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FOREWORD

The economic relationship between Japan and China was the centrepiece
of a research project carried out by the Business and Economics section
of the German Institute for Japanese Studies (DIJ) between 2000 and
2002, focusing in particular on corporate strategies, international man-
agement and human resource development. As a result of this research
“Focus China — The New Challenges for Japanese Management”, assem-
bles up-to-date research by a number of European, American and Japa-
nese scholars. The book presents an analysis and an evaluation of the
various microeconomic aspects of the Sino-Japanese relationship. By
focusing on competitive strategies, investment, economic and business
co-operation as well as management activities and strategies and other
topics, this book will help to close a gap in the landscape of Sino-
Japanese literature on the microeconomic level. It will be a useful, if not
an essential tool for students, scholars and managers doing business in
Japan and China.

The German Institute for Japanese Studies (DIJ) in Tokyo, founded
in 1988, is one of Germany’s foreign research institutes and is concerned
with research on contemporary Japan. The Institute is thus a manifesta-
tion of the awareness in Germany of the need to obtain a better under-
standing of Asia and Japan in particular. To this end, the DIJ conducts
research in the fields of the humanities, the social sciences and the
economy of modern Japan, as well as in the area of Japanese-German
relations (www.dijtokyo.org). In January 2001, the DIJ organized, in
cooperation with the Fujitsu Research Institute (FRI), an international
conference in Tokyo entitled “Japan and China: Economic Relations in
Transition”. We would like to extend our thanks to Mr. Toshihiko Fukui,
former Chairman of the Economic Research Center from the Fujitsu
Research Institute (FRI), currently President of the Bank of Japan, and
Mr. Dennis S. Tachiki, former Senior Economist at the Fujitsu Research
Institute (FRI), currently Professor at Tamagawa University, Tokyd, for
their hospitality and friendly co-operation in the course of this confer-
ence. The majority of contributions in this volume are based on presen-
tations from this conference.

I would like to thank all those who contributed to this volume and
made its publication possible; special thanks are due to Hanns Giinther
Hilpert, former Senior Research Fellow at the Business and Economics
section of the German Institute for Japanese Studies (DIJ), now Senior
Research Associate at the German Institute for International and Security
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Irmela Hijiya-Kirschnereit

Affairs, Berlin, and René Haak, Deputy Director and Head of the Business

and Economics Section of the German Institute for Japanese Studies who

conceived the original idea for this book and who efficiently oversaw the
editing.

Irmela Hirya-KIRSCHNEREIT

Director, German Institute for Japanese Studies

Tokyd, December 2003
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INTRODUCTION

René Haak and Hanns Giinther HILPERT

At the start of the new century, China is probably the most interesting but
also the most risk-laden market in Asia. The reasons for this lie in the
interaction between various economic, social and political factors. Since
1980 China’s economy is growing at 8-10% per year — an unprecedented
achievement even in East Asia.

The foundations for this economic development were laid in the eco-
nomic and political reforms of the late 1970s and a more open attitude
towards the rest of the world. In recent years, the economic dynamism
has been spurred by foreign direct investment and the increase in trade
that this has initiated. The Chinese government continues to rely on
increasing public investment, which also stimulates growth. Joining the
WTO has brought further impetus to this development.

China is not a consistently uniform economic area. Manufacturing,
commerce and buying power are concentrated mainly in the coastal
regions, where virtually all leading multinational companies have estab-
lished a presence. In the North-East lie the old heavy industry areas. The
modern technology and service centre Shanghai is developing in the East
and, since the formation of the first special economic zones, the dynamic
economy of the southern regions is developing along the lines of the
former British Crown Colony, today the Special Administrative Region,
Hong Kong. Personal income is rising, particularly in the industrial cen-
tres, and new groups of buyers with a lot of money to spend need to be
supplied with high-quality consumer goods. Both Western and Japanese
companies trading on a global basis can no longer leave China as a
production base and as a market out of their strategies.

New forms of business organization and logistics systems along with
changes in market requirements and international competition environ-
ments have been the key factors behind the changing patterns of geo-
graphical organization in globally active Japanese companies. These com-
panies have established sophisticated models for production based on
various technologies. Ever widening product ranges, increasing numbers
of variants, the establishment of system suppliers, decreasing manufac-
turing penetration and accelerated market consolidation through merg-
ers and strategic alliances are characteristic of development at the begin-
ning of the 21st century — also in China. Development, which overall is
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speeding up, is particularly apparent in the shrinking life cycle of new
products in the Chinese market. No major Japanese company can serious-
ly afford to neglect the Chinese market in the long-term if it wants to
maintain its position in global competition.

It is clear that the two most important economies in East Asia are
Japan and China. Despite the dynamic growth of its economy over the
last 20 years, China still has a long way to go to catch up with Japan. In
industrial and technological terms, Japan is still the dominant economy
in East Asia, although China closes the gap somewhat each year. The
Sino-Japanese political, economical and cultural relationship has a long
history, which has not always been free of tension. Particularly in the 20th
century, the relationship between the two nations went through difficult
periods and even led to military confrontation.

At the beginning of the 20th century, China was made to feel Japan’s
superior strength in its desire for regional dominance. Japan made terri-
torial claims and asserted rights of sovereignty. The goal of Japan’s policy
in the 20s and 30s of the last century was to subjugate its neighbour and
exploit the abundance of raw materials, beginning in 1922 when troops
were dispatched to Shandong, continuing with the establishment of the
Manchukuo puppet state and finally erupting into open war against
China in 1937.

As Japan expanded aggressively into China, Japanese businesses in-
vested in production and service facilities in order to profit from the rich
resources of the country. In this phase of entrepreneurial interest in China,
the Chinese market was not the crucial attraction for Japan. From a
business point of view, the priority was to create the conditions for
meeting the demands of the Japanese market which were determined to
a not inconsiderable extent by the consequences of Japanese expansion.
With its catastrophic defeat in August 1945 Japan had to withdraw from
the Chinese mainland. All investment was lost. After World War II, there
was no reconciliation between the two countries. On the contrary, the
tensions between China and Japan continued. For Japanese businesses,
China appeared to be closed as a market and as a supplier of resources for
many years, if not decades to come. Particularly for Japan, with its dearth
of raw materials, this important source for rebuilding seemed no longer
accessible. Japanese companies had to realign; the United States of Amer-
ica became a valuable and reliable partner in the recovery of Japanese
companies and the Japanese economy.

China took a different path. Having become communist in 1949 it
aligned itself with the Soviet Union with which it signed a friendship and
assistance treaty directed against Japan in 1950. With the San Francisco
Peace Treaty (1951) and the security agreement signed at the same time
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with the USA, Japan was locked into a bilateral alliance. The outbreak of
the Korean war intensified the confrontation between the Communist
and the non-Communist camps considerably. Japan established diplo-
matic relations with Taiwan, but not with the People’s Republic of China
(PRC), which was not a signatory to the San Francisco peace treaty.

The U.S. policy of containment for China was circumvented by the
Japanese business community as early as the 1960s. Resourceful Japanese
companies recognized early on the opportunities offered by business
relationships with Chinese companies. China was again seen as a busi-
ness proposition. Private trade relations in the interests of both sides were
revived. In 1964, this entrepreneurial activity even resulted in the unoffi-
cial opening of trade bureaus, which Japanese policymakers did not
refuse to approve. At this early stage in the renewed business rapproche-
ment, the state did not provide collateral for business relations nor did it
guarantee loan commitments.

During this period, the Japanese government upheld the principle of
separation of politics and business (seikei-bunri) towards the PRC. Japa-
nese companies were intended to profit from the relations with China, but
without acknowledging the politics of the Chinese leadership. A change
in Japanese policy towards China only took place at the beginning of the
1970s, when in July 1971, the American President Richard Nixon travelled
to China and revived the political dialogue between the USA and China.
The political leadership in China was also interested in settlement with
Japan. Since the 1950s, Japan had been achieving high rates of economic
growth; some of the Japanese companies were about to become world
leaders. China saw in Japan a potential source of advanced production
technology and modern items of equipment for the development of its
own technology and economy, which could only be exploited if relations
were normalized. Official development aid (ODA) by Japan, which China
implicity understood as a form of compensation, perhaps even as a kind
of tribute, was only available after the political relationship between the
two countries improved. The aid from Japan was not considered as
voluntary support but was seen in relation to the Japanese war debt. As
China had foregone formal reparation under the peace treaty of 1978, for
the atrocities carried out by the Japanese during the war in China.

From the Chinese point of view, the Japanese development aid and the
associated influx of private investment capital are welcome. However, the
Chinese government regards the Japanese commitment to co-operation
with a certain amount of scepticism, assuming that Japan is trying to
make permanent the foreign trade and technological dependency rela-
tionship that exists between Japan as an industrialized country and the
developing countries of East Asia. From the Japanese point of view, the
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interests of Japanese companies in the development aid are served by
profitable exports and direct investment. From an economic point of
view, Japan’s interests lie in a peaceful relationship so that the economic
interaction between Japan and China can continue to develop. It should
not however be forgotten that the different assumptions and interests
associated with the Japanese development aid to China only removed
tension between the countries temporarily. Indeed, the aid was in many
cases the source of bilateral conflict.

The high point of the normalization policy was the signing of a joint
declaration by the Heads of Government of Japan and China, Kakuei
Tanaka and Zhou Enlai, on 29 September 1972. With this declaration
Japan recognized the PRC as the only legal Chinese government and both
sides agreed to exchange ambassadors. This was a big step diplomatical-
ly, which was intended to have long-term positive effects on the economic
relations between the two countries. After 23 years, diplomatic relations
were resumed with the Chinese mainland. Japanese-Chinese relations
underwent further normalization on 12 August 1978 with the signing of
a peace and friendship treaty. Japanese and Chinese companies also
profited from this political development.

With the establishment of diplomatic relations in 1972 and the signing
of a long-term trade agreement, which followed, an expansion in trade
volume rapidly became apparent. Economic development in the last 20
years has been favourable to the development of trade on both sides. Also
the Declaration on Building a Friendship and Co-operation for Peace and
Development in 1998 was import for the development of the Sino-Japa-
nese relationship. Although development of bilateral foreign trade is
subject to periodic fluctuation, the increase in exports and the intensifica-
tion of financial and technical co-operation show that there is consider-
able economic potential on both sides. This applies both to opening up
the Chinese market by Japanese companies and to the growing competi-
tiveness of Chinese products in Japan or in other Asian markets. There is
a clear trend: the increasing integration of the two economies. Japanese
and Chinese companies are the driving forces behind this development.
They face each other across a changing competitive environment, which
is posing new challenges to corporate creativity and ability. How do
Japanese companies react to the challenges and opportunities offered by
China?

In Chapter 1, Jorg Raupach-Sumiya’s article “Chinese Firms as
Emerging Competitors of Japanese Firms” provides a comprehensive
overview of China’s growing international competitiveness in manufac-
turing and of the possible implications for Japanese management and for
Japanese industry as a whole. It explores the key question of “What are
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the potential competitive advantages of Chinese firms vis-a-vis Japanese
firms?” By applying Michael Porter’s concept of “National Competitive
Advantage” in his analysis, Jérg Raupach also investigates the question
of which sectors of industry will experience increased competitive pres-
sure with China’s continued involvement and looks at the issue of poten-
tial strategies that Japanese companies can develop to respond success-
fully to the changes in the competitive environment.

Economic and technological competition between businesses and,
viewed from a broader angle, between countries, plays a crucial role in
the economic development of a country. It results in new product and
process innovations, stimulates advances in management thinking and in
the development of successful competition and market strategies. How-
ever, co-operation also forms a fertile base for economic development.
The relationship between China and Japan in the area of economic, tech-
nological and scientific collaboration has also revived since the mid-
1970s. Foreign direct investment was a driving force behind the rapid
economic development in China in the 1980s and 90s. However, this
investment should not be considered in monetary units alone. At the
same time, it is an important source of technology and knowledge trans-
fer, one of the main reasons why China was opened up after the collapses,
the upheavals and depredations of the Cultural Revolution.

China’s opening occurred after Deng Xiaoping announced a new eco-
nomic policy at the end of 1978. Step by step, Chinese cities and regions
were offered as attractive locations for foreign investment. Over the last 20
years, the regional distribution of Japanese foreign direct investment has
shifted focus. North America and Europe now receive less, East Asia has
gained. Within East Asia there have also been changes. First it was the
NIEs, then the ASEAN states and later increasingly China forms the centre
for Japanese direct investment abroad. These regional shifts within East
Asia are in line with the flying geese model in which the comparative
advantage moves from more developed countries to countries which are in
the process of catching up. This is a standardized sector-based develop-
ment pattern from import to export, typical for an industrial catch-up
process. When production starts, protected in the early stages against com-
peting imports, the proportion of imports to domestic market supply fall
continuously, possibly until the country can meet domestic demand itself.
As soon as an adequate level of international competitiveness has been
achieved, the country starts exporting, allowing the companies to build up
more production capacity which is accompanied by economies of scale and
contributes not inconsiderably to strengthening their competitiveness. In a
dynamic correlation, the countries also “flying” in the flock of geese on the
one hand force the leading countries out of the traditional sectors, whilst on
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the other hand they lose their own position to their pursuers. This is a very
dynamic process in which benefits conferred by location and the availabil-
ity of competitive advantage in the sectors involved are not fixed, but move
from country to country. The economic and technological operations of
many Japanese companies in China has not exactly slowed down China’s
path through the “flying countries”. In the early 1990s, the Japanese in-
dulged in a real China euphoria, which was demonstrated by the very high
sums Japan invested directly in China peaking in 1995. However, in the
second half of the 1990s this entrepreneurial euphoria faded away. Even
before the Asian crisis in 1997-98, business success in the Chinese economic
arena was assessed with caution. A fall in direct investment indicated
scepticism. Factors contributing to economic restraint included practical
and legal problems in day-to-day business activities in China, rising costs,
profits on the low side and doubt whether all the necessary reforms in
state-run businesses and in the banking system could be successfully con-
cluded. Despite these reservations, China remains for the mid and long-
term one of the most promising target regions for Japanese companies. As
a matter of fact China’s entry into WTO gave once more rise to a forceful
upswing of Japanese direct investment in China.

Japanese businesses have in recent years subjected their strategies to
review. The strategy they had pursued for years — to use China mainly as
a cheap location for production — seems to have reached its limits. Japa-
nese businesses are focusing increasingly on the Chinese consumer mar-
ket. Business efforts are no longer directed at the mass market; specific
niches frequently seem to promise more.

In Chapter 2, “Japan’s Manufacturing FDI in China — Its Characteris-
tics in Comparison”, Shigeki Tejima examines the development of Japa-
nese direct investment in China in the 1990s. He analyses the particular
characteristics of this development and draws comparisons with other
target regions for Japanese business. He also investigates the question of
how shifting production out of Japan will work in the future. In this
context he looks at the hollowing out problem (kiidoka). Kidoka will
become increasingly acute as more and more industrial production is
moved to China. Manufacturing abroad is a fixed component in interna-
tional Japanese companies allowing them to remain in global competi-
tion. Hollowing out in manufacturing (monozukuri no kiidoka) is seen as a
particular problem in Japan in the last decade. Koizumi’s government is
attempting to counteract this development, making efforts to attract for-
eign investment to Japan in order to strengthen the home manufacturing
base. The goal is to double direct investment within five years and make
Japan an attractive location for foreign companies. Foreign business is
seen as the key to reviving the domestic economy.
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The establishment of new dynamic businesses in fast-developing
economies such as South Korea, Taiwan, Hong Kong and Singapore
together with the increasing presence of businesses operating on a global
basis from Japan and other Western industrialized countries are examples
of the rapid changes the corporate world has undergone in recent years.
The collapse of the planned economies in Eastern Europe, the economic
re-alignment of the PRC and the evolution and consolidation of large
unified economic entities such as the European Union (EU), the North
American Free Trade Agreement (NAFTA) and the ASEAN states have all
drawn new features on the economic map of the world. Key words such
as internationalization, globalization and interculturality now character-
ize this process, which is challenging management anew to maintain or
gain competitive advantage. It makes demands on the strategies and
organizational concepts of international companies, but also offers nu-
merous opportunities for entrepreneurial creativity.

The increasing speed of globalization will have a substantial effect on
the way Japanese companies do business. Against the background of this
development, the Chinese market presents Japanese businesses with
many challenges and opportunities. From the Japanese SME point of
view, the best place to which to relocate manufacturing processes seems
to be in North East China (Manchuria). Greater Shanghai and the region
around Beijing and Tianjin have also met with interest on the part of
Japanese management in recent years. Particularly in North East China,
the potential labour force required by mechanical manufacturing process-
es is available on a sufficient scale. Due to the size of the population in the
North Eastern provinces of China, real wages are unlike to rise as quickly
in the mid-term as in other economic centres in China. Furthermore,
North East China is geographically closest to Japan. It comes as no
surprise therefore that the north of the country became the preferred
location for investment for Japanese SMEs in the 1990s.

In Chapter 3, “Sogo Shosha Quo Vadis? The Strategies of the Japanese
General Trading Houses in the Chinese Market”, Hanns Giinther Hilpert
is looking at the activities and strategies of the Japanese general trading
houses entering the China market. Since the sog6 shosha, which is a special
type of firm unique to Japan, are shaken by structural change and are
fighting for survival in the transforming Japanese and the globalizing
world market, their activities in their in strategic terms foremost impor-
tant foreign market, have a wider meaning. Hanns Giinther Hilpert is
first presenting the rationale of the s6g0 shosha within the framework of
institutional economics and then analysing their China business, namely
its foreign trade, investment, infrastructure development, retail and
wholesale activities. He concludes that the sogo shosha do adapt to a
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changing world first by vertical integration into trade, second by becom-
ing a more specialized company, third by focussing on investment and
fourth by localization abroad. All these moves can be notably observed in
China. The actions mentioned above make the sggo shosha become more
and more an investment holding company and thus increasingly resem-
bling to a western firm type. However, by virtue of their integral trading
function, the s6go shosha is likely to differ permanently from the Western
firm types.

In Chapter 4, Shoichi Itd deals with the “Human Resource Manage-
ment in China”. One of the key factors for business success in China is
focused human resource management, orientated towards the specific
requirements of the competitive environment. Shoichi It6 examines hu-
man resource management in Japanese subsidiaries in China, including
how various types of employees are recruited and developed. In his
analyses and accounts, he refers to investigations that he carried out in
Japanese companies in Beijing and Shanghai.

In Chapter 5, “Playing the China Card: The China Strategy of the
Taiwanese Electronics Industry and the Japanese Response up to 20007,
Douglas B. Fuller examines the emerging strategies for China in the two
largest segments of Taiwan’s electronics industries (personal computers
and integrated circuits). In this contribution Douglas B. Fuller focuses on
the challenges and opportunities that these emerging strategies represent
for Japan’s own electronics industry. The Taiwanese and Japanese strate-
gies for dealing with competition and using technology are compared.

In Chapter 6, “Risk and Motivation in Sino-Austrian Joint Ventures in
China”, Christian Hirt and Ursula Schneider analyse different models
for external trade and their implications for joint ventures involving
partners from both developed and emerging economies. They ask in how
far experience in Sino-Western joint ventures, which are discussed in
detail in their article, are relevant for Japanese companies operating in
China.

Chapter 7 contains a detailed discussion of “Japanese-German Busi-
ness Collaboration in Third Markets — The Case of China” by René Haak.
The Chinese market is open and growing rapidly offering promising
opportunities for German and Japanese businesses. Under these circum-
stances, German and Japanese management needs to decide whether a
strategy based on co-operation can enable them to succeed in one of the
most difficult markets in Asia. The central question is whether third
market collaboration offers a promising basis for Japanese and German
companies to work together, particularly in the dynamic and difficult
markets in China. Entering the market in the form of a business collabo-
ration between a German and a Japanese company represents just one
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possible approach, but one which can be promising under certain frame-
work conditions and provided certain requirements are fulfilled.

Chapter 7 will provide the reader with an understanding of the com-
plex theoretical context in which Japanese-German business collabora-
tion takes place and investigate the reasons German and Japanese man-
agement give for working together. The article also focuses on the ques-
tion of where areas of conflict arise in working together and on determin-
ing the role played by trust in Japanese-German third market collabora-
tion. In order to answer these basic questions, René Haak analyses and
evaluates the theoretical dimensions of collective internationalization
strategy, especially third country collaborations and findings from re-
search on Japanese-German business collaboration in China.

In Chapter 8, “The Trust Factor in Chinese-German Joint Ventures:
Implications for Japanese Co-operative Ventures in China”, Harald
Dolles and Niklas Wilmking discuss the role of trust in international
joint ventures. The particular challenge for research here is how trust is
established and maintained in the relationships between international
joint venture partners and their staff. Based on a detailed theoretical
examination of the phenomenon of trust in international joint ventures —
they differentiate between the roles of calculative, cognitive and norma-
tive trust in international joint ventures — they look in detail at the special
role of trust in China and educe the implications for research in this
subject area from their investigations.
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1 CaiNESE Firms As EMERGING COMPETITORS
OF JAPANESE FIRMS

Jorg RAuPACH-SumIyA

INTRODUCTION

‘Aiwa’s low-price strategy undercut by Chinese rivals’ (The Nikkei Weekly
6 March 2000, pp. 1 & 19). ‘The principle of competition is awakening the
sleeping lion” (Nikkei Business 29 November 1999, pp. 6-7). Headlines like
these in leading Japanese newspapers and magazines are an expression
of rising concerns about the emerging competitiveness of China. While
the discussion on the admission of China to the World Trade Organiza-
tion (WTO) was dominated by growing hopes and expectations among
the industrialized countries for easier access to the huge Chinese market,
a growing number of observers have pointed to the potential of China’s
becoming an economic superpower and formidable global competitor. It
is the objective of this chapter to provide a comprehensive overview of
China’s growing international competitiveness in manufacturing and to
speculate on possible implications for Japan’s industry. The key issues
addressed are:

— What are potential competitive advantages of Chinese firms vis-a-vis
Japanese firms?

— In which industries can a growing competitive pressure by Chinese
firms be expected?

— What are possible counter-strategies of the respective Japanese indus-
tries?

The analysis proceeds in four steps. In the following section, empirical
evidence for China’s growing competitiveness is given by referring to
empirical data on trade and factor endowments. It is shown that China’s
advance to the world’s tenth largest trading nation and its recent strong
export performance in manufactured goods can be explained by growing
competitive advantages not only in respect to labour-intensive industries
but increasingly also in (human) capital- and scale-intensive industries.
The next section attempts to provide a theoretical explanation of Chi-
na’s growing competitiveness in industrial goods. Using Michael Porter’s
concept of ‘National Competitive Advantage’ it is argued that China has
moved to the threshold of the investment-driven development stage
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backed by two mutually enforcing mechanisms of advancing national
competitive advantage: First, processing trade that serves as an important
mechanism for factor advancement in labour cost-intensive industries,
and second, domestic reforms that have led to factor advancement in
(human) capital-intensive industries by releasing domestic competitive
forces. In the fourth section four various examples are given for Chinese
industries and firms that are emerging or have already emerged as formi-
dable competitors on global markets. While Chinese competitiveness is
mostly recognized for labour cost-intensive industries like textiles, con-
sumer electronics or home appliances, particular attention is given to
growing Chinese competitiveness in (human) capital-intensive industries
like steel or shipbuilding. The fifth section analyses these developments
from the perspective of Japan’s industry. Following the analysis of pat-
terns and trends in Chinese-Japanese trade, possible future scenarios and
counterstrategies for Japan’s industries are reflected upon. While being
still quite speculative in nature, it is argued that especially in labour- and
capital-intensive assembly industries, Japanese companies are confront-
ed with an increasing Chinese competitiveness derived from low labour
costs, good product quality, and state-of-the-art manufacturing and prod-
uct technology. This growing competitive threat is likely to force Japanese
manufacturers to continue to move to overseas production and interna-
tionalization of procurement, thereby accelerating the ‘industrial hollow-
ing-out’ of Japan’s supplier and manufacturing base. In respect to (hu-
man) capital- and scale-intensive industries like steel, petrochemicals or
automobiles, a different scenario is drawn, and we argue that in these
industries the formation of strategic alliances between Japanese and Chi-
nese firms are a sensible strategic response. In the last section, the main
findings and conclusions are summarized.

EMPIRICAL EVIDENCE FOR THE GROWING COMPETITIVENESS
OF CHINA'S INDUSTRY

Since the economic reform process started in 1979, the People’s Republic
of China has not only emerged as the world’s tenth largest trading nation,
but exports have developed into a major engine for economic growth and
— even more impressively — manufactured goods nowadays account for
the dominant share of China’s exports. The membership of China in the
World Trade Organization will only accelerate these trends and further
enhance China’s position on global export markets.

Beginning in 1979, the economic reform process with its strong focus
on foreign trade and investment resulted in a transformation of China
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from an isolated, self-sufficient economy to one of the world’s largest
trading nations (Chan, Tracy and Wenhui 1999, pp. 35-50). Between 1978
and 1997, China’s foreign trade grew twice as fast as world trade at a
nominal average rate of 15.5 per cent, and trade volume jumped from
USD 78 billion to USD 324 billion. Accounting for a mere 0.75 per cent of
world trade in 1978, this share rose to 4 per cent in 1998. As a result,
China’s development has become more and more dependent on foreign
trade, with the share of foreign trade rising from 9.8 per cent of GDP in
1978 to 35.7 per cent in 1996 (Zhang, X. 2000, p. 2).

Exports developed at an even faster pace during this period and
became the most important engine for growth. The share of exports rose
from 4.6 per cent of GDP in 1978 to 19 per cent in 1998, an increase by a
factor of 18.9 times in terms of nominal value (Chan, Tracy and Wenhui
1999, p. 2). The export drive was accompanied by a remarkable shift in its
composition by commodities. Prior to the reforms, primary products like
petroleum or foodstuffs accounted for two thirds of China’s exports.
However, since 1985 manufactured goods developed into the dominant
export category accounting for 85 per cent of exports in 1995. Until 1992,
textiles, clothes and footwear dominated Chinese export structure, but
since the mid-1990s electrical machinery (for example, household appli-
ances), telecommunication equipment (for example, switching equip-
ment) and electronic products have emerged as the most important ex-
port items (ibid., pp. 13-18). In 1999, electric appliances and electronics
surpassed clothing as the single most important export category, account-
ing for 16.9 per cent of total export value (The Nikkei Weekly 28 February
2000, p. 21).

China’s WTO-membership is expected to accelerate these develop-
ments. The World Bank, for instance, projects an increase of China’s share
in world trade from 3 per cent in 1992 to 10 per cent by 2020, making it the
world’s second largest trading nation after the United States. Following
the World Bank’s assumptions, Chinese exports are expected to grow at
an average annual rate of 10 per cent, almost twice as fast as world trade
as a whole. In this scenario, China advances to become the world’s largest
exporting nation by 2020, with a 9.8 per cent share in world exports (The
World Bank 1997, pp. 29-31).

The emergence of China as a leading export nation and the significant
structural changes in the composition of its exports towards manufac-
tured goods have recently stimulated broader academic research on the
sources of China’s growing international competitiveness. In his study,
Zhang demonstrates by means of econometric modelling and testing that
the patterns of China’s trade and production and their development since
1978 reflect the underlying comparative advantages of China. In the
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study, tradable commodities are classified into five groups based on the
Chinese Industrial Classification of the National Economy to reflect dif-
ferences in relative factor intensity: agricultural goods, natural resource
goods (primary commodities), physical capital-intensive goods, un-
skilled labour-intensive goods, human-capital intensive goods (see Fig-

ure 1.1) (Zhang, X. 2000, pp. 36—46).

Figure 1.1: Classification of industries
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Source: Zhang, X. (2000, p. 67-9).

Each of the classified industrial sectors are then analysed in regard to
their sector-specific international competitive strength by applying the
so-called net export performance ratio (NEPR) as a criterion for measure-
ment. The NEPR indicates the sector-specific trading position of a coun-
try relative to the rest of the world and is defined as net exports of a
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commodity as a percentage of a commodity’s world exports divided by a
country’s export share in world exports. In other words, the NEPR puts a
country’s export share of a specific commodity into relation with that
commodity’s overall share in world exports. A positive NEPR implies
that a country is a net supplier in a specific sector with exports being
larger than imports in this category; a NEPR larger than 1 implies that the
share of a country’s net exports in world exports of a specific sector is
larger than a country’s overall share in world exports. Such a result can
be interpreted in a way that a country has a sector-specific competitive
advantage against the rest of the world (ibid., pp. 54-64).

The analysis of China’s export structure based on the classification of
tradable commodities reveals that sectors predominantly applying un-
skilled labour dominate China’s exports with a 45.4 per cent share (see
Figure 1.2).

However, since the mid-1980s the category of human capital-intensive
sectors has significantly increased its share to 29.8 per cent, thereby
advancing to the second most important export category. On the other
hand, natural resources and physical capital-intensive sectors have di-
minished in their importance for Chinese exports. Further analysis of
sector-specific NEPRs provides evidence for a remarkable shift in Chi-
nese competitive advantages in the 1980s and 1990s (see Figure 1.3) (ibid.,
pp- 70-3).

Figure 1.2: Composition of China’s exports by commodity type (1978-1996)
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Figure 1.3: Net export performance ratio by commodity type (1978-1995)
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— China’s competitive advantage is highest, though declining remark-
ably in unskilled labour-intensive industries like textiles, garments,
toys or rubber products.

— China’s competitive advantage has diminished in agriculture and
natural resource-based industries such as oil or minerals.

— China is improving its international competitive position in selected
physical capital-intensive industries like pig iron, coal products, plas-
tic articles, cement or inorganic chemicals, and — even more remark-
able — in selected human capital-intensive sectors such as household
appliances, electronics, ships, energy and power generating equip-
ment, railway equipment or agricultural machinery.

Zhang further demonstrates that China’s actual competitiveness in ex-
ports as reflected in the sector-specific NEPRs is firmly rooted in distinct
underlying cost- and productivity-based comparative advantages of Chi-
na. He does so by applying the so-called domestic resource productivity
(DRP) concept that allows the assessment of a country’s comparative
advantage based on the neo-classical notion of factor endowments and
comparative cost or productivity advantages (ibid., pp. 82-9). A negative
DRP implies a sector-specific resource- and cost-based comparative dis-
advantage and a positive DRP indicates a sector-specific resource- and
cost-based comparative advantage against the rest of the world. The
higher the deviation of DRP from zero, the bigger the comparative advan-
tage or disadvantage. The results for China’s sector-specific DRPs and
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their development over time provide strong evidence that China’s actual,
sector-specific competitive position in exports are in line with specific
cost- and productivity-based advantages, while distortions caused by
China’s economic system are on the decline (ibid., pp. 172-200). The
results reveal a declining resource-based comparative advantage in agri-
culture and natural resource-based industries, a strong increase in un-
skilled labour-intensive sectors, and a significant improvement in physi-
cal capital-intensive and human capital-intensive industries.

From the results of Zhang's study, which are supported by other stud-
ies as well (for example Yoshitomi 1996, pp. 53—69), it can be concluded
that China’s emergence as a leading export nation with a growing compet-
itive advantage also in capital-intensive industries and manufactured
goods can be explained by improvements in a sector’s specific-cost and
productivity position. The key question is what factors initiated and facil-
itated these improvements. To do so, Porter’s concept of national compet-
itive advantage provides a suitable theoretical framework (Porter 1990).

THEORETICAL EXPLANATIONS FOR CHINA’S GROWING COMPETITIVENESS IN
INDUSTRIAL GOODS

THE PORTER CONCEPT OF “NATIONAL COMPETITIVE ADVANTAGE’

A country’s competitive strength in a specific industry is closely related
to the characteristics of the national environment. It results to a large
extent from a continued process of upgrading national competitive ad-
vantages and requires that the national environment foster competitive
improvements and innovation. According to Michael Porter, a country’s
national competitive advantages is determined by a set of national at-
tributes that shape the competitive environment for national industries
and firms (Porter 1990, pp. 71-128). Porter isolates four determinants of
national competitive advantage.

* Factor conditions: This attribute refers to the country’s endowment
with factors of production such as human resources, land, natural
resources, capital, knowledge, and infrastructure. Porter discriminates
among different types of factors, distinguishing basic and advanced
factors (that is unskilled labour versus highly educated human capi-
tal) as well as generalized and specialized factors (that is wide skills
versus narrowly specialised skills). Most important for national com-
petitive advantage and long-term economic development are the en-
dowment with advanced and specialized factors, and the rate at which
these factors are created, upgraded and further specialized.
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¢ Demand conditions: The characteristics of home demand, its size and
rate of growth, as well as the structure of demand, the degree of
demand segmentation, and the degree of sophistication, indepen-
dence and uniqueness of buyer needs have an important impact on
the nature of competition, the rate and speed of investment and inno-
vation efforts of an industry. National competitive advantages emerge
as domestic demand conditions compel firms to innovate rapidly, to
invest into new technologies and to enhance productivity and econo-
mies of scale and scope.

* Related and supporting industries: Strong supplier industries support
the formation of sector-specific national competitive advantages as
they produce inputs that are widely used and important to innova-
tion. Close working relationships between world-class suppliers and
industry often create a self-enforcing process of innovation and up-
grading. Similarly, the presence of strong related industries that pro-
duce complementary products and services or share activities in an
industry’s value chain fosters co-operation and the spread of compet-
itive advantages. Linkages among strong industries through vertical
buyer-supplier relationships or horizontal, complementary relations
based on shared customers, technologies or activities lead to a cluster-
ing of specific highly competitive industries in a nation (ibid., pp. 148—
54). Mutually supportive industry clusters are crucial to national eco-
nomic development as they maintain competitive dynamics in a na-
tion.

e Firm strategy, structure, and rivalry: The context in which firms are
created, organized and managed as well as the nature of domestic
rivalry shapes the goals and strategic behaviour of firms, their attitude
towards investment and innovation, and their entrepreneurial moti-
vations. National competitive advantages arouse from the competitive
context within which firms act by creating a more or less fertile envi-
ronment for innovation and upgrading of skills.

Within the Porter concept the role of the government in shaping national
competitive advantage is confined to influencing the four determinants
by either fostering or impeding through its policies the competitive dy-
namics and innovative pressures in a nation’s industries.

The individual determinants combine into a dynamic, mutually rein-
forcing system (the ‘diamond’) forming distinct patterns in a country’s
national competitive advantages. Their interactions also determine the
rate and direction of upgrading advantages and the innovation process
that lay the foundations for economic development and sustainable com-
petitiveness (ibid., pp. 144-8). Upgrading is essential for the competitive
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development of national economies as a nation moves towards more
sophisticated sources of competitive advantage and towards positions in
high-productivity, higher value-added industries. It requires mechanisms
for continued factor creation and advancement, motivated people, in-
tense domestic rivalry, demanding buyers that insist on upgrading, as
well as a capacity for new business formation (ibid., pp. 560-2). By taking
such a dynamic perspective on competitive advantage, Porter’s concept
allows to view nations as differing in the respective stage of competitive
development due to different positions in regard to the four determinants
of national competitive advantage, Porter distinguishes four stages of
economic development (ibid., pp. 543-60):

— Factor-driven stage: At this stage of economic development rich en-
dowments with basic factors (such as low-cost, unskilled labour, nat-
ural resources) are the main source of national competitive advantage
based on factor costs.

— Investment-driven stage: While endowments with basic factors are
still important, domestic market conditions characterized by high
growth and intensive price competition are the key source for compet-
itive advantage. They trigger aggressive investment by firms to built-
up economies-of-scale and motivate them to upgrade basic factors, to
absorb and improve new (often foreign) technologies, and to seek
productivity gains that enhance their cost advantages.

- Innovation-driven stage: National competitive advantage in this stage
is derived from a strong capacity to rapidly advance process and
product technologies, to differentiate by supplying specialized and
sophisticated products and services that meet the needs of demanding
and anticipative buyers, and to generate innovations by utilizing deep
industrial clusters.

— Wealth-driven stage: This stage is characterized by a decline in a
nation’s capacity to strive for innovation causing under-investment
and a deterioration of national competitive advantage.

Porter’s theoretical framework seems suitable to explain (at least partial-
ly) the emergence of China as a leading trading nation with a growing
competitive edge also in the field of manufactured goods and in (human)
capital-intensive industries.

CHINA AT THE THRESHOLD TO INVESTMENT-DRIVEN STAGE
OF ECONOMIC DEVELOPMENT

China’s emergence as an important trading partner is attributable to a
significant transition of China’s economy that, at its core, derived from
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the advancement and qualification of factors and from the release of
domestic competitive forces in the course of economic reforms. As a
result, it can be argued that China is moving from a factor-driven stage of
development towards the next stage of investment-driven economic de-
velopment where national competitive advantage is shaped by domestic
demand conditions and intensifying domestic rivalry. Two mechanisms
are at work that serve as catalysts for factor advancement and the adop-
tion of investment-driven strategies, and have lead to the emergence of
large, competitive domestic industries: First, processing trade led by the
influx of foreign direct investment, and, second, growing domestic com-
petition and entrepreneurship from China’s enterprise reform and new
business creation.

The abolishment of the state monopoly on foreign trade, the decentral-
ization of responsibilities and increased competition among the Foreign
Trade Corporations, the relaxation of controls over tradable commodities,
the price reform of tradable commodities, the building of a foreign ex-
change market with (partial) convertibility, or the promotion of foreign
direct investments by means of establishing Special Economic Zones
(SEZ) are important milestones that encouraged foreign trade and invest-
ment and pushed forward China’s integration into the world economy
(Zhang, X. 2000, pp. 6-30). In particular, foreign direct investment (FDI)
has become a major driving force in the development and transformation
of the Chinese economy (Li and Li 1999, pp. 9-11, 204-18). The surge in
FDI not only helped to overcome bottlenecks in capital supply but also
contributed significantly, though in a regionally unbalanced fashion, to
China’s technological progress, improvements in enterprise management
and work organization, to the creation of employment opportunities and
income, and to the rapid growth of exports.

According to China’s Statistical Yearbook, foreign-controlled firms
accounted for 14 per cent of China’s domestic production in 1998, which
is equal to half of the production by state-owned enterprises (SOE). The
role of foreign invested enterprises in external trade is even bigger. Since
1985 the share of foreign invested enterprises in Chinese exports rose
from a mere 1 per cent to 40 per cent in 1998 (ibid., p. 214). The main
driving factor for this development is the rapid surge in processing trade,
whereby foreign companies either establish own manufacturing plants in
mainland China or form subcontracting alliances with local partners,
supply equipment and materials for processing in China, and re-export
the finished goods to world markets. Led by foreign investment from
Hong Kong, Taiwan, and increasingly from the United States and Japan,
processing trade has rapidly developed in labour-intensive, light manu-
facturing industries like garments or electronic components, which de-

30



Chinese Firms as Emerging Competitors of Japanese Firms

mand capabilities for small-lot, large-variety production, and for highly
flexible, timely design and delivery on demand (Naughton 1997, pp. 3—
37). Initiated with the shift of manufacturing and procurement from
Hong Kong to the southern provinces of mainland China, small and
highly flexible small companies have mushroomed and developed into
open and highly flexible, transnational subcontracting networks. Some-
times labelled the ‘China Circle” these networks are now an integral part
of the electronics and other global industries. Although independent
development efforts are limited, processing trade has initiated a powerful
process of technology transfer, of accumulation and upgrading of domes-
tic manufacturing capabilities and quality in China. As a result of increas-
ing global cost-driven competition, foreign manufacturers continue to
shift production and procurement of products with more and higher
value-added to China (Nikkei Business 17 July 2000, pp. 26—40). Therefore
more and more assembly plants and subcontractors with world-class
manufacturing practices, top-notch quality, yield levels and productivity
have been established on Mainland China (Nikkei Business 27 March 2000,
pp- 89). Examples being found in plastic moulds (Nikkei Business 20
September 2000, pp. 49-50), audio-visual and office equipment like video
tape recorders or copiers, and electronic components like condensers or
electric motors (Nikkei Business 27 September 1999, pp. 36-49). Besides
lower labour costs, foreign manufacturers cite higher flexibility to adjust
production, the possibility to run manufacturing over the whole year, 24-
hours-a-day, and high flexibility and fast responsiveness as important
reasons for shifting production to China.! In addition, facility investment
cost can be reduced sharply, because many high-cost, capital-intensive
and heavily automated processes can be replaced by low-cost, labour-
intensive processes due to China’s ample supply of low cost labour.

The growth of FDI-initiated processing trade has been accompanied
by a surge in new business creation of smaller enterprises or collective or
communal township and village enterprises that participated actively in
export growth (Zhang, X. 2000, pp. 54-6). While the record regarding the
absorption of foreign technology in the case of SOEs has received only
mixed appraisal (for empirical studies, see Shen 1999; Shi 1998), the
managerial spill-over and demonstration effects for rural Chinese firms
as a result of processing trade are considered to be substantial (Chan,

! The author is well aware of the fact that despite all progress in liberalisation
and economic reform, formidable obstacles like uncertainties in the legal sys-
tem, limitations to the enforcement of law, bureaucratic arbitrariness, and
labour problems still hamper foreign trade and direct investment. Neverthe-
less, the achievements and progress should not be underestimated.
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Tracy and Wenhui 1999, pp. 25-32). As will be shown below, some of the
firms have grown rapidly, have strengthened their own, independent
R&D functions, and are in the process of internationalisation of their
operations.

A second, though less visible and clear mechanism of factor advance-
ment that is bringing China to the edge of an investment-driven stage of
economic development relates to China’s enterprise reforms. Despite the
slow and time-consuming process and the load of remaining problems,
particularly in regard to the reform of the large SOEs, significant progress
in market and enterprise reform has led to increasing domestic competi-
tion.? Initial reform initiatives succeeded in shifting from a centrally
planned material allocation system to a increasingly market-based sys-
tem of decentralized contracting, while the price liberalisation measures
and the permission of market entry by non-state firms have resulted in
increased competition on product markets. This process can be divided
into two phases (Zhang, J. 2000, pp. 15-24). First, the pre-1989 period
characterized by growing market size and rapid entry, and, second, the
post-1989 period featuring a rising level of industry concentration and
scale economics. During the 1980s China saw a rapid entry of the non-
state sector into most manufacturing industries, stimulated by a fast-
growing market demand and the existence of geographically fragmented,
underdeveloped rural markets. Many small firms, township and village
enterprises emerged, heavily concentrating on manufacturing of building
materials, machinery (for example home appliances), textiles, and food-
stuffs. However, due to the fast growing, though highly fragmented
market demand, plant scales of production remained below minimum
efficient capacity causing diseconomies of scale. Since the recession of the
late 1980s, these diseconomies are in the process of correction, by creation
of economies-of-scale and by an increase in the industry concentration
ratio. This process increases the competitive pressures on firms, enforces
structural change and leads to a selection of strong, financially sound
‘winners” and weak, loss-making ‘losers’, which can often be found
among the large SOEs. It is supported by government policies to promote
mergers, industrial groups and amalgamation of plants, while at the same
time encouraging SOEs to spin-off non-core business units and plants,
thereby fostering the emergence of private firms.

Progress in regard to enterprise and ownership reform was slower and
achieved through a series of small, modest steps, as the Chinese govern-

2 The author is, again, aware of the many remaining obstacles and problems that
are slowing down reform, particularly in regard to privatisation, management
accountability, corporate governance, and the restructuring of large SOEs.
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ment resisted the temptation of full-fledged privatisation of its SOEs (for
details, see Liu 2000; Nolan and Wang 2000; Child 2000; Kueh 1999; Nyaw
1999). Enterprise reform was approached from two sides: Firstly, as part
of the policy of ‘grasping the large and let go of the small’ mainly the large
and very large SOEs in selected industries received continued protection
and support, while the survival of smaller SOEs was left to increased
competition with communal and collective township and village enter-
prises, and private firms. At the same time, the government engaged,
secondly, in various measures of enterprise reform in order to improve
SOE management, to enhance productivity, and to accelerate structural
change in industries. Most notable are attempts of management reform
focusing on increased managerial accountability and autonomy in deci-
sion-making regarding production, investment, marketing, personnel
and the like (for example contract responsibility systems, director respon-
sibility systems), and on improvements of incentive schemes for manag-
ers and employees (for example internal contract systems). In addition,
recent measures to diversify ownership forms (for example stock owner-
ship by managers, joint stock companies) and forms of corporate finance
(for example SOE listing on foreign stock exchanges) (Nihon Keizai Shin-
bun 28 September 2000, p. 7) need to be mentioned. In combination, these
modest steps in enterprise reform have led to a spread in modern man-
agement practices based on stricter financial control, more transparent
responsibilities, as well as cost and quality consciousness. While private
firms are taking the lead in management reform, state-of-the-art manage-
ment practices are being increasingly implemented also among state-
owned firms and have resulted in the emergence of excellently managed,
highly entrepreneurial large SOEs (Child 2000, pp. 45-6; Nihon Keizai
Shinbun 4 July 2000, p. 10).

The two mentioned mechanisms of factor advancement, processing
trade and enterprise reform, are mutually reinforcing each other and
have created a powerful process of new business formation, rapid
market expansion and increased domestic rivalry among different
firms and business formats. Through internationalisation foreign man-
agement know-how is absorbed also by domestically oriented firms,
while large and rapidly growing domestic markets, particularly in
consumer goods, are developing, thereby encouraging strategies of
aggressive investment and market entry by newly created firms.
Backed by China’s considerable pool of technical engineers and its
growing number of qualified employees, the conditions for an invest-
ment-led process of economic development are emerging under which
national competitive advantage is more and more shaped by domestic
demand and market conditions as well as improvements in factor skills.
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In the following it will be shown in which industries these develop-
ments are most visible.

EMERGENCE OF COMPETITIVE CHINESE INDUSTRIES AND FIRMS

A key ingredient for gaining national competitive advantage during the
investment-driven stage of economic development is the emergence of
large, rapidly growing domestic markets characterized by a high poten-
tial for economies-of-scale and by intense domestic competition. An in-
creasing number of industries in China, both in light, labour-intensive as
well as in heavy, (human) capital-intensive industries, are showing these
patterns of demand-driven industrial expansion and are producing a
growing number of highly competitive and entrepreneurial firms.

EMERGING CHINESE FIRMS IN LIGHT, LABOUR-INTENSIVE
MANUFACTURING INDUSTRIES

China’s large-scale, fast growing consumer goods industry is probably
the best example for the increasing international competitiveness of Chi-
nese firms in manufacturing. Within a decade, China has emerged as a
leading producer and market for durable consumer goods and com-
mands a leading share in products like transportation equipment (for
example motorcycles), home appliances (such as refrigerators, washing
machines, air conditioners), audio-visual equipment (such as television,
video tape recorders), information processing and communication equip-
ment (such as personal computers), and the supporting supplier indus-
tries (such as electronic components). China is already the largest produc-
er of air conditioners and colour televisions (TV), but is also rapidly
expanding its share in modern consumer electronics and information
technology (IT) goods such as mobile phones, hard-disc drives and digi-
tal video disk (DVD) recorders (The Nikkei Weekly 31 July 2000, p. 21) (see
Figure 9.4).

China is also likely to quickly emerge as the world’s largest market for
mobile communication and internet services, thereby further pushing
ahead IT-related manufacturing industries. China already boosts more
than 60 million subscribers of mobile telephones, making it the second
largest market after the United States (Nihon Keizai Shinbun 22 June 2000,
p- 8), and the number of internet users is expected to increase from 600 000
in 1997 to 20 million by the end of 2000, and to 300 million by 2005 (Jian
2000b). As an anticipation of these developments, the Zhongguancun
district in Beijing is already drawing the attention of the global IT indus-
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Figure 1.4: Chinese world production share in selected consumer goods*

Air conditining ‘_MI_WM%

240% [ Traditional
Cdour 57.2% consumer
VIR o 21.2% | electronics

76.0%

B China
DVD.- r r 192% O Asia
ecor | 192.9%

Personal computers Modern
} consumer

electronics/IT

Mobile phones

Harddisc drives

197.1%
T

T T U T T

0% 2% 40% 60% 8% 100%

*Note: Asia=Japan, China, NIEs, ASEAN; estimates for 2000, for air condii aning (1998)

Source: Nikkei Weekly (31.7.2000)

try as a world-class manufacturing and R&D base for IT products and
software, and has attracted the investment by leading multinationals like
Microsoft Corporation or Intel Corporation to seek access to the vast pool
of highly qualified, but low cost engineers (The Nikkei Weekly 26 June 2000,
p- 24).

