Toehold in the South

B Andrew Ness

Urban development
rides the foreign
investment wave

B Andrew Ness is associate director,

Research & Development Consultancy,
Richard Ellis Ltd., Hong Kong. Richard
Ellis Ltd. is an international real estate

consulting firm.

ong a nexus between the overseas
Chinese diaspora and mainland

China, Guangzhou was one of

China's first cities to pack up its Mao
jackets in favor of Western business suits
when Beijing gave the nod to foreign in-
vestors in the early 1980s. Like Shanghai,
Guangzhou is in the throes of major com-
mercial development in areas formerly
dedicated to agriculture and manufactur-
ing. Growth in the commercial property

sector began with the establishment of

the first better-class hotels to accommo-
date overseas businesspeople in the early
1980s. Now the city is home to 7,000 for-

eign-invested enterprises (FIEs) and 3,000
representative offices, compared to 421
and 240, respectively, in 1990.

Exceeding boundaries

Geography has largely determined the
shape of Guangzhou's development. Tra-
versed by the Pearl River and bounded
by the Baiyun Mountains, the city has de-
veloped along major water and land
transport routes. To the north of the Pearl
River are the more established districts of
Dongshan, Yuexiu, and Liwan. On the
river's southern bank are the formerly in-
dustrial districts of Haizhu and Fangcun,
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where property development aimed at
domestic and foreign buyers is under
way or in the planning stages.

Yuexiu, home to the Guangzhou
Commodities Fair building and the train
station, was the initial focus of foreign
commercial property developers in the
mid-1980s. Encompassing two of the
city's largest recreational parks, the dis-
trict is attractive to commercial develop-
ers because of its central location, dense
concentration of government offices, and
access 1o the train station. Dongshan dis-
trict was one of the first areas selected
for commercial development when
Guangzhou began granting land-use
rights in 1988 By 1992, a second cluster
of office facilities was completed in
Dongshan district along Huanshi East
Road, the oldest inner-city ring road.
This arca has now emerged as the city's
pre-eminent central business area

Liwan has come back to life as a com-
mercial district only in the past year, Cen-
tered around Sun Yat Sen Memorial Hall
Park, Liwan is one of the city's oldest set-
tled central districts. Numerous foreign
retailers and restaurants, including Gior-
dano and McDonald's, have opened
stores along the district’s main commer-
cial boulevard, Renmin South Road. Al-
though the district currently does not of-
fer a suitable environment for offices of
foreign companies, this likely will change
when the metro line begins operation.

While Yuexiu, Dongshan, and Liwan
have long been commercial or residen-
tial, Haizhu and Fangcun have acquired
these hues only in recent years. Haizhu
district, with a very dense residential
population residing alongside manufac-
turing plants, has long enjoyed access 1o
the central city area across the river via
four bridges. In recent years, the district
has been a target for residential property
developers hoping to attract overseas and
domestic buyers. Four office buildings
have gone up along the district’s main
transportation artery, Jiangnan Road, but
they are of secondary quality and tar-
geted at the local market. The district
likely will not be oriented towards com-
merce in the future, but towards resi-
dences and their supporting facilities.

Fangcun district still contains a sizeable
concentration of manufacturing plants,
along with some municipal government
offices and large areas of undeveloped

Although cffice rental rates in Guangzhou

dropped significantly following the June 4
incident of 1989, rates have been climbing since
1990 in step with increases in demand.

land. In 1985 the district was designated
a central urban district, which permitted
the development of residential and com-
mercial properties on land previously
zoned for agricultural and industrial uses
Several local and foreign developers have
acquired land in Fangcun, but because
the area currently is accessible only by
ferry from central Guangzhou, it likely

will not emerge as a focal point for de-

velopment activity until Metro Line Num-
ber One is completed in 1998-99.
Another outlying area that witnessed
the arrival of earth-moving and construc-
tion equipment in the early 1980s is
Tianhe. Previously an agricultural area 5
km from the city center, Tianhe has much
in common with Shanghai's Lujiazui in
Pudong, Due to the high cost of under-
taking large-scale urban redevelopment

Table 1
Office Rental Rates in Guangzhou

Districts/Selected Properties
DONGSHAN

Rent*
I$ pgiiq m/Benth|

Dong Jun Plaza 31
Garden Hotel Office Tower 50
GITIC Plaza (Main Tower) 48
Guangzhou World Trade Centre Complex 32
YUEXIU
Broadway Plaza 31
China Hotel Office Tower 57
Dong Fang Hotel 65
Guangzhou International Financial Building 45
TP Plaza 34
SOURCE: Richard Ellis Research & Development Consultancy
* Excludes management fees.
Table 2
Pres-sales Prices for Offices in Guangzhou
Price Scheduled
Districts/Selected Properties (Spersqm)  Completeion Date
DONGSHAN
Peace World Plaza 3,750 1995
Yi An Building 2,790 1995
LIWAN
Bank of America Plaza 3,400 1996
Universal Plaza 2,225 1995
TIANHE
Jonsim Plaza 3,040 1996
Nan Fang International Square 2,067 1997
Sky Central Plaza 3,336 1997
YUEXIU
Gua Exchange re 3,737 1996
Top Spring Development Building 1,951 1996
=t — 4 ==

SOURCE: Richard Ellis Research & Development Consultancy
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within the aging central city, Guangzhou
planning authorities designated this unde-
veloped suburban area a central district in
1985. The district has since added a sports
stadium and attracted a sizeable residen-
tial population. Eleven multi-use projects
are currently under construction.

Rents reach plateau

Although office rental rates in
Guangzhou dropped significantly follow-
ing the June 4 incident of 1989, rates
have been climbing since 1990 in step
with increases in demand. Currently, 27
buildings with office facilities of varying
quality are scattered throughout the city.
Of these, 21 are dedicated office blocks
or office blocks embedded within larger
commercial complexes, and 6 are hotels
that have converted a portion of their
guest rooms into offices. Only 9 of these
facilities, however, have convenient ac-
cess 1o main arterial roads, quality build-
ing finishes and fittings, sound mechani-
cal and electrical services, good property
management, and other characteristics at-
tractive to foreign companies. Total of-
fice space in Guangzhou is roughly

Developers with strong
financial backing are no
longer aggressively
marketing the remaining
stock but are holding
onto the properties.

459,000 sq m, or 9 percent of Hong
Kong's present supply.

Rental rates for Grade A office facilities
in Guangzhou range from $31-$65 per sq
m per month (see Table 1). The median
monthly rental in Guangzhou is $41 per
sq m, compared to $81 per sq m in Bei-
jing, $72 per sq m in Shanghai, and $100
per sq m in Hong Kong's Central district.
In 1994, office rental rates in Guangzhou
rose 15-20 percent, in step with China’s
urban inflation rate but at a slower pace
than increases in rents in Beijing and
Shanghai during the same period, reflect-
ing weaker demand in Guangzhou. In

7// Stay where modern comfort
" is enhanced by ancient traditions.

For over 12 years, business travellers to Beijing have found that our
unique blend of western technology and eastern hospitality makes a trip
both productive and pleasurable. We look forward to showing you why,

B swissbelworel invemsarional
pecvitens plaise contact funges Basel bopay 1ok (W) | VORLIT1 Fa
e L L

) 1 SMTL. (B L SIETE T JMIY JRERR

1995, the supply of office space in
Guangzhou increased somewhat, per-
haps explaining the slowdown in rental
rate increases in the first half of 1995 to
5-8 percent. Indeed, facilities that typi-
cally have been occupied to capacity,
such as the Guangzhou World Trade
Centre, the Guangzhou International Fi-
nancial Centre, and the GITIC Plaza Main
Tower, currently are 5-10 percent vacant.

Holding out for more

Although investors continued to
develop commercial real estate in
Guangzhou after the credit clampdown of
1993, buyers are becoming more selective
and are acquiring properties to hold as
long-term investments rather than for
short-term gains. Over the past three and a
half years, office space in 56 multi-use
complexes has been offered for pre-sale.
Five of the buildings have been completed
within the past year and 51 are still under
construction. Measures taken in late 1994
by the Hong Kong government to halt
speculation in the colony’s real estate mar-
ket—including lowering the ceiling for the
maximum loan for mortgage finance that
banks could offer—triggered a downswing
in Hong Kong investors' interest in other
markets as well, including Guangzhou.
When Hong Kong investors’ interest in
purchasing Guangzhou properties cooled,
sale prices ceased their precipitous rise
and began to move along a plateau.

