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I. Overview: Occasion for the Research

	


Two decades of economic reform and entry into the WTO has made China one of the most promising markets in the world. Many companies are eager to take advantage of new deregulation that allows for greater shares of ownership and freedom to trade outside of specially designated zones.  However, companies should not view regulations as a set of objective and fixed rules that define the boundaries of acceptable practices.  China’s regulatory system remains characterized by a significant level of political interference that determines how rules are interpreted, and if or when they will be enforced.  Political reforms and WTO accession are creating greater transparency in the regulatory system, but the government’s goal of creating clear and objective rules is still very much a long-term process.  Weak commercial law gives officials leeway to impose regulatory costs with little fear of legal punishment.  Thus political intervention in both the regulatory and legal systems results in a structure where political interests may regulate the economy with impunity.  This puts foreign companies at a competitive disadvantage, with little legal recourse to prevent unfavorable treatment.

The Chinese regulatory system often mixes formal and informal channels of influence.  Formal rules dictate acceptable business practices, as well as the choices government officials have of regulating their jurisdiction.  However, despite formal legal rules, informal political influence often determines exactly how they are interpreted and enforced.  This often takes place on the ‘gray areas’ of the law, where the rules easily bent.  Thus it is the confluence of formal institutions and informal channels of influence that often determine how regulations affect business operations.  

A key implication of this type of legal structure is the blurring of the lines between personal and professional relationships.  In China business decisions depend as much on personal trust and connections as they do on legal contracts.  This cultural characteristic pervades both business and regulatory decisions.  Therefore foreign companies could find themselves subject to the biased decisions of politicians or powerful interests.  Without clear standards of legal protection, strategies for dealing with regulatory problems must focus mostly on informal channels of influence.  This report will outline a number of strategies that cultivate reputation and influence within the government, which in turn offsets many of the information asymmetries, helps MNCs prevent regulatory discrimination and possibly to attain favorable treatment. 
The three primary challenges of China’s regulatory regime can be summarized as follows:

Information Asymmetries: Transition from a collectively organized economy to a more open market-based one requires a complete overhaul of the rules.  Many regulatory procedures continue to exist in order to protect favored firms and industries.  The process of reform means that regulations are constantly changing as well as the bureaucratic structures to enforce them.

Local-Central Split: Political reforms have created a very fragmented market, where local governments have significant autonomy.  In many ways companies must learn to navigate two separate regulatory systems at the same time.  Despite sweeping changes to the central government’s regulatory policy, local governments may continue to flaunt the rules and impose additional coasts on foreign firms.
Weak Rule of Law: The ability of local officials to act with impunity is aided by the absence of any real legal checks on their power.  Commercial law has only recently begun to be implemented, and in many ways still takes a back seat to more traditional practices of political tutelage.  The real problem lies in the legal system, which lacks independence or the human resources to effectively adjudicate problems.  Even when decisions are handed down, it may be very difficult for foreign companies to have them enforced.

	The Strategic Basis: Developing Guanxi Networks: 

	Given the relative lack of formal legal recourse, foreign companies must rely on an informal network of political connections to ensure that their commercial interests and rights are upheld.  Therefore the process of building ‘guanxi,’ or connections, should be the cornerstone of any market strategy.  Ultimately companies should strive to build a solid public reputation that will aid them with informal relationships.  This reservoir of influence is essential to preventing discriminatory rule making, helping to equalize information asymmetries and having the rules enforced when necessary.  If foreign MNCs do not focus on developing a sound government relations agenda, they will find themselves at a serious competitive disadvantage with more ‘well-connected’ domestic firms. Thus they may face such obstacles as bureaucratic red tape, additional costs and stricter enforcement of the rules.


Overview of Drivers of Regulatory Risk and Solutions
	Information Asymmetries (p3)
	· Interpretation of regulations may shift based on changing political winds and reforms at the center 

· Enforcement may be more of less stringent at the local level.
· Internally distributed regulations are often off limits to foreign nationals until they are published, which makes it difficult to stay appraised of rue changes.
· Closed political System-  & political infighting
· Political Favoritism

	· Develop relations with a broad range of officials in different ministries. Do not rely on only a few key contacts.

· Must manage connections at all levels of government

· Government connections can give a company the inside track on future rule changes and ensure they are not caught off-guard by closed internal processes.

· If MNCs develop the right government connections, favoritism can play to their advantage.

	Multiple Tiers

of Government (p6)
	· Local governments may institute regional trade barriers
· Unforeseen Costs: suggested investments, increased rents,  
· Local Officials may interpret and enforce rules differently tha they were intended
· Fragmented regulations create coordination problems for MNCs in balancing relations in many different localities as well as the central level 
	· Foreign companies can provide tours of facilities and maintain close connections with local officials in order to emphasize their importance to local revenue and politics.

· Hire local managers that have established relations in local areas of operation.

· Strive to meet local development needs, such as training, infrastructure and education.

	Weak Rule of Law (p8)
	· Some politicians may be able to act with impunity

· MNCs may find it difficult to have rules enforced in their favor

· WTO regulations may be difficult to enforce 

· Allows domestic contractors or partners to counterfeit proprietary information.

· Difficult to prevent powerful connections from taking a negative advantage of their connections. 


	· Established companies may be able to push central authorities for better enforcement of central government regulations as well as WTO protections.

· MNCS can utilize home-country connections to pressure the Chinese government for stricter enforcement of WTO regulations.

· MNCs should utilize legal professionals with extensive experience in the Chinese market, and they should try to push the boundaries of legal reform. 



	Coda: The Future of Regulatory Risk in China

	Many of the China’s current regulatory obstacles are a product of the monumental reform process and residual institutions from the former ‘command’ style economy.  However the new Chinese leadership has demonstrated that it is committed to pushing forward the market economy and the rule of law.  For example, they are trying to re-centralize the tax and regulatory systems and they are slowly taking steps to address the human resources and enforcement problems found in the legal system.  Furthermore WTO entry is a conscious move to bind the government to market-oriented policies.  Yet these are remain long-term ideals.  In the meantime local officials will retain a significant degree of latitude that will enable them to extract resources from foreign firms.  