While foreign companies may have initiated these market dynamics
by means of processing trade, a number of highly competitive Chinese
firms, many of them still state-owned, has emerged, the most known
companies being the Haier Group Company (Haier), the TCL Holdings
Co., Ltd (TCL), the Konka Group Co., Ltd (Konka), the Chunlan Corpora-
tion (Chunlan) or the Midea Holding Co., Ltd (Midea) Corporation in the
field of home appliances and consumer electronics, Legend Holdings Ltd
(Legend), Founder Holdings Ltd (Founder) and the Stone Group Co., Ltd
(Stone) in the field of computers and software, and the China Qinggi
Group Co., Ltd (Qinggqi), Sundiro Co., Ltd (Sundiro), and again Chunlan
in the field of motorcycles and light trucks. The common features of these
firms are modern, state-of-the-art management practices in finance, mar-
keting, human resource management, a world-class manufacturing base
with strong quality orientation, and an aggressive investment and brand-
oriented marketing strategy targeting global markets.
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CONSUMER ELECTRONICS

The Chinese TV industry produced almost 35 million colour TV sets in
1998, equal to about 24 per cent of world production, and has recorded an
average annual growth rate of 13 per cent since 1992. In 1999, production
grew by 21.9 per cent to 42.6 million units (Nihon Keizai Shinbun 13 June
2000, p. 7). The lion’s share of production is for the domestic market with
only 9 per cent going into exports. With only a 3 per cent share of imports
and a market share of 15 per cent by foreign-invested firms, the industry
is dominated by Chinese firms commanding an 82 per cent market share
(Ohara 2000, p. 30). The Chinese TV industry developed rapidly during
the 1980s, and in 1989 over 90 manufacturers crowded the market. The
recession of 1989 as well as countermeasures by the government to curb
the overheated demand resulted in substantial overcapacity and in-
creased price competition (Marukawa 1999, pp. 128-31). Nowadays, the
industry is consolidating and building up scale economics with the top
three firms, Haier, TCL, and Konka holding a more than 40 per cent
market share (MRI 2000, p. 50).

A similar situation prevails in the air conditioning industry. With a
production of 8.5 million sets in 1997, China has a dominating 41 per cent
share of world production (Marukawa 1999, p. 122). The industry grew at
an average annual rate of 40 per cent since 1992 driven by domestic
demand that consumes 81 per cent of production. Chinese firms domi-
nate the market with a 70 per cent market share. Although Japanese-
Chinese joint ventures like Shanghai Hitachi Electrical Appliances Co.,
Ltd, Shanghai Sharp Electronics Co., Ltd or Shanghai Mitsubishi Elevator
Engineering & Technology Co., Ltd rank among the top five manufactur-
ers, Chinese firms hold a 70 per cent share of the market and the two
Chinese firms, Haier (27 per cent) and Midea (9 per cent), are the domi-
nating market leaders (Ohara 2000, p- 30). The same is true for other
industries in the field of home appliances like refrigerators, washing
machines, or electric fans, as well as in the field of audio-visual equip-
ment (Marukawa 1999, pp. 121-7). These industries are suffering from
extensive overcapacity causing aggressive price competition, but with
maturing demand, product quality and brand image are increasingly
becoming important parameters for competition.

Haier is one of China’s most outstanding companies and a top brand
in durable consumer goods, manufacturing over 9000 products in 42
product categories such as home appliances and electronic consumer
products. Haier is a large, state-owned enterprise with a sales turnover of
about USD 3.2 billion and more than 20 000 employees. Founded in 1984
as the Qingdao Refrigerator Factory, the company started with 800 em-
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ployees, importing refrigerator production technology from Germany.
Haier has achieved its dominant market position due to strenuous efforts
in manufacturing and quality improvements and from aggressive invest-
ment into a direct sales and service network of about 20 000 outlets (Nihon
Keizai Shinbun 31 July 2000, p. 7). Haier’s development can be divided
into three stages. After building a brand image throughout the 1980s in
refrigerators by implementing total quality control management, it rapid-
ly diversified into new product areas in the field of consumer durables,
electronic consumer goods and information processing and communica-
tion technologies throughout the 1990s. Since 1996 Haier has been striv-
ing to become a global player by aggressively expanding into overseas
markets, and aiming to enter the top 500 list of Fortune magazine at the
beginning of the next century. Exports account for 10 per cent of sales
turnover, but Haier already enjoys double-digit market shares and a well-
established brand recognition in the United States, Southern Europe and
the Middle East, particularly in the field of small- and medium-sized
refrigerators and air conditioners. Since 1996, Haier has established man-
ufacturing plants in Indonesia (1996 for washing machines), in the Philip-
pines (1997 for refrigerators), in Malaysia (1997 for washing machines), in
Iran (1998 for washing machines) (Ohara 2000, p. 32-3). In March 2000,
Haier opened its first production facility for compact refrigerators in the
United States, where it commands a 20 per cent market share in small-
and medium-sized refrigerators. The plant has an annual manufacturing
capacity of 300 000 units. Further manufacturing sites are planned for
Italy, Ukraine and Angola. The development of the Haier group has
received increasing worldwide attention supported by articles in well-
known publications like the Financial Times and Fortune magazine. Hai-
er’s efforts to become a truly multinational electronics company are
supported by increased, independent efforts in R&D.

TCL and Konka are similar cases in the field of consumer electronic
products like TV and video tape recorders, and Chunlan or Midea in the
field of air conditioners and household appliances.

PERSONAL COMPUTERS

China’s semiconductor industry is still two or three generations behind
foreign technology, highly fragmented and too small in scale, and there-
fore depends heavily on imports and local manufacturing by foreign-
invested companies like Motorola Inc. or NEC Corporation to meet rap-
idly growing demand (Marukawa 1999, pp. 95-6). However, it has suc-
ceeded in overcoming foreign dominance in the personal computer (PC)
market with the emergence of fast growing, highly competitive Chinese
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manufacturers like Legend, Founder or Stone (Huchet 1997, pp. 256-7;
The Nikkei Weekly 26 June 2000, p. 24). In China’s rapidly growing PC
market, estimated at about 6.8 million units in 1999, Legend (21.5 per
cent) and Founder (8.4 per cent) have managed to grab the top market
shares away from long-time leading vendors from the United States,
Taiwan and Japan.

Founded by eleven engineers in 1984 as a spin-out of the Chinese
Academy of Science, Legend is a child of the entrepreneurial climate in
the Beijing high-tech district Zhongguancun and its abundant human
resource base of well-educated technicians. It is still a state-owned enter-
prise with a 60 per cent share by the Chinese Academy of Science, but 40
per cent is held by management and employees. Legend began as a
monopolist distributor of foreign-branded computers and computer pe-
ripherals, but with the establishment of a number of joint ventures in
Hong Kong and the Shenzen special economic zone, it quickly integrated
into the world’s electronics industry (Naughton 1997, pp. 27-8). Hong
Kong Legend, its listed Hong Kong joint venture, more than quadrupled
its annual sales turnover since 1996 reaching HK$ 17.5 billion in 1999,
while reporting even higher growth in profits. While its monopolistic
position for the distribution of foreign branded computers in China has
been a major source of revenue, the integration of Legend as a design and
manufacturing company within the global electronics industry (‘China
Circle’) has been the key contributor to growth and profitability. In 1989,
Legend began with the design, manufacture and distribution of mother-
boards in Hong Kong as well as started to provide systems integration
products and services for large corporate and government clients in
China. In 1990, Legend began the design, manufacture and distribution of
its own line of PCs under the Legend brand, and in 1994 started the
manufacturing of printed circuit boards. Since 1997, Legend computers
are the number one selling brand in China, and in 1998 the one millionth
Legend computer left the production line, symbolising the fast develop-
ment of China’s information technology industry. In fact, Legend is now
one of the leading computer brands in the Asia-Pacific region and the
largest PC maker in Asia outside Japan with a 9.1 per cent production
share (The Nikkei Weekly 26 June 2000, p. 24). While PCs account for over
half of the turnover, Legend offers a full range of hardware, software,
components (motherboards), accessories as well as system integration,
application and internet-related services. Much of Legend’s success is
due to open access to, and integration with, international markets, since
the company still relies heavily on the import and assembly of key
components and access to foreign technology. Nevertheless, its efforts to
upgrade its manufacturing capabilities, product quality, as well as own
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research and development efforts have strongly contributed to Legend’s
growing international reputation as a leading, multinational manufactur-
er of information technology. Above all, Legend is recognized as a com-
pany that has adopted best management practices and operates almost
completely like a private enterprise independent from state interference.
The management organization at Legend is, like that of Founder or Stone,
an example for a modern form of governance in China that balances state
ownership with managerial autonomy and non-bureaucratic practices
(Child 2000, pp. 43—4). These high tech enterprises have emerged by
transfer of scientific staff and advanced technologies from public institu-
tions, but management has secured commercial freedom and the ability
to formulate and execute their own strategies almost independently as
long as the business and technology targets are achieved. The public
owners claim fees rather than ownership rights as payments and surplus-
es are basically re-invested as retained earnings. Furthermore, access to
global capital markets, for instance by means of listing on international
stock markets, puts these firms under growing pressure for transparency
and performance.

MOTORCYCLES

The Chinese motorcycle industry is another example of a rapidly growing
domestic industry that has nurtured highly competitive manufacturers
that nowadays seek to expand globally. The advance of China’s motorcy-
cle industry follows the typical pattern of national development. By first
accommodating to a huge, underdeveloped market that could not yet
afford automobiles, it succeeded to establish scale economics and large,
efficient producers that now seek expansion on overseas markets. The
Chinese motorcycle industry has increased its production by more than
ten times since 1985 and produced 10 million units in 1997, thereby
accounting for an estimated 50 per cent of global production (Marukawa
1999, pp. 117-9). Driven by domestic demand that consumed 99 per cent
of the production, the industry grew rapidly at an average annual rate of
28 per cent. Since the beginning of economic reforms, the number of
motorcycle manufacturers increased from 20 to 130 in 1996 backed by
buoyant demand. While price competition remains a strong feature of the
industry, competition is more and more driven by factors like service
capabilities, brand image and product reliability.

The Qingqi Group is China’s largest manufacturer of motorcycles,
with an annual production capacity of 1.8 million units and a top selling
brand ‘Mulan’. Like most Chinese motorcycle manufacturers, Qingqi has
relied on technical licensing from Japanese suppliers (Suzuki Motors
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Corporation) and in the 1990s engaged in Sino-Japanese manufacturing
joint ventures. However, the company has developed its own brands in
lower class segments by upgrading its manufacturing capabilities and
establishing strong service networks. In 1994 it was the first Chinese
motorcycle manufacturer that received the ISO 9001 certification for man-
ufacturing quality management. Qinggqi started exports in 1988 and now
operates sales subsidiaries in six countries (Hong Kong, Pakistan, Sri
Lanka, Myanmar, Romania, Uganda) (Ohara 2000, pp. 33-4). In 1997,
Qingqi opened its first overseas manufacturing plant in Pakistan, fol-
lowed in 1998 by a manufacturing subsidiary in Lithuania. In these plants
motorcycles are assembled based on the principle of complete knock-
down (CKD) manufacturing. Qingqi exported about 11 000 motorcycles,
thereby accounting for 60 per cent of all Chinese motorcycle exports, and
its export share of sales turnover reached 30 per cent including exports of
components for CKD assembly. While Qinggi has a strong market posi-
tion on its domestic market due to high brand recognition and a strong
sales and service network, its position on international markets is still
weak as compared to the Japanese brands from Suzuki Motors Corpora-
tion, Honda Motor Co., Ltd, Yamaha Corporation or Kawasaki Motors
Co. Nevertheless, large economies of scale and continued efforts to up-
grade manufacturing, development and quality management capabilities
represent the company’s strong potential for advancement on the global
market scene. Other Chinese firms like Hainan Sundiro Motorcycle Cor-
poration, one of China’s Big Three in the motorcycle industry, may well
follow suit.

EMERGING CHINESE FIRMS IN HEAVY, (HUMAN) CAPITAL-INTENSIVE
MANUFACTURING INDUSTRIES

Compared to the rapid growth and growing global competitiveness of
China’s light, labour-intensive manufacturing industries, scale- and (hu-
man) capital-intensive heavy industries are considered to lack interna-
tional competitiveness due to low quality, low productivity and high cost.
After all, these industries are at the heart of China’s ailing state-owned
sector that suffers from diseconomies of scale, industry-wide overcapaci-
ty, low productivity and operational inefficiency, massive debt due to
widespread soft-budgeting practices, and above all from excess employ-
ment and huge social obligations such as pension liabilities, social securi-
ty payments, or housing and education costs (for details, see Jian 2000a,
pp. 47-65; Liu 2000, pp. 35-63, Nolan and Wang 2000, pp. 9-34; Nyaw
1999, pp. 31-45). Much of the success of China’s economic reforms and
open-door policy as well as China’s social stability depend on the suc-
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cessful restructuring and revitalization of China’s state-owned sector, but
it must progress in a socially acceptable way. On the other hand, China’s
past investments in human capital and technology and its technical intel-
ligence in heavy manufacturing represent hidden potentials for scale
economics and quality improvements to generate future growth by cor-
recting past misallocations of resources (Yoshitomi 1996, p. 66). Despite
the many structural deficiencies in China’s huge, state-dominated heavy
industries, progress has been made and a number of well-managed,
competitive firms have been emerging particularly in the steel, shipbuild-
ing, oil-refining and machinery industry.

IRON AND STEEL

In 1996, China became the world’s largest producer of crude steel; in 1999
its annual output was 123 million tons and its global production share
was 15.7 per cent. As China is also the largest producer of coal, with an
output of almost 700 million tons in 1997, China has basically the poten-
tial to be a self-sufficient steel producer (Marukawa 1999, pp. 56-9).
However, further analysis reveals a fundamental quality problem that
results in high dependence of China on imports of high quality steel and
iron ore (Gang 2000; Marukawa 1999, pp. 75-7). Although China produc-
es about 250 million tons of iron ore, only about 30 per cent is suitable for
melting in modern blast furnaces. To meet production targets, China
imports about 45 to 50 million tons of iron ore. Despite strong efforts to
modernize its manufacturing technologies, such as investment into con-
tinuous casting, China still mainly produces low value-added steel prod-
ucts like bars, but lags behind the world’s top steel producers from Japan,
Korea, the United States or Germany in higher quality steels like rolled
sheets or stainless steel, as well as in regard to semi-finished and finished
steel products. It is assumed that still only 20 per cent of China’s steel
output meets international quality standards. Therefore, China continues
to import about 10 million tons of high quality steel annually.

The main reason for this situation is China’s highly fragmented indus-
try with hundreds of small, inefficient producers that lack cost-efficient
economies-of-scale and modern, integrated steel-making technology. At
the same time, a small number of world-class steel manufacturing com-
panies have emerged that are aggressively expanding exports and have
developed into formidable competitors on world markets. Presently there
are four Chinese steel producers that rank among the top 30 producers in
the world, each of them possessing an annual production capacity of over
six million tons thought to be the minimum requirement for highly
efficient steel manufacturing.
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Among them, China’s largest and the world’s seventh largest steel
maker, the Shanghai Baogang Group, is considered to be one of the most
competitive steel firms in the world with an annual output of 16.7 million
tons (1999). The predecessor of Shanghai Baogang Group, the former
Baoshan Iron & Steel Corporation, was established in 1978 and fostered
as a model factory under the Chinese government policies to modernize
its iron and steel industry. In 1998, it absorbed the Shanghai Metallurgical
Holding Corporation and the Meishan Iron & Steel Corporation and was
renamed into Shanghai Baogang Group. The group, with 14 500 employ-
ees, reported an annual sales turnover of USD 3 billion and a 50 per cent
increase in net profits to USD 180 million for 1999. Exports amounted to
1.56 million tons or about 9 per cent of the output and are mainly targeted
to other Asian countries. In March 2000, the aggregated exports of rolled
steel topped 10 million tons, worth over USD 3 billion, and Baogang has
emerged as a strong competitor for large-scale international projects win-
ning, for instance, oil and gas line projects in Russia, Israel, India, Sudan
and Venezuela. However, it is not merely the size of the group that is
drawing the world’s attention but increasingly the technological capabil-
ities, and the growing share of higher value added, high quality products.
The Shanghai Baogang group is a comprehensive steel producer offering
a full range of steel products with various specifications such as high
grade steel sheets for automobiles, oil tubes and pipes, plates for ship-
building, stainless steel, electrical steel, steel bars for construction, as well
as tin plates, silicon steel and other high tech, high value added products.
The group has continued to invest heavily in the most modern steel-
making technologies, often based on licensing agreements and technical
co-operations with leading foreign manufacturers like the Nippon Steel
Corporation. Its manufacturing sites are considered to be global and
state-of-the-art, and have attained ISO 9001 certification. Equally inten-
sive are its efforts in research and development that have resulted in a
range of newly developed products such as O5 surface deep drawing
sheet, high strength structure steel, fingerprint-resistant galvanized steel
sheet and high strength steel for tubing and casing.

SHIPBUILDING

A similar situation prevails in the shipbuilding industry. In 1999, China
became the third largest shipbuilding nation after South Korea and
Japan, accounting for 10.4 per cent of the order intake (Lloyd’s Register
2000). However, like the iron and steel industry, the industry is widely
fragmented and crowded by more than 500, mostly small-scale ship-
builders (BfAI 1999). Similar to other state-dominated industries, the
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industry as a whole suffers from overcapacity, high cost manufacturing
due to inefficient cost control management, limited technological capa-
bilities, as well as excess employment (Nakatsuka 2000). Due to a lack
of large scale, heavy duty shipyards, China’s shipbuilders have mainly
concentrated on building smaller size, low value-added ships like bulk
transporters which meet domestic demand for coastal and river trans-
portation, while having only limited capabilities to built large-size
or special purpose, high value-added ships like multi-purpose ocean
container carriers, very large and ultra-large crude carriers (VLCCs,
ULCCs), Liquefied Petroleum Gas (LPG) tankers or passenger cruising
ships (Marukawa 1999, pp. 139-40).

However, next to a growing importance as an international repair site
for ships, the Chinese shipbuilding industry drew worldwide attention
when in the beginning of 1999 news spread of a large-scale order by the
Dalian New Shipyard received from Iran to built five ULCC vessels in the
class of 300 000 DWT (deadweight tons) (Nakatsuka 2000, pp. 8-9).

The order symbolises the efforts by the Chinese government to up-
grade its international competitiveness by reorganizing the industry and
by investing heavily into the modernization and expansion of its capaci-
ties. The investment and modernization strategy focuses on the three
leading shipbuilding groups, the China State Shipbuilding Corporation
(CSSC) under central state control with three large shipyards in Shanghai
(100 000 DWT), Jiangnan (100 000 DWT) and Hudong (80 000 DWT), the
CISC group with three large shipyards in Dalian (New Dalian with
300,000 DWT and Dalian with 80 000 DWT) and Tianjin (80 000 DWT),
and the GSI group in Guangzhou (60 000 DWT). At present, six large-
scale shipyards with a capacity between 150 000 to 700 000 DWT are
under construction, implying a significant increase in China’s capability
to built modern, large crude carriers. In particular, the completion of the
new shipyard of the CSSC group near Shanghai, expected throughout the
year 2002, is receiving worldwide attention, as it will rank among the
world largest shipyards with a dock size of 470 meter x 80 meter, as well
as one 900 tons and two 600 tons heavy duty cranes (KSK 1999, p. 45).
Forecasts for the development of the global shipbuilding industry until
2005 expect that China will maintain its position as the world’s third
largest shipbuilding nation, also due to the fact that the expansion plans
by the state-owned shipping fleet China Ocean Shipping Corporation
warrants a stable base load for China’s shipbuilders (ibid., pp. 46-8, 59). It
is expected that, despite the various structural problems, China’s ship-
building industry will be able to meet the needs of the global shipping
industry in terms of facilities, capacities, as well as increasingly also in
terms of technical capabilities (Nakatsuka 2000, pp. 9-10).
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MACHINERY AND ENGINEERING

The machinery and engineering industry is yet another large, state-dom-
inated pillar industry considered to be of strategic importance for China’s
industrial and technological development but suffering from similar
structural problems. Particularly since the mid 1990s, the slowdown in
capital investment has caused a sharp decline in production and trig-
gered drastic, industry-wide restructuring, for instance, by means of
mergers (Marukawa 1999, p. 108). Generally, China’s machinery industry
is lagging decades behind the advanced machine building nations like
Germany or Japan, and it is questionable whether the high managerial,
economic and technical targets for the machinery industry as set in Chi-
na’s vision for 2010 are realistic (KSKK 1997, pp. 39-45). However, be-
cause of the diversity of the industry, it is difficult to draw general
conclusions. China has a well-developed position in basic machine tech-
nologies such as agricultural equipment, non-NC (numerically con-
trolled) machine tools, compressors, boilers or diesel engines, and has
produced companies like China Yuchai International Ltd (Yuchai Ma-
chinery) that are praised for their modern state-of-the-art management
practices, entrepreneurial spirit, manufacturing and product technologies
(Child 2000, pp. 45-6). Yuchai Machinery is China’s largest producer of
medium and heavy-duty truck engines with an annual output of 50 000
units, sales revenues totalling RMB 500 million and over 7000 people.
Founded in 1951, it was turned from a state-owned company into a listed
joint venture stock company in 1992 and awarded with the ISO 9001
certificate in 1996.

Also, the advancement of the power generating and civil engineering
industry is increasingly being recognized. While China still depends
heavily on imports for large-scale power generating plants, it has started
to export smaller plants. Companies like Harbin Power Equipment Com-
pany or Dongfang Electric Corporation are advancing on international
markets, although they are still significantly smaller in scale and techno-
logically inferior compared to the world’s top power generating firms
(Nolan and Wang 2000, pp. 27-8). However, the recent news of a large-
scale Chinese order for a 300 000 kW nuclear plant from Pakistan (Nihon
Keizai Shinbun 18 August 2000, p. 1) and other Chinese orders for interna-
tional projects in civil and plant engineering underline China’s growing
international competitiveness.

Dongfang Electric Corporation, for example, is one of China’s three
giant enterprises specialised in power plant equipment, and it designs,
manufacturers, and markets a wide range of power generating equip-
ment such as hydro units for hydro power stations, turbo generators,
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alternating and direct current electrical motors and controlling equip-
ment for power plants. With an annual production capacity of more than
3300 megawatt in thermal generating units and 960 megawatt in hydro
generating units, the company accounts for one third of China’s produc-
tion. The group comprises five wholly owned manufacturers, Dongfang
Electric Machinery Works, Dongfang Steam Turbine Works, Dongfang
Boiler Works, Dongfeng Electric Machinery Works and Zhongzhou
Steam Turbine Works, more than 30 specialised companies, 10 stock
companies and more than 100 associated enterprises. The group has
established regional companies in over 20 cities in China and branches or
liaison offices in Canada, Pakistan, Bangladesh and Iran. Thermal units
are exported to Pakistan, Bangladesh, Indonesia and Iran, and hydro
units to the United States, Canada, Turkey, Syria, Philippines and former
Yugoslavia. It is also engaging in joint ventures and co-operations with
leading foreign manufacturers like Westinghouse Electric Corporation,
Hitachi Ltd and Siemens AG.

OIL AND PETROCHEMICAL

The situation in China’s oil and petrochemical industry is even more
severe than in other heavy, capital-intensive industries, and the solution
of its many structural problems is not only a crucial element for China’s
successful industrial development, but has far-reaching implications for
the world energy and material markets.

In recent years, China has rapidly emerged as one of the world’s
largest oil producers, raising its annual output from a mere 0.5 million
barrels per day in 1970 to almost 3 million barrels per day in the mid-
1990s (Priddle 1996, p. 118). However, output growth has levelled off ever
since, while oil consumption continues to surge, causing increasingly
serious shortages in supply. Since China turned into a net importer of oil
in 1993, the shortage in supply is expected to rise to 80 million tons by
2010 raising fears about sharp increases in the world’s oil prices (Maruka-
wa 1999, p. 45). Similar bottlenecks exist in regard to oil refining capaci-
ties and conversion facilities due to structural deficiencies (Priddle 1996,
p- 120). Until the late 1980s, the Chinese refining industry was largely
isolated from international markets, and the nature of its refining facilities
that were designed to process China’s predominantly heavy, waxy, low-
sulphur crudes posed constraints to the domestic use of oil energy. With
the rapid growth of demand from southern provinces, China faced in-
creasing bottlenecks in the supply of petroleum products and since 1992
has emerged as a net importer.
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One major reason for the structural deficiencies in China’s oil refining
and petrochemical industries relates to the form of industrial organiza-
tion that prevailed until the major reforms that began in 1998 (Marukawa
1999, pp. 45, 51-2). Until then, the industry was segregated into an
oligopoly of three major upstream companies for oil exploration, and
several downstream companies concentrating on refining and conversion
into petroleum products. By means of mergers and business swaps, two
giant, regional groups of integrated oil exploring, refining and converting
companies were created in 1998, the northern group under the leadership
of the China National Petroleum Corporation (CNPC), and the southern
group under the leadership of the China Petrochemical (Group) Corpora-
tion (SINOPEC). The objectives were, among others, first to create com-
prehensive Chinese majors that are able to compete globally with the
world’s leading oil companies, second to intensify domestic competition
among strong, integrated oil companies, and third to introduce drastic
management reforms by shutting out state influence. While there are
basic doubts remaining about the success of management reform, visible
progress has been made in recent years. According to a recent Nikkei
Weekly report, both CNPC and SINOPEC enjoy a lifting in the global
ranking from rank sixteenth to rank eleventh (CNPC), and from rank
twentieth to rank seventeenth (SINOPEC) in the annual evaluation of the
world oil companies conducted by Petroleum Intelligence Weekly, a ma-
jor US trade journal (The Nikkei Weekly 29 May 2000, p. 24). Both compa-
nies are aggressively investing in exploration of new oil fields, also
abroad, and into the modernization of their facilities. In April 2000, CNPC
listed one of its subsidiaries, Petro China, on the stock exchanges of Hong
Kong and New York. Although the initial public offerings did not meet
the expectations due to remaining doubts among investors, the listing
itself is a major step towards management reform, enhanced transparen-
cy and management accountability. Other well-managed energy compa-
nies are expected to follow suit in an attempt to tap into international
capital markets for funding of their ambitious modernization and capital
investment plans. For example, nine leading Chinese petrochemical firms
are in the process of establishing new capacities for ethylene production
totalling 1.3 million tons by the year 2005, among them large-scale
projects by the Shanghai Petrochemical Company (250 000 tons), the
Yangzi Petrochemical Company (250 000 tons), and Yanshan Petrochem-
ical Company (210 000 tons) (KSKK 2000, pp. 90-2, 102-12). Similar
ambitious expansion plans exist also for polypropylene, polyethylene
and other key basic petroleum materials. However, these plans are
dwarfed by the huge investment projects of the world majors in China.
The BASF AG and BP Amoco plc. are investing into a new ethylene plant,
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each with a capacity of 600 000 tons to be completed in 2004 and 2005,
respectively. Royal Dutch Shell is investing in several joint ventures to
built a ethylene plant with a capacity of 800 000 tons, a plant for low-
density polyethylene with a capacity of 300 000 tons, a plant for high-
density polyethylene with a capacity of 150 000 tons, and a plant for
polypropylene with a capacity of 240 000 tons, all of them to be completed
by the year 2003.

From the above findings, it can be concluded hat China’s competitive-
ness in heavy, capital- and knowledge-intensive manufacturing indus-
tries is less advanced and obvious when compared to light, labour-
intensive industries. Most sectors suffer from serious structural problems
due to the dominance of large, state-dominated firms. Nevertheless, visi-
ble progress is being made through industry-wide reorganization, mana-
gerial and enterprise reform, as well as technical co-operations and joint
ventures with leading foreign companies. The build-up of economies-of-
scale, the modernization of facilities, and the upgrading of product tech-
nologies enjoy top priority within the reform process that — combined
with the entrepreneurial spirit of capable managers — has resulted in the
emergence of well-managed Chinese firms with a clear international
orientation. These firms also capitalize on the high level of past invest-
ments into technologies and human capital.

IMPLICATIONS FOR ]APAN’S INDUSTRY AND POSSIBLE
STRATEGIC RESPONSES

What are possible implications of these developments in China’s manu-
facturing industries for Japan’s industry? And what are possible scenari-
os and counterstrategies for Japanese firms? In the following, an attempt
is made to provide some possible, though speculative clues to these
issues.

The Sino-Japanese relationship is characterized by a long history of
political rivalry and growing economic interdependence, and exerts a
crucial influence for political stability and economic prosperity in Asia
(Hilpert and Haak 2002). During the 1990s economic relations between
both countries have become even closer and intertwined as a result of the
growth in trade, foreign investment, technical cooperation and technolo-
gy transfer. Trade volume between China and Japan has surged over the
past 20 years, but almost tripled between 1990 and 1998 (Hilpert 2002).
Foreign direct investment (FDI) from Japan to China increased by eight
times between 1990 and 1995, though the prolonged economic stagnation
of Japan’s economy caused a decline since 1996 (see Chapter 2). Neverthe-
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less, the level of Japanese FDI flows into China after 1996 is still four times
higher than in 1990. For Japan, China is the second most important export
destiny, the second most important source of imports, and the second
most important recipient of FDI. China is Japan’s most important site for
overseas production by Japanese manufacturers, and the most important
recipient of official development aid (ODA). For China, Japan is the most
important source of imports, and the second largest export market and
source of FDL

Further analysis of Sino-Japanese trade relations reveals a growing
intensity, interdependence and degree of integration of both economies
since the early 1990s:

From China’s point of view, its regional trade structure has gradually
shifted towards a growing weight of trade with Japan, reflected in the
growing relative importance of the Yangtze delta and the Bohai gulf as a
regional export base (Chan, Tracy and Wenhui 1999, pp. 127-47).

Since the 1990s Japan has emerged as the leading importer of Chinese
manufactured goods following the growth in overseas production of
Japanese firms in China and the sharp increase of processing trade. While
in the 1985 raw materials and foodstuff accounted for 60 per cent of
Chinese exports to Japan, their share declined to less than 20 per cent in
1998, as manufactured goods increased their share to 80 per cent (see
Figure 1.5).

Figure 1.5: Composition of Chinese exports to Japan (1985 vs. 1998)
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Since 1989, Japan has consistently recorded a trade deficit with China
totalling USD 17 billion in 1998. Apparel and footwear are the main
sources for the trade deficit, but manufactured industrial goods like
communication equipment, office machines, or optical goods contribute
a significant and growing portion (see Figure 1.6).

Figure 1.6: Composition of Japan'’s trade deficit with China (1998)
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Chinese products have gained a large and growing share in Japan’s
import market (see Figure 1.7). China not only dominates markets like
apparel, footwear or toys, where Japan is heavily dependent on imports,
but has succeeded in gaining strong footholds in competitive segments
like electronics, where import penetration has been low. China has
achieved a far stronger position in Japan’s import market than the United
States or Europe that have traditionally struggled hard to gain access
(Chan, Tracy and Wenhui 1999, pp. 142-4).

From these findings it can be concluded that complementary rather
than intra-industrial trade still remains the basic feature of Sino-Japanese
trade relations, but that there is a marked shift towards manufactured
goods. Chinese products are competitive not only in traditional light
manufacturing industries like textiles or toys, but increasingly in labour-
intensive, assembly-based industries like electronics, communication
equipment or optical goods (Hilpert 2002, pp. 45-8).

For Japan, these industries are still important in terms of scale, em-
ployment and global market position, where it maintains a formidable
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Figure 1.7: Chinese market shares in Japan’s import market (1998)
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manufacturing and supplier base. Despite Japan’s strong position in and
focus on technology-intensive, high value-added product segments, the
revenue and profits generated from high volume, cost-competitive mar-
ket segments still exert a significant influence on the overall economic
performance of many companies in industries such as home appliances,
consumer electronics, communication equipment, office equipment,
trucks, agricultural machinery or mo’corcycles.3 Although Japanese firms
in these industries have aggressively shifted production facilities to low-
er-cost production sites overseas, mainly to Southeast Asia and recently
to China, they are increasingly vulnerable to China’s growing competi-
tiveness. Not only China’s labour cost advantages but also enhancement
of product quality, improvements in manufacturing management, and
growth in productivity are important factors that have caused a relative
decline of Japan’s competitiveness vis-a-vis China and that may well lead
to a head-on rivalry with Japanese firms, not only on global markets but
increasingly also on Japan’s home turf.

® A good example is the home appliance industry. Home appliance products still
account for a significant share of business with most of Japan’s comprehensive
electronic manufacturers — like Hitachi Ltd, Toshiba Corp., Matsushita Electric
Industrial Co., Ltd, Sharp Corp. or Sanyo Electric Co., Ltd — and are responsible
for their eroding profit position. Instead of retreating from these business
segments, as General Electric Corp. has done, Japanese firms are trying to
maintain their positions in an effort to secure employment (see Nikkei Business
13 November 2000, p. 12).

50



Chinese Firms as Emerging Competitors of Japanese Firms

Japanese firms in these industries do not have many strategic options
to respond to this threat (for a comprehensive analysis of Japanese strat-
egies towards China, see Haak 2002, pp. 158-73). Being hesitant to retreat
from these business fields, they are accelerating their move to overseas
production, adding more and more products and components with high-
er value-added. Production in Mainland China is assuming a growing
importance in the context of this strategy. For example, leading compa-
nies — like Sony Corporation, Sharp Corporation, Sanyo Electric Co.,
Funai Electric Co., Ltd in audio-visual equipment, like NEC Corporation
or Fujitsu Corporation in computers and communication equipment, like
Canon Inc., Ricoh Co., Ltd or Seiko Epson Corporation in office equip-
ment, like TDK Corporation, Murata Electric Co., Ltd, Taiyo Yuden Inc. in
electronic parts, or like Toray Industries, Inc. and Teijin Ltd in textiles —
are embarking on large-scale production of key components and prod-
ucts in China (Nihon Keizai Shinbun 6 August 2000, p. 11; Nikkei Business
27 September 1999, pp. 36—49; Nikkei Business 27 March 2000, pp. 8-9;
Nikkei Business 17 July 2000, pp. 26—40). In these increasingly global
industries China is becoming the strategic market and manufacturing
site, as other foreign companies are taking similar strategic moves, and as
Chinese firms are building up scale. Global competitive success for Japa-
nese firms seems to depend more and more on the successful manage-
ment and integration of the Chinese operations into their global organi-
zation (for a detailed analysis of Japanese management of Chinese oper-
ations, see Legewie 2000).

The ongoing overseas shift of production facilities and procurement
by Japanese manufacturing firms has had severe consequences for Ja-
pan’s large supplier industries. While the process of industrial hollowing-
out started in the mid-1980s as a result of the rapid appreciation of the
Japanese yen, it is likely to further accelerate in the nearer future as many
labour-intensive, assembly-based industries are losing their global com-
petitiveness. These trends are increasingly visible in manufacturing in-
dustries like casting (for example for machine bodies), dies and mould
making (for example for metal and plastic parts) (Kanemura 2000, pp. 32—
6) or in processing and subcontracting industries like parts machining or
(sub)assembly (for example printed circuit boards). The strategic chal-
lenge for Japanese suppliers and subcontractors is to increase competi-
tiveness by moving abroad by themselves or by engaging in international
alliances or networks, or to retreat from their traditional business by
developing independent, proprietary know-how, technologies and own
products.

A different scenario seems likely for the scale- and (human) capital-
intensive, heavy manufacturing industries like steel, shipbuilding, paper,
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cement, oil refining and petrochemicals, machinery and civil engineering,
or automotive, because of the peculiar strategic positioning of these
industries in both countries.

From Japan’s perspective, these sunset industries were the backbone
for its rapid economic and technological development, but domestic
demand in these industries is maturing and in some cases declining. Most
of these industries suffer from excess capacity and low capacity utiliza-
tion as well as from overspreading their business portfolio into unprofit-
able segments. Despite their technological leadership position in many of
these industries, cost competitiveness is declining and international com-
petition, particularly from South Korea and from multi-national firms, is
on the increase. In addition, industries like oil refining or petrochemicals
are suffering from diseconomies of scale due to uncompetitive capacities
and low plant utilization. Other industries like automobiles, cement or
paper are faced with a global wave of concentration. Most companies that
operate in these industries are engaged in massive restructuring efforts
such as streamlining their business portfolios as well as reengineering of
their processes and cutting capacities (Matsui and Suzuki 1999; Matsui,
Suzuki and Ushio 2000). Corporate restructuring efforts in these indus-
tries increasingly involve industry-wide, structural change across compa-
ny boundaries, as business alliances, tie-ups with foreign firms as well as
mergers and acquisition become more and more common (Raupach-
Sumiya 2000, pp. 23—40).

At the same time, the Chinese market is one of the few remaining
markets where future growth can be expected. In order to sustain the
global market position, it is essential for Japanese firms in these industries
to gain a strong foothold on the Chinese domestic market. Otherwise,
their own existence and industrial base seems endangered.

From the Chinese point of view, the heavy manufacturing industries
are of an even higher strategic importance. The success of China’s enter-
prise reform, sustained economic development and social stability de-
pend to a large extent on the ability to enhance the competitiveness and
efficiency of these mainly state-dominated, large-scale industries. It is,
therefore, no surprise that the Chinese government, in its ninth Five Year
Plan for the year 1996-2000 and in its 15 Year Perspective Plan, has
declared petrochemicals, construction, steel, automotive and machinery
as pillar industries that are at the center of Chinese reform efforts and
industrial policy. The presence in these industries of substantial econo-
mies of scale as well as their scope for significant vertical integration
advantages has led the authorities to encourage the building-up of large
enterprises within them (Child 2000, pp. 33-5; Marukawa 2000). Without
doubt, these industries and enterprises will continue to receive massive
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governmental protection and support despite all efforts within the WTO
talks to enhance free, market-based competition in China. At the same
time, much of the success of the reforms and modernization efforts de-
pends on continued technology transfer, cooperation and investment
from foreign partners. Therefore, it seems likely that China will continue
to try to link market access and foreign direct investment to the transfer
of technology, management and skills.

When taking the strategic situation of both Japan and China into
consideration, a growing economic interdependence between both econ-
omies seems to be emerging as the interests of both nations and their
industries are tied to each other. The ability to sustain Japan’'s competi-
tiveness and global market position in these industries largely depends
on access to the Chinese market. Conversely, the ability of China to
upgrade its technological and managerial base and to secure the success
of its economic and enterprise reforms depends on the willingness of
foreign companies to continue to invest in China and to transfer technol-
ogies, capabilities and know-how. Due to its regional vicinity as well as
its leading technological position in key, heavy manufacturing industries,
Japan appears to be the logical strategic partner. Therefore, the emergence
of Sino-Japanese industrial alliances may well be a realistic scenario for
important scale- and (human) capital-intensive, heavy manufacturing
industries like steel, shipbuilding, petrochemicals, civil engineering or
automobiles.

While the benefits for China are more or less obvious, alliances with
Chinese firms could also be attractive for Japanese firms. In addition to
better access to and insight into the Chinese market, the active pursuance
of alliances enables them to better control the flow of know-how and
technology, in particular if WTO membership assures the transparency
and enforcement of contract law. Alliances with Chinese firms better
enable Japanese firms to contain a growing competitive threat by China’s
firms by means of engagement. Furthermore, such alliances may exploit
potentials for intra-industrial specialization with both partners concen-
trating on specific segments, products or processes. Such alliances can
become an integral part of Asian-wide alliances or networks involving
Japanese, Korean, Taiwanese and Chinese firms. The alliance between
Nippon Steel Corporation and Pohang Iron & Steel Co., Ltd (Posco) of
South Korea may well serve as a model. This comprehensive tie-up
between the world’s largest and second largest steel manufacturer,
among others, aims for the establishment of joint ventures in China.
Although not explicitly stated, China’s largest steel firm, the Shanghai
Baogang group, with whom both companies have longstanding coopera-
tive ties, may well play an important role within this strategy. Such an
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arrangement serves two strategic purposes: access to the Chinese market
and containment of a growing Chinese rival.

This argument is, agreeably, quite speculative as firm empirical evi-
dence is still lacking. For the purpose of its verification — or dismissal — it
seems worthwhile to closely watch developments in other heavy manu-
facturing industries like oil refining, petrochemicals, cement, paper or
shipbuilding, and strategic moves of large Japanese manufacturing enter-
prises.

SUMMARY

This paper attempted to provide a comprehensive analysis of China’s
growing international competitiveness in manufacturing and speculated
on possible implications for and strategic responses by Japan’s industry.
The main arguments can be summarized as follows:

Despite the progress of economic reforms, China’s advancement to the
world’s tenth largest trading nation and growing competitive success in
manufactured goods, China remains a developing country with huge
structural problems. Nevertheless, the reform process in China has liber-
ated potentials and competitive forces that have led to the emergence of
large, domestic-growth industries and competitive, well-managed firms,
both in labour-intensive, assembly-based industries as well as in scale-
and (human) capital-intensive, and heavy manufacturing industries. In-
creasing competition on China’s domestic markets and continued foreign
technology transfer encourage the advancement of resources and factors,
thereby enhancing Chinese competitive advantages in manufacturing.

Japan’s assembly industries are likely to face increasing competition
by Chinese firms, which will accelerate the internationalisation of pro-
curement and the shift to overseas production in China. This will further
accelerate the process of ‘industrial hollowing-out’ of Japan’s supplier
and subcontracting industries. Strategic alliances between Japanese and
Chinese firms are a likely scenario in scale- and capital-intensive indus-
tries in the wake of the growing economic interdependence between
China and Japan.

REFERENCES

BfAI (Bundesstelle fiir Aufienhandelsinformationen) (1999) Schiffsbau in
der VR China spiirt Wirkung der asiatischen Finanzkrise, BEAI — Lander
und Maérkte, Cologne: BfAl, 25 January.

54



Chinese Firms as Emerging Competitors of Japanese Firms

Chan, T., N. Tracy and Z. Wenhui (1999) China’s Export Miracle. Origins,
Results and Prospects, Houndmills Basingstoke: MacMillan.

Child, J. (2000) ‘Management and Organization in China: Key Trends and
Issues’ in J. T. Li, A. S. Tsui and E. Weldon (eds), Management and
Organization in the Chinese Context, Houndmills Basingstoke: MacMill-
an, pp. 33-62.

Fujitsu Research Institute (2000) internal material obtained by the author.

Gang, Y. (2000) Chiigoku tekkogyo hatten no kozohendo [The growth of iron
and steel industry in China], Tokyd: Yotsuya Round Publishers.

Haak, R. (2002) ‘Japanese Business Strategies towards China: A Theoreti-
cal Approach’, in H. G. Hilpert and R. Haak (eds), Japan and China:
Cooperation, Competition and Conflict, Houndmills Basingstoke: Pal-
grave, pp. 158-73.

Hilpert, H. G. (2002) ‘China and Japan: Conflict or cooperation? What
does Trade Data Say?’ in H. G. Hilpert and R. Haak (eds), Japan and
China: Cooperation, Competition and Conflict, Houndmills Basingstoke:
Palgrave, pp. 32-51.

Hilpert, H. G. and R. Haak (2002) ‘Introduction’, in H. G. Hilpert and R.
Haak (eds), Japan and China: Cooperation, Competition and Conflict,
Houndmills Basingstoke: Palgrave, pp. 1-11.

Huchet, J. F. (1997) ‘The China Circle and Technological Development in
the Chinese Electronics Industry” in B. Naughton (ed.), The China Circle
— Economics and Electronics in the PRC, Taiwan, and Hong Kong, Wash-
ington D.C.: Brookings Institution Press, pp. 254-85.

Jian, M. J. (2000a) Chiigoku no kigyokaiku to koporéto gabanansu [Corporate
restructuring and corporate governance in China], FRI Review 4 (2),
pp- 47-65.

Jian, M. J. (2000b) ‘Chtigoku no netto sangyd’ [China’s Internet industry],
FRI News Letter 55.

Kanemura, T. (2000) ‘Kanagata sangy6 no kokusaibungyd no doko —
Tayoka suru kanagata seisan” [Developments in the international divi-
sion of labour in the dies and mold industry — Diversification of dies
and mold making], Kikai Shinko 11, pp. 32-6.

KSKK (Kikai Shinkokyokai Keizai Kenkytjo) [Economic Research Center
of the Japan Society for Promotion of Machine Industry] (2000)
Sekiyitkagakukokyo no saikochiku to kikaikogyohatten ni kan suru chosaken-
kyii [Research on the reorganization of the petrochemical industry and
the development of the machine industry], Toky6.

KSK (Kaiji Sangyo Kenkytijoho) (1999) Kankoku — Chiigoku no zosennoryoku
no henka to shinzosenjukyii [Changes in Korean and Chinese shipbuild-
ing capabilities and the demand for new ships], no. 397, pp. 43-60.

55



Jorg RaurACH-SumiyA

KSKK (Kikai Shinkokyokai Keizai Kenkyijo) [Economic Research Center
of the Japan Society for Promotion of Machine Industry] (1997)
Chiigoku shinkeizaikeikaku to wagakuni no kikaijohosangyo [China’s new
economic plan and its impact on our machinery and information
industry], Tokyo.

Kueh, Y. Y. (1999) "Economic Reform in Chinese Industry: Efficiency and
Instability” in Y. Y. Kueh, J. C. H. Chai and G. Fan (eds), Industrial
Reform and Macroeconomic Instability in China, Oxford: Claredon Press,
pp- 3-19.

Legewie, ]J. (2000) ‘Control and coordination of Japanese subsidiaries in
China — Problems of an expatriate-based management system’, DIJ
Working Paper vol. 3, Toky6: German Institute for Japanese Studies
(D1)).

Li, F.and J. Li (1999) Foreign Investment in China, Houndmills Basingstoke:
MacMillan.

Liu, M. (2000), ‘Capitalist Firms, Public Enterprises: Ownership Reform
and Privatisation of Chinese State-owned Enterprises’, in S. Cook, S.
Yao and J. Zhuang (eds), The Chinese Economy under Transition, Hound-
mills Basingstoke: MacMillan, pp. 35-63.

Lloyd'’s Register (2000) World Shipbuilding Statistics.

Marukawa, T. (1999) Chiigokusangyo kenkyinytimon — Kaisetsu to déta [In-
troduction to research on Chinese industry — Interpretation and facts],
Tokyo: Ajia Keizai Kenkydjo [The Institute of Developing Economies].

Marukawa, T. (ed.) (2000). Ikoki chiigoku no sangyo seisaku [China’s indus-
trial policy in transition], Toky®d: Institute of Developing Economies
(IDE).

Matsui, K. and H. Suzuki (1999) Anatomy of restructuring — This time for
real? in Goldman Sachs Japan Portfolio Strategy, Tokyo: Goldman
Sachs, 31 March.

Matsui, K., H. Suzuki and Y. Ushio (2000) Restructuring redefined — From
cost cutting to reengineering, in Goldman Sachs Japan Portfolio Strategy,
Toky6: Goldman Sachs, 6 November.

MRI (Mitsubishi Research Institute) (2000) ‘Kaden uriage rankingu’
[Ranking of home appliance turnover], Chiigokujoho vol. 16 (1), p. 50.

Nakatsuka, S. (2000) Henbé suru sekai no zosensangyd no suii to tenbo
[Trends and prospects for the changing global shipbuilding industry]
Tokyo: Kaijisangyokenkydjo, 5 April.

Naughton, B. (1997) ‘“The Emergence of the China Circle,” in B. Naughton
(ed.), The China Circle — Economics and Electronics in the PRC, Taiwan, and
Hong Kong, Washington D.C.: Brookings Institution Press, pp. 3-37.

Nihon Keizai Shinbun (2000) Kara terebi de karuteru [Cartel in color TV
industry], 13 June, p. 7.

56



Chinese Firms as Emerging Competitors of Japanese Firms

Nihon Keizai Shinbun (2000) Chiigokutstishinsangyé — Keitaikenhiki
kyiikakudai [China’s telecommunication industry — Rapid expansion
led by mobile phones], 22 June, p. 8.

Nihon Keizai Shinbun (2000) Daito suru Chiigoku shiei kigyo — Hinshitsu
kosuto kanritettei [Emerging private Chinese firms — Enforcing quality
and cost control management], 4 July, p. 10.

Nihon Keizai Shinbun (2000) Kokunai shijo seiso — senshinkoku ni shojun
[Dominating the domestic market — Targeting industrialized coun-
tries], 31 July, p. 7.

Nihon Keizai Shinbun (2000) Ote seni méeka — seisansetsubi wo chiigoku de
zosan [Main textile manufacturers expand their production facilities in
China], 6 August, p. 11.

Nihon Keizai Shinbun (2000) Daito suru sangyotaikoku — WTO kamei, shijo
ni chiho [The emerging industrial giant — The market is gaining ground
with WTO membership], 18 August, p. 1.

Nihon Keizai Shinbun (2000) Chiigoku no otekokuyii kigyo — Kaigai de 6gata
shikin chotatsu [China’s large state-owned enterprises procure large-
scale funds on overseas capital markets], 28 September, p. 7.

Nikkei Business (1999) Daremo shiranai — Chiigoku bijinesu no kachigumi
[Nobody knows the winners in China business], 27 September, pp. 36—
49.