In 1995,
Guangzhou property have remained sta-

prices for commercial
ble, despite high urban inflation that has
increased the costs of labor, materials, and
other building inputs (see Table 2). Buyers
in the market for substantial floor space in
properties that have been experiencing
slow pre-sales now reportedly have a
wider margin of negotiability in contracts,
as these developers are under pressure to
recoup their initial investment through
pre-sales. Developers with strong financial
backing, however, are no longer aggres-
sively marketing the remaining stock but
are holding onto the properties, anticipat-
ing appreciating property values over the
longer term.

Down the road

Long-term real estate investors should
consider access to major modes of trans-
portation a top priority, since Guangzhou's

core central area is rather extensive—1,443

48

The China Business Review * September-October 1995



sq km, compared to Beijing’s 1,370 sq km.
Already an area that attracts large numbers
of foreign visitors and residents, Huanshi
East Road possesses six traffic lanes and
includes three joint-venture hotels. Eigh-
teen of the 55 buildings presently under
construction in the city are located along
Dongshan's Huanshi East Road and are
likely to bolster the status of the district as
the city’s major office hub.

Liwan's Zhongshan Road, where eight
buildings are under construction, was one
of Guangzhou's prime commercial boule-
vards in the early 20th century but only
recently emerged as a focal point for over-
seas property developers when construc-
tion began on Metro Line Number One.
With 7 of the 19 metro stations slated to
stop along Zhongshan Road, the boule-
vard stands to reclaim its fame as a major
commercial area. A number of new prop-
erty developments are going up in the
nearby Dongfeng Road area, but since no
new transportation projects are slated for
the area it is likely to remain the domain
of government offices.

The Guangzhou municipal government
has targeted for redevelopment substantial
portions of the old waterfront area along
Yanjiang Road, running through Dong-
shan, Liwan, and Yuexiu districts. Since
the area will not be served by the metro it
may not be the first choice of multinational
companies, though property values along
Yanjiang Road are still likely to increase. A
cluster of eight multi-use complexes with
sweeping views are now under construc-
tion at sites along or near the waterfront.

The site of 11 office blocks already un-
der construction and on the market and
numerous other projects in the drafting

With Guangzhou
so close to modern,
efficient Hong Kong,

companies must weigh
the pros and cons
of establishing an
office in one city
over the other.

rent, but also a toehold in the economic
center of the increasingly affluent Guang-
dong consumer market. On the downside,
however, Guangzhou's standards of build-
ing management, though improving, are
still lower than those in Hong Kong.
When leasing Guangzhou properties,
company also must ensure that the build-
ing's power supply is adequate to meet
present and future needs.

For companies that decide to set up a
base in Guangzhou, certain districts offer
different benefits. For a company that
secks a prestigious address, most of the
properties to consider are along or near
Dongshan’s Huanshi East Road in build-
ings such as the GITIC Plaza Main Tower,
Guangzhou World Trade Centre, and
Garden Hotel Office Annex. The Broad-
way Plaza or Guangzhou International Fi-
nancial Building in Yuexiu would offer
companies casy access (o offices of the
Guangdong provincial government or
Guangzhou municipal government. For a

ten between Hong Kong and Guangzhou
by train, an address in Yuexiu district’s
China Hotel Office Annex or Dong Fang
Hotel would be convenient.

Market prospects

Like Shanghai's property market,
Guangzhou's could soon witness a glut
of office space. Assuming all the office
blocks presently under construction are
completed according to schedule, the
supply of office facilities will increase 65
percent in 1995, 66 percent in 1996, and
42 percent in 1997, Since 1989, the num-
ber of companies leasing office space in
Guangzhou has grown roughly 35 per-
cent each year, and is likely to increase
annually at 25-35 percent until the turn of
the century. While it is impaossible to pro-
ject precisely the exact number of pro-
jects that will be substantially delayed,
developers of projects still in the blue-
print stages or only recently launched are
likely to delay construction until demand
can keep pace. Consequently, developers
are likely to be cautious in the short term,
but more optimistic about the mid- and
long-term prospects of Guangzhou's
commercial property market,

Hong Kong's return to PRC sovereignty
in 1997 will have only an indirect impact
on Guangzhou property values, Because
the possibility exists for a contentious
transition, the Hong Kong property mar-
ket appears potentially more volatile than
Guangzhou's. Any downswing in the
Hong Kong property market itself, how-
ever, should have little impact on
Guangzhou's property market, since
short-term investment funds from Hong
Kong have ceased to be a major driving

stages, Tianhe is the most speculative dis-  company with a staff that commutes of-  force there. %
trict of Guangzhou's newly emerging
commercial areas. Because Tianhe cur-

rently lacks a mature commercial envi- R

ronment—hotels, department stores, and Investment ‘ a ltal
other office and multi-use complexes—
foreign companies have tended to shy .
away from this area. Three metro stations for ‘ hlna
scheduled for completion in 1999, how- _ ) - _ )
ever, should brighten its prospects. We are interested in investing in Chinese joint ventures which are

. run and controlled by established and successful western companies.
Choosing an address
With Guangzhou so close to modern, ORCHID HOLDINGS, L.P.

efficient Hong Kong, foreign companies 555 California Street, Suite 5180

must weigh the pros and cons of estab- San Francisco, CA 94104-1716 L

lishing an office in one city over the other WIS/IS1-2200 Selephama: * ALSEIR-2INY Incalmtle

) b - © ) ¢ ¢ o Contact Peter M. Joost or Christopher J. O'Brien
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THE REAL ESTATE SECTOR

prucing Up China’s Cities

B Timothy Geisler

US design firms
look to frame the
modern skyline

m Timothy Geisler is a Beijing-based
architect for Toyu Design International,
Ltd., a Sino-American joint venture.

walk down any street in China,
where stark concrete buildings
dominate the landscape, con-
firms the need for architectural
advice to support the multitude of con-
struction projects already under way.

With one of the world's highest levels of

new construction each year, China’s mar
ket for architecture services is flourishing.
Because Chinese architects have little ex-
perience in handling such a dramatic in-
crease in the need for commercial build-
ing designs, opportunities for foreign
cooperation with Chinese design firms
abound.

Few foreign architects have experience
in the Chinese construction and real es-
tate sectors, however, and many have
been reluctant to explore opportunities in
the PRC. Limited access to government
regulations and low design fees continue
to present real obstacles to establishing a
profitable design business in China. But
by following some simple guidelines and
taking the time to find the proper project
and the right partner, Western architects
can become an integral part of the indus-

try’s continued growth.
China’s architecture industry

According to official 1994 statistics,
nearly 97 percent of the 2,000 existing
“design institutes” or architecture firms in
China are State owned, with the remain-
der classified as collectives. The Ministry

of Construction (MOC) registers each of

the institutes into one of four groups ac-
cording to the geographical area in which
the firm is allowed to operate and the
size of the projects it is allowed to ac-
cept. Class A institutes are allowed to un-
dertake design or construction of build-
ings of any size and/or complexity in
China, while Class B, C, and D institutes
are restricted to working on non-high-rise
projects within a given province.

Though the United States has currently
approximately 340 architects per million
citizens, China has only 35 architects per
million citizens. Chinese architects are not
yet required to complete standardized
certification examinations, although MOC
plans to hold the first nationwide certifi-
cation examination in November 1995,
MOC has also announced plans to allow
independent Chinese design firms in
Guangzhou, Shanghai, and Shenzhen on
an experimental basis. Independent de-
sign institutes will be allowed throughout
China as soon as the certification system
is in place. Many young Chinese archi-
tects are now preparing for the certifica
tion examination with the goal of begin-
ning their own firms once they pass the
national certification requirements

Rules for foreigners

For foreign architects hoping to gain a
foothold in the fast-growing China mar
ket, the process of setting up an individ
ual design firm is far from simple. Ac-
cording to MOC’s 1992 Regulations on
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Establishing Jointly Managed Sino-For-
eign Design Projects, foreign architecture
firms are required to work in cooperation
with an officially licensed Chinese design
institute, either by undertaking projects
on an ongoing basis or by setting up a
permanent joint venture. Local develop-
ers, planning commissions, or large work
units often hold design competitions to
locate potential joint-venture partners.
Foreign architecture firms can also try to
find their niche in China's architecture
market by winning bids for planned real
estate developments or acting as consul-
tants to a Chinese design institute.

Joint ventures between foreign archi-
tecture firms and Chinese design insti-
tutes can take one of two forms: a full-
fledged equity joint venture (EJV) (hezi
qiye) or a contractual joint-venture (CJV)
partnership (hezuo giye) for one or more
specific projects. While setting up a pro-
ject-specific, short-term CJV requires the
same amount of paperwork as a long-
term EJV capable of undertaking an un-
limited number of projects, forming a CJV
lowers the financial and legal risks to
both sides. Establishing a CIV can also
help the venture avoid some of the taxes
EJVs face. The American firms RTKL As-
sociates Ltd.; Skidmore, Owings & Merrill;
and Helmut, Obata & Kassabaum all es-
tablished CIVs rather than EJVs for their
China projects (see p.52).

