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OPERATIONAL ISsSUES Tor CHINA AGENDAS

During the summer months, the
Council’s China offices hosted sev-
eral meetings on various topics re-
lating to enterprise operations in
China. At a Council breakfast in
Shanghai on June 12, Stanley Sher-
wood, a tax partner with Coopers
& Lybrand, LLP (now Pricewater-
houseCoopers), spoke about the
timetable for the harmonization of
China's dual tax structure for for-
eign-invested enterprises (FIEs) and
Chinese companies. Sherwood
commented that Beijing is unlikely
to remove special tax incentives for
FIEs. Instead, the central govern-
ment is expected to increase efforts
to curb localities from granting FIEs
unauthorized tax breaks. The re-
lease of Circular 59 by the PRC
State Taxation Administration in
May was also a subject of discus-
sion. The circular addresses transfer
pricing and will affect how multina-
tionals with operations in the PRC
set intercompany prices on sales, li-
censing of technology, and the pro-
vision of a variety of services.

Members of the Council’s Legal
Committee in Hong Kong heard
from David Liu of Coudert Broth-
ers, Joseph Fu of Deloitte &
Touche, LLP, and Cole Capener
and Paul McKenzie, both of Baker
& McKenzie, on June 22. The
speakers discussed issues sur-
rounding whether Chinese employ-

ees of FIEs can hold options for
foreign stocks. China’s legal frame-
work does not clearly address this
matter: the Securities Law contains
no relevant provisions, and ap-
proval from the China Securities
Regulatory Commission does not
appear necessary, according to Liu.
The speakers pointed out, how-
ever, that foreign stock options
raise foreign exchange questions,
and thus will interest China’s State
Administration of Foreign Ex-
change.

On July 20, Martin Ng of Coop-
ers & Lybrand, LLP (now Pricewa-
terhouseCoopers) and Willis Shen
of Watson Wyatt Worldwide in
Shanghai spoke to the Hong Kong
group about China’s social welfare
reforms. Among the topics dis-
cussed were recent developments
in China’s pension funds and hous-
ing reforms, including the national
and Shanghai pension fund models
and government housing subsidies.

During a two-week trip to Asia
in late July, James Harmon, presi-
dent of the Export-Import Bank of
the United States (Ex-Im Bank), ad-
dressed Council members in Hong
Kong and Beijing on a range of is-
sues. Harmon remarked that the
Ex-Im Bank would like to increase
its participation in the China mar-
ket, particularly in the field of pro-
ject finance,

THECHINA
BUSINESSREVIEW

T eutae

EDITOR
Kirsten Sylvester

ASSOCIATE EDITOR
Catherine Gelb

ASSISTANT EDITORS
Darlene M. Liao
Ann M, Weeks

BUSINESS MANAGER
Gregory A. Heslin

DESIGN/PRODUCTION MANAGER
Jon Howard/JHDesign

RESEARCH ASSISTANT
Julie Walton

1818 N St., NW Suite 200
Washington, DC 20036-2470
Tel: 202/429-0340
Fax: 202/833-9027,
775-2476
www.uschina.org/cbr

PRINTED IN THE USA

The China Business Review welcomes articles from
outside contributors, Manuscripts submitted for considera
tion should be sent to the editor at the address above. The
US-China Business Council retains all rights to articles and
artwork published in The China Business Review. Anicles
or artwork published in The China Business Revtew may
be reprinted or reproduced only with the written permis-
sion of the US-China Business Council Articles in The CBR
do not reflect USChina Business Council policy, unless in-
dicated.

The China Bustness Review, ISSN No. 0163-7169, is
published bimonthly by the US-China Business Council,
1818 N Strect NW, Suite 200, Washington DC 20036-2470,
USA (Tel: 202/429-0340). a nonprofit onganization incorpo-
rated under the laws of the District of Columbia. Periodi-
cals postage paid at Washington, DC, and additional mail-
ing offices, Postmaster, please send address changes to The
China Business Review, 1818 N Street NW, Suite 200,
Washington DC 200362470, USA.

SUSChina Business Council, 1998, All rights reserved.
ISSN No.0163-7169; USPS No. 320050

Annual Subscription rates: $99 US/Canada; 5150 inter-
national. Single copy issues: $20, airmail $25; issues over 1
yr: $10, airmail $12.50. DC residents add 5.75% sales wax

Subscriptions to The China Business Review arc not
deductible as charitable contributions for Federal income
tax purposes

All commercial inquiries and
Vpurch d hould be sent to

the above USA address.

CounciL HosTS PROVINCIAL, MUNICIPAL DELEGATIONS

At a June 5 briefing session in Washington, a five-person delegation from
the Shanghai Waigaogiao Free Trade Zone (FTZ) United Development Co. Lid
introduced Council member company representatives to the FIZ's investment
opportunities and described its newly opened branch office in New York City.
The Council also hosted Sichuan Provincial Governor Song Baorui and his del-
egation on June 26, Song and Council member company representatives dis-
cussed both the overall PRC investment climate, and specific investment op-
portunities in Sichuan Province. And on August 14, Council staff met with a
delegation from the Qingdao Economic and Technical Development Zone to
identify opportunities for foreign investment in Qingdao, Shandong Province,
and technical exchanges between US and Qingdao companies.

ADVERTISING OFFICES

ASIA:
Godfrey Wu
1305, 13 Fl, CC Wu Building
302-308 Hennessy Rd.
Wanchai. Hong Kong
Tel: 852/2591-1077 Fax: 852/2572-5158
E-mail: mhi@hk.gin.net

NORTH AMERICA:
Gregory A. Heslin
1818 N St., NW Suite 200
Washington, DC 20036-2470
Tel: 202/429-0340 Fax: 202/833-9027
E-mail: gheslin@uschina.org

THE CHINA BUSINESS REVIEW  Seplember-Oclober 1998 n



Letter -~ -

| “w

Robert A, Kapp

Much bas
gone well,
so why are
we worried?

Notes on

the Aftermath

tumultuous spring has ended well. The US President com-

pleted his broadly successful trip to China. The visit is al-

ready nearly forgotten, at least superficially; the flip side of

media obsessions in foreign affairs is that five minutes after

the last banquet you're hungry again.

The visit succeeded, particularly in re-

vealing to Americans a China of far greater

complexity and variety than many had ex-
pected, and in enabling the principal rep-
resentative of the United States to address
deep-seated American concerns directly to
a mass audience in China, without com-
promising the dignity of the leader-to-
leader relationship at the core of the visit.

On trade and business, ironically, results
were modest. One consolation prize is that
the trip indisputably refuted the old claim

that US China policy is the marionette of

business. This summit, for all its accom-

plishments, was hardly the handmaiden of

commercial interests. Rather, it was in the
building of a more communicative and
multi-faceted relationship, stressing the
positive, that the summit contributed to the
interests of American business and to the
national interest itself,

second, supporters of US-China trade
won the 1998 batde for “NTR” (Normal
Trade Relations, formerly Most Favored
Nation status) and won bhigger than ex-
pected. Members of Congress, from both
parties, who turned thumbs down on NTR
in 1997 turned thumbs up on a normal
commercial relationship in 1998, Regret-
tably, barring some miracle, we'll be back

n THE CHINA BUSINESS REVIEW ' September-October 1998

at it next year, still acting out the rituals be-
queathed to us by a 1974 law aimed at the
now-defunct Soviet Union.

Third, the US-China Business Council
has established the US-China Legal Coop-
cration Fund (see p.38). American compa-
nies have stepped up to the plate with vol-
untary contributions to support the
Clinton-Jiang initiative in the area of US-
China legal cooperation. Creation of the
fund, which will be housed within the
Council’s affiliated charitable foundation,
has occasioned favorable comment; senior
American government figures spoke
warmly of the commitment during the
President’s China trip. It will be very im-
portant that the US government, in fulfill-
ment of President Clinton's commitment
with PRC President Jiang Zemin to bilateral
cooperation in the legal field, advance its
side of the effort, so that a genuine public-
private partnership flourishes.

On top of all this, the Council has
emerged strengthened and invigorated
from its highly successful 25th anniversary
celebration, at which Treasury Secretary
Robert Rubin made thoughtful remarks and
to which State Councilor Wu Yi sent a gra-
cious message of congratulation. We were
honored to have Yu Xiaosong, the chair-



man of the Council’s longtime coun-
terpart body, the China Council for the
Promotion of International Trade, with
us for the celebration, which was at-
tended by nearly 700 people.

After a string of positive develop-
ments like this, why, then, is there still
that uneasy feeling?

WTO ADRIFT

The biggest concern is the World
Trade Organization (WTO) situation.
The meeting of the two presidents in
Beijing produced no discernable
progress toward China’s accession to
the WTO. The Americans, in the final
weeks before the summit, had down-
played the likelihood of significant
progress; their cautions proved accu-
rate. The “action-forcing event” of the
June Beijing summit came and went
without any action. Some observers
had originally envisioned 1998 as cul-
minating in major bilateral WTO
progress at the time of the November
Asia Pacilic Economic Cooperation
meetings in Kuala Lumpur, with the
Beijing summit simply a mid-year way
station. But the pre-summit push on
WTO apparently lailed to produce
enough bankable movement to pre-
vent the entire process from drifting
into limbo.

US and third-country analysts have
surmised that, facing the urgent tasks
of domestic economic and administra-
tive restructuring, the dire implications
of faltering growth rates, and the acute
perils arising from the ongoing Asian
economic slowdown, key PRC leaders
simply do not think that this is the
time to face the wrenching economic
decisions that American and European
expectations would compel China to
make in return for WTO membership.

In a world where public communi-
cation tends to be ritualized and not
terribly enlightening, it is casy but not
very helpful 1o put “real” motivations
into others” minds without proof one
way or the other; suffice it to say that,
while the negotiating parties do not
appear any more exasperated than
usual, for the moment there appears
to be a sense of aimlessness and un-
certainty as to how next to proceed.

This drift should not be allowed 1o
continue. The United States should not
lose sight of its goals in negotiating on
China's WTO accession, but both sides
need o remember that stagnation on
WTO raises possibilities of potentially
serious negative developments.

Efforts by the United States and

China to achieve WTO progress have
been a kind of safety valve in the
United States. With WTO progress,
however modest, always on the hori-
zon, it has been possible to deflect
some of the pressures for more mili-
tant approaches to China's trade
regime, and it has been possible to
envision a broader economic settle-
ment with China that included both
WTO accession and the ending of the
annual, angry ritual over NTR.

If WTO progress, for whatever rea-
sons, does fade from the US-China
agenda, US domestic pressures arising
from volatile issues like the merchan-
dise trade deficit and the continued
existence of structural barriers to a
wide range of foreign business activi-
ties in China will seek other, unilateral
outlets. American reversion to a more
overtly muscular, unilateral approach
to China on trade issues is a real pos-
sibility, The animosity inevitably gen-
crated by bilateral tade conflicts has
in the past spilled over its banks in
both countries; it could do so again.
And of course, the dreary annual NTR
exercise is with us indefinitely, by
most analyses, unless a strong WTO
agreement can be reached.

Loss of direction on WTO, in other
words, is likely to have other conse-
quences, foreseen or unforeseen.
Whatever the reasons for the flagging
of negotiating energy, the apparent
slowdown in progress ought not sim-
ply to be acknowledged with a shrug

and a philosophical suggestion of

“maybe later.”

INHERITED TENDENCIES
AND NEW QUESTIONS

The US-China relationship is on the
upswing, but it does not face com-
pletely smooth sailing.

The urge to punish lives on in the
US Congress, where a flurry of last-
minute maneuvering has recently
wedded some of the explicitly puni-
tive legislation inherited from the 1997
season to the Senate's latest Defense
appropriations bill, in a way that
makes it likely that we will see
lengthy denunciations of China written
yet again into US law.

In China, the full dimensions of the
bold and far-reaching economic and
administrative structural reforms under
way are still unclear to American
firms, and perhaps to their Chinese
counterparts as well. The short-and
medium-term implications for US com-
panies of this peaceful upheaval is

cause for vigilance and concern, even
though the end goals of the reforms
are unquestionably positive.

The uncertainties accompanying
Asia’s economic troubles need little
elaboration here. Americans should
and do accord China the respect it de-
serves for its efforts to sustain eco-
nomic vitality and growth without tak-
ing steps that would further disrupt
the Asia-Pacific economy, all the while
proceeding ahead with very difficult
cconomic restructuring. A fall from the
tightrope would be of concern not
only within China but throughout the
world.

Finally, China's own leaders have
been at the forefront in pinpointing a
range of very serious concerns that
straddle the boundaries of economics,
business, law, and government, and
materially affect the conduct of com-
mercial activity between China and
forcign firms. Beijing's ringing attacks
on endemic corruption and smuggling
point to problems with which few for-
cign companies are unfamiliar, Iso-
lated but increasingly numerous in-
stances of inappropriate behavior
toward foreign businesses operating
within China, especially by local-level
authorities acting unilaterally, are po-
tentially damaging to the reputation of
China’s investment environment.

PATIENCE AND
With the big events of the spring
and early summer now over, the two
countries are back to the tasks of fol-
low-up and problem-solving. The
range of initiatives and programs
spread out in public view after two
successful summit meetings requires
organized attention from both sides.
That, in the United States, means peo-
ple. time, money, and brainpower.
There is no time to lose, if the forward
momentum generated by the presi-
dential visits is to be maintained.

At the same time, we are up against
difficult challenges on WTO, the
American punitive-retributive impulse,
the murky vicissitudes of China's re-
form process, and the tremors shaking
the Asia-Pacific region.

The trade and economic side of the
relationship, long the backbone of
whatever stability and civility has been
maintained, requires more, not less,
urgent attention in the wake of recent
events and in the face of looming
challenges. Anyone who takes forward
progress in the commercial arena for

[—4

granted is making a mistake. %

PROGRESS
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Secrets of the
Supply Chain

Distribution
options dare
growing, but

many dre of
a distinctly
grey hue

Pamela Baldinger is
director of the Hong Kong
Office of The US-China
Business Council. This
article has been adapted
Jronta June 1998 US
China Business Council
report, Distribution of
Goods in China
Regulatory Framework
and Business Options

Pamela Baldinger

ost foreign investors in China, regardless of what sector they

target, initially focus their attention on production. Few devote

as much time in the project preparation or start-up phase to

analysis of marketing and distribution issues. In many cases,

investors rely on Chinese partners to contribute expertise and networks in

these arcas. All too often the result is a beautiful factory operating under

capacity, perhaps recording strong sales (but little or no profi), and tying

up an excessive amount of working capital.

It is therefore not surprising that “supply
chain management” has become one of the
buzzwords of China business and the mantra
of management consultants. Designing and
implementing an effective distribution sys-
tem that incorporates each link in the chain
from supplier to enduser/retailer—import,
storage, sale, transportation, and service of
goods—is easier said than done, however.
As a recent US-China Business Council sur-
vey reveals, many US companies cite distrib-
ution-related problems among the top three
difficulties facing their China operations (see
p.14). The problems stem primarily from the
chaotic, fragmented state of China's existing
distribution system, in which remnants of the
old State-planned networks co-exist with
more market-oriented forces, and govern-
ment protectionism that limits foreign partici-
pation in many aspects of supply chain op-
erations. As in the retail sector. however,
numerous foreign companies are developing
creative solutions to bureaucratic restrictions
in their efforts to streamline their supply
chains and gain an edge in China’s increas-
ingly competitive markets (see The CBR, Jan-
uary-February 1998, p.43)

n THE CHINA BUSINESS REVIEW September-October 1998

BEFORE AND AFTER REFORMS

Though China's distribution system has
changed markedly over the past decade or
so, it still carries remnants of the pre-reform
era. Prior to the mid-1980s, both production
and distribution were conducted solely ac-
cording to the dictates of the State plan: fac-
tories manufactured what, and how much,
central planners told them to produce

State distribution networks during this pe-
riod were organized along rigid, vertical
lines. Tier-1 distributors were located in Bei-
jing, Shanghai, Tianjin, and Guangzhou,
Guangdong Province; tier 2 consisted of
wholesalers in the provincial capitals and
mediume-sized cities; and tier-3 wholesalers
operated in smaller cities and towns. With
no market forces at work, cach level of the
network passed on products to State retailers
and enterprises at their own level or to
wholesalers at the next level, as instructed
from above. Distributors essentially provided
logistics services (transportation and ware-
housing) and no marketing support. Distrib-
utors were not allowed to import products;
that right was reserved for foreign trade cor-
porations (FTCs). Once an import entered
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the country, it was handed over to the
appropriate distributor; FTCs were for-
bidden to sell the goods downstream.

As China grew more interested in
trading with the outside world, leaders
recognized the need to liberalize this
system. Until the mid-1980s, each indus-
trial sector had an official FTC that
bought and sold foreign products, ac-
cording to central directives, for the
firms under the supervising ministry’s
auspices. With the introduction of re-
forms in the mid-1980s, control gradu-
ally shifted away from the center to the
provinces and municipalities, which
gained the right to establish their own
trading companies. By the late 1980s,
domestic enterprises that met specified
trade volumes were permitted to import
and export directly. Today, as many as
15,000 entities have trading rights. These
companies are free to trade most prod-
ucts, with only a small number of items,
such as petroleum and grain, still strictly
controlled by the State. Though some
products, including alcoholic beverages
and pharmaceuticals, are supposed to
be imported and distributed by govern-
ment-designated firms, intense competi-
tion and the prevalence of “grey” import
channels have effectively eroded such
monopolies and oligopolies.

Foreign firms do not enjoy the same
trading rights as their Chinese counter-
parts. Generally speaking, foreign man-
ufacturers must engage an authorized
Chinese trading company to import
their goods into China, though foreign-
invested enterprises (FIEs) may directly
import materials they need for produc-
tion purposes. Over the last few years,
Beijing also has granted limited trading
rights to foreign firms in foreign trade

zones (FTZs) and approved a handful of

experimental joint-venture trading com-
panies.

At around the same time that Beijing
began to decentralize the State trading
system, manufacturers gained the right
to sell directly to customers. Today, out-
side of the agricultural sector (where
the State system remains largely intact),
China's distribution system lies some-
where between a planned and a market
system. The State system still exists, but
the rigid demarcations between each
level, and between different parts of the
system, have broken down. Manufactur-
ers may now bypass wholesalers and
sell directly to retailers, and FICs have
set up their own distribution networks.
Moreover, the three traditional tiers now
compete against each other as well as
against new, privately owned compa-

nies and foreign firms eager for a piece
of the pie. The increase in competition
has spurred local companies to improve
their service, but the current environ-
ment is characterized by a hodgepodge
of firms with varying levels of expertise
and staying power.

THE OFFICIAL LINE

There is no single, all-encompassing
law governing foreign participation in
distribution-related activities in China,
and the laws that do exist distinguish
between manufacturers and third-party
service suppliers. The framework for
firms that make products in China is
more straightforward. According to the
implementing regulations of various in-
vestment laws, FIEs may distribute,
themselves or through an agent, any
product they make in China (except
those few items for which the State still
controls distribution). Manufacturing
ventures may set up branches that
serve as sales offices and hire their own
staff to man them. The venture may
legally hold and transfer title (owner-
ship) for the goods it makes; issue in-
voices for sales and value-added taxes
(VAT); collect payment; and provide
service and maintenance. These rights
do not extend to goods made by the
foreign parent or any of its subsidiaries
outside China, or to goods made by
other firms.

The legal regime confronting a for-
cign firm wishing to import or distribute
other companies’ products is much
more restrictive, and subject to the re-
cently revised Guiding Catalogue for
Foreign Investment in Industry (see The
CBR, March-April 1998, p.4). The cata-
logue lists industrial sectors and com-
mercial activities that are encouraged,
restricted, or closed to foreign investors.
Foreign trade, “domestic commerce,”
and “agency services” (which include
most logistics functions) are on the cata-
logue’s “restricted B” list, meaning that
any foreign investment must take the
form of a joint venture. For foreign
trade and distribution joint ventures,
moreover, the foreigner must hold a mi-
nority equity position, and the joint ven-
ture ultimately must be approved by the
central government, regardless of the
amount of the investment. These re-
quirements are identical to those set
forth in the original catalogue, pub-
lished in 1995.

To date, the central government has
approved a handful of Sino-foreign
trading joint ventures and some logis-
tics ventures, but no wholesaling ven-

Foreign firms do not
enjoy the same trading
rights as their Chinese

counterparts.

tures. Nevertheless, numerous foreign
firms have found ways around Beijing's
intransigence, usually by obtaining lo-
cal-level approvals and skirting sensi-
tive issues of ownership. Acting on the
notion that anything not explicitly for-
bidden can be legal, foreign firms and
local-level authorities have been will-
ing to test the limits of existing laws,
albeit with a low profile. As a result, it
is possible to identify foreign firms that
provide or perform virtually every kind
of distribution service, even though
their business licenses might not
specifically allow them to do so. But
such firms are taking a calculated risk.
Even though, to quote one PRC official,
“in China practice precedes theory,”
these firms generally have no clear le-
gal basis upon which to conduct their
activities.,

There are, however, a number of
laws in China that touch on distribution-
related topics that can aid firms looking
for a valid foundation upon which to
structure their distribution activities. The
1995 Holding Company Law, for exam-
ple, stipulates that holding companies
may provide “agency services” to their
investors. Specific geographical areas
have received Beijing's permission to
draft their own legislation regarding
trading and warehousing, and these
rules typically are more liberal than na-
tional equivalents. The Compuny Law,
meanwhile, clarifies the terms by which
an existing FIE may re-invest its profits
o create a new investment not subject
to foreign-investment restrictions.

STRUCTURING
DISTRIBUTION OPERATIONS

Current economic conditions in
China—intense competition, slowing
growth, and rapidly changing industries
and consumer attitudes—are forcing all
firms, Chinese and foreign alike, to fo-
cus great attention on their sales and
marketing strategies. The ability to dis-
tinguish oneself from one’s competitors
through speedy, reliable service and
competitive pricing is critical to suc-
ceeding in most markets.
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Privately owned
Chinese distributors
tend to be more market-
oriented than State-
owned firms, but have
limited geographical

scope.

China’s current regulatory regime
generally prohibits foreign companies
from importing products into China and
then selling the goods themselves. In
some sectors they technically are com-
pelled to use State-designated importers
and distributors, but increasingly, these
requirements exist in theory rather than
practice. Though some foreign compa-
nies are content to appoint an agent to
handle all sales to China or simply sell
on an ad hoc basis, many have devel-
oped strategies to monitor, and in some
cases control, the import, sale, and dis-
tribution of their products. Distribution
options for imported products include:
B Local or foreign distributors
Firms new to the China market, or sell-
ing to highly specialized (or very low
margin) sectors, may not have the re-
sources or desire to place their own
staff in China or Hong Kong to estab-
lish, or even monitor, their distribution
networks. Instead, they rely on Chi-
nese or foreign firms to handle the im-
port and distribution of their products,
and designate someone in corporate
headquarters 1o meet with and review
the performance of these distributors
periodically. Chinese firms are gener-
ally less expensive than their foreign
counterparts, but tend to be weaker on
the marketing side. Aside from price,
the advantage of State-owned firms is
their broad reach, a leftover from the
traditional three-tier system. However,
these firms tend to be reactive, rather
than proactive—they simply sell to the
next level, rather than develop new
business. Privately owned Chinese dis-
tributors tend to be more flexible and
market-oriented than State-owned
firms, but generally have limited geo-
graphical scope.

Large, well-known foreign trading
and logistics companies such as Inch-
cape, TNT, and the East Asiatic Co. are

all actively trying to establish integrated,
national networks in China. Though
they claim to be able to provide both
marketing and logistics services to for-
eign firms, foreign distributors demand
much higher margins than their Chinese
counterparts and the legal basis upon
which some provide their services in
China may be questionable. There are
also a number of smaller Sino-foreign
distribution companies set up by Hong
Kong firms or foreign entrepreneurs that
offer services at a cost that generally
falls between the two extremes of State-
owned companies and large foreign
trading companies. However, the legal
basis of these firms tends to be opaque
and their services typically are offered
on a regional (or municipal) basis.

B Representative offices Foreign ex-
porters that want to interact closely with
their China distributors or be more
proactive in China often use a represen-
tative office to accomplish these goals.
Representative offices are permitted to
perform liaison activities in the PRC, but
are not allowed to engage in profit-
making commercial activities, such as
importing goods or issuing invoices.
Many representative offices have report-
edly been fined for conducting commer-
cial transactions in China. Nevertheless,
many foreign firms use their representa-
tive offices as de facto sales offices for
goods not manufactured in China. In
such situations, representative office
staff in China will cultivate and work
with customers, but when the time
comes to sign a contract, the offshore
foreign party, most likely in Hong Kong,
finalizes the sale.

For industrial products, once the sales
contract is signed, the Chinese enduser
often selects an importer with which it
has relations, or it may import the prod-
uct itself if it has trading rights. For con-
sumer products, the foreign company is
more likely to select the importer(s) with
which it seeks to work. Typically, the
good is sold to a trading company in
Hong Kong, which brings the good into
China, clears it through Customs, and
then delivers it to the enduser or sells it
to local distributors. Firms for which ser-
vice is a vital component of their sales
may find the representative office a lim-
ited vehicle, as the office itself is prohib-
ited from conducting such activities and
local distributors may not be capable of
providing the service required.

B Joint-venture trading companies
The door to China's foreign trade sector
has inched open over the past 18
months with Beijing's approval of three
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joint-venture trading companies. These
firms, with foreign investment from
South Korea, the United States, and

Japan, all are located in Shanghai. They

may import products made by the in-
vesting partners’ groups or by third par-
ties, but their downstream distribution
rights are significantly curtailed at pre-
sent.

The requirements for establishing a

joint-venture trading company are oner-
ous, putting them beyond the reach of
most companies. Governing regulations
stipulate that mainland partners hold at
least a 51 percent share, be authorized
to engage in foreign trade, have an an-
nual trade volume of more than $200
million for each of the three years pre-
ceding application (at least half of
which must come from exporting), and
have branches or subsidiaries overseas
with a business volume of at least $10
million. The foreign partner must have a
business volume of more than $5 billion
in the year preceding the filing of the
application, average annual trade vol-
ume with China of more than $30 mil-
lion the three years before filing the ap-
plication, and a representative office in
China for at least three years. The for-
eign party must hold at least 25 percent
of the venture,
B Free trade zones Of greater interest
to most foreign firms than the joint-ven-
ture trading companies are the opportu-
nities presented by China’s 15 FTZs (see
The CBR, September-October 1996,
p.36). The FIZs are bonded zones lo-
cated in port areas and possess clearly
demarcated boundaries and controlled
access for people and goods. The FTZs
boast comparatively flexible regulations
governing import and export trade as
well as warchouses and showrooms,
and have emerged as China's testing
grounds for the liberalization of domes-
tic commerce. Nowhere is this more
true than in Waigaoqiao, the FTZ lo-
cated in the Pudong New Area of
Shanghai (see p.18). In Waigaogqiao,
“warchousing companies™ may handle
the sales and distribution of spare parts
and the provision of after-sales service
for products made by the foreign par-
ent’s investments in China.

Foreign firms may establish a wholly
foreign-owned or joint-venture trading
company in Waigaoqiao as well as in the
other FTZs. FTZs were not created to fa-
cilitate the import of finished products;
rather, they were envisioned as oases of
entrepdt trade, where foreign firms could
import—duty free—raw materials or Kits,
assemble them, and ship them out of
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D ST A
From a corporate
perspective, perbaps the
major issue confronting
investors in China is how
to consolidate the
distribution activities of

multiple investments.

China. Now, however, FIZ authorities al-
low products that enter (or are assem-
bled in) the zones 1o be “exported™
legally—to the rest of China, though any
such “export” is subject to applicable
taxes and tariffs once it leaves the zone
and enters China proper. FI'Zs also per-
mit foreign companies to maintain
bonded warehouses to store materials,
parts, or components NEcessary for the
production or service of the foreign in-
vestor's products in China.