Nikkei Business (1999) Kajo wa shoriimu mieru kanri ga chiigoku de soko [The
management principle of the factory being the showroom is succeed-
ing in China], 20 September, pp. 49-50.

Nikkei Business (1999) Kydso genri ga nemureru shishi okosu [The principle
of competition is awakening the sleeping lion], 29 November, pp. 6-7.

Nikkei Business (2000) Mo tomaranai, haitekku buhin seisan no chiigoku
shifuto — Jidokasetsubiison ga manaita kiidoka [The shift of high tech parts
production to China cannot be stopped — The dependence on automat-
ed production technologies invites the industrial hollowing-out], 27
March, pp. 8-9.

Nikkei Business (2000) Ayaushi IT rikkoku — saigo no toride, sentanbuhin ga
Nihon kara nigete iku [Watch out! IT state — The last fortress, high
technology parts, leave Japan], 17 July, pp. 26—40.

Nikkei Business (2000) Ayaushi Nippon no kaden, doronuma no shiieki [Ja-
pan’s home appliance industry is in danger and its profitability in a
morass], 13 November 2000, p. 12.

Nolan, P. and X. Wang (2000) ‘Reorganizing Amid Turbulence: China’s
Large-scale Industry, in S. Cook, S. Yao and J. Zhuang (eds), The
Chinese Economy under Transition, Houndmills Basingstoke: MacMill-
an, pp. 9-34.

57



Jorg RaurACH-SumiyA

Nyaw, M.-K. (1999) ‘Readjustment of the Managerial and Organizational
Structure of Chinese Enterprises”in Y. Y. Kueh, J. C. H. Chai and G. Fan
(eds), Industrial Reform and Macroeconomic Instability in China, Oxford:
Claredon Press, pp. 31-45.

Ohara, M. (2000) ‘Chiigoku kigyd no kaigaishinshutsu — Kaden, 6tobai
méka no jirei kara’ [Foreign expansion by Chinese firms — Examples
from the home electronics and motorcycle mananufacturers], Ajiken
World Report no. 56, Chiba: Institute of Developing Economies (IDE),
pp- 28-34.

Porter, M. E. (1990) The Competitive Advantage of Nations, Houndmills
Basingstoke: MacMillan.

Priddle, R. (1996) ‘China’s Long-term Energy Outlook’, in Organisation
for Economic Co-operation and Development (OECD) (ed.), China in
the 21 Century — Long-term Global Implications, Paris: OECD, pp. 95—
125.

Raupach-Sumiya, J. (2000) ‘Auswirkungen wachsender M&A Aktivitaten
auf das japanische Unternehmenssystem’, in K. Lichtblau, W. Pascha
and C. Storz (eds), Workshop Klein- und Mittelunternehmen in Japan V —
Themenschwerpunkt: M&A in Japan — Ein neues Instrument der Unterneh-
menspolitik, Duisburger Arbeitspapiere 29 (2000), Duisburg: OAWI,
pp- 23-40.

Shen, X. (1999) The Chinese Road to High Technology — A Study of Telecommu-
nications Switching Technology in the Economic Transition, Houndmills
Basingstoke: MacMillan.

Shi, Y. (1998) Chinese Firms and Technology in the Reform Era, London:
Routledge.

The Nikkei Weekly (2000) Aiwa’s Low-price Strategy Undercut by Chinese
Rivals, 6 March, pp. 1/19.

The Nikkei Weekly (2000) China Oil Firms Prepare for the Big Time, 29 May,
p- 24.

The Nikkei Weekly (2000) China Becoming IT Powerhouse, 31 July, p. 21.

The Nikkei Weekly (2000) China Exporters Shift Focus to Electronics, 28
February, p. 21.

The Nikkei Weekly (2000) Ground Zero for China’s IT Explosion, 26 June, p.
24.

The World Bank (1997) China Engaged — Integration with the Global Economy,
China 2020 Series, Washington D.C.: The World Bank.

Yoshitomi, M. (1996) “The Comparative Advantage of China’s Manufac-
turing in the Twenty-first Century’, in Organisation for Economic Co-
operation and Development (OECD) (ed.), China in the 21% Century —
Long-term Global Implications, Paris: OECD, pp. 53-69.

58



Chinese Firms as Emerging Competitors of Japanese Firms

Zhang, J. (2000) "‘Market Size, Scale Economics and Loss-Making in Chi-
na’s Post-Reform State Manufacturing Industry’, East Asian Review
March, pp. 3-27.

Zhang, X. (2000) China’s Trade Pattern and International Competitive Advan-
tage, Houndmills Basingstoke: MacMillan Press.

COMPANY PROFILES

Chunlan Corporation: http:/ /www.chunlan.com

Dongfang Electric Corporation: http://www.cei.gov.cn/homepage/
sichuan/dgjj.htm

Haier Group Company: http://china.haier.com

Sundiro Co., Ltd: http:/ /www.sundiro.com

Konka Group Co., Ltd: http:/ /www.konka.com

Legend Holdings Ltd: http:/ /www.legend-holdings.com

Midea Holding Co., Ltd: http:/ /www.chinamd.com

China Qingqi Group Co., Ltd: http:/ /chinaqgingqi.net

Shanghai Baogang group: http:/ /www.baosteel.com

TCL Holdings Co., Ltd: http:/ /www.tcl-elec.com

China Yuchai International Ltd: http://ns.mei.cei.gov.cn/enterprise/

yqjq

59






2 JaraN’s MANUFACTURING FDI N CHINA —
ITs CHARACTERISTICS IN COMPARISON

Shigeki TEjiMA

JAPAN’S MANUFACTURING FDI IN CHINA

TrReNDs OF GLOBAL FDI TowarDs CHINA

One prominent characteristic of global FDI flows in the 1990s was the
accelerated mutual FDI among developed countries, mainly through
cross-border mergers and acquisitions. On the other hand, the share of
developing countries within the world total of FDI inflows stagnated,
after reaching its recent peak in 1994 (41 per cent), although annual FDI
flow itself to developing countries continuously increased in terms of
current US dollars (Table 2.1).!

Another prominent characteristic of the 1990s was the concentration
of inward FDI to the developing world in some specific countries. In Asia,
global FDI concentrated on China. Whereas in the 1980s Singapore’s and
Malaysia’s inward FDI alone often exceeded the FDI flow to China, in the
1990s global FDI to China skyrocketed, leaving other countries at a rela-
tively stagnant level. In the late 1990s China received more than USD 40
billion per year while the country’s share of FDI in all developing coun-
tries considerably declined throughout the 1990s.

! All years mentioned in this section are calendar years (from 1% January to 31%
December respectively), unless otherwise indicated.

61



Shigeki Tejima

Table 2.1: Global FDI inflow by host region and economy (billion USD)

1994 1995 1996 1997 1998 1999 2000
World 256.0 331.1 384.9 477.9 692.5 1075.0 1270.8
(*) 145.1 203.5 219.7 2714 483.2 829.8 1005.2
(**) 104.9 113.3 152.5 187.4 188.4 222.0 240.2
(**%) 41.0 34.2 39.6 39.2 27.2 20.7 18.9
L. America 30.1 323 513 712 83.2 110.3 86.2
Asia 68.6 753 94.4 107.2 95.6 99.7 143.5
China 33.8 35.8 40.2 44.2 43.8 40.3 40.8
(+5%%) 322 31.6 26.4 23.6 23.2 18.2 17.0
Hong Kong 7.8 6.2 10.5 114 14.8 24.6 64.5
Korea 1.0 1.8 2.3 2.8 54 10.6 10.2
Singapore 8.6 8.8 10.4 13.0 6.3 7.2 6.4
Thailand 13 2.0 2.3 3.6 5.1 3.6 24
Malaysia 4.6 5.8 7.3 6.5 2.7 3.5 55
Indonesia 21 43 6.2 47 -0.4 -2.7 -4.6

Notes: (*) All developed countries, (**) All developing countries
(***) Share of developing countries in the world
(****) Share of China in developing countries

Source: (UNCTAD) WIR2001 for 1995-2000, WIR2000 for 1994
WIR: World Investment Report

Figure 2.1 shows that global FDI inflow in China increased rapidly in the
1990s and most of it was disbursed in the form of new equity capital
investment up to 1996. However, since 1997 the amount of new equity has
declined to some extent, and reinvested earnings and ‘other FDI flows’,
i.e. parent companies’ lending to their affiliates, have considerably in-
creased. Enlarged reinvestment through retained earnings by overseas
affiliates means that the affiliates” business has become successful and
profitable. This general change for the better is an interesting indication
of global FDI trends in China, while Japanese affiliates in China are
showing continuously unsatisfactory profit performances, a pattern that
will be referred to later.

It is noteworthy that the economic growth rate of GDP in China and
the FDI inflow into China went through a similar trend in the 1980s and
the 1990s. They were especially close in the period from 1995 to 1997, but
they diverged exceptionally in the years 1990 and 1994 when China’s
GDP growth declined sharply. The recent high level of FDI inflow into
China seems to have spurred the domestic economic growth rate of the
host country.
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Figure 2.1: China
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TrENDs OF JaPAN’s FDI iNTo CHINA

China is one of the most important destination countries for Japanese
firms. China figured as the largest recipient country of Japan’s FDI flows
among all Asian host countries from 1993 to 1996 according to the notifi-
cation statistics provided by the Japanese Ministry of Finance (MoF; see
Table 2.2).” The peak was reached in 1995 when the annual flow amount-
ed to JPY 432 billion. The relative importance of ASEAN countries as the
destination of Japanese outward FDI for building up regional manufac-
turing networks weakened in the beginning of the 1990s, while China’s
importance as a recipient country increased. However, after 1995, Japan’s
FDI flows to China decreased year by year and were surpassed by Japan’s
flows to Thailand, Korea and Indonesia for some or all of three years
(1997, 1998 and 1999), according to the MoF statistics (Table 2.2). It is
noteworthy that these three countries, which were severely hurt by the
Asian crisis, received a higher volume of FDI from Japanese firms than
China, which was only slightly affected. In comparison to the global FDI
inflows to China, Japanese FDI to China shows some obvious differences
(Table 2.2 and Figure 2.2):

2 All years mentioned in Table 2.2, 2.3, 2.4 and 2.6 and in Figure 2.2 are fiscal
years (from 1% April to 31% March respectively), unless otherwise indicated.
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Table 2.2: Japan’s outward FDI flow to the world
(unit: one hundred million JPY)

1989 1990 1991 1992 1993 1994 1995
China 587 511 787 1381 1954 2683 4319
Indonesia 840 1615 1628 2142 952 1808 1548
Thailand 1703 1696 1107 849 680 749 1196
Malaysia 902 1067 1202 919 892 772 555
Philippines 269 383 277 210 236 683 692
Singapore 2573 1232 837 875 736 1101 1143
Hong Kong 2502 2610 1260 966 1447 1179 1106
Taiwan 662 653 554 376 343 292 439
Korea 799 419 357 291 289 420 433
Asia 11003 10343 8107 8316 7672 10084 11921
USA 43691 38402 24671 17993 16936 18016 21845
North A. 45485 39958 25763 18972 17591 18525 22394
UK 6989 9959 4945 3853 2946 2259 3332
Europe 19727 20975 12832 9176 9204 6525 8281
Latin A. 6991 5289 4547 3525 3889 5499 3741
Total 90339 83527 56862 44313 41514 42808 49568
1996 1997 1998 1999 2000
China 2826 2438 1363 838 1099
Indonesia 2720 3086 1378 1024 457
Thailand 1581 2291 1755 910 1034
Malaysia 644 971 658 586 256
Philippines 630 642 485 688 506
Singapore 1256 2238 815 1073 468
Hong Kong 1675 853 770 1083 1034
Taiwan 587 552 287 318 563
Korea 468 543 387 1093 899
Asia 13083 14948 8357 7988 6555
USA 24789 25486 13207 24868 13413
North A. 25933 26247 14011 27629 13562
UK 3873 5054 12522 13070 21155
Europe 8305 13749 17937 28782 26974
Latin A. 5008 7775 8274 8295 5783
Total 54094 66229 52169 74390 53690

Source: Ministry of Finance

First, Japan’s FDI in China had two booms (Figure 2.2). The first one
peaked in 1987 and the second one in 1995, while the global trend did not
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Figure 2.2: Japan’s FDI in China
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indicate any boom in the 1980s. During the second peak, Japan’s FDI to
China reached its highest level so far. The first peak was heightened by
non-manufacturing FDI and the second peak was mainly achieved by
manufacturing industries (Figure 2.2). The occurrence of two FDI booms
in that period means that Japanese firms have longer commitments and
more experience in local operations in China than other countries.

Second, Japan’s FDI to China sharply declined in the period from 1996
to 1999. Japanese firms seem to have become rather cautious, after the
huge investments in the mid-1990s. A substantial amount of (Japanese)
manufacturing capacities had already been built up, and Japanese inves-
tors continuously suffered from the unsatisfactory profit performances of
their affiliates in China, as will be argued in the next section. On the other
hand, global FDI into China did not show such a sharp decline in the late
1990s, and the volume of reinvested earnings has increased since 1997, as
mentioned above. Additionally, the policy change by a Chinese govern-
ment oriented toward ‘more national treatment’, or ‘equal treatment” for
both foreign and Chinese firms, as well as China’s unclear procedure for
repayment of value added taxes, prompted lower Japanese FDI in China.
Furthermore, the stagnation of the Japanese economy and the weak Jap-
anese yen has to some extent discouraged Japanese FDI in China.
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PROFIT PERFORMANCE AND FDI FLOW

Compared to other Asian host countries (Table 2.3), the Japanese manu-
facturing companies’ Chinese affiliates show an exceptionally unsatisfac-
tory profit performance. Generally speaking, Japanese partners in other
Asian countries, both ASEAN countries and NIEs, have achieved better
profit performance than non-Asian host countries. Only the profit perfor-
mance in China was worse than the performance in non-Asian host
countries.

Table 2.3: Profit performances of Japanese affiliates by region

NIEs ASEAN China USA/Canada EU Latin America

1991 3.12 3.15 - 293 - -
1992 3.34 3.19 - 2.55 - -
1993 3.31 3.15 2.88 2.29 2.61 -
1994 3.04 3.2 2.83 2.35 2.65 -
1995 3.17 3.15 2.75 2.52 291 -
1996 324 3.2 2.55 2.88 2.81 2.89
1997 3.31 3.21 2.65 3.07 2.99 3.16
1998 3.29 2.76 2.67 3.14 2.99 3.05
1999 3.07 2.74 2.61 297 2.78 2.67
2000 3.11 2.99 2.73 3.04 2.75 2.68
2001 3.06 2.82 2.85 2.8 2.67 27

Notes:  Five-stage evaluation 1:unsatisfied 2:slightly unsatisfied 3: average
4: slightly satisfied 5: satisfied
Source: JBIC

Unfortunately, after the Asian crisis, the profit performance of Japanese
affiliates in other Asian countries also deteriorated, although it was still
better than in China up to 2000. One compelling reason for the unsatisfac-
tory profit performance in China lies in the motives of Japan’s manufac-
turing FDI in China. Japanese firms in China are more concerned about
preserving or increasing their local market share in China than in other
Asian countries. With that objective, Japanese firms are relatively less
sensitive to their Chinese affiliates’ current profitability than elsewhere in
Asia, where they have become even more export-oriented after the Asian
crisis. Preserving the local market in China can be a more important target
for Japanese parent companies over the medium- and long-term than the
current profit performance of local affiliates in the host country over the
short-term period.
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However, even if their Chinese businesses are much more concerned
with market expansion than profitability, Japanese investors do respond
to the profit performance of their affiliates in host countries, albeit with
some time lag. Thus, one reason for the shrinking FDI flow of Japanese
firms to China in the years 1997 to 1999 was the continuous unsatisfactory
profit performance of their local affiliates in the late 1990s. The same
situation occurred in North America in the late 1980s and early 1990s: first
Japanese FDI flows expanded drastically (in the late 1980s), then the
profit performance of the local (US) affiliates deteriorated, and finally the
FDI flow dropped suddenly and sharply in the early 1990s as a result of
unsatisfactory profit performances. Since FY 1995 the Japanese FDI in
North America has shown an upward trend after the recovery of Japanese
affiliates” profitability.

It is noteworthy that profitability in China improved in both 2000 and
2001. In fact, profitability in China was slightly better than that of ASEAN
countries in 2001. The improved profitability in those years may stimulate
more FDI in China than ASEAN countries in the near future.

Jaran’s FDI N ASEAN COUNTRIES IN COMPARISON TO CHINA

In some cases, China competes with ASEAN countries as a location for
manufacturing and exporting networks serving local markets, Japan and
third countries. China has an advantage in manufacturing costs due to
abundant human resources, a substantial accumulation of supplier in-
dustries and a rapidly developing local market. However, the Japanese
manufacturing industry has already accumulated a substantial FDI stock
in the ASEAN countries, which also have specific local advantages.
Therefore, sometimes FDI in China may be substitutive to FDI in ASEAN
countries. In the global perspective, throughout the 1990s, China firmly
established its position as the dominant host country in Asia and sur-
passed the ASEAN region in the mid-1990s (Table 2.1). This general
picture is mirrored, to some extent, by the pattern of Japan’s FDI flow in
Asia as well. However, as argued before (Figure 2.2), in the late 1990s the
leading position of China as the recipient of Japan’s FDI was regained by
some ASEAN countries, although in 1999 and 2000, Japan’s FDI in China
surged again.

The location advantages of China - supplying favourable manufactur-
ing and exporting conditions — are connected with its recent WTO mem-
bership. Moreover, China is attracting Japan’s FDI with its improving
profit performances. Concurrently some other Asian host countries, such
as Thailand, Taiwan and Korea, have had recent increases in Japan’s FDI
in either 1999 or 2000.
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What are the future prospects of Japan’s FDI in China? According to
the periodical questionnaire of the Japan Bank for International Coop-
eration (JBIC), China has always been considered promising. In the
most recent survey of 2001, China preserved her position as the most
promising country in the world for Japanese manufacturing firms over
both the medium-term and long-term period (Table 2.4). The location
advantages of China include its potential for high economic growth in
the future and low costs of production, raw materials and intermediate
goods.

Table 2.4-1: Most promising countries over the medium-term (up to three

years)
1995 1996 1997 1998 1999 2000 2001
Rank

1  China China China China China China China
2 Thailand Thailand USA USA USA USA USA
3 Indonesia Indonesia  Indonesia Thailand  Thailand Thailand Thailand
4 USA USA Thailand Indonesia  India Indonesia  Indonesia
5  Vietnam Vietnam India India Indonesia  Malaysia India
6  Malaysia Malaysia Vietnam Philippines Vietnam Taiwan Vietnam
7  India India Philippines Malaysia ~ Malaysia  India Taiwan
8  Philippines Philippines Malaysia  Vietnam Philippines Vietnam Korea
9 Singapore Singapore  Brazil Brazil UK Korea Malaysia
10 UK UK, Taiwan Taiwan UK Brazil Philippines ~ Singapore

Table 2.4-2: Most promising countries over the long-term (up to ten years)

1995 1996 1997 1998 1999 2000 2001
Rank
1 China China China China China China China
2 Vietnam India India USA USA USA India
3 India Vietnam USA India India India USA
4 USA USA Vietnam Indonesia  Thailand Thailand Thailand
5 Indonesia  Indonesia  Indonesia  Thailand Vietnam Indonesia  Vietnam
6 Indonesia  Thailand Thailand Vietnam Indonesia  Vietnam Indonesia
7 Myanmar  Malaysia Brazil Brazil Brazil Malaysia Brazil
8 Malaysia Myanmar  Philippines Philippines Malaysia Brazil Taiwan
9 Philippines Philippines Malaysia ~ Malaysia  Philippines UK Malaysia
10 UK Mexico Myanmar UK Mexico Taiwan Philippines

Source: JBIC
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In the same JBIC survey of 2001, other Asian countries, such as Thailand,
Indonesia, Malaysia, Taiwan, India, Vietnam, Korea, Singapore and Phil-
ippines, were ranked among the top ten promising destinations of Japan’s
FDI flows. Those countries also have local markets with considerable
potential for the future, low production cost (excluding Taiwan, Sin-
gapore and Korea), as well as export bases to third countries and part
supply bases to assembling companies in the Asian region. Those Asian
countries are competing with China as a host country for Japan’s FDL

Moreover, according to this author’s interviews in January 2002 with
the managers of Japanese affiliates, officials of the Japan Chamber of
Commerce, Japanese and Western city banks, governmental agencies and
research institutes in Singapore, Malaysia, Thailand, Hong Kong and
China,? there is considerable optimism about the competitiveness of their
own industries, their competitive power as host countries to attract in-
ward FDI and expanding business opportunities between China and
ASEAN.

On the other hand, managing directors of Japanese affiliates in
ASEAN countries are seriously worried about future potential competi-
tion between their products — both final goods and spare parts — made in
ASEAN countries and those made in China. As argued above, Japanese
firms have already built up their international (intra-regional) production
networks in ASEAN countries, especially in the electric and the electronic
industries and automobile industries. Japanese affiliates in ASEAN are
confident of their competitiveness in the automobile industry and also in
more capital intensive and technology intensive fields of the electric and
electronic industries. However, they are cautious, especially in the electric
and the electronic industries, in respect of three issues. First, they are
struggling in competition with labour-intensive parts and final goods
with China. Second, in the near future they may also be struggling in
capital and technologically intensive parts and final products because of
China’s growing competitiveness. Third, the Japanese parent companies
may invest more in China and less in ASEAN countries in the future
because of better business opportunities in China.

Interestingly, Japanese affiliates in Hong Kong and China have largely
similar ideas regarding these three issues. In fact, Japanese parent compa-
nies must develop some kind of comprehensive policy of reallocation or

® These interviews were conducted in January 2002 with the managing directors
of Japanese affiliates in Singapore, Malaysia, Thailand, Hong Kong and China
and with experts in the research institutes, governmental agencies, Japanese
and Western commercial banks as part of the research regarding the effects of
a growing China on Southeast Asia.
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reorganisation of their Asian networks in both ASEAN regions and China
to avoid economic and political risks in both areas and to minimize the
huge ‘sunk costs’, which have already accumulated by heavily investing
in ASEAN regions in the past.

INDUSTRIAL AND REGIONAL CHARACTERISTICS OF JAPANESE FDI IN CHINA

Geographic characteristics

Geographically, Japanese affiliates in China used to concentrate in some
specified areas in North and South China, but there has been a gradual
shift from North China (Liaoning) and South China (Guangdong) to East
China (Shanghai, Jiangsu). Table 2.5 indicates that the number of Japa-
nese firms located in Shanghai increased in the period from 1994 to 1999
about six-fold from 404 to 2,553 firms, in Jiangsu about nine-fold from 158
to 1,326 firms. On the other hand, in Liaoning and Guangdong the in-
crease of Japanese affiliates was less than three-fold in the same period.

Table 2.5: Numbers of Japanese affiliates by region/city
(unit: numbers of firms)

1994 1998 1999
Beijing 253 871 884
Tianjin 118 706 719
Shanghai 404 2305 2553
Chongqing 1 77 78
Jiangsu 158 1288 1326
Zhejiang 54 641 652
Shandong 83 951 971
Liaoning 698 2006 2016
Guangdong 307 770 806
Hubei 1 149 145
Henan 1 143 141
Sichuan 19 50 52

Source: Mitsubishi Research Institute

Within China, local governments compete severely for foreign investment.
The attractiveness of Shanghai and Jiangsu for example stems, first, from
having the largest local market for consumer goods in China, second, from
their national and / or local development zones, which provide well-pre-
pared economic and social infrastructure and, third, from well-trained
human resources. They also have advantages because of their supporting
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industries — a well-developed local machinery industry and many town-
ship and village enterprises (TVEs) which can support the local business
of Japanese firms. Moreover, a recent accumulation of many affiliates of
Taiwanese manufacturing firms and Western and Japanese enterprises has
resulted in the formation of an effective production and sales network in
the region, which is only behind in the Guangdong area but rapidly
catching up. Therefore, many Japanese firms from the home appliance
electronic industry, the personal computer and the semiconductor indus-
try are operating in Shanghai and Jiangsu to serve local markets.

On the other hand, Guangdong is an advantageous location because
of its huge accumulation of parts companies, both foreign and local,
amounting to more than 40,0000 companies and their networks spread
over the Guangdong and Hong Kong area. These supplier networks,
many of which are Taiwanese affiliates, offer a great variety of intermedi-
ate goods with high quality at a low cost. Their products are often the
most competitive of all Asian products. Many Japanese affiliates in Asia,
which have international procurement offices (IPO) in Singapore and in
Hong Kong, have often found out that the parts procured in the Guang-
dong and Hong Kong area are of higher quality and cheaper than the
products made in other Asian regions. As argued above, the recent situa-
tion brought about by China’s growing economy may change the picture
of the international (intra-regional) production sales networks through-
out the entire East and Southeast Asian regions.

Research and development (R&D) activities are handled well in the
Beijing area and in Eastern China (Shanghai, Jiangsu). New products
suitable for the local markets are developed here using the local, highly
qualified human resources.

Industrial characteristics

Japanese firms from several machinery industries, such as the electric and
the electronic industry (electric machinery industry), as well as other
types of industries, including the textile, the industrial machinery and the
transportation equipment (automobile) industry have continuously in-
vested in China (Table 2.6 and Figure 2.3). Especially the electric and the
electronic industry invested heavily in China, reaching its peak in FY
1995. After FY 1995, the industry drastically reduced its FDI in China, but
in FY 2000 they sharply increased their investments again. The textile
industry’s FDI in China typically reflects the location advantages of Chi-
na: an abundant labour force at low cost and of high quality. Japanese FDI
in the (industrial) machinery industry and the service industry also
showed an increase in FY 2000, the most recent year under review.
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Table 2.6: Japan’s FDI flow in China by industry
(unit: one hundred million JPY)

Foodstuff

Textile

Timber & pulp
Chemical

Iron & non-iron
Machinery

Electric machinery
Transportation machinery
(Manufacturing)
Commerce

Service

Real estate
(Non-manufacturing)
Grand total

Foodstuff

Textile

Timber & pulp
Chemical

Iron & non-iron
Machinery

Electric machinery
Transportation machinery
(Manufacturing)
Commerce

Service

Real estate
(Non-manufacturing)
Grand total

Source: Ministry of Finance

1991
26
95

2
15
16
39

167
12
420
9
255
22
311
787

1996
207
212

44
98
203
319
445
280

2032
146
287
195
749

2828

1992
37
155
4

25
38
65
246
41
838
31
283
85
467
1381

1997
118
274

36
161
180
232
518
122

1857
124
179
131
549

2438

1993
77
268
48
110
91
265
386
98
1587
64
143
47
315
1954

1998
105
47

153
94
114
163
178
1027

97
45
313
1363

1994
137
349

10
106
164
137
516
233

1942
156
215
146
632

2683

1999
29
31

100
48
44
74

104

603
72

102

198
838

1995
137
455

68
138
347
463
904
370

3368
249
173
261
851

4319

2000
23
30

66
46
95
357
99
840
62
167
15
256
1099

Quite generally the performance of Japanese affiliates in China de-
pends heavily on the respective industry’s characteristics. In some
products of the home electronics industry, the Chinese market has
already grown to one of the largest markets in the world, and the local
Chinese firms in this industry have become internationally competi-
tive. A typical example is the colour TV industry. Chinese firms were
able to absorb effectively the know-how of Japanese manufacturing
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Figure 2.3: Japan’s FDI in China by industry
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firms by means of direct or indirect technology transfer, and now they
are competing with Japanese firms (and their affiliates) not only in the
Chinese market but also in the Southeast Asian market. In addition to
their good access to lower labour cost, Chinese firms can utilize lower
priced spare parts than Japanese parts. Those Chinese parts are pro-
duced locally by Chinese firms and provide an acceptable quality to
local markets because of direct or indirect technology transfer by Japa-
nese firms. Therefore, a large-scale Japanese investment in China in this
field cannot be expected.

Although China’s personal computer market is still relatively small, it
is growing rapidly. In this industry, Chinese firms are not yet as competi-
tive as in the home appliances industry, but Western rivals are formidable
competitors for Japanese firms. Therefore, also for this industry, a large-
scale Japanese investment cannot be expected.

However, in 2000 and 2001 Japanese firms in the electric and the
electronic industries invested in China in order to compete with their
Chinese, Asian and Western rivals in many fields and also to reorganise
and strengthen their production and sales networks in Asia.

Japanese automobile firms are still lagging behind Western firms in
setting up local manufacturing plants in China. However, Toyota, Honda
and other Japanese automobile firms have become more active recently to
serve a potentially huge market of China. Some Japanese automotive
parts makers have already invested in China and are prepared to supply
parts to Japanese assembling firms in China.
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ADVANTAGES AND DISADVANTAGES OF CHINA AS A HOST COUNTRY IN
COMPARISON WITH ASEAN COUNTRIES

ADVANTAGES

In many cases, Japanese affiliates in Southeast Asian countries have
realized that the production costs of parts and components in China are
lower than in Southeast Asia and that the product quality is also better in
China. Generally speaking, this situation is valid for labour-intensive
industries but, as argued above, the same situation may develop in the
capital and technology intensive industries in the near future. Further-
more, the actual and potential size of the local consumption market is also
larger in China. All these advantages suggest that there will be more FDI
in China than in Southeast Asia in the near future.

DISADVANTAGES

However, there are also some disadvantages in the Chinese investment
environment, namely the lack of flexibility, transparency and predictabil-
ity of its economic policy, including its FDI policy. On the other hand, the
ASEAN countries have made considerable efforts to stimulate inward
FDI by taking a more liberalized FDI policy with bilateral and regional
actions. For example, investment liberalization gained momentum along
with the regional ASEAN Free Trade Agreement (AFTA) and the ASEAN
Investment Agreement (AIA) schemes. Thus through the Japanese and
Western firms’ efforts to build up an exporting automobile industry in
Southeast Asia, FDI flows to those countries increased. For example, the
Mazda-Ford joint venture in Thailand is running a successful export
operation. In China, Japanese firms can enjoy the advantage of low
production costs, but they have to bear substantially larger policy uncer-
tainty risks than Southeast Asian countries. China’s participation in the
WTO may decrease these risks to some extent. But if the accession to the
WTO means trade liberalisation in the first stage, it may do more to
stimulate trade than FDI into China. Only over the long term will China’s
WTO accession result in an increase in both trade and investment.
According to some Japanese firms, another disadvantage of China is
the relatively long ‘lead-time’ from order to supply compared to South-
east Asia. This disadvantage may be serious in some specified industries.
Additionally, it is noteworthy that the international competitiveness
of local Chinese firms has grown to be formidable for Japanese firms in
both the Chinese and the Southeast Asian markets. Therefore, Japanese
firms will have to rebuild their own networks in Asia, considering both
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the advantages and the disadvantages of the different host countries as
well as taking into account the positive effects from their technology
transfer, which is indispensable for the success of the Japanese production
system, and the risk of fostering rivals through technology transfer, as
will be explained in the next section. The new possibility of integrating
ASEAN markets with the Chinese, Korean and Japanese economy is the
newest factor to be considered.

FIRM-SPECIFIC ADVANTAGES OF ]APANESE FIRMS
AND ITS TECHNOLOGY TRANSFER

TECHNOLOGY TRANSFER AS AN ENGINE FOR DEVELOPMENT

Technology transfer through FDI is a major engine to stimulate the eco-
nomic development of host countries. Technology transfer is indispensable
for developing countries” industrial capacity over the long term, while FDI
inflows seem to have a more direct relationship with GDP growth through
domestic capital formation and export (promotion). On the other hand, FDI
carries new technology and science for new products as well as managerial
resources and financial resources. The effects of technology transfer on the
economic development are realized over quite a long-term period.

QUESTIONNAIRE SURVEY ABOUT THE TECHNOLOGY TRANSFER THROUGH FDI

To consider the importance of the effects of technology transfer through
FDI on the economic development, the author conducted a questionnaire
survey at Japanese and European firms and their affiliates in ten Asian
countries and regions (China, Vietnam, Thailand, Indonesia, Malaysia,
Singapore, Philippines, Hong Kong, Taiwan and Korea) as a joint research
work with Professor H. Mirza and his team at Bradford University. In the
following, some major findings will be discussed along with a short
explanation of the survey methodology.

THE THREE TECHNOLOGY CATEGORIES4

Traditionally, technology transfer refers to innovative new products
and / or production process (in the chemical and pharmaceutical indus-

* The World Investment Report 2001 (pp. 157-9) presented a little different but
similar idea of the three concepts of technology transfer: product-related tech-
nology, process technology and organisational and managerial know-how.
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tries), to related techniques used to operate and/or to utilize the new
technology well, and to the basic capability of R&D to create new prod-
ucts and / or production processes. We define this technology transfer as
the first technology category. This type of technology is realized when
FDI is more profitable than the export of the same technology or the
export of equipment including the same technology. Using overseas pro-
duction, the parent company tries to yield a high enough return as
quickly as possible so as to compensate for the R&D expenditure on the
new products. Thus, the parent company expects to gain high enough
profits by utilising the location advantages of the host country. In many
cases, host countries are able to manufacture the new products at lower
costs and / or provide large markets for them. Naturally the parent com-
pany tries to avoid the spillover of the technology before obtaining
enough profit to compensate for their R&D expenditure. However, even
in that situation, technology will spread to the host countries gradually
through retired employees of the overseas affiliates and the partners of
joint ventures. Therefore, even in this case, we can expect an impact from
technology transfer.

However, it is noteworthy that there is another type of technology
transfer having to do with managerial and organisational production
systems in mature industries, such as the automobile industry and the
electric and the electronic industry, which diminish transaction costs or
problems arising in the mass-production system a la Henry Ford. This
technology transfer is defined as the second technology category.

This type of technology is deeply related to the firm-specific advantag-
es of Japanese manufacturing companies. Japanese firms in these mature
manufacturing industries have developed and preserved a strong interna-
tional competitiveness by fostering stable and long-term transactions in
labour markets and the intermediate goods markets in order to minimise
the sum of the market transaction costs and the intra-firm transaction costs
(Tejima 2000a, 561-6). Quality control systems, stock (inventory) control
systems and effective control systems of suppliers, supported by the life-
time employment system, job-rotation system and multi-functions of
skilled labours are technical devices that effect the basic principle of pre-
ferring the long-term transaction to the short-term opportunistic profit.

The basic assumption is that Japanese manufacturing firms are relative-
ly more advantageous in this second technology category than in the first
technology category. Therefore, Japanese firms are assumed to be relative-
ly more eager to transfer the second category than the first category. On the
other hand, Western (European and American) companies are assumed to
be more advantageous in the first technology category and relatively more
eager to transfer the first category than the second category.
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The third technology category encompasses personnel and employ-
ment systems and is quite different from the first and the second technol-
ogy category explained above. This third category is important because it
provides the basis to proceed in the first two technology categories. For
example, a similarity in the personnel and employment systems may be
the prerequisite for the technology transfer of the second category.

THE RESULTS OF THE SURVEY

The questionnaire was sent to 569 Japanese parent companies (90 Japa-
nese firms responded), to 955 European parent firms (26 European firms
responded) and to 1500 overseas affiliates owned by Japanese and Euro-
pean firms (46 affiliates responded, of which 38 firms were Japanese-
owned). Table 2.7 shows a summary of the survey’s results.

First, as Table 2.7 shows, Japanese firms are relatively more positive
about transferring the second technology category than the first technol-
ogy category (statistically significant by X test) and European firms are
relatively more positive about transferring the first category than the
second category (statistically insignificant by X test). Therefore, the au-
thor’s assumption is confirmed at least as far as Japanese firms are
concerned. The results for the European firms, however, may be unreli-
able, because of the extremely small sample.

Table 2.7: Technology transfer by evaluation of parent companies and their
affiliates
(1) Products / production process (category 1)

Japanese parent European parent Affiliates in Asia

No. of firms Score No. of firms Score No.of firms Score

Products/process 83 34 26 3.8 45 3.6

Adaptive 83 3.2 26 3.8 45 3.5

technology/skill

Technology for inno- 82 2.3 26 2.8 43 2.9

vation

others 0 0 0 0 1 5
248 2.9 78 3.5 134 34

(2) Production / supply chain system (category 2)
Japanese parent European parent Affiliates in Asia

No. of firms Score No. of firms Score No.of firms Score

Process control system 81 32 25 32 43 33
Quality control system 80 3.4 25 3.7 45 33
Inventory control sys- 81 3 25 34 45 3
tem

Facilities maintenance 79 34 25 3.4 45 2.9
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Facilities layout 80 3.2 25 3.1 45 2.6
Customer-supplier 80 3 25 3.5 45 3.3
system

Sales/distribution sys- 81 2.8 24 3.6 44 0
tem

Other 0 0 0 0 0
Average 562 3.1 174 34 267 3.1

(3) Human resource management system
Japanese parent European parent Affiliates in Asia

No. of firms Score  No. of firms Score  No. of firms Score

Recruitment system 87 24 25 2.3 45 21
Employment system 87 24 25 2 45 2.4
Promotion system 87 2,5 25 2.4 45 24
Payment system 87 24 25 24 45 22
Training schemes 87 2.6 25 2.7 45 2.6
Employee participa- 87 2.6 25 2.8 44 2.6
tion
Reporting system 87 2.7 25 3.8 45 3.2
0 0 0 0 0 0
609 2.5 175 2.6 314 25

Notes:  Five-stage evaluation for (1) and (2)
1: Never transferred 2: Transferred on a case by case basis 3: Trans-
ferred if criteria met 4: Normally transferred 5: Always transferred

Five-stage evaluation for (3)

1: We only follow local HRM practices 2: Parent practice transferred on
a case by case basis 3: Parent practices transferred if criteria met

4: Parent HRM practices normally transferred 5: Parent HRM practices
always transferred

Source: Own survey and research

Second, Japanese and European parent companies and their affiliates
commonly recognize that they are eager to transfer or to receive the first
category and the second technology category but not the third category.
Actually, the insufficient transfer of the third category may be especially
problematic for Japanese firms, because the second category requires
such a close relationship between Japanese management ways and local
employees as is true for Japanese parent companies, as argued above.
Third, those three parties (Japanese and European parents and their
affiliates) also commonly recognise that parents companies are eager to
transfer the technology of the innovative new products and / or produc-
tion process (the first technology category) and related techniques to
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operate and / or utilise the new technology, but are not so positive about
transferring basic R&D capability for creating new products and/or
production processes to local firms because of the lack of local capacity in
host countries. The responding affiliates affirmed that they could realise
a higher product quality, lower production costs, a more punctual deliv-
ery timing and more competitive new products because of their having
received the technology transfer of the second technology category, but
they still did not possess enough capacity in creating new products
because of the insufficient technology transfer of the first technology
category.

THE SURVEY’S IMPLICATIONS

Generally speaking, the effects of the transfer of the second technology
category on the affiliates, local firms and local companies are excellent
because the second category’s nature is quite opposite to the first catego-
ry. The technology of the second category has to be spread as far as
possible to all related participants, including the employees of their affil-
iates and to the local parts suppliers because it is absolutely necessary to
widely diffuse the technology for the success of the local operation. In
some cases, Japanese firms do the training of local employees and send
Japanese engineers to their affiliates and local suppliers with no or very
little compensation. The process of the technology transfer is both very
expensive for Japanese parent companies and very beneficial to local
firms and host countries. Thus in some cases, Japanese firms have con-
tributed to fostering rival firms in host countries. This in fact happened in
the United States through the revitalisation of the US automobile firms
and some electric and electronic firms after local manufacturing had been
begun by Japanese firms.

Presently, similar things are happening in China. Japanese local pro-
duction in China has contributed substantially to fostering competitive
Chinese firms, especially in the field of the electric and the electronic
industry. In other words, China is an exceptional example of the success-
ful transfer of a second technology category in a developing country. In
this sense, Japanese firms are facing the dilemma of choosing between
their affiliates’success and promoting the local rivals through their tech-
nology transfer. This is an important issue for Japanese firms in their
decisions regarding new investment destinations.
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FUTURE PROSPECTS

It will be absolutely necessary for Japanese firms to continue shifting their
production bases from Japan to Asia, primarily to China and Southeast
Asia. They will have to manufacture higher value-added products in
Asia, while the Japanese headquarters will have to concentrate more on
R&D. Japanese production and sales networks in Asia have to be reorga-
nised by Japanese parent companies and their affiliates in Asia, taking
into account the advantages and disadvantages of China, the ASEAN
countries and the Asian NIEs. Those advantages and disadvantages are
still changing, but China’s participation in the WTO and ASEAN’s accel-
eration of regional trade liberalisation, including the possibility of ‘forg-
ing AFTA with Japan, China and Korea” will, no doubt, increase the
competitive advantages of both parties. Japanese firms may have to
reorganise and integrate their production and sales networks spread over
the whole East and Southeast Asian regions, as argued above. Future
networks will be quite different from the current networks in ASEAN
countries, which mainly comprise Japanese affiliates, because the sup-
porting industries in China, which are currently growing, include many
other foreign affiliates, especially Taiwanese.

Finally, but nevertheless important, the recent acceleration of Japanese
FDI in China may result in the hollowing out (kudoka) of the Japanese
economy by shifting competitive industrial sectors from Japan to foreign
countries. It is inevitable that Japanese firms will rely on international
production and sales networks rather than on domestic production and
sales networks in order to stay alive and competitive against their rivals
under the accelerated pace of globalisation. However, if the pace of the
shift of manufacturing sectors from Japan to Asia is too rapid, it may
actually cause some difficulties for Japan’s domestic sectors. In other
words, in the worst case scenario, Japanese manufacturing sectors may
lose their conventional advantages in mature industries through rapid
change of the social and economic structure in Japan and through the
accelerated shift of domestic manufacturing sectors to foreign countries
while not being able to obtain new advantages in R&D capabilities in
information, communication and other advanced technologies. In order
to avoid such a disastrous situation, both Japanese firms and Japanese
public sectors will have to follow a long-term strategy, which will allow
Japanese companies to develop new competitive advantages without
damaging their own firm-specific advantages. They should invite more
inward FDI in Japan while positively achieving outward FDI in China,
ASEAN and the rest of the world.
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3 S0GO SHOsHA Quo VADIS?

THE STRATEGIES OF THE JAPANESE GENERAL TRADING HOUSES
IN THE CHINESE M ARKET

Hanns Giinther HILPERT

INTRODUCTION

The existence of general trading houses with huge transaction volumes,
acting as traders, investors and project organizers in domestic and foreign
markets is one of the remarkable features of the Japanese economy. How-
ever, shaken by the current changing domestic and international environ-
ment and by the aftermath of the bursting of the financial bubble, their
future as a unique type of firm lies in doubt. Since foreign trading activity
is the well-known special feature of these so-called sogd shosha,' their
performance as international traders and as actors in foreign markets will
most probably determine their future existence. As China is probably the
strategically most important foreign market for Japanese business at
present, Chinese performance and Chinese expertise are of crucial impor-
tance for them. Indeed, the s6go shosha have been playing a prominent
role in the Sino-Japanese trade and economic relationship. Their eminent
status is demonstrated by some illuminating facts:?
¢ They handled about ten per cent of all Sino-Japanese trade in 1999;
¢ They own minority shares in about every fifth Japanese manufactur-
ing investment in China;
® They initiated, promoted and sometimes co-financed virtually all
large Japanese infrastructure projects in China;

—

As members of the Japan Foreign Trade Council (JFTC), the 17 trading compa-
nies are officially called sogo shosha. However, the focus of economic and
business research as well as of the Japanese public is limited to the eight largest
trading companies among them, namely Mitsui & Co., Ltd. (Mitsui Bussan),
Mitsubishi Corporation (Mitsubishi Shoji), Itochu Corporation (Itochii), Sumito-
mo Corporation (Sumitomo Shoji), Marubeni Corporation (Marubeni), Nissho
Iwai Corporation (Nissho Iwai), Tomen Corporation (Tomen) and Nichimen
Corporation (Nichimen).

The following figures are rough estimates based on official statistics, private
business information sources (Kaigai Shinshutsu Kigyd Soran) and direct infor-
mation from the sogo shosha.
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* They have subsidiaries and offices all over China;?

* The leading s6gd shosha have intimate contacts to the very top ranks
of Chinese politics (metropolitan, provincial) and business, including
leading political figures like Jiang Zemin and Zhu Rongji.

The s6gd shosha are evidently well connected to the domestic Chinese
networks. In the Chinese market they are influential, effective and success-
ful agents for Japanese, and at times non-Japanese companies. As a result,
the activities and strategies of the s6go shosha in China are not only
interesting per se, their performance in the difficult Chinese market envi-
ronment is also relevant for the theoretical analysis of the s6go shosha.
Their achievements in China may shed some light on their future as an
international trading company. Thus this paper is basically on two levels.
In the first general part — drawing from the rich s6g6 shosha literature — the
rationale of the s6gd shosha type firm will be considered in a rapidly
changing business environment. The second special part will deal with
particular questions related to China. The main questions of the paper are:
What is a sogo shosha per se? What are its main functions? What are its
core competencies? With special reference to China it will be asked: What
are the main economic activities of the s6go shosha in China? Which role
do they play in the Sino-Japanese trade and investment relationship? What
are the recent activities and strategies of the s6go6 shosha in China?

Methodologically the following contribution is based on the ample
sogd shosha literature, on the current information from newspapers,
journals, business information directories, and above all on empirical fact
finding at the sog6 shosha firm level. For the latter purpose open-struc-
tured interviews have been carried out by the author with representatives
of the s6g6 shosha in Tokyd and Beijing from May to July 2000.

THE sOGO SHOSHA IN THE FACE OF STRUCTURAL CHANGE

WHAT 15 A SOGO SHOSHA?

The advantage of inter-firm partition of labour provides in general terms
the reason for the existence of profit-seeking trading companies which
balance supply and demand spatially, inter-temporally, quantitatively and
qualitatively. International trading companies specialize in trading in for-

® To be more precise: There are sogd shosha offices in Beijing, Changchun,
Chengdu, Chongqing, Dalian, Fuzhou, Guangzhou, Haikou, Harbin, Hong
Kong, Kunming, Nanjing, Nantong, Ningbo, Qingdao, Shanghai, Shenyang,
Shenzen, Tianjin, Wuhan and Xiamen.
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eign markets and in assuming the specific risks of foreign trade. They are a
common phenomenon in all capitalist economies. But what is the difference
between the sogd shosha and the international trading companies in other
countries? In comparison the s6gd shdsha have three main characteristics:*

First of all the sheer size is evident (for a statistical overview see Table
3.1). In the annual Forbes lists of the world largest companies (i.e. the years
1999 and 2000) the three leading s6go shosha (Mitsui Bussan, Mitsubishi
Shaji, Itochii) can be found in the top ten ranking (by turnover) together
with Wal-Mart, the bigger automotive manufacturers and the big interna-
tional oil companies. The next three big s6g6 shosha (Marubeni, Sumitomo
Shaji, Nissho Iwai) follow close behind, being listed among the top twenty.

Table 3.1: Key corporate data of the sdogo shosha (31.3.2000)

Trading . . Number of )

S6g6 Shosha transactions Ne.t income1n employees Number of offices

in million USD million USD (Japan/overseas) (Japan/overseas)
Mitsui Bussan 128 162 346 7159/ 3543 34/ 89
Mitsubishi Shji 127 309 253 7 556/ 3 437 45/ 117
Itocha 114 408 -1302 5254/ 2200 19/ 150
Sumitomo Shoji 103 457 -340 5436/ 2756 34/ 158
Marubeni 96 438 154 5344/ 2 398 27/ 154
Nissho Iwai 68 692 -96 2964/ 1754 32/ 136
Tomen 27 008 -890 1702/ 1072 17/ 42
Nichimen 26 961 -28 1418/ n.a. 15/ 94

Source: Annual Reports 2000.

Apart from the simple fact that they are traders, the other particular feature
of the sogo shosha is their low degree of specialization. Usually foreign
trading companies are specialized in certain products, markets or services.
However, this is not the case with the Japanese general trading companies:®
Their range of trading products includes raw materials, energy, food, tex-
tiles and apparel, chemicals, plants and machinery, vehicles and various
consumer products, or as Marubeni has put it ‘everything from mineral
water to satellites” (http://www.marubeni.co.jp). Beyond trade the sdgo6
shosha are active in many other service sectors like trade finance and
insurance, transport and logistics, and the organization and coordination of
investment projects. Moreover, they have invested in mining, in the energy

* Por a detailed description of the sdgd shosha business: Eli 1977; for a more
recent overview: Nakatani 1998.

® See the English meaning of the Japanese term ‘sogd” = synthetic, comprehensive
and ‘shosha’ = trading company.
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sector, in telecommunications, in the media, in financial services, in whole-
sale and retail trade as well as in overseas manufacturing plants on their
own right. According to the claims of the sogd shosha, the virtue of the
wide scope of business activities and functions is the increase of profitable
business opportunities and the diversification of risks.