Regardless of whether the firm decides
to form an EJV or a CJV, the resulting en-
tity will be subject to the 1979 Law of the
PRC on Joint Ventures Using Chinese and
Foreign Investment and the law's imple-
menting regulations, which were promul-
gated by the State Council in 1993 (see
The CBR, May-June 1995, p.10). The ap-
plication procedure for establishing a de-
sign firm in China is similar to that of
other foreign-invested enterprises, but as
a service industry bringing little in terms
of investment capital or new technology,
design firms may encounter more diffi-
culty than manufacturing firms in obtain-
ing approval.

In Beijing, morcover, foreign firms may
not be able to engage in the full range of
architectural services they are capable of
providing, The Beijing municipal govern-
ment last December issued a new set of
regulations excluding foreign architects
from involvement in the design of a
building's mechanical system and the

production of construction documents—
drawings, materials, lists, and schedules
that appear on the blueprints. The new
regulations will likely mean financial
losses for foreign architects in Beijing.

Choosing an
appropriate project
in China requires
research info the
project’s budget,
financing possibilities,
and the politics of
the locality.

The regulations also effectively place
quality control in the hands of the local
design institute since foreign architects
have little or no say in managing the ac-
tual building construction or supervision
of workers.

The right match

Because of the importance of personal
connections in China, the choice of a suit-
able partner will make a difference in the
firm's access to the emerging real estate
market. Western firms may find them-
selves at a disadvantage, however, as
most design joint-venture partners in
China are from Hong Kong and other East
Asian countries with strong ethnic ties to
China. Approximately 95 percent of the
foreign architects operating in China are
overseas Chinese.

Among the most important criteria in
establishing a design venture in China is
finding an appropriate Chinese design in-
stitute partner, The ideal design institute
should be sufficiently reputable to attract
contracts for the venture, sophisticated
enough to work efficiently, and reliable
enough to meet the venture's production
schedule and protect the venture's de-
signs. Many large insttutes, such as the
China Building Technelogy Development
Center and the Beijing Design Institute,
have proven able partners.

Although the PRC has classified Chi-
nese design institutes according to geo-
graphical jurisdiction and project special-
ties, foreign architects should be aware
that seeking Class A partners may not
necessarily be in the venture's interest. If
the foreign firm plans to concentrate on a
given geographical area, for example, a
design institute with a more concentrated
scope may be a better match.

Further, within the larger institutes, for-
eign partners should specify the individ-
ual architect or architects with whom
they want to collaborate. Senior architects
in China participate little in the actual de-
sign process and may pass on much re-
sponsibility to their younger colleagues.
To avoid allowing the venture's work to
end up in the hands of the design insti-
tute's junior staff, a foreign architecture
firm should get to know the design insti-
tute and its work style before beginning
Lo negotiate a joint-venture contract.

Before beginning negotiations, parties
to a joint venture should also clarify the
responsibilities of each partner. Gao Xiao
Hui of MOC’s Policy Rescarch Committee
recommends that the foreign architecture
firm and its prospective Chinese partner
submit a proposal including a schematic
site plan, preliminary elevations, and es-
sential data to potential investors and the
local planning burcau before even nego-
tiating a contract to establish the design
venture. In this way, both sides can be
assured of a venture’s potential before
going to the trouble of setting up a for-
mal partnership.

Most of the burden of obtaining ap-
proval for establishing the joint venture
usually rests on the Chinese partner, who
must convince the central government
that the contract and the venture arrange-
ments are in order and that the venture’s
design projects will serve China's devel-
opment interests. Once the joint venture
has been approved, executing the actual
job of producing designs is not that much
different from the work of an architect in
the United States, except for the logistical
difficulties of operating on both sides of
the Pacific and in two languages.

Putting pen to paper

Choosing an appropriate project, an-
other important step, requires research
into the project's budget, financing possi-
bilities, and the politics of the locality, as
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well as the intended use of the site itself.
A housing project for Chinese occupants,
for example, may carry little profit for the
foreign architect, but may provide an op-
portunity to experiment with low-cost
housing. In contrast, a foreign-invested
shopping center in a prominent location
may promise a large profit, but may pre-
sent a multitude of obstacles and red tape
from urban planning officials when the
venture attempts 1o obtain approval for
the project.

The actual design work can usually be
divided up in any way the partners find
agreeable. Some foreign joint-venture
partners cooperate throughout the entire
design project, bringing Chinese repre-
sentatives to the United States for the
planning, schematic design, and design
development phases, and sending Ameri-
cans to China to be involved in preparing
the construction documents and oversee
ing the actual construction. For project-
specific CJVs, foreign partners typically

Design work can
usually be divided
up in any way
the partners find
agreeable.

handle the early phases of design and
leave responsibility for the construction
documents to the Chinese partner.

A foreign-invested design venture
should also make sure it has access to an
adequate supply of skilled labor if the
construction process is complex. Al-
though there is an abundance of con-
struction laborers in China, many lack
specialized skills and require the close di-
rection of a site supervisor. When the
supply of skilled labor for a particular
project is not adequate, some design

firms may consider bringing laborers
from overseas or having certain items
built overseas and assembled on-site.

Reaping rewards

Compensation for design firms in
China is calculated according to the total
cost of the construction project. As in any
Sino-foreign partnership, firms should
stipulate in the joint-venture contract how
revenues are to be divided among the
partners. Arrangements should also be
made governing the pay schedule used
1o collect client fees. Most firms require
part of the payment up front and struc-
ture contracts such that payment follows
the work phases closely.

Because labor is relatively cheap in
China, construction costs are very low—
about $125 (around ¥1,000) per sq m.
The official compensation rate for State-
owned design institutes is 3.5 percent of
total construction costs, although foreign
design joint ventures can negotiate this

Bridging

RTKL Associates Lid., one of the world's
largest architecture, planning, and engi-
neering firms, is currently undertaking
extensive design projects in China. CBR
Assistant Editor Maria Valdecanas re-
cently discussed the firm's activities with
RTKL Vice Chairman and Executive Vice
President David . Brotman.

CBR: How did RTKL first become involved
in design projects in China?

Brotman: As part of our Asian expansion
efforts, RTKL headed to China just over
three years ago. Today, the firm has be-
come a major player in the market with a
multitude of projects that range from ma-
jor urban mixed-use projects and office
buildings to urban master plans and
tourist destination resorts. Currently, 17
projects are either under construction,
awaiting approvals, or in the planning
stages.

At the outset, we really did not know
the “magic combination” to the real estate
market in China. We knew other firms
had been awarded a number of projects,
but there appeared to be no single for-

Cultures

mula for success. What we did know
from our experience in other Pacific Rim
nations is that the work tends to be dri-
ven by personal connections.

Through relationship-building with de-
velopers well poised to invest in China,
RTKL won its first major commission: Sun
Dong An Plaza, a $300 million landmark
redevelopment project in Beijing. A 50-50
joint venture between the Dong An
Group of Beijing and Sun Hung Kai
Properties Ltd. of Hong Kong, this 2 mil-
lion sq ft state-of-the-art center with re-
tail, entertainment, and office facilities is
currently under construction in Wangfu-
jing, Beijing's premier retail comer.

CBR: What other kinds of projects bas
RTKL undertaken in China?

Brotman: Since designing Sun Dong An
Plaza, we have moved on to a wide vari-
ety of projects located throughout the
country, acquiring commissions for design
projects in a number of different ways. We
worked with the PRC government on a
design competition for the international
headquarters of the China Ocean Shipping

‘i
|
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RTKL's 1 million sq ft Sui Bao Tower
will be home to office, residential, and
commercial facilities in Shenzhen.

Photo courtesy of RTKL Associates Lid

Co. in Beijing. The 12-story, 1 million sq ft
office building is designed with an illumi-
nated top and is intended to be a signifi-
cant landmark in downtown Beijing.
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rate with the client. Some foreign archi-
tects have commanded rates as high as
15 percent. Moreover, because foreign ar-
chitects typically work on large-scale pro-
jects backed by prominent investors, they
can expect generous compensation, Con-
struction costs for a three-star project in a
major city, for example, will be about
$450-$550 per sq m.