OPTIONS

FIEs may establish their own sales
and distribution networks for products
they manufacture in China; indeed, this
right is often one of the factors that con-
vinces foreign firms to invest in the
PRC. From a corporate perspective, per-
haps the major issue confronting in-
vestors in China is how (o consolidate
the distribution activities of multiple in-
vestments in order 1o reduce costs, im-
prove efficiency, and gain leverage
through greater production and sales
volumes.

The bureaucratic obstacles involved
in unifying the activities of FIEs accus-
tomed 1o handling their own sales and
marketing. however, can be daunting.
Chinese regulations require unanimous

FOR INVESTORS

consent from the board of directors of

any venture involved in the scheme,
and this can be extremely difficult to
obtain. Chinese partners may be loath
to cede control over sales and market-
ing functions given their association
with cash, travel, and entertainment.
They may also fear losing the manage-
ment expertise they expect to gain
through cooperative sales and market-
ing efforts. Convincing expatriate man-
agers (or divisions within the foreign
company) to relinquish control over
sales and marketing may also be diffi-
cult, especially if they fear their careers

may be adversely affected or that they
will have no influence within the cen-
tralized sales organization.

Despite these difficulties, many for-
cign firms confronted with disappointing
sales or profitability figures have begun
to explore various avenues through
which they might reduce duplicative in-
vestment of resources. For some firms,
this may involve seeking a way to con-
solidate logistics and service, while oth-
ers are focusing on sales and marketing.
Aside from potential cost savings, cen-
tralized sales operations enable a com-
pany to speak with one voice in China,
ostensibly helping create a unified, co-
herent image of the parent. Companies
eyeing this goal are experimenting with
a number of different approaches, but
their efforts may be roughly divided into
two categories: strategies based on an
FIE structure, and approaches that seck
local identities for the distribution entity.

Companies seeking to set up central-
ized sales organizations within an FIE
framework usually do so through a
holding or service company. A PRC
holding company (fouzi ¢iye) is permit-
ted to act as an agent for the companies
under its umbrella. providing purchas-
ing, marketing, and other services in re-
turn for a commission. Holding compa-
nies generally may not take title or issue
VAT invoices for goods made by their
investees, although a few holding com-
panies approved prior to the 1995 pas-
sage of the Holding Company Law re-
portedly  retain rights.
Nevertheless, since a holding company
legally has the right to hire staft directly
and open branch offices, it theoretically
may set up a sales network. A sophisti-
cated computer system can produce
sales and VAT invoices from the appro-
priate manufacturing entity in the group
when a sale is recorded, while payment
funds can be transferred electronically
to the relevant FIE.

Centralizing sales under a holding
company seems most popular with di-
versified industrial producers, who per-
haps are more likely than other firms to
already have established a holding com-
pany, given the considerable expendi-
ture required (registered capital of $30
million and at least three pre-existing in-
vestments). Any revenue a holding com-
pany earns through agency services is
subject 1o the 5 percent business tax in
China, and this revenue may also be
subject to taxation in the home country.

these

Holding companies aside, a number
of powerful conglomerates have set up
“service companies” that sell the prod-
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ucts of the foreign parent group's in-
vestments in China. Seemingly favored
by consumer-product manufacturers,
these service companies may be estab-
lished in different ways. In some cases,
they are set up under an existing joint
venture; all of the other FIEs then sub-
contract with the service company to
manage sales and marketing on their
behalf. In essence. this means that the
bulk of the ventures must consent to
being manufacturing enterprises only
(most demand a guaranteed minimum
return before agreeing to such an
arrangement), while one FIE opens and
staffs sales branches that market all of
the ventures’ products. Invoices must be
generated under the name of the rele-
vant manufacturer, which retains title
until the product is sold (thus, the ser-
vice company in this case technically
acts as an agent, not a distributor). The
service company charges the manufac-
turers a service fee or commission,
which is taxable by Chinese tax authori-
ties and is used to fund the centralized
sales organization.

Shanghai authorities have recently ap-
proved a new form of Sino-foreign joint
venture, a “sales-service joint venture,”
that operates along similar lines as the
sub-contracting model, with one signifi-
cant difference: it is permitted to act as
an agent or distributor of products
made by the foreign investor's other
FIEs. There is no written regulation
guiding the establishment of such ven-
tures, but officials have reportedly de-
veloped guidelines to the effect that the
investment value of such projects must
total at least $5 million, registered capi-
tal must be at least $3.5 million, and the
foreign parent must already have five
investments up and running before the
sales-service venture can be established.
Again, the affiliate ventures must agree
to relinquish their sales activities. If the
partners to the affiliates differ from the
partner to the service joint venture, ob-
taining consent can be difficult.

ADOPTING A
CHINESE FACE

Tired of the restrictions imposed on
foreign investments in China, some for-
cign companies are essentially seeking
local cover to gain more control over
the sales and distribution of their prod-
ucts. There are two primary vehicles
available to such companies: a joint op-
eration (lianying qgive) venture, and a
management contract (chengbeao). In
the former, a foreign company estab-
lishes a specialized distribution com-
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pany by having one of its existing China
FIEs invest in a new joint venture (or
unincorporated partnership) with a Chi-
nese partner. Because both parties are
Chinese legal persons, the new fianying
give is considered a local entity, and is
therefore not subject to the same limita-
tions on distribution, or the rigorous ap-
proval process, as FIEs. Moreover, if the
Chinese partner already possesses trad-
ing rights, it may be possible for the for-
eign firm to centralize distribution and
service of both imported and domesti-
cally produced goods in the same ven-
ture. The lianying giyve, a form that
seems o '.I|1|)\".l| p{‘illl;ll'll}' o consumer
goods manufacturers, does not qualify
for any of the tax holidays available to
FIEs, and is therefore subject to the
standard 33 percent enterprise tax from
the beginning.

Companies without profitable FIEs or
those wishing to avoid further invest-
ments may seek to enter into a manage-
ment contract, which may be construed
to allow the foreign firm essentally to
manage its own distribution activities
while acting under the cover of a Chi-
nese firm's name and business license
Though the legal basis for such activi-
ties may not always be clearly defined,
management contract agreements often
require relatively little up-front invest-
ment, which may explain their growing
popularity among both industrial and
consumer goods manufacturers. The
arrangement typically follows this sce-
nario: A foreign firm establishes a rela-
tionship with a Chinese company, or
with a Chinese individual who later sets
up his own company, that possesses the
requisite business license for the foreign
firms' planned activities—foreign and/or
domestic trade, for instance. The Chi-
nese company then subcontracts a divi-
sion (or the entire entity) for the exclu-
sive use of the foreign firm, in return for
a commission. The Chinese partner may
choose to be active or passive. The for-
cign company is able to manage its dis-
tribution activities, but generally issues
sales and VAT invoices under the Chi-
nese firm’s name.

Because management contracts are
relatively easy to enter into, they are
popular among foreign firms seeking ac-
cess to restricted sectors or activities
While the unfettered regulatory environ-
ment may be a boon when setting up a
management contract, however, it can
be a bane if anything goes wrong. With
no clear legal framework to clarify the
status of assets (transferred or otherwise)
between contract partners, and no clear

INSTITUTE FOR ’
INTERNATIONAL A TRILOGY ON ASIA’S

ECONOMICS FINANCIAL CRISIS

The Institute’s world-renowned economists analyze the financial catastrophe
plaguing the region and recommend urgent steps to reverse its decline.

"The Institute...is one of Washington's most influential think tanks. Its studies ofien
frame the intellectual debate on trade and technology issues."
—The Wall Street Journal

The Asian Financial Crisis:

Causes, Cures, and Systemic Implications

Morris Goldstein

The economic turmoil that has rocked Asia is the third major currency
crisis of the 1990s. How could this happen to such a high-performing region? How
can the crisis be overcome and what can prevent it from happening again? Morris
Goldstein explains how the Asian financial crisis arose and spread and then outlines
what needs to be done to fix it. He also discusses the role of the IMF and offers
specific proposals for improving the international financial architecture.

“A first-rate piece of work...an excellent and comprehensive discussion of

why the Asian crisis occurred and what would be the appropriate policy responses.”

—Frederic S. Mishkin, Professor of Economics, Graduate School of Business,
Columbia University.

June 1998. 100 pages. ISBN: 0-88132-261-X. $11.95.

Global Economic Effects of the Asian Currency
Devaluations

Marcus Noland, Li-Gang Liu, Sherman Robinson, and Zhi Wang

This quantitative analysis analyzes exchange rate changes caused by the
Asian financial crisis and their impact on international trade and economic activity
in the United States, Asia, and the rest of the world. The study examines the risk
of increased protectionist pressure in the United States and what will happen if
China devalues its currency.

“This is a clear and well argued analysis of the crisis in Asia...(It) adds significantly to
our understanding of the key policy issues facing Asia and the United States in the aftermath of
the crisis.”

—Warwick J. McKibbin, Australian National University and The Brookings Institution.

July 1998. 124 pages. ISBN: 0-88132-260-1. $15.95.

Restoring Japan’s Economic Growth
Adam S. Posen

Will the Japanese government take the decisive but feasible policy actions
needed to bring about economic recovery? Only one-third of the announced
stimulus packages of 1992-97 was actually undertaken, and Japan’s problems are
due primarily to huge policy errors rather than structural problems. This timely and
detailed analysis explains why a shift in Japanese fiscal and monetary policies is
urgently needed and outlines a program for putting the country back on the path to
solid economi¢ growth. The author also draws broader lessons from recent Japanese

“Japan's persistent stagnation is among the most important problems
confronting the world economy today, and Adam Posen's treatment of it is the best |
have seen. His analysis is right on the mark, and his policy proposals bear attention
at the highest level of the Japanese government. "

— Benjamin Friedman, Harvard University

September 1998. 180 pages. ISBN: 0-88132-262-8. $18.95.

11 Dupont Circle, NW * Washington, DC 20036-1207 *
Tel: (202) 328-9000 * Fax (202) 328-5432 * www.iie.com

THE CHINA BUSINESS REVIEW Soprember-October 1995 m



FIRMS WEIGH IN ON DISTRIBUTION

The US-China Business Council sur-
veyed 53 US companies that do busi-
ness with the PRC
VIew
The late-1997 survey

to learn how they
the distribution climate in China
found that an
overwhelming majority (around 80 per-
cent) reported that distribution was
among the top three problems their
firms face in the mainland. The respon-
dents consisted of firms operating in a
broad range of sectors, including con-
sumer products, high technology, ma-
chinery, chemicals, agriculture, and pe-
troleum products. Roughly 87 percent
export finished products 1o China, and
80 percent also manufacture there. Of
the manufacturers, around half have
more than three investments in the PRC.
PERCEPTIONS TODAY

Respondents identified numerous rea-
sons why distribution is so difficult,
with the lack of professional, reliable
Chinese distributors heading the list, fol-
lowed by inability to control pricing,
cash-flow problems, inadequate physi-
cal infrastructure, the high cost of build-
ing and maintaining distribution net-
works, and burcaucratic obstacles
Burcaucratic obstructions might have
ranked relatively low on firms’ lists be-
cause respondents were asked to reflect
the major difficulties they encounter
with their current set-up. This view is
substantiated by the fact that respon
dents identified the removal of restric-
tions on distribution rights for foreign
companies as the factor that would have
the most beneficial impact on their op-
erations in the future

Overall, consumer goods companies
were far more likely than industrial com-
panies to find distribution problems seri-
ous. This frustration reflects the frag-
mented, regional nature of
consumer-product distribution in China, a
situation that forces foreign suppliers to
spend far more time and resources devel-
oping and maintaining distribution net-
works than they originally envisaged.
Companies with 1-3 investments in China
report greater difficulties than those with
more than 3, indicating firms with multi-
ple investments are benefiting from their
greater experience and perhaps finding it
easier to consolidate their marketing and
Nevertheless, they
clearly have not uncovered all the an

distribution functions

swers, as more than three-quarters rank
distribution among the top three chal-
lenges they face in China

FINDING THE
RIGHT CHANNEL

The survey reveals that US firms are
experimenting with a variety of meth-
ods both to structure their networks and
physically distribute their products in
China (see Figure 1). Though one com
pany indicated it employs five different
distribution means, the average firm
uses two or three. Privately owned Chi
nese firms are far more popular than
those that are State-owned (used by 71
percent and 38.5 percent of respon
dents, respectively), as they tend 1o be
more flexible and market-oriented. A
sizable portion of the companies in the
sample (65 percent) report they handle
some sales and distribution themselves;
this option ranked second only 1o the
use of privately owned Chinese firms
Foreign “distributors”™ are used by
slightly more than one-third of the sam
ple, but respondents indicated these
firms typically account for a fairly low
percentage of overall sales. A small per-
centage of the sample is implementing
two less-conventional but increasingly
common distribution structures: man-
agement contracts and joint operations

Comparing the distribution methods
preferred by industrial and consumer
manufacturers reveals some mnteresting
differences. Consumer product compa
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nies use private Chinese firms most of-
ten, while industrial manufacturers are
more apt to handle things themselves
I'hese findings are understandable,
given that many industrial products are
designed for specific processes or in-
dustries and may be built-to-order; even
those that are mass-produced typically
pass through no more than one or two
intermediaries, which facilitates in-
house distribution. The desire to pro-
vide after-sales service and maintenance
also probably provides an incentive to
industrial producers to take distribution
into their own hands,
MARKET PENETRATION
Nearly all of the respondents repont
they work with one to five distributors
in major cities; industrial firms are
more likely than consumer product
manufacturers o work with a sole dis-
tributor in a given city. Survey respon-
dents ranked the criteria they use to
select distributors (see Figure 2)
Roughly one-third of respondents re-
ported that their products may be pur-
chased in 51-100 cities around the
country. The sample is similarly split
in the number of provinces firms have
targeted; roughly one-third may be
found nearly nationwide, one-third are
in less than 10 provinces, and the rest

FiGure 1
WHO DISTRIBUTES YOUR PRODUCTS?

Private
PRC
distributor

Ourselves

State-owned
wholesaler/
distributor

Foreign
logistics

provider

Joint
operation
with PRC firm

Management
contract with
PRC firm

SOURCE: US-China Business Council
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FIGURE 2

UroN WHAT Basis

DO YOou SELECT DISTRIBUTORS?

AVERAGE

SCORE®
Sales Performance 1.25°%
Financial Record 1.85
Willingness to Invest in Business 2.18
Guanxi Connections 263
Knowledge of Industn 2.83
Physical Assets 207

SOURCE: US-China Business Council

1 = most important 5 = least mportant

** based on four respondents

fall in between. Road vehicles are the
preferred means of transporting goods
within China, followed by rail, air, and
ship. Most firms report using two or
three methods, with few relying exclu-
sively on any one mode of transporta-
tion,

Significant accounts receivable are a
many
Though most indicated the credit terms

problem  for respondents.
they extend to their distributors vary
based on the distributor’s history, the
majority generally demand payment up
front or within 30 days (see Figure 3).
The accounts receivable picture, how-
ever, indicates this may be wishful

thinking. While only 4 percent of re-

FIGURE 4
How Do You FORESEE CHIN/

Worsen —
8%

No change
16%

SOURCE: US-China Business Council

spondents said they extend credit be-
yvond 00 days, 44 percent reported their
average accounts receivable exceeded
this time frame, and 9 percent indi-
cated it was longer than 90 days. Many
respondents claimed they had out-
standing accounts receivable of one to
two years, though most indicated they
will cut off distributors or wholesalers
once the account exceeds 120-180
days.

EXPECTATIONS
FOR TOMORROW

The results of the survey make clear
that all firms, regardless of size, sector,

or experience in the China market, ap-

FIGURE 3

AVERAGE ACCOUNTS RECEIVABLE OF RESPONDE?

PERCENT OF RESPONDENTS

9%

Consumer

SOURCE: U/s-China Busimess Council

18% M 2 weceks
B 30 days

B 30-60 days

200
W 6190 days
B Over 90 days
35%
9%

Industrial

s DISTRIBUTION ARENA CHANGING?

— Improve

76%

pear to be struggling to develop and
maintain efficient, cost-effective sup-
ply chains. China’s restrictive regula-
tory regime prohibits foreign firms
from setting up straightforward distrib-
ution networks with clear legal stand-
ing and forces them to seek creative
ways around the restrictions or to rely
on Chinese firms, which typically are
cash-strapped, unfamiliar with modern
marketing techniques, lacking modern
facilities and information technology,
and highly localized.

Despite these problems, the survey
reveals that US companies believe re-
lief is around the corner (see Figure 4).
Consumer companies and firms with
three or fewer investments are particu-
larly optimistic that many of the distri-
bution-related problems they face to-
day will ease or disappear within five
vears. The chief reason for this opti-
mism is the belief that China will be
forced to remove restrictions against
foreign participation in distribution ac-
tivities as part of its accession to the
World Trade Organization, and that
this move will spur competition that
will help consolidate the distribution
industry and thereby enable suppliers
to streamline their distribution activi-
ties. The desire for market opening
does not imply that US firms will im-
mediately flock to set up their own
exclusive networks or rely solely on
foreign distributors; rather, it reflects
the desire of US firms to explore as
many options as possible in their
quest to develop modern, effective,
and affordable distribution networks

—Pamela Baldinger

THE CHINA BUSINESS REVIEW | Sepiember-Qclober 1998 H




o e o
The sheer size and
complexity of Chinese
mdrkets necessitate theit
most foreign firms will
have to work with at least
a few PRC (or foreign)

wholesalers.

bankruptey laws in China, the foreign
party is unlikely to obtain legal redress
in cases of dispute or if a project folds.

THIRD-PARTY PROVIDERS

Foreign firms wishing to sell and dis-
tribute products manufactured by unre-
lated companies currently face even
higher hurdles than companies seeking
to distribute their own products, since it
is virtually impossible to receive a
wholesaling license, Logistics licenses
(transportation, forwarding, and storage)
are somewhat casier to obtain, but have
been granted only on a joint-venture
basis with two exceptions—for US ship-
ping Arms American President Lines Lid.
and Sea-Land Service Inc.

Many companies wishing to sell and
distribute products on behalf of foreign
manufacturers. therefore, operate in
China on an agency basis; they select
and supervise the Chinese firms that ac-
tually conduct the sales transactions and
transport the goods. Others offer such
services themselves through a chengbao
agreement with a Chinese distributor. In
such cases, the foreign party takes a
considerable risk. Since the business li-
cense belongs to the Chinese company,
inventory, invoices, and therefore ac-
counts receivable are in the Chinese
party’s name.

A few foreign firms have received
permission from local governments to
establish distribution centers (peisong
zhongxin) that in effect act as whole-
salers for raw materials and production
supplies. A Japanese company, for ex-
ample, has a center in Tianjin that sells
cut steel 1o auto-related manufacturers,
It is also possible to provide third-party
distribution services by setting up a
trading or warchousing company in an
FTZ. some foreign companies that, in
reality, are agent-distributors have re-
ceived licenses as wholly foreign-owned

enterprise (WFOE) manufacturers in
FTZs by simply repackaging goods or
doing light processing. In such cases,
the company, as an FIE, can import di-
rectly the “components™ it needs for its
“manufacturing” process, and can then
set up branch offices in other FTZs to
sell the products, should it choose 1o do
so. Such companies are not likely o im-
port or distribute significant quantities
of well-known foreign products, how-
ever.

Another option emerging for foreign
firms interested in finding a niche in
China’s distribution arena is the con-
struction and operation of wholesale
markets for consumer products. These
markets can be found all over China,
but are especially common in the South.
They typically provide stall space to
small-scale wholesalers (or sometimes
manufacturers) and serve local retailers,
other wholesalers, and local residents.
The customers come to the market, buy
their goods in cash, and ke the prod-
ucts with them. Foreign-invested centers
generally include warehouse space and
can provide transportation services,

No

Though many foreign manufacturers
express a desire to handle sales and dis-
tribution of the whole range of their
products themselves, the sheer size and
complexity of Chinese markets necessi-
tate that most will have to work with at
least a few PRC (or foreign) whole-
salers. And Chinese distributors are ca-
ger to sell foreign brands with good
“pull.” Despite their complementary
needs, however, relations between for-

LOVE LOST

cign suppliers and local distributors are
often characterized by lack of confi-
dence, trust, and loyalty.

Foreign suppliers complain that Chi-
nese distributors, though improving,
generally remain unable to provide
client feedback and the sorts of value-
added services typically provided by dis-
tributors elsewhere, such as marketing
and merchandising support. PRC distrib-
utors, particularly of consumer products,
in turn complain about foreign suppli-
ers’ practice of not granting them exclu-
sive territories. The supplier enlists nu-
merous distributors to boost sales
volume, which results in the distributors
competing against cach other and dri-
ving prices down. Price, rather than
brand loyalty, becomes the main selling
point for hoth wholesalers and retailers.
Chinese distributors end up with signifi-
cant cash-flow problems, since they op-
crate on such tight margins and indus-
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trial endusers or consumer retailers are
often slow in making payments.

Those foreign firms that have rushed
into China to try to fll the “quality” void,
meanwhile, have found that foreign sup-
pliers balk at prices that may be up o
30 percent higher than those offered by
Chinese logistics firms. If promised eco-
nomic reforms force Chinese whole-
salers and logistics companies to take
account of their true costs, however,
their prices will increase, and foreign
firms should find it easier to compete.
As the weaker firms go bankrupt and
the strongest ones consolidate and build
alliances, distribution practices similar to
those in more developed economies are
likely to emerge. Most analysts expect
this process to take at least 10 years

TOEING THE

Virtually every firm selling products in
China today has to contend, directly or
indirectly, with the phenomenon of
China’s “grey markets"—a euphemism
for import channels through which im-
porters are able to bypass, usually ille-
gally, the full payment of import duties
and taxes. These channels are located al-
most exclusively in south China, and de-
spite periodic raids, continue 1o flourish.

Most goods that enter China through
grey channels are falsely declared, to re-
duce applicable customs duties. Reduc-
ing or eliminating the applicable VAT is
far more difficult, and may involve the
issuing of false VAT invoices. Though
the percentage of companies that get
caught utilizing grey channels is proba-
bly fairly low, any firm relying on such
methods runs the risk of being fined
and having its goods impounded, not to
mention having its reputation sullied.
Inspections of suspect ports by teams

LINE

from Beijing can also slow down the
discharging of cargo, affecting a firm's
ability to manage its supply chain.
Virtually every type of product enters
China through grey channels. In some
cases, goods enter without the direct
knowledge or participation of the for-
eign supplier; a Hong Kong or PRC
trading company will buy the product
from a distributor or supplier abroad
and import it through grey channels.
The cost savings achieved enable such
imports to be priced lower than the
same products that entered legitimately,
and sometimes lower than an equiva-
lent good actually manufactured in
China. As a result, the foreign supplier
ends up competing against itself, and its
honest distributors (or its China FIEs)
lose out. In other cases, the foreign sup-
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plier may know or suspect that grey
channels are being employed, but turns
a blind eye. Most firms believe that as
long as they keep the process at arm’s
length—Dbasically meaning the contract
is signed, carried out, and paid for in
Hong Kong—they cannot be held
legally responsible for the actions of the
trading company (which actually im-
ports the good into China) afterward.
Though this does appear to be the case
in practice, the US Foreign Corrupt
Practices Act can hold American compa-
nies liable for the actions of their ven-
dors if the US firms are aware that their
vendors are violating the act vet take no
action to stop such illegal behavior (see
The CBR. January-February 1998, p.26).

The presence of the grey market
gives unscrupulous individuals numer-
ous opportunities to set up elaborate
distribution networks based on bribes
and kickbacks. Foreign firms, deter-
mined to build a presence in China's
fiercely competitive markets but gener-
ally unprepared for the complexity of its
distribution system, often are ripe for
the picking. According to Stephen Vick-
ers, executive managing director and re-
gional head of investigative agency
Kroll Associates in Hong Kong, distribu-
tion fraud is on the rise; Kroll alone has
handled over 20 such cases in the last
yvear or so. To avoid falling victim to
fraudulent activity, Vickers advises for-
eign firms to conduct due diligence on
their sales and marketing executives
and ensure that others in the firm ana-
lyze and understand the grounds upon
which such executives set up a distribu-
tion network. Other staff should also
regularly meet with key distributors and
authorities, investigate anonymous let-
ters, interview former employees, and
maintain internal controls on staff and
sales practices. Vickers notes that all of
the firms enmeshed in fraudulent distri-
bution networks suffered from “myopia”
in the corporate headquarters as long as
profits rolled in, and tended to foster an
atmosphere that created competition to
generate sales at any cost.

DISTRIBUTION
AND THE WTO

Given the bureaucratic restrictions
and opaque nature of the legal regime
governing distribution services in China,
many foreign firms are looking to the
World Trade Organization (WTO) 1o
compel China to clarify and standardize
its laws regarding distribution and to fur-
ther open these services to foreign par-
ticipation. Indeed, opening China’s dis-

tribution arena has been a priority of the
US and EU teams negotiating China's ac-
cession protocol to the WTO. Japan has
focused primarily on distribution rights
for joint-venture trading companies.

As negotiations concerning distribu-
tion-related services are ongoing, it is
impossible to state categorically where
things stand or when talks will con-
clude. Nevertheless, the services offer
China tabled at its WTO Working Party
negotiations in Geneva in November
1997 may be considered a starting point
The offer not only distinguishes between
trade and distribution services, but also
separates virtually each link in the sup-
ply chain and seeks national treatment
exemptions for all of them. For the most
part, the exemptions aim to prevent
wholly or majority foreign-owned busi-
nesses from providing any service along
the supply chain, although the offer
does provide for limited WFOE trading
and wholesaling after five years. How-
ever, companies seeking to import and
distribute products made outside China
by affiliated companies fall into a sepa-
rate category from those wishing to sup-
ply such services on a third-party basis.

Foreign negotiators are aiming to re-
duce or eliminate many of China’s re-
quested qualifications and to secure as
broad a definition of distribution as pos-
sible, with the goal of ensuring that each
link of the supply chain is covered by
the negotiations and connected to each
other in a meaningful way; namely, by
coordinating phase-in periods. The PRC
side, meanwhile, does not want distribu-
tion of strategic commaodities to fall into
foreign hands and also intends 10 pro-
tect domestic enterprises it fears are not
yet strong enough to compete against
experienced foreign firms.

Aside from the time period over which
China will have to remove numeric, geo-
graphic, and equity restrictions on distrib-
ution operations of foreign firms, US and
Chinese negotiators are still locking horns
over a few other important issues. Specit-
ically, China has requested exemptions
from liberalization requirements for pesti-
cides, fertilizer, alcoholic beverages, to-
bacco, pharmaceuticals, mulching film,
salt, books, magazines, newspapers, and
petroleum products. Moreover, Chinese
negotiators want to limit grandfathering
rights to projects that are centrally ap-
proved. The United States, in contrast,
wants to extend grandfathering to locally
approved deals to ensure the future
regime is no more restrictive than the
present one. US negotiators also seek o
eliminate exemptions or keep them (o as

In WTO talks, the PRC
side does not want
distribution of strategic
commodities o fall into

Joreign hands.

narrow a range of products as possible.
The two sides reportedly have made sig-
nificant progress in some of these areas,
but a number of tough issues remain to
be resolved.

MAKING HEADWAY

Distribution is widely regarded as one
of the most critical determinants of busi-
ness success in China today. Both for-
cign and domestic firms face similar dif-
ficulties, which stem from China's
overburdened, underdeveloped physical
infrastructure; inexpert, underfunded
PRC distribution companies; enormous,
fragmented retail sector; and regional
protectionism. But only foreign firms
face bureaucratic restrictions that pro-
hibit them from legally importing, sell-
ing, and servicing products in a straight-
forward manner.

Dealing with these problems is labor
intensive, time consuming, and frustrat-
ing. Even foreign firms that devise inge-
nious distribution strategics often must
utilize indirect methods that create inef-
ficiencies and raise costs. For this rea-
son, US firms are looking to China's ac-
cession o the WTO to make the PRC's
regulatory regime more open, equitable,
and transparent.