II. Regulatory Obstacles Faced by MNCs

This section seeks to highlight the implications of these regulatory problems for MNCs in China.  The on-going process of reform fosters the three primary regulatory problems outlined above, which may be temporary obstacles. Other challenges are, such as the lack of political transparency and importance of individual power may be far more endemic to the political system itself.

Challenge I:  Offsetting Information Asymmetries
Driver 1: Constantly Changing Regulations 

One of the main problems for foreign companies in China is that the regulations are constantly changing due to the process of economic and political reform.  The central government continues to issue new rules in order to foster a market economy and comply with WTO agreements.  

Driver 2: Changing Bureaucratic Functions

At the same time political reforms are changing the makeup of regulatory bodies, and the functioning of the bureaucracy.  In the course of reform, the government has decentralized many regulatory responsibilities.  As explained later, decentralization has created problems, which have led the government to try and re-centralize control.  Therefore, responsibility may shift from one ministry to another or be given to a different level of government.  While most of these changes are in the interest of greater openness and transparency, it is not always clear how they will affect regulatory practices on the ground.

Driver 2: Opaque Political Structure

In addition to dynamic regulations, the opaque regulatory process also makes it very difficult to gauge how changes will affect their operations.  The Economist Intelligence Unit states that firms are “hampered by a lack of transparency when it comes to the details of new regulations. Important new rules often take the form of administrative notices, rather than laws passed by legislatures at various levels; moreover, they are initially distributed internally.”  These internal regulations are often off limits to foreign nationals until they are published - often in an incomplete manner.
  This obviously puts foreign companies at an informational disadvantage when it comes to understanding the changing regulatory structure. Therefore, the opaque political process combined with constantly shifting rules results in a great deal of regulatory uncertainty.

Drivers



 Outcomes



        Challenges







Driver 4: Government Involvement and Favoritism

Perhaps the most important problem faced by foreign companies is that regulations are supported by a political and legal culture that places primary importance on political interests rather than the rule of law.  Government involvement and direction of the economy is to some extent a legacy of the previous system.  Under the central planning system, government authorities controlled all economic transactions, so they became accustomed to absolute authority over procurement, production, and distribution of goods.  In the current reform era the market has come to govern most interaction, yet political ideology continues to support a significant degree of government involvement.  During this period of transition and development, the government will often promote favored industries or companies while protecting those industries it considers weak or strategic.  Therefore foreign companies that fall into favorable categories, such as high technology, will find it much easier to establish government relations and receive advantageous regulatory treatment.  In contrast, other companies operating in protected industries, such as retail or white goods, will find it more difficult to develop good government connections.  While the WTO may give them greater market access at the macro level, it is possible they find continue to find themselves lost in a maze of bureaucratic red tape.  Moreover such companies may face a stricter enforcement of the rules or more covert discriminatory practices.

	Case-In-Point:  Whirlpool Encounters Regulatory Delay

	When Whirlpool first entered China, they did not put significant emphasis on developing government relations. Without important connections to expedite the new product approval process, it would take two to three years to bring new products to market. By that time the products were out of date. This competitive disadvantage contributed to reported losses of $100 million.
 In its preparations to re-enter the market, Whirlpool has decided to focus much more on their government relations strategy.



Driver 5: Policy-making as an Outcome of Political Infighting

Various bureaucratic interests and the intervention of influential individuals characterize regulatory policy making, and the interplay of these political interests are a major driver of regulatory risk.  Rules often reflect the outcome of political contestation within the communist party.  Various ministries regulate different sectors, and each one often has its own bureaucratic interests.  For example the MOF and MOFTEC (now Ministry of Commerce) generally promote more liberal and free trade policies, while other ministries may be concerned about protecting their vested interests.  Another determinate factor is the positioning of influential ministers. Many key officials wield a tremendous amount of individual power and may be able to derail plans they do not support.  The outcome of inter-ministerial conflict and political contests often determines how regulations are created and enforced.  Therefore it is not only the reform process that causes regulations to vacillate, but also the constellation of political power.  In Beijing power may shift quickly and the rules of the game along with it.
  Sometimes the government may change its stance in the middle of a deal, so it is best to assume that a deal is never done until it is implemented and the money has been made.  Even then, a company must constantly be prepared to deal with unexpected changes in policy.


Implications of Information Asymmetries 

High government involvement is coupled with lack of clear public information, and these asymmetries can often put foreign companies at a significant competitive disadvantage.  Domestic competitors that have an established network of informal connections are much more likely to stay appraised of the changing regulatory environment than are foreign firms without preferential information.

Secondly, the constantly changing system leaves a significant gray area at the edges of the regulatory boundaries that contributes to variation in the ways that the rules are applied.  While new laws delimit the limits of acceptable behavior for many officials, the rules are not always interpreted or enforced the same way in across the country.  Thus the main problem for foreign firms is likely to be at the local level, because it provides local officials with the opportunity for loose interpretation and enforcement.  It may take a long time for new laws to be disseminated to local officials, and for local officials to incorporate them into normal practice.  Moreover some localities may simply choose to ignore national legal codes. 

Consequently, regulation in China is characterized by a high degree of randomness.  Rule changes may surprise MNCs who are not able to offset their lack of formal information.  Interpretations of the regulations may shift based on changing political winds and reforms at the center, while enforcement may be more of less stringent at the local level.  Thus firms must understand the particularities of the Chinese political structure in order to successfully navigate the regulatory currents.  Yet even with proper due diligence, the difference between discriminatory and favorable treatment may often boil down to a company’s relations with the proper authorities.

China has a plethora of rules both formal and informal; the regional variation in rules and the rapid changes in the system make it particularly difficult to have one strategy for the entire country: As one executive noted, operating in the regulatory environment in the US is like driving a Cadillac on the highway, whereas in China one needs to drive a Jeep.  Thus the most important aspect of any strategy is adaptability.  Companies must be prepared to deal with a number of unforeseen obstacles by creative use of resources both formal and informal.
Challenge II: Navigating a Two-Tiered Regulatory System (central–local)

A division of power centers between the local and central governments compounds the problems associated with dynamic regulations.  Since China embarked on reforms in the 1980s, a significant degree of decision-making has been given to local authorities.  Reforms have given these localities responsibility for tax revenue, which in turn gives them a direct interest in protecting local businesses.  Therefore the process of decentralizing power has created regional interests, which has not only cased a split between the central and local levels but also between the localities.  Local governments have instituted regional trade barriers, and they regulate their territory independent of all others.  The result is a very fragmented regulatory structure that resembles the variation between European countries more than the unified market in the US. Thus companies must get approval from three levels of government, and each province and city may have its own particular requirements, as illustrated by Carlsberg’s experience.