Another striking feature of the sogo shosha is their presence not only in
the major business centres worldwide but also in the more important
emergent markets. In economies that are just about to open up to the
international economy, e.g. Indochina, Central Asia and the Russian Far
East, they conduct market research, they venture into resource exploration
projects and they pioneer virtually any (potentially) profitable business.
The s6gd shosha’s business operations are characterized by economies of
scale, a global reach, switch trading, a handling of products repeatedly
along the value-added-chain, and synergy effects through an integrated
organizational structure. Usually the s6go6 shosha trade in their core busi-
ness activities with standardized or bulk products, they handle large trans-
action volumes or recurrent lots, so that transactions costs can be held low
and their famous ‘razor-thin margins’ can be offered. There are other busi-
ness transactions, however, such as the Japanese import of luxury items, of
highly sophisticated machinery, or the overseas infrastructure business,
where the s6g6 shosha show a remarkable preference for high value-added
and high margins. In any case due to the global network and the wide
range of products and functions, the business structure and organization of
the s6g6 shosha are very complex (Godeke 1991, Roehl 1983).

The third characteristic feature of the s6gd shosha company type is
their unique existence in Japan. The business activities and functions as
well as the organizational structures of the s6go shosha are closely con-
nected (and related) to the particular features of the business system and
the cultural setting of Japan. The s6go shosha are integrated into the
manufacturing supply networks and the distribution system of Japan,
they play an essential role in the horizontal business groups (keiretsu), and
they are an integral part of the so-called iron triangle of politics, ministe-
rial bureaucracy and business. Historically their emergence is closely
related to severe market failures during Japan’s early industrialization
period. Their success is connected to the catching up and industrialisation
process. Since the early stages of Japan’s industrialization the s6go shosha
were able to secure the sourcing of raw materials and energy as well as
the supply of technological strategic inputs, and they successfully devel-
oped export markets overseas for their Japanese industrial customers, so
that the latter could specialize solely on manufacturing.®

® That is probably why Kojima and Ozawa named their 1984 published work on
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THEORETICAL EXPLANATION

The well-known special features of Japanese economic history and of
Japanese culture, e.g. Japan’s late-comer status, Japan’s business practices
and cultural values — the uniqueness of these being widely accepted in the
economic and business literature — provide a plausible theoretical expla-
nation for the sd6gd shosha phenomenon in Japan and their commercial
success (Yoshihara 1982). However, a historic and cultural approach of
this kind fails to identify and analyse the relevant determinants explain-
ing the rationale of the s6gd shosha in a common theoretical framework.
Such a common theoretical framework is the necessary prerequisite for a
comparison between the s6g6 shosha and trading companies from other
countries. Mainstream neoclassical theory still cannot provide such a
general framework. Closest to the required common logical and compar-
ative analysis of the s6g6 shosha is the theory of institutional economics.
Central to the institutional analysis of the sog6 shosha is the notion of
transaction costs.” The existence of transaction costs in foreign trade can
be put down to information asymmetries, the specific risks of foreign
trade, protectionism and other ‘structural’ foreign trade impediments.
High and scale-intensive transaction costs in foreign trade are generally a
constitutive feature of foreign trade (Schmidt-Trenz 1990, p. 74). Whereas
in the West foreign trading institutions were gradually built up and
trading knowledge was accumulated step by step, historically Japan had
to face high foreign trade transaction costs in an abrupt way. At the
beginning of industrialisation the high transaction costs of foreign trade
were a prohibitive barrier for Japanese manufacturing companies acting
far away from the world market. Major parts of the Japanese manufactur-
ing industry could only get access to world supply and sales markets
with the active help of the s6g6 shosha, which had accumulated a signif-
icant expertise in foreign trade ranging from the mere trade operating
know-how to the intimate knowledge of foreign markets.

Furthermore, by centralizing the industrial demand from Japan, the
general trading houses were able to gain considerable purchasing power

the sogd shosha: Japan’s General Trading Companies — Merchants of Economic
Development.

The analysis of transaction costs goes back to Ronald Coase and his early work
on the theory of the firm (Coase 1937, pp. 386-405). Based on Coase’s analysis
Oliver E. Williamson has developed a refined and complex model of transac-
tion cost economics (Williamson 1985: chapters 1-3). Furthermore it is notable,
that Roehl and Godeke argue explicitly that the s6g6 shosha have the specific
capacity to save transaction costs in the Japanese economic and cultural setting.
See Roehl 1983, pp. 388-414; Godeke 1991, pp. 33, 43.

~
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in world markets. With growing export and import volumes, the mutual
business relations (between the sdgo shosha and their Japanese custom-
ers) grew increasingly close and intensive, and the complexity of the
executed transactions also increased. This is one reason why the sogo
shosha, not the Japanese banks, supplied the manufacturing industry
with trade financing facilities to export to and to invest in overseas
markets. In later stages the s6go shosha advanced even to organizers and
promoters of raw material exploration and infrastructure development
overseas (Kojima and Ozawa 1984, pp. 11-32). The s6g6 shosha played
another important role in export and trade insurance, since only the sogo
shosha in their function as an insider of the trade transactions could
guarantee explicitly and implicitly the payment of the delivery (Sheard
1992, pp. 238—-47). In summary, the sogo shosha were able to offer virtual-
ly all services needed in international business in an integrated manner
and by doing so were able to attain considerable economies of scope.
Under the theoretical assumption of bounded rationality and oppor-
tunistic behaviour, the business relations of the s6go shosha to their
Japanese suppliers and customers can be situated somewhere between
the antipodes of market transaction and corporate hierarchy. From the
institutional analysis standpoint they constitute an intermediate, often
relational form of a contractual relationship characterized by the exist-
ence of long-term (implicit or explicit) contracts between the firms in-
volved and a low degree of vertical integration within the firms. Such
contracts do not take into account all future contingencies of business
relationships, they are informal, implicit, not legally binding and imbed-
ded in social and personal relations (Williamson 1985, p. 123). By virtue
of the close ties of the s6go6 shosha to their business partners they ideally
combine the advantage of low transaction costs with the advantages of
market exchange, namely low internalization costs. Not surprisingly the
s0gd shosha are especially capable of realizing low transaction costs in
business activities that deal with standardized products, with products
handled in large lots or repetitively and with products moving through
the production cycle (Roehl 1983, pp. 388-98). The notion of relational
contracts is not unique to Japan, but the spread and the sophistication of
closed networks in the industrial supply chain and in the distribution
sector is not matched by economic systems outside of Japan. The wide-
spread Japanese business culture of group orientation, consensual behav-
iour and the importance of personal relationships permanently secures
the stability of once-established (confidential and reciprocally based)
business relations. Within such well-established business relations the
tendency to opportunistic behaviour is remarkably lower than elsewhere.
Instead, confidence, loyalty and cooperativeness are more widespread
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(Aoki 1984, pp. 3-43; Godeke 1991, pp. 126, 131, 158-63). Being insiders in
trade transactions and having established an intimate relationship with
their (Japanese) customers, it comes as no surprise that the sogo shosha
perform many more business functions than just trade and trade finance.
They provide and process market information, they handle transport,
logistics and storage, they are active in wholesale and retail operations in
Japan and abroad, and they even organize and participate in various
investment projects abroad.

STRUCTURAL CHALLENGES

The above description of the s6gd shosha as the universal foreign trader
for Japanese business may have been correct until the mid-1980s. Since
then, however, the sogo shosha have been facing increasing structural
challenges and are struggling for survival. The three main challenges the
s06gd shosha have to cope with, are (1) the fading away of the traditional
Japan-centred trading business, (2) the current industrial shift away from
sunset industries, and (3) the pressing need for an internal restructuring.

(1) Most important from a theoretical point of view, the relational contract
relationship between the s6go shosha and the Japanese manufacturing
industry has come under increasing stress. Along with the appreciation of
the yen in the second half of the 1980s, the Japanese manufacturing indus-
try invested heavily in North America, in Europe and in Asia, and interna-
tionalized their purchasing, production and sales functions. Former export
firms turned into multinational companies. When manufacturing firms
reorganized their international activities in a way that minimized their
transaction and internalization costs, the former relationship with the s6go6
shosha was increasingly substituted by the vertical integration of the for-
merly external manufacturing and distribution capacities into the existing
firm hierarchy. By doing so the manufacturing companies were able to save
substantial transaction costs. The s6gd shosha, however, were losing signif-
icant shares of their former core business and were compelled to seek new
business opportunities. This decline of core business increased even more
in the 1990s when globalization trends intensified the competitive pressure
on the manufacturing sector, the domestic economy of Japan stagnated,
and technological innovations (the internet) made it easier to by-pass the
middlemen (Nakatani 1998; S6derberg 2000).

(2) A fundamental industrial change in the Japanese economy, which
started already in the early 1980s, put additional pressure on the sogo

shosha to restructure. The relative weight of the product groups that were
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the traditional focus of the s6gd shosha trading activities, namely raw
materials, energy, iron and steel, industrial machinery, chemicals, de-
clined in Japan's foreign trade as well as in world trade. The sogo shosha’s
foreign trade in high-technology-goods, however, remained markedly
small. Along with its systemic decline of business transactions with the
Japanese manufacturing industry, this sectoral shift explains why the
s0g0 shosha’s share in Japan’s total trade declined substantially over the
1990s. This decline was especially pronounced on the import side (Naka-
tani 1998; Soderberg 2000).

(3) In retrospect, it may have been an unfortunate coincidence that the
economic Heisei boom from 1986 till 1991 concealed the structural problems
of the sogd shosha. The sogo shosha invested heavily in the Japanese stock
exchanges and real estate markets by means of special investment funds. At
the height of the asset bubble some s6go shosha raised about a third of their
profits from financial and real estate activities. When the bubble burst, the
turnover of all s6go shosha virtually collapsed. Compared to the base year
of 1990 the total turnover fell to 65 per cent, on average, in 1995 and to 58
per cent, on average, in 1999 (see also Table 3.2). The long stagnation of the
Japanese economy in the 1990s and the 1997 Asian crisis aggravated the
financial situation of the sogd shosha even more. At the end of the decade
the sogd shosha were trapped in a spiral of contracting operating income
(with coincidently fixed overheads), increasing depreciation volumes as a
consequence of financial losses, and an deteriorating credit rating.

Table 3.2: Key financial characteristics of the sogo shosha (FY 2000)

S6g6 Shosha Return on equity ~ Debt earning 2000 sales transac- Risk positionson
on 31 March 2000 ratio on 31 tions share of 1990 31 March 2000in
in % March 2000 Sales transactions billion JPY*
in % (net)
Mitsui Bussan 5,38 400 72,4 2624
Mitsui Bussan 5,38 400 724 262.4
Mitsubishi Shoji 0,60 410 75.3 366.2
Itocha n.a. 1200 59 451.8
Sumitomo Shoji 5,80 390 55.5 424.4
Marubeni 0,61 1030 53.8 581.5
Nissho Iwai 5,90 1420 54.6 455
Tomen n.a. n.a. 424 n.a.
Nichimen n.a. na. 46.3 n.a.

Note: Risk positions consist of investments in Indonesia, Korea, Russia, Thailand,
PR China, in real estate, and in venture capital in the information industry.

Source: Company information for Boeki Kishakai (May 2000) and in annual
reports.
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RESTRUCTURING AND RE-INVENTING

Thus the restructuring and consolidation process, which was overdue
since the mid-1980s, got off to an effective start only towards the end of
the 1990s at a time when the whole Japanese business system was experi-
encing a period of comprehensive regulatory and institutional change
and the Japanese economy faced a sustaining state of stagnation.

Two general trading houses, namely Kanematsu and Tomen, had to
ask their creditors for debt forgiveness and eventually were forced to
carry out severe restructuring. Kanematsu more than halved the number
of their employees, eventually lost the status of s6gd shosha and was
downgraded to that of a senmon shosha (i.e. specialized trading compa-
ny). At Tomen the new major shareholder, Toyota Tsusho, the trading
company of the Toyota Group, acquired a domineering influence. But
also the larger sogo shosha were not able to circumvent their own restruc-
turing. In the post-bubble era no company was immune to financial
breakdown. Financial analysis makes clear that all sogo shosha show a
low return on equity and a high debt earning ratio (see Table 3.2). Com-
pared to former highs, share prices are very low.

This triple challenge of the fading away of the traditional Japan-
centred trading business, the current industrial shift away from sunset
industries, and the pressing need for an internal restructuring made the
need for a new strategic focus of the s6go shosha all the more urgent. To
be sure some restructuring had already started in the 1980s, though
unfortunately consisting mainly of a much too hasty drive for diversifica-
tion at that stage. The strategic decisions taken at the end of the 1990s
were not homogeneous, so that in the current process of change and
restructuring the former uniform notion of the s6go shosha is becoming
more and more blurred and diverse. Nevertheless there is a parallel
pattern of restructuring, namely diversification, vertical integration into
the wholesale and retail sector, a streamlining of the domestic and the
international activities, and an internal reorganization.

All s6gd shosha have entered into new business fields. Generally it is
claimed that the focus is on the information industry and on telecommu-
nications. The bigger companies ventured already in the 1980s into satel-
lite communication, in the 1990s they expanded into mobile communica-
tion and information services. In the new century they are establishing
internet portals for e-commerce and they are pioneering the internet
business throughout Japan. However, in spite of this new strategic orien-
tation and some first bold moves, the new economy still plays a subordi-
nate role in the sogd shosha’s total business activities. Another major
focus, at least for the larger companies, is the field of financial services —
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in spite of the heavy losses incurred as a consequence of the burst bubble.
There is significant activity in the trading of money, securities, futures
and commodities, the project finance of large construction and infrastruc-
ture ventures overseas, the issuing of venture capital funds and in the
leasing of airplanes, vehicles and machinery. Another important field of
diversification is the media sector, most notably in the case of Itocha,
Mitsui Bussan and Sumitomo Shoji.

Trading is the true core competence of the sdogd shosha. Being an
integrated (‘s0go’) trading company, the sogo shosha have always been
both foreign and domestic traders. In the 1990s, by means of further
vertical integration into the domestic trade, they were in the process of
strengthening their market position in Japan even more. In the current
consolidation of the Japanese distribution sector they are actively ex-
panding market shares and are becoming a more and more dominant
actor. Itoch@i, Mitsubishi Shoji and Sumitomo Shéji ventured into the
retail sector by taking capital shares in convenience store chains, specialty
stores or even department stores. In that way they aim to control the
whole distribution chain, an effort that seems to have been quite success-
ful already in the area of food imports to Japan. The sogo6 shosha owe their
recent success in the Japanese wholesale and retail sector partly to their
innovative logistical expertise. Beyond mere trading they are capable of
providing sophisticated supply chain management functions. Thus cus-
tomers from the retail sector and from the manufacturing industry can
outsource these functions, cut purchasing expenses — saving transaction
costs — and concentrate on their core business.

The diversification process is being checked by the pressing need to
restructure. Under the scrutiny of financial markets it is neither advisable
nor feasible to be engaged in the whole scope of industry any longer.
Orientation to profit making, concentration on core competencies and
specialization are the key words mentioned in the corporate mission
statements of virtually all general trading houses. Mid-term business
plans with strategies aimed at improving profitability have been set up.
The plans include both defensive moves, such as curbing of personnel
expenses including staff reductions, general cost cutting, amalgamations
and liquidation of assets as well as more offensive decisions to expand
into the fields of the chosen core competence. For example Mitsubishi
Shoji and Nissho Iwai are merging their steel divisions. Nissho Iwai
acquired or merged with Nichimen’s profitable IT subsidiaries, its build-
ing material and pulp and paper divisions. Itochfi aims to concentrate
primarily on information and multimedia industries, consumer and retail
related industries, financial services and natural resource development.
Thus Itochd is still handling quite an extensive menu of activities, while
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actively pulling out of former established business fields. As a conse-
quence Itochii no longer claims to be a sogo shosha that trades universally
in any type of product.

Although the current process of financial and organizational restruc-
turing is certainly driven by the financial markets” demand for increased
profitability, this course could ultimately change the appearance of the
s0gd shosha in a more fundamental way. By losing their integrated
('sog0’) function, the s6g6 shosha no longer seem to be general trading
houses. They are becoming more and more specialized and are more and
more active in non-trading areas. But if the s6gd shosha are no longer
general and trading companies, what are they? What will be the outcome
of the current transition? It is certain that in a competitive market envi-
ronment companies must concentrate on their core strengths and rid
themselves of the burdensome rest. But even though the sog6 shosha
have developed into multi-functional and multi-divisional companies,
notably in their structural composition and profitability, they still have to
do considerable re-inventing and streamlining. Judging from the past, the
s0gd shosha’s chances of survival are not so poor. They have a proven
capability of adapting to changing situations and of moving into hitherto
uncharted waters. Being active in world markets they know what it is like
to be exposed to competitive pressure. Thus, they are less vulnerable to
deregulation in Japan than other Japanese industries. It can be expected
that the sog6 shosha will continue their current struggle to restructure,
redefine relationships and re-invent. Of course, the likely outcome of this
process is difficult to foresee. A change is highly probable in the organi-
zational realm. In future the s6gd shosha may become an investment
holding company, and in fact some companies have already officially
stated this objective of organizational change. Investment holding com-
panies have been allowed since a legal change in the 1990s, but a transfor-
mation of this kind does not make much sense for the sogo shosha
because taxes cannot be paid on the basis of consolidated accounts in
Japan.

WHY 15 CHINA SO IMPORTANT?

If organizational change into holding companies is feasible, it is evident
that in the current transitional process the s6go shosha are drawing nearer
to a type of firm that has been a well-established form in the Western
business world for some time. But getting closer is not the same as being
the same. It is hard to imagine that the s6go shosha will not continue to
be a unique type of firm. Above all the s6go shosha will always depend
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on its universal presence and its international trading activity. The central
role the sdgo6 shosha play in the Japanese economy depends crucially on
its linkages to the outside world. Domestic trade and international trade
(consisting of export, import and offshore trade) support each other and
the interaction of both is synergetic. In fact the share of domestic trade in
the sogo shosha’s total operations has hardly changed over the last 20
years. It amounted to 45.7 per cent in 1980, 40.8 per cent in 1990 and 46.3
per cent in 1999.

In this respect it is obvious why China is so important for the Japanese
trading houses. The Sino-Japanese trade relationship has become the
most important one in East Asia in quantitative terms and has even
grown to be the most dynamic of the region. For the Japanese economy
China is, next to the US, the second most important import source and,
after the US and Taiwan, the third export destination. For China, Japan is
the most important trading partner. Furthermore, China has become the
most important location worldwide for direct investment of Japan’s man-
ufacturing industry and is the major pull factor of the much-lamented
hollowing-out of Japanese industry. Attracted by the cheap labour and
the promise of a big market, Japan’s small and medium-sized enterprises
are flocking to the China coast. But China is also a difficult and risky
location to do business, and Japan’s smaller manufacturing companies
suffer generally from a lack of knowledge and a lack of human and
financial resources for success in overseas markets. It is well known that
the China investment environment is characterized by high risks as well
as political and legal uncertainty (Hilpert and Haak 2002, pp. 5-8).

To put it in theoretical terms, more than anywhere else China seems to be
a place where high and scale-intensive transaction costs impede a successful
market entry (of a Japanese enterprise). The s6go shosha can be a natural
partner for Japanese business to overcome these hurdles. Thus, mindful of
the potential high future proceeds as traders and middlemen in China, the
general trading houses have invested heavily into China so as to acquire
their own specific China expertise. By building up a substantial amount of
transaction specific capital they may eventually gain a fair share of the future
China business. On the other hand, the s6gd shosha’s clients, Japanese small
and medium-sized enterprises, may enjoy specific competitive advantages
due to the presence and the activities of the sogd shosha in China.

8 However, the composition of international trade changed within this period.
Most notably the share of offshore trade increased considerably in the 1980s, but
fell somehow over the 1990s (1980: 11.7 per cent; 1990: 28.2 per cent; 1999: 23.0 per
cent). The 1980 and 1990 shares are taken from Abaco 1993: p. 75; the 1999 shares
are calculated from the figures stated in the s6g6 shosha’s 2000 annual reports.
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Further to the transaction cost based arguments, there is also a su-
preme strategic reason for the importance of China. If China can sustain
its high economic growth rates, the world’s highest concentration of
production and income will be located on the Chinese coast, which is
situated just next door to Japan. To deal properly with this sea change in
the Asian and the global economy will be a matter of survival both for
individual companies and for Japan as a whole. If in this changing envi-
ronment, a sogo shosha does not have expertise on China, how can it hold
up its cherished integrated function?

SOGO SHOSHA BUSINESS ACTIVITIES AND STRATEGIES
IN THE CHINA MARKET’

Historically the s6go shosha trading activities with China reach back to
the end of the nineteenth century, a period when the expanding Japanese
textile and apparel industry’s needed secure cotton supplies from abroad.
In the first half of the twentieth century the sogd shosha’s trade with
China expanded in the course of Japan’s economical, political and mili-
tary advance in Asia. After the end of the Second World War the s6go
shosha’s business with China fell to a minimum along with the general
collapse of Sino-Japanese trade. During the Cold War only Nichimen kept
trading with Mainland China under its own name and had maintained a
representative office in Beijing since 1959. All the other sog6 shosha, being
compelled to decide whether to trade with the People’s Republic of China
or with Taiwan (Republic of China), chose the latter as their more impor-
tant trading and business partner. In March 1972 six months before Japan
and the People’s Republic of China resumed diplomatic relations, Itocha
was the first sogd shosha to establish formal trade relations with the
mainland. Soon afterwards the other s6go shosha followed suit. Over the
next years one after the other attained the official status of a ‘Friendly
Trading Company’. The trade with China expanded rapidly and so did at
a later stage the direct investments and the physical presence in China.
An overview of the s6gd shosha’s activities in quantitative terms at the
start of fiscal year 1999/2000 is shown in Table 3.3 and their financial
commitments in China in Table 3.4. Currently, China is the s6g6 shosha’s
second most important foreign market, next only to the US. For some
trading companies China is already more important than the rest of Asia.
Generally the representatives of the s6go shosha expect that the impor-

® This section draws mainly on interviews conducted by the author with repre-
sentatives of the s6go6 shosha in Toky6 and in Beijing.
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tance of China for their total business will increase even more in future.
As a consequence all sogd shosha have made considerable efforts to
establish themselves in the Chinese market. The general optimistic as-
sessment of China and the strategic aim of localization notwithstanding,
the s6go shosha’s strategic focus has decisively turned away from volume

growth to an increase in profitability.

Table 3.3: Key data on the China business of the sogo shaosha (as of 1.4.1999)

C Number of | Trading by type of trans- Tradmg'by Manufacturmg m
ompany Lo L industries vestments (million
employees action in million USD (Mio. USD) | USD and numbers)
Mitsui Japanese: 73 | Exports to Japan: 1 500 Machinery: 900 | Total amount: 220
Bussan Chinese: 336 |Imports from Japan 500 |Chemicals: 700 |Number of invest-
Offshore trade: 1 900 Iron & Steel: 600 | ment projects: 106
Total trading volume: 3
200
Mitsubishi |Japanese: 64 |Exports to Japan 1580 Machinery: Total amount: 190
Shoji Chinese: 410 |Imports from Japan 680 1070 Number of invest-
Offshore trade: 660 Textiles: 610 ment projects: 117
Total trading volume: 2 | Metals: 350
920
Ttocha Japanese: 57 | Exports to Japan: 1 100 Machinery: Total amount: 400
Chinese: 283 |Imports from Japan: 1 800 | 1600 Number of invest-
Offshore trade: 1 900 Textiles: 1200 | ment projects: 240
Total trading volume: 4 | Energy and
800 Chemicals: 900
Sumitomo |Japanese: 47 |Exports to Japan: 1170 Electronic ma- | Total amount: 150
Shoji Chinese: 322 | Imports from Japan: 590 | chinery: 770 Number of invest-
Offshore trade: 370 Iron & Steel: 390 | ment projects: 125
Total trading volume: 2 | Chemicals: 290
130
Marubeni |Japanese: 45 |Exports to Japan: 900 Machinery: 900 | Total amount: 350
Chinese: 375 |Imports from Japan: 1350 | Plants: 400 Number of invest-
Offshore trade: 750 Metals: 400 ment projects: 130
Total trading volume: 3
000
Nissho Japanese: 48 [Exports to Japan: 670 Raw Materials: |Total amount: 100
Iwai Chinese: 218 |Imports from Japan: 350 |680 Number of invest-
Offshore trade: 970 Machinery: 640 | ment projects: 83
Total trading volume: 1 | Energy: 160
990
Tomen Japanese: 25 | Exports to Japan: 220 Chemicals: 200 | Total amount: 50
Chinese: 144 |Imports from Japan: 270 | Textiles: 180 Number of invest-
Offshore trade: 80 Food: 110 ment projects: 37
Total trading volume: 600
Nichimen |[Japanese: 27 |Exports to Japan: 320 Machinery: 490 | Total amount: 97
Chinese: 166 |Imports from Japan: 500 | Textiles: 200 Number of invest-
Offshore trade: 360 Chemicals: 170 | ment projects: 54
Total trading volume: 1
180

Source: Bureenzu of 11.9.1999.
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Table 3.4: The financial commitment of the s6go6 shosha in China by item

- in billion JPY -
Company Investments  Credit lendings Guarantees Open positions (net)*
Mitsui Bussan 24.30 4,5 9,30 324
Mitsubishi Shoji 34.20 74 2,5 57.7
Itocha 48.30 35.90 229 83.3
Sumitomo Shaji 24.30 0.80 11,7 26,9
Marubeni 32.50 47.0 94,4 146.4
Nissho Iwai 24.0 55.40 5,6 444

Note: * Total of all investments, credit lendings, guarantees minus insured items.

Source: Company information on Boeki Kishaka (May 2000).

ORGANIZATION

In the beginning of the first decade of the twenty-fist century, prior to
China’s accession to the WTO, foreign and domestic trade are still belong
among the non-liberalized business sectors in China. Consequently, the
main part of the sogo6 shosha’s Chinese exports and imports is still offi-
cially handled by headquarters in Toky6 or Osaka. Still it is primarily the
Japanese headquarters that are responsible for business investments in
China. The s6g0 shosha’s representative offices in Beijing and in various
other cities are not yet officially allowed to trade on their own account;
they may only negotiate on behalf of the company, i.e. the Japanese
headquarters. However, there are fully owned subsidiaries in the bonded
areas of Shenzen, Guangzhou, Shanghai, Dalian, Tianjin and Qingdao
that are allowed to do business with other foreign subsidiaries within
these special trading zones. Beyond this restriction the subsidiaries are
also quite active outside of the bonded areas doing business with local
companies. Such actions, though prohibited in the strict legal sense, are
tolerated by the Chinese authorities. From 1993 till 1998 all s6g6 shosha
set up China investment holding companies in China (Touzi Xing Gongsi),
most of which are located in Beijing. In principle the investment holdings
should take over the responsibility for all investments in China, at least
for all newly established investments. However, under the current regu-
lations these investment holding companies are obliged to hold at least a
ten per cent share of each of its Chinese investments (so-called ‘ten per
cent rule’). This regulation has been set up with special regard to manu-
facturing companies. For a sogo shosha, however, whose investment
strategy is usually only a minority share, the ten per cent rule is difficult
to comply with. Therefore only a part of the sog6 shosha’s China invest-
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ments are administrated by the new holdings. The actual role of these
holding companies includes administration, information gathering, mar-
ket research, business creation and, occasionally, payment and debt col-
lection. In accordance with their strategic aim of localisation and in
compliance with administrative deregulation in China, the sog6 shosha
will grant to the investment holding companies more and more responsi-
bility in the operation of the China business.

FOREIGN TRADE

The development of the s6gd shosha’s Chinese foreign trade activities
illustrate vividly the rapid volume growth and the change of industrial
structure in the Sino-Japanese trade. In the 1970s and the 1980s the
general trading houses mainly exported plant, machinery and chemicals
from Japan to China and imported back raw materials such as oil, iron ore
and food grains. This bilateral trade received its official blessing and some
sort of state guarantee by the Sino-Japanese Long Term Trade Agreement
in 1978. However, since the mid-1980s China has been increasingly ex-
porting manufactured goods to Japan. Whereas the absolute value of
China’s energy, raw material and agricultural exports to Japan has re-
mained at high levels, the more important export items are now labour
and resource intensive manufactured products, amounting to a share of
roughly 90 per cent of the total. The sog6 shosha’s exports to China
mainly consist of iron and steel (plates, pipes), industrial plants and
equipment, chemicals, industrial electronics (semiconductors, parts, ma-
chinery), telecommunication components, paper, vehicles and automo-
tive parts. The main import items are food (rice, corn, fish and shellfish,
various processed foodstuffs), textile and apparel, and raw materials (e.g.
coal, coke, zinc, tin). Except for exporting and importing to and from
Japan, the s6gd shosha are also conducting China offshore trade. Most
important are LPG (Liquefied Petroleum Gas) imported from Southeast
Asia and apparel exported to the US and other third countries.

Beside the content change in China’s export structure to Japan, equally
impressive is the rapid volume growth of the Sino-Japanese trade over the
last 30 years, originally instigated by the opening up of China. However,
in the 1990s the s6gd shosha’s trade with China could not keep pace with
the much more rapid increase of total Sino-Japanese trade. Apart from a
strong position in China’s textile, apparel and food exports to Japan the
s6g0 shosha could not really gain a foothold in China’s export of manufac-
tured goods. Eventually their share of Sino-Japanese trade, which amount-
ed to as much as 90 per cent in the 1970s and to about 50 per cent in 1995,
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fell to ten per cent in 1999 (Bureenzu 1999). The sdgo6 shosha’s weak trade
performance in the import of manufactured goods from China should
come at no surprise, because the consumer sector for the most part does
not show the essential product characteristics that enable the general trad-
ing houses to handle transactions at low costs. Furthermore, at the end of
the last decade both Chinese and Japanese import demand collapsed as a
result of a cyclical economic downturn. In China the long phase of infra-
structure and corporate investment ended in an abrupt way so that the
Japanese export of plants, machinery and chemicals to China virtually
broke down. On the other hand, the economic slump in Japan occurred
amidst higher imports from China (as well as from other countries).

There is no doubt that the s6go shosha will continue to participate
actively in China’s foreign trade in energy, raw materials, agricultural
products as well as in manufactured goods sector such as machinery,
chemicals, textile and apparel. However, the profit margins in Sino-Japa-
nese trade are generally thin, and the sog6 shosha’s relative importance
in the Sino-Japanese (manufactured goods) trade will certainly not recov-
er to its former highs. In order to attain an overall higher profitability, the
s0go shosha will have to search for new sources of trade by expanding
their trading business both upstream and downstream.

MANUFACTURING INVESTMENT

The first sogo shosha manufacturing investment into China occurred
already in the late 1970s. However, until the early 1990s most Japanese
investment in China had more symbolic than true business value. Never-
theless, the early investors were able to gather local market information
and gain valuable experience. When after 1991 the Japanese investment
boom eventually took off and China advanced to become the preferred
investment location for Japan’s manufacturing industry, the s6gd shosha
were very well positioned. The general trading houses already looked
back on nearly 20 years of business experience in China. They ran offices
in many locations and were well connected to political leaders. For a
foreign investor they could be useful as an information provider, consult-
ant, mediator, relationship broker, negotiator, trade-financier and even
co-investor. By virtue of their specific China know-how they could offer
various investment related services, such as:

¢ identifying an appropriate Chinese business partner, who (ideally)
has basic technical expertise, access to Chinese distribution channels,
the necessary political contacts at the local level, and who is above all
trustworthy;
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* personal networking with business and political partners at the me-
tropolis and at the provincial level;

* securing access to raw materials, plant equipment and machinery, to
spare parts from China, Japan or third countries;

¢ carrying out market research in China, developing distribution chan-
nels in China and/or re-exporting to Japan;

¢ securing trade credit and coordinating investment finance.

By virtue of their activities a s6go shosha is potentially able to help the
foreign investor gain swift access to Chinese resources and get a first
foothold in the Chinese market. Through a liaison with a sog6 shosha the
Japanese investor can be safeguarded at least against some of the many
risks investment in China usually incurs. In their Chinese investment
activities Japanese manufacturing companies still tend to choose the
trading house of their own industrial grouping as their preferential coop-
eration partner, but this relationship is certainly not the determining
factor in the selection process. Manufacturing cooperation outside the
existing horizontal keiretsu group does occur in particular in cases of
severe competition (Jaussaud 1999, pp. 102-9).

The competitive edge of the sogo6 shosha in their function as middle-
man for a potential Japanese investor may now be understandable, but
what is the principal merit for the trading company to be involved in a
direct investment? First of all, sogo shosha avoid losing a valuable cus-
tomer if they act as co-investor. If a manufacturing company chooses to
supply the Chinese market by manufacturing locally instead of importing
the goods from Japan, the trading company is cut out of its former
business. If the sogo shosha participates in the investment, however, it
will attain the full information of all the trading activities of the newly
established joint venture firm. Eventually it might be able to control the
supply chain and the distribution activities and might earn a slim trading
margin on both trading sides. Moreover when raw materials, machinery
equipment or components are provided by a connected source, a sort of
triangular business may become possible. A concrete example illustrates
this point: Itochi is processing and packaging Chinese-grown peaches in
a joint venture with a Chinese partner and with Dole Food Co. from the
US. In this joint venture Itoch@ does not only earn a share of the profitable
export of canned fruits to Japan but also imports Japanese steel plates,
which are needed to manufacture the cans for the packaging. In that sense
co-investing may be a strategy for promoting trade.

Secondly the sog6 shosha invest in China out of strategic motives. The
profit margins in trade are usually thin, and in the 1990s it was generally
assumed that the expected investment income would raise profitability in
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the long term. Related to the increased profit orientation was the particu-
lar consideration for localization in China. The enlargement and strength-
ening of the Chinese business base should help in gathering crucial local
knowledge and serve as a vehicle to overcome the legal restrictions
foreign trading companies face in China. It was hoped that new business
opportunities could be created and that in the end the China offshore
income would grow. In fact the s6go shosha expanded their manufactur-
ing investments in China considerably in the mid-1990s. By far the most
aggressive investor among them turned out to be Itocha followed by
Marubeni. Itoch@ have invested in China up to now more than USD 400
million and held 240 investments in the year 2000, mostly in the textile
and apparel and the food industry sector.

To be sure the s6g0 shosha’s manufacturing investments in China did
not fare any better than Western investment in China, on average. A lot of
money has been wasted and the dreams of the large Chinese market
proved in most cases to be an illusion. As most interview partners point-
ed out, there were many investments that should have been avoided in
the first place, either because the project did not make sense economically
or because it was struck by the severe market environment in China.
Other reasons cited were selecting the wrong local partner, strong price
fluctuations, the general bad paying morale and frequent breaches of
contracts.

In the past the s6gd shosha could have sustained such short-time
losses at almost any cost, as their business strategy was aimed at increas-
ing their market share. Apart from the traditional Japanese orientation to
long-term profit making, there are also good local ‘Chinese’ reasons to
hold on to an unprofitable investment. Pulling out of an investment in
China may be quite an expensive affair. It not only costs additional
disinvestments funds, it also incurs a loss of reputation in the political
realm. All these caveats notwithstanding, in the new era of profit orienta-
tion and balance sheet restructuring the s6g6 shosha have to rid them-
selves of bad assets in China, too. Thus since 1999 all sog6 shosha, with
the notable exception of Mitsui Bussan, started to liquidate their most
unprofitable Chinese investments in accordance with their various strat-
egies to concentrate on chosen core competencies. Consequently, the
overall financial status of the China investments improved in 1999 and
again in 2000. Some companies even claim that on balance their invest-
ments have already yielded a small profit.

It has to be mentioned that at times a kind of compulsory disinvest-
ment occurs. There are cases where the Japanese manufacturing partner
firm pushed the s6go6 shosha out of the joint venture in order to manage
the business more autonomously. These companies, after being helped to
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gain market access, no longer see the necessity of a mediator. Finally, it
should not be forgotten that direct investments in China can also yield
high and steady profits. Generally both the manufacturing of textile,
apparel and food products for the Japanese market and the import of raw
materials from South East Asia for processing and sale in China are
regarded as highly profitable business investments. Apart from that there
are also other true success stories in the field of market entry and devel-
opment. Mitsui Bussan’s joint venture with Toto Ltd. to manufacture
sanitary facilities for the high-end hotel and real estate market or Marube-
ni’s joint venture with Asahi Glass Co., Ltd., to manufacture LCD (liquid
crystal display) glass for personal computers are exemplary cases in
point. The s6gd shosha will have to increase the number of such success-
ful joint ventures and rid themselves of loss-making units if they want to
attain their goal of increased profitability in China.

INFRASTRUCTURE PROJECTS

In the course of its industrialization China will constantly need new
infrastructure for energy, transport, communication and utility systems to
sustain its high economic growth rates. In fact in the 1990s China became
the biggest market worldwide for new physical infrastructure. Since the
s0gd shosha have gathered considerable experience in the financing and
coordinating of the building of industrial plants and infrastructure capac-
ities in Southeast Asia, they were well equipped to become prime suppli-
ers for China in these areas. As the s6gd shosha are not engineering
companies, their competitive edge is project coordination and project
financing. The fact that China became the top receiver of Japanese ODA
(overseas development aid) in the 1990s certainly helped the general
trading firms to push ahead with their infrastructure business. It is a well-
known fact that the Tokyd headquarters of most so6go6 shosha are within
short walking distance to the Japan Bank for International Cooperation,
the former Export-Import Bank of Japan, which is the government finan-
cial institution that governs Japanese ODA. But the sdgo shosha do not
have to rely on Japanese government finance alone. They have also
succeeded in establishing close contacts to multilateral financing institu-
tions such as the World Bank or the Asian Development Bank. Above all
the sogo shosha are specialists for the private financing of infrastructure
projects through so-called BOT or BOO schemes.'°

10 “Built-Operate-Transfer’ (BOT); ‘Built-Operate-Own’ (BOO): Project responsi-
bility and the financial risk lie in the hands of a private investment consortium
which builds the facility or plant and then either operates it for a set period of
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Infrastructure and plant building is the business line in which the s6g6
shosha cooperate the most with Western partners. In many cases non-
Japanese companies posses a technical or organizational edge which
cannot be matched by a Japanese supplier. Marubeni’s project coopera-
tions with Vivendi (France) in a BOT water supply project for Chengdu
municipality, or with Sithe Energies, Inc. (USA) in a BOO coal power
generation and distribution project provide concrete illustrations. In oth-
er cases the s6gd shosha prefer foreign cooperation partners simply be-
cause they can offer the necessary engineering cheaper than their Japa-
nese competitors. Sometimes project cooperation with foreign partners
even opens up access to national government financing or insurance
schemes of the foreign partner."! These various ventures show that the
gradual untieing of Japanese ODA in the 1990s did not work to the
disadvantage of the s6gd shosha but possibly pushed out the less compet-
itive Japanese engineering companies. The ability to react flexibly in a
changing financing environment also enabled them to enter into new
infrastructure areas in the 1990s. This was most notably the case with the
cleaning up of environmentally damaged areas in selected Chinese mu-
nicipalities. Obviously the s6g6 shosha hold a leading competitive edge
in the financing, organization and coordination of large scale, highly
complex industrial projects. Although industrial infrastructure construc-
tion activity dropped considerably in the late 1990s, it can be foreseen that
this demand will resume again. Along with China’s rapid economic
growth the sogd shosha are well positioned to carry out many more
infrastructure projects in future.

INDUSTRIAL PARKS

A special kind of infrastructure investment is the development of indus-
trial parks, the marketing of these estates to foreign (mostly Japanese)
companies and the possible operation of the parks. Leasing space to
manufacturing investors is already a profitable business as such. Apart
from being an industrial park administrator, the s6gd shosha are in a very
advantageous position to supply their different industry-related services,

time before transferring it to the local government body (BOT) or runs it
permanently throughout its operating life (BOO).

For example the Japanese government has agreed with the governments of
France, Germany, the UK and the US that the respective national insurance
agencies are authorized to insure the complete export value from both parties
in the case of so-called third-country cooperations. On the topic of third coun-
try business cooperation, see Chapter 7.

1
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such as transport, logistics, warehousing, maintenance and distribution
to the tenants. Currently there are two major Japanese industrial park
development schemes in China. The Dalian Industrial Park scheme was
set up by Itoch@i with the cooperation of Mitsubishi Shoji, Mitsui Bussan,
Marubeni, Nichimen and Tomen among others. Mitsubishi Sh&ji and
Mitsui Bussan have also joined the government of Singapore in the estab-
lishment of the Suzhou Industrial Park.

WHOLESALE AND RETAIL TRADE IN CHINA

China figures large in the overall company strategy of the sog6 shosha to
raise revenue from offshore trade. It has been recognized that profit
margins are generally very high in China’s domestic trade. For serving
the general purpose of localizing in China the venture into manufacturing
investment in China has not been particularly useful, as profits are absent
or have remained quite low, on average. However, the sogo shosha
should expect to fare better if they become active in business sectors
which they handle successfully in the Japanese domestic market, such as
transport and logistics, warehousing and, most importantly, retail and
wholesale trade. As they already possess an extensive inner-Chinese
office network, the s6go shosha are potentially well prepared for a rapid
business expansion in these sectors. Thus it comes at no surprise that
virtually all general trading houses are already successfully doing ware-
housing and logistic operations in their more important import business-
es. These are steel import and processing (Itocht, Marubeni, Mitsubishi
Shoji, Mitsui Bussan, Nichimen, Nissho Iwai, Sumitomo Shgji), LPG im-
port and warehousing (Marubeni, Mitsubishi Shoji, Nissho Iwai, Tomen)
and semiconductors import (Tomen).

In principal the different domestic service sectors of China are still
almost completely closed to foreign companies. But as the Chinese gov-
ernment is gradually opening up to foreign capital and know-how in the
service sectors, prior to accession to the WTO, the sog6 shosha are trying
hard to be selected as the first foreign companies to enter these markets.
In the trade business as well as in other service sectors there is usually
only a very small number of Chinese companies (occasionally only one)
that are assumed to be capable business partners for a possibly profitable
market entry. Apart from the limited number of opportunities for market
entry, the Chinese authorities also seem to appraise the first movers
highly and tend to favour them open-handedly in the long run. Naturally,
for the sogo shosha, the run for the first mover advantage is particularly
distinct in the trade sector. In fact some of the s6go shosha have been quite
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successful in establishing a foothold in the foreign trade, the retail trade
and the wholesale trade with China.

When the first foreign trade joint venture of China was set up in
Shanghai in 1997, Mitsubishi Shoji had the privilege to participate. Dong-
ling Trading Corporation, jointly established by Mitsubishi Shoji (27 per
cent), Orient International Co. Ltd. of China (41 per cent), Continental
Grain Co. of the US (22 per cent) and Shanghai Foreign Trade Corporation
of China (ten per cent), possesses the license for the domestic purchase of
exported commodities, for the internal retail of imported commodities,
for all international trade including compensation trade, for the import
and the export of technology and for processing and assembling of im-
ported materials and parts. The company owns its own foreign exchange
accounts and is even authorized to carry out customs clearance. There is
only an important restriction for the trade of so-called ‘strategic’ goods
(e.g. fertilizer, steel). Although Dongling Trading was established in order
to boost China’s industrial exports, its major business turned out to be the
import of consumer goods. Dongling Trading has grown to be one of
China’s major corporations. Apart from Dongling there have been only
two other approvals of foreign trade joint ventures of this kind in China,
both considerably smaller. They are a foreign trading joint venture in
Dalian, in which Daewoo Trading of Korea participates, and Cofcotiand-
ing Trading in Shenzen, which is a joint investment with Nichimen (39
per cent), André & CIE SA of Switzerland (ten per cent) and China Oil
Seed and Fruit (51 per cent). Similar to Mitsubishi Shoji in the case of
Dongling Trading, Nichimen was also the role model for the organiza-
tional structure of the newly established trading firm. Cofcotianding
Trading is actively exporting food and textile products, and imports
industrial and consumer goods. Cofcotianding Trading seems to have
even established a first foothold in China’s domestic trade.

In the Chinese retail sector the most visible sogo shosha is Itoch,
which has set up department stores together with Itd Yokado Co., Ltd.
and a Chinese partner in Beijing and in Shanghai. In this booming busi-
ness Itdchi is targeting foreigners and China’s nouveau riche. Brand
names are being built up for locally manufactured products such as Asahi
Beer or Nisshin food products. On a somewhat smaller scale Mitsubishi
Shoji is developing the Chinese retail market, too. Mitsubishi Shéji has
opened three supermarkets in Dalian in cooperation with Daiei Inc. and
Jafco Co., Ltd.

As the communist legacy of neglect for wholesale trade forms the
background for the current backwardness and inefficiency of the existing
Chinese wholesale trade system and since goods distribution in China is
for the most part the responsibility of the manufacturer, the Chinese
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wholesale sector would be particularly difficult to develop for any new-
comer. Thus most s6go shosha start with their import business and try to
expand downstream by making use of their logistic and warehousing
facilities. Mitsubishi Shoji has gone one step further. Making use of the
food wholesale expertise of its Japanese affiliate Rydshoku Ltd., Mitsu-
bishi Shoji has set up food distribution centres in Shanghai and in Dalian.
On-time delivery is guaranteed. Trading know-how is readily transferred
to the Chinese retail customers, who receive a special business guide,
Marubeni is running a food distribution system in Tianjin in a similar
fashion.

Marubeni is also planning an even bolder venture in Chinese whole-
sale trade. A wholesale joint venture, which is supposed to possess full
export and import licenses, has been established together with First De-
partment Store of Shanghai. This joint venture incorporates the first
foreign investment in the wholesale trade of China.

Apart from the above mentioned vertical integration into China’s
domestic trade there are also various other business activities within the
framework of the s6gd shosha’s strategic drive for localization. Sumitomo
Shoji, Nissho Iwai and Itdchi have opened internet portals for e-com-
merce in China. Itoch@i, Marubeni, Mitsubishi Shoji, Nichimen and
Tomen are active in the field of real estate development. Itocha has also
issued a venture capital fund for internet technologies in China to the
amount of USD 300 million. Marubeni is doing special consulting for
successful state companies with respect to their restructuring process.
They also advise on their export and import activities.

CONCLUSIONS

In the process of the internationalization of the Japanese economy the
s06g0 shosha in their traditional function as transaction cost savers (for the
benefit of their customers from the Japanese manufacturing industry)
have lost much of their original raison d’étre. Still they remain important
if not indispensable partners for Japanese business. Pressured by scruti-
nizing financial markets, they are compelled to specialize on skills and
markets, most notably on retail and wholesale trade. In their adaptation
process the organizational structure of the sog6 shosha tends to shift from
a trading company to a sort of investment holding company. However, all
business activities seem to depend in one way or other on the sogo
shosha’s links to global markets. Thus, their traditional foreign trade
competence will remain crucially important for their survival. These
general findings are reflected in the special analysis of the s6go shosha’s
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activities in China, which seems to indicate a general current structural
change. Their former status as eminent middlemen in the Sino-Japanese
relationship is declining. Their relative share in Sino-Japanese trade has
been reduced over the years. Investment has been diversified and often
restructured. All s6g6 shosha have undertaken considerable efforts to
integrate vertically into China’s domestic trade. In China the s6g6 shosha
often become an investment holding company. It may be assessed that in
the ongoing transformation process of the Japanese economy the sogo
shosha companies will most probably be able to survive, but the sogo
shosha firm type will have to adapt and to change to a more Western type.
However, by virtue of their integral trading function, the s6go shosha is
likely to remain different from the Western types.

There are many interesting research topics on sdogd shosha that can
and should be investigated in future. At the theoretical level stylized
categories for the ‘Japanese sogd shosha type firm’ and the ‘Western
investment holding type firm” should be developed so that institutional
change can be empirically observed and possibly even measured. At the
empirical level the individual efforts to carry out structural change are
worth a closer look. Furthermore, the activities and strategies of the s6g6
shosha in other important foreign markets other than China should be
assessed.

REFERENCES

Abaco, N. (1993) Strategic Choices of the Sogo Shosha (PhD thesis), Univer-
sity of Califormia Irvine.

Aoki, M. (1984) The Co-operative Game Theory of the Firm, Oxford: Claren-
don Press.

Bureenzu (22.9.1999) Shiieki jishi no shisei ga senmei ni naru ote shosha
no Chiikoku bizinesu. [The big trading houses reorient their China
business strongly to profit making], pp. 1-14, No. 1341.

Coase, R. (1937) ‘“The Nature of the Firm’, Economica 4 (1937), pp. 305-316.

Eli, M. (1977) Sogo Shosha, Strukturen und Strategien japanischer Welt-
handelshiuser, Diisseldorf und Wien: Econ Verlag.

Godeke, H. C. (1991) Die Generalhandelsgesellschaften (Sogo Shosha) in Ja-
pan. Eine institutionenokonomische Untersuchung, Hamburg: Verlag Dr.
Kovac.