US firms should not count on the
WTO to solve all their distribution trou-
bles, however. China's physical infra-
structure will still take years o develop,
and the economy will continue to un-
dergo rapid and unpredictable change.
Structural and economic reforms, more-
over, will likely place extreme financial
pressure on many Chinese distribution
companies and may also wreak havoc
with key customers. The distribution
arena itself will likely consolidate con-
siderably within 5-10 vears, as chain
stores transform the retail sector and
Chinese wholesalers start forming re-
gional and national alliances. All of
these changes, meanwhile, will play out
against an atmosphere of increased
competition among manufacturers and

service providers. %
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Why

Waigaoqiao?

Francis Bassolino

foreign company selling goods in or to China faces a complex

web of regulations. To do business there, most companies

choose to establish a local presence, either by investing in a

PRC operation or opening a representative office. Yet even with
a local presence, directly marketing, distributing, or selling products that
are not manufactured in the PRC is still difficult, if not illegal. Conse-
quently, the majority of US products are not marketed in China.

A growing number of foreign companies
are using the Shanghai Waigaoqiao Bonded
Free Trade Zone (Waigaoqiao), formed by the
Shanghai government in 1990, to get around
these restrictions. Waigaoqiao, one of China’s
15 bonded zones, is designed to increase ex-
ports and alleviate regulatory pressure on for-
eign businesses by offering a variety of incen-
tives, including duty and value-added tax
(VAT) exemptions for imports of capital equip-
ment, raw materials, and spare parts; and pos-
sible reductions in, or exemptions from, with-
holding tax on technology transfers. Lying
outside PRC Customs jurisdiction, Waigaogiao
offers opportunities in export processing,
bonded warehousing, and trading.

INCENTIVES GALORE

Among the many advantages Waigaoqiao
offers foreign-invested enterprises (FIEs) is
the ability to perform multiple business
functions under one entity, and to engage in
de facto distribution of goods. FIEs in
Waigaogiao also benefit from simplified cus-
toms procedures, liberal foreign exchange
privileges, and the absence of export quotas
and bond requirements on imports.

Waigaoqiao's @ax incentives are no less at-
tractive. In general, non-manufacturing com-
panies that set up in Waigaogiao and that

September-October 1998

have business terms of at least 10 years are
subject to a base income tax rate of 15 per-
cent rather than the 33 percent rate applica-
ble to foreign entities outside the zone.
Since Waigaogiao is located within the
Pudong New Area, FIEs in the zone also are
exempt until 2000 from Shanghai's 3 percent
local income tax. In addition, FIEs in
Waigaogiao are able to defer value-added
taxes (VAT) and are exempt from VAT for in-
tra-zone trading.

FIEs in the zone can open both local-cur-
rency and foreign-currency accounts. Be-
cause these accounts do not need to be in
balance, foreign capital or earnings need not
be converted into renminbi (RMB); domestic
sales can be settled in either RMB or foreign
currency; and foreign currency accounts can
be maintained at the Waigaogiao branch of
any bank, whether domestic or foreign-
owned. Payment or collection in foreign cur-
rency does not require approval or verifica-
tion, and any foreign bank in Waigaoqiao can
convert RMB. If a company without a regis-
tered presence in China is involved in tech-
nology transfer with a firm in the zone,
Waigaogiao authorities may be able to grant
partial or complete exemptions from with-
holding taxes. Rovyalties, interest, rents, and
other income are subject to a maximum with-
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holding tax of 10 percent for foreign
companies without a l‘L'gi.‘»lCl‘L’d presence
in China. The maximum for entities out-
side Waigaogiao is 20 percent. For enti-
ties from countries that have a tax treaty
with China, the rate will be reduced in
accordance with the treaty. For US com-
panies, the maximum rate is 10 percent.

ENTREPOT

Located at the mouth of the Yangtze
River and in the center of China’s thriving
coastal region, Waigaoqiao is well suited
to its role as a trading hub. Three types
of investment dominate Waigaogiao's
landscape—trading, exporting, and ware-

MAINLAND

housing.

B Trading Like China’s other trade
zones, Waigaoqiao permits wholly for-
eign-owned trading companies. By creat-
ing a Waigaogiao trading company, an
FIE can perform a broad range of trading
activities, including international, domes-
tic, and intra-zone trade. The FIE can
purchase foreign or domestically pro-
duced goods, and sell directly, in RMB or
foreign currency, to customers in China
or abroad. Sales to customers in China
proper can be conducted through one of
Waigaogiao's Bonded Commodities Mar-
kets, which clear goods through customs
and issue VAT invoices for a fee. Once a
good is “exported” to China proper, im-
port duties apply.

Direct control of sales for multiple
business operations likely accounts, in
part, for the large number of companies
that have been willing to make the min-
imum capital investment of $200,000 re-
quired to operate in Waigaoqiao.
Though only 6.4 sq km, the zone has at-
tracted more than 3,000 foreign firms,
probably the highest concentration of
registered companies in all of China.
Roughly 95 percent of Waigaoqiao's reg-
istered investors are trading companies,
most of which take advantage of the
opportunity to import products them-
selves and issue RMB invoices.

B Export processing Export process-
ing companies in Waigaoqiao benefit
from the same tax holidays offered in
China’s other economic trade develop-
ment zones—the 15 percent enterprise
income tax, with an initial two-year tax
holiday and subsequent three-vear, 50
percent reduction. But Waigaoqiao also
offers incentives not available in other
zones. Chief among these is the duty
and VAT exemption for capital imports,
which includes, but is not limited to,
items that appear on the “restricted B"
list of the revised Guiding Catalogue for
Foreign Investment in Industry. Gener-

ally, capital equipment that is used ex-
clusively within the bonded zone is ex-
empt. FIEs in Waigaogiao that export
more than 70 percent of what they
process are entitled to a reduced VAT
rate of 10 percent. And those of their
products sold within China may be
taxed as components, which is often
less than the tariff on finished goods.
Export processing companies outside
Waigaoqgiao must first pay the full 17
percent VAT on imports, then apply for
a refund. Over the past several years,
refund rates have fluctuated, causing
confusion and disrupting cash flow.
Export processors in Waigaogiao can
set up more flexible logistics and operat-
ing structures, which enable them to
avoid the cash-flow problems often
faced by their counterparts in other
zones in China. Waigaoqiao requires nei-
ther bonds for imported goods nor mini-
mum export ratios. And while compa-
nies outside Waigaogiao must obtain
advanced customs clearance for each
imp( t and export, those in the zone are
only subject to bi-annual reconciliation.
Because of perceived abuses, this policy
is currently under review, however.
B Bonded warehousing The third type
of investment in Waigaogiao is the
bonded warehouse. In China proper,
bonded warehouses enjoy a three-year
tax holiday during which the first prof-
itable year is tax-free, and the subse-
quent two years are taxed at a reduced
rate of 7.5 percent. Like warehouses in
other zones, those in Waigaoqgiao can
store goods bond- and tax-free, while
non-FTZ warehouses must obtain bonds,
and are eligible for tax-free treatment
only for their first year of operation. In
addition, warchouses in FTZs are not
limited to acting as storage facilities, FIEs
can conduct simple processing such as
labeling, marking, sorting, and packag-
ing. FIEs may also run after-sales servic-
ing centers out of the warehouse. FIEs
may find it easier to set up a warehouse
in Waigaogiao than in other free trade
zones. With proper registration, any
building in Waigaoqiao can serve as a
warehouse, but buildings elsewhere
must be inspected and certified as ware-
houses by PRC Customs officials.
Waigaoqiao's Bonded Trade Zone Ex-
hibition Center serves as both a show-
room and a trading venue. FIEs in
Waigaoqiao thus can engage in direct
selling, while most FIEs elsewhere must
obtain import-export rights to do so. To
use the exhibition center, FIEs in
Waigaoqiao are charged ¥9,000 ($1.054)
per vear, as well as a transaction fee for

Waigaogiao's

Bonded Trade Zone
Exhibition Center serves
as both a showroom and

a trading venue.

cach trade, equal to 0.1-0.2 percent of
the transaction’s total value. Goods
traded through the exhibition center
and sold to customers based in China
proper receive a 25 percent VAT reduc-
tion, which represents the local govern-
ment’s share of the VAT revenue.

For many companies with multiple
operations in China, establishing a trad-
ing company and bonded warehouse in
Waigaoqiao eases product service and
distribution problems. Such an arrange-
ment offers an FIE the broadest busi-
ness scope and the most control over
product sales available in China.

THE
Though the advantages are numerous,
Waigaoqiao does have some shortcom-
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A foreign company

can use its trading
company in Waigaoqiao
to mandge the scales and
distribution of products of

its China operations.

ings. The zone's location 30 kilometers
northeast of Shanghai makes attracting
talented local professionals difficult. And
although far from downtown Shanghai,
real estate in Waigaogiao often is more
expensive than in other investment areas,
even certain high-rent districts of central
Pudong. Moreover, a Waigaogiao manu-
facturer or distribution company that
wishes 1o set up a branch office outside
the zone may only establish a representa-
tive office in Shanghai or other FTZs.
These “branch™ offices, however, are re-
stricted 1o non-operational services and
thus are not allowed to conduct direct
business activities. Despite these regula-
tions, many companies that register in
Waigaogiao actually locate their offices
elsewhere—sometimes even outside of
Shanghai—with only a shell office in the
zone itself. Though a direct contravention
of the regulations, this practice is fol-
lowed by many trading companies.
Investors should be aware of possi-
ble FTZ policy changes as the number
of companies investing in such zones

F OCUS

IMPORTING COMPONENTS FOR PROCESSING AND DOMESTIC SALES

Drills Asia

Drills China
Trading Co

Waigaoqiao
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SOURCE: Francis Bassolino

increases. Much like the wasteful in-
vestment that helped fuel runaway in-
flation in 1993-94 and prompted a
clamp-down on credit, excessive activ-
ity in Waigaogiao may eventually bring
about policy retrenchment. In fact, a
number of Waigaogiao investment in-
centives and tax concessions expire in
2000. Though the recent drop in invest-
ment levels may prompt officials to
prolong these and other incentives, it is
too soon to tell whether Waigaoqiao's
status, in particular, will be affected.

STILL A
PROMISING OPTION

Despite the zone's drawbacks, an
FIE with a business entity in Waigao-
qiao may be able to operate more effi-
ciently than it could without such an
operation. Using a State-controlled im-

WAl Gao Qiao (USA) INc.

OPENS IN NEW YORK

Wai Gao Qiao (USA) Inc., a sub-
sidiary of Shanghai Waigaoqiao Free
Trade Zone United Development Co.
Ltd., opened for business in New York
in May to provide consulting services
to companies interested in investing in
Waigaogiao and the Pudong New
Area. The office provides general in-
formation on infrastructure conditions,
preferential policies, and investment
requirements and offers fee-based ser-
vices, such as helping companies un-
dertake market research, arrange visits
to Shanghai, and import goods from
China, The company is also involved
in exporting US products to China and

' THE CHINA BUSINESS REVIEW

aims eventually to serve as a sales
agent, particularly for building materi-
als, home decoration, and consumer
goods.

—Darlene M. Licio
| Y [contacts
Lily Tu
Wai Gao Qiao (USA) Inc.

One World Trade Center, Suite 8929
New York, NY 10048

Tel: 212/432-0002

Fax: 212/432-0005

E-mail: lilylqru@aol.com
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PRC
OEMs

China
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PRC
distributors

— Products
------ » Components

port-export corporation to sell foreign
products in the PRC and several Chi-
nese original equipment manufacturers
(OEMs) to manufacture products for
export inevitably results in higher
prices for the company’s products, as
cach additional link increases costs. A
foreign company can use its trading
company in Waigaogiao to manage the
sales and distribution of products of its
China operations. This eliminates the
need for the services of a State-owned
trading corporation (see Figure). The
company could still use Chinese OEMs
to manufacture products for sale in the
domestic market, but could supply
OEMs with imported parts, thus gener-
ating additional cost savings. In addi-
tion to these tariff and tax incentives
for the
Waigaogiao company allows firms to
utilize RMB generated from domestic
sales, and shortens the product deliv-

fixed-asset investments,

ery time.

FLEXIBILITY IN A
NOT-SO-FLEXIBLE MARKET

For the time being, Waigaoqiao prob-
ably provides international investors and
business development managers the op-
portunity to create the most flexible pro-
duction structures and have the greatest
control over their PRC distribution and
sales channels of any location in China
Indeed, Waigaoqiao's success in institut-
ing liberal regulations may hold the
seeds of the zone's demise. Many of its
policies have already been adopted by
other bonded zones. Moreover, Special
Economic Zones are now requesting
permission Lo institute policies similar to
Waigaogiao's. Whether Waigaogiao will

offer even more incentives to stay ahead
e

of the game remains unclear. 7
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Getting the
Word Out

I.B. Song and Leo Wong

dvertising in China today bears little resemblance to the industry

of two decades ago, when advertising consisted of little more

than “talking heads” and photographic stills that lacked rele-

vance for the average PRC consumer. For over a decade, China’s

advertising industry has seen impressive double-digit growth. Ad spending
climbed to ¥46.2 billion ($5.6 billion) in 1997, an increase of more than 20
percent over 1996. Expenditures continue to rise, as a growing number of
foreign and local companies compete for the attention—and disposable in-
come—of China’s emerging middle class. With the proliferation in recent
years of new television stations, newspapers, magazines, and outdoor pro-
motion venues throughout the country, advertisers in China are gaining ac-
cess to new channels through which to reach consumers. Using all avail-
able means, foreign advertising firms are serving both foreign and PRC
clients, though they may operate in China only by forming a joint venture

with a PRC counterpart or through a representative office.

TELEVISION BOOMS

Flipping through the many channels now
available on Chinese television, or browsing
the wide variety of magazines on PRC news-
stands, reveals the extent of the transforma-
tion under way. Of all of the possible av-
enues for advertising, though, television is
having the most far-reaching impact. Accord-
ing to the State Radio, Film, and Television
Bureau (downgraded in March of this year
from the Ministry of Radio, Film, and Televi-
sion [MRFT]), the country now has some
2,100 TV, cable, and satellite stations, en-
abling companies to target their advertising
to specific markets. In the past, advertisers
had litde choice but to broadcast their mes-
sage to all of China on State-run China Cen-
tral Television (CCTV). Now, more stations,
including provincial and municipal cable sta-
tions, are offering advertising slots.
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The country currently boasts 1,200 cable sta-
tions, with 70 million subscribers. Television
accounts for 70 percent of media slots bought
by Ogilvy & Mather Advertising clients in
China, with 30 percent going to cable TV ad-
vertising. This ratio is expected to reach a 50-
50 distribution in the near future. By 1999, ca-
ble subscribership is predicted to hit 80
million, or one-quarter of all Chinese television
viewers. A primary reason for cable’s growing
attractiveness is the higher quality of cable
programming. Indeed, recent research shows
that an increasing number of Chinese are turn-
ing to cable for entertainment. In 1997, cable
TV penetration rates reached 90 percent in
Beijing, and 87 percent in both Shanghai and
Guangzhou, Guangdong Province

As a result of the growing competition
from cable, local TV stations, too, are becom-
ing more customer-oriented, increasingly tak-
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ing into consideration the needs of
viewers when determining program-
ming. Zhejiang Television, for example,
recently carried out a series of program-
ming changes after polling viewers. The
changes included starting daily broad-
casts an hour earlier, creating new
shows aimed at farmers and the elderly,
and reducing the number of reruns.
Shanghai Television and Beijing Televi-
sion also have initiated focus groups to
determine what programming to buy,
how to market it, and how to optimize
ratings. By aiming content at specific
groups of the population, television sta-
tions are helping advertisers target the
best markets for their clients’ products.

PRINT OPTIONS MULTIPLY

As in television, advertisers can
choose from the greater variety of news-
papers now available to the public,
many of which focus on popular culture
or more specific topics, such as comput-
ers and even military affairs (see The
CBR, May-June 1998, p.42).

More than 2,000 newspapers are pub-
lished in the PRC, from general dailies
and business papers to lifestyle weeklies
and trade publications, according to mon-
itoring research conducted by Mindshare.
Publications such as the Beijing Youth
Daily, Beijing Evening News, and Guang-
dong's Southern Weekly have won wide-
spread popularity by expanding news
coverage. Local glossy fashion magazines,
such as Look and How are also setting
new trends for the magazine industry.
Penetration rates in urban areas are high
for such papers: the Beijing Evening News
has a daily circulation of 1 million accord-
ing to unaudited PRC estimates. Yet most
media buying firms understand that unau-
dited estimates can be as much as 25 per-
cent higher than the actual circulation,
which would mean a circulation of
800,000 in the case of the Beijing Evening
News. Printing quality, while poor, is grad-
ually improving, with four-color and spot
color now appearing in many publica-
tions. And advertising space, once limited
to covers and center pages, has expanded
in recent years to include inside pages.
Among the leading advertisers are inter-
nationally known brand names such as
Elizabeth Arden, Versace, Clinique,
Cartier, and Tiffany’s, which all promote
fashion and cosmetics, one of the fastest-
growing consumer sectors in China.

PRC editions of regional titles of for-
eign magazines, such as Business Week
China and Elle China, and Chinese lan-
guage editions of other English-language
magazines imported from Taiwan, Hong

Kong, and Singapore, such as Esquire
and Marie Claire, have also been suc-
cessful. These magazines, which have
excellent print quality and more color
pages than their PRC-based counter-
parts, target well-educated, higher-in-
come PRC consumers.

ON THE AIRWAVES
AND ALONG THE STREETS

Although advertising through other
media has slackened somewhat as tele-
vision has gained popularity, advertisers
are still taking advantage of other out-
lets. China’s 1,300 radio stations are in-
creasingly offering foreign syndicated ra-
dio programs that permit corporate
sponsorship. Easy FM, for example, is a
Beijing radio show produced and taped
in Australia with two English and Man-
darin-speaking DJs and broadcast in
China. Other shows, such as Beat Radio
in Shanghai, are similarly produced. Mu-
sical programs in particular are attracting
large numbers of advertisers.

Of all of the non-television options in
China, however, cinema advertising is
perhaps the most under-utilized. There
are some 09,000 cinemas around the na-
tion, with an average capacity of 1,000
seats. Many theaters have been renovated
to include air conditioning and food and
beverage facilities. Foreign-invested multi-
plexes are also under construction in a
number of cities. Advertising space is sold
by the month, and specific movie spon-
sorship for films is available, including
foreign movies such as the recent block-
buster “Titanic.” Foreign advertisers have
shied away from cinema advertising to
date, however, since they perceive the
quality of local films to be low. Though
US and other foreign films have a popular
following among Chinese moviegoers, the
number of imported movies is re-
stricted—only 10-12 are expected to be
allowed into China in 1998,

Outdoor advertising options, in con-
trast, are growing more attractive. Bill-
boards, rooftop neon signs, buses, taxis,
subways, video walls (walls covered
with blocks of 16 TV screens), bus shel-
ters, lamp posts, and streetside “light
boxes” are becoming widely available in
most urban areas. In recent years, major
streets in Beijing and Shanghai, for ex-
ample, have seen a profusion of light
boxes—standalone streetside, electrified
advertising signs.

WRESTLING WITH RATES
AND LEAD TIMES

The proliferation of media channels
has helped to reduce recent media rate

The proliferation of
media channels has
helped to reduce recent

media rate inflation.

inflation. While ad rates shot up 105
percent in Beijing in 1995, the increase
slowed to 40 percent in 1997, and to just
25 percent in 1998, Shanghai rates
climbed 100 percent in 1995, but grew
just 50 percent in 1997, and 25 percent
in 1998, according to Mindshare re-
search. In addition to competition from
a greater variety of media, the slow-
down in rate inflation appears to be the
result of an improved understanding in
the media that ad rates should be tied to
audience size.

Foreign advertisers have also been
pleased that the three-tier rate system—
under which PRC media charged differ-
ent ad rates to foreign companies, joint
ventures, and local companies—has
gradually been replaced, in the last two
vears, by a standardized rate system.
The current standard rate falls in be-
tween the rates paid, under the old sys-
tem, by local companies and foreign
firms.

A number of troublesome practices
remain among media sellers, however.
Certain key television stations increase
their ad rates twice a year, but offer no
rate protection to longstanding advertis-
ers. To circumvent this requirement,
Mindshare has agreed to purchase a
guaranteed volume of advertising space
each year. Indeed, the impetus behind
Mindshare's formation was the desire on
the part of Ogilvy & Mather and J. Wal-
ter Thompson to gain negotiating lever-
age with all media in China when buy-
ing advertising.

Historically, another obstacle for ad-
vertisers has been long booking lead
times, which used to be anywhere from
2-6 months in advance for high-rated
TV slots. With the recent growth in the
variety of advertising choices, however,
lead times for top-tier slots now range
from 3-6 weeks. Advertising slots are
also restricted by government controls,
which limit commercial airtime to just
30 minutes per evening and restrict the
types of ads that may appear. Only two
commercials for alcoholic beverages
may be broadcast daily, and only be-
tween 7-9 pm,
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Aduvertisers find
censorship to be a
problem, with many types
of advertising practices
that are common in
other countries banned

in China.

Similarly, limited advertising space in
key newspapers translates into booking
lead times of anywhere from 4-8 weeks.
And insertion dates and positions are
difficult to guarantee, further frustrating
planners of marketing campaigns. Com-
panies interested in magazine advertis-
ing face even longer booking times. as
long as 0-12 months. Actual circulation
figures are unknown, and limited sur-
veys have been carried out to substanti-
ate readership profiles.

GROWING PAINS

The problems encountered in advertis-
ing in China reflect the immaturity of the
field, despite recent progress. Selling prac-
tices tend to be disorganized, and many
ad agencies are unsure about who has the
right to sell spots for a particular program.
While in other countries this is the re-
sponsibility of a media organization’s sales
department, in China it can also be the
programming department, or even an out-
side broker. Brokers often have close rela-
tionships with television companies and
purchase advertising space to resell to ad-
vertisers. In some cases, brokers buy up
advertising space for an entire season of
the more popular programs. Advertisers
have learned that it is important to investi-
gate brokers” credibility and licensing sta-
tus, because of weak official oversight of
such companies.

Another situation that can confound
advertisers is local TV stations’ tendency
to insert their own commercials when
carrying programming from other sta-
tions. Local cable operators have been
known to substitute their own commer-
cials when broadcasting CNN and other
foreign news providers’ programs. Fortu-
nately, the provincial TV industry is set
for a housecleaning following explosive,
uncontrolled growth in recent years. In
Henan Province, for example, provincial
officials have closed seven illegal TV sta-
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tions that were established without au-
thorization. Generally, advertisers verify
with the Ministry of Information Industry
whether a local station is legitimate,

ADVERTISERS
AND THE LAW

Advertisers also find censorship to be
a problem, with many types of advertis-
ing practices that are common in other
countries banned in China. Ogilvy &
Mather Advertising has staff devoted en-
tirely to handling censorship issues. The
PRC Advertising Law, enacted in Febru-
ary 1995, lays out uniform rules on ad-
vertising through all media, and is en-
forced by the State Administration of
Industry and Commerce,

Though the law was designed 1o com-
bat the once-rampant problem of exag-
gerated or unsubstantiated claims, some
of the provisions are extremely restric-
tive. For example, the law bans the use
of such phrases as “the best” and of PRC
national symbols in advertising. The law
also includes vague rules banning adver-
tisements “hindering the social public
order or violating...social customs.”

According to the law, moreover, the
company advertising a given product,
the agency that developed the ad, and
the station or publication that dissemi-
nated it, are all liable, making the devel-
opment of nationwide campaigns even
more difficult. New rules issued in 1997
by MRFT further state that TV and radio
commercials must not contain anything
that encourages children to take up un-
healthy habits, nor present women in
“improper” ways. Such vagueness—and
the absence of a central authority to
monitor advertising content—means that
individual stations and publications must
use discretion to determine the appro-
priateness of advertisements.

Supervisory ministries for specialized
industry groups also frequently play a
role in vetting advertisements. The Min-
istry of Public Health, for example, over-
sees advertising content for pharmaceu-
ticals and food ads. Among other
regulations, the ministry bans any men-
tion in pharmaceutical ads of the cure
rate or efficiency of a given drug, or
comparison with other products.

Procedures for submitting advertising
content to such ministries are on the
books, but regulations at the moment
are loosely crafted. Thus, in most me-
dia—and for most products and ser-
vices—verifying regulations and identify-
ing approval authorities at the local level
can be difficult. Most advertising buyers
must devote significant resources to lo-
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cating the correct authority. For exam-
ple, a number of different government
units can be involved in the placement
of an outdoor advertisement, and many
companies may claim authorization 1o
sell the site. Some advertisers choose 1o
deal with Chinese firms that specialize in
outdoor media and that can act as go-
betweens with local authorities.

Problems may emerge even after an
advertisement has received approval and
been run or broadcast. TV stations,
newspapers, and magazines have been
known to reject commercials with little
explanation. Advertisers report that it
can be difficult 1o know how to correct
an ad or tailor it for a given locality. In
practice, advertisers have found that Bei-
jing-area television stations have the
most stringent censorship policies. Gen-
erally, if a TV commercial has been ap-
proved by a Beijing TV station, stations
elsewhere are not likely to reject it.
KNOWING THE MARKET

After coming up short on the specific
legal parameters for product promotion
in China, advertisers are likely also to
find scant data on Chinese media con-
sumption. Market research has been
developing quickly, but still lags be-
hind international standards. Media
planning in China is complicated by
the fact that syndicated surveys on me-
dia habits have been available for only
18 cities through the AC Nielsen China
Media Index. Foreign firms tend to be
interested in at least 20-30 cities, how-
ever, and some want to sell in as many
as 200 PRC cities. Sample sizes of other
market research firms' surveys are of-
ten too small to make accurate projec-
tions. As a result, some foreign firms
regularly send their own media buyers
into local markets to talk directly to lo-
cal TV stations, newspapers, and con-
sumers.

RESEARCH OF A
DIFFERENT KIND

There are also companies in China
focusing not on media research, but on
understanding core values and behav-
iors of key promising audience groups.
The recently established Ogilvy Brand
Consult, a marketing advisory firm spe-
cializing in brand consulting, has re-
searched China's middle class through
a study on brand buying behavior. The
report, “The New Middle Class,” breaks
this segment of the population into
four groups: “seekers,” considered
leaders of social change; “adaptors,”
who closely follow the seekers but
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wish the pace of change would slow
somewhat; “tolerators,” who struggle
physically and emotionally with the
new system; and “resistors,” the most
traditional members of the new middle
class, who tend to adopt new opinions
and behaviors slowly, The study con-
firmed what multinational companies
themselves have found: international
name brands are losing much of their
former appeal—based simply on being
foreign—and the quality of their prod-
ucts is crucial to succeeding in China
(see p.20).

The study also looked at the types of
advertisements these four groups, in Bei-
jing, Guangzhou, and Shanghai, prefer.
The study focused on the values, atti-
tudes, and lifestyles of the different
groups to help companies create market-
ing campaigns. For instance, the study re-
vealed that workaholic “seekers”™ with
children are likely to respond to brands
that promise 1o “babysit™ or otherwise as-
sist in childcare. And a Western-style fast
food restaurant might appeal to “tolera-
tors,” who feel excluded from the mod-
ernization process, by marketing its prod-
uct as a way to experience a modern,
Western lifestyle through inexpensive
meals.