Designers beware

The best of plans and promises may
not be enough to guarantee success,
however. Despite the continued need
for architecture services in China, the
16-point austerity program undertaken
by the Chinese government in 1993
dampened the market for architecture
services by slowing down growth in the
property market. Because Chinese in-
vestors hoping to undertake real estate
projects had to petition the central gov-
ernment for credit, funds were in short
supply and many large-scale projects

Foreign architects
should be especially
careful to protfect
their drawings.

were delayed. The 1993 austerity mea-
sures had a short-lived impact on real
estate, as Beijing succumbed to pres-
sures from eager and powerful develop-
ers within a year, and rolled back the
austerity plan. Recent data suggests that
the construction market is tightening
again (see p.38).

The protection of intellectual property
is an additional problem faced by for-
eign design institutes. Clients rarely vio-
late architecture firms’ proprietary inter-
ests; rather the Chinese partner may try
to take advantage of its relationship
with the foreign design firm or use the

venture’s joint products for its own gain,
Foreign architects should be especially
careful to protect their drawings, which
can be reproduced easily, Foreign archi-
tects should include specific clauses
within the joint-venture contract to pro-
tect their work.

Despite the obstacles and headaches,
practicing architecture in China can be
professionally rewarding and profitable
for foreigners. The new regulations on
acceptable foreign design activities in
Beijing, if adopted in other locations,
may narrow the range of opportunities.
But once the MOC certification proce-
dures are in place and private Chinese
design offices begin to emerge, the mar-
ket for architectural services and the
pool of Chinese partners will grow.
With a little research, a few connections,
and a lot of patience, American archi-
tects can begin to find their way in this
complex and elusive market, helping to

. 1 & ’ . =4
light up China’s urban skyline. 7

RTKL has also worked with a number
of private developers in China. For Shir-
ble Holdings Ltd., we designed the 52-
story, 1 million sq ft Sui Bao Tower in
downtown Shenzhen. Shiang Sheih
Tower in Hangzhou, a proposed 22-story,
300,000 sq ft project with office and retail
facilities that is currently under review,
was also designed for a private devel-
oper.

Municipalities aware of our interna-
tional planning reputation have hired us
for a number of new community or ur-
ban extension projects. Working with
the Planning Construction Bureau of the
Dalian Economic & Technical Zone,
RTKL has master planned a 4 sq mi new
town development adjacent to Xiao Yao
Bay, outside of Dalian. To help the city
achieve its goal of becoming northeast
China’s most important port, the devel-
opment was planned to encourage in-
ternational trade and tourism while in-
corporating sea and land transportation
facilities. Designed to serve an estimated
population of 300,000, the new town in-
cludes a central business district with of-
fice and government buildings, a water-
front entertainment district, a
commercial district, and residential and
recreational areas.

CBR: What strategies seem to work best in
the China architecture market?

Brotman: Part of our success is due to
our commitment to responsible architec-
ture and sensitive urban planning. It's a
mind set that takes us far beyond de-
signing buildings as isolated objects in
space. Our focus instead is how they fit
in a broader context-—how they work
with other buildings and how they re-
spond to a city and its culture. Sun
Dong An Plaza, for example, responds
to political, social, historical, cultural,
and aesthetic issues while also meeting
planning requirements.

As we learned in other countries,
working with a local design institute or
local architect also helps to ensure the
success of a project—{rom both a tech-
nical and a design standpoint. Sun
Dong An Plaza was a team effort by the
developer and local architects from the
Architectural Design and Research Insti-
tute and the Institute of Project Planning
and Research under the Ministry of Ma-
chinery and Electronics Industry. Ap-
provals for the project were granted
within three months—unbelievably fast
for a project of this scope. Following the
groundbreaking in October 1993, the

project is on schedule for completion in
late 1996.

Our involvement in US and Chinese
State foreign-trade delegations has also
proven to be fruitful. As a result of a tour
recently organized by the state of Mary-
land to its sister province of Anhui, RTKL
signed an agreement with Anhui’s main
planning design academy to design a
$150 million tourist facility at Huangshan,
a scenic attraction in southern Anhui
Province.

CBR: What advice would you give other
architecture firms hoping to gain a

Jfoothold in China?

Brotman: Over the last several years, we
have learned that there is no set way to
ensure success in the China market. The
government approval process is different
for each city, and even tends to change
within the same city, from time to time—
one solid reason to team up with a local
design institute. The key is to be flexible,
responsive to the requirements of each
client, and adaptable to a set of rules that
is often in flux.

Finally, you need money—a good deal
of it. The scope of this market is such
that you can't tackle it on a shoestring.
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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 7he CBR. Contracts denominated in foreign currencies are

converted into US dollars at the most recent monthly rate quoted in the International Monetary Fund's International Financial Statistics
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 atention of the editor

Foreign party/Chinese party

SALES AND INVESTMENT  May 1 - June 30, 1995
Arrangement, value, and date reported

Accounting and Insurance

OTHER
Chubb Group of Insurance Companies (US)

Will open The Chubb School of Insurance in Shanghai to train
Chinese insurance industry regulators, officials, agents, and
brokers, $1 million, 6/95.

ITT Hartford Insurance Group (US)

Opened representative office in Xiamen. 6/95.

National Mutual Life Association of Australasia Ltd. (Australia)

Opened representative office in Guangzhou. 6/95.

New York Life Global Co., Ltd., a subsidiary of New York Life
Insurance Co. (US)
Opened representative office in Shanghai. 6/95

Chartered Institute of Management Accountants (UK)

Opened liaison office in Guangzhou. 5/95.

John Hancock Mutual Life Insurance Co. (US)

Opened office in Beijing. 5/95

Advertising and Public Relations

INVESTMENTS IN CHINA

Onyx Computers (Canada)/CCTV-China Central Television
(Beijing)
Formed sports broadcasting equity joint venture (o be exclusive
agent for CCTVS sports channel commercial advertising sales
$12 million. (US:85%-PRC:15%). 5/95

Abbreviations used throughout text: BOC: Bank of China; CAAC: Civil Aviation Administration of
China; CNAIEC: China National Automotive Import-Export Corp.; CATIC: China National Aero-
Technology Import-Export Corp.; CITIC: China Internationol Trust and Investment Corp.; CITS
China International Travel Service; CNOOC: China Notional Offshore Oil Corp.; ETDZ
Economic and Technological Development Zone; ICBC: Industrial and Commercial Bank of China;
MPT: Ministry of Posts and Telecommunications; NA: Not Available; NORINCO: China North
Industries Corp.; P&T: Post and Telecommunications; PBOC: People’s Bank of China; SEZ: Special
Economic Zone; SINOCHEM: China National Chemicals Import-Expert Corp.; SINOPEC: China
National Petrochemical Corp.; SINOTRANS: China National Foreign Trade Transportation Corp

SPC: State Planning Commission; UNDP: United Nations Development Program

Banking and Finance

INVESTMENTS IN CHINA
Morgan Stanley (US), Mingly Corp. (HK), Government of
Singapore/People’s Construction Bank of China, China
National Investment and Guarantee Corp.
Formed China International Capital Corp, joint-venture
investment bank to make direct investments in infrastructure
projects, finance enterprise restructuring, and provide
consulting services. (UUS:35%, HK:7.5%, Singapore

7.5%-PRC:50%). 6/95.

Visa USA Inc. (US)/Ministry of Electronics Industry (Beijing)
Will build nationwide credit card network with regional centers
in Beijing and Guangzhou. $10 million. 6/95.

Schlumberger Smart Cards and Systems (France)/Hua Xu
Golden Card Co. (Beijing)

Will jointly develop smart-card technology and establish
network maintenance service center. 5/95.

CHINA’S INVESTMENTS ABROAD
Agricultural Bank of China

Will open branch office in Singapore. 6/95

Industrial and Commercial Bank of China
Opened office in Tokyo. 5/95

OTHER
Credit Suisse Bank (Switzerland)

Will open branch office in Shanghai. 6/95.

Development Bank of Singapore (Singapore)

Opened branch office in Shanghai. 6/95.

Chemicals, Petrochemicals, and Related
Equipment

INVESTMENTS IN CHINA

Zeneca Group PLC (UK), Advanced Chemicals (HK)/NA
(Shenzhen)
Established Shenzhen Zeneca Advanced Colours and
Chemicals joint venture in Guangdong Province to produce
specialty chemicals for textiles and coatings. $24 million
(UK:802%, HK:13%-PRC:5%). 6/95
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BOC Group PLC (UK)/NA (Liaoning)
Established Shenyang OC Gases to produce gas-related
equipment. 5/95.

Consumer Goods

INVESTMENTS IN CHINA
Firmenich SA (Switzerland) /Kunming Spice Plant (Yunnan)

Will establish Firmenich Spice Corp. Lid. joint venture to
produce perfumes and spices. $27.4 million. 6/95.