Hilpert, H. G. and R. Haak (2002) ‘Introduction’, in Hilpert, H. G. and R.
Haak (eds), Japan and China: Cooperation, Competition and Conflict,
Houndmillls: Palgrave, pp. 1-11.

107



Hanns Giinther HILPERT

Itochia, Shoji Chosabu (1997) Nihon no Sogo Shosha (Dai Ni Han) [The
General Trading Houses of Japan. Volume 2], Tokyd: Toyo Keizai Shin
Josha, 1997.

Japan Foreign Trade News (2000, 2001) various issues.

Jaussaud, J. (1999) ‘Group Relationships and Business Strategy of Japa-
nese Trading Companies in the Chinese Market’, in Dzewer, S. and J.
Jaussaud (eds), China and India: Economic Performance and Business
Strategies of firms in the mid-1990s, Houndmills: MacMillan Press, pp.
95-112.

Kojima, K. and T. Ozawa (1984) Japan’s General Trading Companies — Mer-
chants of Economic Development, Paris: OECD.

Mirza, H. (1993) ‘The Past, Present and Future of the Sogo Shosha’, in
Cox, H., Clegg, J. and G. Letto-Gillies (eds), The Growth of Global
Business, London and New York, pp. 62-81.

Nakamura, T. (1992) ‘Keiretsu and Japanese Trading Companies in Japa-
nese Capitalism’, Unpublished Manuscript, Tokyd: Sumitomo Corpo-
ration Research Department.

Nakatani, I. (1998) Portrait of Tomorrow’s Trading Firms — Summary of the
Final Report from a special research project of the same title promoted by
Japan Foreign Trade Council, Inc., Toky®: Japan Foreign Trade Council.

Roehl, T. W. (1983) An Economic Analysis of Industrial Groupings in Post-war
Japan (PhD thesis), University of Washington.

Schmidt-Trenz, H.-J. (1990) Auflenhandel und Territorialitit des Rechts.
Grundlegung einer Neuen Institutionenokonomik des Auflenhandels,
Baden-Baden: Nomos-Verlag.

Sheard, P. (1992) ‘The Japanese General Trading Company as an Aspect of
Interfirm Risk-sharing’, in Sheard, P. (ed.), International Adjustment and
the Japanese Firm, Sydney: Allen & Unwin, pp. 72-82.

Soderberg, M. (2000) ‘Asia as Seen from the Perspective of Japanese
General Trading Houses’, in Soderberg, M. and 1. Reader (eds.), Japa-
nese Influences and Presences in Asia, Richmond: Curzon Press, pp. 101-
17.

The Nikkei Weekly (2000, 2001) various issues.

Toyd Keizai Shinposha (2000) Kaigai Shinshutsu Kigydé Soran 2000, Tokyo.

Williamson, O. E. (1985) The economic institutions of capitalism: Firms, Mar-
ket and Relational Contracting, New York: Free Press.

Yoshihara, K. (1982) Sogo Shosha: The Vanguard of the Japanese Economy,
Oxford: Oxford University Press.

108



The Strategies of the Japanese General Trading Houses in the Chinese Market

COMPANY PROFILES

Itochi Corporation: http:/ /www.itochu.co.jp

Marubeni Corporation: http:/ /www.marubeni.co.jp
Mitsubishi Corporation: http:/ /www.mitsubishi.cojp
Mitsui & Co., Ltd: http:/ /www.mitsui.co.jp

Nichimen Corporation: http://www.nichimen.co.jp
Nissh6 Iwai Corporation: http://www.nisshoiwai.co.jp
Sumitomo Corporation: http://www.sumitomocorp.co.jp
Tomen Corporation: http:/ /www.tomen.co.jp
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4 HuMAN RESOURCE M ANAGEMENT IN CHINA

Shoichi ITo

INTRODUCTION

Japanese direct investment in China increased rapidly in the 1990s, al-
though the value of Japanese direct investment actually used started to
decline in the second half of the decade. Especially investments of manu-
facturing industries expanded in the 1990s. As Japanese firms established
their subsidiaries in China, they employed various management forms,
including human resource management. This chapter examines human
resource management of Japanese subsidiaries in China, including re-
cruitment methods and human resource development based on the inter-
view survey conducted by the author in Beijing and Shanghai in Novem-
ber 1997.! Various aspects of Japanese direct investment in China are also
examined along with brief profiles of nine Japanese subsidiaries. This is
followed by an investigation of recruitment methods and human re-
source development of different types of employees by nine Japanese
subsidiaries.

DESCRIPTION OF ]APANESE DIRECT INVESTMENT IN CHINA AND PROFILES OF
NINE ]APANESE SUBSIDIARIES

BRIEF DESCRIPTION OF ]APANESE DIRECT INVESTMENT IN CHINA

Japan's direct investment in North America and Europe declined in the
1990s, but in Asia it started to increase in 1991. One of the specific
characteristics of Japan’s direct investment in Asia is that the share of the
manufacturing industry in Japan’s direct investment in Asia is larger than
that in other areas. After the strengthening of the Japanese yen starting in
Autumn 1985, Japan’s direct investment in Asia of its manufacturing
industry increased first in the Asian NIEs, then in ASEAN 4 (Malaysia,
Thailand, Indonesia and Philippines) and finally in China.

! In this paper, the author uses the case studies of nine Japanese subsidiaries
discussed in Ito (1998b).
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In 1990 and 1991, Japan’s direct investment in China was the second
largest FDI, after Hong Kong, in terms of the actually used value (see
Table 4.1). In 1992 it was the third largest, after Hong Kong and Taiwan,
and in 1993 the fourth largest, after Hong Kong, Taiwan, and the US. Since
1994 Japan’s direct investment has been between the second and the
fourth largest FDI in China. In terms of both value and number, however,

Table 4.1: Actually used foreign direct and other investment by country or terri-
tory (unit: million US$)

1990 1991 1992 1993 1994
Hong Kong 1.881,00 | 2.405,25 | 7.507,07 |17.274,75 | 19.665,44
United States 455,99 323,20 511,05 | 2.063,12 | 2.490,80
Japan 503,38 532,50 709,83 | 1.324,10 | 2.075,29
Singapore 50,43 58,21 122,31 490,04 | 1.179,61
Taiwan 1.050,50 | 3.138,59 | 3.391,04
Germany 64,25 161,12 88,57 56,25 258,99
Korea 119,48 373,81 722,83
United Kingdom 13,33 35,39 38,33 220,51 688,84
France 21,06 9,88 44,93 141,41 192,04
Thailand 6,72 19,62 83,03 233,18 234,87
Total 3.487,11 | 4.366,34 | 11.007,51 | 27.514,95 | 33.766,50
1995 1996 1997 1998 1999
Hong Kong 20.030,37 | 20.677,32 | 20.632,00 | 18.508,36 | 16.363,05
United States 3.083,01 | 3.443,33 | 3.239,15 | 3.898,44 | 4.215,86
Japan 3.10846 | 3.679,35 | 4.326,47 | 3.400,36 | 2.973,08
Singapore 1.851,22 | 2.243,56 | 260641 | 3.403,97 | 2.642,49
Taiwan 3.161,55 | 3.474,84 | 3.289,39 | 291521 | 2.598,70
Germany 386,35 518,31 992,63 736,73 | 1.373,26
Korea 1.042,89 | 1.357,52 | 214238 | 1.803,20 | 1.274,73
United Kingdom 914,14 | 1.300,73 | 1.857,56 | 1.174,86 | 1.044,49
France 287,02 423,75 474,65 714,89 884,29
Thailand 288,24 323,31 194,00 205,38 148,32
Total 37.540,48 | 41.745,48 | 45.277,01 | 45.462,75 | 40.318,71
Sources: China’s Almanac of Foreign Economic Relations and Trade (various issues, in
Chinese).
China’s Almanac of Foreign Economic Relations and Trade, 1999 (in Chinese),
pp- 288-292.

China Statistical Yearbook, 2000 (in Chinese), pp. 606—-608.
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the direct investment of Japanese firms in China was the second largest in
1992. It was the highest in term of value among Asian countries in 1996
and the second highest in 1997. This underscores the importance of the
direct investment of Japanese firms in China, for both Japan and China.

An examination of the direct investment of Japanese firms in China by
industry illustrates the specific characteristics of Japanese FDI in China.
The manufacturing industry dominates Japanese investment in China; its
share in total direct investment of Japanese firms in China was 59 per cent
before 1989 and about 70 per cent in term of accumulated value in 1993.
The number of local establishments of Japanese manufacturing firms in
China increased rapidly in the 1990s, and their share of the total number
of local establishments of Japanese manufacturing firms in China has
exceeded 80 per cent since 1993. Textile and electrical and electronics
industries are the most important among the various manufacturing
industries, and both increased rapidly in the 1990s. Table 4.2 shows that
industries such as machinery, electrical and electronics, and transport
equipment were important in terms of value in 1996, with the electrical
and electronics industries becoming most important in 1997. The major
reasons why Japanese firms made direct investment in China may be the
relatively low labour cost in China, the changes in the international
strategies of Japanese firms in terms of international division of labour
and the future prospects of China’s market.

It is also worth examining commerce. Although the number of local
subsidiaries of Japanese commerce firms is not large, their increase con-
tinued until some time in the second half of 1990s. This may have been
caused by the introduction of foreign firms in the commerce sector as part
of an effort to reform the Chinese marketing sector. On the other hand, the
direct investment of Japanese service firms, including the hotel industry,
which was important in 1980s, declined in the 1990s. In the case of the
hotel industry, since the hotels served mainly foreigners and did not have
much difficulty with foreign currency, they made a large amount of direct
investment in China in the 1980s.

An examination by provinces shows that the most important destina-
tion of Japan’s direct investment in China was Liaoning in the second half
of 1980s, and the top five provinces and municipalities were Liaoning,
Shanghai, Guangdong, Jiangsu and Shandong in 1991. The top seven
shares of Japan’s direct investment in China by province were Liaoning,
Guangdong, Shanghai, Beijing, Jiangsu, Hainan and Shandong in terms
of total values during the period between 1987 and 1991, and these shares
were 29.0 per cent, 14.4 per cent, 11.6 per cent, 9.8 per cent, 8.2 per cent,
5.9 per cent, and 5.8 per cent, respectively. In contrast, the top seven
shares of all foreign direct investment in China by province were Guan-
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Table 4.2: Japan'’s direct investment in China by industry (units: million US$, %)

1996 1997
Value | Share |Growth| Value | Share | Growth

Rate Rate
Food 184 7,3 27,8 96 4.8 47,8
Textile 188 7,5 -60,1 223 11,2 18,6
Timber Processing, Pulp 39 1,6 —45,1 29 15 -25,6
Chemical 87 3,5 -38,3 131 6,6 50,6
Steel and Non-Steel 180 7,2 -50,0 147 74 -18,3
Machinery 283 11,3 —40,9 189 9,5 -33,2
Electric and Electronics 395 15,7 -57,3 422 21,2 6,8
Transport Equipment 249 9,9 -35,5 100 5,0 -59,8
Other manufacturing 199 7,9 -60,4 176 8,9 -11,6
Manufacturing Total 1,804 71,9 48,2 1,513 76,1 -16,1
Agriculture, Forestry, and Fishery 4 0,2 -63,6
Mining and Quarrying 5 02 |-37,55 1 0,1 -80,0
Construction 59 2,4 -33,7 65 3,3 10,2
Commerce 129 51 -50,6 101 51 21,7
Banking and Insurance 20 0,8
Searvices 254 10,1 41,1 146 7,3 —42,5
Transportation - 0,8 -59,2 26 13 30,0
Real Estae and Others 173 6,9 -37,1 107 54 -38,2
Non-manufacturing Total 665 26,5 25,3 447 22,5 -32,8
Branches 41 1,6 -60,2 26 13 -36,6
Total 2,510 100,0 —43,9 1,987 100,0 -20,8

Source: JETRO Investment White Paper, 1999, p. 163.

dong, Fujian, Jiangsu, Shanghai, Shandong and Liaoning in terms of total
values during the period between 1987 and 1991, and these shares were
35.4 per cent, 10.9 per cent, 8.9 per cent, 5.8 per cent, 5.4 per cent and 3.9
per cent, respectively. The main characteristic of Japan’s direct investment
in China by province was that it was concentrated in the Liaoning prov-
ince in the second half of 1980s and that its shares in Guangdong and
Fujian were not large. Japan’s direct investment in China shifted to East
China, including Shanghai and Jiangsu, in the 1990s and Guangdong in
the second half of the 1990s. The percentage of Japan’s direct investment

in China by province thus changed in the 1980s and 1990s.
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PROFILES OF NINE ]APANESE SUBSIDIARIES IN BEIJING AND SHANGHAI

The enterprise survey conducted by the author in Beijing and Shanghai in
November 1997 was a part of a JITCO project concerning the training of
overseas Japanese subsidiaries.” Nine Japanese subsidiaries are described
in detail: three Japanese subsidiaries (A, B, and C) in Beijing and six
Japanese subsidiaries (D, E, F, G, H, and I) in Shanghai, among the various
Japanese subsidiaries surveyed by the author. Japanese subsidiaries A, B,
D, H, and I belong to the electrical and electronics industries. Japanese
subsidiaries C and G are part of the textile and apparel industry. Japanese
subsidiaries E and F are in the transport equipment industries and pro-
duce parts for automobiles and motorcycles. As Table 4.3 shows, all nine
Japanese subsidiaries were established in 1991 or later, and five of them
were established in 1993 or later. Two of the nine Japanese subsidiaries
have more than 1000 employees, four of them have between 600 and 900
employees, and the remaining less than 200 employees. Four of nine
Japanese subsidiaries are wholly owned, and the remaining five have
capital shares of between 40 per cent and 55 per cent.

The number of company A employees is about 890 (November 1997),
including 18 Japanese staff in administration and technical divisions, and no
Japanese staff in personnel management and marketing divisions. The
number of company B employees was a little over 1400 in November 1997
and 929 in January 1996. Company B employees in 1997 amounted to 393
males and 1035 females, and their average age was 24 years old. Of these
employees, 57 were university graduates and 76 junior college graduates.

Table 4.3: Profiles of nine Japanese subsidiaries

Year of Establishment| Number of Employees |Japan's Share of Investment
A 1991 890 51,00%
B 1993 1,367 50,00%
C 1992 675 43,70%
D 1993 624 100,00%
E 1992 1,250 100,00%
F 1992 170 40,00%
G 1995 131 100,00%
H 1993 660 55,00%
I 1996 69 100,00%

% See Itd (1998b), pp. 82-122.
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The number of company C employees was 675 in November 1997, with 120
employees in the head office and store and 555 employees in its own factory.

The number of company D employees was 624 in November 1997, of
which 20 were males and 604 females. The average age of employees was
24.3 years old. The number of non-production staff was 35, including nine
male employees, and 13 administration staff, of whom 3 are male employ-
ees. The number of company E employees was 1250, of which 870 are
female workers, 1100 employees in the first factory and 150 employees in
the second, located a 15 minutes” walk from the first factory. Company F
employs 170, including 35 university graduates. The average age of the
employees is 29 years old. Its workers are either junior high school or
senior high school graduates.

The number of company G employees is 131, including 27 male work-
ers and 104 female workers. There are 4 managers and 8 supervisors. The
only Japanese member of the staff is the president of the company. The
five engineers are either university or junior college level graduates,
while the general workers are mainly junior high school graduates,
whose ages are 18 and above. Some of the workers are senior high school
graduates. Company H has a staff of 660, the average age being 22 years:
for female workers 20 and male workers 32. A lot of workers are trans-
ferred from the state-owned enterprise, their local partner. The staff is
made up of regular employees and dispatched workers, and the salary of
the regular employees is much higher than that of the latter. Company H
has to pay the welfare expenses for the regular employees but not for the
dispatched workers. There are 150 regular employees who work in pro-
duction as engineers and managers, and the contract period is between
one and three years. In September 1997, company I had 69 employees, of
which 41 were male and 28 female. The average age of the employees is
23 or 24 years old, and the average age of the general workers is about 21.
There are two regular Japanese employees, and, because of the time
needed to establish the company, seven to eight Japanese engineers
(pressing, production technique for cutting, moulding, maintenance, pro-
duction and guidance) are working in Shanghai temporarily. The staff of
company I are local and mainly university graduates.

RECRUITMENT OF STAFF AND WORKERS AT NINE ]APANESE SUBSIDIARIES

This section examines the recruitment methods by ownership structure
and according to general workers and staff, engineers, and managers.
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RECRUITMENT METHODS BY OWNERSHIP STRUCTURE

In the case of joint ventures, employees were recruited with the help of
their local partners when their companies were set up. In the case of
wholly-owned subsidiaries, employees were recruited either with the
help of local government or a state-owned dispatching company. Many
Japanese subsidiaries rank experience as the most important criteria for
recruitment. After the establishment of the Japanese subsidiary, hiring is
done whenever necessary.

Company A is involved in a joint venture business, the local partner
of which is in charge of recruitment of employees, including university
graduates and students with graduate school degrees, who can change
their family registration. En (2001) states that this role is one of three
major advantages guaranteed by the local partner to company A.* The
general workers are contracted workers from outside Beijing and are
supposed to go home after five years. In the case of company A, the
educational levels of more than 500 workers are above that of senior high
school graduates, and group leaders and technicians are junior college
graduates. 170 engineers are highly qualified, having graduated from
institutions such as Qinghua University and Beijing University. Although
these engineers are excellent in terms of educational level, Japanese engi-
neers still have the edge in terms of experience.

Company C is also part of a joint venture business. When it was set up,
they recruited 555 employees recommended by their partner. Of its 555
employees, 300 have already been replaced. The local partner is a state-
owned enterprise with twelve factories and 13,000 employees. They
transferred a part of their employees to company C in order to reduce
redundancy. Later, the trade union and employees of company C began
to question this practice.

Company F is also a joint venture business. When it was established,
they hired 40 experienced workers who came from state-owned enter-
prises or were unemployed. When they decided to hire, they recruited
staff with two to three years’ experience. Now they recruit new workers
when necessary. They do not hire temporary workers, but use over-time
if production is temporarily increased.

Company H is a joint venture and is located in the Budong district of
Shanghai. It employs some 500 dispatched workers from a state-owned
employment agency. The contract period for the dispatched workers is
one year, and they are paid a monthly salary. The dispatched workers are
from the rural areas of Shanghai.

® See En (2001), pp. 156-7.
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Company D is a wholly-owned Japanese subsidiary. For the recruit-
ment of general workers, they have no difficulties since they have files of
about 200 applicants recommended by their own employees. Annually,
they hire a couple of university graduates. The local government sup-
ports their recruitment. At the beginning, with the permission of the local
government, they tried to recruit 20 workers by advertising in wall news-
papers and local Television (TV). Over 100 workers applied. They decid-
ed to employ 23 female workers, most of whom were high school gradu-
ates. Engineers, however, are scarce in the area.

Company E is also wholly-owned by its Japanese parent company.
Their recruitment method is to hire recent graduates. With students from
technical schools, it is possible to hire them as trainees for about half a
year before graduation. In the case of general production workers, com-
pany E may recruit them by asking the labour department of the local
government to advertise for them in wall newspapers, TV, and so on.
They may participate in the local human resource market held by the
personnel department of the local government for direct recruitment
twice a year.

Company G is also a wholly-owned Japanese subsidiary. Two Chinese
managers were hired in Japan as foreign students and were transferred to
Shanghai. Initially they hired 80 employees. They recruited their employ-
ees and managers from Shanghai. The general local workers were recruit-
ed by putting notices in front of the main gate of their company. After
interviewing the candidates, they made final decisions about hiring. To
find the remaining staff and engineers, they advertised in Shanghai. Since
then, they have recruited workers only as they were needed. General
workers (apparel) are seldom recruited from the local area. They cooper-
ate with the local township government and hire graduates from a textile
school. The workers live in local farmers” houses.

The capital of company I is also wholly-owned by the Japanese com-
pany. Company I hired 11 employees: seven to eight engineers between
the ages of 25 and 40 years with some experience, as well as interpreters,
drivers, and workers in charge of customs. They do not have annual
recruitment campaigns. Recent university graduates have had difficulties
in finding a new job, because of a large number of redundant workers in
the state-owned enterprises. The above-mentioned seven to eight engi-
neers came from state-owned enterprises. They decided to work for
company I because they felt that they could not use their ability fully in
their previous work and were not satisfied with their salaries.
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RECRUITMENT METHODS FOR GENERAL WORKERS

It is easy for Japanese subsidiaries to recruit general workers. When
periodically recruiting recent junior or senior high school graduates, the
high schools usually provide support. If the Japanese subsidiaries ask
schools for trainee students before graduation, they may pay schools
some of money for their students. They may also recruit contract workers
through a state-owned employment agency.

An examination of the recruitment methods for recent junior high
school graduates revealed that company B recruits junior high school
graduates in cooperation with four junior high schools, and pays 100
yuans per graduate to each school. A junior high school educates a
student for three years and selects a specific number of students to
send to the company. The company pays 600 yuans to students during
the trial period, of which 200 yuans are paid to the junior high schools.
They do not recruit otherwise because of the high costs of advertising.
An explanatory meeting for job applications is held every month. In
addition, there is a human resource village, where companies can
choose from about 40 to 50 applicants, paying 400 yuans for a stand
where working conditions are explained and interviews made. After
the final managerial level interview, they make a hiring decision. In
company B, the probation period for new employees is three months
maximum, and they hire about ten employees (about one per cent of
their total employees) monthly. The contract period for each worker is
one year.

In 1998, company C recruited about 20 recent graduates recommend-
ed by four textile and apparel schools in Beijing. Japanese managers of
company C consider five per cent of their employees to be redundant.
Almost no employee has quit, because once a general worker quits a
company, he or she does not have many reemployment opportunities. In
Beijing, young people are not eager to work in the apparel industry, and
as a result the average age of their employees in 1997 was 34 years old.
There were so many unemployed workers in Beijing in 1997 that compa-
nies were not allowed to recruit new workers from outside the city. In
men’s apparel, acquired skills are important, and a minimum of one
year’s experience is indispensable. Thus, it is easy for the industry to keep
the high quality of their products if employee turnover is low. On the
other hand, this practice raises production costs.

Company I hired ten general workers using labour contracts (dis-
patched workers and human resource dispatching contracts) through a
developer company. They hired 50 workers by labour contract. The con-
tract period for a general worker is usually two years, although some
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prefer one-year contracts. The contract period for staff is three years. In
the case of company H, the contract period is one year, and the salary is
paid to the dispatched workers monthly.

RECRUITMENT METHODS FOR STAFF, ENGINEERS AND MANAGERS

In general, it is often said that foreign subsidiaries, including Japanese
subsidiaries, have difficulty in recruiting personnel in China.* They may
recruit the necessary office staff and engineers in various ways, such as
distributing pamphlets to universities, providing scholarships to univer-
sities, using a human resource exchange centre, and so on. If a company
is located in the suburbs of a major city, it may be difficult to recruit
because qualified people may prefer to work in the urban areas instead of
suburban areas.

To recruit students from outside Beijing, company B had to change the
students’ family register so they could stay in Beijing. This was only
possible if the students had achieved an excellent grade at graduation. If
the recruitee quits a state-owned enterprise, company B is willing to pay
a fee (for example, 10,000-20,000 yuans) to a particular state-owned
enterprise, and after that the recruitee is able to leave the state-owned
enterprise. If company B recruited a student from school in 1992, they
paid 5000 yuans to the school.

Company C hired about ten university graduates for management
and accounting who did not help Japanese managers and other staff and
workers when they were busy with their work and asked those university
graduates to help their work. Those university graduates were hired
through the contract with universities and had to work for company C for
a minimum of one year. If they quit within a year, they had to pay a
penalty to company C. Chinese employees see themselves as being re-
cruited for a particular job not for a specific company and not for a
different job.

Company E gave a scholarship to Shanghai University and had an
opportunity to recruit students there on a priority basis. Company F
recruited by advertising in newspapers and by using information provid-
ed by a human resource exchange centre, which provides this informa-
tion at a low price. When a company decides to hire a worker through a
human resource exchange centre, it pays a particular fee for each worker
hired. They renew their contract every two years. In the case of company
G, local managers and engineers command very high salaries. The com-

* See Ma (2000), pp. 100-2.
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pany has difficulties in hiring managers from the local area, because of the
scarcity of this type of human resource.

Company H recruits fresh university graduates as engineers by pro-
viding public relation pamphlets to universities. The response is usually
over one hundred applicants. Students start looking for opportunities in
November, and company H examines the students on 1 December. Five
students were then selected, and two or three of them started to work for
the company. They also hire recent junior college or university graduates
as engineers and other engineers when the need arises.

Company I participated in a human resource market in a park on
Saturdays and Sundays, where companies rent booths. The fees vary
depending on the location (600 or 700 yuans per booth). A job seeker pays
one or two yuans to enter the park. More than half of visitors looking for
jobs are already job holders. Companies may recruit workers, putting
their recruitment advertisements in newspapers (a general newspaper
and a human resource newspaper). They usually make a final decision
about hiring after two interviews.

PROFILES OF EMPLOYEES OF JAPANESE SUBSIDIARIES

Ten percent of contracted workers leave company A annually because
their contracts have expired. On principle, after a period of five years,
they must return home as they are not allowed to continue to stay in
Beijing. The employees seldom quit company A because of contract obli-
gations.

Company C has only one local division director. In order to localise
management, the company needs to let local employees influence their
ways of thinking. Chinese employees tend to place a higher priority on
individualism than on the company. When this company was established,
they tried to change their employees” ways of thinking and get them to
stop using the penalty and incentive pay system. They re-introduced the
penalty system two years later and changed their system from an abso-
lute equity system to a rational equity system. Six years have passed since
company C built its factory. The equipment is the same as in Japan but
labour productivity is only 80 per cent of that in the Japan factory. When
this factory started, 12 Japanese instructors were sent from Japan, and
only three Japanese instructors are working there now. The paper pat-
terns of this factory are made by computer in Japan. At the moment, they
are not using computers for making paper patterns in China, and for the
future they are thinking of introducing computers for this purpose. In
company C, they can achieve the same quality of products as that of Japan
in terms of technique, but they cannot do planning and research. In the
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men’s apparel industry, materials and design change every season, but
they have difficulty adjusting production to these changes. They plan to
prepare manuals as working guides and to divide the work into more
narrowly and clearly defined parts.

In company D, resignations are rare but employees have been dis-
missed for failing to comply with company rules. For example, one
worker was fired immediately for eating while working on the produc-
tion line.

In company E, managers are university graduates, and supervisors are
graduates of senior high school at least. The average age of the employees
is 19.5 years. The educational structure is 55 per cent junior high school
graduates, 42 per cent senior high school graduates or its equivalent and
above, 2 per cent junior college graduates or its equivalent and above, 1
per cent university graduates. 60 per cent of workers on the production
line are junior high school graduates. Workers with junior high school
graduation and below may have difficulty with calculations. The compa-
ny feels that the workers have slightly better attitudes and abilities than
comparable Japanese workers. The subsidiary uses its parent company’s
qualifaction system of nine levels, and about three hundred employees
hold one of these nine levels. They use Japanese in the managing staff
meetings in which local managers also participate. They have a wage
system which encourages the workers to continue to work for their
company. The traineeship period lasts half a year. They have a labour
contract system under which after three years they renew the contract.

Workers at company G have to have a work permit if they are not from
Shanghai. Each company has a limit of the workers allowed from outside
Shanghai. When they hire a worker, the trial period for each worker lasts
three months, and the contract period is for two years. In company G,
since the workers above a certain age have the tendency to think like the
typical workers of state-owned enterprises, they prefer to hire the young-
er workers. The state-owned enterprises also tend not to release young
workers. Those who are not young have difficulty in going along with
economic reform and the open policy in China.

Company H is interested in hiring young employees because the older
workers have experienced the planned economy and have difficulty
adjusting to the market economy, although workers below 40 are better
than those over 40. The production workers at company H are mainly
junior or senior high school graduates, with a small number of junior
college graduates. The engineers are either junior college or university
graduates.
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SPECIFIC RECRUITMENT METHODS OF NINE ]APANESE SUBSIDIARIES

The Japanese subsidiaries can be divided into two groups: joint venture
businesses and wholly owned. In the first group, employees were recruit-
ed with the help of their partners when they established their company in
China. In the second group, they recruited their employees with the help
of the local government or using a state-owned employment agency.
Many Japanese subsidiaries place emphasis on experience as the main
criterion for hiring.

The employees can also be divided into two categories: general work-
ers and other staff, including engineers and managers. In general, Japa-
nese subsidiaries have little difficulty recruiting general workers, proba-
bly because there is an abundant supply in China. When periodically
recruiting recent junior or senior high school graduates, Japanese subsid-
iaries may work in cooperation with high schools. If they ask schools to
send their students as trainees before graduation, they may pay schools
part of the money for their students. They may also recruit contract
workers through a state-owned employment agency. Other staff, engi-
neers and managers are recruited in various ways such as distributing
pamphlets to universities, providing scholarships to universities, using a
human resource exchange centre, and so on. It should be noted that if a
company locates in the suburbs of major cities, it might be difficult to
recruit staff and engineers, because the highly trained often prefer to
work in urban areas. Companies may also utilize human resource mar-
kets held in parks for recruiting skilled personnel.

HUMAN RESOURCE DEVELOPMENT OF NINE ]APANESE SUBSIDIARIES

According to Koike (1989), the efficiency of Japanese manufacturing firms
is highly valued because the workers are trained to respond to changes
and problems arising on the production lines. These skills are attained
mainly through on-the-job training (O]JT), with the workers participating
in appropriate off-the-job training (OFF-JT).® Ito (1998a) states that Japa-
nese top managers place emphasis on training, especially, OJT and con-
tinuous in-house training.(’ In this section, we describe the human re-
source development of nine Japanese subsidiaries, including training,
technology transfer, wage determination and personnel evaluation.

% See Koike (1989), pp. 152-9.
© See Itd (1998a), pp. 147-50.
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GIVING THE EMPLOYEES OPPORTUNITIES TO OBTAIN DEGREES

Companies A and B give their employees opportunities to obtain degrees.
Company A asks faculty members of Tsinghua University to come to
their company to give lectures at the graduate school level, thereby
enabling a group of employees to obtain an MS.” The lectures are held
after regular working hours. The employees have three years to earn the
degree. All the educational costs for obtaining the degree are borne by the
company. If employees fail to obtain MS, they have to reimburse the
company. The employees also learn Japanese in order to read Japanese
documents, and the company provides Japanese training courses to re-
cent school graduates twice a week.

An employee in company B without at least a junior college diploma
will not be promoted to a managerial position. Thus, the Japanese man-
agers are thinking of demanding that section leaders and above obtain at
least a junior college diploma. If they fail to get that diploma, they have
to pay half of the educational costs. If they stay at the company after
studying for a junior college diploma, company B will provide the sup-
port to them. The total costs of one million yuans (fourteen million
Japanese yen) for the employees to obtain a junior college diploma, a two-
year study course, are borne by the company. Under this educational
system, company B asked the correspondence university to educate just
over one hundred and twenty employees on Mondays, and its employees
were able to obtain a junior college diploma two years later if they passed
the national examination.

TWO STAGES FOR TRAINING EMPLOYEES BY GROUP

Since their founding in Shanghai, companies D and I have two stages for
training employees. When company D was established, they had only
four Japanese on the staff (the president, one in quality control, one in
manufacturing and one in technology). They had difficulty communicat-
ing with their first 23 employees because of language differences, and, as
a result, instructed them using gestures. The second group of employees
they hired were trained by the first group, who also helped the Japanese
instructors as interpreters. Daily, for one and half years after 3 pm, the
president taught finance to the administrative staff.

7 En (2001) provides detailed information of the education and training system
of company A and shows that company A put its emphasis on the skill
formation of production line workers. See En (2001), p. 159.
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In company I, Japanese staff instructed and taught 11 local staff mem-
bers and engineers from the initial hiring, who, in turn, instructed and
taught general workers. As a result of the training, the local employees
were in a position to prepare metal frames for production.

(GGROUP-BY-GROUP TRAINING PROGRAMMES

Companies B, E, and F have group-by-group training programmes. Com-
pany B spends the largest amount of money for education and training
per employee in their group of companies in China. This company has
basic management training, management philosophy education and fi-
nancial knowledge training for management. For general workers it has
safety and sanitation education, quality improvement training, ISO 9001
and ISO 14000 education and 55 education. Company B does its training
planning at the beginning of the year.

In company E, the candidates for middle management are university
graduates and above, and their training is in development, quality control,
manufacturing control, production control, assets control and sales man-
agement. Professional engineers are junior college graduates and above,
and the training includes designing model framing, programming, pro-
duction analysis and inspection. The training for production engineers is in
maintenance of model framing, CNC (Computer Numerically Controlled)
operation and the operation of specific equipment. The training period for
production line supervisors ranges from a half year to one year, and
training includes coiling machine operation and plastics technology.

In company F, the education and training committee is in charge of
matters related to education, and it revises the textbooks for training once
a year, adjusts the various matters associated with training, and examines
the actual situation of human resource development in the company once
a month. The education and training committee makes the training plan
for personnel in production, including theoretical training, production
site on-the-job training, and office work training. The education and
training committee also gives new employees an introduction to their
company, and in the case of press workers, makes company F’s original
textbook including such safety matters as helmet.

TECHNOLOGY TRANSFER

We examined the technology transfer of companies A, B, C, and E. Com-
pany A carries out its training programme on the basis of necessity. The
workers receive training at the Japanese headquarters, factories and sub-
sidiaries in Japan. They send some workers to Japanese subsidiaries in
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Singapore for training. In addition, they also send engineers from Japan
to give training in technology and management.

Company B has its own independent training using instructors from

Japan with training for employees after regular working hours, without
overtime pay. The participants of this training can later be promoted to
section chief or deputy section chief. The number of participants is 22. In
addition, students are offered actual work experience in this company,
with the student’s school receiving half of the payment.
For the apparel factory workers of company C, seven workers were sent to
Japan and received about two months of technological assistance in a
partner Japanese company. Japanese top store managers of the company
taught the system of their headquarters in Japan as a training for store
workers for two weeks. After that, Japanese instructors were dispatched to
Beijing to teach their store workers, but since there are differences between
Japan and China in areas such as culture, customs and ways of thinking,
Japanese managers still have many issues to resolve. They do personnel
evaluations every half a year in Japan but every month in Beijing. Penalties
and bonuses reflect this evaluation. The company does a working analysis
and time analysis to assist the personnel evaluation and classifies the
degree of difficulty and toughness of a job. At the beginning, their employ-
ees were against this evaluation system but by 1997 had accepted it.

In the factory work of company C, it is difficult to standardize sewing
work because of the differences in materials and models, and it is difficult
to differentiate workers’ salaries. They currently use the value of produc-
tion as the index for personnel salary evaluation. For store employees,
they use the sales value as the index for salary evaluation. Absenteeism is
also a factor.

In company E, training of local management personnel consists of
sending just over two hundred employees to Japan for training and for
learning, a practice they plan to continue. The training periods in Japan
are one year for managerial candidates (university graduates and above),
one year for the engineers in charge of technology development (junior
college graduates and above), half a year for supervisors (senior high
school graduates and above), and half a year for professionals (senior
high school graduates and above).

OTHER ASPECTS OF HUMAN RESOURCE DEVELOPMENT

There are various aspects of human resource development of Japanese
subsidiaries in China. For example, Japanese managers of Japanese sub-
sidiaries in a particular industrial zone may have monthly workshop
meetings for researching methods of human resource management.
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Company C places more importance on labour management than on
technology guidance. The employees’ attitudes and motivation have a
large impact on labour productivity. This company has job rotation, and
does job promotion and demotion annually.

Company E had been in operation for three years. Job rotation was
considered a future issue. The managers and manager candidates ex-
pected that professional engineers would be shifted every three to five
years, on principle. The purpose of job rotation is to increase flexibility,
to avoid wrong practice, to divide authority, and human resource devel-
opment. Since company E started operations in 1993, the maximum
number of years that employees worked for the company was four
years. They experienced some job hopping, with fluctuation rates in
1996 and 1997 of ten per cent and a projected 14 per cent, respectively.
They expect that future job separation rates will be somewhere between
20 per cent and 25 per cent. The contract period for a general worker is
three years, but one to two per cent of the workers with a labour contract
will quit before.

At the beginning of company F’s operations, all the managers (section
chief and above) were Taiwanese, but they have made efforts at human
resource development of local employees. Thirty employees remain
among the 40 employees hired originally. They seldom refuse to renew
labour contracts, but occasionally some employees refuse to renew labour
contracts.

The basic part of education and training of company G is on-the-job
training (OJT). In addition to classroom training, they provide training on
various types of sewing machines and various types of clothes, in order
to enhance skills. They provide basic skills training, but the skill of using
sewing machines is basically obtained through experience. Their target
for quality inspection workers is to train them for all stages of quality
inspection. Company G gives employees opportunities to learn jobs be-
forehand, and for the purpose of quality control, also after starting them.
They have recruited a local on-the-job training specialist. The employees
of company G quit only because of their family matters, homesickness
and so on. In company B, no employee had left the company because of
marriage or child birth but some had changed jobs, especially those in
charge of trade.

Company H experienced some difficulties with the disappearance of
paper, garbage disposal and other differences in living habits. Company
I provides the employees basic training during their three-month trial
period.
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WAGE DETERMINATION AND PERSONNEL EVALUATION
IN ]APANESE SUBSIDIARIES IN CHINA

This section briefly examines the labour market situation in Shanghai in
1997. According to the Japanese top manager of company E, in the au-
tumn of 1997, the state-owned enterprises did not have enough capacity
to hire an additionally large number of workers because of the reform of
state-owned enterprises. The demand for workers was not large enough
to cover the supply on the labour market, and the hiring companies had
the advantage in recruitment over the job seekers. As a result, wage
increases slowed, the rate of increase expected to be below ten per cent in
1997 8 1t is said, however, that the wage rate for fresh university graduates
from excellent universities in Shanghai is more than 2300 yuans. Price
increases are also stabilizing. There is an abundant supply of general
workers but a lack of skilled human resources in Shanghai. Especially
university graduates have a tendency to move toward urban areas, which
implies a brain drain from local suburban areas. The declining size of the
young population influences how parents educate their children; they
now tend to spend more money on their children’s education, which is
improving the average educational level. This means that companies may
have difficulties in recruiting general workers in future.

In company A’s wage system, the monthly salary for university grad-
uates is 3000 yuans (annual income divided by twelve). The salary pay-
ment system is a modified version of the Chinese payment system. The
average ratio between the basic salary and the bonus (performance eval-
uation, determined by personnel evaluation) is one to one. The ratio
between the basic salary and the bonus is somewhere between 0.5 and 1.5.
The bonus is the equivalent of five months of basic salary and is paid
every three months (January, before the Chinese New Year, May, and
October). The basic salary depends on seniority, while the bonus is deter-
mined by a worker’s performance evaluation by the company. The per-
sonnel evaluation is done by employers, including Japanese staff, every
half year.

In company B, the average monthly salary of a general worker was 850
yuans in 1996 and was scheduled to increase to 906 yuans in 1998. The
salary of a 23 year-old worker was 381 yuans as basic salary, 172 yuans as
wages attached to a post, 150 yuans as wage based on job evaluation,

8 However, Ma (2000) states that employees with higher education are scarce in
China and, as a result, the wage differential between staff and general workers
is expanding, where office staff are more likely to have a higher education than
general workers. See Ma (2000), pp. 163—4.
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giving an overall total monthly salary of 906 yuans in 1998. The monthly
salary for a worker on a three-month probation period is 80 per cent of the
normal monthly salary. Quite a few quit during the probation period
because of job hopping. Originally, the ratio between the basic salary and
bonus was 1 to 0.5. Company B pays the bonus monthly because income
tax is imposed monthly on individual income. The bonus differential
determined by the personnel evaluation ranges between a maximum of
plus 40 per cent and minus 40 per cent. The personnel evaluation of
company B is not open, but they show the explanation in the salary
specification. Since workers show their salary specifications to each other,
the personnel evaluation is considered to be open. The personnel evalua-
tion was done every three months in 1994 and has been done monthly
since January 1995. The personnel evaluation is done on a relative basis
consisting of ranks, A, B, C and D. Every January and July, personnel
ranking is carried out.

In company C, the ratio between the fixed salary and bonus is 1 to 0.2
and above, and in 1998 this ratio was scheduled to be 1 to 2 and above.
The purpose of this change is to keep only the employees who qualify for
this change in the compensation system. In company D, the salary of
workers who are senior high school graduates is 700 yuans per month
and a bonus the equivalent of a two month salary per year. The bonus
includes 15 per cent efficiency pay, and a productivity evaluation of each
worker is done monthly.

Company E’s wage consists of 50 per cent basic salary (service allow-
ance, seniority wage, wage determined by age) and other allowances. The
bonus is the equivalent of six months’ salary and is paid to employees
twice a year: in the month of the Chinese New Year and on the first day
of August. Various types of allowances are determined differently. The
personnel evaluation for a pay raise is done once a year in January. The
average salary of a general employee is 785 yuans.

Company E takes the qualification system, education, seniority, Japa-
nese language ability, experience, qualification of custom clearance, and
various qualifications of a national level into consideration for personnel
evaluation. They make every effort to collect objective data and make
very careful personnel evaluations. The bonus is adjusted every three
months. They adjust personnel evaluation for the non-production line
employees once a year. The results of personnel evaluation are open to the
employees. Company E strictly imposes penalties on employees who
break the company’s rules. The names of those who infringed the rules,
the nature of the infringement and the penalty are open to the employees.
According to company regulations, one investigation report (a written
apology in Japan) means that only a 0.7 bonus ratio is paid to a particular
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employee, two reports mean a bonus ratio of 0.49 and three reports lead
to disciplinary dismissal. The other systems of personnel evaluation in-
clude the award system on the company’s anniversary day, the Japanese
qualification system, expert system, the training system in Japan, support
system for housing (only for production line chiefs), official travel allow-
ance (by position), the kaizen and proposal systems, least absence and
non-absence allowances, and so on.

In company F, the average wage rate is higher than those of nearby
companies in the same industry. They have distributed a certain percent-
age of the profit to the employees since the end of 1997 (7 per cent in 1997).
This included the special bonus to two employees whose suggestions
made a big contribution to production cost reduction and bonus distribu-
tions to the other employees. They make basic wage adjustments annual-
ly in May. The adjustment depends mainly on the levels of education and
skill (experience) and not much on seniority factors.

Company F gives employees a paper examination (about one page) on
knowledge of 55 and 6S, and evaluation leads to three levels of qualifica-
tion. Current ability evaluation are made every half year and consist of
aggregating daily operation results, examining rates of finished products
and the inferior products ratio, and paper test results. This evaluation
leads to different bonuses among various employees. The amount of
bonus for production line employees is the equivalent with one month’s
basic salary, and that of a section chief is the equivalent of 2.5 month’s
basic salary. The evaluation affects the pay raise, but in general it is almost
the same among various employees, with some adjustment following
basic points given to three levels of qualification. Personnel evaluation in
company F is done using a personnel evaluation table which evaluates
each item with a maximum of one hundred points, classifying these
scores into five levels. The personnel evaluation table consists of ten items
including achievement, ability and attitude. The motto of the personnel
evaluation is “Openness, Fairness and Justice”.

In company G, the basic factors of wage determination for office
workers and staff are qualification, position and allowances for factors
such as inflation. The wage of a general worker consists of basic salary,
non-absence allowance and piecework payment, and it also includes a
skill allowance, which is a supplement to piecework payment for the
purpose of developing multi-sided skilled workers. The bonus is paid
twice a year, and the amount depends on the company’s and the individ-
ual worker’s achievements. Company G had not started a personnel
evaluation in 1997 but planned to introduce one in future. This company
utilizes a penalty system, but Japanese managers have some difficulty
implementing a penalty system in China. Their employees know the
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salary of their colleagues since they share this information with each
other.

In company H, the regular production-line workers are graduates of
junior high school, senior high school and even junior college. The com-
pany divides them into ten ranks, and many of them are placed between
rank five and eight. Their average monthly wage is 900 yuans. The
company determines the ranks on levels of education and experience.
The total housing allowance, pension and medical funds is equivalent to
50 per cent of the monthly salary. Employees pay five per cent of their
salary for housing, with the company paying 15 per cent of their salary as
a housing allowance. The regular workers occasionally do the same work
as the dispatched workers.

The engineers of company H were recruited as fresh graduates of
junior college and university, but the company occasionally also recruits
engineers with experience. The salary for recent graduates is somewhere
between 2200 yuans and 2300 yuans, and 3000 yuans if they have experi-
ence. The main reasons why their employees quit are either the wage rate
or the commuting distance. The monthly salary for dispatched workers is
somewhere between 600 yuans and 700 yuans. Company H pays 50
yuans for each dispatched worker to a national labour service company.

The dispatched workers of company H come from the rural areas of
Shanghai. The company pays them a bonus twice a year, which is the
equivalent of two month’s salary. As pay-in-kind, the company provides
the equivalent of 150 yuans in meals to the dispatched workers. Pay raises
and promotions are given once a year and five per cent of the dispatched
workers are promoted to regular workers. The company rents apartments
for dispatched workers from other rural areas.

In company I, one out of eleven first-term employees quit during the
trial period. One employee quit over dissatisfaction with the wage level
but did not really understand the local wage level at the time.

SPECIFIC CHARACTERS OF HUMAN RESOURCE DEVELOPMENT
OF NINE IAPANESE SUBSIDIARIES

Companies A and B spent a lot of money helping their employees obtain
degrees, paying for the costs if the employees were successful. If not, the
employee must pay the costs. In companies C and D, Japanese staff taught
their first-term employees, and these employees taught the second-term
employees along with Japanese staff. Company B paid Japanese instruc-
tors to teach their employees. In company E, training was provided to
particular groups of employees such as candidates for managers, profes-
sional engineers, production engineers and so on. Company F set up a
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committee for employee education and training which is in charge of
making plans and providing training to various types of employees. In
company G, the emphasis is placed on on-the-job training. Company I
provides basic studies and training to new employees during their trial
period. Thus, each Japanese subsidiary makes efforts to provide training
to their employees.

With respect to wage determination and personnel evaluation, Japa-
nese subsidiaries pay a wage that consists of basic salary and bonus. The
basic salary is determined by seniority, position, education, skill and
other allowances. The bonus is determined by personnel evaluation. The
ratios between the basic salary and the bonus may differ among various
Japanese subsidiaries. Following the income tax system in China, Japa-
nese subsidiaries tend to pay the bonus monthly, but the ways of conduct-
ing personnel evaluation may differ among various Japanese subsidiaries
in terms of period, and the effects of personnel evaluation on bonus may
also differ among them. The ways of paying a bonus to employees may
also differ among them. For example, the bonus is paid to an employee
mainly monthly or every three months, and the personnel evaluation
determining the bonus is done monthly, every three months, or once a
half a year, depending on the company. At the end of 1997 in our inter-
views top Japanese managers of subsidiaries in Beijing and Shanghai
reported that many Japanese subsidiaries were about to raise the share of
bonus in total wage compensation, putting more emphasis on personnel
evaluation for determining the bonus. In some companies, they use the
penalty system. Japanese top managers should expect that their employ-
ees know the salary of their colleagues. One company gave dispatched
workers opportunities to be promoted to regular workers (company H).

CONCLUDING REMARKS

In this chapter, we examined human resource management in nine Japa-
nese subsidiaries, focusing on recruitment, training and wage compensa-
tion. We showed the difference in the recruitment methods for two
groups: joint venture businesses and wholly-owned subsidiaries. We
showed that the first group recruited employees with the help of their
local partners when they established their companies. We also showed
that the second group recruited their employees either with the help of
local government or a state-owned dispatching company. Thus, when
first establishing their company in China, they seem to need help from
some local organisation or institution for recruiting workers. We learned
that many Japanese subsidiaries put emphasis on experience as the crite-
rion for hiring. The author visited Japanese subsidiaries in Shanghai at
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the end of 2000 and learned through interviews with top Japanese man-
agers that they put even more emphasis on experience in 2000 when
hiring local employees than in 1997.

We also showed the difference in recruiting two groups of employees:
general workers, on the one hand, and office staff, managers and engi-
neers, on the other. We learned that, in general, Japanese subsidiaries do
not have much difficulty recruiting general workers and that when peri-
odically recruiting recent junior or senior high school graduates, Japanese
subsidiaries are more likely to have cooperations with the schools. We
also showed that Japanese subsidiaries use various means of recruiting
office staff, managers and engineers. This evidence confirms that there is
an abundant supply of general workers in China but that skilled workers
may be in short supply.

With respect to training, we showed that each Japanese subsidiary is
making major efforts to provide training to their employees in various
ways. For example, some companies encourage their employees to obtain
degrees, other companies organise in-house training for employees.