This and other research has identified
the extent of regional similarities and
differences among consumers. The
Ogilvy study revealed that Guangzhou
residents tend to be price-sensitive and
skeptical of brands, while Shanghai resi-
dents were least price-sensitive and most
enthusiastic about foreign brands. Bei-
jing residents, by contrast, preferred lo-

cal brands and responded most strongly
to nationalistic images
GOING LOCAL

As foreign firms expand their opera-
tions around China, the large international
ad agencies are preparing o devote more
resources o gaining clients in NL‘U)I]LI.H'}
coastal cities, from Fuzhou in southern Fu-
jian Province, to Shenyang, Liaoning
Province, in the north. Further expansion
into inner China is expected for 1999. And
while foreign advertising companies were
once mainly interested in serving their big
international clients, they are increasingly
courting local clients to expand their busi-
ness in China. Local companies currently
make up roughly 35 percent of Ogilvy &
Mather's portfolio, for example, but the
company hopes to increase this to 50 per-
cent by 1999. To further develop local
business, foreign ad agencies have been
active in helping Chinese State firms learn
to promote their own brand names both
at home and abroad, signaling a major
change in the way international ad agen-
cies look at China. In March, 100 senior
managers from State-owned enterprises,
along with experts from Ogilvy & Mather,
the London Business School, American
Express Co., and other companies partici-
pated in a conference focusing on how to
build mingpai, or brand-name, products
that can compete in the international mar-
ketplace.

Indeed, a growing number of Chinese
companies appear interested in develop-
ing brand equity through advertising cam-
paigns built around consumers” underly-
ing motivations. Chongqing Toothpaste,

China has already
Jjumped to 9th in the
world in terms of totcl
aduvertising spending, up

Sfrom 36th in 1990.

for example, has successfully built up its
Leng-Suan-Lung brand, largely because of
its judicious investment in brand advertis-
ing over the last several years, Creating
successful Chinese brands for the domes-
tic market is the first step toward the
emergence of the country as an exporter
of branded products,

With many multinational companies
committed to doing business in China,
and with local companies increasingly
turning to international ad agencies to
help market their products, advertisers ex-
pect to continue their double-digit rev-
enue growth for the next several years
China has already jumped to 9th in the
world in terms of total advertising spend-
ing, up from 36th in 1990, and is ex-
pected to rise well beyvond its current
rank in the coming years. For interna-
tional advertising companies, China has
become one of the most important mar-
kets in the world. Further liberalization of
the advertising sector is sure 1o make the
market more competitive, which in turn
will make brand equity one of the hottest

commodities in Asia. T
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A recent
market study
revecls
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consumer
attitudes and
purchasing
paltterns

Colin Bates is director of
Strategic Planning, Grey
China, where he oversees
brand planning and
research in Grey China's
four offices in the PRC.
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The Many
China Markets

Colin Bates

onsumer goods marketers in China, as in other developing coun-

tries, must constantly adapt to a market that changes quickly in

directions, and with consequences, that are less than clear. An

annual consumer study by advertising agency Grey China identi-

fies changes in China’s urban consumer markets over time and across re-

gions, and analyzes the ways in which these findings can translate into

successful marketing strategies. The Grey ChinaBase Annual Consumer

Study first targeted Beijing; Shanghai; Guangzhou, Guangdong
Province;and Chengdu, Sichuan Province, in 1996. In 1998, Grey returned

to these cities to shed light on consumers’ changing expectations.

The study was conducted through door-
to-door interviews of 200 consumers in each
city. Men and women were equally repre-
sented in the sample, as were respondents
from the age groups 18-29, 30-39, and 40-
50. Consumers were questioned about their
shopping patterns, attitudes towards finance
and savings, as well as beliefs across a wide
range of topics. The survey investigated
preferences for a range of groceries and
consumer durables. Analysis of the survey
results revealed five trends among Chinese
consumers over time: rising doubts and con-
cerns about the future; Westernization of the
typical “grocery basket”; increasing satura-
tion of markets; ever-more discerning cus-
tomers; and a growing willingness to experi-
ence new products.

THE URBAN GROCERY BASKET

Grey's surveys of the four cities included
questions about purchasing habits for basic
groceries. A shift toward Western brands is
apparent in some cases. The results show a
rapid rise since 1996 in the purchase of
items such as yogurt, chewing gum, and

September-October 1998

packaged tea bags (as opposed to loose tea,
which is a less expensive and more tradi-
tional method of consumption). The chew-
ing gum market is dominated by the
Wrigley's brands available in China, Dou-
blemint, Spearmint, and Juicy Fruit. In other
categories, the move to a more Western
style of consumption is benefiting local
brands rather than international competitors.
For example, as consumers shift from boiled
tap water to bottled water, a PRC brand of
bottled water, produced by Wahaha, is be-
coming a market leader.

Product origin is obviously an important
criterion in many purchases, but it is not al-
ways the case that “West is best.” Fashion
products from Europe were most attractive to
the Chinese consumers in the study, but as a
source for products overall, Japan has a slight
edge over the United States, possibly because
of Japan's dominance in electronics markets
American music and cigarettes, by contrast,
were clear favorites among PRC survey re-
spondents. Such measurements must be
placed in context, however, as 71 percent of
polled consumers said that they try to buy
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domestic rather than foreign brands. The
lure to Chinese consumers of products’
overseas origin thus should not be over-
estimated.

LEAPFROGGING
TECHNOLOGIES

One reflection of the speed of
change in PRC consumer markets is the
way entire generations of technology
and products are bypassed. The pace of
technological progress and the speed
with which China’s consumers shift
their attention from “old” to new tech-
nologies can have a substantial impact
on a given product’s market potential
and can play havoc with a manufac-
turer’s forecasts. The penetration rate of
VCRs, for example, is unlikely to sur-
pass its current level, 52 percent, in the
four cities surveyed. Video compact
disk (VCD) players and even digital
videodisk (DVD) players are now the
focus of consumer attention. Just as to-
day’s average PRC consumer has never
experienced a black-and-white televi-
sion, it would be a mistake to assume
that Chinese will purchase VCRs over
the higher-tech VCD and DVD players.

Both PRC and foreign VCR manufac-

turers already should be focused on
expanding distribution to new geo-
graphic markets with lower penetration
rates, both within China and overseas
Chinese consumers are likely to con-
tinue to sweep past other older tech-
nologies without a second look. For
example, although pagers currently en-
joy higher penetration levels than mo-
bile phones, this trend is sure to
change, as the survey shows that more
and more consumers intend to buy
mobile phones in the future (see Figure
1). The key for manufacturers will be
to know what is important to the Chi-
nese consumer in order to predict
which technologies are likely to survive
in the China market.

But consumption of home electronics
in general, and personal computers
(PCs) in particular, is certain to con-
tinue escalating in urban areas. In the
next three years, 26 percent of those
surveyed intend to purchase a PC for
the first time or replace their current
one. This interest in home computing
seems to be fueled by strong desires to
educate children and gain information
Many Chinese families see PCs as one
of the best ways to provide a head start

Consumption of home
electronics and personal
compuiters is certdain

to continue escalating

in urban aredas.

for their one child in the fiercely com-
petitive education system. Connecting
to the Internet through a PC also pro-
vides a window to the outside world
for more prosperous consumers with an
insatiable appetite for knowledge.

PAST, PRESENT,
AND FUTURE MARKETS

The ChinaBase studies of 1996, 1997,
and 1998 have all shown that “essential
durables” such as refrigerators, washing
machines, and color televisions are com-
mon in today’s urban Chinese home. But
the most recent survey revealed that few
consumers plan to buy or replace these
products. In the next three years, only 5

11
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The survey confirmed
the reputation of
Shanghai women ds the
most fashion-conscious

women in Chind.

percent of I'L'NPEIHL‘CI'H‘- intend to Im_\‘ or
replace their refrigerator, 7 percent their

television, and 5 percent their washing
machine (see Figure 2). These figures are
much lower than those returned by the
1996 survey, and illustrate the need to
view China not as one large, homoge-
neous developing market, but as many
markets, some of which are already ma-
ture and intensely competitive. For manu-
facturers of these and other products with

low replacement possibilities—and for-
eign manufacturers in particular—the
challenge is 1o expand distribution in sec-
ondary and smaller cities, where the lev-

¢ls of product penetration are often
lower. Only by overcoming distribution
obstacles will it be possible to maintain
the rates of growth scen in recent vears
(see p.8).

The four cities examined in the study.
meanwhile, revealed some striking dif-
in purchasing
Guangzhou proved itself to be the most

ferences patterns
status-conscious of the four cities, with
survey respondents buying expensive
clothing and jewelry at higher rates than
their counterparts further north. Shop-
ping for these items was high on the list
of leisure activities, Cognac and brandy,
too, were popular among Guangzhou
respondents, with 17 percent having
purchased such items in the past 12
months. This rate far exceeded that in
the other cities, reflecting the wealth of
Guangzhou residents and the use of
these drinks as gifts, both socially and in
a business context. In contrast. the craze
for karaoke that recently swept China
seems 1o have calmed in Guangzhou, as
only 24 percent of respondents ex-
pressed an interest in Karaoke as a
leisure activity, compared to 41 percent
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of the respondents in Beijing, where it
wis most popular

The survey confirmed the reputation of
Shanghai women as the most fashion-con-
scious women in China, with 39 percent
having used color cosmetics in the past
three months. The results also confirm
what was first discovered in ChinaBase 97
that making purchases for remodeling the
New
kitchens and bathrooms are considered
particularly desirable. Sports, too. comes
out strong in Shanghai, with 81 percent of

home is a priority in Shanghai

18-34 year-olds claiming an interest in
sports as a leisure activity, compared to
only 59 percent of Guangzhou respon-
dents,

The survey shows that Beijingers have
far different priorities than Guangzhou
and Shanghai residents. Fashion, status
goods, and sports all rank lower on their
priority list, while interest in home com-
puting is at its strongest in the capital: 81
percent of 18-34 year-olds interviewed
expressed a desire to use a PC at home
as a leisure activity. Beijing residents
also exhibit distinctive grocery shopping
patterns. More frequent purchases of in-

FIGURE 1

OwWNED PRODUCTS AND PLANNED PURCHAS
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stant noodles (90 percent within the past
three months, compared to 76 percent in
Guangzhou) reflect the northerners’
more wheat-oriented diet. Dairy is also a
more accepted part of the Beijing diet.
Nearly three-quarters of respondents in
Beijing had bought yogurt in the past

three months, while only 56 percent of

Shanghai respondents had done so.

Surprisingly, Chengdu residents seem
to have a sweet tooth, with the highest
purchase levels of fruit-flavored sugar
candies. Chengdu shows the highest
level of tea bag purchases as opposed to
loose tea, and also the highest consump-
tion of wine, with 30 percent of respon-
dents having purchased wine in the past
three months. But Chengdu residents’
overwhelming preference for local rather
than foreign cigarettes is less surprising,
Consumers in inland cities tend to be
more conservative and price-sensitive.

Chengdu residents also show an avid
interest in home entertainment. Chengdu-
based interviewees, to the greatest extent
among the cities surveved, intend to buy
stereos and VCDs. Guangzhou respon-
dents, meanwhile, showed a distinct pref-
erence for the more expensive DVD
players, as 18 percent of respondents
plan to purchase a unit in the next three
vears. This is another indication of the
wealth of Guangzhou compared to the
rest of China,

THE PRICE-VERSUS -
QUALITY DILEMMA

While consumer preferences may
vary across regions of China, nation-
wide, prices in many categories are
falling in the face of oversupply, creat-
ing unique challenges for the marketer
seeking to use price as a positioning
tool. The retail price index for the first
half of 1998 fell 2.1 percent. But the
good news for marketers is that cost
may not be the most important factor to
Chinese consumers. Over half of the re-
spondents said that they are paying less
attention to a product’s price when
making a purchase than in the past.

As consumers’ spending power in-
creases, they are becoming more sophisti-
cated about evaluating possible pur-
chases, particularly in the area of
household durables. Today's Chinese con-
sumers seem to look not only at product
quality but also at the product/service
package, paying attention specifically to
servicing and repair options. Given the
restrictions on service and repair by for-
eign firms, this of course plays into the
hands of local manufacturers. As foreign
electronics manufacturers move out of the

primary cities, where markets for these
types of goods are largely mature, provid-
ing service and support will only become
more problematic.

THE SEARCH
FOR BRAND LOYALTY

Given manufacturers’ desire to win
consumers’ loyalty to their brands, Grey
China used its trademarked Brand Loy-
alty+ methodology in the survey to inves-
tigate six targeted categories—refrigera-
tors, air conditioners, pain relievers, skin
care products, instant noodles, and chew-
ing gum. The methodology gauges con-
sumer commitment to a given brand by
identifving loyalty “drivers™ and loyalty
“drains” within each category as well as
for each individual brand. In the instant
noodle category, loyalty drivers could in-
clude appealing taste, soup thickness,
and authentic taste. One brand's lovalty
drivers can be another’s loyalty drains,
depending on how the brands perform
on these dimensions relative to one an-
other. But for some products, loyalty
overall can be quite low: the “Loyalty In-
dex” for the strongest brand of instant
noodles, for example, was only 84 out of
a total possible score of 1,000, Most con-
sumers interviewed had tried an average
of three brands in the past three months

OPTIMISM
AND INNOVATION

With PRC consumers’ attitudes to-
ward price and quality in flux, con-
sumer Pl'()Llle'IH l]lill‘lLl"iik'llll‘L‘I'h must

also pay attention to the reaction of

Chinese consumers to the country’s ac-
celerating pace of social and economic
change. According to the Grey China
survey, over 80 percent of respondents
were either extremely or very optimistic
about the future. The Chinese con-
sumer also evidently favors greater
choice. Over 85 percent of respondents
believed that it was desirable for soci-
cty to encourage innovation and “un-
conventional thoughts.” This parallels
responses from earlier Grey studies that
revealed the importance of innovation
in brand purchases across a wide range
of product categories.

Clearly, PRC consumers enjoy their
rapidly expanding choice of goods and
are very much in an exploratory mode.
Even if a consumer is familiar with a
brand., if an alternative is available be-
side it on the shelf, then the chances are
high that he or she will try the alterna-
tive at least once. The manufacturer’s re-
sponse thus should be to match the con-
sumer's demand for innovation, whether
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PRC consumers

enjoy their rapidly
expanding choice of
goods and are very mich

in an exploratory mode.

through packaging changes, product de-
velopment, or product line extensions.

The market for bottled water is a good
example of the PRC consumer’s openness
to rapid market development, and the
speed with which markets can develop.
In 1997, there were over 300 brands of
hottled water advertised on TV, Manufac-
turers had rushed into a market they be-
lieved offered great opportunity but
found returns were less, and competition
greater, than expected. Now manufactur-
ers must find ways 1o differentiate their
product. Efforts so far have focused on
packaging: children’s bottles, family-size
bottles, sports-top bottles, and clear cans
have all shown up on store shelves.
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FooD RETAILING TAKES OFF

Likely contributing to China’s growing
appetite for branded consumer goods is
the expanding prevalence of supermar-
kets. Dominated by State-owned depan-
ment stores at one end of the spectrum,
and small neighborhood stores at the
other, China's retail sector for many
years lacked chain stores of any kind.
Until recently, for example, food retail-
ing was conducted largely either
through small, collectively or individu-
ally owned “Mom and Pop” stores or
State-run “wet markets™—open-air fresh
food markets. The number of small in-
dependent stores in the major cities in-
creased by 38 percent between 1994-96.
Most of these new stores are either indi-
vidually or privately owned. Modern su-
permarkets, by contrast, were scarce be-
fore 1996. According to data from
research firm AC Nielsen, 13 million
people in Shanghai were served by just
148 such shops in 1994. Distribution to
the millions of neighborhood stores that
stocked basic processed foods was slow
and expensive. But this situation is set to
improve radically over the next decade
as foreign investors move into the super-
market sector, bringing modern supply
chain management and technology.

The driving force behind this trend
has been, of course, the continued
growth of the PRC economy. Gross Do-
mestic Product grew by roughly 8 per-
cent a vear from 1985-95, according to
official PRC estimates, and is projected
to continue to grow strongly into the
next century. As Chinese incomes have
risen, so has spending on food, which
now accounts for about half of all con-
sumer expenditures. In particular, peo-
ple are becoming more willing to buy
processed and packaged foods, and to
pay slightly higher prices to shop at
clean and convenient supermarkets
rather than wet markets or poorly
stocked local shops (see The CBR, July-
August 1997, p.8).

Foreign participation in retailing was
first permitted in 1992 under State
Council provisional regulations that
sanctioned retail joint ventures in 11
cities under highly restrictive terms.
Subsequent regulations, issued by the
former Ministry of Internal Trade, re-
quired foreign investors in retail opera-
tions to form joint ventures; prohibited
such ventures from selling wholesale or
acting as import-export agents; and
stipulated that inventory consist of no

more than 30 percent imported goods.
Despite such restrictions, by 1996 the
number of shops funded, to some de-
gree, by foreign investors had jumped
from 872 (almost the same as the previ-
ous year) to 2,785. And by early 1998,
food industry research firm Seymour-
Cooke Ltd. identified more than 80 spe-
cific projects and licenses for foreign in-
vestment in food retailing in China, half
of which have started up.

WHERE 15§
THE MONEY GOING?

The most popular cities for foreign
investment in food retailing have been
Beijing, Guangzhou, and Shanghai. The
old commercial capital of China, Shang-
hai alone accounts for almost one-third
of the country’s foreign-funded retail
outlets. The southern cities nearest
Hong Kong, including Dongguan, Fos-
han, Guangzhou, and Shenzhen, all in
Guangdong Province, have proved
equally attractive, especially for in-
vestors from the former British colony.
Investment in Beijing has focused on
department stores, which have long
dominated the retail scene in the ad-
ministrative capital. The pattern in food
retailing has been similar. France's Car-
refour opened a supermarket in Beijing
in December 1995, and Makro of the
Netherlands opened one in November
1997, Ito-Yokado of Japan has plans to
invest in a chain of supermarkets, but
no stores have yet been built.

Three main retail channels have at-
tracted foreign capital in China. The
first, the upscale department store mar-
ket, has had a minimal effect on food
retailing, focusing on high-quality non-
food items for which there has been lit-
tle demand. The market leaders in this
sector are mainly Japanese companies,
with Jusco, Isetan, Daiei, lto-Yokado,
and Yaohan the leading competitors.
Yaohan, however, declared bankruptcy
last year, and ceded managerial control
over its joint venture Nextage Depart-
ment Store to its partner, Shanghai No.
1 Department Store. The company sold
its shares in Yaohan Liancheng. a chain
of 22 supermarkets in Shanghai. to
Dutch company Ahold in early 1998,
The Lion Group of Malaysia has built
three Parkson stores, and Hong Kong
groups such as New World Develop-
ment and Wing On have also set up re-
tail operations.
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The second retailing channel, consist-
ing of modern supermarkets, was first
exploited by Hong Kong firms. Hutchi-
son Whampoa opened its first Park ‘N
Shop outlet in Shenzhen in 1984 and
has added 60 stores since 1993. Red
chip China Resources also launched su-
permarkets on the mainland, opening
its first store in Shenzhen in 1991, Dairy
Farm joined them three years later, es-
tablishing its Wellcome chain in a num-
ber of cities, including Shanghai. An-
other active Hong Kong player is
Guangnan Holdings, which has three
joint ventures on the mainland. The pri-
mary foreign challenger to the Hong
Kong supermarket groups is Ahold,
which has invested heavily in its TOPS
chain in the PRC. By 1997, the Dutch
firm had opened 21 stores and
achieved annual sales of $21.5 million.

There are also a growing number of
domestic chains. Most of these are still
small, with an average of 14 stores and
only a localized presence. However,
two important domestic chains have
emerged: The National Integrated Com-
pany of Hualian Commercial Buildings
Group (Hualian) and Lianhua Super-
market Company Ltd. (Lianhua).
Hualian and Lianhua are the largest su-
permarket companies in China, al-
though their total sales, in the range of
$100 million, remain modest compared
to their multinational competitors.
Though State-owned, they are managed
relatively commercially. Hualian, for ex-
ample, uses competitive pricing tech-
niques and has adopted competitors’
management methods when necessary.

Hypermarkets, stores with a floor area
of at least 2,500 square meters (sq m),
have been a third route for foreign in-
vestment. Given that most shops in China
cover less than 20 sq m, and that two-
thirds of supermarkets are under 100 sq
m, these markets are a relatively new
concept for China. Carrefour was the first
company to open a hypermarket in
China. Its Beijing store, which opened in
December 1993, offers 2,000 food items
and 4,000 non-food product lines dis-
plaved on a shop floor of over 4,000 sq
m. Carrefour subsequently invested in the
city of Chongqing, which has been
largely ignored by foreign investors, and
hopes to have 11 stores throughout
China by the end of 1998. Already the
largest player in France, Carrefour has
rapidly become the market leader in hy-
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permarkets in China. But the company
has not had the market to itself. By the
end of 1996, Nielsen recorded 49 hyper-
markets across the country. And foreign
firms Metro, Makro, and Wal-Mart all
have at least three stores,

PROMINENT
DOMESTIC PLAYERS

Though foreign retailers have made
significant inroads into the PRC food re-
tailing sector, an examination of one of
the country’s dominant domestic players
indicates that PRC competitors may not
be far behind. Hualian was established in
October 1994 by the China Commerce
Enterprises Group Co. (itself owned by
the former Ministry of Internal Trade) and
the company Hualian Commercial Build-
ings., owner of 29 operations in major
cities. These 29 State-owned retail opera-
tions of various kinds were merged to
form a retail chain able to compete with
foreign-funded chains. Hualian has devel-
oped a number of joint ventures with for-
eign investors, most in Shanghai. In 1996,
Shanghai Hualian Group and the Japan-
ese Daiei Convenience Systems set up a
$5 million joint venture with the aim of
opening fifty 24-hour convenience stores
in Shanghai in 1997 and 500 more stores
over the next five vears. Other partners in
a variety of ventures include Thai con-
glomerate Charoen Pokphand and Hong
Kong-based Li Dong Emporium Holdings.

By mid-1997, Hualian stores totaled
108 across the nation, with an average
store area of 300-400 sq m. A computer-
based information system was introduced
in 1993, although only 70 percent of total
merchandise sold has a bar code. Operat-
ing a 20,000 sq m distribution center,
which can handle up to 4,000 cases of
goods per day, has enabled Hualian to
branch out into wholesaling. And learn-
ing from competitor Lianhua, Hualian
now pays suppliers in advance for 2,000
retail product lines.

Both Hualian and Lianhua are benefit-
ing from the government's reform of
State-owned enterprises (SOEs), one fea-
ture of which is official encouragement of
mergers of large and small SOEs. Obvi-
ously keen to maintain a large share of
the retail sector in domestic hands, the
government has supported the compa-
nies by granting them greater autonomy
than firms in other sectors. Hualian's
dominance of the Shanghai market, in
particular, is being promoted: in 1997-98,

Hualian was allowed to merge with three
other local operators, Sanjiaodi, Shanghai
Friendship & Overseas Chinese Company
Group Co., and No. 10 Department Store
(still known as Wing On, but distinct
from the Hong Kong Wing On from
which it was separated in 1949). The
Zhongyuan Co. in Tianjin joined the
chain in 1997. Government support has
also enabled Hualian and Lianhua to
form joint ventures with foreign investors.

These recent mergers with smaller
chains promise an increase in sales, and
perhaps profits. The merged companies
will be able to achieve economies of
scale, invest in central purchasing units,
gain leverage in negotiating with suppli-
ers, borrow more (o invest in new out-
lets, and promote a chain brand name, all
of which could help them compete with
foreign plavers.

ON THE SIDELINES

Noticeable by their absence are the
major chains from the United Kingdom,
which has one of the most developed
supermarket industries in Europe. This
may soon change, however. Tesco, the
UK market leader, acquired a controlling
stake in Charoen Pokphand’'s Lotus
chain of supermarkets in May 1998,
Charoen Pokphand opened two Lotus
Supercentres in Shanghai in early 1998,
and reportedly plans to expand in
Shanghai and in Zhejiang and Jiangsu
provinces. One snag may be Charoen
Pokphand’s recent financial troubles,
caused by the economic turmoil in its
home market and high levels of invest-
ment in China. Tesco is widely thought
to be investigating the potential of the
Chinese market, however, and Lotus
would be an ideal vehicle for such a
move, Another UK firm, Marks and
Spencer, has had stores in Hong Kong
for several years and is also reportedly
considering retail investments in the
mainland.

With the exception of Wal-Mart and
IGA, US firms also remain on the side-
lines of food retailing in China. Overall,
the China market is still young com-
pared to other emerging markets, mak-
ing it less attractive for foreign food re-
tailers. Marks and Spencer, for example,
has concentrated on Asian countries
with higher per capita incomes. US
companies, meanwhile, tend to focus
on expanding their share of the US mar-
ket. And US firms that have sought op-
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portunities overseas have preferred 1o
invest in Latin America rather than Asia.

COMPLETING
THE FOOD CHAIN

One of the most frequently cited diffi-
culties facing food companies in China
has been the fragmented nature of the re-
tail sector, and the lack of any central dis-
tribution warehouses or dominant super-
market chains with which to do business.
Thus, the gap in China's retail food mar-
ket—already spotted by some investors—
is in supplying the millions of small inde-
pendent stores, which are accounting for
an increasing share of consumer spend-
ing in China. There were almost 13 mil-
lion such stores in 1996 (up 15 percent in
two vears), These stores are taking mar-
ket share away from the State-owned sec-
tor, accounting for a third of retail sales in
1996, compared to a fifth in 1992, accord-
ing to the China Statistical Yearbook,

Indeed, the larger hypermarkets in-
creasingly seem to be serving the whole-
sale rather than the retail sector. Makro's
22,000 sq m store in Guangzhou, which
opened in October 1996, is a members-
only club. By mid-1997, the store had
150,000 members, many of whom were
owners of small outlets. Restaurants, ho-
tels, and canteens in offices and factories
are also attracted to the store because of
its low prices and bulk packaged prod-
ucts. Other hypermarkets, though serving
wholesale customers to some extent, have
tended to be smaller—Makro in Beijing
covers 10,000 sq m, and Wal-Mart's Super-
center in Shenzhen is 17,000 sq m.

China’s food market is so large and di-
verse that it is sure to remain highly frag-
mented for many years, No foreign or
domestic company has more than a small
share of any local retail food market.
However, chain stores accounted for an
estimated 5 percent of retail sales in Bei-
jing in 1996, with the figure expected to
reach 15 percent in 1998. It is now possi-
ble that, within five years, China will
boast a retail sector that helps rather than
hinders the distribution of consumer
goods,

—Richard Bowles

Richard Bowles is research manager at
Seymour-Cooke Ltd., a food industry
research and publishing firm based in
London. Information in this article is
taken from the firm’s June 1998 report,
Food Retailing in China.
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The broad similarities
between residents of
various cities were far
more compelling than

the differences.

IMPLICATIONS
FOR MARKETERS

To determine the roots of consumers’
changing preferences, the ChinaBase
survey asked subjects a range of ques-
tions about general attitudes and opin-
ions. Consumers in Guangzhou and
Beijing clearly share some concerns
about economic uncertainties, but per-
haps for different reasons. Among Bei-
jing respondents, 64 percent felt less se-
cure in their job than they used 1o,
significantly more than in the other
cities. It is likely that PRC plans to
shrink the size of government and State
enterprise payrolls are more keenly felt
in Beijing, the seat of government, than
anywhere else in the country. Similar
uncertainties exist in Guangzhou, but
are more likely fueled by the ongoing
Asian economic slowdown, and partic-
ularly the impact of Asia’s troubles on
neighboring Hong Kong,.

The broad similarities between resi-
dents of various cities were far more
compelling than the differences. Most

respondents rejected the notion that
they were becoming Westernized—only
18 percent of all respondents described
themselves as "Westernized Chinese.”
In contrast. 78 percent preferred the
*modernized Chinese™ label. But as Chi-
nese consumers flock to McDonald's
and KFC, and when young people
choose Michael Jordan and Kobe
Bryant as their heroes, it is difficult 10
understand the distinction between the
labels “modernized” and “Westernized.”
Perhaps the high rate of experimenta-
tion explains such behavior—80 per-
cent of the interviewees said that even
though they like to experience foreign
goods for their novelty, they retain their
“Chinese backbone.”

Subsequent analysis has been aimed at
understanding better the distinction be-
tween “modern” and “Western” in the
eves of PRC consumers. Grey China’s
qualitative studies suggest that the con-
cept of the “modern”™ Chinese consumer

is about being a “leader”—having one's
own opinion, being internationally aware
and open minded, and taking the best
from both East and West, In contrast, 10
be “Westernized™ is 10 be seen as a fol-
lower who imitates or follows fashion or
consumer trends, and is considered a bit
more superficial and selfish.