Mizui Co. (Japan)/Bang Ri De Health Care Products Co. (Beijing)
Formed Beijing Shuangri Pharmaceutical Co. to manufacture
health care products. 6/95.

Mobius Green Energy Inc. (US)/Sunlee Hitech Industry Co. of
Nankai University (Tianjin), Baodi County Development Zone
(Tianjin)
Established BTU Hitech Tianjin Co. joint venture to produce
nickel hydride rechargeable batteries. $7.1 million. 6/95.

Sanyo Electric Co., Ltd. (Japan)/Shenzhen Huagiang Holding
Ltd. (Guangdong)
Established joint venture to produce nickel-cadmium batteries.
$3 million. 6/95

Philips Electronics NV (Netherlands)/Suzhou Chunhua Vacuum
Cleaner Factory (Jiangsu)
Established Chun Fei Domestic Appliances joint venture to
produce and distribute floor-care products throughout Asia.
$25 million. 5/95.

Sitram Cooking Pots Manufacturing Co. (France)/Shanghai
Jingyi Stainless Household Utensils Factory
Established Shanghai Jingyi Sitram Stainless Steel Products Co
Lid. joint venture to produce stainless steel pots for export.
$8.3 million. 5/95.

CHINA'S INVESTMENTS ABROAD
China Department Store Chain (Group) Co., Lid./NA (HK)

Will establish joint venture in Hong Kong to promote sales of
goods produced in China and sales of Chinese goods abroad.
$20 million. 6/95.

Electronics and Computer Software

INVESTMENTS IN CHINA
Casio Computer Co., Lid. (Japan)/NA (Guangdong)

Formed Casio Electronic Zhuhai Co., Lid. joint venture to
manufacture musical instruments, $4.8 million. 6/95.

Hewlett-Packard Co. (US)/Shanghai Analytical Instrument
Factory
Will form Hewlett-Packard Shanghai Analytical Products Ld
joint venture to produce advanced chemistry equipment for
electronic instrument production. $8.5 million. 6/95.

IBM Corp. (US)/China Great Wall Computer Group Corp.
(Shenzhen)
Will establish joint venture to produce computer mother
boards. $10 million. 6/95

Intel Corp. (US)
Will build microprocessor assembly and testing plant in
Shanghai. $50 million. 6/95.

LG Group (S. Korea), Geffit Co. (HK)/Beijing Peony Electronics
Corp.
Will form joint venture to produce transformers. $16.5 million.
(S. Korea:60%, HK:10%-PRC:30%). 6/95.

Philips Electronics NV (Netherlands)/Shanghai Electronic
Sensors Co.
Established joint venture to produce electronic sensors.
$24 million. 6/95

Thomson Group (France)/Shenzhen Electronic Group
(Guangdong)
Formed joint venture to produce integrated circuits.
$82 million. 6/95.

Toshiba Corp. (Japan), NA (HK)/NA (Shanghai)
Established Shanghai Jinzhi Electronics joint venture to
produce cable television receivers. $5 million
(Japan:40%,HK:NA-PRC:NA). 6/95.

Casio Computer Co. (US), Onflo Components Ltd. (HK)/Xinlong
Economic Development Industrial Co. (Guangdong)
Established joint venture to manufacture and market scientific
calculators and electronic diaries. $4 million
(US:70%, HK:25%-PRC:5%), 5/95.

Matsushita Industrial Electric Co., Ltd. (Japan)/Beijing No. 2
Radio Component Factory
Formed Beijing Matsushita Precision Capacitor joint venture (o
produce and market film capacitors for video recorders.
$15.6 million. (Japan:60%-PRC:40). 5/95

Micro Metallic Co. (UK)/Enping city government (Guangdong)
Established joint venture to produce etched lead frames for

microchip production. (UK:85%-PRC:15%). 5/95.

NEC Corp. (Japan)/Changjiang Computer Union Corp.
(Shanghai)
Will form NEC Shanghai Computers joint venture to produce,
sell, and service computers and printers. $10 million. 5/95.

Samsung Corp. (S. Korea)/NA (Jiangsu)
Will establish joint venture in Suzhou Singapore Investment
Park to produce semi-conductors. $23 million. 5/95.

OTHER
Siemens AG (Germany)

Will open branch office of Siemens (China) Co. in Fuzhou. 6/95.

Engineering and Construction

CHINA'S IMPORTS
British Steel PLC (UK)
Will supply structural steel for China Shanghai Jin Mao building
and surrounding structures. $6.4 million. 6/95.

INVESTMENTS IN CHINA
Nabco Ltd., Shinsho Corp., Huacheng Construction Co., Lid.,
affiliates of Kobe Steel Ltd. (Japan)/China State Construction
Engineering Corp. (Beijing)
Established CSCEC Nabco Autodoor Co. joint venture in Beijing to
produce and market automatic doors. (Japan:5086-PRC:50%). 6 05.

Owens-Corning Fiberglass Corp. (US)/Shanghai Building
Materials Corp.
Will establish joint venture to produce thermal insulation
materials. $25 million. 6/95.
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Stow Storage Solutions, Inc. (Belgium)/China National State
Forest Farm Development Corp. (NA)

Will form Stow Beijing joint venture to manufacture steel
storage systems. $2.4 million. (Belgium:70%-PRC:30%). 6/95.

OTHER
NA (Russia)/NA

Will construct bridge connecting Heilongjiang Province and
Russia’s Amur region. 6/95.

Food and Food Processing

INVESTMENTS IN CHINA
Dole Food Co., Lid. (US)/NA (Guangdong)

Established joint venture in Huizhou, Guangdong Province to
produce juice drinks. $15 million. 6/95.

Bass PLC (UK)/Ginsber Beer Group, a subsidiary of Hong Zui
Corp. (Jilin)
Will establish Bass Ginsber Beer Co. joint venture to produce
and market Tennent's Lager. $40 million. (UK:55%-PRC:45%).
5/95.

Baycan Foodstuffs Co. (Turkey)/Wine, Drink and Foodstuffs
Import & Export Co., a subsidiary of China National Cereals,
Oils & Foodstuffs Import & Export Corp. (Beijing)
Established Beijing Baycan Befoco Foodstufts Co. joint venture
to produce chewing gum. $14 million. 5/95.

British Sugar PLC, a subsidiary of Associated British Foods PLC
(UK)/Guangxi Yizhou Sugar Development Head Co.
Formed Bo Qing Co. joint venture to refine sugar in Shibie,

Guangxi Province. $16 million. (UK:60%-PRC:40%). 5/95.

Carrier Corp., a subsidiary of United Technologies Corp.
(US)/Shanghai Air Conditioner Factory
Will form Shanghai Carrier Transport Air Conditioning
Equipment Co. Ltd. joint venture to produce transport air
conditioning and freezing equipment. $10 million. 5/95.

Guinness PLC (UK)/Putian Brewery (Fujian)

Established joint venture to produce Guinness stout beer. 5/95,

ING Beijing Fund, a subsidiary of ING NV (Netherlands)/
Kunpeng Food Group (Beijing)
Formed Beijing Peng Cheng Food large-scale farming and
food-processing joint venture, $10.0 million.

(Netherlands:35%-PRC:65%). 5/95.

Winter Garden Co. (US)/Hebei Food Import & Export Co.

Will jointly produce Whole Sun-Airen brand orange juice. 5/95.

OTHER
Coca-Cola Co. (US)

Will establish Coca-Cola China Investment holding company
and will build bottling plant in Shanghai. $30 million. 5/95.

Foreign Assistance
Government of Germany

Will provide aid for developing sewage disposal, afforestation,

and small enterprises in Shandong Province. $167 million. 6/95.

World Bank

Will provide $47.5 million loan and $200 million IDA credit for
the Southwest Poverty Reduction Project to improve health and
education and provide farming tools and jobs. 6/95.

World Bank
Approved loan to improve waterways in eastern Zhejiang
Province, central Hunan Province, and southern Guangxi
Zhuang Autonomous Region. $210 million. 6/95.

Machinery and Machine Tools

INVESTMENTS IN CHINA
Komatsu Ltd. (Japan), Sumitomo Corp. (Japan), NA (Japan),
NA (Japan)/Shandong Bulldozer Factory
Formed joint venture to produce and market hydraulic
excavators in Jining, Shandong Province. $21 million.
(Japan:50%-PRC:50%). 6/95

Matsushita Electric Industrial Co., Ltd. (Japan)/China Wuxi Little
Swan Co. (Jiangsu)
Established Wuxi Matsushita Freezer Co. joint venture to
produce freon-free refrigerators. 6/95.