	Case-In-Point:  Carlsberg Encounters Costly Local Regulation

	Carlsberg decided on a free glass give away in order to promote its brand.  It tried to centrally produce the mugs but by law had to label the volume.  They encountered different regulations for size and labeling in every locality, and soon found the various design requirements made the promotion too costly to pursue.



Implications for Foreign Firms

This division of power creates two types of problems for MNCs when developing a government relations program.  The most important problem is selective enforcement and arbitrary intervention by local politicians. Even if regional rules and actions go against central policy the government in Beijing has few means to prevent it.
  Despite the clear intentions of Beijing officials, local politicians may enact their own interpretation of the rules and deploy different means for enforcing them.  They may often impose unforeseen regulations that do not reflect central government policy, such as increased real estate rents, extra taxes, sudden fees, or ‘suggested’ investment.  They may also slow down the process for permit approval or create extra costs for supply and distribution.  Given the fact that foreign firms often lack local legitimacy when they first enter the market, they are prime targets for discriminatory regulations.

The second problem is the coordination of government relations with many different levels of government and across localities.  Bureaucratic functions may overlap sometimes, which would require a company to get approval from many different offices.  MNCs must try to cater to the different rules in each place of operation, and the division of power makes it possible for a company to execute plans solely with local approval.  However companies cannot afford to disregard their relationship with the central government, which may change the leeway it gives to local officials or decide upon stricter enforcement in particular cases.  The lesson from cases such as Carrefour’s (see below) is that companies must develop good government relations both at all of locations of operation and with all levels of government.

	Case In Point—Contrasting experiecnces with Two-Tiered Government


	[image: image2.png]



[image: image3.png]WAL*MART"

AWAS oW FRCES.





	

	
	Industry:

Total Investment in China:

Sales in Asia/Global:

Employees in China/Global:


	Insert

	Since entering the Chinese market in 1995, Carrefour now has 28 stores in fifteen Chinese cities with annual sales reaching RMB 6 billion.  In Contrast, Wal-Mart has been trying to enter the market for the past three years but have yet to establish significant operations because the Chinese government has delayed the issuance of their permit.

At the time of its entry, Carrefour decided to creatively circumvent central government regulations prohibiting foreign ownership, because they believed it was strategically imperative to enter the market quickly.  Their operations were illegal, but their relations with local officials gave them the opportunity to proceed without informing the central government.  However, in 2001 Carrefour was cited for its failure to secure the central government’s approval for opening all of the stores it operates, relying instead on the goodwill of local authorities.  Due to this citation by the State Economic and Trade Commission (SETC), Carrefour’s expansion plans have been derailed
In contrast to Carrefour’s strategy of dealing solely with local governments, Wal-Mart chose to go through the proper central government channels for permit approval.  The result is that they have had to wait an extremely long time for approval.  They currently have a number of stores pending, but they have yet to establish serious operations.

This type of bureaucratic delay clearly reflects the central government’s desire to protect its retail industry, while Carrefour’s problems not only illustrate the difficulties of dealing with multiple layers of government, it also highlights how the central government can reverse its course through enforcement measures.  Recent regulations have ordered to rectify and restructure this industry, and prohibited local governments from approving the operations of any new foreign retailers of the kind.  Many analysts assert that the central government’s intention is to both regulate the retail market and protect the still fledgling domestic retail companies, providing them time to learn and strengthen themselves in preparation for a more open market after the country’s accession to the WTO.

Carrefour still believes that its entrance strategy was correct; after all, it is profitable in China while Wal-Mart is still waiting for central government approval.  However, Carrefour’s new strategy is to pursue both local and central approval simultaneously.  In order to generate goodwill with the central government, Carrefour has shifted its expansion plans to the west of China and has expanded its retail export business beyond its current needs.  These moves are intended to demonstrate to the central government that Carrefour intends to invest in China long-term.


Challenge III: Coping with a Lack of Legal Protections 

Perhaps the most important regulatory problem for MNCs is the enforcement of the rules by the legal system.  Government emphasis on rule by law is a very new occurrence.  A significant body of commercial law has only been developing for the last 20 years, and many important laws are currently being written.  Despite the dramatic increase in formal legal codes and regulations, it is unlikely that they will be an objective constraint on behavior without significant legal reform.  This is for a number of reasons.  First, the legal system is hampered by significant human resources problems.  Judges are often former military leaders with little legal training and there is a dearth of qualified lawyers.  Secondly, there may be a huge backlog of cases, sometimes up to twenty years, which makes it extremely difficult to have a case heard.  Moreover, even if a company can get a court to rule in its favor, it may be extremely difficult to have the verdict enforced.
  Yet the most important problem for foreign firms is the fact that the judicial system is not independent and remains closely controlled by politicians, so it is unable to rule in a fair and impartial manner.  “At the local level, for example, judges are highly unlikely to rule against local dignitaries, such as government and party officials, and managers of state-owned enterprises.”
  Without significant legal reform, regulations and commercial law are unlikely to provide companies with a legal recourse to protect their interests, as illustrated below.
	Case-In-Point:  Crocodile Enmeshed in Long-Term Litigation


	Crocodile, a Singaporean clothing retailer, brought suit against its domestic manager for raiding the warehouse and stealing the product line after she was fired.  The manager was hired in part because of her strong relations to the government.  Five years later the company found itself still struggling to bring the case to trial, while the former manager was serving as a special guest to the top legislative body.


	Strategy
	Advantages
	Disadvantages

	Conduct Due Diligence

	· Understanding the Formal Regulatory System
· Utilize consultants and other resources to develop an understanding of inner-party politics at the central level?

· Understand the time frame for the implementation of WTO-related deregulation?

· Ask many specific questions about regulations in all local areas you plan to operate? 
	· Companies need to be aware of exactly what type of regulatory environment they are getting into.  