This preference for “modern™ over
“Western™ suggests a number of strate-
gies 1o marketers of consumer g()t}(lk n
China. First, appealing to traditional
Chinese values or making a wholesale
transfer of marketing tactics to China
West would
equally doomed to fail. Today's Chinese

from the seem to be
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consumer is focused on innovation and
progress and the benefits that these can
bring. They are also proud of China—
68 percent said it was the best country
to live in—and proud to be Chinese,
with 82 percent responding that Chi-
nese “always rise to the occasion and
overcome their problems.”

Interestingly, a recent product launch
conforms very well to this analysis of
the market. Wahaha has just launched
Future Cola, a soft drink that is clearly
targeted at the “modern” Chinese (al-
though the company may not have
thought of it in these terms). Tracking
the performance of this product and the
extent 1o which it can challenge the
market share of dominant soft drinks
such as Coca-Cola or Pepsi will be in-
teresting. If Future Cola does well in
the market, it could provide a template
for Chinese brand marketing.

The PRC consumer’s optimism and
desire for innovation has had a signifi-
cant effect on consumer spending and
cconomic growth—indeed, consumption
rivaled investment as a source of Gross
Domestic Product growth in the mid-
1990s. However, this engine of growth is
beginning to stall in the face of increas-
ing cconomic uncertainty. Over the past
couple of years, profiting in the con-
sumer goods business has become
harder in China. Though the ChinaBase
survey reveals a number of possible
growth areas in the consumer market,
the results also indicate that foreign in-
vestors can expect Chinese consumers
to continue to be cautious spenders, at

least in the near future. %
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Enforcing
arbitral
awards in
China is
getting

edasier—in
theory
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ng Through

on Arbitration

Sally A. Harpole

s one of the cornerstones of China’s legal environment for in-

ternational trade, investment, and other business activities, ar-

bitration is widely used in China to resolve business disputes.

The China International Economic and Trade Arbitration
Commission (CIETAC) currently handles more international arbitration

cases than any other arbitral body in the world, having heard over
1,600 cases in 1996-97. The availability of a reliable, fair, and efficient

means to enforce arbitral decisions is essential to support the use of ar-

bitration in China and elsewhere over the long term. Thus, solid arbitral

award enforcement procedures are of utmost importance to foreign in-

vestors. China has made significant progress over the past decade in

developing legal mechanisms for arbitral award enforcement, and ways

to further strengthen China’s performance in this area are under review.

A BIFURCATED SYSTEM

The key picces of PRC legislation gov-
erning the enforcement of arbitral deci-
sions are the 1995 Arbitration Law (see The
CBK, September-October 1996, p.50) and
the 1991 Civil Procedure Law, which re-
placed the Law on Civil Procedure of the
PRC (Tentative) and introduced new provi-
sions on various aspects of arbitral award
enforcement. China has also joined various
international conventions and treaties, the
most important of which is the 1958 New
York Convention on the Recognition and
Enforcement of Foreign Arbitral Awards
(New York Convention).

Within this legal structure, China main-
tains a bifurcated approach o “foreign-re-
lated™ and “domestic” arbitration cases, ap-
plying distinct sets of rules and procedures
for conducting arbitration cases and en-

forcing arbitral awards. The potentially
problematic catch to this two-pronged ap-
proach to arbitration is determining
whether a case is “foreign-related.” China's
courts, including the Supreme People’s
Court, commonly interpret a case as for-
eign-related only in instances where at
least one party to the dispute is registered
in a foreign jurisdiction or is a foreign na-
tional: the subject matter is foreign and/or
located overseas; or the legal relationship
(the contract) was made, amended, or ter-
minated outside China. Cases involving
only PRC-registered parties and transac-
tions located in China are normally consid-
ered domestic

Under this approach, cases involving
only ftoreign-invested enterprises (FIEs),
which are considered Chinese legal enti-
ties, are not foreign-related. Many in-
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The New York
Convention does not
apply to foreign-related

awards made in China.

vestors, however, believe FIE disputes
should be treated as foreign-related
cases, not least because the use of for-
eign capital, technology, and man-
agers in the enterprise introduces im-
portant international elements.

In recent years, the dual system has
triggered questions regarding which of
China’s various arbitral bodies is au-
thorized to handle domestic or for-
cign-related cases. To clarify this mat-
ter, the State Council issued a notice
on June 8, 1996, that expressly autho-
rizes domestic arbitration commissions
to administer foreign-related cases.
Other cases raised the question of
whether PRC-based FIEs could submit
arbitration requests involving Chinese
parties to CIETAC, the principal body
charged with hearing foreign-related
arbitration cases. The May 1998 revi-
sion to the CIETAC Arbitration Rules
clarifies that CIETAC indeed can ad-
minister cases between FIEs and Chi-
nese companies. The State Council
notice and recent revision to CIETAC's
Rules are particularly welcome, as
they help minimize obstacles to en-
forcement resulting from limitations
on the administering commission’s au-
thority to handle the case.

ENFORCING FOREIGN -
RELATED DECISIONS

Despite recent revisions, the bifur-
cated system continues (o play a sig-
nificant role in the determination of
procedures for enforcement of arbitral
decisions. In general, the enforcement
provisions for foreign-related and for-
eign arbitral awards rely on a determi-
nation that no procedural irregularitics
occurred in the arbitration process.
Provisions guiding the enforcement of
domestic arbitral awards, by contrast,
permit Chinese courts to review both
procedural and substantive issues of
the arbitration.

Article 259 of the Civil Procedure
Law empowers the Intermediate Peo-
ple's Court located within the jurisdic-
tion of the defendant’s residence (or
the subject property) o receive appli-
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cations for the enforcement of arbitral
award cases issued by a “foreign af-
fairs arbitration organization” of the
PRC. When the Civil Procedure Law
was issued, "arbitration organization
for foreign-related matters” likely re-
ferred to CIETAC and the China Mar-
itime Arbitration Commission (CMAC),
both of which handle primarily for-
eign-related cases. With the 1996 deci-
sion to permit domestic arbitration as-
sociations to hear foreign-related
arbitration cases, however, the proce-
dure for enforcement of foreign-re-
lated awards issued by domestic asso-
ciations in China became ambiguous.
Clarification of Article 259 would help
to resolve this ambiguity.

As for foreign-related arbitral
awards  not enforceable under PRC
law, Article 260 of the Civil Procedure
Law permits a court to refuse enforce-
ment under the following specific cir-
cumstances: the parties neither in-
cluded an arbitration clause in their
contract nor subsequently reached a
written arbitration agreement; the mat-
ters decided in the award exceed the
scope of the arbitration agreement or
fall outside the jurisdiction of the arbi-
tration organization; a party against
whom the application for enforcement
is sought was not requested to ap-
point an arbitrator or requested to
take part in the arbitration proceed-
ings, or was unable to present its case
for reasons for which they were not
responsible; or the arbitral tribunal’s
composition or the arbitration proce-
dure used failed to conform with ap-
plicable rules. In addition, the Civil
Procedure Law grants a People’s Court
the right not to enforce awards if it
finds that doing so would compromise

the “social and public interest of

China.” Though some commentators
have expressed concern about the po-
tential application of this broad lan-
guage, the People's Courts have rarely
exercised this “public policy” rationale
in denying enforcement of an arbitral
award.

FOREIGN
ARBITRAL AWARDS

Arbitral awards issued outside the
PRC are to be enforced in China on
the basis of China's reciprocal arrange-
ment with the country in which the
award was issued. Article 269 of the
Civil Procedure Law requires the Peo-
ple's Courts to comply with applicable
international treaties or agreements re-
garding foreign arbitral awards.
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The New York Convention is the
principal international treaty address-
ing China's enforcement of foreign ar-
bitral awards. The April 1987 Notice of
the supreme People's Court on the
Implementation of the New York Con-
vention stipulates that China's acces-
sion to this convention is subject to
the reciprocity principle, meaning that
the New York Convention shall apply
only to those arbitral awards made
within the territory of another con-
tracting state of the New York Con-
vention. Thus, the New York Conven-
tion does not apply to foreign-related
awards made in China. China's acces-
sion to the New York Convention is
also subject o the commercial reser-
vation, meaning that a court in China
shall apply the New York Convention
only in cases where the dispute arises
from legal relationships that are
deemed to be commercial in nature,
whether contractual or non-contrac-
tual.

As with awards issued by foreign-
related arbitral institutions in China
such as CIETAC, an application to en-
force a foreign award must be submit-
ted to the Intermediate People’s Court
in the location where the defendant
resides or has property. Article 268,
like Article 260, also permits a court to
refuse enforcement of foreign awards
contrary to the social and public inter-
est of China.

While the grounds for refusing en-
forcement of a foreign arbitral award
issued in a contracting state of the
New York Convention closely parallel
those applied to foreign-related cases
in China, PRC courts must base a deci-
sion to refuse enforcement of foreign
awards on Article V, sections 1 or 2 of
the New York Convention, in addition
to confirming compliance with the rel-
evant provisions of the PRC Civil Pro-
cedure Law, Article V outlines condi-
tions under which refusal of an
enforcement award is valid. A court
may refuse an award if any of the fol-
lowing is proven: the parties to the ar-
bitration agreement, according to ap-
plicable laws, lacked legal capacity or
the agreement was not valid under the
law to which the parties have sub-
jected it. or under the law of the
country in which the award was
made: the party against whom the
award is invoked was improperly noti-
fied of the appointment of the arbitra-
tor or the arbitration proceedings, or
wius otherwise unable to present his
case; the award pertains to a differ-



ence not contemplated by, or not
falling within, the terms of the case
submitted to arbitration, or contains
decisions on matters beyond the
scope of the case submitted (decisions
on matters submitted to arbitration
may be recognized and enforced if
they can be separated from matters
not submitted); the composition of the
arbitral authority or the arbitral proce-
dure did not comply with the agree-
ment of the parties, or, failing such
agreement, did not comply with the
law of the country in which the arbi-
tration took place; or the award has
not yet become binding on the par-

ties, or has been set aside or sus

pended by a competent authority of

the country in which, or under the
law of which, that award was made
The New York Convention also per-
mits a court to refuse enforcement
when the dispute’s subject matter can-
not be settled by arbitration under the
law of the relevant country, or when
the recognition or enforcement of the
award would contradict the public
policy of that country.

Judging from current law, China’'s
commitment to enforcing foreign arbi-
tral awards appears strong. The Notice
on Handling Awards Involving For-
eign Interest and Foreign Arbitral
Awards, issued by the Supreme Peo-
ple’s Court in August 1995, requires
any People’s Court seeking to refuse
enforcement of a foreign arbitral
award first to receive approval [rom
the Superior People’s Court in the

same jurisdiction. Any superior court

that upholds a People’s Court refusal
of enforcement must, in turn, report
its decision to the Supreme People's
Court. This protective system of re-
view and scrutiny over the enforce-
ment of foreign arbitral awards is ex-
ercised in very few countries
FOLLOWING THROUGH
ON DOMESTIC CASES

In addition to the procedural
grounds for refusing to enforce a for-
cign-related award, domestic awards
can be refused in cases in which the
main evidence was insufficient; the
law was applied incorrectly; or one,
or several, arbitrators committed em-
bezzlement, accepted bribes, practiced
favoritism, or made an award that per-
verted the law. The power of courts to
refuse enforcement of a “domestic™ ar-
bitral award, because of either inade-
quate evidence or misapplication of
the law, is the most significant vari-
ance from the enforcement proce-
dures for foreign-related and foreign
cases. This power expands the poten-
tial for arbitral awards to be set aside
and introduces the possibility that
courts may review matters that have
previously endured extensive review
in arbitration. With arbitration be-
tween FIEs and Chinese enterprises
typically labeled domestic cases, for-
eign investors would do well to bear
this in mind

Procedures for applying for enforce-
ment of a domestic award are spelled
out in Article 217 of the Civil Proce-
dure Law. This article generally applies

Any superior court

that upholds a People’s
Court refusal of
enforcement must report
its decision to the

Supreme People's Court.

to arbitral awards issued for cases ad-
ministered by the domestic arbitration
commissions that operate throughout
the PRC at the municipal level. The
basis for determining which court has
jurisdiction is contained in an exten-
sive set of principles covering local
courts that are detailed in various pro-
visions of the Civil Procedure Law.
Another distinct procedure for do
mestic cases appears in the final
Article 217
that in cases where a People’'s Court
an award, a
party to a domestic case may reapply

clause of . which stipulates

refuses enforcement of

to the arbitral body for arbitration or

initiate an appeal action in a People's
Court. Thus, parties entering into a
“*domestic” contract, to which there is

no foreign who wish to

strengthen their position against retrial

party,

of an arbitration case where a court
refuses enforcement, should specify in
their arbitration agreement that any ar-
bitral award is to be final and binding.
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There are reports of

reluctance on the part of
Chinese courts to enforce
arbitration awards made

in Hong Kong.

UNCERTAINTIES
AND TIME LIMITS

China's legislation is silent on the
enforceability of arbitral decisions
made in ad hoc arbitration or arbitra-
tion administered by an arbitral body
in China other than CIETAC, CMAC, or
one of the domestic commissions ¢s-
tablished according to the Arbitration
Law. For example, if a non-Chinese
arbitral institution holds an arbitration
proceeding and issues an award in
China, no clear enforcement proce-
dures exist under either the Arbitra-
tion Law or the Civil Procedure Law.
Nor are arbitrations conducted with-
out the administration of an arbitral
institution supported by enforcement
mechanisms under Chinese law. While
the lack of guidance on these issues
calls into question whether such
awards would be enforceable, the Ar-
bitration Law does not explicitly pro-
hibit such types of arbitration from be-
ing held in China. Subsequent
legislation should address this ques-
tion, particularly if demand increases
in China for either ad hoc arbitration
or arbitration administered by foreign
arbitral bodies in China.

Another procedural ground for
which enforcement ol an arbitral deci-
sion in China may be refused is the
failure to meet time limitations for
submitting an enforcement applica-
tion—a justification common in most
jurisdictions around the world. China’s
time limitation provisions apply uni-
formly to domestic, foreign-related,
and foreign arbitration awards. For
cases in which at least one party in
the arbitration is a Chinese natural
person, an application to enforce the
arbitral award must be submitted
within one year of the final date re-

quired by the arbitration decision. For

instances in which both parties are
Chinese legal persons, action to en-
force the arbitral award must com-
mence within six months from the fi-
nal date required under the arbitration

decision. Some commentators have
recommended that Beijing consider
extending the limitation imposcd on
organizations to a period longer than
six months, as a way of increasing the
opportunity to exercise enforcement
mechanisms. Regardless of whether
the time for enforcement is extended,
an arbitral award should always
clearly specify performance dates 1o
prevent confusion.

Tue HoONG KONG—
PRC CONNECTION

Given the extensive business ties
between the Hong Kong Special Ad-
ministrative Region (SAR) and the rest
of the PRC, the reciprocal enforceabil-
ity of arbitral awards between the two
jurisdictions is an important issue (see
The CBR, January-February 1998,
p.20). Since Hong Kong's return to
PRC sovereignty last year, some appli-
cations for enforcement have been re-
jected. Prior to the handover of Hong
Kong, such problems were rare. The
mutual enforcement of arbitral awards
was conducted according to the New
York Convention, given the status of
both the United Kingdom and the PRC
as contracting states of the convention.

At issue is whether an award made
in Hong Kong should be regarded as
a domestic or an international (for-
eign-related) award when enforce-
ment is sought in China, and vice
versa. Relevant authorities in Hong
Kong and China have yet to formally
clarify this issue. Some courts have
simply refused to enforce awards in
cases of this type because of the lack
of clarity regarding cross-border en-
forcement. In one such case, between
Hong Kong and PRC parties, Ng Fung
Hong Ltd. versus ABC, the Hong
Kong court ruled that an award is-
sued in a CIETAC-administered arbi-

tration was not automatically enforce-
able under the Hong Kong Arbitration
Ordinance, and that the plaintiff
should commence a fresh action in
Hong Kong to obtain a result in the
SAR. The issue of whether the New
York Convention could be applied to
validate such enforcement actions
wis not specifically addressed in that
case. In China, there are reports of
similar reluctance on the part of Chi-
nese courts to enforce arbitration
awards made in Hong Kong. Legal
practitioners and businesspeople alike
have urged the relevant authorities to
resolve the problem.

ENFORCEMENT'S
TRACK RECORD

Reports of problems enforcing for-
eign and foreign-related arbitral
awards in China have increased only
in the last 8-10 years. Because applica-
tions for enforcement are made locally
and there is no centralized record-
keeping mechanism in China for
tracking arbitral award enforcements,
the percentage of cases that have
been successfully enforced is un-
known.

Fortunately, the Arbitration Re-
search Institute (ARD of the China
Chamber of International Commerce
has undertaken an ambitious,
decade-long study to track enforce-
ment records for awards issued in
foreign-related CIETAC and foreign
cases. ARI surveved 310 different in-
termediate People’s and maritime
courts across China about their expe-
riences over the past 10 years regard-
ing applications to enforce CIETAC
foreign-related arbitration awards (see
Table 1). CIETAC Vice Chairman
Wang Shengchang presented the in-
vestigation results this year in an arti-
cle published in the proceedings of

TasLE 1

ENFORCEMENT RECORD OF CIETAC AWARDS IN CHINA

YEAR NUMBER OF APPLICATIONS AWARDS ENFORCED AWARDS REFUSED
Before 1990 18 18 0
1990 12 7 - 12 - 0
1991 R _h— 5 3
1992 - o] - 4] : 7.17
1993 5 7 1
1994 12 10 2
1995 34 _?(l =
1996 - [§%] 7|_1 21

SOURCE: Arbitration Research Institute of China International Chamber of Commerce
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the International Council for Com-
mercial Arbitration Congress.

Of the foreign-related arbitration
cases that were refused enforcement, a
lack of assets to implement the award
was the most common reason for non-
enforcement of CIETAC awards, a cir-
cumstance that is not unusual interna-
tionally (see Table 2). Only 2 of the 37

tional level, rather than local courts, or
simultancously applying to the Peo-
ple’s Supreme Court for enforcement,

Also problematic is local courts’
handling of the various steps in the
enforcement process. In particular, ap-
plicants have encountered uncertainty
as to the timeframes within which
courts proceed with an application to

TABLE 2

GROUNDS FOR NON-ENFORCEMENT OF CIETAC AwaArDs 1n CHINA, 1990-96

GROUNDS

NUMBER OF CASES

The party was not properly notified

»

The party was unable to present its case 1
The arbitral tribunal exceeded its authority 1
Enforcement would be contrary to social and public interest 2
The party subject to enforcement did not exist 2
No asset(s) available for enforcement 16
The court did not have jurisdiction over enforcement |
Other difficulties 9

.i

U'nknown

SOURCE: Arbitration Research Institute of China International Chamber of Commerce

reported cases of non-enforcement
were refused for reasons of social or
public interest. A number of cases,
however, had no explicit grounds for
refusal of enforcement, a situation that
merits further study. The ARI study
found a very low ratio of non-enforce-
ment—only 3 out of 14 awards—per-
taining to foreign arbitral awards, which
IS not surprising, given the scrutiny over
non-enforcement cases under both the
Supreme People’s Court’s protocol and
the New York Convention. The three

cases were refused on the grounds of
unavailable assets, the non-existence of

the party subject to enforcement, and
other difficulties
ENHANCING ENFORCEMENT

While the number of decisions en-
forced in the PRC far surpasses the
number of non-enforced decisions,
government authorities and legal ex-
perts continue to consider ways to
strengthen the environment for the en-
forcement of arbitral awards in China.
Some observers suggest that the court
cmpowered to handle an enforcement
case should not be limited to the loca-
tion of the respondent’s residence or
property. since such a requirement in-
creases the potential for local bias. The
current procedure also excludes alter-
native mechanisms for enforcement,
such as applying to courts at the na-

enforce an award. Clarifying such time
limits could help prevent delays and
generally eliminate confusion.

DT TR

Of the foreign-related
arbitration cases thet
were refused enforcement,
a lack of assets to
implement the award wes
the most common reason

Jor non-enforcement.

The approach of permitting the re-
view of substantive issues in actions
1o enforce domestic cases might also
be reconsidered. As the number of
cases involving FIEs rises, the distine-
tion between domestic and foreign-re-
lated cases, and the rationale for dis-
tinct  enforcement grounds, is
becoming less clear. Furthermore,
with dual standards applied in the en-
forcement of different tvpes of cases,
it is not surprising that judges and ap-
plicants alike often are confused
about the proper means for deciding
whether a case should be enforced.
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Such concerns have been voiced in a
handful of the foreign arbitral award
enforcement cases, in which the Chi-
nese court reportedly reviewed the sub-
stance of the award rather than strictly
following the New York Convention re-
garding enforcement procedures. Ob-
servers consider education of all Inter-
mediate People’s Court judges in the
provisions of the New York Convention
crucial to improving China’s commer-
cial law enforcement. Some efforts,
such as specialist seminars to educate
judges, have already taken place, and
further efforts are planned. An ongoing
program 1o track the enforcement of ar-
bitral awards also would be useful to
pinpoint and remedy enforcement
p!'nl)lt'ln\ While the efforts to improve
arbitration mechanisms have been im-

As a way of putting private sector
support behind the October 1997
pledge by President Clinton and
PRC President Jiang Zemin to en-
hance cooperation in the field of
law, the US-China Business Council
has established the US-China Legal
Cooperation Fund. Created with vol-
untary corporate contributions of-
fered in response to a proposal by
Council Chairman George M.C,
Fisher and Council President Robert
Kapp, the fund, which has an initial
term of two years, is a program of
The China Business Forum
501(c)X(3), the education and re-
search arm of the Council. The fund
currently exceeds $300,000, with in-
dividual corporate commitments
ranging from $2,500 to $25,000.

The fund sponsors expect to be-
gin soliciting proposals by Novem-
ber and hope to announce the ini-
tial batch of awards by next spring.
The fund will focus on activities re-
lated 1o the US-China legal coopera-
tion agreement, which identifies ac-
cessibility of Chinese laws and
regulations, administrative law im-
provement, technical aspects of leg-
islative drafting, and introduction of
user-friendly materials on legal sys-
tems for ordinary citizens as areas
of high priority. Other potential ar-
eas of interest for the fund relate
specifically to commercial law, as
China continues its efforts to estab-
lish a legal environment suitable to
the needs of global business prac-
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e e
The distinction between
domestic and foreign-
related cases, and the
rationcle for distinct
enforcement grounds, is
becoming less clear.

pressive, Beijing must continue 1o pro-
mote reliable, predictable enforcement

procedures if it hopes to maintain the

confidence of investors in the use of ar-
&

bitration to resolve disputes 7

CouNciIL LAw FunND OPERATING

tices. Funds will be dispensed over
the course of two years, with a re-
assessment of the overall program
at the end of the first year. Key de-
cisions by the US-China Legal Coop-
eration Fund will be the responsibil-
ity of a board of trustees, chaired by
Herbert J. Hansell, senior counsel,

Jones, Day, Reavis & Pogue.

The 29 corporate sponsors are ABB
Inc.; AMP, Inc.; American Interna-
tional Group, Inc.; Applied Materials,
Inc.; Baker & McKenzie; Caterpillar
Inc.; CIGNA; CITICORP/CITIBANK;
The Coca-Cola Co.; Eastman Kodak
Co.; Eaton Corp.; Exxon Corp.; Fed-
eral Express Corp.; Ford Motor Co.;
GE Fund; Honeywell Inc.; Ingersoll-
Rand Co.; Jones, Day, Reavis &
Pogue; Kaye, Scholer, Fierman, Hays
& Handler, LLP; Lehman Brothers;
Merrill Lynch; Motorola Inc.; Nation-
wide Global Holdings, Inc.; Payless
ShoeSource; Praxair, Inc.; The Timken
Co.; United Technologies Corp.;
Warner Lambert Corp.; and Wm.
Wrigley Jr. Co.

Companies interested in con-
tributing to, or learning more about,
the fund should contact:

Robert A. Kapp
President
The US-China Business Council
1818 N Street NW, Suite 200
Washington, DC 20036
Tel: 202/429-0340
Fax: 202/775-2476
—Ann M. Weeks
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China’s new
price law
aims to curiail
unfair selling
practices

Volker Pasternak is a
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(vpasternak@freshfields.com)
The author thanks his
colleagues James Dunlap and
Luo Qizhi for their assistance
in preparing this article

The

Right Price

Volker Pasternak

ailed by both the Chinese and foreign press as a historic

break with past economic practice, the PRC Price Law came

into effect May 1. One of the law’s main objectives is to curb

price wars in China’s domestic consumer-goods markets.

During the last two years, domestic manufacturers of refrigerators,

VCDs, and color televisions have repeatedly slashed prices to undercut

competitors. The new law reflects the government’s concern that con-

sumers, who may profit from these low prices in the short term, could

lose out in the long run. Such competition ultimately could have forced

some firms out of the market and enabled the remaining monopolists

or oligopolists to dictate prices.

A close look at the 1998 Price Law re-
veals that many of its provisions resemble
those of the 1987 Price Administration Reg-
ulations and subsequent State Council no-
tices, which have not been formally re-
pealed by the new law. Though it is
groundbreaking in its provisions on anti-
trust and consumer rights, the PRC Price
Law is more appropriately described as a
consolidation of legislative developments
since the issuance of the 1987 Price Ad-
ministration Regulations.

RETRACING PRC
PRICE CONTROLS

The recently released law is the latest de-
velopment in the evolution of the PRC pric-
ing system. Before 1979, prices for almost
all retail commodities, agricultural products,
and means of production were fixed by the
government. Even after the launching of re-
forms in the early 1980s, which gradually
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increased the share of commodities and ser-
vices with market-determined prices, local
governments and central ministries often
meddled in price setting.

The current price structure was estab-
lished by the 1987 PRC Price Administration
Regulations, which introduced three price
categories: market-determined, government-
guided, and government-set (see Table),
Market-determined prices (shichang tiao
jiejia) apply to more than 95 percent of
commodities and services available in
China. These prices remain closely moni-
tored by the Chinese government. Produc-
ers of commodities and providers of ser-
vices with government-guided prices
(zhengfu zhidaojic) must set prices within
prescribed floating boundaries. Govern-
ment-set prices (zhengfu dingjia) are deter-
mined by relevant government departments
at the national or local level. Government-
guided or -set prices may apply to com-



modities and services that are deemed
crucial to the development of the na-
tional economy and people’s lives; rare
commodities or scarce resources; com-
modities and services under natural
monopoly operations; and important
public utilities or welfare services.
Under the Price Law, this tripartite
pricing system remains in place. The
stated aims of the new law are to stan-
dardize pricing activities, give full play
to prices in the rational allocation of
resources, stabilize the overall level of
market prices, protect the legal rights
of consumers and business operators,
and promote the development of the
socialist market economy. The law ap-
plies to the sale of commodities and
the provision of services but does not
govern interest rates, exchange rates,
or prices of securities. The Price Law is
divided into seven sections: general
principles, pricing acts of business op-
erators, pricing acts of the government,
control of overall price levels, supervi-
sion and inspection of prices, legal lia-
bility, and supplementary principles,

DEGREES OF

Regardless of whether the price of a
good or service is market- or govern-
ment-determined, the Price Law per-
mits the government to take various
steps 1o cope with “emergencies.” For
market-determined prices, Beijing can
establish a reserve system for key com-
modities or price adjustment funds,
which can be used to subsidize prices

CONTROL

or manufacturers in cases of domestic
overproduction, changes in consumer
behavior, or a flood of cheap imports.
Beijing may also implement price floors
when the purchase prices of grain or
other important agricultural products
fall “substantially,” and adopt “interfer-
ence measures” when the prices of key
commodities and services rise signifi-
cantly. Such measures may include re-
stricting price differentials among pro-
duction, wholesale, and retail prices;
reducing profit rates; setting price caps;
and implementing an application and
filing system for price increases. When
the overall market price level of a good
or service fluctuates radically or other
“extraordinary circumstances” occur,
the State Council can invoke emer-
gency measures at either the national
or local level. Centralizing price admin-
istration and freezing prices are among
such measures,

The administrative structure for con-
trolling prices varies by the type of
commodity or service. Prices can be
set or guided by the price bureaus at
the central, provincial, or local level,
with the possible involvement of min-
istries in charge of the relevant indus-
try. For example, in many cases,
provincial governments are responsi-
ble for rice and grain prices, while
mayors oversee vegetable prices.