Matsushita Electric Industrial Co., Ltd. (Japan)/Tangshan
Electronic Equipment Factory (Hebei)
Formed Tangshan Matsushita Industrial Equipment 1o
manufacture welding equipment and air plasma cutting
machines. $15 million. 6/95.

OTHER
Ricoh Co., Ltd. (Japan)

Opened after-sales technical services office in Beijing. 5/95.

Metals, Minerals, and Mining

INVESTMENTS IN CHINA
Orbit Technologies Inc. (US)/NA

Will form titanium refining joint venture. $18.4 million. 6/95.

Veitsch-Radex, a subsidiary of Radex-Heraklith
Industriebeteiligungs (Austria)/Liaoning Metallurgical Import &
Corp.
Established magnesite mining joint venture. $27 million
(Austria:55%-PRC:45%). 6/95

Ka Wah International Group (HK)/Guangzhou City
Established Ka Wah (Huang Pi) Quarry joint-venture mining
venture, $11 million. 5/95.

NA (US)/Lanzhou Aluminum Plant, an affiliate of China
Nonferrous Industry Corp. (Gansu)
Will establish Yellow River Aluminum Co., Ltd. joint venture to
smelt nonferrous metal and produce raw materials and
processed aluminum. $188.4 million. (US:51%-PRC:49%). 5/95.

Packaging, Pulp, and Paper

INVESTMENTS IN CHINA

Amer-Asia International Inc. (US), Beloit Corp., a subsidiary of
Harnischfeger Industries, Inc. (US)/Tianjin Paper Mill
Established joint venture to produce high-quality paper
$350 million. (US:90%-PRC:109). 5/95.

Boise Cascade Corp. (US)/Shenzhen Leasing
Formed Zhuhai Hiwin Boise Cascade Speciality Paper Co.
joint venture in Guangdong to produce carbonless paper
$12 million. (US:6026-PRC:40%). 5/95.
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NA (S. Korea)/Shanghai Datong Co.
Formed container manufacturing joint venture in Shanghai.
$22 million. (S. Korea:60%-PRC:400%). 5/95.

CHINA’S INVESTMENTS ABROAD
Tianjin Fortune Timber Co., Ltd./NA (Brazil)

Leased veneer board company and machinery to process
wood. 6/95

Petroleum, Natural Gas,
and Related Equipment

CHINA'S IMPORTS
NA (Iran)/NA (PRC)

Will sell 60,000 barrels of oil per day to China. $400 million. 6/95

Statoil (Norway) /SINOCHEM (Beijing)

Will sell 1 million tonnes of crude oil. 6/95

INVESTMENTS IN CHINA

Continental Grain Co. (US), Mitsubishi Corp. {Japan)/Shanghai
Petrochemical Co.
Established Golden Conti Petrochemical joint venture to make
liquefied petroleum gas refrigerated containers. $60 million.
(US, Japan:52%-PRC:48%). 6/95

GATX Leasing Ltd., a subsidiary of GATX Corp. (US)/
SINOCHEM (Beijing)
Established joint venture to build liquefied oil storage and
delivery facilities in Qingdao, Shandong Province. 6/95

Keppel Integrated Engineering (Singapore), BOX Group PLC
(UK)
Established joint venture to market and supply industrial gases
in Suzhou, Jiangsu Province. $25 million. 6/95

Marubeni Corp. (Japan)/SINOPEC, China Natural Gas Corp.
(Beijing)
Will form joint venture to develop oil fields and refineries
throughout China. 6/95.

Hong Kong and China Gas Co. (HK)/Guangzhou Gas Co.
Will establish joint venture to build two natural gas plants and
build natural gas supply networks in Guangzhou. $21.4 million
(HK:60%-PRC:40%). 5/95.

Royal Shell Group (Netherlands)/NA (Guangdong)
Will form joint venture in Huizhou, Guangdong Province to
refine crude oil and produce ethylene. $6 billion.
(Netherlands:50%-PRC:5006). 5/95.

Royal Shell Group (Netherlands)/NA [Qingdao)

Will form joint venture to produce liquefied petroleum gas. 5/95

Royal Shell Group (Netherlands)/NA (Zhejiang)
Will form joint ventures in Zhapu, Zhejiang Province to process
lubricants and produce asphalt. $90 million. 5/95.

Yuan Shun Xing Grease Industrial Group Corp.
(Malaysia)/Shanghai Reclamation Cereal an:rOil Industrial
General Corp.
Established Shanghai Huaxing Grease Industrial Co., Lid. oil
refining joint venture, $9.6 million, 5/95

Ports and Shipping

INVESTMENTS IN CHINA
Coslink (Singapore), Air Express International (HK)/Shanghai
United International Air Freight Co., Beijing Infernational Ocean
Freight Forwarding Co.
Formed joint venture to store and transfer containers in
Shanghai. $1.4 million. 6/95.

Nissin Corp. (Japan)/China Ocean Shipping Co. (Jiangsu)
Formed Changshu Nissin Zhongwaiyun Shipping Co. joint
venture to import and export raw materials. $700,000.
(Japan:50°-PRC:5000). 5/95.

CHINA'S SALES ABROAD

China National Machinery Import and Export Corp.
(Beijing)/Krey Shipping Co. (Germany)
Sold eight multi-functional container ships made by Jiangyang
Shipbuilding Group, Jiangsu Province. $73 million. 5/95

OTHER
Compagnie Maritime d’Affretement (France)

Will open office in Beijing. 6/95

NA [HK)/NA (Fujian)
Formed passenger shipping line between Hong Kong and
Dongshan, Fujian Province. 6/95

Port of Olympia (US)/Port of Yantai (Shandong)

Formed sister port relationship. 6/95

Port of Seattle (US)/Port of Qingdao (Shandong)

Formed sister port relationship. 5/95.

Power Generation Equipment

CHINA'S IMPORTS

Babcock International Group PLC (UK), Sargent & Lundy (US),
Westinghouse Electric Corp. (US)/Huaneng International Power
Development Co. (Beijing)
Will sell four 350MW coal-fired generator units to plants in
Dalian and Dandong, Liaoning Province. $396 million. 6/95.

GEC-Alsthom (France)/Huaneng International Power
Development Corp. (Beijing)
Will sell two 360MW coal-fired generators to Luohuang plant in
Chongging, Sichuan Province. $296 million. 6/95.

Air Products and Chemicals (US)/State Development Bank of
China
Will build air separation fertilizer plant in Nanjing. $21 million
5/95.

INVESTMENTS IN CHINA
Kanematsu Corp. (Japan)/NA (Guangdong)

Will form joint venture to build and manage three thermal-
power generators in Shenzhen. $300 million. 6/95.

General Electric Co., PLC (UK)/NA (Tianijin)
Established Tianjin GEC Alsthom Hydropower joint venture to
manufacture and sell hydraulic turbines and generators. 5/95
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Peebles Electric, a unit of the Rolls-Royce Industrial Power
Group (UK)/Shanghai Transformer Works
Will establish joint venture to produce SO0KV transformers and

other power generation equipment. (UK:51%-PRC:49%). 5/95.

YTL Corp. (Malaysia)/NA (Inner Mongolia)
Will form equity joint venture 1o produce coal-fired power
plant. $59 million. (Malaysia:50%-PRC:50%). 5/95

OTHER
Black & Vedatch International (US)

Opened representative office in Beijing. 5/95.

Government of Russia/China National Nuclear Materials &
Equipment Corp. (Beijing), Liaoning provincial government,
Norlr:ust Power Group (Liaoning)
Sold two WWER-1000 pressurized reactors and granted loan to
build nuclear power station in Liaoning Province. $3.2 billion.
5/95.

Price Waterhouse (US), Morrison and Foerster (US), PowerGen
Corp. (UK)/NA (Shanghai)
Will arrange financing for Waigaoqiao 11 coal-fired power
project. $1 hillion. 5/95.

Property Management and Development

INVESTMENTS IN CHINA

Matsushita Electric Industrial Co., Ltd. (Japan)/Hangzhou

Goldfish Electrical Appliances Group Co. (Zhejiang)
Established Hangzhou Goldfish & National Industrial City
development zone in Hangzhou, Zhejiang Province covering
19.8 ha. 6/95

NA (Singapore)/Shantou Business and Trade Centre (Guangdong)

Will build five-star hotel in Shantou, Guangdong Province
$90 million. 6/95

New World Hotels (Holdings) Ltd., a subsidiary of Renaissance
International Hotels, Inc. (HK)
Will build New World Hotel in Dalian. 6/95.