· Allows companies to prepare contracts that and formalize government relations.
	· None

	· Clarifying Operational Differences on the Ground

· Research which legal areas the government will be able to Shift its Position if it wants?
· Know whether Central Government Intentions will be Enforceable

· Analyze which WTO regulations will have immediate effect and which ones require significant changes in bureaucratic functioning and legal enforcement

· Understand the types of hidden barriers or obstacles may be used by local officials
	· This type of research focuses on the types of regulatory problems that will arise in a given environment

· Allows companies to prepare an entry strategy that minimizes regulatory risk.
	· None

	· Developing the Right Contacts and Entry Strategy
· Start making connections at both the local and central levels
· Develop a diverse network of relationships

· Locate operations in areas with established guanxi
· Leverage connections in the home country
· Promote a formal long-term commitment to the government at the start
	· Allows companies to deal with problems derived from split

· Distributes risk by giving MNCs a variety of contacts
	· None

	Short Term Strategies
	
	

	· Hiring Local Managers
	· The best way to reliably tap existing connections 
	· Powerful managers may act with impunity

	· Consultants that specialize in ‘connections’
	· Simple and Quick
	· Connections are secondhand

	· Joint Ventures
	· Tap existing business connections
	· Often have management and counterfeiting problems

	· Give Officials an Interest
	· Co-opts potential regulatory threats
	· Pushes legal boundaries

	Manage Existing Relationshi
	
	

	· Building and Managing Guanxi in the Long-Run

· Use Connections at the central level judiciously

· Rely on guanxi as a last resort

· Strike a balance between commercial and political interests
	· Allows companies to combat the most serious regulatory obstacles

· Can actually foster a favorable regulatory environment
	· Use of guanxi can create reciprocal demands on firms.

	· Strive for Localization
· Develop workforce training programs
	· Benefits relations at all levels of operation

· Provides benefits to the government
	· few

	· Tactical Use of Investment Capital

· Invest in projects that will benefit business operations and provide solutions to the government’s development problems.
	· Creates mutual benefits that foster commercial success and sound government relations
	· Desire to develop guanxi may put MNC’s in a poor negotiating position 

	· Utilize Influence in the Home Country
· Use business and political connections to provide incentive and pressure.
	· Reliable connections

· Valuable method of treating officials
	· Excessive pressure may harm relations.

	· Leverage Existing Relationships
	· Favorable treatment
	· Reciprocal demands




III.   Strategies to Manage Risk
The Strategic Basis: Cultivate Guanxi

More than any other strategy, the process of building “guanxi” (i.e., connections) is central for any company seeking to cope with regulatory obstacles.  In general this is the process of building an informal network of influence that allows MNCs to stay informed of important regulations and cope with obstacles when they arise.  From the outset it should be noted that guanxi is not simply ‘who you know’ as it is often thought of in a western context.  Instead it is a concept that carries a significant degree of cultural connotation.  It is important for strategists to familiarize themselves with the concept’s significance in the Chinese market, its various manifestations, how it is cultivated, and the potential pitfalls of various ‘guanxi strategies.’  As indicated, knowing how to navigate this informal system of influence can be the difference between success and failure.  According to David Ahlstrom, an expert on Chinese regulatory risk, the regulatory system poses a number of risks for foreign companies, but if they are able to cultivate the right connections and reputation then they may even be to receive favorable treatment.  The following four questions highlight the key basic aspects of understanding the concept of guanxi.

Informal Influence is Essential to Success

One survey of executives from 19 foreign companies with operations in China asked them to rank the most important factors for their company’s long-term success. The choices included such factors as: choosing the right business location, choosing the right entry strategy, competitive prices, flexibility in business operations, Guanxi with Chinese business associates, long-term commitment to the China market, management control, product differentiation and quality, and understanding of China’s policy. Guanxi was the only factor consistently picked as a key to success.

Guanxi provides companies with numerous benefits.  In general, political influence is a key resource that allows companies to flexibly deal with regulatory challenges.  Business executives have identified a number of specific advantages to having guanxi, such as a source of information on government policy and regulation, a resource for expediting the approval of permits, a means of smoothing out supplies, distribution, and payments, and a significant means of promoting company reputation.

How Firms Develop Guanxi

Foreign firms should realize that cultivating government relations is a long-term process.  The first step is to initiate contact with a prospective connection.  These contacts should be chosen based on a firm’s due diligence regarding the most influential regulators at both the central and local levels. In general, companies should seek to establish relations with a broad array of individuals with both formal and informal power.  Given the varied nature of the regulatory problems that firms will face in different parts of the country, it is impossible to provide a specific analysis of the exact people that companies should contact.  The best way for foreign firms to initiate and develop contacts is by offering officials advantages that they cannot receive from domestic companies, such as expense –paid tours of facilities in the home country.  According to one survey of foreign firms, the most common ways to initiate guanxi in order of importance are: 

1. To invite officials to visit the company in China or in the home country, while paying for all the expense of the trip

2. To entertain potential contacts with lavish banquets and social functions

3. To give gifts of small monetary value

4. Use an intermediary contact

Most often the process is initiated by one contact, perhaps associated with operations in the home country, who then is able to introduce company representatives to other contacts, and so on.  This is why cultivating a sound network of connections must be viewed as a long-term process – it must be built-up person by person.Once contacts have been initiated, they must be cultivated through numerous repeated interactions, such as exchanging favors, ensuring long-term mutual benefits, and further developing personal relationships and trust.
 
Common Problems Foreign Firms Encounter with Guanxi

Westerners have a tendency to view guanxi simply as network of contacts that do favors for one another.  While this is often the case, it should be emphasized that there is clear reciprocal quality to the exchange.  In other words it is a type of social capital that will be expected to be repaid in full.  If one party does the other a favor then it is expected that a favor of the same magnitude will be returned at some point in the future.  Thus it is not simply a system of ‘who knows who’ but one of ‘who owes whom a favor.’

For this reason guanxi can be a double-edged sword.  A company might want to ask for a favor in order to secure an important government contract.  Invariably they will be asked for a return favor that they might not want to fulfill.  Failure to comply with a reciprocal request can not only destroy the long-term relationship, it can also cause the once beneficial ally to create many difficulties for ones operations.