The Price Law stipulates that gov-
ernment-set and -guided prices are to
be published in publicly available na-
tional or provincial price catalogues.

GOVERNMENT-SET PRICES

Heavy industry
and transportation

Ex-factory prices for natural gas, petroleum, sedan cars, civil aircraft, and
certain types of steel used for railway purposes

Certain grid and sales prices for electricity

Transportation fees and ticket prices for railway cargo and passengers

Light industry

Ex-factory prices for gold, silver, and related products

Ex-factory and retail prices for salt
Retail prices for certain publications

Agriculture Retail, purchase, and inter-provincial allocation prices of grain
Purchase and allocation price for tobacco
Pharmaceuticals

Ex-factory, wholesale, and retail prices for all products

Telecommunications  Calling and roaming charges for mobile phones

GOVERNMENT-GUIDED PRICES

Heavy industry
and transportation

Ex-factory prices for rubber, pig-iron, certain types of steel used in
construction and production, tractors (more than 40 horsepower), and

turbines (more than 100 megawatts)
Cement, copper, tires, and car engines made by designated enterprises

Published prices for certain domestic passenger air tickets

Light industry Ex-factory prices for raw materials for certain synthetic fibers
Agriculture Prices of grain not subject 1o mandatory State purchase
Telecommunications  Installation fees and sales prices for mobile phones

SOURCE: Freshficlds
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The Price Law is the first
piece of PRC legislation to
broadly address unfair
pricing activities,
including remedies

Jfor infringements.

Since the law’s promulgation, how-
ever, revised price catalogues have not
yet been published. According to a
State Development Planning Commis-
sion official, the new catalogues,
drafted by the commission’s Price
Laws and Regulations Division, cur-
rently are under review by the State
Council. Until the revised editions are
issued, categories for government-set
and -guided prices established in three
1992 catalogues and other local and
national regulations remain in force.

TACKLING
UNFAIR PRACTICES

One of the more significant features
of the Price Law is its discussion of
unfair pricing. The Price Law is the
first piece of PRC legislation to
broadly address unfair pricing activi-
ties, including remedies for infringe-
ments. Among the law's provisions on
pricing activities is one on product la-
beling, which requires price bureaus
to issue rules stipulating that commod-
ity price labels specify the product's
name, place of origin, size, weight,
color, pricing unit, and price, among
other details. Services providers must
include details about the service and
billing standards. Sellers may not
charge prices above the labeled
amount or assess unlabeled fees. Vio-
lators are subject to a rectification or-
der from the price bureau, confisca-
tion of illegal income, and fines.

Of greater importance, particularly
to sellers and consumers, is the provi-
sion of Article 14 that addresses ma-
nipulation of market prices by busi-
ness operators, including Chinese
intermediaries, importers, and ex-
porters. The law defines as unfair and
bans the following eight practices:

B Price collusion Neither the 1987
Price Administration Regulations nor
the 1993 PRC Anti-Unfair Competition
Law addressed the issue of firms collud-
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The Price Law

prohibits the fabrication
and spreading of rumors
of price hikes to force

prices to rise “too bhigh.”

ing to fix prices. Price-fixing was first
prohibited in China under Guangdong
Province's implementing regulations to
the anti-unfair competition law. These
regulations barred businesses from di-
viding the market or manipulating com-
modity prices or volumes through con-
tracts, agreements, or other means. The
Price Law adopts a similar provision for
firms nationwide. According to the
Price Law, “business operators shall not
collude in manipulating market prices
and jeopardize the legitimate rights of
competitors or consumers.” Thus, fixing
prices for products that are available at
market prices and not subject to State
control is illegal. The local price bureau
can issue warnings, order violators to
cease price fixing, confiscate illegal in-
come, and impose fines. In “serious”
cases, a qualifier left undefined in the
law, the local price bureau can suspend
the violator’s business temporarily or
ask the local administration for industry
and commerce to revoke its business li-
cense, Violators can only be held liable
for damages to competitors or con-
sumers by a civil court, however. These
remedies also apply to cases of dump-
ing, deceptive pricing, and price manip-
ulation.

B Dumping The Price Law, like the
1993 PRC Anti-Unfair Competition Law
and its implementing regulations, pro-
hibits dumping (gingxiao), which can
affect prices on the Chinese market.
The 1993 law defines dumping as sell-
ing commodities “at prices below cost
with the aim of defeating competi-
tors,” but fails to spell out the defini-
tion of cost (chengben). The Price Law
suggests that “cost” refers to produc-
tion and operation costs. Further, the
new law also permits certain com-
modities to be sold below cost, includ-
ing fresh or live products; overstocked
items; goods with imminent expiration
dates; goods with seasonally reduced
prices; or goods of a firm that is clear-
ing its debt, shifting into other product
lines, or closing.
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In practice, it may be difficult to
prove below-cost sales or a firm's in-
tention to defeat competitors or secure
a monopolistic market position. A
business operator can simply claim
that commodities were overstocked or
that he or she was clearing debt. The
effectiveness of the law’s antidumping
provisions will depend on how the
courts and the price bureau view the
burden of proof for the above excep-
tions, which, according to the lan-
guage of the law, lie with the alleged
violator,

Dumping and price support by for-
eign importers are addressed in the
1997 PRC Anti-Dumping and Anti-Sub-
sidy Regulations. The 1997 regulations
are China’s answer to similar regula-
tions in the United States and Europe
that have been invoked to penalize
imports sold at prices below home-
country production costs. The PRC
regulations were first tested in 1997
against foreign newsprint importers,
who allegedly used dumping tactics to
undersell their Chinese competitors.
On July 9, 1998, the State Economic
and Trade Commission’s Antidumping
Office announced that newsprint im-
ports from Canada, South Korea, and
the United States had damaged the
PRC newsprint industry. Further inves-
tigations and hearings are to be held
before a final verdict is issued. If
found guilty, targeted firms may be
subject to antidumping taxes. Mean-
while, dumping by foreign companies
reportedly is also prevalent in the steel
and shipbuilding industries and has in-
tensified since the slowdown in Asia
reduced prices across the region.

B Spreading rumors of price hikes
The economy of China, with its tight
controls over public information and
its history of discouraging public
analysis of information, is much more
exposed to the risk of rumors than
other, more open economies. Thus, it
is not surprising that the Price Law
prohibits the fabrication and spreading
of rumors of price hikes to force
prices to rise “too high.” In 1996, ru-
mors spread by certain Beijing car
dealers about pending increases of car
registration fees and changes in regis-
tration procedures reportedly lured
some customers into buying cars at in-
flated prices. The provision, however,
leaves unclear both the definition of
“too high” and the issue of whether
the rumormonger should have known
that the information he or she spread
was wrong, or whether he or she is li-
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able even without such knowledge.
Until these issues are clarified, the
provision's usefulness will be limited.
B Attracting business through de-
ceptive pricing Similar to laws in the
United States prohibiting “bait-and-
switch” tactics, the Price Law prohibits
business operators from adopting
“false or misleading means of pricing
to induce consumers or other business
operators to do business with them.”
Though inexperienced customers of-
ten fall victim to such practices, prov-
ing that a business operator intention-
ally misled a customer may be
difficult, as the operator can claim that
the pricing information was erroneous,
B Discriminating against particular
business operations To protect firms
that depend on supplies from busi-
nesses in a monopoly from being
squeezed out of the market by com-
petitors with special relationships to the
monopoly, the Price Law prohibits
price discrimination between business
operators “that are in the same trading
conditions.” Thus, businesses that enjoy
a monopolistic position under PRC law,
such as utilities, may not require con-
sumers to purchase their commodities
or those manufactured or distributed by
their designated business partners if
similar commodities by competitors
meet the required technical standards.
The 1993 PRC Anti-Unfair Competition
Law and the 1993 State Administration
of Industry and Commerce Relevant
Rules Prohibiting Utilities Enterprises
from Restricting Competition contain
similar anti-trust provisions.

B Manipulating prices by incor-
rectly categorizing commodities
When selling goods or services, busi-
nesses may not change the quality
grades of items as a pretext for raising
or lowering prices.

B Illegal profiteering In a provision
that seems too vague to be meaning-
ful, the Price Law forbids businesses
from “seeking exorbitant profits in vio-
lation of provisions of relevant laws
and regulations.”

B Other illegal pricing activities
The law contains a catch-all provision
against “other illegal pricing acts for-
bidden by laws and administrative reg-
ulations.” The difference between ille-
gal profiteering and “other activities,”
and how these vague provisions will
be interpreted, remains unclear. One
possibility is that they are an attempt
to bring profiteering and pricing activi-
ties forbidden by other laws and regu-
lations within the ambit of the Price



Law. The enforcement and penalty
provisions of the Price Law and other
relevant legislation would apply to
such cases. Despite the new legisla-
tion, however, its effectiveness ulti-
mately rests on China's weak enforce-
ment and monitoring mechanisms.

1 addition to curbing unfair pricing
practices, the Price Law attempts to
crack down on businesses that fail to
implement government-guided prices,
government-sel prices, or lemporary
interference or emergency measures.
Local price bureaus are charged with
issuing rectification orders, confiscat-
ing illegal income, and fining the vio-
lator. In serious cases, the price bu-
reau can suspend the violator's
business license.

CONSUMER ADVOCACY

Aside from responding to price
wars in consumer goods markets, the
Price Law addresses recent consumer
complaints of exorbitant prices for
phone installation, medical care, and
education. The law calls for local
price bureaus to hold public hearings
before setting prices of public utilities,
public welfare services, and products

under natural monopolies. Govern- Lo Siste oS

ment price administrators are to con-

sider comments from producers, It remcins 1o
wholesalers, retailers, consumers, and
other concerned parties when deter- be seen ((:bc)fber[)”/)/‘i(_'
mining appropriate price levels. It re-
mdins to be seen whether public par- participation in price
ticipation in price setting, described
by one PRC official as “democracy in \\-(;[”'”g will occur

price setting,” will occur. In the past,

the PRC's “from the masses, to the
masses” approach to democracy has  provisions. The release of the revised
consisted of the public simply endors-  price catalogues will determine what
ing whatever the Party and govern-  impact the new law will have on for-
ment decide. eign firms. Until these supporting regu-
lations and documents are issued, for-
WAITING IN THE WINGS eign businesses and investors would
l'hough the Price Law breaks new do well to heed the antitrust provisions
ground in China’s transition to a mar- in the Price Law, as PRC laws tend to
ket-oriented economy, it is not likely to  be enforced against foreigners more
alter the PRC price structure drastically.  vigorously than against well-connected
The PRC media has portrayed the law  local players. Government-regulated
as a move away from price controls.  prices will continue to affect the prof-
Undoubtedly, positive publicity for the itability, competitiveness, and sales

law will be useful for China in its at-  margins of foreign businesses in China
tempts to secure membership in the But in time, international competition
World Trade Organization. Implement-  and a healthier domestic economy may

ing regulations due later this year or  encourage Beijing to cede price setting
next vear should assist foreign firms in of more commodities and services to

e
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Elections
held in Hong
Kong in May

could have
implications
for the
mainland

Michael I, DeGolyer

is director of the

Hong Kong Transition
Project, a study of
political developments in
Hong Kong through 2007

Commentary

Having
Their Say in
ong Kong

Michael E. DeGolyer

ong Kong's trade and investment preeminence has tended to

obscure the territory’s potential influence on the mainland's po-

litical evolution. Hong Kong accounts for more than 60 percent

of China’s foreign direct investment inflows, is China’s second-

largest trading partner, and is home to hundreds of foreign companies’ re-

gional headquarters. The May elections for the Special Administrative Re-

gion (SAR)'s Legislative Council (LegCo) highlighted, for the mainland and

the world, Hong Kong's system of constitutional order and its vigorous

civil society.
ered apathetic could have
gambit.

lhe new LegCo replaces the Provisional
LegCo that Beijing installed, under much
criticism, on July 1, 1997, The fact that Bei-
jing allowed Hong Kong's political parties
and election process to function and de
velop during the first year of the SAR’s exis
tence boosted prospects for continued sta-
bility and prosperity in both Hong Kong
and China. The recent elections bolstered
hopes among observers worldwide that the
PRC, eventually,
Indeed, the promotion ol

will evolve peacefully into
a democracy.
democracy was an explicit purpose of Pres-
ident Clinton's trip to China in June, which
included the first-ever visit to Hong Kong
by a sitting US president. How Hong Kong's
political and economic systems function has
become a matter of growing interest not
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The surprisingly strong showing by an electorate long consid-
lasting implications for the PRC's greater China

only for the rapidly swelling number of
mainland visitors to the SAR, but also for in
ternational investors
A LABYRINTHINE SYSTEM

Hong Kong's transition to a full, partici
patory democratic system is still under way,
however. The Basic Law stipulates that the
LegCo is to be comprised of 60 seats,
elected by voters belonging to three differ
ent groups: geographic constituencies,
functional con stituencies, and the election
Each of the five geographic
Hong Kong Island, New

committee
constituencies-
Territories West, New Territories East,
Kowloon West, and Kowloon East—encom
passes 1 million—1.6 million residents. First
introduced in 1985, the functional con-



stituencies consist of various business,
professional, trade, and industry
groups. The third electoral body, the
clection committee, is a specially con-
stituted group of 800 permanent SAR
residents within four groups: industry,
commerce, and finance: professional
services; labor, social services, and re-
ligion; and members of the Provisional
LegCo, Hong Kong deputies to the Na-
tional People’s Congress, and repre-
sentatives of other government bodies.
The proportion of LegCo seats to be

clected by each of the three bodies for

the next 10 years also is outlined in

the Basic Law, with the number of

LegCo seats elected by the geographi-
cal constituencies rising from 20 to 30
(see Table). But what steps the SAR
will take in 2007 toward universal suf-
frage for all 60 seats remains to be
seen.

In the May 1998 election, the geo-
graphic constituencies voted on 20
seats through the List Voting System, a
form of |1|‘Hpu|‘li<m.|| representation.
Under this system, voters selected from
lists of candidates. For instance, lists
for Hong Kong Island may have con-
tained any combination of up to four
candidates (the number of seats allot-
ted to the island constituency). Voters
cach chose one list, and the votes for
cach list were then tallied. A candidate
could win a LegCo seat if the list on
which he or she appeared met the par-
ticular territory’s “vote quota”—the to-
tal number of votes cast divided by the
number of seats in the constituency.
Any unallocated seats were then
awarded based on the largest number
of remaining votes.

The functional constituencies, which
varied in size from less than 50 people
to more than 40,000, returned 30 seats.
Some functional constituencies used
the corporate voting method, in which
corporate directors cast their allotted
number of ballots for the entire group,
while other functional constituencies
used the one-person-one-vole princi-
ple. For functional constituencies with
a small number of voters, a candidate
had to secure an absolute majority of
votes to win a seat. Other functional
constituencies elected candidates by a
simple majority of votes

The 800-member election committee
returned 10 LegCo members. Current
or former local Hong Kong political
figures comprised one-fourth of the
committee; voters in the 30 functional
constituencies elected the other three-

fourths. Each election committee mem-

ber cast 10 votes. A simple majority

then determined winning candidates.

WHO'S
IN SAR

Though full direct elections remain

W HO
POLITICS

years away, Hong Kong already boasts
an array of political parties. The Democ-
ratic Party, the largest and first-orga-
party 1990),
staunchly defends and advocates Hong
Kong's autonomy and rule of law, rapid
democratic development, and a variety

nized (established in

of pro-labor, social, and economic poli-
cies. The party tends to be critical of the
Communist Party, locally and nationally,
and the current SAR government. It
dominates the seats directly elected by
the geographic constituencies. The De-
mocratic Alliance for the Betterment of
Hong Kong (DAB), the second-largest
party and established against Commu-
nist Party wishes in 1992, draws its sup-
port mainly from leftist trade unions,
anti-colonialist groups, and left-wing in-
tellectuals and educators, It occupies
seals representing both the geographic
While

more supportive of both the local and

and functional constituencies

national government and intensely pa-
triotic, its social and economic policies
line up more closely with those of the
Democratic Party. The Liberal Party,
pro-business and usually cooperative
with both the local and national govern-
ment (both under UK and PRC rule),
finds its base of support in the func-
tional constituencies. It advocates a fully

What steps the SAR

will take in 2007 towdard
universal suffrage for

all 60 seats remains

to be seen.

elected democratic government, but at a
slow pace and with checks against so
cialist and populist policies.

The Hong Kong Progressive Alliance
is a conservative, pro-Beijing, pro-busi-
ness coalition with nearly all of its sup
porters drawn from the election com-
mittee, though with some from the
functional constituencies, The Frontier
describes itself not as a party, but as a
group advocating radical changes in the
Basic Law, namely, full direct elections
immediately. Tt
pro-working class economic policies
The Citizen's Party, the only consciously
centrist and moderate party, stands with

also strongly supports

the Democratic Party on democracy but
is more moderate on economic and so-
cial issues, and is known for its support
for environmental and women’s issues.

The distribution of the 60 seats
among Hong Kong's main political par-
ties reveals much about the thinking of
the Hong Kong people: they clearly fa
vor greater democracy and social
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The LegCo election
results made clear that
Hong Kong is a
political as well as a

business center.

spending. In the May elections, the De-
mocratic Party won 13 seats; the Liberal
Party, 10; DAB, 9; the Hong Kong Pro-
gressive Alliance, 5; the Frontier, 4; and
the Citizens Party, 1. Independent can-
didates captured 18 seats. (Among in-
dependents, 2 usually vote with the
Democratic Party; 2 with DAB; 1 with
the Liberal Party; and 2 with the Hong
Kong Progressive Alliance.)

Established parties outperformed in-
dependent candidates, who dominated
the Provisional LegCo. “"Populist” can-
didates—those calling for greater so-
cial spending and government eco-
nomic intervention—took more than
90 percent of the popular vote and ac-
quired 31 seats, for a majority in the
LegCo. Critics of the Hong Kong gov-
ernment fared better than supporters.
Pro-democracy candidates captured 70
percent of the directly elected seats,
but only 4 seats from among the 40
functional constituencies and election
committee. Though 1.5 million voted
in the direct election, only about
140,000 Hong Kongers voted for the
functional constituencies' seats, most
of which belonged to the constituency
representing educators,

The differences in vote totals of the
parties demonstrated the weaknesses
of the election rules. One candidate,
Chan Yuen Han in Kowloon East, won
her seat with over 109,000 votes,
while another, Leung Yiu Chung, a
unionist in the New Territories West,
secured a seat with just over 38,000
votes. Thus, voters hardly exercised
equal power. While turnout in each
constituency could be the same—say
50 percent of 500,000 registered voters
choosing from lists containing 3-5 can-
didates in each geographic con-
stituency—some candidates received a
large number of votes, but did not win
a seat. In one case, Frederick Fung re-
ceived more votes than two other can-
didates in different geographic con-
stituencies who won seats; Fung lost
because he ran in a geographic con-

stituency that returned fewer candi-
dates.

ELECTION-YEAR SURPRISES

The LegCo election results made clear
to the new local leadership and its supe-
riors in Beijing that Hong Kong is a polit-
ical as well as a business center. After the
election, Chief Executive Tung Chee-hwa
began to refer to himself as a politician,
an acknowledgement that he must be-
come more than an administrator. The re-
sults also reflect the realization among
voters that effective governance in the
SAR depends not only on a powerful ex-
ecutive and efficient civil service, but also
on a vigorous legislature and multiple
political parties.

Few observers expected such an out-
come when Hong Kong reverted to PRC
rule in July 1997, and no one imagined
that nearly as many residents would vote
in May as voted in the 1991 and 1995
LegCo elections combined. Over 53 per-
cent of a record-high number of regis-
tered voters (2.8 million) trudged to the
polls through one of the worst down-
pours in Hong Kong's history to cast their
ballots. Only a handful of experts argued
that a system designed to “de-politicize”
Hong Kong, weaken political parties, and
return a reliable pro-Tung government
majority would fail on these counts. Nor
did anyone expect that a seven-party
coalition, plus the so-called “Breakfast
Group” of independents, consisting of
roughly 50 of the 60 LegCo members,
would emerge to press Tung to act more
quickly and decisively in alleviating the
impact of the Asian economic slowdown
on Hong Kong. And few predicted that
pro-business candidates in the geo-
graphic constituencies would garner only
8.2 percent of nearly 1.5 million votes
cast, or that the Asian economy would
coincidentally slide to the extent that
Standard & Poor’s Corp. would place
Hong Kong on its review list.

Certainly the importance of politics
has been enhanced, albeit unexpectedly,
by Hong Kong's economic recession, the
first in 15 vears. In June, the government

took the unprecedented steps of freezing
land sales for 9 months, offering billions
of dollars in tax rebates, proposing a
$5.7 billion stimulus package that would
generate a 521 billion budget deficit, and
freezing hundreds of civil service
salaries. Tung announced these dramatic
measures after watching the govern-
ment's approval ratings drop from more
than 60 percent in July 1997 to roughly
30 percent in late May 1998, property
prices and tax revenues plummet, and
annual Gross Domestic Product (GDP)
growth forecasts fall from 5 percent in
March to —2 percent in July.

Support for the government fell further
in July, when chaos struck the new air-
port's airfreight shippers after an attempted
overnight shift to the new facilities. Four
separate inquiries were launched amid
forecasts of a further 0.4 percent contrac-
tion in GDP as a consequence of what
some charged were political pressures on
the shippers. In August, the SAR govern-
ment intervened in the plunging stock
market, buying billions of dollars worth of
blue chips in an attempt to stop specula-
tors from attacking the Hong Kong cur-
rency’s peg to the US dollar.

MAXIMIZING
PEOPLE POWER

With only 30 of 60 seats open to popu-
lar vote until 2007 or later, many assumed
that the Basic Law ensured business and
wealthy elites, including the civil service, a
built-in dominance over Hong Kong poli-
tics. The Basic Law limits spending in-
creases 1o rates of growth and stipulates
balanced budgets, confining legislators 1o
a watchdog role. LegCo members may in-
troduce bills, but all bills must pass by a
majority among the directly elected mem-
bers and also in the functional constituen-
cies, and only after the chief executive al-
lows a vote. In effect, there are two
houses in LegCo, one of popularly elected
social-welfare advocates and another of
business-oriented individuals. The latter
dominate the committee that selects the
chief executive, who has veto power over

all bills.

RS SEIEEAgEE S e Rl S i e I ey SRS L e a0 N ATl RO R,
DisTRIBUTION OF HONG KONG LEGISLATIVE SEATS

GEOGRAPHIC FuNCTIONAL ELECTION
CONSTITUENCIES CONSTITUENCIES COMMITTEE
First election (1998) 20 30 10
Second election (2000) 24 30 [}
Third election (2003-04) 30 30 0
Fourth election (2007-08) * . 0

SOURCE: The Basic Law of Hong Kong SAR
* Not vet determined
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But contrary to widespread percep-
tions, there never was political indiffer-
ence in Hong Kong; there certainly is not
now. The SAR already reports the great-
est degree of petition signing in the
world—each year, more than 40 percent
of Hong Kongers sign one. In 1980, a
million Hong Kong citizens signed a pe-
tition against the construction of the
Daya Bay nuclear power plant in neigh-
boring Guangdong Province. When Bei-
jing suppressed the pro-democracy
movement in 1989; when Japan staked a
claim to the Diaoyu islands in 1996; and
when investment collapsed and retail
rents rose in Hong Kong in early 1998,
groups in the territory made their opin-
ions known publicly. Since the han-
dover, over 1,050 demonstrations have
been held, according to official govern-

ment statistics. In addition, 27 percent of

non-voters and 37 percent of volers re-
port watching or listening to 10 or more
hours a week of current affairs and polit-
ical programming. Hong Kong has the
highest percentage of newspaper reader-
ship of anywhere in the world. Nearly
one in five Hong Kongers donated to a
political group within the last year. And
in the decade prior to Hong Kong's re-
turn, more than half a million people
emigrated or secured a foreign pass-
port—in case political repression in-
creased after the handover. According to
surveys, almost half still report that they
would leave Hong Kong if something
“unacceptable” occurred, such as curbs
on personal freedoms.

BEYOND ELECTIONS

The May elections added voting to
the list of vehicles through which the
Hong Kong populace can voice its
opinion of government policies. Many
of the territory's residents tolerated the
less-than-democratic system in place be-
fore the handover because they be-
lieved their lives in Hong Kong were
better than they would have been in
mainland China. But this attitude has
begun to shift, as Hong Kongers adjust

to self-government. After 2004, the chief

executive and LegCo must decide how
and when to proceed to full direct elec-
tions of all LegCo members and the
chief executive, as stipulated in the Ba-
sic Law and as desired by nearly 90 per-
cent of the voters. International business
may regard the rise in political partici-
pation with trepidation, or it may see
these developments as an opportunity
for Hong Kong to develop in ways that
could contribute to the long-term stabil-
ity both there and on the mainland.

Though Hong Kong faces a number
of problems in constructing a stable po-
litical and economic system, particularly
because of the less-than-democratic
LegCo election system, the best hope for
stability lies in the development of a
ministerial system at the secretary level
whose occupants can be hired and fired
based on performance. Currently, all but
one of the heads of departments are
civil servants. They tend not to lobby for
the chief executive the way the US cabi-
net, for example, does for the President.
They also tend to resist communication
with the media. Recent decisions in edu-
cation, for instance, have been poorly
explained, and thus heavily criticized

The SAR could also benefit from a
clearer link between the chief executive
and political party support. This could be
achieved by what has commonly oc-
curred among coalition governments in
other countries, in which a prime minister
from the lead party in a coalition cedes
the housing or welfare portfolio to a rep-
resentative of one of the other parties in
the coalition. This would involve parties
in governance and, in exchange for
power in a favored area, ensure support
for the executive in LegCo votes. The
greatest danger of such arrangements,
however, is that the SAR government
would make extreme concessions to the
populists or the elite, shifting the Hong
Kong economy toward either interven-
tionism and high taxes or confrontation
between the executive and the populace.

Meanwhile, Hong Kong continues to
suffer from the region’s economic tur-
moil. Yet the economic downturn has
not only helped to alert Hong Kong vot-
ers to the value of the elections as a
way to give voice to their concerns, but
also made Beijing potentially receptive
to reforms. Last October, Beijing clearly
seemed set on enhancing rather than
dismantling its industrial policy by
adopting a form of the South Korean
chaebol system for restructuring State-
owned enterprises. Leaders scaled back
such plans, however, after the Hong
Kong stock market collapsed that same
month. If pluralistic politics, reflected in
liberalization of the election system,
helps maintain stability in Hong Kong
and restores health to the economy,
Beijing may take a closer look at how
the SAR operates and realize that a
more open society and responsive gov-
ernment are competitive advantages that
it can no longer afford to ignore.

If Hong Kong can successfully negoti-
ate the shoals of structural change, the
winds of populism, and economic ty-

P ]
After 2004, the chief
executive and LegCo

must decide how and
when to proceed to fuull
direct elections as desired
by nearly 90 percent

of the voters.

phoons, it will set a powerful example
for Beijing's implementation of political
reforms. Failure in Hong Kong to
achieve a stable and prosperous politi-
cal-economic system, however, would
significantly raise the odds against Bei-
jing accomplishing the same task. These
are familiar stakes to long-time China
players, but not, until now, to those
with investments in Hong Kong. The
May election proved that Hong Kong
shares China’s dynamics, risks, and re-
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Book -+

Bi1G DRAGON: CHINA’S FUTURE—WHAT IT MEANS
FOR BUSINESS, THE ECONOMY, AND THE GLOBAL ORDER

BY DANIEL BURSTEIN AND ARNE
DEKEIZER. NEW YORK: SIMON &
SCHUSTER, 1998. 404 pp. $25
HARDCOVER.