Pidemco Land (Singapore), Marriot International, Inc.

(US)/Suzhou Panmen Tourism Development Co. (Jiangsu)
Established joint venture to build five-star hotel in Suzhou,
Jiangsu Province, $80 million. (Singapore.:55%,
US:15%-PRC:30%). 5/95.

OTHER
P&O Steam Navigation Co. (UK)/CCPIT (Beijing), Shanghai
municipal government, Honggiao ETDZ (Shanghai)
Will jointly operate Shanghai Intex 12,000 sq m exhibition
center. $22 million. 5/95.

Telecommunications

CHINA'S IMPORTS

Motorola Inc. (US)/Hangzhou Telecommunications Equipment
Plant (Zhejiang)
Sold base and ground stations for mobile telecommunications.
$268 million. 6/95.

Siemens AG (Germany)/MPT
Sold synchronized digital hierarchy transmission equipment to
increase phone capacity between Shanghai and Guangzhou.
$14 million. 6/95.

AT&T (US)/Shanghai Posts and Telecommunications
Administration
Will sell synchronous digital transmission equipment.
$12 million. 5/95.

General Electric Co. (US)/Shandong Posts and
Telecommunications Administration
Will supply EDISWITCH platform to provide commercial
services for electronic business management. 5/95.

Nippon Telegraph and Telephone Corp. {Japan)/NA (Shanghai,
Jiangsu, Zhejiang)
Will lease fiber-optic network and equipment to link Shanghai,
Nanjing, and Hangzhou. $5.5 million. 5/95.

Northern Telecom Inc. (US)/Hebei Posts and
Telecommunications Administration
Sold digital cellular telephone network to link 11 cities in Hebei
Province. 5/95.

INVESTMENTS IN CHINA
Leader Universal Holdings Bhd. (Malaysia)/NA {Guangdong)

Will establish New Galaxy International Electronics Co., Ltd
joint venture to establish digital wireless communications in
Guangdong and Fujian provinces. $120 million.
(Malaysia:51%-PRC:49%). 6/95.

Mitsui and Co., Ltd. (Japan)/UNICOM (Beijing)
Formed joint venture to construct telecommunications facilities
in Shanghai. $16 million. 6/95

News Corp. Ltd. (Australia)/People’s Daily (Beijing)
Established Beijing PDN Xinren Information Technology Co. to
publish databases electronically, form data transmission
networks, and create digital mapping technologies
$5.4 million. (Australia:50%-PRC:50%). 6/95

Singapore Telecom (Singapore) /UNICOM (Beijing)
Will assist in developing local and mobile phone networks in
Suzhou and Shanghai. 6/95.

AT&T (US)/China Huaxun Telecommunications Group (Beijing)
Established joint venture to build CT2 wireless telephone
network for Shijiazhuang City, Hebei Province. $12 million.
5/95.

Fruition Goal, a subsidiary of News Corp. Lid.
(Australia)/Tianjin Sports Commission
Formed Golden Mainland Development joint venture to
construct four television studios for sports programs.
$20 million. (Australia:60%-PRC:40%). 5/95.

Hong Kong Telecommunications (HK)/MPT
Will build fiber-optic cable link between Hong Kong and
Beijing. 5/95.

Motorola Inc. (US), Alcatel Alsthom Compagnie Generale
d’Electricite (France)/Zhejiang Posts and Telecommunications
Administration

Will form digital mobile equipment network in Zhejiang
Province by linking existing networks in Shanghai and Jiangsu.
$13 million. 5/95

Northern Telecom Inc. (Canada)/Liaoning Posts and
Telecommunications Institute
Formed Shenyang Northern Telecom Co., Ltd. to manufacture
high-capacity fiber-optic systems. 5/95.
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OTHER
Overseas Economic Cooperation Fund (Japan)

Will provide $235 million long-term low-interest loan for the
China State Economic Information System to enhance collection
and handling of economic information. 6/95,

British Telecommunications PLC (UK)
Will open representative office in Beijing. 5/95.

General Electric Co., PLC (UK)

Will open representative office in Beijing. 5

!
O
J

Telstra Corp. (Australia)
Opened Beijing office to manage East Asia region. 5/95.

Textiles and Apparel

CHINA'S IMPORTS

Mackie International Group (Ireland)/Harbin Linen Co.
{Heilongjiang)
Will supply flax preparing and spinning machinery to Harbin
Flax Spinning Mill. $4.4 million. 6/95.

NA (ltaly), NA (Japan)/Hainan Textile Industry Corp.
Sold jet looms and high-speed twisters to build processing,
printing, and dyeing base for silk-like polyester fabrics.
$17.6 million. 5/95.

Transportation

CHINA'S IMPORTS
The Boeing Co. (US)/Shandong Airlines

Sold three 737-300 aircraft. $120 million. 5/95.

Saab Automobile, a subsidiary of Investor AB (Sweden)/NA
Will sell 1,700 Saab 9000 CD cars and spare parts. $22 million.
5/95

INVESTMENTS IN CHINA

Cummins Engine Co. (US)/Chonggqing Engine Co., a subsidiary
of China National Heavy-Duty Truck Corp. (NA)

Will establish joint venture to produce diesel engines.

£93 million. (US:50%-PRC:50%). 6/95.

Fiat SPA (ltaly) /NA

Will form equity joint venture to produce light trucks. 6/95

Haden Drysys Lid., a subsidiary of Haden Maclellan Holdings
PLC (UK)/Jiangxi Motor Co.

Will build paint shop for auto detailing. 6/95.

Hamilton Standard, a division of United Technologies Corp.
(US)/Aviation Industries of China (Beijing)
Formed agreement to design, develop, and maintain aircraft
systems. 6/95.

Kawasaki Heavy Industries Ltd. (Japan)/Wuhan Marine
Machinery Plant (Hubei)
Established Wuhan Kawasaki Marine Machinery Co. Ltd. joint
venture to manufacture marine engines. $13 million.
(_lil])dl'l:‘—):s“u- PRC:45%). 6/95.

Stanley Electric Co. {Japan), Nomura Asset Management (Asia)
Ltd., a subsidiary of The Nomura Securities Co., Ltd.
{Japan)/Tianjin municipal government
Will form Tianjin Stanley Electric Corp. to produce electronic
lamps and other devices for automobiles. (Japan:95%-PRC:5%).
6/95.

Ensure Corp. (Taiwan)/Shanghai Non-ferrous Casting Plant, a
unit of Shanghai Automobile Industrial Corp.
Established joint venture to produce alloy wire pieces for
Shanghai Volkswagen. $12.5 million (Taiwan:80%-PRC:20%).
5/95

General Motors Corp. (US)/First Automobile Works (Jilin)
Re-established Jinbei Auto Co. joint venture in Shenyang,
Liaoning Province with new owner, 5/95

Packard Electric, a unit of General Motors Corp. (US}/Shanghai
Sanlian Automotive Harness Co.
Will form Packard Electric Shanghai Co. joint venture to
provide power and signal distribution systems for foreign and
domestically produced vehicles, $18 million. 5/95.

Walter Alexander PLC, a subsidiary of Kowloon Motor Bus Co.
(HK)/Jinbaoma Bus Industry Co. (Guangdong)

Formed bus manufacturing and assembly joint venture.

$15.7 million. 5/95.

CHINA'S INVESTMENTS ABROAD

China National Aviation Industry Corp. (Beijing)/ Daimler-Benz
Aktiengesellschaft (Germany), Samsung Aerospace Industries,
Ltd., a subsidiary of Samsung Group (S. Korea)
Will jointly develop commercial jet airliner to carry 120
passengers in S. Korea. $1.3 million. 6/95.

CITIC (Beijing), China National Technical Import & rt Corp.
(Beijing), NORINCO (Beijing)/Tehran Urban & Suburban
Railway Co. (Iran)
Will supply equipment and facilities for subway system and
electrified railways in Tehran. $573 million. 5/95.

OTHER
Ford Motor Co. (US)

Established Ford Shanghai Research and Development
Programs at Shanghai Jiaotong University, Fudan University,
and Shanghai Institute of Organic Chemistry. $2 million. 6/95.

World Bank
Will provide loan 1o improve China’s railway system. $400
million. 6/95

Miscellaneous

OTHER
World Bank

Will provide $7 million loan and $20 million IDA credit to assist
in salt iodization, packaging facilities, and technical assistance
to reduce iodine deficiency disorders. $27 million. 6/95.

United Parcel Service (US)/SINOTRANS (Beijing)
Will form joint ventures in Beijing, Guangzhou, and Shanghai
to expand air express packaging service in China. 6/95.