With respect to wage determination and evaluation, we showed that,
in general, Japanese subsidiaries pay their employees a basic salary and a
bonus. The basic salary is determined by seniority, position, education,
skill and other factors, while the bonus is determined by personnel eval-
uation. We showed that such practices as the ratios between the basic
salary and the bonus, ways of conducting personnel evaluation, effects of
personnel evaluation on bonus, and ways of paying bonus to employees
may differ among various Japanese subsidiaries.

This study showed the human resource management of nine Japanese
subsidiaries in Beijing and Shanghai in November 1997. But human
resource management of other Japanese subsidiaries may differ, depend-
ing on the areas, periods, types of industry and so on. Examining these
differences in practice is a subject for a further study.
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5 PrLAYING THE CHINA CARD: THE CHINA STRATEGY
OF THE TAIWANESE ELECTRONICS INDUSTRY AND THE
JAPANESE RESPONSE UP TO 2000

Douglas B. Fuller!

INTRODUCTION

This chapter examines the emerging strategies for China of the two
largest segments of Taiwan’s electronics industry, PCs (personal comput-
ers) and ICs (integrated circuits), and the challenges and opportunities
that these emerging strategies represent for Japan’s own electronics in-
dustry. The Taiwanese strategies for the Chinese market in these two
segments are a study in contrasts. China is emerging as the critical man-
ufacturing base for the Taiwanese PC industry, while for the Taiwanese IC
industry, China is still undeveloped in terms of manufacturing despite
the recent moves in Shanghai, emulating the Taiwanese pureplay foundry
model. The Taiwanese IC industry is mostly concentrated in Taiwan with
some expansion of activity into advanced countries. The Taiwanese PC
strategy places cost pressures on the Japanese competition while the
Taiwanese IC strategy for China does not present much of a threat. The
Japanese PC firms are tentatively beginning to follow the American path
of outsourcing production while concentrating on design at the front end
and marketing and distribution at the back end. The Japanese and Tai-
wanese IC industries are at least as much complements as competitors to
each other. Japanese IC firms are positioned in different segments in
China than their Taiwanese counterparts, and are enhancing their coop-
eration with Taiwanese ICs firms on a global scale.

I The author would like to thank Professor Richard Lester, Director of the
Industrial Performance Center of the Massachusetts Institute of Technology,
and Professor Suzanne Berger, Project Director of the Industrial Performance
Center’s Globalization Project, for their help, advice and the support provided
to do field research through the Globalization Project. The author would also
like to thank the two senior scholars with whom he worked most closely in the
Globalization Project, Professors Tayo Akinwande and Charles G. Sodini of
MIT’s Department of Electrical Engineering.
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TAIwAN’Ss CHANGING PC STRATEGY

THE OLD PC STRATEGY

The Taiwanese PC strategy for China has up until recently consisted of
using China as an export platform while focusing advanced production,
global logistics and R&D in Taiwan. The PC industry has gradually
moved production to China over the past decade. First, the lower value-
added peripherals and components, such as computer pointing devices,
keyboards and cases, were relocated to China. Then, in the mid-1990s the
production of power supplies and scanners began to relocate to China.
Finally, in the late 1990s over half the motherboard and monitor produc-
tion by Taiwanese firms was done in China, and Taiwanese desktops
began to be produced there in large numbers. In 2000, for the first time,
significant numbers of notebooks were produced in China. While the role
of China as an export platform has been increasing over time, Taiwan has
still retained much of the brain functions of the Taiwanese PC firms. Even
as Taiwanese firms began to do more research and design and take up the
responsibility of global logistics for delivery to end users, these activities
were developed and maintained in Taiwan. The pilot plants to perfect the
production of new products were also retained in Taiwan. Advanced
manufacturing in terms of notebook production and high-end desktops
also remained in Taiwan.

As shown in the figure below, overall IT (information technology)
hardware production has rapidly left Taiwan. Taiwan’s share of output
value went from 72 per cent to 49 per cent from 1995 to 2000. China’s
share of output went from 14 per cent in 1995 to 31 per cent in 2000. While
IT hardware covers more than simply PCs, in the case of Taiwan, PC-
related production dominates Taiwanese IT hardware production. The
top four items in production value of IT hardware in Taiwan in 1998 were
all PC products: notebook computers, monitors, desktop computers and
motherboards. These top items accounted for 79 per cent of Taiwan’s total
IT hardware production value, including production done abroad.

The trend shift in the data for China in 2000 in the above figure
requires some explanation. In November 1999, the Market Intelligence
Center, a quasi-governmental agency, announced that it projected China’s
share of Taiwanese IT hardware production would go up to 38.6 per cent
(CENS 6 November 2000, internet), but the final figures actually showed
a decline of about two per cent of total output value, and the share of the
category ‘other’ skyrocketed from five per cent to 13 per cent. The South-
east Asia category as compiled by the Taiwan Market Intelligence Center
only includes Malaysia and Thailand, so the Philippines is included in the
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Figure 5.1: Locational distribution of Taiwanese IT hardware production (per-
centage of output value)
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Source: Market Intelligence Center (MIC), Institute for Information Industry (III).

‘other’ category. Even with investment in the Philippines, the skyrocket-
ing investment in countries in this category is suspect. While a large
portion of Taiwanese investment in China is investment registered in
third countries to get around the restrictions on investment in China, it is
probable that the documented decline in investment in China was engi-
neered by counting China-bound investment made via third countries in
2000 as investment to those third countries. In the past years, much of this
investment in China via third countries was simply counted as invest-
ment in China. Given the November announcement of a large increase in
China-bound investment, this author suspects that political consider-
ations played a part in re-assigning much of the investment to the more
politically safe ‘other’ category.

FEATURES OF TATWAN’S PC PRODUCTION IN CHINA

There are three distinct features of Taiwanese PC production in China. 1)
Taiwanese firms are WFOEs (wholly foreign-owned enterprises). 2) Tai-
wanese firms are clustered in Guangdong and Greater Shanghai, which
covers the area from Shanghai to Suzhou. 3) Up until the past year,
Taiwanese PC production in China has been almost completely focused
on exports.

Virtually all Taiwanese PC firms in China avoid JVs (joint ventures)
with Chinese partners. The core group of desktop, notebook, monitor and
motherboard makers that have set up shop in China over the last five
years are particularly set against JVs. Even when compared to the recent
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trend among foreign-invested enterprises in which nearly 50 per cent of
the new contracts made from 1997 through 1999 were for WFOEs, the
Taiwanese stand out as biased against JVs (Sutter 2000, p. 2). Most Tai-
wanese interviewed expressed dissatisfaction with their ability to control
JVs with Chinese partners as the motivating factor behind opting for
WEFOEs. The Taiwanese managers were convinced that the difficulties
experienced by Taiwanese firms in earlier waves of investment were due
to the necessity of dealing with partners from China.? Along with learn-
ing from past experience, the decision to eschew JVs may be connected to
the export-platform strategy in PCs. With a concentration on exports, the
Taiwanese firms have had no need to make alliances with local PRC firms
to gain access to their sales and marketing networks in addition to being
a loophole in China’s protectionist measures.

Taiwanese investment in China in the early years of legal Taiwanese
investment (investment in the Peoples” Republic was legalized by the
Taiwanese government in 1990) concentrated in the provinces of Guang-
dong and Fujian (Hsing 1998, p. 23). Recently, however, the Taiwanese
have begun to relocate their Taiwanese PC production networks in
Guangdong and Greater Shanghai. The choice of Greater Shanghai over
Fujian thus represents quite a shift in preferred investment locations by
the Taiwanese. Interestingly, desktop producers appear to be concentrat-
ing in Guangdong while notebook producers are concentrating in Greater
Shanghai. The top three Taiwanese desktop PC manufacturers, Acer,
Mitac and FIC, have all set up manufacturing facilities in Guangdong.
These three firms represented 85 per cent of Taiwanese total desktop
production by the second half of 1998 (Institute for Information Industry
1998, p. 89). Of the top five Taiwanese notebook manufacturers, which
represented a total of 74.2 per cent at the same time (Institute for Informa-
tion Industry 1998, p. 89), all but Acer are building or have built produc-
tion facilities in Greater Shanghai. Acer Peripherals has a facility in
Suzhou, but this division is quite distinct from Acer’s flagship computer
division.

The Taiwanese PC production networks relocated to China seem to
be quite isolated from local Chinese firms. The firms interviewed in
China reported that they used local Taiwanese suppliers and overseas
suppliers, both Taiwanese and foreign ones, but they did not use domes-
tic Chinese firms. As these Taiwanese PC production networks in China

% All interviews referred to in this paper are interviews conducted by members
of the Industrial Performance Center’s Globalization Project team unless oth-
erwise noted. Firms’ names are not disclosed in keeping with IPC’s promise of
confidentiality to interview subjects.

138



Playing the China Card

are very young, the use of local Chinese firms could be a matter of time,
with more such firms entering the Taiwanese production networks the
longer these networks operate in China. Indeed, the Taiwanese net-
works are really not complete replicas of the supplier bases in Taiwan,
as several firms described how they needed to falsify invoices to stay
within their import quotas while importing components from Taiwan-
ese manufacturers.

PRESSURES AND INCENTIVES FOR CHANGE IN TAIWAN’S PC STRATEGY

The failure of ODM (own design manufacturing) to protect profit margins
is forcing Taiwanese firms to reconsider their previous strategies for PCs.
At the same time, several factors are encouraging Taiwan to change its PC
strategy. The lure of the Chinese PC market is greater than before, with
the apparent saturation of advanced-country markets. The success of a
few Taiwanese firms in branding in China also serves as an incentive for
others to try their hand at the branding game in the China market. Finally,
changes are afoot in Taiwan’s technology transfer policy towards China
that will make doing business across the Taiwan Straits easier. These
pressures and incentives have been building for some time but now
appear to be effecting a change in strategy.

The Taiwanese PC producers have been shifting from OEM (original
equipment manufacturing) to ODM (Schive 1999, p. 2). The primary
purpose of the out-sourcing firm in an OEM relationship is to reduce
production costs, so that OEM production tends to have lower margins
than ODM or OBM (own brand manufacturing) production. Thus, the
logic behind the move to ODM is to increase margins because adding
design capabilities will presumably enhance the value of the services
offered to branded customers (Lee and Chen 2000, p. 7). The addition of
global logistics services seems to be a further bid to enhance or at least
preserve value by meeting the demand of global customers for these
services (Lee and Chen 2000, p. 7).

Interviews with leading Taiwanese desktop and laptop assemblers
by Globalization Project research team at MIT’s Industrial Performance
Center (IPC) indicate that these firms regard the ODM strategy as an
incomplete solution for enhancing value creation. The interviewees
suggested that the Taiwanese desktop manufacturers have begun to
move their production to China because the pressure of low margins
has dictated a continued search for cost-cutting measures. A minority
viewpoint maintained that the capital-intensive nature of production
meant that labor cost was not an important factor. However, the very
firm that made this claim was also planning to leave only pilot produc-
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tion in Taiwan. Firms also mentioned the cheap price of land leased for
99 years under Chinese law as a cost-cutting incentive to relocate to
China.

Thus, the increasing design capabilities of Taiwanese PC firms have
not allowed them to escape cost pressures. Even notebook manufacturers
have begun to relocate to China even though this segment previously
seemed to be relatively immune to the problem of razor-thin margins
forcing relocation to lower wage locations. As late as 1999, many of the
notebook manufacturers interviewed did not have plans for production
facilities in China. In the course of the following year, however, the
notebook firms have been forced to move to producing lower priced
models because the whole notebook market has shifted toward lower
priced models. This shift has forced the Taiwanese firms to shift produc-
tion to lower-wage countries, and they have all chosen to shift production
to China.

The Chinese market has become increasingly attractive to Taiwanese
PC firms. The Chinese market is nowhere near the saturation point, with
less than one percent of households owning a computer, and rising
incomes in China suggest a growing number of consumers who can
afford computers. The advanced markets, in contrast, are extremely satu-
rated. Every other US household has a computer (Bickers and Saywell
2000, p. 32). A number of Taiwanese firms in PC-related products have
done well in branding in China. Microtek is the leading seller of scanners
in China (CENS 10 April 2000, internet). Twinhead is the sales leader in
notebook computers in China (CENS 24 June 1999, internet). Acer was the
fifth largest retailer of desktop PCs in China in 2000 and aims to be the
third largest in 2001 (CENS 18 January 2001, internet). In contrast, in
advanced markets, Acer, Taiwan’s PC brand leader, has tried and failed
to establish a viable brand.

Though Taiwanese investment in China has been permitted since
1990, the Investment Commission of the Ministry of Economic Affairs
reviews large-scale investments and has banned outright investment in
certain technology products. Before 14 December 2000, all investments
over USD 30 million were reviewed, and, subsequently, the investment
trigger was lifted to USD 50 million. There have been a number of
onerous technology restrictions related to the PC industry. Among the
technology products under ban have been color TV monitors with 19-
inch or larger screens, and notebook and desktop computer models with
586 or higher processors. It was anticipated that President Chen would
loosen these bans in his Chinese New Year’s speech on 24 January 2001,
but no liberalization was announced at that time. Speculation continues,
however, regarding further liberalization measures.
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The investment restrictions have not been very effective for two rea-
sons. Taiwanese firms can register offshore in the Caribbean or Hong
Kong and then use those firms as official investors in China. Another
tactic to escape the automatic investment review trigger is to split up the
investment into smaller investments. This latter strategy may explain
why many Taiwanese companies have one factory site with one firm as
majority owner but have the different factory branches on the site regis-
tered under different company names.

While similar strategies using third countries to invest in China could
be used to circumvent the technology transfer laws, firms in a position to
do so have lobbied vigorously against the ban. This suggests that they
take the enforcement of the ban seriously enough to expend resources on
lobbying for change in the law rather than simply trying to circumvent
the law. This lobbying effort could be due to the different stances of the
presidential administrations of Deng-hui Li and Shui-bian Chen in Tai-
wan. The desktop producers set up their China plants during the Li
administration. At least one interview subject suggested that the technol-
ogy bans were not enforced under the Li administration once it was
understood that the desktop producers would have to move due to cost
considerations. However, the Chen administration has been more vocal
about enforcement of government investment policies toward China just
at the time the notebook producers began to view the move to China as
desirable. Thus, the notebook producers have had to confront the prob-
lem of the investment ban, rather than simply circumventing it, as a long-
term strategy. In the meantime, a number of firms have already begun to
produce notebooks in China, and the remaining firms are only hurriedly
building plants to do so. These firms anticipate a change in Taiwanese
government policy.

Indeed, the Taiwanese government will probably relent, given the cost
pressures on the PC manufacturers and the recent downturn in the IT
hardware market. Liberalization in this particular market is needed, de-
spite WTO accession of China and Taiwan. The Taiwanese state must
respond to the market or lose the entire industry. With liberalization,
Taiwan may be able to do in the PC market what it did in the shoe
industry, placing production offshore while retaining headquarter func-
tions in Taiwan.

THE NEW STRATEGY FOR PCs

The new Taiwanese strategy for the PC market in China is two-fold. First,
Taiwan could take advantage of its geographical proximity and cultural
ties to China for expansion in that market. Secondly, Taiwan could shift
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from a PC-focus to production of a broader scope of goods: in essence, a
transition of Taiwanese PC firms into CEMs (contract electronics manu-
facturers).

Taiwanese firms will try to expand their position in the Chinese PC
market by increasing Taiwanese-owned distribution networks and form-
ing alliances with Chinese PC firms. Acer Sertek, Acer’s distribution arm,
had established 500 sales offices in China by August of 2000 and planned
to have 1000 by the first quarter of 2001 (CENS 25 September 2000,
internet). Mitac has formed a JV with its Chinese partner to sell a branded
PC in China, and Quanta is planning to use Chinese distributors for its
quality brand of notebooks (CENS 3 May 2000, internet). Beyond retailing
agreements, a number of the Taiwanese firms are entering OEM agree-
ments with firms from China. Mitac’s notebook subsidiary, Getac, has
obtained notebook orders from Legend (CENS 17 May 2000, internet). FIC
has entered a similar agreement with Legend (CENS 27 April 2000, inter-
net).

There are still constraints to Taiwan’s expansion in the Chinese mar-
ket. Under Chinese law, most of the wholly Taiwanese-owned firms have
to export 70 per cent of their production, either directly or as components
in the exports of other firms. Furthermore, there is a requirement of
balancing imports with at least the equivalent value in exports to encour-
age import-substitution. Even if firms do not want to evade the system by
under-reporting the imports, there would still be the problem of the
government’s faulty accounting system in some parts of the country, in
which they weigh the imported goods on faulty scales rather than count-
ing the imports individually. Thus, even Taiwanese firms have to resort to
falsifying their import receipts. Other options are hiring legal trading
companies that engage in a variety of illegal activities to cover up the
imports but do not share the incriminating information about these activ-
ities with their Taiwanese customers. Finally, firms may even resort to
creating fake damaged imported goods to balance the imports and ex-
ports.

While the WTO does not allow such export requirements, China will
only gradually come under the WTO regime. Loopholes from the past
have consisted of gray channels from Hong Kong exporting Chinese-
made goods back to China and JVs with the local plant being only the
most basic assembly. Indeed, Twinhead and Kenda’s notebook JV simply
places the CPU into an already built notebook computer, and Twinhead
leads in sales in the Chinese notebook market. Nevertheless, some firms
seemed to want to be able to have access to China’s consumer market and
make use of its labor market at the same time. One of the new notebook
manufacturers in the Kunshan export processing zone in Jiangsu Prov-
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ince claims it intends to find a way to sell legally in the Chinese market
despite being in the dedicated export processing zone. Considering that
none of the Taiwanese firms are setting up manufacturing JVs, the strate-
gy appears to be to attempt to win the right to sell a greater percentage of
production in the local environment, or to form distribution alliances
with local firms to sell the goods or to do both.

As part of a move to escape from the razor-thin margins offered by
computer products, Taiwanese firms have tried to expand the scope of
manufacturing to other IA (information appliance) products, such as
PDAs (personal digital assistants), cell phones and digital cameras. In at
least some cases, this expansion of the product scope appears to be a
conscious mimicking of the successful (primarily American) CEM firms.
This very strategy will only enhance the position of China within the
strategy of the Taiwanese firms. By going head-to-head with the large
global CEM players in a variety of products, the Taiwanese will probably
simply increase the cost pressures in the new product lines they enter
rather than creating opportunities to enter product areas with higher
margins. These cost pressures will drive more production capacity to
relocate to China to take advantage of the much lower labor costs there.
Furthermore, the move to these other products will also increase the lure
of the China market as these new products, particularly cell phones, have
great market potential in China.

How is this new CEM approach affecting the positioning of China
within the Taiwanese IT strategy? New products are going straight to
China for production. The Taiwanese state is still trying to constrain the
movement of these new technologies to China. Nevertheless, a number of
Taiwanese firms, such as Quanta and Acer, are reported to be already
planning to start cell phone production in China even though they have
just begun production of cell phones in Taiwan (CENS 3 May 2000,
internet). With estimates of China’s cell phone market ranging upwards
of 250 million sets in annual demand by 2005, a number of the new
Taiwanese cell phone entrants are eager to sell in the Chinese market.
Acer, Kinpo-Compal, Hon Hai, Inventec and GVC are all applying to
China’s Ministry of Information Industry for permission to sell cell
phones in China (CENS 30 October 2000, internet). The pull of the Chinese
market plus the push of cost pressures will most likely drive the Taiwan-
ese to step up production in China.
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TamwaN’s IC STRATEGY

TAWAN'S GLOBAL IC STRATEGY

Taiwan’s IC strategy has been global, and there has been no specific
Chinese strategy as a significant part of this global strategy. The growth
and development of the Taiwanese IC industry occurred in the context of
strong interaction with the international IC industry located in advanced
industrial nations. Thus, it is not surprising that the Taiwanese industry
has had a global strategy with little particular focus on China. The two
key features of this strategy have been granularity of production and the
expansion of production into advanced markets.

Unlike the traditional IDMs (integrated device manufacturers) in the
IC industry, Taiwan’s success has come from breaking up the integrated
production chain from design to packaging and having firms specialize
in one of these particular activities. The Taiwanese have first and foremost
specialized in fabrication service, the pureplay foundry model. Two Tai-
wanese firms, TSMC and UMC, are the world’s largest pureplay found-
ries, and these two firms occupy well over half the worldwide foundry
market. These firms have formidable price and technology leads over
their potential rivals. They are near the technology frontier in terms of
process technology. TSMC has volume production of 12-inch wafers and
has done successful trial runs of the 13-micron process (CENS 19 and 25
December 2000, internet). UMC has jointly developed 13-micron technol-
ogy with Infineon and IBM (CENS 15 December 2000, internet). While the
foundry firms have served US fabless design houses — firms that concen-
trate solely on design of chips with no fabrication facilities — the fabless
design house segment is a significant and growing niche in Taiwan as
well. In the area of chipsets, the Taiwanese have seen spectacular success
with VIA, ALI and SIS, all major international players in this design
segment.

The Taiwanese government has helped to build and support the IC
industry infrastructure in Taiwan, especially with the formation of the
original Hsinchu Science-based Industrial Park and the newer Tainan
Science-based Industrial Park. Many Taiwanese have returned from the
US, bringing with them tremendous human capital and a strong network
of relations with American firms. However, Taiwanese firms are not and
cannot be content to keep their operations completely concentrated in
Taiwan. Relocating some activities to advanced industrial markets offer
four benefits to the Taiwanese industry. The advanced markets, firstly,
offer access to technology, particularly in centers of innovation such as
Silicon Valley. Thus, many Taiwanese firms at least have listening posts in
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Silicon Valley, and the more sophisticated design firms actually have full-
fledged R&D centers there, such as VIA’s R&D center that focuses on
microprocessor technology through the acquisitions of Cyrix from Na-
tional Semiconductor and IDIT’s Centaur processor division, both of
which are located in the US. Secondly, the advanced industrial markets
also offer human capital resources. Although Taiwan itself has formida-
ble human capital resources, there is a worldwide shortage of strong IC
human capital so firms look to those countries with well-developed IC
industries for personnel. There is also concern, thirdly, to diversify risk
through geographical diversification. This need for risk diversification is
particularly acute in the foundry segment, as fabless firms are dependent
on foundries to get their products to the market. The need to have
fabrication services outside of Taiwan was driven home in the autumn of
1999 when the earthquake in central Taiwan set off fears that Taiwanese
production of chips would be halted for some time. Finally, there is an
argument that proximity to customers is important to foster communica-
tion, learn from customers and to acquire new clients. Thus, TSMC set up
a fab (fabrication facility) in the US, Wafer Tech, and UMC has set up two
different foundry firms in Japan.

THE HURDLES TO IC ACTIVITIES IN CHINA

Beyond the obvious fact that China as a developing country does not
have the resources possessed by the developed world to induce Taiwan-
ese firms to relocate activities in China, there are two other significant
hurdles to IC activities in China. First, most of China has relatively poor
infrastructure. Stable supplies of water and electricity are critical to the
industry. Even in Taiwan, the IC industry is located in science-based
industrial parks because the electricity provision to these zones has been
more stable and abundant. Secondly, the Taiwanese government has a
ban on the transfer of six-inch wafer and subsequent generations of IC
technology to China. While there is talk of lifting the ban on six-inch fabs,
there appears to be little prospect that the ban will be lifted on eight-inch
fabs. Although such bans are not completely effective, they do deter the
large, listed Taiwanese IC firms from pursuing fabrication activities in
China.

Both of these hurdles are not completely insurmountable. Engineers
familiar with the new IC fabs in Shanghai have stated that the industrial
infrastructure in terms of water and electricity supply may be better than
in Taiwan, given the lower demands placed on the infrastructure by the
few fabs in Shanghai. While the Taiwanese infrastructure must supply a
large number of fabs and the Shanghai system needs to supply very few,
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Shanghai’s infrastructure is thought to be good enough to support ten
new fabs and remain reasonably competitive with Taiwan’s infrastruc-
ture. Air quality is an additional problem in setting up fabrication facili-
ties in parts of China, particularly in Beijing, but this problem can be
overcome, albeit at some cost, by replacing air filters more frequently. The
Taiwanese firms engaged in fabrication cannot directly invest in such
facilities in China, but two new start-ups in Shanghai, Grace and SMIC
(Semiconductor Manufacturing International Corporation), have signifi-
cant amounts of money from Taiwan via third countries and have drawn
on Taiwanese engineering talent as well.

WILL CHINA PLAY A PART IN TAIWAN’S GLOBAL IC STRATEGY?

Currently, there are three IC fabrication firms with ties to Taiwan in
China. In Shanghai, the son of Formosa Plastic’s magnate, Yong-qing
Wang, has founded Grace Semiconductor, and Richard Chang, former
head of WSMC, a Taiwanese foundry bought out by TSMC, has started
SMIC. In Wuxi in Jiangsu Province, CSMC (Central Semiconductor Man-
ufacturing Corporation) has ties to Mosel-Vitelic, though an interview
subject who recently left the firm claims these ties have been severed.
Despite these activities involving Taiwanese engineers and businessmen,
it is an open question of whether these firms fit into Taiwan’s global
strategy in any significant way.

One point is that these firms do not have direct financial links to
Taiwan. Even CSMC had links to the Mosel-Vitelic subsidiary in Hong
Kong rather than links directly to the parent firm. Though Taiwanese
engineers from all the big Taiwanese IC fabricators, including TSMC,
UMC, Winbond and Macronix, have come to the new foundry companies
in Shanghai, the Taiwanese firms themselves are not allowed to invest in
China and thus are very reluctant to move there. The strategy of CSMC
has been to concentrate on foundry service for lower-end consumer
electronics products designed for the Chinese market. The firm utilizes
older process technology of 0.5 to 0.6 microns and six-inch wafers. The
two new Shanghai foundry firms aim to use the more advanced eight-
inch wafers and approximately 0.25 micron process technology, but this
is still significantly behind the 12-inch wafers and 0.13 micron technology
to be used in the fabs the Taiwanese firms are currently building. Thus, in
the short-term, head-to-head competition with the big Taiwanese found-
ries is unlikely.

Nevertheless, the Chinese market will probably become a more sub-
stantial part of the Taiwanese IC strategy for several reasons. First, the
ambitions of at least one of the new Shanghai foundries is to challenge
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TSMC and UMC over the next ten years. This challenge will utilize the
advantage of the fact that IC consumers, such as PC firms, are moving
their production facilities to China. The confluence of the ambitions of the
new China-based firms and the increasing importance of China as a
manufacturing base for IT will demand a response from the Taiwanese
firms. Almost all industry insiders expect the Taiwanese government to
relent and allow investment in the IC industry in China so that Taiwanese
firms will eventually have the freedom to respond as they wish to the
current trends in China. Conceivably, they could set up their own firms
or, as they have done in Taiwan and Japan, they could buy up the local
fabs and integrate them into their firms. In the quite near future, China
may offer some of the lures that the advanced markets offer. The benefit
of diversifying geographical risk will no longer be offset by an inferior
industrial infrastructure in China. China will gradually be able to provide
more human capital in the industry as the new foundries intend to
cultivate local talent despite most of their current engineering talent
being from the US and Taiwan. Finally, while there will not be the same
level of demand from design houses that prevails in Taiwan or the US,
being close to the end-users of the chips — the IT end-product users — will
offer the advantage of customer proximity.

THE CHALLENGE TO JAPAN AND THE JAPANESE RESPONSE

THE CHALLENGE TO JAPAN

The very different nature of the strategies of Taiwan’s PC and IC indus-
tries has led to various challenges for Japan. The Taiwanese PC industry
has a well-defined China strategy while the IC industry’s strategy for
China is still relatively underdeveloped. Thus, the Taiwanese PC industry
represents a much more significant challenge to Japan. Moreover, the
very fact that the Taiwanese and Japanese IC industries have often been
complementary to one another rather than in competition with each other
also suggests that the Taiwanese IC industry’s strategy even when devel-
oped will not present much of a threat to the Japanese.

The new strategy for China by Taiwanese PC producers presents two
distinct challenges to Japanese firms. First, Taiwanese firms could devel-
op significantly better ties with local Chinese firms than their foreign
rivals due to both the common cultural background between mainland
Chinese and Taiwanese firms and the potentially better treatment by the
Chinese authorities, given the at least nominal status of Taiwanese as
Chinese. These better ties and treatment in turn could give Taiwanese
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firms better access to the Chinese market than their foreign rivals. Sec-
ondly, as Taiwanese firms launch their CEM strategy, they could increase
the cost pressures on the vertically integrated Japanese electronics firms
in two ways. The very fact of more CEMS competing for the same busi-
ness should push down prices. On top of that, the potential ability of
Taiwanese firms to take better advantage of the cheap labor in China than
their American CEM or Japanese vertically integrated rivals could drive
down prices even further.

These challenges should be qualified. The Taiwanese may have a
slightly better ability to maneuver the institutional landscape of China
demonstrated by their greater ability to operate WFOEs in China, but the
Taiwanese are still not regarded as China’s nationals in economic terms
by the Chinese state, and their firms are emphatically not treated as
Chinese national champions. Thus, the abilities of Taiwanese to garner
better access to the Chinese market and to better utilize local resources are
not established facts but plausible conjectures. It is true that Taiwanese
interview subjects have admitted entertaining some hopes of being able
to get exceptions to Chinese regulations that prevent them from selling in
China, even to the extent of being able to sell in China from export-
processing zones where all production is required to be exported. In
contrast, Japanese firms do not even entertain having guaranteed and
easy access to China after WTO accession, and they anticipate swings in
Chinese regulatory attitude to imports that will require production facil-
ities in China even after WTO. Clearly, there is some discrepancy at least
in the hopes the firms of the two countries entertain for China, but the
current reality is that firms of both countries face the same export require-
ments, import tariffs and regulatory hurdles.

In the IC industry, Japanese and Taiwanese firms have had strategies
marked by cooperation rather than competition. The Japanese firms have
generally been IDMs with some fabrication outsourced to Taiwanese
foundries. The Japanese have also had extensive relations with Taiwanese
DRAM firms. Winbond has been a recipient of Toshiba memory technol-
ogy and has in turned served as a fabrication facility for Toshiba’s mem-
ory products. Powerchip has served a similar role for Mitsubishi. None of
the DRAM firms in Taiwan has generated its own technologies to com-
pete with the current generations of technology produced in Japan, the
US and Korea. The expansion of UMC into Japan has been in anticipation
that Japanese firms will outsource even more fabrication, and one of the
two UMC ventures in Japan is a JV with Hitachi. There is even discussion
of UMC and a group of Japanese producers creating a pureplay foundry
together. Thus, even as Japan begins to foray into the foundry business,
they are cooperating with the Taiwanese to set up these businesses.
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In China, the Taiwanese foundries and the DRAM fabs set up by NEC
with JV partners, Shougang in Beijing and Huahong in Shanghai, also do
not seem in direct competition. Though this may change as NEC-Hua-
hong has an established goal of increasing foundry production to 20 per
cent, it will be hard for NEC-Huahong to be both a foundry and an IDM.
Past history has shown that firms pursuing both IDM and foundry busi-
ness are not looked upon favorably by foundry customers. Thus, NEC-
Huahong will either have to leave the foundry business or become com-
pletely committed to it. The latter strategy is much more risky for NEC-
Huahong given that most of its current business is from NEC and NEC is
not experienced in handling a pureplay foundry. The reasonable assump-
tion is that NEC-Huahong will remain as the captive fab for NEC prod-
ucts.

JAPAN’S RESPONSE

The Japanese need to respond to the challenges presented by Taiwan’s PC
firms. Fortunately, Japanese firms have already tentatively experimented
with the proper means to meet some of these challenges. Principally, these
means are expanding the relationship that Japanese firms have with
Taiwanese OEM producers and outsourcing production to the interna-
tional CEM firms. Both of these measures would cut down on manufac-
turing costs, which would meet one of the two major challenges that
Taiwanese production in China creates.

For the other major challenge of cracking open the Chinese market, the
Japanese have not yet developed even a tentative response to the Taiwan-
ese bid for market access. The question remains as to whether they need
to develop a response, as the Taiwanese vision of their access to the
Chinese market is not yet a reality. Furthermore, the current relationships
between Legend and other domestic Chinese producers on the one side
and the major Taiwanese OEM/ODM firms on the other may sour if and
when the Chinese firms and the Chinese state are not satisfied with the
technological dependency on the Taiwanese inherent in the relationship.
Thus, the relationships that Taiwanese firms have established with their
Chinese counterparts may closely resemble the relationships and their
tensions between Japanese firms and Chinese ones, such as the coopera-
tion between Toshiba and Legend in marketing Toshiba’s products. Then,
there is the issue of the uncertainty of what WTO accession will actual
mean for economic regulation in the Chinese market. Will China’s entry
into the WTO effectively lift many of the retailing regulations designed to
keep foreign firms out of the Chinese market, given the clear illegality of
many of these regulations under WTO rules? Other countries have main-
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tained effective trade barriers in certain industries, such as automobiles in
South Korea, despite being members of the WTO. However, China’s
market has such potential that it will surely come under closer scrutiny
by foreign firms and governments than other, smaller WTO members. If
China is forced to create a much more level playing field for all firms, any
Taiwanese advantage in negotiating the old, pre-WTO Chinese regulato-
ry environment could be eliminated.

What are the concrete measures the Japanese have taken in response
to the Taiwanese challenge? Japanese firms have ordered desktop PCs
from the Taiwanese since the mid-1990s and notebooks starting from
1997. Some Japanese firms report that they have to spend significant
amounts of manpower and time to ensure the quality of notebook orders
from Taiwanese firms. However, the trend of outsourcing to the Taiwan-
ese is likely to continue and expand as margins decline and as Taiwanese
firms improve their quality through interaction with Japanese custom-
ers. Japanese firms have begun to order a variety of products beyond
computers from the Taiwanese OEM firms. A number of Japanese con-
glomerates have also ordered digital cameras from Taiwanese firms. In
terms of critical components, the Japanese have been the force driving
the transfer of AMLCD (active matrix liquid crystal display) technology
to Taiwanese producers. In return for transferring the technology, the
new Taiwanese AMLCD producers have been major suppliers of large-
screen LCDs for notebooks and monitors for the Japanese technology
transfer partners.

In terms of working more closely with the established CEM firms,
there is some evidence that the Japanese themselves have begun to set up
such relationships. Sony recently sold two plants, one in Taiwan and one
in Japan, to the world’s largest CEM firm, Solectron. This sale marks the
first CEM firm to establish a manufacturing presence in Japan. The sale is
more of a strategic partnership than a mere sale of assets as Sony will be
a major customer of the products manufactured at both new Solectron
facilities (Electronics News 18 October 2000, internet). NEC has sold much
of its manufacturing capacity in cell phones and turned to CEM firms for
cell phone production capacity (Bloomberg News 12 December 2000, inter-
net). The Japanese may find that expanding ties to CEMs will be even
more fruitful than continuing to cultivate ties to the Taiwanese firms
because CEMs produce a wider range of products. Also, CEM firms do
not have the aspirations that many of the Taiwanese ODM firms have to
enhance their design capabilities and even to become OBM firms in their
own right. Some Japanese firms interviewed saw a link between Taiwan-
ese firms with strong design capabilities and firms with aspirations to
emerge as branded rivals of the Japanese electronics firms. Thus, they
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would rather choose Taiwanese firms with weaker overall capabilities in
order to ensure that they were not cultivating future rivals.

The ability to maintain control over product definition, marketing and
distribution when outsourcing production and some design functions
has been questioned by vertically integrated firms, particularly Japanese
ones. The history of the US branded IT firms suggests a more positive
reading of the ability of branded firms to maintain control over these
functions when outsourcing. Indeed, the US branded firms have been so
successful that Stan Shih, chairman of Acer, has suggested that there is a
smile-shaped curve in the PC industry in which the high return activities
are located at the product definition front end and the marketing and
distribution backend. The middle segment of manufacturing is the low-
return bottom of the smile. Taiwanese suppliers have not forced the
American firms out of the product definition, marketing and distribution
areas. It is reasonable to expect that if the Japanese begin to pursue more
extensive outsourcing, they too will be able to maintain their control over
certain critical parts of the business.

The more extensive cooperation between the IC industries of Taiwan
and Japan suggests less of a challenge and, consequently, less of a need
for a response. However, the Japanese may need to change their strategy
in China to head-off competition. The perception of the Chinese is that
NEC does not share technology and train Chinese personnel. In contrast,
the new Taiwanese foundries are actively recruiting Chinese personnel
from overseas and from the ranks of recent graduates of China’s major
technical universities. This discrepancy in corporate image may negative-
ly impact NEC’s operations further down the road and should be ad-
dressed. Also, in the future, the very inability to use Chinese recruits
effectively may hamper the efficiency of the operations so the current
culturally closed strategy of NEC should be changed. Finally, if the Japa-
nese firms at home decide to expand into the foundry sector, in conjunc-
tion with Taiwanese partners or not, they should also consider opening
operations in China for precisely the same reasons the new Taiwanese
foundries have set up shop: proximity to customers and access to human
capital.

THE OPPORTUNITIES FOR JAPAN

The Japanese frustrations over Japanese business operations in China are
not specific to Japan alone. In the electronics industry, their Taiwanese
rivals may have begun to concentrate on China due to the push of
competitive pressures and pull of the large, geographically and culturally
close Chinese market. However, the Taiwanese will also confront prob-
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lems in operating in China if the operations are not export focused. Thus,
the major impact of the Taiwanese movement of production to China, a
rapid relocation of the core production in the case of PCs and a more
gradual movement of some operations in the case of ICs, may be on the
competition Japan faces in the international market rather than the Chi-
nese one. American firms have used the cost competitive Taiwanese
OEM/ODM firms in the PC industry and the pureplay foundries in the
IC industry to their advantage in international competition. Thus, the
Taiwanese movement to low-wage China and simultaneous transforma-
tion into CEMs with a broader scope of products presents an opportunity
to Japanese branded firms even as it poses a threat to the current vertical-
ly integrated structure of the Japanese electronics firms. The Japanese
firms have the chance to convert the Taiwanese strategy for China from a
competitive threat to an asset, but embarking on the radical outsourcing
necessary to take full advantage of this opportunity will require the will
to bear with the pain concomitant with such radical change.
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6 Risk AND MOTIVATION IN SINO-AUSTRIAN JOINT
VENTURES IN CHINA

Christian HIRT and Ursula SCHNEIDER

INTRODUCTION

This paper analyses different models of external trade and their implica-
tions for joint ventures of partners from both developed and emerging
economies. A pattern of complementary cooperation is combined with
that of substitutive competition. The experiences of a small sample of
Sino-Western joint ventures are discussed as a structural consequence of
the simultaneous occurrence of both patterns. Finally we will pose the
question whether those partly culture-based experiences can be relevant
to Japanese companies about to enter partnerships in China.

INTERNATIONAL JOINT VENTURES IN THE LITERATURE

While theory and common sense maintains that in a country with consid-
erable businesses distance (Luostarinen 1989), great internal variety and
the importance of strong relations to central, regional and local govern-
ments (Welge, Holtbriigge and Berg 2001), partnerships are the appropri-
ate form of market entry, many Western firms have failed to use this
approach. Nevertheless, a large number of international joint ventures are
operating in the People’s Republic of China. According to MOFTEC
statistics there are more than 200,000. Quite a large number, if one consid-
ers that the business environment in China is uncertain and anything but
transparent.

We define joint ventures, following Hellwig (1989), Szymanski and
Rigler (1995) and Fuchs, Schneider and Dawei (1997), as an investment
across borders with the intention of founding an autonomous (common)
enterprise with one or more partners. The ideal state of affairs is to reach
compatible and complementary goals.

Although international joint ventures often experience severe difficul-
ties, foreign investors are attracted by the huge market potential. The
main causes of difficulties are high uncertainty and instability in the
Chinese business environment. Koot (1988) mentions performance prob-
lems in less-developed countries, reluctance to share profits, lack of trust
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in the business partner and the difficulty in directing joint ventures
towards one’s goals. According to Nyaw (1995), difficulties can be traced
back to organisational problems caused by misunderstanding and mutu-
al incomprehension of the other’s objectives and methods. Park and
Ungson (1997) consider aspects of multiculturalism and its impacts on the
dissolution of joint ventures.

Hence, undertaking a joint venture involves problems one would not
have to face if a company was on its own. Importance must therefore be
placed on how a firm organises its boundary activities with other firms
(Kogut 1988, p. 320). The reasons and motivations for undertaking a joint
venture are discussed below.

Contractor and Lorange (1988) elaborated seven reasons for forming
cooperative ventures: risk reduction, economies of scale and/or rational-
ization, technology exchanges, co-opting or blocking competition, over-
coming government-mandated trade or investment barriers, facilitating
initial international expansion of inexperienced firms and vertical quasi-
integration advantages of linking the complementary contributions of the
partners in a ‘value chain’.

In R&D joint ventures, Hladik (1988) argues that the benefits are the
ability to spread costs and risks and the pooling of complementary re-
sources provided by the different partners. Pfeffer and Novak (1996)
consider technological risk and capital requirements to be too high for a
single organisation to handle. The combined strengths of two organiza-
tions in developing a new product or service, or entering a new market,
are considered reasons for undertaking a joint venture.

According to Root (1994), in developing countries and formerly com-
munist countries, the prohibition or discouragement of sole venture entry
by governments is the most common reason for joint ventures. The entry
strategy is thus not determined by business policy but is rather a govern-
ment-dictated form of market entry, making joint ventures the only feasi-
ble form of investment entry in such countries.

Where host-government restrictions on foreign ownership do not exist,
Gomes-Casseres (1988) suggested that joint ventures were created when
contributions were needed that are costly to acquire contractually. This is
the case when a multinational enterprise has little previous experience in
the subsidiary’s country or industry. Kogut (1988, p. 320) explains that
joint ventures are formed because of diseconomies of acquisition or higher
costs of internal development, if for at least one of the partners, production
costs are significantly higher than external sourcing. The motivation for
international joint venture formation is described as the evasion of small-
number bargaining, enhancement of market power and mechanisms to
transfer organisational knowledge. The minimising of production and

154



Risk and Motivation in Sino-Austrian Joint Ventures in China

transaction costs is a possible criterion for how firms choose to transact. A
spirit of cooperation has been discussed by Buckley and Casson (1996),
who noted that transaction costs would be reduced in the long run, arising
from an improved climate of trust in joint ventures. Without trust, trans-
action costs are likely to be high due to the need for more safeguards and
monitoring to protect against opportunistic behaviour.

One point which is especially interesting is associated with the prob-
lem of finding an ideal partner for an international joint venture (e.g.
Blodgett 1991; Goldenberg 1990; Trommsdorff and Wilpert 1991). Key
issues regarding partner selection in Japanese joint ventures were pre-
sented by Makino and Beamish (1999). Pan and Li (2000, p. 180) examined
characteristics of international joint ventures based on differences be-
tween firm size. A number of studies elaborated on these difficulties:
Beamish (1985), Geringer and Hebert (1989) and Schaan (1983) all focused
on the issue of control and arising conflicts, while Anderson (1990),
Gomes-Casseres (1987), Parkhe (1993), Yan (1998), Makino and Beamish
(1998) and Yan and Zeng (1999) evaluated stability and performance.
Root (1994, p. 153) also stressed the question of control, in particular
taking into account how a minority partner can exert dominant influence.
Inkpen and Beamish (1997) considered the question of instability of inter-
national joint ventures, while Reuer (2000) focused on shareholder wealth
effects and termination of international joint ventures in his empirical
research. Although the literature is extensive, the research has not yet
been integrated into a single conceptual framework.

Parkhe (1993) highlighted this lack of conceptual work associated
with a general theoretical deficit in international joint venture research. In
his influential article entitled ‘Messy research, methodological predispo-
sitions and theory development in international joint ventures’, impor-
tant steps were taken and a unifying conceptional approach was offered.
Parkhe criticised the dominance of ‘hard” quantitative empirical research
over ‘soft’ behavioural variables, which inhibits — as he stated — the study
of other crucial aspects of international joint ventures. The dominance of
quantitative research has resulted in individual pieces of research on only
a small set of variables, and causal links that hamper overall understand-
ing. Theoretical approaches such as the property rights approach, trans-
action costs economics, and the principal agent approach highlight the
importance of trust, reciprocity, forbearance and the controversial issue of
opportunism from a different angle, but share the common assumption
that these variables fulfil a unique function in the running of an economic
system.

As Parkhe (1993) maintained, reciprocity, forbearance, opportunism
and trust are crucial elements in understanding and explaining the coop-
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erative behaviour of economic agents. From his specific pessimistic per-
spective, Williamson assumed that trust was rarely transparent ex ante
and that ‘trust and good intentions [...] are very fragile’ (1985, p. 64).
Nevertheless, the essence of a joint venture is usually based on coopera-
tion between two or more different partners (Buckley and Casson 1988).
Joint should be read as commonality, mutuality and reciprocity as a
concept that is important because it stresses the notion of what each
partner offers in exchange, such as knowledge, assets and skills each
partner contributes to the joint venture. The simple consequence means
operating together and not against each other. Hence, cooperation is a
process based on reciprocity. Cooperation and reciprocity allow partners
to share tacit knowledge and to access the organisational knowledge of
other firms. This can only be achieved if the relationship is based on trust.
Trust and credibility are crucial elements that allow independent recipro-
cal transactions to take place (Fuchs, Schneider and Dawei 1997).

Any successful cooperation and any appropriate relationship between
people in a joint venture is based on trust, it depends on the degree of
reciprocity and it is enhanced or hampered by the degree of opportunism
and forbearance. Perhaps the most difficult part of the analysis is how
these variables interact in day-to-day behaviour among members of inter-
national joint ventures, which strongly shapes future expectations. There
is also the dimension of time involved in joint ventures. Static models
need to be complemented by a historic perspective that accounts for
different paths of development when examining mutual trust.

EXPERIENCE GAINED FROM SINO-WESTERN JOINT VENTURES

Several studies, though still explorative, shed some light on the reasons
for success and failure of partnerships as the appropriate form of market
entry, with the following findings on the macro and micro levels (see
Schneider and Fuchs 1999; Welge, Holtbriigge and Berg 2001).

MACRO-LEVEL REASONS

David Ricardo’s theory of comparative cost advantage still inspires
progress in liberalising trade (and FDI) in goods, services and intellectual
property. But Ricardo’s theory is static, assuming the immobility of la-
bour and capital. Furthermore, it focuses on factor conditions mostly
supplied by nature (Ricardo 1971).

Michael Porter (1990) has provided a more differentiated model of
factors of production to explain the competitive advantage of nations.
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Generic factors, such as raw material or physical labour are still impor-
tant, but competitive advantage is constituted by progressive factors such
as knowledge and entrepreneurship. If those progressive factors are spec-
ified — specific to a certain industry — they may enhance the formation of
local clusters. Thus a modern version of Ricardo’s theory starts from the
assumption of an international division of sophisticated labour, where
each region supplies to the rest of the world what it can produce best.

Overcapacities would only appear as an exception and oscillation
around market equilibrium in this model. Intra-industry trade, on the
other hand, is competition based on either cost-advantage or differentia-
tion in the production of similar goods. It contributes to consumers’
choices by way of a wide variety of goods such as cars, computers,
fashion, detergents and food. In this model considerable overcapacity
may arise and give way to harsh price competition.

Both models would suggest innovation as a strategy of individual
companies to survive and take a competitive lead. In Ricardian-type
models, innovation allows competitors to be attractive as an exchange
partner; in intra-industry models it allows higher margins until the com-
petition has caught up. Product innovation is closely linked to (high)
technology as we move into the digital age.

With exploding costs for R&D and shorter life cycles of products,
innovation and/or simultaneous market entry to several markets can
hardly be achieved alone. The processes of liberalisation, deregulation
and privatisation have allowed companies to loosen their ties with former
home countries and to search for alliances all over the globe.

They follow strategies of ‘coopetition’, which rely on a delicate bal-
ance of knowledge exclusion and knowledge sharing, depending on the
complementary or substitutive character of goods and services they sup-
ply in their programmes.

A static Ricardian model would suggest that developed countries
exchange technology-based goods for manufactures with a high content
of raw material and physical labour from developing countries. A dyna-
mised Porterian model, on the other hand, recommends that all countries
build up progressive and specified factors as fast as possible. The same
strategy is implied in intra-industry competition.

On a macro-level, we also see a scenario of coopetition that requires
delicate balances between technology transfer and technology holdback.
As the capacities for certain mature consumer goods are underused rath-
er than stressed, countries with advanced technology show a vested
interest in accessing promising markets. Their partners in developing
countries may be more interested in technology transfer than in establish-
ing the foreign partner’s strong brands in their home markets, so that
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they can upgrade their contributions to the international division of
labour and production and compete with their former partners either on
the home or on third markets.

These unavoidably differing interests seem to be aggravated by cul-
tural differences and the speed with which East Asian countries have
moved from agrarian to industrial and even post-industrial structures.
Whereas knowledge was a by-product, embedded in the main product or
service delivered during the first two stages, it trades as a good of its own
in a ‘light” post-industrial economy (Drucker 1994).