Let me not beat around the bush about
Big Dragon: acquire this book, read it,
share it with friends, give it as a “recom-
mended reading” to acquaintances in the
media and in public life. Daniel Burstein
and Arne deKeijzer have done a miracu-
lous job of integrating the inescapable de-
mands of history and culure that China
imposes on us all with the most current
American domestic debates over US pol-
icy toward the PRC and the calculations
and plans of American businesses

Supremely readable, Big Dragon is a
model of effective book design. With
some of the qualities of a split-screen tele-
vision broadcast, the book enables read-
ers simultaneously to stay with the main
discussion and catch, through judiciously

chosen quotations in the margins, some
pithy and revealing freestanding ideas.
Big Dragon helps to make clear what
China is—where it has been, where it
finds itself now, and where it might go—
complete with the baggage of its im-
mense population, deeply entrenched tra-
ditions of State ideology and corruption,
and dilemmas of poverty and prosperity.
It does not pull its punches about persis-
tent Chinese habits of arrogance, dogma-
tism, and cultural insularity. The book en-

lightens readers on important aspects of

China's domestic politics and economic
policymaking.

The authors steer a course of optimism
between the Scylla of apocalyptic alarm
and the Charybdis of uncritical compla-
cency. The book takes on some of the
most flamboyant examples of each and
offers nicely honed rebuttals, point by
point. Big Dragon should be required
reading for the pro-engagement forces in

the struggle to substitute common sense
for Star Wars in the making of US China
policy.

In short, Big Dragon is the book of the
year, and hopefully for years to come. As
with Richard Madsen’s much more acade-
mic and philosophical study of America’s
moral obsessions with China, China and
the American Dream: A Moral Inquiry
(University of California Press, 1995), Big
Dragon provides Americans with an ex-
tremely important sense of the context of
the twenty-first century US-China en-
counter, and important insights about
both countries. Big Dragon is a solid con-
tribution to a tortured and too-often hys-
terical debate, and should be read by
everyone with an interest in the US-China
relationship.

—Robert A. Kapp

Kobert A. Kapp is president of The US-
China Business Council
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CHINA’S TRANSITION

BY ANDREW J. NATHAN. NEW YORK, NY:
CorumBia UNIVERSITY Press, 1997. 313
PP. $32 HARDCOVER.

In China's Transition, noted China
scholar Andrew Nathan engages in a thor-
ough, enlightening account of China's po-
litical culture and potential for democracy.
Though not written specifically for busi-
nesspeople, the book provides both sea-
soned and new China watchers a valuable
understanding of the political environ-
ment that often affects business in the
PRC.

The first few chapters cover the coun-
try's political history, describing the roots
of China’s repressive political apparatus
and tendency to delegitimize dissent.
Nathan devotes an entire chapter to
China's numerous failed experiments with
democracy, and outlines the major rea-
sons for these failures.

Nathan nonetheless believes that
China eventually will adopt some form
of democracy. He notes that the current
PRC constitution provides for universal
suffrage and direct election of the lowest
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2 levels of the 14-level People’s Congress
system. The government has yet to act
upon many of these and other constitu-
tionally prescribed provisions, however.
Acknowledging China has never at-
tempted to instill democracy in its most
generally accepted sense—open, com-
petitive elections under universal suf-
frage accompanied by the basic free-
doms of speech, and
assembly—Nathan highlights the meth-
ods by which China could implement the

press,

democratic provisions of its constitution.
Perhaps to show that Chinese culture is
not anathema to democracy, the author
contrasts the political system on the
mainland with those of Taiwan—in a
chapter co-authored with Helena V.
Ho—and Hong Kong.

In a chapter co-written with Tianjian
Shi, associate professor of Political Sci-
ence at Duke University, Nathan finds no
support in numerous surveys for the the-
ory that democracy is impossible in
China. A Nathan-Shi survey revealed that
roughly 72 percent of the PRC respon-
dents believed that the government had
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no impact on their daily lives. Though
this finding may be due to the high pro-
portion of respondents with low levels of
education, the fact that few citizens recog-
nize Beijing’s control may blunt demands
for democracy. Shi and Nathan conclude
that the two cleavages in PRC society—
liberals with relatively pro-reform and
pro-democracy views; and conservatives,
who do not prioritize reform and are anti-
democratic—may cvolve into interest
groups as China becomes more open.
Nathan closes the book with a discus-
sion of human rights and US policy to-
ward China. He suggests that the United
States “multilateralize” the human rights
issue by strengthening international hu-
man rights regimes. Lastly, Nathan urges
US business to continue providing techni-
cal assistance, personnel training, and
grants for research as ways to promote a
healthy PRC commercial environment.

—Darlene M. Lico

Darlene M. Liao is assistant editor of The
CBR.
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WORLD INVESTMENT REPORT 1997: TRANSNATIONAL

CORPORATIONS, MARKET STRUCTURE AND COMPETITION PoOLICY

UNITED NATIONS CONFERENCE ON TRADE
AND DEVELOPMENT. NEW YORK, NY, AND
GENEVA, SWITZERLAND: UNITED NATIONS,
1997. 381 pr. $45 SOFTCOVER.

The seventh in the United Nations
(UNY's annual series, the World Invest-
ment Report examines how to maintain
contestability—the free entry and exit of
market participants—in markets in which
transnational corporations (TNCs) invest.
The authors paint a broad, well-balanced
picture of the ways in which liberalization
of a country’s foreign investment regime,
together with its development of policies
that promote fair, competitive markets,
can combine to benefit TNGs and domes-
tic firms alike.

Part 1 of the report outlines the global
and regional characteristics of, and trends

in, foreign direct investment (FDI); esti-
mates actual investment in foreign affili-
ates; and lists the top TNCs in the world
and in developing countries. This section
also offers a brief examination of foreign
portfolio equity investment performance
and its link to FDL Part I covers the issue
of how FDI affects market concentration
and contestability in host countries and in
a global economy.

Readers should not expect a compre-
hensive assessment of China's FDI trends,
market structure, or competition policy,
Rather, the UN report is most useful for
the business reader looking for a general
understanding of the rising importance of
competition policy to FDI and market
openness. As with many UN publications,
however, several of the abundant supple-
mental sidebars and comparative charts

and tables specifically address China-re-
lated issues. One graph, for instance, com-
pares China's status as a leading FDI host
among developing countries, and the
value of international transactions of for-
eign affiliates in China.

Because the report was published in
1997, it lacks an examination of the im-
pact of the Asian financial crisis on re-
ported FDI trends. But the authors” com-
prehensive analysis of FDI leaves the
reader with a useful framework with
which to understand Asia’s ongoing eco-
nomic and political troubles,

—Ann M. Weeks

Ann M. Weeks is assistant editor of The
CBR.

THE DYNAMICS OF URBAN
GROWTH IN THREE CHINESE CITIES

BY SHAHID YUSUF AND WEIPING WU.
WASHINGTON, DC: OXFORD UNIVERSITY
Press, 1997. 248 pp. S60 HARDCOVER.

The Dynaniics of Urban Growth in
Three Chinese Cities is a solid research
report on three of China's major ur-
ban centers—Guangzhou, Shanghai,
and Tianjin. Each of these cities has
undergone significant changes in the
past two decades. The World Bank's
Yusuf and Wu offer policy prescrip-
tions for these cities that can be
plied to China’s other metropolitan ar-

ap-

cds.

The authors contend that the size of
cach city's economy, bureaucracy,
and infrastructure lend themselves to
different types of development. For
example, Tianjin has the potential to
become a major transport hub, while
Shanghai's prosperous hinterlands
support its plans to become a finan-
cial and commercial center. Yet the
authors point out that many PRC cities
have developed in fits and starts, with
city leaders often devoting resources
to urgent problems rather than com-
prehensive planning.

In Shanghai, the authors atribute
the city’'s development to the policies
of fiscal decentralization, central prod-
ding to increase foreign-investment
inflows, and a restructuring of govern-

ment and State-run institutions to fa-
cilitate trade between Shanghai and
the fertile Yangtze delta region.

In analyzing Tianjin, Yusuf and Wu
note that much human capital has
been concentrated in its State-run in-
dustries. The authors suggest strate-
gies for Tianjin to cope with enter-
prise taking
advantage of large land endowments
to build transport facilities or a high-
technology corridor between the city

reforms, such as

and Beijing.

Geography, meanwhile, has plaved
a4 tremendous role in Guangzhou's
growth. The authors argue that the
autonomy enjoyed in Guangzhou in
the early reform years made the city
one of the most prosperous in the
country. While Guangzhou will con-
tinue to benefit from its head start,
Yusuf and Wu maintain that the city
will have to reform its State-owned
enterprises more aggressively if it is to
keep up with inland areas with less
expensive labor and land.

Though the in-depth nature of the
study may not appeal to business
looking general
overview of China's investment cli-
mate, The Dynamics of Urban Growth
provides a wealth of information most
useful to marketers, human resource

readers for a

managers, economists, and others

with an interest in urban development
and growth in China. —Alan R. Kabn

Alan R. Kahn is the former business
mandger of The CBR.
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DOING BUSINESS WITH CHINA, SECOND EDITION

EDITED BY JONATHAN REUVID AND L1
YonG. Lonpon: KoGan PAGe L1p., 1997,
558 pp. HKS 1,000 SOFTCOVER.

The second edition of Doing Business
with China provides a comprehensive de-
scription of the PRC business environ-
ment, past and present. As in the 1994
publication, this edition contains a series
ol articles written by officials, consultants,
lawyers, and accountants from the United
States, the PRC, and the Hong Kong Spe-
cial Administrative Region (SAR). With a
foreword by Wu Yi, PRC State councilor
and former minister of the Ministry of For-
eign Trade and Economic Cooperation,
and Sir Leon Brittan, vice president of the
European Commission, the project is
clearly the result of high-level cooperation
between China and the United Kingdom.

The first half of the book provides
overviews of China's economy, adminis-
trative system, and foreign trade and in-
vestment climate. This section covers the
major issues for foreign companies in
China, including taxation and joint-ven-

ture rules and regulations. The issues sur-
rounding China’s World Trade Organiza-
tion accession negotiations are also out-
lined, though recent progress has made
this section slightly outdated. Though use-
ful for newcomers secking background
on these operational issues, the volume
lacks detailed discussion of the daily chal-
lenges, from distribution to human re-
sources, facing foreign investors in China.

The concise snapshots of specific in-
dustries, provinces, and major cities fea-
tured in the second hall of Doing Busi-
ness with China, by contrast, are likely to
prove more useful to businesspeople on
the ground in the PRC. For example, the
chapter on cities and provinces provides
major economic indicators, localities” en-
dowments of natural resources, as well as
provinces” major international export and
import markets and patterns of foreign
capital utilization. The survey of Chinese
industry contains overviews of a variety of
industries. from the construction and
dairy sectors, to medical equipment and
paper.

In some respects, this book is the vic-
tim of its own ambitions. An effort to pre-
sent a broad range of issues comes at the
expense of in-depth analysis. The guide's
discussion of the public relations sector in
China, for instance, is more an introduc-
tion for the uninitiated than a detailed dis-
cussion of the common problems foreign
firms encounter in marketing their prod-
ucts in the PRC. Moreover, most of the
statistics, which are from year-end 1996,
and in some cases year-end 1995, indicate
general trends, but are not as comprehen-
sive as other resources dedicated to re-
porting statistical data.

Doing Business with Chinea is nonethe-
less a useful reference, both for veterans
with longstanding commitments to the
China market and newcomers.

—Karen M. Sutter
Karen M. Sutter is director of Business

Advisory Services at The US-China
Business Council in Washington, DC.
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CHINA’S NEw BUSINESS ELITE

BY MARGARET M. PEARSON. BERKELEY:
UNIVERSITY OF CALIFORNIA PRESs, 1997,
224 pp. $35 HARDCOVER.

China’s New Bustness Elite examines
the impact on China's political system of
the emerging class of managers of for-
eign- and private-sector enterprises.
Through extensive interviews with 51
managers of foreign-invested and private
enterprises and foreign representative of-
fices, and careful research of the PRC
business climate, Margaret M. Pearson
contributes valuable evidence that eco-
nomic reforms may not necessarily drive
political liberalization. Her focus is on the
PRC citizens who, because of their close
contact with foreign and free-market busi-
ness practices, are the most likely to have
been exposed o liberal political ideas.

Though the book is intended for an
academic audience, business readers with
Chinese employees in their PRC opera-
tions may find revealing the economic
and political forces that have shaped the
views of these employees. Pearson details
the range of opinions held by PRC man-
agers on major issues, from the 1989 gov-
ernment suppression of demonstrators to
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corruption. The managers, interviewed
during separate visits in 1991 and 1995,
for the most part tended to be ideologi-
cally independent. Most opposed a strong
role for the Communist Party in business
management, and called for greater eco-
nomic reform than was occurring at the
time (the most recent moves to overhaul
State-owned enterprises are likely to be
welcomed by this group). At the same
time, however, only a small minority of
managers, most of whom were based in
southern China and/or had spent time
studying or working overseas, were en-
thusiastic supporters of “democratization.”
The majority of interviewees, if they were
willing to discuss politics at all, took the
relatively conservative line that reform
had to proceed in an orderly fashion, or
the country would risk a descent into
chaos.

Pearson identifies “clientelism,” or the
informal and formal relations between
business and government officials, as a
major restraint on foreign and private sec-
tor managers’ autonomy. Clientelism in-
terferes with the ability of these managers
to form a cohesive group, whether to
achieve economic or political ends. Pear-
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son claims, though, that foreign compa-
nies have pushed strenuously for an end
to such practices in the form of greater
transparency and regulation. As a result,
the foreign-invested sector finds less of a
need than does China's private sector for
“informal relations™ with government offi-
cials.

Pearson concludes that China’s busi-
ness elite is unlikely 1o lead the call for
greater political freedoms. She asserts
that China’s current state-society rela-
tions, which she characterizes as a com-
bination of clientelism and “socialist cor-
poratism” (strong government control of
business and society through State-domi-
nated, it not governmental, institutions),
is likely to persist in China for some time.
It would be interesting to hear what her
interviewees would say today, or a year
from today, about the government's re-
cent moves to accelerate the pace of eco-
nomic reform—and whether they hold
the same views as before on political
change.

—Catherine Gelb

Catherine Gelb is associate editor of The
CBR.



THE ASIAN DEVELOPMENT BANK ANNUAL REPORT 1997

SINGAPORE: TiEN Wan Press (P1E) L1D.,
312 pp, SOFTCOVER.

The 1997 annual report from the
Asian Development Bank (ADB) pro

vides a comprehensive overview of

ADB activities, including useful data
on China. Interspersed among detailed
statistics about Gross Domestic Prod
uct (GDP), financial services, and for-
eign exchange ratios for debtor coun
tries are charts tracking social factors,
such as environmental protection and
adult literacy, which give a broader
picture of each country’s overall eco
nomic development

The annual report devotes a small
Asian cconomic
While by no means the most compre

section to the crisis
hensive analysis in print, the ADB re
port nonetheless offers a concise sum-
mary of events, a lucid explanation of
the markets” collapse, and a fair as
sessment as to what measures coun
tries need to adopt in the future,

For the China-oriented businessper
son, the ADB report has several sec
tions of interest, beginning with a
four-page description of ADB's 1997
operations in the PRC and China's
general economic performance. Focus
ing on inflation, external trade, and
domestic policy, the report analyzes
these and other economic indicators.
For example, while foreign direct in
vestment inflows grew by 13 percent,
both agricultural and industrial output
declined. The service sector grew by
8.2 percent as inflation dropped by 2.8
percent. Other charts illustrate changes
in China's GDP and consumer price
lT'ldL'\, per a.l|>]I.l Cnergy UIH'\llIIlpIIUIl.
merchandise trade, and savings rate

The report also details some of the
macroeconomic issues China faces,
such as State-owned enterprise (SOE)
reform, financial restructuring, and
growing income inequalities. Empha-
sizing the relationship between bank
ing and SOE reform, the authors ex-
plain why reforms are needed and how
the PRC government will attempt to im
plement such measures. In addition,
the report touches on PRC government
attempts 1o reduce regional develop-
ment inequalities. Another important
section of the annual report is a coun
try-by-country profile of the Bank's op
erations, including country-specific
strategy, policy dialogues, and lending

and technical assistance programs

'he graphs and charts in the an-
nexes, which list all projects, are an
invaluable resource in comparing ADB

activities in China with those in other
countries. China was the third-largest
ADB borrower in 1997, receiving $656
million in loans and $19.5 million in
technical assistance grants
Other
approvals by country, distribution of

All projects
are listed charts include loan
lending, projects with co-financing, to
tal external debt, and net flow of fi
nancial resources.

While
tered, the ADB annual report is re

not exclusively China-cen-

plete with economic and statistical
data about China and how it stacks up
against its neighbors. As such, it is an
invaluable resource for the Asia-savvy
businessperson

Julie Walton

Julie Wealton is research assistant for
The CBR.
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Trends

PRC GOVERNMENT RESTRUCTURING CONTINUES

The central government has
moved ahead with the reorganiza-
tion of a large number of govern-
ment ministries, first proposed at the
March 1998 meeting of the National
People’s Congress. Though the re-
structuring may slow somewhat as a
result of the country’s lagging econ-
omy, certain government institutions
are already undergoing significant
transformation.

In August, the State Council ap-
proved a restructuring scheme for
the People’s Bank of China (PBOC).
According to the plan, PBOC will
cut its payroll from 1,500 to 500, and
the number of departments from 23
to 18. The Bank Management De-
partment and Foreign Financial Insti-
tution Administration will be dis-
solved and their responsibilities
assumed by two new departments.
Department No.1 will oversee the
five top State-owned commercial
banks, the Agricultural Bank of
China, the Bank of China, the Bank
of Communications, China Construc-
tion Bank, and the Industrial and
Commercial Bank of China, as well
as the State-run People’s Insurance
(Group) Corp., known as PICC. De-
partment No.2 will regulate other
domestic commercial banks and all
foreign banks. PBOC will retain its
Insurance Department, but the de-
partment’s streamlined portfolio will
include only domestic commercial
insurance. Control of the nation’s so-
cial security system will be ceded 1o
the new Ministry of Labor and Social
Security. Finally, the State Adminis-
tration of Foreign Exchange, until
now a relatively independent au-
thority that reported directly to the
State Council, will fall under the
PBOC umbrella.

The reform of PBOC is part of a
broader effort to overhaul the ailing
financial sector, particularly the
debt-burdened banking system. The
State-run banks currently carry mas-
sive levels of nonperforming loans
of State-owned enterprises (SOEs).
As the SOEs themselves undergo re-

structuring or outright bankruptcy,
the banks will need to slough off
this debt and begin lending on strict
commercial terms. How soon the
banks will be able to move forward
in this process remains uncertain,
however. To stimulate the economy,
the government has stepped up its
funneling of State funds through the
banks to SOEs. Nevertheless, the
government appears committed to
financial-sector reform. Beijing re-
cently announced measures that will
increase foreign bank participation
in the sector. Shenzhen, Guangdong
Province, will be opened to foreign
banks, which are currently permitted
to conduct local-currency business
only in Shanghai. The minimum
capital requirement was also raised
to ¥100 million ($12 million) from
¥30 million ($3.6 million), and the
eligible foreign banks will be able to
offer a number of new services,
such as jointly underwriting loans
and issuing certificates of deposit.

STREAMLINING
ELECTRONICS AND TELECOM

Also of concern to foreign busi-
nesses, primarily those in the infor-
mation technology sector, is the new
Ministry of Information Industry
(MID). MII was formed in March
through the merger of the Ministry
of Posts and Telecommunications
(MPT), the Ministry of Electronics In-
dustry (MEID), and certain depart-
ments of the former Ministry of Ra-
dio, Film, and Television (MRFT)
and the military.

The new ministry regulates elec-
tronics and information product
manufacturing, and is to oversee the
development of the telecommunica-
tions and software sectors. MIT will
assume the regulatory functions of
the former State Radio Regulatory
Office and the former State Informa-
trion Office. It will also direct plan-
ning and regulatory development for
China's radio and television (includ-
ing cable) transmission networks,
previously under the former MRFT,
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which was downgraded in March to
the State Radio, Film, and Television
Bureau. China Aerospace Industry
Corp. is to relinquish overall plan-
ning for a satellite telecom network
to MII. In addition, MII will assume
the responsibilities of the reorga-
nized Commission for Science, Tech-
nology, and Industry for National
Defense for domestic coordination
of satellite orbits. Price management
for telecom services, previously un-
der the former State Planning Com-
mission, will also now be under
MIT's jurisdiction.

Though the full impact of MII's
creation will take time to sort out,
the streamlining may help to level
the playing field between competi-
tors China Telecom and Unicom. An
open, competitive environment has
been established on a trial basis in
northern Tianjin, with Unicom en-
joving operational scope equal to its
larger counterpart. Though domestic
competition may improve, the con-
solidation of MII may increase resis-
tance to liberalization. Thus, any
short-term benefits to foreign firms
of the MII restructuring are likely to
be indirect as a consequence of in-
tensified competition between the
two PRC telecom giants.

MII also represents an attempt to
divorce the regulatory and business
arms of MPT, and to consolidate in-
formation technology regulation un-
der a single authority. But the lead-
ership lineup of MII reflects the
less-than-equal balance of power
between MEI and MPT. In addition
to the fact that former MPT chief Wu
Jichuan has assumed the top post,
MII includes roughly 230 staff from
MPT and only 80 officials from MEL

—Steven Shi and Catherine Gelb

Steven Shi is associate director of the
US-China Business Council's Beijing
office. Catherine Gelb is associate
editor of The CBR.



How DOES CHINA RATE?

Recent surveys, covering issues of
capital accessibility and investment
risk, have kept China in the rating
spotlight
created by the California-based Milken
Institute, ranks Hong Kong third and

I'he Capital Access Index,

the mainland ninth among 31 emerg
ing markets in terms of capital avail-
ability. The amount of capital accessi-
ble 1o a market, the institute reports, is
d |\L'\ indicator of economic health.
The index measures how successfully
national institutions allocate financial
resources, based on 17 indicators of fi-
nancial market health, including gov-
ernment spending versus Gross Do-
mestic Product, stock market volatility,
and the degree of foreign ownership
allowed.

By contrast, China ranks third
among the world's largest emerging
markets in terms ol investment risk,
according to Standard and Poor's DRI
1998 Country Risk Review. Though
China's position has improved over its
second-place ranking last vear, the
PRC investment climate remains sub-
ject 1o the effects of the ongoing slow-
down in export growth and the possi-
bility of remnminbi devaluation. The
DRI ranking is based on an evaluation
of over 50 variables, including eco-
nomic trends, economic risk and do-
mestic politics, and government poli-
CIeS,

Such assessments as DRI's appear to
have influenced few major multina-

tionals, however. Twenty-one of the
top 30 multinationals listed on
Fortune's Global Top 500 companies
have invested in a combined total o
175 projects in China. These invest-
ments are worth $17.5 billion, and 72
percent have been profitable.

With such high levels of foreign in
vestment, it comes as little surprise
that China ties Brazil as the top emerg-
ing-market destination for expatriates,
according to Windham International.
But survey results culled from 184 re
spondents from 177 companies also
revealed China to be the country that
presents expatriates with the greatest
Among the factors consid-
ered in the survey are family adjust-

challenges

ment and children’s education.

Expenses also remain relatively high
in China. A recent survey conducted
by Geneva-based Corporate Resources
Group ranks Hong Kong as the
world’s most expensive city for expa
triates, surpassing Tokyo. Beijing,
Shanghai, and Guangzhou are ranked
third, fifth, and seventh respectively.
New York, the most expensive US city
on the list, ranked 21st on the list of
150. Asia’s financial slowdown has
had an impact on the rankings, which
are based on the cost of more than
200 goods and services, including
housing, food, clothing, cars, and en
Lertainment.

—Darlenie M. Liao

Short

MAKING RoOoM
FOR PRIVATE JETS

With a special facility for corporate
jets and their passengers scheduled to
open in October, Hong Kong's new
Chek Lap Kok airport could well be
come a hub for private planes. The
Business Aviation Centre will have its
own customs, immigration, and jet ser-
vice arcas and will function, in effect,
as an airport within an airport. Hong
Kong's previous airport, Kai Tak, had
insufficient space to guarantee landing
slots for private jets. This deterred
wealthy Hong Kongers from owning
personal planes. The new center al
Chek Lap Kok is expected to boost air

craft sales in the region. and may help
foreign corporate jets eventually gain
landing privileges at mainland airports.

Sour’s ON

With Chinese spending up to 55 per-
cent of their earnings on food, drink,
and tobacco products, economic
growth has kept stoves hot. Meat con-
sumption rose by 10 kg per person be-
tween 1991-96, according to a recently
released Euromonitor International sur-
vey, and coffee consumption increased
from 1.7 g to 5 g per person. The Chi
nese are still loval to rice, however; ay
crage consumption of rice per person
rose 45 kg between 1991-96.
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MORE BOOKMARKS FOR SINOPHILES

From information technology (IT) to English translations of PRC laws, the following websites offer useful information for all

China watchers:

http://www.mercurycenter.com/business/asia An
extension of Mercury Center's website on technology de-
velopments in the United States, the Asia Tech Update
web page posts timely briefs (with links to the full-text
reports) on happenings in information technology
throughout Asia, including China and Hong Kong. Briefs
are posted daily, and the archive carries a week's worth
of clips. Access to this website is free.

http://www.NikkeiBP.AsiaBizTech.com The Nikkei BP
AsiaBizTech website launched by Nikkei BP BizTech of-
fers visitors a window on Asian developments in elec-
tronics, the Internet, personal computers, and high-tech
business strategies. The site's home page contains daily
snapshots of leading information technology stories
across Asia, but the “News Center” page allows browsers
to select news by country dating back to January 1. Visi-
tors can complete an online registration form to receive
free, daily e-mail newsletters, and gain access to corpo-
rate and government press releases and a calendar of
technology-related tradeshows and conferences across
Asia.

http://www.qis.net/chinalaw The Chinalaw Web, ad-
ministered by University of Maryland School of Law
alumnus Charles D. Paglee, and sponsored in part by the
China Law Society at the University of Maryland School
of Law, is a useful source of information on China’s laws
and legal system. Visitors can access the Chinese or Eng-
lish versions of laws of the PRC, Hong Kong, Macao, and
Taiwan, on topics ranging from accounting and agro-
chemicals to intellectual property and securities. The
website also features analyses of PRC commercial laws
and regulations regarding representative offices and the
advantages of certain investment vehicles, among other
topics. Like other websites, Chinalaw Web provides links
to related sites.

http://www.news.bbc.co.uk/hi/english/world/
default.htm This section of the BBC Online website of-
fers press reports on late-breaking economic, political, and
social developments across the world. Visitors can click on
the Asia-Pacific link to read stories specifically related to
China and Hong Kong. The site also contains links to
other China-related news sources and a short list of rele-
vant past BBC Online stories. Access to the website is free.

http://www.chinatoday.com Created and managed by
InfoPacific Development, China Infohighway Communi-
cations Co. Ltd., and Beijing Rightway Consulting Co.
Ltd, this site is in its third year on the World Wide Web.
China Today gives visitors a well-rounded introduction
to the PRC, including its military, banking, financial, and
educational systems. Overviews of Chinese art and enter-
tainment, government agencies, international trade activi-
ties, investment and business opportunities, and legal
services are also posted. Access to this website is free.