Mitsubishi Corp. (Japan)
Will form holding company to coordinate Mitsubishi marketing
efforts in China. $30 million. 5/95.
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POSITIONS WANTED

US/Part Chinese, BSC/MBA equiv, 15
yrs Asia/Pacific exec for mrking/
mgmnt/bus planning w/ airline/

tourism/airport admin seeks long-term

posn in PRC. Chinese spkr/part-time

univ instructor w/ contacts in PRC avia-
tion/tourism & others. Contact:
Thomas, Tel: 808/591-0484, Fax:
808/941-2108.

Analytical & organized mind. MA
Chinese lit/hist. US citizen. Seeks work

in intn’l PR/communications. Strong
oral & writing skills. Tel: 310/204-
1631.

Attorney w/ 3 yrs corporate transac-
tional ex

school, grades, & fluent Mandarin.
Relocate domestically or overseas.
Contact: 215/295-7092.

POSITIONS OFFERED

Intn’l mrkt research w/ emphasis on Greater China (PRC, Hong Kong,
Taiwan); resp for sefting up a research & consulting jv in Guangzhou; provic?e
bus consulting to US cos cﬁ)ing or planning to do bus in Greater China; other
duties incl: research methodology cﬁesign, questionnaire design, feasibility stud-
ies, programming (using Ci3-CATI), sampling design, data analysis, forecast
model design. F/T, 8 am - 5:00 pm, 40 hrs/wk, Mon-Fri, $632.00/ wk. Must
have MBA and minimum 3 yrs work exp in field. Candidate must also have
broad understanding of PRC bus environment, oral & written fluency in Eng &
Chin, & oral Cantonese also req'd; demonstrated skills in mrking, mrkt
research, & comp software application (Ci3-CATI, MS Office, Quattro Pro,
FoxPro, Compact Disclosure, CompuStat, efc), & data analysis using SPSS &
SAS, expertise in proj mgmnt, feasibility studies, finoncior analysis, capital
budgeting, v start-up & mgmnt, exp in PRC mrkt. Must have legal authority to
work in US. Deadline: 30 days from date ad appears. Employment/interview
in Boise, Idaho. Send resume to: Idaho Dept of Employment, Attn: J.O.ID
6205651, 317 Main Street, Boise, ID 83735.

in intn’l firm seeks similar
posn w/ law firm or in-house. Led firm
in developing China mrkt. Top 10 law

CLASSIFIED AD RATES

$10/line, four-line minimum ($40).
36 characters per line, including

THECHINA

all spaces & punctuation. Classified Advertising
Submit only.rtzpewnﬂen ads 1818 N Street, NW
and send with payment 6 weeks Suite 500

before issue to: Washington, DC 20036, USA
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What a Difference a Decade Makes

There are basically two types of travelers to China: those
who go once and proclaim that “It was the trip of a life-
time!” and those who travel there all the time, recounting
that this excursion is their fourth trip this year and their
thirty-second since 1979. But it strikes me that neither group
has a very realistic perspective on the changes now afoot in
the Middle Kingdom. The first type only has one set of ob-
servations and no basis for comparison, and the second
group is there so frequently that more subtle changes are
difficult to perceive. I have made only two trips—spaced al-
most 10 years apart—but together they have provided me
an unusual outlook on life in China.

My first trip was in February 1986. Yes, only a first-time
China traveler would choose the coldest weeks of the year
to visit. My second trip occurred this past July. Yes, only a
second-time China traveler would pick the two weeks of
the year when Beijing received about half its annual rainfall.
Frozen fingers and soggy feet aside, I learned a great deal
from the two experiences, not only of the economic revolu-
tion underway but also of its deeper social implications.

During my 1986 trip, our cab was pulled over by the po-
lice. My friend asked the driver why he had been stopped.

“For speeding,” the driver answered.

“What's the speed limit on this road?” she asked.

“I don't know,” he responded.

“Well, how do you know you were speeding?” my friend
inquired.

“Because the policeman said so,” he answered.

Such deference for the system, however, was not apparent
during my recent trip. On our first day in China, another
American friend met us at the airport with a hired taxi. The
driver pulled out of a long line of cars waiting to pay the
parking fee at the only open exit gate. He pulled up to a
closed exit with an attendant seated on a chair in front of the
gate. The auendant slowly came up to the driver's window
and harangued him about coming 1o a closed gate. The dri-
ver handed the attendant the parking fee, the fee went into
the atendant’s pocket, the chair was moved, and we were
on our way. Petty corruption beats out authority in 1995.

Unfortunately, some of the changes are less innocuous.
One of the pleasures of my first trip was walking along Jian-
guomenwai Avenue and, despite the frigid weather, watch-
ing people practice the traditional exercise of tai chi. On
this recent trip, I looked forward to seeing this graceful
spectacle again, but found no people practicing tai chi. In-
stead, there were at least a half-dozen beggars who had
come from the provinces. The transients came to the city
seeking a better life, but merely found floor space at the
railroad station as a makeshift home.

Even the open-air markets are succumbing to the forces
of modernization. T remember visiting one such market nes-
tled in an alley, filled with artists and other vendors. The
entire market seemed to be presided over by an old cobbler

whose face looked like the leather he was pounding. Now,
I discovered that the market has since been turned into “Silk
Alley,” packed wall-to-wall with foreign tourists and Russian
entrepreneurs buying silk Tweety-Bird boxer shorts and
other Western-style wares. Instead of being greeted by the
cobbler, I was approached by a young man hawking com-
pact discs.

But China’s lust for things modern does not end there. In
1986, friends took me to the section of the Great Wall at
Badaling. On the walk up to the wall, we passed a rather
moth-caten camel strategically placed for intrepid tourists
who wanted to jump on for a photo opportunity. Mr. Camel
seemed more intent on spitting on as many passersby as
possible, however. On the trip last month, my friends and 1
trekked to the section of the wall at Simatai—expecting a
similar photo opportunity. As we approached the wall, we
saw swatches of brilliant red. From a distance, we mistook
the colorful array for some type of flower. When we got
closer, we found thousands of red umbrellas stationed
along the wall and the walkways leading up to it. We dis-
covered that the umbrellas were part of a Christo-like art
project, where each person was to take one umbrella and
carry it as he or she walked up and down the wall, creating
a “motion painting.” The spitting camel somehow seems a
more realistic image of the Great Wall's history.

Some of the changes we noticed were positive ones. Until
late 1988, the Council’s Beijing Office was located in the Bei-
jing Hotel. When I visited in 1986, our office was housed in
one of the more dour sections of this multi-sectioned facility.
I also recall that the elevators servicing the Council’s particu-
lar section had a mind of their own, sometimes stopping at
the floor indicated and sometimes not. And, every year or
two, we would receive a notice that within a week we had
10 move to a new suite because of “redecorating”—although
the newly “redecorated” suite always looked very much like
the old suite we had vacated. Hence, during the July trip
when friends announced that we were going to the Beijing
Hotel for a drink, 1 expected the same austere surroundings.

Upon arriving at the hotel, I discovered that yet another
section had been added to the complex, but that this sec-
tion was equipped with glass canister elevators rising
through a multi-storied atrium delivering us to a roof-top
terrace overlooking the Forbidden City. As we enjoyed
watching the sun set over such a commanding scene, it oc-
curred to me that perhaps 10 years between trips is far too
long. After spending three weeks in the Middle Kingdom, I
concluded that change in China means every trip—the first,
the second, or the thirty-second—is always a once-in-a-life-
time experience.

—Rick Peterman

Rick Peterman is the Council’s management and budget
director.
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SUCCESS IN CHINA REQUIRES GUIDANCE
AS MUCH AS PURPOSE

Just as ancient Chinese armies relied on the compass
cart for direction, companies venturing into China need an
experienced guide to point the way.

At HongkongBank, our aim is not only to help you
conduct your business efficiently, but to complement that
service with sound advice and clear guidance.

With 130 years of experience in financing trade and
business between China and the rest of the world, we are
well prepared to provide you with professional and efficient
services. We have branches in major business cities like

Beijing, Tianjin, Qingdao, Shanghai, Shenzhen and Xiamen

P4

to provide a wide range of banking services to our customers
in China. We also have representative offices in Dalian,
Guangzhou and Wuhan to update customers on the
constantly changing China market.

When you venture into the China market, you’d be well
advised to stay on track with a partner who can point you in
the right direction.

After all, the only way we’ll succeed is by helping
you to do the same. For more information, please contact
HongkongBank China Services Limited at telephone: (852)
2822 2652, facsimile: (852) 2868 1646.

HongkongBank

Member HSBC Group