With the help of the Internet and the vast potential of highly trained
researchers in emerging markets, such as China and India, knowledge
travels fast. Ricardian patterns of trade are complemented and sometimes
even substituted by Porterian or intra-industry patterns.

Macro-level conditions, therefore, suggest that only such partnerships
will survive where motives are clear and complement each other and
where institutional arrangements assure that both market entry and tech-
nology transfer will occur.

MICRO-LEVEL REASONS

On the micro-level the studies found that joint ventures had a higher
expectation of success if partners had selected each other carefully and if
they had invested time and effort in a feasibility study. Hurried-up invest-
ment without sound preparation, on the other hand, was connected with
a high probability of failure.

Secondly, joint ventures had a higher tendency to succeed if they were
run by managers with high intercultural competence on both sides. Those
Western managers who speak the language and have learned the history
of the country understand its business models and the relationship to
different authorities much better.

Thirdly, a firm commitment to the Chinese venture by the Western
partner also contributes to success. A longer-term relationship can
develop and establish the necessary trust or cooperational strategies;
game theory suggests the usefulness of multiphase games (Axelrod
1997).

These findings are not surprising, since common sense would lead to
very similar results. What could be considered a counter-intuitive finding
was that the length of a joint partnership had a negative correlation with
trust in one study (Schneider and Fuchs 1999). In these cases euphoric
mutual expectations were disappointed by real behaviour. Managers on
both sides tended to interpret their disappointment in terms of cultural
factors and intercultural prejudice.
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IMPLICATIONS FOR ]APANESE MULTINATIONAL ENTERPRISES

If foreign enterprises assist in establishing production capacities, in the
long run they will contribute to creating competition, provided that
Chinese partners behave in an opportunistic way. This development will
be accelerated if China continues its offensive export policy and hence
becomes a fierce competitor in technologically advanced industries. The
underlying hypothesis of the Schneider and Fuchs (1999) research work
on Sino-Austrian joint ventures assumes that with respect to motives and
interests, there is a fundamental tension between Western and Chinese
partners. While the aim of Western enterprises is to gain access to the
market, the Chinese are mainly interested in taking advantage of Western
technology. Hence, Western multinational corporations’ interest in joint
ventures may be primarily influenced by the possibility of getting a
foothold in the Chinese market. The study reveals that the main areas of
concern are interpersonal relations, implementation of laws, changing
regulations concerning imports and the achievement of targeted produc-
tivity. It is argued that the source of tension lies in the variety of misun-
derstandings Western partners’ experience in China.

The same scenario will probably apply to Japanese corporations. Con-
sequently, Japanese firms will face problems similar to those experienced
by Austrian investors. All foreign companies must follow regulations and
laws. Productivity depends to a great extent on the diligence of the work
force and trust is fundamental for the functioning of a joint venture.
Inkpen and Beamish (1997) argue that trust is required for the functioning
of international joint ventures. A trust-based society such as Japan may
have lower transaction costs, which might result in a competitive advan-
tage for Japanese enterprises over their competitors. A detailed economic
analysis of trust in joint ventures has been provided by Dolles (chapter 8).

If a trustful relationship between joint venture partners exists, possible
opportunistic behaviour of partners will more likely be avoided. Chinese
business behaviour is difficult to assess. With an awareness of tensions
and cross-cultural misunderstandings in Sino-Western relations, West-
erners might be more careful in dealing with Chinese partners. Based on
interviews with a Japanese manager with experience in European busi-
ness, a possible hypothesis could be that Westerners with an interest in
business will more likely be successful than the Japanese in adapting to
cultural aspects and accept cooperation by agreeing on compromises.
However, for Westerners business will be less profitable than for the
Japanese, who are known to be tough negotiators (Hodgson, Sano and
Graham 2000). Japanese tend to exercise more patience in accomplishing
the goals of a joint venture due to a longer time horizon than their
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Western counterparts. Nevertheless, if the Japanese cannot see an oppor-
tunity to push their interests through, they will abruptly terminate busi-
ness relations, as harmony cannot be achieved. However, if negotiations
are successful, tight agreements will also make the business itself success-
ful. Consequently, one can argue that the Chinese will feel more comfort-
able in a Sino-Western business relation and hence be more willing to
work for Western than Japanese enterprises.

Regarding market share, trends in Japan’s foreign trade with China
indicate motives for a strong presence in China. From 1998 onwards the
total value of Japan’s exports and imports decreased, mainly due to the
slump in the Japanese economy and the yen’s appreciation. However, the
total value of exports and imports to and from China increased in 1999 as
against 1998 by 1.4% and 0.6% respectively, while foreign trade with the
US, EU and Middle East decreased (WTO 2000, p. 12). An upward ten-
dency of Sino-Japanese trade has also been confirmed by the Japan Exter-
nal Trade Organization, showing solid growth for the third consecutive
year. Although the rates of increase were slower than in 2000, China was
among Japan’s top-five trading partners and succeeded as the only one to
raise both exports and imports. Of the world’s leading markets for Japa-
nese exports China holds second place, and is also the second-largest
supplier of exports to Japan. China’s share of Japan’s global trade recently
increased to 11.8%, exceeding 10% for the first time (JETRO 2002).

Technical progress results in competition between national economies
in overlapping markets. It is not to be denied that competition exists
between Japan and China. In the past the success of Japanese firms was
dependent on imitation and improvement of imitated products. Precise
mass production and continuous improvement of products and produc-
tion processes helped the nation become a leader, especially in the pro-
duction of electronic components. However, technology transfer usually
carries the risk of imitation. As Chinese production facilities are suitable
for mass production, Chinese enterprises might follow the same strategy
that made Japanese enterprises successful. Akin to Japanese firms, China
has the ability to develop precise mass production but with the advantage
of producing at lower wages, hence causing fierce price competition.

The presence of multinational firms in the local market and the control
exercised by Japanese enterprises can counteract this development. Isobe,
Makino and Montgomery (2000, p. 478) stressed the importance of timing
of entry and resource commitment to technology transfer of Japanese
enterprises in the Chinese market. They distinguish between firms that
explore potential market opportunities before competitors enter the mar-
ket — early movers — and firms that wait until uncertainties in the regions
are resolved by earlier entrants — late movers. The findings of their study
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show that in the case of Sino-Japanese joint ventures in emerging eco-
nomic regions early movers and technology leaders are likely to attain
superior economic performance relative to technology followers and late
movers. Boulding and Christen (2001) discussed the concept of first-
mover advantage in relative terms. Introducing the concept of first-mover
disadvantage, their research showed that being a pioneer can incur sur-
prisingly high costs.

According to Fuchs, Schneider and Dawei (1997), management com-
petence, production know-how and access to Chinese authorities are
essential motives in Sino-Western joint ventures. Japanese enterprises
have developed their own management techniques and have implement-
ed them successfully. In accordance with their claim to uniqueness, it is
not likely for Japanese enterprises to leave management up to their
Chinese counterparts. In particular this holds true for human resource
management. Japanese enterprises rely on their own expatriates as an
effective control mechanism to exert influence on overseas operations.
The decision to use local managers or expatriates depends on the type of
activity in China. The preference for Japanese expatriates in China can be
explained by the fact that many Japanese plants in China are subcontrac-
tors for Japanese-based headquarters. They are not aimed to target the
local market and hence return most of their output to Japan. In such a
scenario there seems to be little place for Chinese managers. The situation
is different for enterprises targeting the Chinese market. Although a
reduction in expatriates is being considered by Japanese companies, a
radical change is not to be expected soon (Legewie 2000).

Another reason for not taking advantage of Chinese management
competence might be seen in Japanese enterprises’ concern for their
worldwide reputation. In the case of a Chinese manager behaving oppor-
tunistically, a bad reputation for the globally operating Japanese enter-
prise might develop. Upholding one’s good reputation is considered to be
essential when operating with partners in a global economy. Japanese
managers are subject to several shared values like group identification,
collective responsibility and a sense of reciprocal obligation that have to
be consistently complied with in Japanese culture. Fundamental research
in the field of obligations has been conducted by Benedict (1993). In a
Western environment, one will easily perceive an unreasonable sense of
duty as a constraint. The contrary may be found in Japan, where the sense
of obligation is embodied in society so that an impediment to offer
resistance prevails. Hence, misbehaviour by a Japanese manager can
probably be excluded.

The transfer of production know-how will challenge Japanese enter-
prises in particular. When partners cooperate at an early stage in order to
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anticipate benefits, they must be aware of the fact that they may become
competitors at some later stage. Opportunistic behaviour like providing
false information, cheating each other or withholding important informa-
tion can occur once the early stage is passed. Opportunistic behaviour is
likely in a Sino-Western joint venture if the actual interests of the joint
venture partners differ too much or are incompatible. This can be a result
of poorly prepared or simply bad negotiations, or badly chosen partners
(Fuchs, Schneider and Dawei 1997). Difficulties in establishing and main-
taining trustful relations will have a negative impact on the extent that
know-how can be transferred. Once the know-how is transferred, the risk
of acting opportunistically cannot be excluded.

Strong personal connections with local key players and recognition
from the local business community are keys to successful market entry. In
business it is essential to be well connected. The Japanese maintain their
social networks by ningen kankei; Chinese are embedded in guanxi. In
simplified terms, informal relationships determine just how much or how
little can be accomplished. This is true for all kinds of business. Factories
supplying a product are dependent on transportation, customs and other
export-related organisations; raising funds requires connections to banks.
Even if all requisite permits and approvals from authorities are obtained,
not having relations to the relevant supply channels will cause difficul-
ties. One can assume that if both cultures are familiar with the strong
importance of relationships, a smooth course of interaction between Jap-
anese and Chinese enterprises can be taken for granted.

These webs exist primarily within the same cultures and are not
comprehensive. Ties between Japanese and Chinese webs hardly exist.
The Chinese prefer to do business with people they have relationships
with, just like the Japanese. But guanxi connections in China are not the
same as ningen kankei in Japan, and these differences make interaction in
the foreign market difficult. The Japanese web of relationships will be of
little use in China except within the Japanese keiretsu, which is the com-
pany network itself. Japanese subcontractor networks are often estab-
lished to supply the Japanese headquarters and this may result in poor
guanxi. However, if Japanese enterprises succeed in establishing guanxi,
business will become easier. For instance, guanxi with higher level offi-
cials can give Japanese enterprises the influence needed to pass through
bureaucracies.

Since the Japanese and Chinese networks of relationships differ, the
prerequisites for Westerners and Japanese in China appear to be simi-
lar. An exception is the handling of written documents. The use of
similar characters in Chinese and Japanese can be of advantage to
Japanese enterprises. Even if the language is different, the meaning of
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characters can be interpreted and thus facilitate dealing with Chinese
authorities.

The higher the compatibility of interests, the greater the possibility
that joint venture partners will develop a trustful relationship, enabling
them to exchange assets and capabilities that both can profit from (Fuchs,
Schneider and Dawei 1997). Common interests are certainly necessary for
cooperation, but they are not sufficient in themselves for building trust in
Sino-Japanese relationships. As stated above, in Chinese joint ventures,
market access and technology transfer are two different interests, but the
common interest will be to make profit. In China profit counts in business
relationships. If Chinese see a chance to make money, relations with
business partners become less important, except within family business-
es. This is in opposition to the Japanese way of thinking, where the
tendency is to stick to the same partner once a commitment has been
made. This is a result of norms and unwritten laws that are still essential
for doing business (Hodgson, Sano and Graham 2000). Negotiating with
the Japanese takes time; they often insist on developing strong personal
relationships before establishing business ties. Unless a feeling of trust
exists between business parties, the Japanese are apt to feel uncomfort-
able. Hence, the interest in making profits is to be evaluated differently in
Japanese and Chinese enterprises. Even if motives are compatible, greater
trust is not automatically the result, as the possibility of suspiciousness
and opportunistic behaviour of the Chinese partner always exists.

CONCLUSION

The present paper focused on reasons and the importance of the selected
motives in joint ventures. The topic was approached by reflecting on
existing theoretical literature and different models of external trade. Ex-
periences from a small sample of Sino-Western joint ventures and impli-
cations for Japanese multinational enterprises were discussed, in particu-
lar with regard to their relevance for Japanese companies engaging in
Chinese partnerships. In general, the findings are applicable to Western
as well as Japanese enterprises. The dominating motive for Western or
Japanese partners is to get access to the Chinese market, while Chinese
partners are interested in the transfer of technological know-how and
obtaining foreign currency. In this context the importance of personal
relationships should not be neglected. In particular for Japanese corpora-
tions the question of how to deal with guanxi and further how to gain
authority to cope more easily with the Chinese bureaucracy when estab-
lishing joint venture partnerships is a topic for elaboration in further
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research. Joint ventures are likely to be successful if there is not only
compatible but also complementary interests between the partners. Reli-
ability, credibility and trustworthiness of the joint venture partner are
essential for minimising difficulties and risks in forming and operating
the joint venture. In addition, a thorough selection of the partner and a
well-conducted feasibility study as well as high cultural competence of
managers contribute to minimising the risk of failure. The balance of risk
and investment benefits involved with partnerships in emerging mar-
kets, predominantly in the Chinese business environment, is another
interesting point to look into more closely. As far as China is concerned,
cultural distance, language barriers and complicated relations to author-
ities speak well for a joint venture as market-entry strategy. Nevertheless,
many enterprises still have difficulties or fail to turn this strategy into a
success.
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7 JAPANESE-GERMAN BUSINESS COLLABORATION IN
THIRD MARKETS — THE CASE OF CHINA

René Haak

INTRODUCTION

At the end of the 19th and beginning of the 20th century, economic
activity became increasingly internationalised and after the end of World
War II this process accelerated. Since then phenomenal growth has taken
place in international trade and in foreign direct investment. More and
more countries integrate in the international division of labour and an
increasing number of products are traded between countries. Particularly
the last two decades of the 20th century saw some dramatic turning
points and far-reaching changes in the business environment which have
had a lasting effect on the way business is done.

The establishment of new dynamic businesses in fast-developing na-
tions such as South Korea, Taiwan, Hong Kong and Singapore together
with the increasing presence of businesses operating on a global basis
from Japan and Germany and other Western industrialised countries are
examples of the rapid changes the business world has undergone in
recent years. The collapse of the planned economies in Eastern Europe,
the economic transformation of China and the evolution and consolida-
tion of large unified economic entities such as the European Union (EU),
the North American Free Trade Agreement (NAFTA) and ASEAN have
all drawn new features on the economic map of the world.

Features such as internationalisation, globalisation and interculturali-
ty now characterise this development, which is challenging management
anew to maintain or gain competitive advantage. It poses demands on the
strategies and organisational concepts of international companies, but
also offers numerous opportunities for entrepreneurial creativity (Fieten
1997).

The increasing speed of globalisation will have a lasting effect on the
way Japanese and German companies do business. For a long time, their
national economies were dominated by companies whose imports and
exports were scaled to the size of the business. Along with the globalisa-
tion of business and developments in information technology, businesses
are increasingly forced to optimise all the stages of the value added chain
at a global level. China has offered promising opportunities for participa-
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tion to both German and Japanese businesses since it opened up at the
end of the Seventies.

The conditions created by the rapid development of the Chinese econ-
omy in the last two decades gives rise to questions regarding the most
appropriate internationalisation strategy in German and Japanese busi-
nesses. This economic area is new and unfamiliar to many companies and
although it offers opportunities also involves considerable political, eco-
nomic and social risks. German and Japanese management need to de-
cide whether their targets will be better met by a traditional export or
import strategy, or by a direct investment strategy, (for example, estab-
lishing a new subsidiary or acquiring a business in China). Furthermore,
management also needs to consider the question of whether a collective
strategy based on co-operation might be successful. One of the forms of
collective internationalisation strategy is “third market collaboration”.
Third market collaboration is a particular kind of general co-operative
business venture. The organisational forms of business co-operation are
subject to strategic considerations. In concrete terms they are an expres-
sion of the collective internationalisation strategy of a business.

International management in a Japanese-German business collabora-
tion involves planning, organizing, leading, and controlling the people
working in the international co-operation on a worldwide basis in order
to achieve the goals of the Japanese and the German parent company. The
management of the Japanese-German business collaboration in China
takes place in a global context, not only in China, where the four manage-
rial functions, planning, organizing, leading, and controlling are per-
formed in multiple, as opposed to single, political, cultural, and economic
environment.

The focus of this chapter is on the strategic dimensions on internation-
al business co-operation, especially in a Japanese-German business col-
laboration in China. The chapter will provide the reader with an under-
standing of the complex theoretical context in which Japanese-German
business collaboration takes place and investigate the reasons for German
and Japanese management give for working together? The chapter also
focuses on the question, where are areas of conflict in working together
and what is the role played by trust in Japanese-German third market
collaboration. In order to answer these basic questions we have to analyse
and evaluate theoretical dimensions of collective internationalisation
strategy, third country collaborations and research findings about Japa-
nese-German business collaboration in China.
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THE COLLECTIVE INTERNATIONALISATION STRATEGY

Management in a company that does business on an international basis
confronts problems that go far beyond those faced by management active
only on a domestic scale. International management has to deal with a
number of questions which national management does not have to con-
sider (Bartlett and Ghoshal 1985, 1989; Diilfer 1991). One of the most
important questions for the management of an internationally active
company is whether to move internationalisation forward by investing
directly in foreign markets, or whether an export strategy, perhaps even a
collective internationalisation strategy, might bring results. If the business
decides on an export strategy, it must consider questions concerning the
market, the competition and the culture. If management selects the direct
investment strategy, it must decide which business functions (for exam-
ple, setting up a branch sales office, acquiring foreign production loca-
tions, R&D) should be fulfilled in the foreign country (Dunning 1993;
Haak 2001a).

The questions which international management must tackle can be
assigned to different stages of the traditional management process: plan-
ning, organisation, deployment of personnel, management and control.
The question of whether raw materials should be acquired or personnel
employed locally will affect planning, and remuneration and appraisal of
managers employed abroad is affected by the deployment of personnel
and the management structures and culture (Staehle 1999).

Frequently, management approaches assume that planning has prior-
ity. The problem with implementing strategic plans is often only dis-
cussed on a scientific basis as an afterthought. Implementing a strategy in
an internationally active business is always a process of not only intra-
organisational but also inter-organisational development — a fact which
the literature on international management does not take sufficiently into
account (Sydow 1993, p. 48).

In more recent approaches the familiar management functions are also
differentiated. However, the plan-related conceptualisation is replaced by
a concept where all the functions have equal validity. Instead of being in
a linear sequence the management functions planning, control, organisa-
tion, leadership and personnel deployment are given equal weighting in
principle (Steinmann and Schreyogg 1997, p. 8).

Depending on the requirements of the situation in question, “one or
other of the management functions might enjoy priority” (Sydow 1993, p.
48). The important point with this new conceptualisation is “that the strate-
gy information is understood less as the result of formal planning but much
more as an organised and self-organising process” (Sydow 1993, p. 49).
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A large proportion of the problems of international management are
solved within the framework of business and management studies. These
are questions of strategy formulation, particularly that of why a company
should do business on an international scale and the conditions under
which a specific internationalisation strategy is given preference (please
see Albach 1981, Pausenberger 1981, Liick and Trommsdorf 1982, Ma-
charzina and Welge 1989, Welge 1990, Welge and Bottcher 1991, Diilfer
1985). It should be noted, however, that questions of strategy implemen-
tation have been given scant attention in business and management
studies (Sydow 1993, p. 49).

In principle, companies doing business on an international scale have
the option of pursuing their goals abroad through business alliances as
well as through the traditional internationalisation strategies and direct
investment. The opportunity to access the market and technology faster
and the chance to share risk whilst remaining able to influence the alli-
ance partner motivates companies to adopt the strategy of international
co-operation. There are other motives: lack of own resources to interna-
tionalise completely, avoiding additional overheads and barriers to mar-
ket access.

Formulation of collective internationalisation strategies is particularly
important for global and transnational strategies (Cichon and Hinterhu-
ber 1989, Porter 1985, 1986, 1990, Perlmutter 1969). Currently more and
more international businesses are using “an organisational form posi-
tioned between the market and the hierarchy": collective internationalisa-
tion strategy. The key manifestations of collective internationalisation
strategies such as joint ventures, added value partnerships, licensed pro-
duction etc. combine hierarchical features with those of the market (Sy-
dow 1993, p. 64).

Coalitions, strategic alliances, partnerships and co-operative ventures
are conceptualisations which in association with the development of a
collective internationalisation strategy are on the path to quasi-internali-
sation. The theory of international business infers the concept of internal-
isation where this concept means “the substitution of market trading
relationships with hierarchical co-ordination”. Quasi-internalisation does
not assume however complete substitution of the market by hierarchy.
Nevertheless purely market-related trading relationships are replaced by
co-operative structures (Sydow 1993).

Conversely, quasi-externalisation focuses on the relaxation of previ-
ously hierarchical trading relationships i.e. intraorganisational co-ordi-
nated trading relationships. Company-internal hierarchical relationships
are complemented by external market-related elements. To give an exam-
ple: as a result of quasi-externalisation a whole functional area which
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previously was attended to one business (e.g. research and development,
certain production tasks) is now completely or partially carried out by a
partner or by legally independent businesses arranged in a network.

If we consider the level of international business activity, we will see
that the collective strategies for internationalising a business are not new
in principle, but that they have become considerably more significant as
the speed of globalisation has increased. In some respects, this organisa-
tional form has existed since companies do international business by
exporting goods, services or knowledge (e.g. by licensing). The strategy
of collective internationalisation which manifests itself in joint ventures,
strategic alliances, value added partnerships or increased international
subcontracting is a strategic alternative to both export and to direct
investment. More than other organisational forms of internationalisation,
collective internationalisation strategy for example allows multinational
and global strategy or cost leadership and differentiation strategy to be
pursued at the same time.

What is a collective internationalisation strategy? There is no general-
ly binding definition for the term. However, it can be described by follow-
ing characteristics which distinguish it from other forms of entrepreneur-
ial internationalisation:

¢ legal and economic independence of the business partner,

¢ voluntary and unforced co-operation,

* explicit agreement from the business partner regarding the co-opera-
tive venture, frequently in written form,

* ex-ante co-ordination of business activity, agreed on both sides,

* ashared target,

® partners collaborate constantly on the strategic levels agreed.

A further key towards defining the term “collective internationalisation”
is that it excludes ad hoc forms of collaboration. Concrete discussions
about long-lasting business relationships form a central determining ele-
ment of collective internationalisation strategies. Basically, the organisa-
tional forms of collective internationalisation strategy can be classified
into those without shareholdings and those with shareholdings. Manage-
ment and technical consultation contracts, licensing, subcontracting, joint
ventures, turnkey systems, franchising and co-production, to name but a
few, are the most widely seen manifestations or forms of collective inter-
nationalisation strategy. There are no limits to business creativity and
unrestricted opportunity for innovation in the development of new or-
ganisational forms of these strategies (Haak 2000a).

The most intense form of collective internationalisation is the joint
venture, which arises when two or more partners participate in a busi-
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ness, either by acquiring an existing business or by founding a new one.
The classification of a joint venture as business co-operation depends on
the extent of the shares held, as basically both partners need to have a say
in management. Otherwise it would be considered a direct investment or
a silent partnership.

It should not be forgotten that collective internationalisation strategies
can include every element of the whole added value chain of a business.
Viewed in this way, it is possible to differentiate between international
collective research and development strategies, acquisition strategies and
production and marketing strategies.

The development and implementation of collective internationalisa-
tion strategies frequently originate in the opening up of markets and
sharper international competition in the course of globalisation. Many
firms are not capable of dealing with these challenges on their own. For
this reason, they try to combine their strengths with those of other com-
panies.

In general, collective internationalisation means a long-term plan to
create a union between companies to pursue jointly certain strategic
goals. The partners are resident in different countries. Particularly cen-
tral to the strategy is the definition of organisational domains, in other
words, the form of collective strategy (e.g. joint venture, project, fran-
chise etc.), specification of the target position amongst the competition,
allocation and distribution of production and personnel and definition
of the degree of autonomy in agreement with the chosen business part-
ner. It should be noted here that the strategy is affected by the perception
and the interpretation of existing organisational relationships with the
environment and it in turn creates a framework for the interpretation of
organisation and environment. Here the term organisation describes
businesses as sociotechnical systems which ideally bundle non-material
and material resources to a unique competence (Wernerfeldt 1984). In
addition to a formal organisational structure, businesses use a specific
organisational culture to achieve the organisational goals (e.g. profit
targets).

In traditional Management Studies three levels of strategy are distin-
guished: corporate strategy, business strategy and functional strategy.
Amongst other things, corporate strategy defines in which environment
and in which networks a company should do business, which is impor-
tant from the point of view of network research. The business strategy
defines how the company or its various sections deals with competition
(for example, cost leadership or product differentiation). The functional
strategy is responsible for the concrete development of the corporate and
business strategies for each functional area.
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Under discussion is the question of enhancing these three strategy
levels with an interorganisational perspective covering collective interna-
tionalisation strategy pursued by several companies jointly (Astley 1984,
Bresser 1989). In the context of internationalising business activities with
the faster expansion of globalisation, this collective internationalisation
strategy is becoming increasingly important particularly with the cre-
ation of organisational forms such as strategic alliances, business net-
works and third market collaboration to achieve business goals in a
global environment.

]APANESE—GERMAN THIRD COUNTRY COLLABORATION

Third country collaboration, which presents the expression of a compa-
ny’s collective internationalisation strategy is notable for the fact that
both partners based in their own countries do business in a third country
or third market. In the following we consider an alliance between Japa-
nese and German companies which both want to do business on a foreign
market. On the other hand it can be a Japanese-German third country
collaboration with a foreign partner company from the third country, so
that we have a three-sided form of (third country) collaboration. They
might well be joined by other corporate partners.

Third country collaboration can be differentiated on the basis of the
shareholding, because shareholding is not always necessary. Third party
collaborations based often on shareholding, they can also take on differ-
ent appearances. Third country collaboration are also distinguished on
the basis of their duration. Some are of a short-term nature whilst others
are set up with longer term co-operation in mind. Another criterion is the
concrete form taken by the scope of activities. Some of these ventures
include all the business activities in the partnership, others cover only
some business functions which will be carried out in the third country
jointly (e.g. building up a shared distribution network, developing a
specific technology).

There are various motives for third country collaboration. The initial
consideration given to this form of collective internationalisation is to
gain competitive advantage by entering into a partnership for the chosen
target country (third country). Partnerships can achieve competitive ad-
vantage which a company on its own cannot realise. Examples of key
advantages achievable with third country collaboration are better use of
company-specific resources, knowledge of the competition and of the
market and technology-related considerations.
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A key reason for third country collaboration is a company’s lack of
resources which might manifest itself in insufficient capital investment,
but which frequently also shows up in too few employees to allow
international expansion. Partners in the third country collaboration then
serve to fill a gap in human resources. Insufficient funds often force
businesses to co-operate with a foreign partner in opening up a new
market, for example, or in searching together for raw materials for pro-
duction in the home countries of the partners.

If for example a German business has in its possession a technology
(e.g. a processing technology) which the Japanese partner does not have,
but it has no financial resources with which to become active in the third
country, then the German firm can contribute the technology and the
Japanese company the necessary capital to the venture. Another case: the
lack of capital in a Japanese partner can mean that the Japanese manage-
ment contributes its knowledge of the target market and the German
partner provides the capital to open up the market.

Insufficient knowledge of the market in the third country can also
result in third country collaboration. Local partners in the third country
can reduce the cost of the collaboration, allowing more resources for
working on markets in other areas. Another reason for third country
collaboration is that it might make expansion of the production program
possible. Third country collaborative ventures are particularly interesting
for the internationalisation of the partner companies when they all benefit
from synergy effects.

Two indicators are used to classify third country collaborative ven-
tures. On the one hand, the international collaboration in the third coun-
try can be based on contractual agreements. Then no new independent
companies result from the co-operation. On the other hand, the interna-
tional collaboration can result in independent business unions which are
active in the third country, for example in China. Strategic alliances are
positioned between the two. They can be based on a contractual agree-
ment or result in the founding of business unions in third countries.

Third country collaborations are frequently created on the basis of
sales and delivery contracts. A German company that plans to interna-
tionalise its business activities in Asia has the problem of how to set up
its launch onto the various target markets in Asia. Each market operates
under specific conditions and the German company needs to accommo-
date these requirements. Frequently, export is the first step towards
internationalising business activities. In the context of an export-oriented
internationalisation strategy, partners are sought with sufficient knowl-
edge of the market in the target country. Japanese mediator organisa-
tions, which function as independent units in the target country, can then
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act between the German company and the customer in the foreign coun-
try. Large Japanese trading houses could be the partners in these collab-
orative ventures. In this case a contract is made between the German
producer and the Japanese trading firm which establishes the specific
activities for the third country collaboration in the target country. In this
context, one can also talk of indirect export. This form of internationalis-
ing business activities is frequently the preliminary stage to proceeding
independently in the target country at a later date (for example, a com-
pany will build up its distribution network in the Asian target country or
found a subsidiary). Notice will then be given on the contractual third
country collaboration or it might expire. Japanese-German third country
collaboration can also arise as a result of technology contracts. There is a
distinction between licence, expertise, technical help and advisory con-
tracts.

]APANESE-GERMAN THIRD COUNTRY COLLABORATION IN CHINA

Does it make sense for Japanese and German companies to collaborate in
third country markets? The People’s Republic of China is becoming in-
creasingly significant as a market and as a production location for Japa-
nese and German companies doing business on an international scale. At
the same time, the Chinese government considers that these companies
represent one of the most important mainstays for the economic and
technological development of their country. From the point of view of
strategic management of internationally active companies, current in-
vestment in the Chinese market is being swept along by globalisation and
sharper international competition (Konomoto 1997, 1998, Li and Li 1999;
Taylor 1996, Haak 2003).

One thing is certain: many high-tech businesses are no longer tied to
traditional locations. High tech products, such as cars, for example, can
be manufactured all over the world in more or less the same quality. The
particular features of the Chinese market and the specific benefits offered
by its locations almost clamour for the commitment of internationally
active businesses. Intercompany ventures, joint development, production
and sales, trade of components and technology are basic factors in the
success of strategic management in the international organisation of la-
bour and decentralised production to secure a global presence. Only by
being a leading technology producer based on faster and more target-
oriented implementation of product and process innovation it is possible
to gain long-term market leadership in China. Japanese and German
companies are well aware of this fact and try to use the requirements and
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challenges of China as a market and a production location to their strate-
gic advantage (Konomoto 2000; Kawashima and Konomoto 1999; Kéllner
1997).

At the start of the new century, China is one of the most interesting but
also one of highest risk markets in Asia. The Chinese economy is growing
at a speed and on a scale that Germany and Japan had only experienced
during the years of their “Wirtschaftswunder”.

China’s business dynamic has been maintained in recent years with
investment from abroad and the increase in exports that this has initiated.
The Chinese government is going further and building on more public
investment, stimulating more growth. Joining the WTO is also fuelling
development with sustained impact on international companies.

China is not a homogenous economic area. Commerce and buying
power are concentrated mainly in the coastal areas, which is where most
of the international companies have settled. In the North are the old
heavy industry areas, Shanghai is developing into a modern technology
and services centre in the East and since the formation of the first special
economic zone, the economic dynamic in the Southern regions is devel-
oping along the lines of Hong Kong, the former British Crown colony,
now a Special Administrative Region (Ohmae 2001).

The per-capita income of the population is rising, particularly in the
industrial centres, and new groups of consumers are ready to buy high
quality consumer goods, particularly modern products. German and
Japanese companies being active on a global basis can no longer leave
China as a production base and as a market out of their strategies. No
globally active company can seriously afford to ignore the Chinese mar-
ket in the long-term.

Market and technology leadership in China are considered to be the
key to the long-term successful penetration of other markets in Eastern
and Southeastern Asia. To achieve such market and technology leader-
ship, some companies see third company collaboration as a promising
organisational form. In 2002 there were 19 Japanese-German third coun-
try collaborative ventures active in different sectors, including mechani-
cal engineering, textiles, food, chemicals, cars, services and IT (Haak
2003). From the point of view of Japanese and German management,
what reasons are there to use a third country collaborative strategy to
become active in China?

First of all, German management welcomes Japanese companies as
partners as they are frequently well informed about China. Japanese
management has at its disposal numerous contacts and personal relation-
ships, is familiar with the different mentalities in China and due to the
good market position enjoyed by the Japanese wholesale trading houses
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has access to various distribution channels into the different, dynamically
developing Chinese markets. In large international projects, merging
financial resources and technological expertise can cut costs, reduce risk
and build up synergies on both Japanese and German sides (Haak 2003).

In principle, Japanese management is prepared to work with German
companies in third markets — it is in their interest. Japanese intercompany
networks are showing a tendency to break up (keiretsu) and a strategic
realignment is taking place in the Japanese general trading houses (s0go
shosha) with the result that Japanese companies are looking out for new
business partners with whom to open up and dominate long-term the
attractive but high-risk Chinese market.

Due to the excellent reputation that German technology and German
quality enjoys in China, Japanese management is interested in German
companies as partners. This applies not only to traditional industries such
as mechanical engineering and plant construction, vehicle manufactur-
ing, but also to young industries with potential for the future such as
telecommunications and environmental technology (Haak 2003, also
Hilpert and Taube 1997). This is true not only for large companies such as
Siemens AG, Bayer AG, Volkswagen AG, BASF AG etc., which are secur-
ing their market position with extensive direct investment, but also for
many medium-sized German companies, who have entered the Chinese
market in recent years and made a name for themselves with their excel-
lent products and manufacturing technology. It should also be noted that
a German-Japanese partnership might be better received by Chinese
customers than a German or a Japanese company going its separate way:.

Basically, Japanese management hopes that co-operating with Ger-
man businesses in China will bring an increase in the efficiency of existing
activities or create new potential. Discussions with representatives of
Japanese companies that work with German companies in China have
revealed that four basic targets can be identified.

1. The fundamental goal of increasing profits from business activities in
China, mainly by entering the market faster, using the expertise pro-
vided by the German partner and by complementing their own prod-
uct range and acquiring financial help from both German government
institutions and directly from the partner company.

2. Lower costs through economies of scale and avoiding duplicated
investment by entering the Chinese market together and exploiting
cost benefits by division of labour beyond the specific target market.

3. Targets to reduce risk by investing less capital and saving resources for
other internationalisation activities or for restructuring businesses in
Japan.
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4. Gaining prestige by working long-term with internationally well-
known and admired German business partners (Haak 2003).

The resources available to a Japanese company represent a deciding
factor in determining the options for realising commercial alternatives in
the internationalisation process. Resources are relevant for two reasons in
co-operative strategy: firstly, the company’s own resources form a supply
pool for the potential partner and secondly the company needs the re-
sources in order to exploit the benefits from the co-operative venture for
its own ends. The key factors capital, expertise, competence and time
show clearly that Japanese businesses are trying hard to enter into co-
operative ventures with German companies in China.

Currently, capital investment is one of the factors limiting internation-
alisation of Japanese companies. Even large internationally active Japa-
nese companies are not in a position to enter the market with a 100%
subsidiary. Acquiring or founding a new company abroad with the aim
of setting up a fully-owned subsidiary is even more out of the question
for small and medium-sized Japanese enterprises. Frequently however,
they are forced to go to China due to their obligations to deliver in the
keiretsu even though they actually need to use their capital for restructur-
ing in Japan (Haak 2001b). The investment made by small and medium-
sized Japanese companies in China is not only limited by a lack of capital,
but direct investment is considered to be a risk. Medium-sized businesses
are only prepared to invest a substantial proportion of their capital in
China if the associated risks remain manageable. Japanese management
assumes that collaborating with a German company in China can reduce
the risk of entering the Chinese market, particularly if the option of a step-
by-step approach to the co-operative venture as experience increases is
considered. If, for example, the goal of the venture is to enter the Chinese
market, the co-operation strategy is the best solution to the problem of
capital, even if a German partner already has the required knowledge of
the market which could be used and, ideally from the Japanese point of
view, it does not need to build up its own marketing organisation. Differ-
ent emphasis in expertise frequently provides the reason for German-
Japanese collaboration in China. German and Japanese management both
bring specific knowledge of the markets in the Chinese economy. A
company’s competence, as well as its expertise, plays a crucial role for
joint ventures in China (Haak 2003, 2001b).

In the following, competence, in contrast to expertise, is understood as
the capabilities of a business, which as a rule cannot be captured in
written form. Interpreted more broadly, it can also mean company cul-
ture, in this case Japanese and German company culture which might
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possibly merge into a new company culture in a joint venture with China,
the target country. By combining the strong points of their company
cultures, the German and the Japanese parent companies could create an
outstanding competitive advantage. However, one should not lose sight
of the fact that bringing together two different company cultures can also
be associated with considerable difficulties, which can result in the failure
of the co-operative venture. As yet there is no answer to the question of
how to implement a new company culture into which the culture of each
of the companies in the co-operation can merge. Currently we know more
about the difficulties created when two different cultures meet than we do
of ways to engender new and successful company cultures.

Competence should not only be understood as part of the package on
offer from the company partnership, but also as the willingness of a
company to enter into a co-operative venture. With direct investment
only, a company can make its competence available to the subsidiary with
no other influences. The prerequisite for this is however that the appro-
priate management qualities are available in the company. In a company
with hitherto no experience abroad, direct investment without any
knowledge of the market and the conditions overall represents a relative-
ly high risk. For Japanese small and medium-sized businesses, co-opera-
tive strategies reduce the risk as the German partner’s competence opti-
mises the pooled resources.

Under the market conditions prevailing in China with product devel-
opment becoming faster, the time factor is playing an increasingly impor-
tant role in the profitable marketing of a product. Particularly in the case
of high-tech products, the time it takes for research and development
costs to amortise continues to decrease. Empirical investigations show
that if a market launch is delayed by 10%, the company profits can be
reduced by around 25% to 30%. The conclusion for both Japanese and
German companies is that a business with a new technology is forced to
market it on a global scale as quickly as possible. They do not have the
time to build up their own marketing channels in foreign markets. Japa-
nese-German third country collaboration might achieve a competitive
advantage if each could share the established distribution structures of
the other (Hilpert and Taube 1997).

Japanese-German third country co-operative ventures in China tend
to enjoy the benefit of more flexibility compared to other forms of inter-
nationalisation. However this makes monitoring more difficult for the
partners, as loose forms of co-operation do not allow fast and effective
access particularly when changes to strategy are made in the parent
companies. The advantage of flexibility is especially apparent when a
Japanese-German co-operative venture comes to an end. Selling a foreign
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subsidiary is frequently very difficult and often incurs a loss whereas a
third country co-operative venture can be brought to an end with com-
paratively little effort (Haak 2001b).

What are the criteria that determine the success of a Japanese-Ger-
man co-operative venture in a third country? Compared to German or
Japanese companies tackling the Chinese market on their own, a good
partner is crucial for success. The venture has a good chance of success
if the new markets to be opened up are in related areas. The success
rates for Japanese-German co-operation are much higher here than
where Japanese or German businesses already active in China are ac-
quired whole or in part. Furthermore, both partners should come with
the same assumptions and the venture should be equally important to
both of them.

However, both sides do not only benefit of improved competitiveness
and greater profit when they collaborate in the Chinese market. Third
country collaboration is also accompanied by friction and conflict result-
ing from different objectives, varying amounts of available resources,
contrasting management styles and, as mentioned above, different corpo-
rate cultures with different traditions in decision-making and problem-
solving (Hammes 1993; Harzing 1999).

What are the areas of conflict that must be overcome when Japanese
and German companies enter into third country collaboration in China?
Assuming that the venture is put together from targets and means to
achieve the goals set out by the company, it is possible to differentiate
between target- and means-related conflicts (Hilpert and Taube 1997).

Target-related conflicts in Japanese-German third country collabora-
tion are caused by the incompatibility of objectives for the partnership on
the part of the German and Japanese parent companies. If one or even
both of the partners pursue opportunistic goals, then the venture is very
likely to fail in the short or mid term. Conflicts around target agreement
irrespective of whether they existed initially or became apparent in the
course of the venture are one of the central threats to Japanese-German
projects in China, as they throw the basic consensus of the entire venture
into doubt. A solid basic consensus on the goals of the Japanese-German
collaboration is particularly crucial for success in the high-risk and dy-
namic Chinese markets. It can only meet the challenges of the competitive
environment in China if the partnership has compatible targets. This
competitive environment is extraordinarily dynamic in China; in some
markets, double figure growth rates are targeted so that within the short-
est possible time, the role of the market leaders and hence the position of
the competition can change. Newcomers to the market are not a rarity
under these dynamic conditions.
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Target-related conflicts will encumber the Japanese-German third
country co-operative venture from the beginning if there is insufficient
discussion of targets in the preparatory phase and the individual corpo-
rate targets of the Japanese and German parent companies are not co-
ordinated. For example, if objectives which directly affect the whole joint
venture are not aired or only communicated incompletely, this can lead to
misinterpretation and rapidly result in the destruction of the basis for any
further co-operation. Problems could arise if the German partner ties the
success of the venture in China to a financial result, whilst the Japanese
partner is pursuing a longer term objective and accordingly values the
knowledge that accrues from working together with the German partner
more highly (Haak 2003).

Further it should be noted that target-related conflicts can arise not
only between the German and Japanese partners, but where both compa-
nies are involved in China, the targets set by the local company can
contribute to further conflict. In certain industries, including telecommu-
nications, car manufacturing and the agroindustrial and chemical sectors,
Chinese involvement is a legal requirement. The three-sided collabora-
tion mentioned above opens up further areas of target-related conflict as
under some circumstances, political and social objectives on the part of
the Chinese partner enter into strategic and operative decisions.

Whilst German and Japanese companies are pursuing goals with the
aim of opening up markets in China and using resources (labour force,
power etc) Chinese partners are looking primarily for learning effects, in
order to become independent eventually of the co-operative venture.

It is also possible that target-related conflicts will arise as the result of
changes to the overall data relating to the German-Japanese third country
collaborative venture in the course of the partnership. The reasons why a
partner might shift its objectives are many and varied. For example, the
significance of a partner might change over time. Technological innova-
tion in a parent company might mean that one side becomes financially
more powerful and better placed globally, whilst the other company
might suffer a collapse in profits, losing its financial clout and becoming
overall less attractive as a partner. There is also the danger that learning
effects within the Japanese-German venture are distributed unevenly,
allowing one partner to benefit more from working together than the
other. Internal company changes, such as a new strategic alignment in
association with newly appointed management or an increase in poten-
tial knowledge relevant to corporate policy might remove the basis for
working together in the third country (Haak 2003).

As well as these target-related areas of conflict, there are conflicts
which appear when the partners attempt to realise their joint targets,
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which are referred to as means-related conflicts. They take many forms
and are a daily challenge to international management in Japanese-Ger-
man third country collaboration. Unlike the target-related conflicts, how-
ever, most means-related conflicts do not represent a threat to the third
country venture in China. The only problematic aspects are conflicts in
the complementary nature of the resources, as the venture’s right to exist
is thrown into doubt when it transpires after the partners have started
working together that they cannot contribute the amounts expected to the
project or that these amounts are being knowingly withheld. Parallel to
this is the much more frequently encountered situation where one of the
partners develops capabilities or finds resources in the course of the
partnership which fills gaps in its competence that existed before it en-
tered into the partnership. If there are no other factors in favour of
continuing the partnership, it is no longer meaningful for the newly
strengthened partner to work with the other, as a weakened partner can
become an encumbrance (Hilpert and Taube 1997).

The weight can shift between Japanese and German partners in third
country ventures when, whilst they are working together in China, one
side is able to work up more competence in areas such as technology,
expertise or customer contacts faster or to a greater extent than the other.
This also means that there is a risk that the strengthened partner will end
the co-operative venture as it will not be prepared to nurse the weaker
partner along.

What is the role of trust in handling conflict in Japanese-German third
country collaboration? Unlike conflict, trust is almost always associated
with economically desirable consequences, which show up in more open
communications, simpler co-ordination, lower transaction costs, addi-
tional opportunities to act, more effective learning processes and stable
interpersonal and interorganisational relationships. Braney and Hansen
and Fukuyama even ascribe trust at organisational level the property of
generating competitive advantage. For virtual organisations, trust is in-
dispensable as a basis, although here it is particularly difficult to engen-
der. It appears to be economically impossible to transact many payments
or services without a minimum of trust. Trust is particularly relevant for
complex deliverables, which could only be produced with difficulty or
perhaps not at all without the specification of those involved (customer,
partner in the group of companies or work partner).

Japanese-German joint ventures in China can only succeed if there is
interplay between contracts and trust. This is not a static value, but a
dynamic process, which is under the influence of both the different
histories and cultures of the partners and the changing conditions. With-
out a minimum of mutual trust, on an institutional or a personal basis, a
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Japanese-German joint venture in China will become dysfunctional very
quickly. On the other hand, Japanese and German collaboration also
needs contractually fixed parameters to guide the venture to success
through its different phases. These contractually fixed elements are in-
tended to prevent opportunistic behaviour on the part of one partner. The
rules, formulated jointly, set down the way to solve differences of opinion
(Beechler and Stucker 1998; Beechler and Bird 1999; Champell and Burton
1994).

Contracts and trust can be seen as the central mainstay of a Japanese-
German third country collaboration. There is a difference, which should
not be underestimated in the way that German and Japanese manage-
ment weight these two important aspects for the success of a third coun-
try collaborative venture. German managers consider the contracts more
important than do the Japanese managers. From the German point of
view, the contracts should be as detailed and comprehensive as possible.
The personal relationships based on trust are ranked as much less signif-
icant.

In contrast, personal relationships and the existence of mutual trust
are of supreme importance for Japanese management. The contractual
relationship is seen as the manifestation of trust between the German and
Japanese partners and does not form the actual basis of the business
alliance. Japanese managers do not consider the contractual rendering of
the relationship between the partners dogmatic. In their view, it is perfect-
ly possible for them to renegotiate it in the course of the alliance and
adapting the internal and external conditions as required presents no
problems. These different points of view and patterns of behaviour
present problems when the contracts governing the alliance are designed
and drawn up. Different demands are made on the amount of detail in the
contracts and there is also a discrepancy in the willingness to draw up
flexible contracts.

The distribution of the rights to take decisions and control over the
companies involved is closely tied to the question of how much weight
should be accorded to trust and to the wording of the contract. There is a
risk that one of the partners will dominate the partnership and take
decisions over the heads of the other. Whereas too great a concentration
on the decision-making power can lead to a partner’s rights being re-
moved, there is also the danger that if control is too evenly distributed,
work will be obstructed and possibly completely stifled (Haak 2003;
Hilpert and Taube 1997).

Communication problems represent another level of means-related
conflict. The organisation and the structure of the communication process
in the Japanese-German third country collaboration determines whether
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and how quickly the decision makers involved in a joint project can
supply the employees carrying out the project with the relevant informa-
tion. Breakdowns in communication can prove to be serious problems for
third country collaboration. Reasons for the breakdown might be that too
little time was planned for dialogue with the partner or even that the
wrong group of people is taking part in the briefings. The different
languages and the sociocultural character of the employees represent the
central problem for Japanese-German third country collaboration in Chi-
na. It is misleading to believe that the barrier between the German,
Japanese and Chinese languages can be easily overcome with the use of
English and the employment of interpreters. Japanese is a context-depen-
dent language — meaning and sense can only be derived from the context.
Even if the Japanese and German management speak English, there is still
a difference in communicative behaviour (Haak 2002, 2001b; Hilpert and
Taube 1997; Abegglen and Stalk 1985).

Japanese and German managers interpret the verbal messages of their
partners according to the context of behaviour and values that they are
familiar with. Under certain circumstances this can mean that verbal
signals are misinterpreted and that non-verbal signals are not even no-
ticed. The sociocultural conditionality of communication is the biggest
problem in the communications process between Japanese and German
managers, which can become more critical when a three-sided alliance
requires communication with Chinese management.

Lack of knowledge of the partner’s sociocultural background can lead
to misunderstandings which delay or obstruct the daily routine of the
business in a Japanese-German third country collaboration. This can also
delay the trust building process, when for example traditional customs
are not observed when invitations are issued or gifts exchanged (Hilpert
and Taube 1997).

In the past, trust has only been investigated on an interpersonal level.
Up to now it has remained in the domain of psychoanalysis and social
psychology. However, trust is conceptualised in many different ways.
Sociologists such as Luhman and Giddens try to associate the rational
with the emotional, the cognitive with the affective, the descriptive with
the normative in a systematic conception of trust. It is often assumed that
a relationship based on trust can develop into a stronger personal emo-
tional-normative secure relationship. However, one should not lose sight
of the fact that the person exhibiting the trust is always taking a certain
risk. Trust always implies an advance payment with risk made in the
expectation of later returns. The management in the Japanese-German
third country collaboration must be aware of this in order to establish a
basis of trust in regular, mutual exchange of resources and information
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which is sufficiently resilient to take on the challenges of competition in
China.