A major problem with such strategies is that they may border on illegality.  Westerners often misconstrue the common practice of gift-giving as bribery and corruption, but gift giving is simply a part of the day-to-day operations of doing business in China.  In Chinese culture there are important distinctions between the gifts and bribes.  Most importantly, there is a logic of appropriateness to gift-giving, such as the reasonable value of gifts and its use to represent the long-term relationship.  

It is clear that this normal business practice of mixing personal and professional lives can, and often does, cross the boundaries of illegality.  Many companies acknowledge the practice of bribing local officials in order to receive favorable treatment.  However, many of the successful companies surveyed for this report did not have to pursue this type of strategy, because their size and influence allows them to avoid such illegal practices.
  Firms may actually benefit from a ‘clean’ reputation, because it indicates that they have built their relationships on mutual interests rather then illegal exchange.  Such a reputation may also provides them with benefits regarding public perception of their company.
Due Diligence

According to analysts at A.T. Kearney, “Many companies admit that their initial due diligence was overshadowed by enthusiasm for jumping into a new expansive market.” 
  In view of the variable and highly particular nature of the regulatory regime, companies are well advised to do significant research and develop a detailed understanding of the country’s politics before undertaking serious operations.  This section will provide a checklist for formulating a clear strategy prior to entry.  The major components include:

Steps Toward Good Due Diligence


Understanding the Formal Institutions

· Step 1: Utilize consultants and other research to develop an understanding of inner-party politics at the central level?

The first step in developing a government relations strategy is to understand the formal rules and how they will affect foreign companies.  This is sometimes difficult, because those rules are always changing, but there are consistent institutional logics that companies can focus on.  The following steps should be taken to ensure a proper understanding of the regulatory environment. In order to do this companies must focus on the following questions:

1. What are the various ministerial and bureaucratic interests?  

2. Which individuals control ministries and regulatory bodies?  

3. How might the regulatory bureaucracy change during the reform process (for example MOFTEC recently became the Ministry of Commerce during the recent Party Congress and had some of its regulatory responsibilities reshuffled)?

Implications 

It is important to stay appraised of central party politics for several reasons.  First, MNCs must understand why various groups in the government will be more or less receptive to their plans.  As one executive at Motorola noted, most in the Ministry of Finance and Ministry of Commerce are more liberal and like the idea of foreign investment, whereas other central groups may be more leery of exposure to foreign business.  Secondly, companies must present a proposal for tax and permit classifications, should be formulated in order to win approval from various political interests.  This often entails concessions regarding the country’s development goals. This type of proposal formulation will most likely appeal to all types of party officials.  If a company is able to show that they will provide solutions for China’s economic growth needs, such as infrastructure, technology, employment, or workforce development, then they are much more likely to receive favorable treatment.  Lastly, an understanding of Communist Party politics gives companies an idea of who to target when building contacts within the government.  Due to the opaque and shifting nature of Chinese politics, it is virtually impossible to clearly predict who will be in control; however, it is possible to get a general idea of factional interests in order to better asses how a company should attempt to build a broad coalition of support within the central government.

· Step 2: Understand the time frame for the implementation of WTO-related deregulation?

Foreign firms are all looking to the WTO to provide more open and fair competition.  WTO commitments and the enforcement pressure that the organization brings will be vital to foreign companies for deregulating much of the macro level protectionism.  Knowing the timeline for WTO regulations allows companies to better formulate the timing of their strategies.  While speed may be of the essence when getting into the market, it may be better sometimes to wait until markets have been more deregulated before embarking on ambitious agendas.  For example, while it has been successful to date, Carrefour is currently playing a waiting game until WTO regulations come through in a few years that will allow them to continue with expansion plans.

· Step 3: Ask many specific questions about regulations in all local areas you plan to operate?

This may seem like an obvious step, but it is more difficult than it seems.  There are often a lot of legal loopholes that allow for loose interpretation of the rules, which officials may take advantage of if it has not already been clearly spelled out to the company.  Therefore it is a good idea to ask very particular questions about the regulations before starting operations.  If possible, have lawyers draw up a document that clearly articulates the rules in case they are suddenly changed. 

Firms should also clarify which officials are actually in charge of various regulations in each location.  This is because people in charge of particular functions may have different titles in different localities, and sometimes the people with real power are not formally recognized.
  As one manager commented, “You have to know who is actually in charge of what in the different regions of China. As we have expanded to different regions, we must learn who has authority and over what area. Sometimes an official's title tells you very little about that person's real authority over a certain function. In another part of the country, someone with a completely different title could be in charge of that same governmental function there.  And sometimes it is someone with no title who has the real power. You have to go region by region and take time to learn who is who ... It helps to know people with connections in each region.”

Clarifying Operational Differences on the Ground

One of the biggest problems for companies is adapting to the differences between formal pronouncements by central authorities and the operational effect of such policies.  Understanding the formal regulatory structure is simply not enough.  Firms must develop a sophisticated understanding of bureaucratic channels and informal rules that accompany enforcement of formal policy.  To do this, companies can consult with their home country’s State Department, as well as other companies that have extensive experience in the market (e.g. Singaporean, Hong Kong, or Western firms) in order to discover the types of regulatory problems they are likely to encounter in their industry.  There are also a number of international law firms established in places like Beijing and Hong Kong that can provide useful information on potential problems (referrals available).  The most important overall questions are detailed below.

· Step 1: Research which legal areas the government will be able to shift its position if it wants?
The WTO will bring in an outside source of regulatory enforcement, which will assist MNCs by binding the government to an international standard in some areas.  Yet, the trade body will only apply to some aspects of government relations, and, as we have already noted, the central authorities have often used the tactic of vacillation in order to extract maximum concessions from foreign firms.  What seems to be a done deal one day may be reversed the next, so companies should be prepared to constantly negotiate.  Therefore a key concern for assessing regulatory risk is the degree to which the government has room to change its position.  What kinds of additional requirements might they add on to any agreement?  How might they create informal protections that are far more covert than the explicit regulation?  In this regard, it is important to recognize which industries the government has traditionally perceived as strategic or restricted.  While these sectors may be opened to investment, it is likely the government will use regulatory barriers to prevent foreign penetration as much as possible.  Common tactics may be negotiating or permit delays.