THE CHINA BUSINESS

http://www.justice.gov.hk Part of the Hong Kong Depart-
ment of Justice website, the Bilingual Laws Information Sys-
tem offers English and Chinese versions of Hong Kong
statutes, constitutional documents, and PRC laws applicable
to the Special Administrative Region. Visitors also may ac-
cess this free website to use its glossary of legal terms, also
in both English and Chinese. New and amended laws typi-
cally are posted within three weeks of the date of publica-
tion in Hong Kong's Gezette.

http://www.chinainvest.net.cn/eindex.htm The Guide to
China Investment website was launched by the Commission
of Investment Information Service of the China Information
Industry Association, in collaboration with Globlink Economy
& Technology Co., Lid. Visitors can access, free of charge,
general information about China’s Economic and Technologi-
cal Development Zones, summaries of the investment climate
for certain regions, and background information about se-
lected investment opportunities. Visitors with Chinese-lan-
guage web browsers can also read about recent investment
trends. Companies or individuals that apply for membership
have access to additional fee-based Internet services.

http://www.hrichina.org The website of Human Rights in
China (HRIC) is dedicated to disseminating information
about the implementation of human rights standards in the
PRC. This website makes available to visitors personal sto-
ries of PRC dissidents and human rights activists, China’s
laws, media and censorship information, HRIC press re-
leases, and copies of United Nations human rights docu-
ments. Information on the cost and availability of various
HRIC publications is also accessible on the website.

—Ann M. Weeks
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Julie Walton

China =

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 attention of the editor

SALES AND INVESTMENT
Foreign or Hong Kong party/Chinese party

Accounting and Insurance

OTHER

Deloitte & Touche LLP (US), The World Bank
World Bank approved loan, and D&T won contract, to develop
and implement the China Tax Administration Information
System. 6/98,

Advertising and Public Relations
INVESTMENTS IN CHINA

Global Directory Services Co., a unit of Bell Atlantic
(US)/Shanghai Telephone Directory Corp.
Established joint venture (o sell advertising in Shanghai's
Yellow Pages, (US:49%-PRC:51%). $2.3 million. 6/98,

OTHER

Ogilvy Healthcare, a unit of Ogilvy & Mather Worldwide, Inc.
(us)
Opened offices in Beijing, Guangzhou, Hong Kong, Shanghai,
and Shenyang to serve the health care industry exclusively.
5/98.

Agricultural Commodities
and Technology

CHINA'S IMPORTS

Government of Thailand
Will sell 200,000 tons of rice to the PRC. 7/98

Abbreviations used throughout text: ADH: Asian Development Bank; BOC Bank of China
CAAC: Civil Aviation Administration of China; CNAIEC. China National Automotive Imporn
Export Corp, CATIC. China National Acro-Technology Import-Expont Corp. CITIC China
International Trust and Investment Corp, CITS. China International Travel Service, CNOOXK
China National Offshore Oil Corp.. CNPC. China National Petroleum & Gas Corp. ETDZ
Economic and Technological Development Zone, 1CBC Industrial and Commercial Bank of
China, MIL Ministry of Information  Industry; NA. Not Available; NORINCO: China North
Industries Corp.: P&T: Posts and Telecommunications; PBOC: People’s Bank of China, SEZ
Special Economic Zone, SINOCHEM: China National Chemicals Impon-Expont Corp.; SINOPEC
China National Petrochemical Corp.. SINOTRANS. China National Foreign Trade Transportation
Commussion; UNDP: United Nanons Development Program: NICOM

China United Telecommunications Corp

Corp.. SPC: State Planni

May 16 - July 15, 1998
Arrangement, value, and date reported

INVESTMENTS IN CHINA

Associated British Nutrition (UK)/Shanghai Huinong
Industrial Co.
Established animal feed joint venture with an annual capacity
of 180,000 tons. (UK:60%-PRC:40%). $6.8 million. 6/98.

Wan Industry Corp. (Japan)/Guangcai Group Development
Co. Ltd. (Liaoning)
Formed joint venture to develop and distribute fast-maturing
dung fertilizer. 6/98

Kubota Ltd. (Japan), Marubeni Corp. (Japan)
Set up joint venture in Suzhou, Jiangsu Province, to
manufacture and market combine harvesters. $5 million. 5/98

OTHER

The United Nations World Food Program/Ministry of
Agriculture
Will provide loan for agricultural projects aimed at eliminating
poverty in Anhui Province. $3.3 million. 6/98.

The World Bank
Authorized loan for the Agriculture Intensification Project in
Anhui, Hebei, Henan, Jiangsu, and Shandong provinces.
$300 million. 6/98.

The World Bank
Granted loan for expanding and upgrading seed production,
storage, and processing in 14 Chinese provinces. $100 million,
06/98

The World Bank

Approved loan for the Forestry Development in Poor Areas

project for western China. $200 million. 5/98.

Banking and Finance

OTHER

Banque Nationale de Paris (France)
Opened branch office in Beijing. 6/98
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Chemicals, Petrochemicals,
and Related Equipment

CHINA'S IMPORTS

Phoschem, Cargill, Hydro Farmland (US)

Will supply SINOCHEM with phosphate fertilizers. $400 million.

0/98.

INVESTMENTS IN CHINA

Ciba Specialty Chemicals (US)/Xiangtan Chemical Industry
Research and Design Institute (Hunan)
Formed joint venture to process chemical pigment with an
annual capacity of 200 tons. (US:49%-PRC:51%). $7.5 million
7/98.

Duga Paints & Varnishes Industry (Yugoslavia)/Golden Fish
Paint Co. (Beijing)
Set up joint stock company to manufacture paints and
varnishes for the Chinese market. (Yugoslavia:30%-PRC:70%).
53 million. 7/98.

Exxon Chemical Eastern Inc., a subsidiary of Exxon Corp.
(US)/Shanghai Petrochemical Co.
Established hydrocarbon resin production joint venture
(US:600-PRC:40%), $29 million. 7/98

BASF AG (Germany), Imperial Chemicals Industries (UK)
Will establish a joint-venture chemical plant near Shanghai to
produce polvurethane. $650 million. 6/98

Chevron Chemical Co., a unit of Chevron Corp. (US)
Received approval 1o construct a wholly owned polystyrene
production plant in Jiangsu Province. 6/98,

Ciba Specialty Chemicals (US)/Shenzhen Shekou Guangjin
Chemical Co. Ltd. (Guangdong)
Established joint venture to process chemicals. (US:85%-
PRC:15%). $745,000. 6/98.

Montedison SpA (Italy)/China Petroleum Technology &
Development Co.
Will jointly construct and operate a polypropylene chemical
plant in Rengiu, Hebei Province. 6/98.

Electronics and Computer Software
INVESTMENTS IN CHINA

NEC Corp. (Japan)/NA
Set up joint venture in Beijing to develop application-specific
integrated circuits. (Japan:60%-PRC:4000). 7/98.

Intel Corp. (US)
Opened plant in Shanghai to test and assemble flash-memory
chips. $198 million. 6/98.

ST Microelectronics (France)/Shenzhen Hi-Tech Industrial
Co., a subsidiary of Shenzhen Electronics Group Co.
(Guangdong)
Opened joint-venture semiconductor plant in Guangdong
Province with an annual production capacity of 730 million
units. (France:60%-PRC:40%). $100 million. 6/98

Three-Five Systems Inc. (US)

Opened a 17,820 sq m liquid crystal display production facility
in Beijing. $4.4 million. 6/98.
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OTHER

AT&T/Shanghai Post International Mail Order Co. Ltd.
Will build a computer and telecommunications call center in
Shanghai for use by mail order companies. 7/98.

Microsoft Corp. (US)/Dalian Information Industry Bureau
(Liaoning)
Will jointly develop information technology infrastructure,
strategies for software industry regulation, and software
education centers in Dalian, Liaoning Province. 6/98

Engineering and Construction
CHINA'S IMPORTS

Daw Technologies (US)
Will provide wall, ceiling, floor, and air circulation systems for a
semiconductor plant in Tianjin. $18 million. 5/98.

CHINA'S INVESTMENTS ABROAD

China State Construction Engineering Corp.
Won contract to build a 2.5 km bridge in Bangkok, Thailand.
$702 million. 7/98,

Laos Import-Export Service/China Yunnan Corp. for
International Techno-Economic Cooperation
Will jointly construct a cement production plant in Laos with an
annual capacity of 200,000 tons. $39 million. 5/98.

INVESTMENTS IN CHINA

Hitachi Ltd. (Japan)/Guangzhou Elevator Industry Co.
(Guangdong)
Formed joint-venture elevator and escalator manufacturing
factory. $65 million. 7/98

Compagq Corp. (US)/Seastar Group (Shanghai)
Will establish a joint-venture engineering design company
06/98

Digital Equipment Corp., a subsidiary of Compaq Computer
Corp. (US)/Beijing Founder Electronics Corp.
Established joint venture to provide computer network and
systems integration services, (US:50%-PRC:50%). $20 million.
06/98,

Environmental Technology
and Equipment

CHINA'S IMPORTS

Dasibi Environmental Corp. (US)
Will supply the State Environmental Protection Administration
with air-quality monitoring systems. $4 million. 6/98.

INVESTMENTS IN CHINA

Générale des Eaux (France)/Chengdu Municipal Government

(Sichuan)
Generale des Eaux will build a water treatment plant and install
27 km of piping under an 18-year build-operate-transfer
agreement. $100 million. 7/98.

OTHER

ADB
Granted loan for an environmental improvement project in
Xian, Xianyang, and Tongchuan, Shaanxi Province. 6/98.



The World Bank
Approved loan for irrnigation and water management projects in
Xinjiang Uygur Autonomous Region. $150 million. 6/98

The World Bank
Authorized loan to control flooding, improve drainage, and
build water transportation networks within the Taihu Basin,
which encompasses parts of Shanghai, and Jiangsu and
Zhejiang provinces. $200 million. 6/98

The World Bank
Granted loan for urban environmental improvement projects in
Nanning and Guilin, Guangxi Autonomous Region. $92 million
6/98

Food and Food Processing

INVESTMENTS IN CHINA

Flo Asia (Japan)/Jin Hui Beijing Group
Set up joint-venture brewing company. (Japan:60%-PRC:40%)
$2 million. 7/98.

Shirako Co. (Japan)
Received approval to form wholly owned subsidiary in
Shanghai to process and distribute seaweed. $200,000. 6/98

Machinery and Machine Tools

INVESTMENTS IN CHINA

Aktiebolaget SKF Co. (Sweden)/Wafangdian Bearing Co.
(Shanghai)

Established joint venture to make machine bearings.
(Sweden:31%6-PRC:49%). 528 million. 7/98.

Medical Equipment
and Devices
CHINA'S IMPORTS

ADAC Laboratories (US)
Will provide the Beijing Medical University Affiliated Hospital
with a molecular coincidence detection camera. 7/98.

Hewlett-Packard Co. (US)
Will supply the Ministry of Public Health with medical
equipment. $10 million. 6/98.

US-China Industrial Exchange, Inc. (US)
Will provide the Ministry of Public Health with medical
equipment. $15 million. 6/98.

INVESTMENTS IN CHINA

US-China Industrial Exchange, Inc. (US)/China Academy of
Medical Sciences (Beijing)
Inaugurated private, joint-venture hospital in Beijing. (US:90%-
PRC:10%). $4 million. 7/98

OTHER

The World Bank
Approved loan for upgrading rural health care facilities
$85 million. 5/98

Metals, Minerals, and Mining
CHINA'S EXPORTS

Ladish Co. (US)
Will import 1,200 tons of titanium ingot from Sino-Titanium
7/98.

CHINA'S INVESTMENTS ABROAD

Vietnam Steel Corp./China Steel Corp.
Will launch joint venture in Vietnam to produce cold-rolled
steel. (Vietnam:34%-PRC:66%). $100 million. 698

NA (Zambia)/Foreign Engineering and Construction Group
Corp. of China Nonferrous Metal Industry
Agreed to jointly invest in the Chambishi copper mine in
Zambia. (Zambia:15%-PRC:85%). $150 million. 6/98.

INVESTMENTS IN CHINA

China Clipper Gold Mines Ltd. (Canada)/Xi'an Hexing
Industrial Co. (Shaanxi)
Set up joint venture to explore for gold in Pangjianhe, Shaanxi
Province. $10 million. 7/98

Stockdale Prospecting Ltd. (Australia)/Sichuan Geological
Prospecting Bureau
Formed joint venture to prospect for diamonds in Sichuan
Province. 6/98.

Petroleum, Natural Gas,
and Related Equipment

CHINA'S IMPORTS

Government of Iraq
Sold 18 million barrels of ¢rude oil 1o China National Chemicals
Import and Export Corp., under the UN oil-for-food program.
06/98,

INVESTMENTS IN CHINA

Exxon Chemical Eastern Inc., a subsidiary of Exxon Corp.
(US)/Jinzhou Petrochemical Co. (Liaoning)

Set up joint venture to make lubricant additives. (17S:50%-

PRC:50%). 7/98,

Atlantic Richfield Co. (US)/China United Coal Bed Methane
Corp.

Formed joint venture to drill for methane gas. S60 million. 6,98
Phillips Petroleum Co. (US)/China United Coal Bed Methane
Corp.

Established joint venture to drill for methane gas. $12 million.

0/98

Pharmaceuticals

INVESTMENTS IN CHINA

NA (Tanzania)/New Technology Application Center (Shanxi)
Set up joint venture in Shanxi Province to manufacture
pharmaceuticals for export to Tanzania. (Tanzania:45%-
PRC:55%). $2.5 million. 7/98

Gist-Broicades Pharmaceutical Co. (The Netherlands)/
Zhangjiakou Pharmaceutical Factory (Hebei)
Established joint venture to manufacture and market penicillin,
ampicillin, and amoxicillin products. (The Netherlands:50%-
PRC:5000). $62 million. 6/98
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Kirin Brewery Co. Ltd. (Japan)/Kunpeng Investment
Development Co. (Shanghai)
Announced joint venture to manufacture drugs to treat renal
failure, 6/98.

Ports and Shipping

INVESTMENTS IN CHINA

Norton Lilly (US)/Sinotrans Shanghai
Received approval to set up joint-venture forwarding and
transport company. (U5:500-PRC:500%). 7/98.

China Merchants Co. (Hong Kong), Preussag Noell Co.
(Germany)
Established joint venture in Longhai, Fujian Province, to
manufacture port equipment and container cranes
(Germany:70%, Hong Kong:3000). $40 million. 6/98

OTHER

Altana (Germany)/Hua Wei, a unit of China Medical Tribune
Signed a licensing agreement with Hua Wei to market stomach
ulcer drugs in China. $10 million. 7/98

Power Generation Equipment
CHINA'S IMPORTS

Deutche Babcock Energie & Umwelttechnick AG (Germany)
Will install two 660 MW anthracite-fired boilers in Dezhou,
shandong Province. $150 million. 7/98.

Utility Translation Systems, Inc. (US)
Will deliver data collection equipment to the Shanxi Provincial
Electric Power Co. 7/98.

General Electric Co. (US)
Will supply the Huaneng Group with power turbine engines.
$161.7 million. 6/98,

Stone & Webster, Inc. (US)
Will provide engineering design and structural steel for the Jiu
Tiang Thermal Power Plant in Jiangxi Province, $19 million.
5/98.

INVESTMENTS IN CHINA

Deutsche Babcock Energie & Umwelttechnick AG, Siemens
AG (Germany)/Huaneng Power Development Co.
(Shandong)
Will jointly expand an existing power facility with the addition
of two coal-fired units. $150 million. 6/98

General Electric Co., Hawkins International Inc. (US)/Petrol
China Services (Hainan)
Will jointly build and operate a power plant on Hainan Island
$1.5 billion. 6/98

Johnston Development Co., Southern Energy Inc.
(US)/Shanxi Enhua Energy Co. Ltd.
Set up joint venture to build a 300 MW coal-fired power unit in
Gujiao, Shanxi Province. (US:49%0-PRC:51%). $500 million. 6/98

Merloni Co. (Italy)/Meidi Group (Guangdong)
Will expand current joint-venture agreement to include the
production of commutator motors. $16 million. 6/98.
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Oxbow Energy & Minerals Group, Sithe China Holdings
(US)/Zhejiang Provincial Power Board
Formed joint venture to build a 600 MW coal-fired power plant
in Zhejiang Province. (US:40%-PRC:600%0), $415 million. 6/98.

Telluride International Energy (US)/Zhejiang Wenzhou
Power Generating Co.
Announced joint venture to build power plant. $415 million.
0/98.

OTHER

The Beard Co. (US)

Opened representative office in Beijing. 7/98

Energex (Australia)/Shenzhen Energy Group Co. Ltd.
(Guangdong)
Will jointly study and develop proposal for restructuring the
government-owned electricity industry in Shenzhen. 6/98

The World Bank
Granted loan to develop electric power generation systems in
Hunan Province. $300 million. 6/98.

Property Management and Development

CHINA'S INVESTMENTS ABROAD

Republic of Equatorial Guinea/China Orient Group
(Heilongjiang)
Will undertake a public housing construction project in
Equatorial Guinea. $300 million. 6/98.

Far Investment Co. (S. Africa)/China Orient Group
(Heilongjiang)
Will jointly construct an industrial park in Cape Town, South
Africa. $150 million. 6/98.

INVESTMENTS IN CHINA

Sewa International Development Inc. (US)
Will invest in the construction of a convention center in Guilin,
Guangxi Zhuang Autonomous Region, $90 million. 6/98.

OTHER

RTLK International Ltd. (US)
Won contract to design the Shanghai Science Museum Center.
7/98.

Woodhead International (Australia)
Received contract to design the Shanghai Chartered
Accountants Training Center and the Tian Yu Plaza Project in
Nanjing, Jiangsu Province. $90 million. 7/98.

Days Inn of America, Inc. (US)
Opened 10 hotels in China. 6/98.

Telecommunications

CHINA'S IMPORTS

Alstom SA (France)
Will supply high speed optical transmission network
equipment to China Telecom. $13 million. 7/98.

ArrayComm (US)
Will supply Guangzhou Telecom with a wireless local loop
system. 7/98



Datacraft Asia (Singapore)
Will build and install a videoconferencing network in Fuyang,
Anhui Province, for the Anhui P&T Administration. $450,000.
7/98.

Comverse Technology Inc. (US)
Will install voice-messaging deployment system in Hubei
Province. $5 million. 6/98,

Datacraft Asia (Singapore)
Won contract to supply the Fujian, Sichuan, and Jilin P&T
administrations with multi-service bandwidth frame-relay
switching equipment. $17 million. 6:98.

Glenayre Technologies Inc. (US)
Will deliver paging infrastructure equipment to Hing Tat
Investments Lid, in Henan Provinee, $8.5 million. 6/98.

Lucent Technologies (US)
Will provide the Tianjin P&T Administration with optical
networking transmission technology. $10 million. 6/98,

Lucent Technologies (US)
Will deliver cable network distribution equipment to the Hubei
Provincial CATV Co. §4 million. 6/98.

Lucent Technologies (US)
Will supply China Telecom and the Guangdong P&T
Administration with optical-fiber transmission equipment.
502 million. 6/98,

Motorola Inc. (US)
Will provide the Shanxi and Zhejiang P&T administrations with
GSM network expansion equipment. 31360 million, 6/95.

NEC Corp. (Japan)
Will supply and install personal handphone mobile telephone
systems in the Great Hall of the People and surrounding
huildings. /95,

Oy Nokia AB (Finland)
Will install mobile switching centers, location registers, and
hase station controllers for the Zhejiang Mobile
Communications Co. Ltd. $200 million. 6/98.

Oy Nokia AB (Finland)
Will provide the Yunnan P&T Administration with equipment
to expand the GSM network. S150 million. 6/98.

Alstom SA (France)
Will supply the Shanxi P&T Administration with technology 1o
expand the GSM network. $35 million, 3/95.

ECI Telecom Ltd. (Israel)
Will deliver synchronous digital hicrarchy system to Kunming,
Yunnan Province. $5.3 million. 5/98.

LM Ericsson AB (Sweden)
Received contract from the Wuhan P&T Administration, Hubei
Province, to install mobile switching centers, base station
controllers, and radio base stations. 878 million. 5/98.

IM Ericsson AB (Sweden)
Will provide the Heilongjiang P&T Administration with
equipment to expand their GSM network. S172 million. 5/98.

Northern Telecom (Canada)
Will supply the Heber Bureau of Radio. Film, and Television
with optical and radio transmission equipment. $4 million.
5/98.

INVESTMENTS IN CHINA

Creative Link Corp. (Japan)/Xinhua News Agency, Shanghai
branch
Will develop an international fax services company. 7/98.

Po Wing Kwan International Holdings Ltd. (S. Korea)/NA
Formed joint-venture telecommunications investment company.
(8. Korea:7000-PRC:30%). $280 million. 7/98.

Motorola Inc. (US)/Jinping Group Co. (Guangdong)
Set up joint venture to develop, produce, and sell general
switchboards for GSM networks. $12 million, 6/98.

Motorola Inc. (US)/China Eastern Communications Co., Ltd.

(Zhejiang), Zhejiang Technical Import & Export Corp.
Announced venture 1o manufacture and supply digital cellular
equipment. $210 million. 6/98.

Siemens AG (Germany)/Chengdu Post and
Telecommunications Equipment Factory, Chengdu
Telecommunication Cable Co. Ltd. (Sichuan)

Entered joint venture to develop, manufacture, and market

network-access equipment. (Germany:50%-PRC:50%).

$28 million. 3798

Transportation

CHINA'S IMPORTS

Unisys Corp. (US)
Will install automated passenger processing equipment in
Betjing Capital International and Shenzhen airports,
55.0 million. 7/98.

The Boeing Co. (US)
Received orders from the PRC for 10 aireraft. S400 million.
06/Y8,

Energy Research Corp. (US)
Licensed its nickel-zine battery technology for the production
of electric bicycles and scooters to the Xiamen Daily-Tse
Chemical Co. in Fujian Province. $3 million. 6/98.

INVESTMENTS IN CHINA

ABC Rail Products Corp. (US)/Ministry of Railways
Formed joint venture to manufacture cast-steel rail car wheels.
(US:40%-PRC:60%). $41 million. 7/98.

Yulon Group (Taiwan)/Fujian Auto Industry Group
Received approval to set up a joint-venture van production
facility. $60.3 million. 7/985.

AB Volvo (Sweden)/China Heavy Duty Truck Group Co.
(Shandong)

Formed joint venture to manufacture and market trucks. 6/98.

Adtranz (Germany)/Changchun Car Co. (Jilin)
Announced joint venture to manulacture mass transit rail cars.
(Germany:50%-PRC:S0M). 6798,

Carrera International Co. (US)/Liuzhou Huali Group Damper
Plant (Shanghai)
Established plant to manufacture automobile dampers, with an
annual capacity of 700,000, (US:30%0-PRC:70%). $3.8 million.
6,98
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Eaton Corp. (US)/Shenglong Group Co.
Set up joint venture to manufacture viscous fan drivers for the
PRC truck market. (US:70%-PRC:30%). 6/98

General Motors Corp. (US)/FAW-Jinbei Automotive Co.
(Liaoning)
Announced joint venture in Shenyang, Lizoning Province, to
manufacture pickup trucks and sport-utility vehicles.
$230 million. 6/98.

Teksid, a subsidiary of Fiat Group (Italy)/Shanghai

Automotive Group, Yuejin Motor Group Co. (Shanghai)
Established joint venture in Jiangsu Province to manufacture
iron casting cylinder block engines for China’s automotive
market. (Ttaly:500%-PRC:30%). $80 million. 6/98

TRW Inc. (US)/Shanghai Anting Industrial General Co.
Formed joint venture to produce engine valves for passenger
cars in China. (US:86%0-PRC:14%). $10 million. 6/98.

United Technologies Corp. (US)/Shanghai Electric Machine Co.
Set up joint venture to manufiacture automotive cooling fan
modules. (US:50%-PRC:50%). $8.5 million. 6/98.

Corning Inc. (US)
Received approval to build a plant to manufacture high-grade
ceramic catalytic converters. $77 million. 5/98.

Gold Peak Industries (HK), a subsidiary of GP Batteries
International Ltd. (Singapore)/Shanghai Jinting Automobile
Harness Ltd.
Announced creation of joint venture to manufacture auto
harnesses and supply spare parts. $3.2 million. 5/98.

Kia Motors Corp. (S. Korea)/Jiangsu Yueda Co.
Established joint venture in Jiangsu Province to manufacture
sub-compact cars. $15 million. 5/98.

OTHER

ADB
Authorized loan to support road construction in Hebei
Province. 5180 million. 6/98.

The World Bank
Approved loan to support highway development in Gansu
Province and the Ningxia Hui and Inner Mongolia autonomous
regions. 5230 million. 6/95.

Miscellaneous

OTHER

Government of Tajikistan/Government of the PRC
Granted loan to Tajikistan as part of an economic stimulus
package. $100 million. 6/98

The European Union/Government of the PRC
Granted aid funds for promoting environmental policies,
developing the Tibetan economy, and expanding China's
technological base. $92 million. 6/98.

The World Bank
Authorized loans for the Qinba Mountains Poverty Reduction
Project in Sichuan Province, $180 million. 6/98.

The World Bank
Approved loan for the Southwest Poverty Reduction Project in
Guizhou Provinee and Guangxi Zhuang Autonomous Region.
$247.5 million. 6/98.
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POSITIONS WANTED

Attorney seeks posn with co. committed to devt. of trade
w/PRC. 3 yrs. exp as in-house counself for PRC owned N.
American co. Extensive prior litigation exp. 1998 Master of
Law-Intl Trade & Competition Law. Thesis compared PRC
& Canadian JV laws. Email: ykermits@yahoo.com, Tel: (416)
492-2773 Or mail: 1704-3151 Bridletown Circle Toronto,
Onct., CANADA M1W2t1

PRC natl. w/US MBA, 7 yrs. exp. w/JV/SOE'’s seeks posn.
in fin., mgmt., or consltng in US. Contact: Zhang,
xz1129a@aol.com, (T/F): 202.244.7812

CLASSIFIED AD RATES

$10/line, four-line minimum (540)

36 characters per line, including all spaces

& punctuation. Submit only typewritten ads

and send with payment 6 weeks before issue to:

The China Business Review
Classified Advertising
IB18 N Street, NW
Suite 200
Washington, DC 20036, USA



We Give You The Best
China Service, Everyday

HONG KONG

QINGDAO » SHANGHAI
XINGANG
AVJING » ZHANGIUGANG
YIME

FUZHOU » NANTONG
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Ist Course ® Over 100 years of service to and from China
® 13 MOL offices located throughout China ® Multi-
lingual and multinational transportation professionals.

2nd Course ® Excellent internal communication between
China and North America sales and operations teams for
seamless supply chain management.

Entrée ® Seven weekly calls between Hong Kong and
North America @ Two weekly calls at Yantian @ Weekly
calls at Shanghai and Qingdao ® Integrated feeder network
covers all key China ports ® Worldwide logistics and
distribution network, including Shanghai Longfei Co.,
MOL (Hong Kong) Logistics, Ltd., MCS, Lid., AMT
Freight and MOL Intermodal, Inc.

Dessert ® State-of-the-art terminals in Shanghai, Hong Kong,
Yantian, L.A., Oakland, Seattle, Vancouver and Portland
@ Extensive global service, which includes a complete Trans-

pacific, Transatlantic, Intra-Asia and Intra-Americas network.

For reservations please call: Atlanta 404-763-0111, Chicago
312-683-7300, Long Beach 562-983-6200, New Jersey
201-200-5200, Seattle 206-464-3930

Profit From The Global Power



Health. These days better health is something that more people in China can

look forward to. Now that Kodak is making mammography and oncology imaging

products readily available in China, hosg ays to help their patients.

Our premier mammog ion and more detail than
previous Kodak flha. I ast cancer. In addition, we
are creating public eg omen about the importance
of breast cancer blogy is also playing a crucial role
in oncology. quality that allows
oncologists to verify that radiation trea s are being applied appropriately. Health
imaging is only part of Kodak’'s $1 billion investment in China, but it's definitely
the most rewarding. For us, these are the most important pictures we’'ve taken.
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WWW.KODAK.COM
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