The top management of the Japanese-German business collaboration
has a central role to bring the joint project to success. The central role and
importance of the manager in the success of a Japanese-German business
collaboration in China cannot be overemphasized. Such a person is usu-
ally selected by one of the partners. Depending on specific cases, the chief
executive officer may be appointed by the major partner of the collabora-
tion. Depending on the specific skills (knowledge about the market situ-
ation in China, logistics skills etc.) that a partner brings in , the main
position would be held by a manager sent from this particular partner.
The role and responsibilities of the head of the Japanese-German business
collaboration change with every stage of the relationship. Understand-
ably the person in charge of the business in China wears several hats in
order to play various roles, often mediating between the demands and
expectations of the various owners. In the early stages, the Japanese-
German business collaboration is a strategic sponsor, a combination of a
visionary and an emissary. Such a general manager is able to translate and
communicate for all employees in the venture, the visions and goals of the
partners. The general manager of the Japanese-German business collabo-
ration is also an advocate for the interests of the venture. As the Japanese-
German business collaboration grows and flourishes, coordinating vari-
ous activities become really important. The general manager has now the
role of a networker and facilitator, linking functions, people, business
partners, and resources. Because conflicts could occur, another role
served by the general manager of the collaboration — the role as a media-
tor, as a honest broker who resolves conflicts for the good of the venture.
If the manager is an expatriate, and this is often the case in the Japanese-
German business collaboration in China, the manager also plays the role
of an “ambassador” to the business and government community. And do
not forget, in addition to all these roles, the person is also a manager with
the task of running the business of the Japanese-German collaboration
and achieving its goals. Combining the Japanese and the German differ-
ent corporate cultures and assuring employees of continued opportuni-
ties require strong and imaginative leadership skills, so, the selection of
the right general manager is clearly one of the central important factors
for the success of a Japanese-German business collaboration in China.
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8 THE TrRusT FACTOR IN CHINESE—(GERMAN JOINT
VENTURES

IMPLICATIONS FOR JAPANESE CO-OPERATIVE VENTURES
IN CHINA

Harald Doties and Niklas WILMKING!

CREATING AND MANAGING INTERNATIONAL JOINT VENTURES IN CHINA

The People’s Republic of China was the principal foreign direct invest-
ment recipient in developing countries throughout the 1990s, according
to World Bank statistics (UNCTAD 1999). Adding the foreign direct in-
vestment inflow into Hong Kong to the Mainland figures, China has also
become the third largest host for foreign direct investment in the world
(USD 63.5 billion in 1999) following the United States and the United
Kingdom (UNCTAD 2000, p. 50). Compared with previous years, this
was a decline of nearly 10 per cent. This recent drop can be explained by
more short-term factors, such as a slowdown of economic growth leading
to a weaker local demand, reduction of excess capacity in certain manu-
facturing industries due to over-investment during the past decade (for
example, garments and electrical appliances) and increasing competition
for hosting outward foreign direct investment from neighbouring Asian
countries. According to the World Bank, in the long run China can be
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expected to remain an attractive location for foreign direct investment,
particularly in light of its accession to the World Trade Organisation
(Drysdale 2000; Song 2000) and further liberalisation of various industry
sectors (Lei and Huang 2000; UNCTAD 2000).

In emerging economies like China, international co-operative relation-
ships are still the most common basis on which co-operation between
host country and foreign partners is established, with foreign direct in-
vestment usually being incorporated into the equity of such co-operative
ventures. In this chapter co-operative relationships are defined as the
combination of resources from more than one company to create a new
organisational entity in form of a joint venture (JV) that is distinct from its
parent companies. For the purpose of our research, we concentrate on
international or intercultural joint ventures (IJVs) with at least two parent
companies of different nationality. IJVs are based in the home country of
one of the partners, which we will call the local partner company (LPC).
The partner operating outside its country of domicile is referred to as the
foreign partner company (FPC).

In recent years IJVs have been promoted by the Chinese government,
as they present an ideal form for securing rapid access to capital, technol-
ogy and export markets within an economy in transition. The operating
characteristics and performance of international joint ventures as a co-
operative ownership option of investing abroad have been examined
frequently in the literature on ownership strategies in international busi-
ness (Yan and Luo 2001; Pausenberger and Nocker 2000; Matthews 1999;
Balling 1998; Herzig, Watrin and Ruppert 1997; Chowdhury 1992; Zielke
1992; Geringer and Hebert 1991; Contractor 1990; Contractor and Lorange
1988; Kogut 1988a; Reynolds 1984; Kumar 1975). Compared to wholly
owned foreign enterprises IJVs offer substantial economic and political
advantages for internationalisation strategies: investments and risks are
shared, and some investment requirements can be eliminated through the
use of the partners’ existing infrastructure, such as local marketing and
distribution resources. Sales volumes are also likely to be achieved more
quickly in IJVs than through wholly owned foreign enterprises. In addi-
tion, the local partner’s political position can be harnessed to great advan-
tage. Overall, IJVs appear to offer greater revenues, lower costs and less
financial risk than other market-entry options.

IJVs are indeed one of the most sophisticated ownership options in
international business. Presuming that the goals of both partner compa-
nies connected with the IJV are not in conflict, the performance of IJVs
depends mainly on qualitative variables such as individual personality
factors of the dispatched personnel, organisational cultures, administra-
tive styles and management philosophies. There are many problems
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associated with IJV management. For example, issues of staffing, operat-
ing procedures, transfer pricing, local and international sourcing, tech-
nology selection, pricing cost and investment allocation, market priorities
and management control. All these aspects pose potentially fatal obsta-
cles to IJV survival, as confirmed by the literature and the statements of
managers in our interviews

The hazards of IJV management are numerous, especially for Chi-
nese—foreign ventures. The widespread assumption that this is a primari-
ly a problem of mid-sized enterprises’ foreign direct investment is not
true, since major multinational companies operating in China also en-
counter huge obstacles. Furthermore, the fact that Sino-Japanese JVs also
face severe difficulties (Hu and Chen 1996) shows that joint venture
failures in China are not primarily due to a Western—Chinese culture
clash.

The literature reveals that fundamentally diverging goals of the two
parent companies produce tremendous difficulties in interorganisational
as well as in interpersonal co-operation in the IJV. This goal incongruence
may result from partners’ dissimilar political backgrounds (Trommsdorff
1991). Chinese (state-owned) enterprises are used to operating in a social-
ist command economy, and their managers often maintain close relations
with the Chinese Communist Party. In contrast, FPCs investing in China
operate in market economies and have a strong orientation on sales and
competition. While the FPC focuses on China as a market for their servic-
es or products, the LPC often follows the contrary strategy of positioning
local products and services on the world market by means of the foreign
partner’s know-how and advanced technology (Child 1994). Problems in
daily joint venture life often come from fundamentally different manage-
ment styles: leading the staff in a participative or paternalistic way, open-
aggressive or consensus-based problem solving (Herrmann-Pillath 1997)
or problems from communicating in a foreign language (Trommsdorff
1991). Staffing practices also cause problems for IJVs in general: the
expatriate manager’s influence is limited to three to five years, depending
on the individual assignment. As his ongoing career obviously depends
on the results of the work during his stay abroad, he will tend to act
according to the specific objectives set by the FPC. In contrast, since the
Chinese managers stay in the IJV for a longer term, they need to orient
themselves towards the LPC or their ethnic group (Peill-Schoeller 1994).

Empirical studies on JV success in China (Hu and Chen 1996; Dong,
Buckley and Mirza 1997) point out the likelihood of unsatisfying perfor-
mance both in hard terms (profitability, quality standards) as well as in
soft factors (partner commitment, mutual understanding). Yan (2000)
reports that the greater the length of time the IJV has been in operation,
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the better its profitability tends to be. Especially for IJVs in China, it seems
that the accumulated international business experience increases the con-
fidence of the LPC and the FPC in the venture. IJVs that have relatively
shorter experience often lack the skills to deal with operational problems
in the Chinese market. Therefore, their chances of obtaining higher re-
turns and meeting the financial objectives are not as good. This confirms
previous research on the performance on JVs by Agarwal and Ramaswa-
mi (1992), and Contractor and Lorange (1988).

AN ECONOMIC ANALYSIS OF TRUST

THE ROLE OF TRUST IN INTERNATIONAL JOINT VENTURES

In economic theory trust has not been a key factor in economic transac-
tions (Humphrey 1998; Ripperger 1998; Albach 1980), but with imperfect
information, bounded rationality, risk and uncertainty trust becomes an
important issue. Trust between trading partners increases the predictabil-
ity of mutual behaviour, as specific commitments made are honoured,
while it facilitates dealing with unforeseen contingencies in a mutually
acceptable manner. Thus, trust economises on the costs of bargaining,
monitoring, insurance and dispute settlement.

Trust also reduces the complexity of social systems that are character-
ized by time asymmetry and incomplete information (Luhmann 1973), as
trustor and trustee depend on each other. The trustor assumes that his
trust will not be abused and in accepting the risk to trust becomes more
vulnerable (Grunwald 1995; Lane 1998). Trust is an essential antecedent
condition for the emergence of a successful co-operation in business
(Smith, Caroll and Ashford 1995). The fundamental necessity for trust in
IJVs is confirmed in the literature (Inkpen and Currall 1997; Inkpen and
Beamish 1997; Madhok 1995; Parkhe 1993a, 1993b; Beamisch and Banks
1987; Buckley and Casson 1988) and is mostly associated with an im-
provement in decision-making concerning strategic priorities, goals and
management systems (Mead 1998).

A special challenge for research is how trust in relationships between
IJV partners and staff is established and maintained, since this transcends
the boundaries of the cultural and institutional systems which support
trust through the sharing of a common social identity, norms of conduct
and institutional safeguards such as the law. The fact that both partners
in an IJV follow different assumptions of what can be taken for granted
places particular difficulties in the way of creating trust-based relation-
ships between them, over and above the tensions which might be expect-
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ed to arise an IJV from the strategic aims of both partner companies. One
of the more challenging areas for establishing trust arises when Asian and
Western partners establish an IJV. Despite the less than perfect homoge-
neity among Western countries in the way they socially constitute and
support trust relations (Lane and Bachmann 1996), Asia contrasts suffi-
ciently in its cultural and institutional foundations with both North
America and Western Europe as to present a particularly interesting
comparison as well as a challenge for implementing trust sensitive man-
agement.

To explore the antecedent conditions that enable trust to develop, we
must conceptualise trust as occurring in situations of social exchange
between human beings where expectations can either be met or violated.
“To trust another person to produce a beneficial event X (or to suspect that
another person will produce a harmful event Y) an individual must have
confidence that the other individual has the ability and intention to
produce it (Deutsch 1960, p. 125). Ability refers to “skills, competencies,
and characteristics that enable a party to have influence within some
specific domain” (Mayer, Davis and Schoorman 1995, p. 717), while the
intention hints at a partner’s refraining from opportunism to reach mutu-
al benefit. Taken a positive rated ability for granted, the trustor expects
that the trustee will act according to ‘mutual benefit while refraining from
unfair advantage taking’ (Sako 1998, p. 89). The close distinction between
confidence and trust also results in causal attributions after disappoint-
ment. In the case of inappropriate confidence an individual reacts by
external attribution, taking sub-optimal circumstances into account. In
the case of broken trust, on the other hand, the internal attribution regards
the decision to trust the specific individual to be not suitable. According-
ly, we hypothesize that the development of trust among partners is based
on individual commitment of the managers involved (H 1).

In the international management literature (Pausenberger and Nocker
2000; Child 1998; Smith, Carroll and Ashford 1995; Kumar, Steinmann
and Dolles 1993; Buckley and Casson 1988; Kogut 1988b), several writers
have argued that international co-operative relationships develop
through a number of stages. There are feedback loops in this process
whereby the partners evaluate their experience and decide whether to
continue their co-operation and, if so, in what form (Ring and van de Ven
1994). This development leads to our second hypothesis, that in the same
way as international co-operative relationships develop over time, a cor-
responding evolution of trust will follow (H 2). The theoretical differenti-
ation between calculative, cognitive and normative trust, as suggested by
Lewicki and Bunker (1996), Lane (1998) and Child (1998), allows an
analysis of this hypothesis such that the evolution of trust is integral to
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this dynamic process of evolving co-operation between business part-
ners.

For our further analysis we must conceptualise the role of calculative,
cognitive and normative trust in IJVs (H2), extending an inherently
individual-level phenomenon (interpersonal trust) to the organisational
level (interorganisational trust) (H 1).

Calculative trust

Calculative trust is based on calculations that weigh the cost and benefits
of certain courses of action to either the trustor or the trustee (Lane 1998).
Lewicki and Bunker (1996) argue that this form of trust is based on the
assurance that other people will do as they say because the deterrent for
violation is greater than the gains, and/or the rewards from preserving
trust outweigh any from breaking it. In this view, trust is an on-going,
market-oriented, economic calculation. Its value is derived by determin-
ing the outcomes resulting from creating and sustaining the relationship
relative to the costs of maintaining or severing it. Trust based upon
calculation is likely to apply particularly to relationships that are new and
hence can only proceed on the basis of institutionalised protection or the
reputation of the partner (Lane 1998). It may also be the only form of trust
that can apply to arm’s-length and hence impersonal economic exchang-
es. Sheppard and Tuchinsky (1996) describe this attitude towards trust as
a policy of deterrence against opportunistic behaviour.

Cognitive trust

A second basis for trust lies in the sharing of cognitions, including
common ways of thinking, between the two partners concerned. This
sharing of cognitions provides a basis for understanding the thinking of
a partner and for predicting that person’s actions. Clearly, some cogni-
tive sharing is necessary for a calculative basis of trust (Zucker 1986).
However, common cognitions provide the further reassurance that one
can now reasonably predict other people on the basis of shared expecta-
tions. Normally, the individual can only be sure of sharing ways of
thinking with others by getting to know them well enough. This aspect
of cognitive trust is what Lewicki and Bunker (1996) have termed
knowledge-based trust: knowing the other well enough that the other’s
behaviour is anticipatable. The assumption of rationality contained in
the calculative view of trust is relaxed somewhat in cognitive trust,
because the trust here is founded upon both the security and comfort
that the partner is well-understood and is known to share important
assumptions (Child 1998).
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Normative trust

Normative trust depends on people sharing common values, including a
common concept of moral obligation. Common values and norms of
obligations can develop in a long-standing relationship where trust was
originally created in an incremental manner (Lane 1998). Normative trust
is likely to find a parallel at the more interpersonal level, what Lewicki
and Bunker (1996) call identification-based trust: both parties effectively
understand and appreciate the other’s wants. This mutual understanding
is developed to the point that each can effectively act for the other, or it
enables a person to feel as well as to think like the other.

Interpersonal and interorganisational trust

The term interpersonal trust refers to the extent of an IJV manager’s trust
in his main counterpart in the partner company. In other words, interper-
sonal trust is the trust placed by the individual boundary-spanner in his
opposite number at the partner’s organisation (Zaheer, McEvily and
Perrone 1998). The term interorganisational trust is defined as the extent
of trust placed in the partner organisation by the members of a focal
organisation. In more concrete terms, the extent to which IJV managers
trust the IJV partner company.

Interorganisational trust has several economic advantages (Sydow
1998). Above all, trust may serve as an alternative control mechanism in
interorganisational relations, where it substitutes or at least complements
the market mechanism and hierarchical order (Bradach and Eccles 1989).
Moreover, interorganisational trust is likely to enhance allocative efficien-
cy when it encourages the disclosure of confidential information and
reduces the costs of interorganisational transactions (Sako 1992).

We can assume that there will be only certain individuals, so called
‘boundary-spanning agents’ or ‘trust guardians’ (Child 1998, p. 253), that
relate across the boundaries of co-operating companies. Their role in
promoting trust between both partner companies is therefore a key one.
The trust that exists between the LPC and the FPC will, to a large extent,
come down to the quality of normative (mutual) trust that exists between
those individuals involved. Bromiley and Cummings (1995) pointed out
that optimal expenditures on control, monitoring and other kinds of
transaction costs are partially a function of the probability of opportun-
ism, which in turn depends on the level of trustworthy behaviour of
boundary spanning agents (also Child 1998; Currall and Judge 1995). This
confirms our assumption that trust is actually an interpersonal phenom-
enon, upon which the quality of interorganisational trust is founded.
However, it should be noted that in the case of a frequent turnover of the
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personnel allocated by the partners to an IJV, the opportunities for devel-
oping a trust-based co-operation between them will be diminished.

The rationale for a workplace relationship based on trust is that trust
ensures a sound and co-operative working relationship between the part-
ners. The higher the trust, the more efficient the IJV will be in transform-
ing an input of co-operation into a collaborative output (Buckley and
Casson 1988). A foundation of trust, although time-consuming and ex-
pensive to create, can contribute to the sustained continuation of co-
operative relationships (Madhok 1995). Thus, IJV performance should be
viewed as a consequence of IJV trust, with more successful partnerships
characterized by higher levels of trust (Inkpen and Currall 1997).

TrE CHINESE PERCEPTION OF TRUST

Parallel to our conceptual model of trust development, we must take the
specific Chinese perspective of trust in account. In Chinese, the word
associated with trust is ‘xin’. In interpersonal relationships, four word
formations with “xin” are commonly used (Wang and Yamagishi 1999):
‘Chengxin’ means to be true, sincere and deception, with the emphasis on
trustworthiness as a personal trait. Xinren” means to trust, believe or to
entrust someone else with something, while ‘xinlai’ means to place confi-
dence in another person. ‘Xinren” and ‘xinlai’ are very similar in stressing
the degree to which a person is trustful of others. “Xinyong’ refers to
trustworthiness or credit, which connotes being true, sincere and trustful.
In traditional Confucian culture, being true or sincere (trustworthiness) is
considered most important as a social norm, while trusting others (trust-
fulness) is of secondary importance. In real life, “people face a dilemma of
being sincere and trustful” (Wang and Yamagishi 1999, p. 368), whereas
Chinese sayings seems to place mistrust in the foreground, for example,
‘Treat each person like a guest, but guard against him like a thief’
(Gabrenya and Hwang 1996, p. 310), or as demonstrated by the close
distinction between ‘sheng ren’ (literally: raw /unboiled people, meaning
stranger) and ‘shu ren’ (literally: cooked /done people, meaning acquain-
tance). The ancient ‘36 strategies of the Chinese’ (Wee and Lan 1998)
express mistrust even more strongly, making use of negative principles
like intrigue, betrayal and deceit.

In Chinese society trust-based relationships within defined local
groups, especially the family or the work units, ‘danwei’, (Hebel 1997),
assume considerable importance as a means to protect people against the
high level of opportunism, and hence low trust, that prevails within the
country as a whole (Child 1998). The institutional environment in China
still provides only few guarantees against the betrayal of trust. Historical-
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ly, the Chinese have not been protected by a legal system that was
independent of the state and supreme in its own right. In the absence of
codified commercial law, merchants and producers were at the mercy of
a system in which imperial officials and their acolytes could exercise
arbitrary power through taxes, licensing fees, and restrictions on trade
and travel. Even today, we find a close involvement of government
agencies in business affairs. Local governmental agencies have powers to
interpret regulations, issue licences and impose taxes, which furnish
ample scope for negotiations and corruption. As Child (1998, p. 256)
notes, ‘the way that agreements are interpreted can depend on the influ-
ence or autonomy that the Chinese partner enjoys with higher authorities.
The signing of a formal contract does not guarantee the end of uncertain-
ty or even the conclusion of negotiation.”

Especially the complex phenomenon of ‘guanxi’ management embed-
ded in the specific framework of the Chinese political and industrial
system signifies ambiguity and complexity in human interaction. The
prevailing segmentation of Chinese society into ‘danwei’ implies an over-
lapping of the professional and the private spheres: working together
often also means living together in corporate compounds. From an indi-
vidual’s perspective this separation results in a sharp distinction between
insiders and outsiders. Already Weber (1947) stated that trust in China
especially in business relations always used to be restricted to family ties
(see also Redding 1990). Assuming the work unit to be a kind of family
derivative, it is obvious that individuals — also taking a weak jurisdiction
into account — will rely on trust solely when dealing with insiders rather
than outsiders. This can be based on the fact that the Chinese build trust
exclusively upon the concept of saving face. Since a pure concept of guilt
is lacking in China’s Confucian culture, consequences of an individual’s
negative behaviour, such as opportunism, can only be analysed in a social
context: the threat of feeling guilty as a sanction mechanism in Western
cultures is replaced by moral failure determined by the peer group — for
example, the work unit where feelings of shame due to loss of face are
elicited (Hermann-Pillath 1997). With the multilateral dependencies aris-
ing from the social ‘guanxi’ web, breaking trust with an insider may result
in severe consequences, while breaking trust with an outsider might have
no consequences at all.
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IMPLICATIONS FOR RESEARCH
Interpersonal and interorganisational trust

Interorganisational trust builds on interpersonal trust. With regard to
diverging goals of the partner companies, we evaluate the extent to which
interpersonal relationships are affected by them. From this follows Hy-
pothesis 1: As the development of trust among both companies is based
on individual commitment of the boundary-spanning agents toward the
counterpart manager, greater similarity between the expatriate and the
local manager results in higher levels of trust.

Development of trust

Monitoring the development of trusting relationships, we evaluate
whether, according to our theoretical framework, qualitative progress of
trust between individuals is taking place in the course of a IJV’s operating
business. Hypothesis 2 states: In the same way as international co-opera-
tive relationships develop over time, a corresponding evolution of trust
will follow by using the levels of calculative, cognitive and normative
trust.

Insider-outsider perspective

For studying the relationships between Chinese and German managers in
Sino-German JVs, a crucial factor for the emergence of trust towards the
expatriates is whether German managers are considered to be insiders or
outsiders from the Chinese perspective. Though the employees of differ-
ent nationalities do not live together, they are at least tied by their work-
ing relationships in the IJV and need to trust their counterparts to some
extent. Hypothesis 3 states. Higher levels of trust in the counterpart IJV
manager result from being considered an insider.

SURVEY DESIGN AND METHODS

Our study required measures for calculative trust, cognitive trust and
normative trust at the interpersonal and interorganisational level. To do
this, we reviewed relevant literature to delimit construct domains, devel-
oped operational definitions and assembled them for use in semi-struc-
tured interviews in Chinese-German JVs in China. We implemented a
qualitative case study approach for three reasons. First, German enter-
prises participating in a Chinese-German JV follow a strategy of local
integration and usually send only few expatriates to China. Second,
exploring many interpersonal relationships therefore would have also
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meant analysing many corporate structures that would lead to distortion
due to incomparable surroundings in different companies. Third, to cover
the Chinese- as well as the German-specific perspective of trust using a
quantitative method of analysis would have implied pressing the manag-
ers into categories possibly not suitable to cover every aspect of an cross-
cultural survey.

Two Beijing- and Shanghai-based IJVs allowed us to conduct inter-
views with Chinese as well as German managers. Both German partner
companies are stock companies in the technical maintenance field and the
automotive industry. The LPCs were both state-owned and operating in
the same industry. In total we interviewed ten German managers and ten
Chinese managers in both JVs as qualified informants in Summer 2000.
The boundary-spanning agents were mainly co-operating in a counter-
part working relationship in a shared IJV area management.

We used the method of half-standardized interviews containing 22
questions aimed at stimulating the employees to describe freely their
personal attitudes towards trusting behaviour and workplace relation-
ships. This procedure was useful to meet the conditions of different
people coming from different ethnic and professional backgrounds con-
tributing to a varying timeframe set for the interview. A preliminary
version of our questionnaire was reviewed and pretested by a panel of
German experts and expatriates from Sino—German IJVs. At this stage,
we eliminated several items and reworded several others. For final use,
we also developed a Chinese version of the questions with items to
parallel the German version. Our concern, especially about trust, was to
ensure structural and semantic equivalence of terms between the two
cultures. All interviews were tape recorded and transcripted. For evalua-
tion we implemented the method of qualitative content analysis as pro-
posed by Mayring (1995): The first step consisted of deducing trust rele-
vant categories from the interviews following our presumptions. In a
second step we formed a code scheme enabling us to classify the content
of the interviews into our category headings for abstract generalization.
We are aware that the sample size is quite small and that therefore the
results must be interpreted with caution.

For cross-reference to Chinese—Japanese JVs, we analysed interviews
conducted in Dalian, China, with Chinese managers in co-operative rela-
tionships with Japanese companies (see Dolles and Babo 2002, 2000). We
also conducted 11 interviews with German and Japanese managers on the
topic of trust in IJVs in 2000/2001 in German-Japanese JVs in different
locations in Japan and Germany.

203



Harald DoLLes and Niklas WILMKING

Key FINDINGS

CALCULATIVE TRUST, COGNITIVE TRUST AND NORMATIVE TRUST
ON THE INTERPERSONAL LEVEL

The results clearly show that all three types of trust exist in Chinese—
German IJVs at the interpersonal level. By examining interdependence
between the expatriate and his local counterpart on the calculative level,
we found no evidence for unbalanced relationships. The typical depen-
dence situation found in the group of expatriate managers was the lack of
sufficient knowledge of the Chinese language. This situation enables the
local counterpart manager to deal nearly exclusively with all business
and leadership matters vis-a-vis local employees, customers, local au-
thorities or other stakeholder groups. The personal contact to key per-
sons, key departments and key resources of the LPC are to his advantage.
As access to foreign production technology or product know-how is one
of the most important reasons for Chinese companies to invest in an IJV,
the LPC is dependent on the technical knowledge of the FPC. The expa-
triate’s advantage is the control of all necessary links to the FPC. The
manifestation of bilateral dependence creates a balance in the relation-
ship. None of the partners will act opportunistically, as the threat of
reverse sanction is continuously present.

He needs my help. I have a good relationship and this is really
important. Guanxi, guanxi, you know? And it is also the language. If
you come from another country it is not easy — language and rela-
tionships. This is important and I know it — and he also knows it
(V6C).2

He needs my know-how in dealing with production technologies — I
mean modern production technologies from Germany (V14G).

As indicators for the existence of cognitive trust in IJVs, we searched for
positive statements about personality characteristics of the local counter-
part or the expatriate manager. In addition we looked for process-based
experience about the acceptance of working styles, frequent communica-
tion modes and open information exchanges between the managers of the
LPC and the FPC. One of the interesting points in this respect is that
positive statements about working were only made by the local manag-
ers, whereas the expatriates complained about local workplace behaviour

2 Interviews with German managers end in ‘G’ and those with Chinese manag-
ers end in ‘C’. Wording and grammar of the original interview transcripts have
be corrected where necessary.
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as confusing, not efficient and time consuming. Nearly all interviewed
managers have a positive view of an open communication mode and
open information exchange of relevant facts. In the interviews it was
claimed that this positive attitude towards information sharing and prob-
lem solving serves as a basis for JV performance and success. We also
received positive statements about expert knowledge and vocational
qualification of the counterpart. Reliability was another issue in the con-
text of cognitive trust. Reliability develops over the time. Nearly all
participants we interviewed feel that after a sufficient amount of time
they know their counterpart well, so that the other’s behaviour is antici-
patable and predictable. However, this does not mean that the actions of
the other are always seen as positive. Reference was often made to the
counterpart’s loyalty to and dependence on their social network, which
was regarded as unacceptable.

We talk about difficulties very frankly. Besides the professional part
we also once discussed his personal problems. Our offices are very
close together so it is also the small distance that enables us to
interact easily (V18C).

He also told me confidential information. I often thought this is
something one should not talk about frankly — information that
would be rated as highly confidential from the German perspective,
at least. This really influenced my trust in a positive way — to think
that a trust relationship with him could arise (A7G).

We have interpreted statements concerning respectful and co-operative
behaviour, the positive accomplishment of loyalty expectations, and the
development of friendship as indicators of the development of normative
trust.

There have been situations in daily work life where I thought that
my colleague would leave me in a difficult situation. For example, if
I ordered something without talking with him about it in advance,
which happens sometimes. And I was so surprised that he still
supported me in this moment. I never thought that he would do so
(A2G).

And when he returned to Shanghai he brought a lot of presents to
our office. He gave me a pen with my name on it. This made me
really happy and I was so surprised. This really raised my trust in
him, because he accepts my work. Because he shows understanding
for my work and appreciates my efforts (V19C).

The positive findings are contrasted with statements that express nega-
tive impacts on trust. The partner’s behaviour was sometimes interpreted
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as uncooperative. The interviewed managers perceive three types of
action that negatively influence the co-operative relationship: breaking of
contracts, non-inclusion in decision-making, and wrong cultural behav-
iour.

And then he said he would deal with the subject, and I asked him not
to deal with it. Then I went to a meeting which was cancelled, and
when I returned after ten minutes he was dealing with the subject,
and I got extremely mad at him (A3G).

I know the Germans. They are always on time, stingy and hate
people from other countries. It is bad if they act rude without think-
ing, if they are arrogant and do not appreciate our effort (V19C).

We also clearly identified fields of mistrust of a cognitive and normative
character between Chinese and German managers. On the cognitive level
of trust, Chinese managers fear that expatriates are unable to think inte-
grally and to behave according to Chinese society’s requirements. Their
German counterparts tend to criticise the perceived insufficient analytical
skills of the Chinese. It seems to be more the German attitude to regard
the local partner with mistrust from the very beginning. Especially the
‘guanxi’” web adds complexity to the social relationship and is closely
connected with mistrust regarding parallel loyalties, the keeping of con-
tracts, the transfer of relevant information and financial aspects.

I do not like to rely on him. If he does it himself he will fight for his
way, and I do not want to rely on him. Sometimes if he deals with
these things, he does something and I have to correct him. I have to
be the trouble-shooter. I would do it better. Some bad things hap-
pened (A4C).

But there is still a dependency, even if the Chinese colleagues have
the same view as oneself. They get orders from above which they
will not tell us. There is a lot going on behind our backs (V11G).

In terms of normative mistrust we evaluated incongruences concerning
goals, expectations and values. They are perceived by the Chinese as well
as by the German managers.

Concerning work we do not share the same values. Quality of work
or thinking in terms of quality — it is difficult for the Chinese to
change that. So they stick to the level reached without changing
anything. Our advantage is that we take the chance, talk about
improvements (V11G).

I think this is related to our goal to take more management responsi-
bility. We started early to localise management here. And we had five
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German general managers here, and I think now it is time that the
Chinese staff take over (V16C).

CALCULATIVE TRUST, COGNITIVE TRUST AND NORMATIVE TRUST
ON THE INTERORGANISATIONAL LEVEL

On the calculative trust level, representatives of both partner companies
know exactly the reciprocal dependency of their mother companies at the
interorganisational level. Both Sino—German JVs were established in the
1980s. Due to governmental regulations at the time, IJVs were the only
entry strategy for the Chinese market. In all cases investigated the strate-
gic aim of the German parent companies was to enter the foreign market.
On the local side, all companies mentioned that the FPC possesses prod-
uct technology or production process know-how that is not available in
the host country and that offers a gain of competitive advantage for the
local partner against local competitors. From the Chinese perspective, the
access to foreign capital also seems very important.

We want to do business in China, and without the Chinese side we
will not get into the market —no chance. It is simply not a free market
economy (V11G).

You know, now that the local partner is going down, they have big
losses. But now with our new ability, we can get side-by-side as we
also have foreign customers (A4C).

By questioning aspects of cognitive trust on the interorganisational level,
we found statements in the interviews concerning superior technology,
advanced management systems and the good reputation of the partner
company. It was astonishing that all of the German executives had ex-
pressed mistrust towards the LPCs, whereas the Chinese managers did
not seem to mistrust the FPC.

But in the world and in the co-operation the brand of the foreign
partner is quite popular — so I think this will be a continuous co-
operation (A1C).

And that is why I trust the foreign partner. There are Germans who
have a very good understanding of the product and the quality. You
must admit this (A10C).

Concerning internal payment, if they have to pay 40 million, they
approach us two days later saying, ‘sorry, we do not have the money
— we cannot pay’. They pretend to support us, but the local partner
is eager to impede us in daily life. I have to admit that I do not trust
any of the local partners (A8G).
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After we had approved the internal payment of the money they said
we could do it but without a bill. We told them that we need a bill to
prove where the money has gone, but they said only without a bill,
‘otherwise we will not support you’” (A3G).

Elements of normative trust on the interorganisational level were not
identified in our samples.

DiscussioNn

The primary goal of our research was to explain how trust in co-operative
relationships develops over time, how trust appears at the interpersonal
and interorganisational level, and how these two levels of trust are inter-
related. Implications for trust-sensitive management of Japanese—foreign
JVs will be given.

THE INTERPERSONAL LEVEL OF TRUST

In our survey we identified all three forms of trust on the interpersonal
level between German expatriates and Chinese senior managers which
we placed into the layers of calculative, cognitive and, to a lesser extent,
normative trust (Hypothesis 2). Our theoretical assumption that calcula-
tive trust dominates interpersonal relationships at the beginning was
verified in our interviews. In IJVs in which boundary-spanning agents
work closely together, it is the knowledge of reciprocal dependency
which gives partners security and the feeling that they are not mistrusted
by the others. There is clear evidence from our interviews that all manag-
ers are aware of this reciprocal dependency. Whereas the German expatri-
ate contributes his expert knowledge and his close relationship to the
FPC, the local manager possesses all the necessary information about the
local staff, the local infrastructure and the relationship to the LPC. Both
boundary-spanning agents are also part of the larger network of their
own ethnicity, with informal information sharing among their groups.
Cognitive trust is based on continuous accumulation of information
about the counterpart. In this sense it is understandable that all partici-
pants in our survey feel that they can trust the other, because they assume
that they can anticipate the behaviour of the other. The statements given
support our assumption that cognitive trust will emerge after a certain
period of time. It takes time to acquire detailed knowledge about the
capabilities, the working attitude and the personality of the counterpart
manager. Nevertheless, our data also indicate the emergence of trust
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towards the counterpart manager owing to personal characteristics apart
from the workplace relationship, such as social background, hobbies and
family.

Indications of normative trust were frequent in our survey. The reason
is that the development of normative trust will take much longer than
cognitive trust. However, overseas assignments of expatriates are often of
short duration. International assignments of German companies are from
three to fourteen months on the short side and three to eight years at the
longest. German companies still consider China a developing country
with hardship conditions for expatriate managers, which leads to much
shorter international assignments. It is thus not surprising that normative
trust was not frequently encountered in the Chinese-German JVs investi-
gated.

The survey revealed that the German expatriates in our survey were
far from being included in the Chinese ‘danwei’ structure and therefore
cannot be considered as insiders (Hypthesis 3). However, we found quite
a few expressions of trust by the Chinese managers towards the German
expatriates. This implies that according to our definition, the expatriates
also do not fit into the category of outsiders, as this group is not trusted
at all. Obviously a kind of hybrid culture of trust is developing in the IJV.
By co-operating in daily IJV business, the German managers automatical-
ly come into contact with the Chinese managers and their business net-
work. However, a sharp distinction between business and private — prob-
ably influenced by the Western style of life — is also adopted by the
Chinese employees in the IJV regarding the managers of the FPC. So the
private sphere is not touched, which leads to a differentiation of trust in
the IJV and corresponds to our finding of a hybrid culture of trust in the
gv.

In our survey, it was primarily the German staff that expressed mis-
trust towards the workplace behaviour of their counterparts. The former
fail to place the inefficiency and laziness that they perceive into a motiva-
tional context. Without much reflection they seem to project the traits of a
‘modern” Western business culture onto the Chinese working environ-
ment. The Chinese managers, on the other hand, complained in the
interviews that the behaviour of the expatriates was culturally inappro-
priate. Expatriates generally see their role as introducing Western man-
agement expertise into Chinese-German IJVs, which does not allow for
informal local management practices. In fact some Western management
practices can cause difficulties in establishing relationships with the local
counterpart in China or the staff of the IJV. These include confrontations
during meetings — leading to loss of face by local participants — and
insistence on local managers assuming individual responsibility for ac-
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tions, which exerts pressure on local staff. Both tendencies indicate insuf-
ficient intercultural training programs before assignment from the FPC,
as well as from the FPC resulting in negative impacts on trusting behav-
iour and performance.

The findings of our research suggest thus far that especially within the
context of a local culture that attaches high value to transactions based
upon personal relationships, as in China, trust-sensitive management of
co-operative ventures should focus on the interpersonal level. This may
be achieved through careful selection of personnel, intercultural training,
longer assignments or a policy of human resource management in which
repatriated managers continue to be in charge of matters related to ‘their’
overseas IJV. Without continuity at the top management level of the LPC
and FPC, as well as the I]V, there is the risk of ‘corporate amnesia’ (Inkpen
and Beamish 1997; Turpin 1993), in which executives in both parent
companies forget the original motivation for this international co-opera-
tive alliance and past lessons from their personal relationships.

THE INTERORGANISATIONAL LEVEL OF TRUST AND ITS INTERDEPENDENCE
WITH THE INTERPERSONAL LEVEL

Interorganisational trust was emphasised infrequently in our sample. We
seldom encountered statements by LPC managers about personal trust in
the technical knowledge of the German expatriate resulting in interorgan-
isational trust in the high technical standards of the FPC. Culturally
insensitive or inappropriate personal behaviour of the expatriates leads
to mistrust in the organisational capacity of the FPC by the local staff,
because it is assumed that the FPC has carefully selected its expatriates.
The German expatriates, for instance, do not normally consider ‘guanxi’
or face-saving to be acceptable norms of business practices. Within IJVs,
the ‘guanxi’ in China may require favouritism in the selection of new
employees or in the allocation of contracts for supplies, and it may
involve what foreigners regard as corruption.

Our hypothesis 1 that interorganisational trust derives from interper-
sonal trust was partly confirmed. Statements by Chinese managers indi-
cate that the quality of work of individual employees of the partner
organisation is transferred to the interorganisational level. Obviously,
trust is generalized in some cases. However, deficits in personal interac-
tion also influence the organisational level of trust. To demonstrate the
insufficiency of the assumption that the influence of the interpersonal on
the interorganisational level is a ‘one-way street’, we need to have a closer
look at the interpersonal level again. At first glance, two statements of the
same individual employee concerning trust in the interpersonal relation
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appeared to be diametrically opposed, expressing a specific subtype of
trust, on the one hand — ‘I am sure he will also pass on all relevant
information” (A3G) — followed by a statement of mistrust, on the other —
‘When information involves employees, he always suffers temporary
Alzheimer’ (A3G).

Analysing this bewildering phenomenon, we evaluated the organisa-
tional framework that influences the interpersonal relationship. We dis-
covered that an incongruence of strategic goals between the FPC and the
LPC heavily influences the trusting personal relationship at the manage-
ment level. In general, disagreement between both partner companies
about the mission of the IJV leads to a lack of direction, and hence to some
amount of mistrust at the interorganisational and interpersonal level.
Such a conflict situation can only be extremely dysfunctional. Neither the
foreign nor the local values about work or interpersonal relations control
the situation in the IJV. There is no clear set of short-term or even long-
term goals for the individual managers and the IJV. Rather, uncertainty
prevails as each group of managers seeks to impose its assumptions about
human behaviour and proper workplace practices onto the IJV. In addi-
tion to these clashes at the management level, the local employees in some
cases expressed ambivalence as to what is expected of them. Should they
do business as usual under customary local norms, or should they at-
tempt to adapt to the often strange and different practices of the FPC.
Such an environment in an IJV is often unstable, laden with mistrust, and
likely to be ineffective.

The interorganisational impacts on interpersonal trusting relations
can be evaluated using two moderating variables: a parallel loyalty of the
managers and the temporary character of an expatriate’s assignment.
Loyalty is directed toward the counterpart manager as well as toward the
own ethnic group and/or company of origin. In light of the temporary
nature of the co-operation, loyalty towards the own ethnic group is
naturally the stronger tie. Problems arise if a strategic goal incongruence
affects the personal relationship from top management in either the FPC
or the LPC. Our interviews confirmed that interpersonal agreements or
oral contracts on the interpersonal level must frequently be readjusted
due to organisational constraints. Our theoretical considerations led us to
assume that such cases will lead to a climate of diminished trust or even
mistrust, where reestablishment of trust may be impossible.

However, our findings do not support this assumption: breaking indi-
vidual contracts and agreements did not automatically lead to mistrust at
the interpersonal level. The close distinction between confidence and
trust provides the rationale. While breaking of trust is attributed internal-
ly, the consequences of unsuitable confidence are attributed externally.
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The determinants of an individual’s actions depend not only on ability
and intention but also on social environment and situational factors (von
Rosenstiel 1988). Obviously the manager affected by a breaking of an
agreement takes these factors into account and attributes the problem
externally. In the course of time, a continuum is developed including
levels of trust and mistrust in the same field of co-operation regarding
external factors to determine the counterpart’s behaviour.

On the calculative level of interorganisational trust we find clear
evidence for strategic decision-making by the FPCs concerning market
entry strategies, partner selection criteria, the appropriate level of tech-
nology, use of capital and the reputation of partner companies. In the
initial stage of going international, it is extremely important, through
careful planning, to get the basic calculus for the IJV right. This careful
planning takes time and provides an opportunity for a degree of mutual
confidence and respect to develop between the main negotiators at the
interpersonal level, which leads to trust at the interorganisational level
when the IJV starts operations. The LPCs contributes the local knowledge
from the outset. During IJV formation, the Chinese partner deals nearly
exclusively with legal, official planning and domestic financial matters.
When the IJV is in operation, the contribution of the Chinese partners is
closely linked to operational networks, such as domestic sales, supplies,
human resource management and infrastructure. However, once an IJV is
in operation, the FPC progressively gains sufficient access to the local
knowledge. For reciprocal dependency on the calculative level, this im-
plies that the bargaining power of the LPC will gradually diminish,
depending on both the criticality of that knowledge and how fast the FPC
learns.

The surprising emergence of mistrust at the cognitive level towards
the LPCs in our research might be explained by the fact that the LPCs
investigated are still state-owned enterprises. The German expatriates
claim that the LPCs still provide a broad spectrum of social services
ranging from housing to medical care to funerals. This practice of human
resource management is transferred to the IJV, which results in an ex-
panded payroll, sometimes unnecessarily high-wage payments, prob-
lems with overstaffing and difficulties in personnel recruitment. All these
factors contribute to the impression that the foreign investor must pro-
vide the ‘iron rice bowl’ for the employees of the IJV and to some extent
to the personnel of the LPC, too. Choosing a IJV partner from the new
emerging private enterprises involves a partner selection strategy that
must cope with this problem (Dolles 2000).

For a foreign company interested in maintaining a stable, long-term
IJV, our findings clearly suggest that goal discrepancies on the interorgan-
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isational level should be avoided and compatibility in operational and
technical capabilities aimed at. The German companies listed as their
main strategic objectives gaining a strategic position in the Chinese mar-
ket, the attraction of the domestic market and the opportunity for long-
term profit. The Chinese companies are looking for technology transfer,
production techniques and management expertise. Such differing goals
and objectives could become critical issues in the Chinese-German IJVs
investigated. Goal integration in a trust-sensitive management of IJVs is
therefore a must for successful IJV management, as is a suitable fit be-
tween the organisation’s individuals and those of the IJV itself. This
means that both IJV partner companies need to understand the culture,
goals and values of the other party, and apply this information towards a
trustworthy collaboration. This widening of the trust-sensitive manage-
ment of IJVs increases the likelihood that the most important goal of both
partners and IJV — profitability — can be achieved.

IMPLICATIONS FOR ]APANESE-CHINESE INTERNATIONAL JOINT-VENTURES

Our survey of Japanese-German IJ Vs revealed several noteworthy differ-
ences to Chinese-German JVs that might also touch on the performance
of Chinese—Japanese co-operative ventures.

With regard to the antecedents of trust, it was mentioned in the
Japanese interviews that the interpersonal relationship is crucial for cre-
ating a successful co-operative relationship with Japanese companies.
Even if there is basic congruence in goals and objectives as well as overall
suitability of both partners on the organisational level, without a person-
al-relationship commitment and an open two-way communication, trust
will certainly not develop. For commitment the collaborating partner in
the IJV must not only be willing to express his long-term interest in the
co-operative venture but also to take affirmative action that demonstrates
willingness to act on promises. By doing this, the expatriate will person-
ally enter a ‘trust cycle’ where trust begets trust. Conversely, should the
Japanese managers perceive a violation of their trust by the expatriate,
they will quickly turn to distrust. This behaviour does not work too well
in the Chinese context, where Japanese managers in IJVs face the same
problems as German managers in dealing with the frequent readjustment
of interpersonal agreements or breaking of oral contracts by the local
managers.

The commitment to interpersonal trust in Japanese-German IJVs was
much higher than in the Chinese-German IJVs as indicated by the degree
of information exchange and long-term stable relationships between
managers in the IJV as well as between the top Chief Executive Officers
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(CEOs) in the FPC and the LPC. In light of our argument that boundary-
spanning agents in IJVs can have a direct influence on alliance perfor-
mance, we suggest that the influence of the boundary spanning agents in
Japanese-German IJVs is considerably higher than in Chinese-Germany
IJVs.

For the Japanese it is necessary to demonstrate trustworthiness over
time. However it should be noted that long-term trading in itself is not
sufficient to develop mutual trust in relationships. The relatively quick
turnover of expatriates in German—Chinese IJVs was not encountered in
Japan, where the expatriates tend to stay for a longer period of assign-
ment (two to six years compared to five to six years or even longer), which
supports the necessity of establishing a personal relationship and leads to
higher cultural sensitivity on the part of the expatriates. Given that Japan
is a high context culture (Fukuyama 1995), culturally sensitive behaviour
may communicate to the Japanese an aura of trustworthiness that goes
beyond verbal communication and leads to a mutual understanding
between both partners. This does not work for the Chinese situation,
because Japanese assignments in China are even shorter than the German
(one to two years), which does not allow for the development of a
personal relationship with the local managers. This finding is in line with
the observations made by Yan (2000) that the frequent replacement of
expatriate managers appears to damage the performance of IJVs and is
regretted by the Chinese managers. Complaints were expressed by the
Chinese managers also about not being informed in advance of the turn-
over and the reasons the FPCs’ reasons to replace the foreign manager.

With regard to our hypothesis concerning the development of trust,
we clearly identified that trust in Chinese-German IJVs develops through
the levels of calculative, cognitive and normative trust. In analysing
Japanese-German IJVs, we found that the Japanese companies are more
predisposed to trusting their partners than the German companies, as
indicated by the need for informal and formal mechanisms of partner
control. This finding puts our theoretical framework in reverse order for
the Japanese point of view, which starts co-operative relationships from a
normative view of trust and puts calculative aspects of trust last. A
Japanese CEO in our interviews made the following distinction:

The Germans normally trust their business partner on the premise of
proper economic facts, such as turnover or sales volume. The Ger-
mans clearly state that they did not come to Japan to participate in a
coffee party, they want to do business straight away. From the Japa-
nese point of view, we expect first to establish a personal relation-
ship, a kind of mutual understanding of the other first, before talking
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about business. Business figures really do not affect the development
of trust between both partners at the very beginning (3F503).

Sako (1998, 1992) and Dore (1983) came to similar conclusions in their
studies on Japanese and British companies. This is an indication of pre-
vailing business norms, which are determined by societal-level cultural
values. Societal norms may be self-reinforcing. Over time, a history of
good experience with trusting behaviour in Japan may have promoted
the diffusion of trust. This finding is supported by the research of Yama-
gishi and Yamagishi (1994) and is in line with our results.

In trying to see implications for Japanese—Chinese IJVs in China, we
might think that with the placing of personal relationships in the fore-
ground, it is probably the Japanese approach of dealing with co-opera-
tive relationship that might work better in the Chinese social environ-
ment, which is highly complex and hence uncertain from a Western
perspective. The relatively frequent turnover of Japanese expatriates,
however, does not support this assumption. Chinese managers in Japa-
nese—Chinese IJVs also complain about the behaviour of the Japanese
expatriates as being culturally unsuitable. The balanced reciprocal de-
pendency found in the German—foreign cases on the calculative level is
not found in Japanese—Chinese IJVs because of the Japanese Chinese
language skills (at least the ability to read and write Chinese characters).
Therefore, the Chinese managers feel much more dependent on the
expatriate, which might cause negative motivational effects. Beyond this
impression, there is evidence that senior positions in Japanese-Chinese
IJVs are mainly held by Japanese managers, and local managers are not
encouraged to strive for career development opportunities. In Chinese—
German IJVs, in contrast, Chinese managers seem to be restricted to the
areas of personnel, domestic sales, purchasing and deputy general man-
agerships. One of the Chinese-German IJVs in our survey had parallel
organisational structures with all senior positions jointly held by a Ger-
man and a Chinese manager. This approach of creating an equal working
environment is perceived as having great advantages for Chinese profes-
sionals working in an IJV and might be the key to successful trust-
sensitive IJV management in China.
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