· Step 2:Know whether Central Government Intentions will be Enforceable

The central government clearly intends to develop a more transparent system.  Despite significant progress in this respect, there remain significant obstacles to realizing this ideal.  One of the most significant problems lies in the ability of Beijing to enforce regulations at the local level.  In the current system central authorities often lack systemic mechanisms for managing and punishing local bureaucracies.
  As one commentator noted, China’s regulatory structure can be thought of as prison yard, with the central authorities as the search light in the middle.  They may be able to shine the light on particular areas, at which time the inmates will shape up, but once the light moves on all hell breaks loose.  

· Step 3: Analyze which WTO regulations will have immediate effect and which ones require significant changes in bureaucratic functioning and legal enforcement

When assessing new regulations, a key question is whether they will have an immediate effect on the ground.  David Ahlstrom has noted that there is a significant difference between regulations issued by the central government and how those regulations are interpreted at the local level.  Regulations will need to be complimented by significant legislation at the local level, the capability to adjudicate cases and most importantly a local willingness to enforce decisions.
  All three of these issues face significant obstacles.  Local officials are often reluctant to pass legislation that goes against their financial interests; the legal system is incredibly unreliable, and local law enforcement cannot be counted upon to put judicial decisions into effect if they damage local interests.  For all of these reasons, local officials are likely to be the most problematic for companies, because they will still be able to throw up roadblocks with impunity.

· Step 4: Understand the types of hidden barriers or obstacles that may be used by local officials

Local officials operate at both the provincial and city levels, and each level may have particular tactics for imposing regulatory costs on firms.  At the provincial level, regulators have constructed trade barriers between regions, and they can create regulatory barriers by manipulating hard currency issues, procurement of raw materials, and supply and distribution networks.  At the city level officials are most likely to extract additional fees for real estate, because all property is leased from the state and there are no institutional checks to prevent them from increasing rents.  Other tactics include the introduction new building requirements.

	Cases-In-Point:  Regulatory Problems at the Local level

	· Unenforceable contracts—Whirlpool was unable to obtain regulatory support for enforcing market and pricing contracts with the distributor.  As a result, trade partners distributed the company’s products to any market and at any price it chose.

· Additional Fees—Carrefour has faced a number of additional fees added on to contracts and agreements.  For example, they agreed to give a fixed percentage of profit to local partners, and fixed rate on real estate leases to the government.  Yet have routinely been asked to remit additional profits and extra rents on top of the already agreed upon amounts.

· Required Investments – One company was suddenly required to purchase a 30,000 dollar fire safety system in order to comply with the fire safety code.  Another company was required to subscribe to a number of publications in order to get their mail delivered.
  While each transaction of this type may not be that costly, they can add up if a company faces many of them.


Developing a Regulatory Entry Strategy

This section has highlighted the importance of becoming familiar with the rules and how they are applied.  Yet, even if firms are well aware of the rules of the game, they could still find themselves without any formal solutions to regulatory obstacles.  For this reason companies must often turn to informal networks of influence to keep from being exploited.  However, it should not be assumed that connections are a solution to all problems.  The best strategies employ a multi-pronged approach that takes advantage of a number of opportunities to leverage one’s position both formal and informal.  This can be a complicated process, but like any other business endeavor the potential risks can be minimized given the right strategy.

The following checklist highlights the primary considerations for developing a strong government relations program.

· Start making connections at both the local and central levels.  One way to do this is to ally with companies, organizations, or people that have well-established influence with key individuals or organizations.  Cultivating strong connections is a long-term process, so it is best to start as early as possible.

· Build guanxi with the right people. One study found firms needed both strong and appropriate guanxi in order to deal with regulatory problems and improve financial performance.
  Who you target should be based on sound due diligence

· Develop a diverse network of relationships rather than relying on a few important contacts.  Political winds can shift quickly in an opaque winner take all type of system, so companies should seek alliances with a broad range of connections in order to provide for a number of contingencies.

· Locate operations in areas with established guanxi.  This may have to come from indirect sources, but it will go along way to building legitimacy for ones operations, which in turn minimizes regulatory risk at the local level. 

· Leverage connections in the home country.  This may be one of the trustworthiest strategies for quickly tapping into established relationships.  For example, Qualcomm hired Lt. Gen. Brent Scowcroft, who was national security adviser to former Presidents George Bush and Gerald Ford, to its advisory board. Lt. Gen Scowcroft had extremely good ties to the Chinese government because of his role in preserving Sino-US relations after the Tiananmen Square crisis.

· Promote a formal long-term commitment to the government from the outset.  This may entail significant investment or cooperative agreements designed to provide solutions for their development needs.  This will quickly push forward the process of building long-term connections with the government.
Entering the Market: Short Term Strategies for Influence 

Most of the strategies in this section focus on short-term means of building informal connections, because of its importance during the initial period of operations.  Yet building reputation is not simply a case of behind the scenes relationships.  There are also a number of ways that companies can formally build trust and reputation that will compliment their informal strategies.  Both settings are an important part of an overall strategy to quickly establish positive government relations.

Formal Strategies for Quickly Building Trust and Reputation

Not all strategies for building political influence focus on informal connections.  Formal reputation with the government and the broader public can also bolster a company’s ability to overcome some regulatory problems.  These strategies work in conjunction with informal strategies towards the overall goal of building influence with the government.  It is important for companies to foster a clean and respectable reputation from the outset.  .  The following is a checklist of some of the formal strategies companies have to build a solid reputation with the government:

· Go beyond normal compliance on a number of small transactions.  For example, companies can pay bills early and closely adhering to all regulations and government requests.  This can establish trust that will allow them to get the larger things done later on.

· Invest in public projects or provide charitable giving in times of distress.  This will allow companies can quickly develop legitimacy and a positive public image. It will also boost relations with officials, because it indicates a firm’s commitment to building strong relations with China.  According to Ahlstrom et al., “Active participation in local social activities can only help. The endowment of cinemas for the local community or police wagons and fire engines for local police authorities has been a good way for multinationals to develop good relationships with the community.” 

· Leverage expertise, technology, and investments by making them conditional on political concessions.  Local officials are eager to attract foreign companies because of their superiority in technology, management expertise, and investment capital.  Moreover, attracting foreign investment has become a means for local officials to move up the political ladder.  Therefore MNCs have a distinct bargaining advantage.  Companies should seek to leverage this advantageous position by developing legal agreements that are contingent on political and regulatory concessions or reforms.  However, the tenuous natures of relationships during the early stages of operation make it difficult to pressure the government, so companies should be careful not to pressure the government too much when they are trying to enter the market.  Thus, while MNCs should always leverage their position as much as possible, this tactic may be a better choice once a company has established itself.
Informal Strategies: Building Guanxi in the Short-term

At the time of initial entry government relations are often tenuous because of the lack of reputation and trust.  This makes it very difficult for foreign firms to steadfastly promote their regulatory interests.  Nonetheless, there are a number of strategies for new entries to quickly and effectively build guanxi.  





Hire Consultants that Specialize in Connections
One option firms have is to hire a consulting firm that has already established connections.  These consultancies can either utilize their own connections or put companies in touch with the right people.  The biggest advantage of using consultants is that they are the quickest and most simple way to tap existing connections.  They may be particularly important at the local level of operations, where foreign firms are least likely to have influence or knowledge.  The downside is that those connections are indirect, and may be unreliable.  It is also difficult to gauge who really has the right guanxi until they have proven themselves effective.  Consequently consultants might be a viable means of borrowing guanxi in the short run, but such a strategy should always be complimented with efforts to build direct connections.

As far as the choice of consulting company, there are a number of options.  In general, the influx of foreign companies competing in the country will increase the general cost of guanxi, thus those consultants that have the best connections will become increasingly costly.  The trend seems to be toward a number of large consulting firms that provide basic strategic advice on the guanxi side of the picture as well as on market structure and business operations.
  This may be a favored option if they are consultants that firms are accustomed to working with in their home country.  Yet another option is the smaller consulting firms or law firms that offer a similar quality of work for far less money, but they may not have the same connections as the larger firms. Lastly, there are consulting firms that simply specialize in guanxi, yet it seems that their services are becoming less relevant, because there are now a number of alternative options.  

Utilize Joint Venture’s Established Network
In the past many companies choose to initially enter into a joint venture with a Chinese counterpart in order to tap into their existing network of social and governmental relations.  However the benefits from such an arrangement have often been less than expected.  The primary reason for this is a variety of difficulties in managing the partnership.  Chinese companies are often eager to take advantage of proprietary information and they may be more focused on short term profits than strategic market development.
 Furthermore, while Chinese partners do provide access to land, raw materials, and government officials, these connections remain second-hand unreliable.  Partners may be willing to use their connections to allow them to defraud their foreign partners with impunity. 

	Case-In-Point:  Pepsi Dissolves Partnership with Local Ministry

	Pepsi sought arbitration to dissolve its partnership with a provincial ministry of broadcasting after they were found to be stealing from the company.  The domestic partner used company funds for vacations and expensive cars, and secretly changed the ownership structure to give local managers greater control.
  Their position in the government gave them the opportunity for such behavior without the threat of legal punishment.


Considering the many problems with managing joint ventures, firms are increasingly taking advantage of deregulation that allows for greater ownership and control.  One reason may be that companies have become more adept at developing connections on their own.  According to one report, “a wholly owned foreign enterprise may have to build its own connections from scratch; but once in place it does not have to rely on the whims or ulterior motives of a partner.”
  While the general long-term trend is away from joint ventures, many firms make the decision to shift to wholly owned management after they have years of experience in regulatory environment and have developed a sophisticated understanding of its intricacies.  Therefore, if a company is solely looking to develop government relations, joint ventures should be viewed only as short-term strategy means unless they fulfill other strategic interests.

Despite the significant degree of risk, joint ventures may be a good strategy for borrowing guanxi in the short run, if managed properly.  One key aspect for foreign firms is retention of management control. This will allow companies to borrow their partner’s existing connections, while controlling the most serious risks.  It also provides MNCs with the time to build their own relationships. This is the optimal strategy for companies that choose to pursue such arrangements.  In brief the risks may be high but the financial benefits conferred by strong guanxi may outweigh them given the proper management arrangement.  When compared to wholly owned operations, the strategy of joint ventures combined with effective cultivation of relationships with the right local regulators can be more effective strategy for building long-term influence.

	Case-In-Point:  Coca-Cola Successfully Utilizes JV Connections

	Coca-Cola’s strategy was very effective in utilizing its domestic partner’s connections.  They established a joint venture with the China National Cereals Oils and Foods Import & Export Corporation and the Ministry of Light Industry, but unlike many co-operative arrangements, Coke made sure to carefully preserve its operational control from the start of operations.  This allowed them to access the established guanxi networks of its Chinese partner in the short term, and once government restrictions were relaxed, they bought a majority equity stake in order to take 

full management control.



Give Influential Persons an Interest

Another possible strategy for foreign firms to quickly develop government connections in the short term is to hire or co-opt influential people that potentially threaten smooth operations.  This is often done by providing targeted individuals with a stake of the company, such as shares or a profit sharing plan.
 Another means of doing this is by simply hiring such people to manage and look after government regulations.  Such tactics ensure that key individuals have a direct interest in a company’s operations, so they will not seek to exploit their regulatory advantage.  These strategies can be very effective at quickly building guanxi and preventing regulatory problems, but they also come with a significant degree of risk, depending on the type of person who is hired.  This strategy may focus on the following two types of people:
· Officials

One method is simply to co-opt those regulators that could create regulatory costs.  The major benefit of this strategy is that it directly builds gaunxi with those responsible for enforcing the rules.  However this tactic is obviously on the borderline of legality.  Directly hiring local officials is only legal in parts of the country.  If a firm cannot hire an official, then they may provide them with selective gifts, shares of profits, or ‘finder’s fees’ in exchange for supply guarantees and lenient tax assessments.
  While not always illegal, companies do run the risk of prosecution for bribery.  Nevertheless, this is clearly how things operate in certain localities that allow for the creative use of such tactics.  In a competitive foreign environment it is often necessary to adopt the philosophy of ‘when in Rome.’  However the risk is that central authorities may decide to crack down such practices at any time.  Therefore, companies must be very cautious when pursuing these types of arrangements.

· People with Informal Influence

Influence over regulation is not simply limited to officials.  In China the lines between formal and informal authority are often blurred.  This means that MNCs must take a broader look at the overall power structure of the local community.
  In the broader community there are two types of people that firms should seek to co-opt. The first are those who control a variety of organizations that manage various assets (e.g. property) or services.  The second type, are particularly influential people, such as former officials or powerful people with connections to the bureaucracy.  Once they understand the broader power structure, companies can seek to give these types of individuals a stake in the company by providing them with gifts, fees, shares, or hiring them directly.  As Tan notes, “In some cases, hiring an individual who has the ability to deal with authority figures outside of government is also essential, that is someone who understands the roles that such authority figures play in the local economy, as well as the firm’s role in response.”
 While this tactic may be less effective than developing direct relations to officials, it is a much safer than working directly with officials 

Hiring Local Managers
One of the best strategies for quickly developing guanxi is to hire local managers that know how to manage the cultural business environment.
  Ideally these operations managers should already have strong personal connections in the government, and a lot of experience in dealing with regulatory problems.  If possible, they should be natives of the country (not western raised overseas Chinese).  Native managers will know how to navigate the country’s institutions and they will not face the discrimination that some overseas Chinese face.

In addition to general management needs, many companies hire managers that are solely responsible for the maintenance of government relations.  These people often deal with local officials to find out how to take care of their requirements (e.g. unemployment, building, personal problems, and bribes) Many times this type of manager is a lawyer or someone with informal political influence, who is accustomed to regulatory specifics and the process of building relationships.
	Cases-In-Point:  Successful Government Relations Management

	· IBM has a centrally coordinated policy run by the Director of Government Relations 
· Carrefour has a decentralized system of local managers, each of whom are responsible for maintaining positive government connections in the area of operations


Utilizing Influence: Long-Term Practices

As firms become established in the market they have many more opportunities to exert influence on the interpretation and enforcement of regulations.  This is due to the fact that they no longer must worry about the tenuous political relations.  While a broad multi-pronged strategy is recommended at all stages, it becomes much easier to leverage a variety of advantages after companies have gained a foothold in the market.  Foreign firms have many things that China needs, such as superior technology, business expertise, and investment capital.  All of these can be utilized not only to build guanxi, but also to pressure the government to implement more transparent rules.  When faced with regulatory problems, the best strategy is often a combination of relationships, law, and money.

Strategies for Leveraging Influence


Managing Guanxi

Most experienced foreign companies in China are well-aware of the importance of building guanxi.  As noted previously there are short-term remedies for a lack of influence, but the best connections must be built over time.  The process of building solid relationships usually takes a long time, because they are built on trust and past reputation.  This is done in a broad variety of ways at both the local and central levels of government.  

Perhaps the most general rule for managing guanxi is to not use it too much.  From the firm’s perspective, these connections are often instrumental in getting a company out of a tough situation, but they should not be thought of as just another resource.  Guanxi must be cultivated and managed judiciously.  Companies must strike a strategic balance between attentiveness to government requests and their own interests.  When they initially enter the market it is more important to give ground when government pushes for concessions.  By doing this they will establish a reputation that will allow them to assert their position later on.  In short a firm must choose wisely which issues they need government assistance with.  Central government connections should only be used for urgent or key strategic maneuvers.  At the local level is more receptive to the practice of exchanging favors, but there too companies should be careful to maintain a surplus of goodwill for the future.

As time goes on and a company accumulates guanxi, the need to tread lightly around government relations diminishes.  Once a firm has established itself and developed a strong network of connections, then there are far more opportunities to promote its interests within the government.  Companies that have established close government relations will be able to lobby for more favorable standards, and may even help with writing new regulations. 

	Case-In-Point:  Volkswagen assists with the Creation of New Regulations

	Volkswagen, one of the most established and successful foreign automakers, has recently collaborated with the government to write new rules governing automobile manufacturing. 


Strive for Complete Localization
Hiring local managers can provide some readily available connections in the short term, but should ideally be part of a long-term commitment to completely localizing ones operations.  This will add to legitimacy to the company in the eyes of domestic contractors and the government.  Moreover, the government will treat companies that provide jobs to its population more favorably.

However this may be easier said than done, considering the general lack of human capital.  Few foreign companies in China have achieved complete success in the area of human resources.  One remedy is for companies to develop their own training programs.  This not only provides them with local talent, but also puts them in good favor with the government because they are helping to take of their human resources needs.

	Cases-In-Point:  Does Localization Correlate with Success?

	· Motorola focused on putting local people in leadership positions in order to make the company “look 99% like a Chinese company.”  This helped to place them in good standing with the government, because it was less likely that they would be treated differently than Chinese firms.  This allowed the top executives to better work with officials at all levels to push for their regulatory interests.
· For example, although it is already quite successful in China, P&G is still seeking managers with rich management knowledge and sensitivity with regard to government affairs.

· One study of foreign MNCs found that their use of expatriates as senior management (70%) and underutilization of intermediaries likely contributed to their inability to develop adequate guanxi. This in turn may have contributed to their moderate level of satisfaction with performance.


Tactical Investment

While China has become the world’s largest recipient of FDI, it remains to a large extent a developing country with tremendous resource needs.  Therefore, wise use of investment capital can be a great way for companies to meet a number of their strategic goals, such as developing closer government relations, promoting change in the regulatory system and taking care of their own business and human resource needs.  As one executive commented, the government’s philosophy is to take care of its people, so any investment that has an immediate impact on the population goes a long way to building strong political ties.  Investments in infrastructure or human resources are particular effective at purchasing good will from authorities, building legitimacy, and ultimately producing returns for companies.  Some examples include:

Another major benefit of investment is that it can be used to promote a more transparent regulatory regime.  Foreign enterprises now contribute 25 percent of China's tax revenue, so the central government has been seeking to work with companies to develop a more favorable investment environment.  One aspect of this is that the ability of local governments to attract investment has become a means for officials to move up the political ladder.  Consequently they are often willing to increase regulatory transparency, simplify their bureaucracies, and even experiment with political reform.
  Not surprisingly, this is a huge area of opportunity for foreign firms to leverage their position.  Companies should negotiate to make investment conditional on regulatory reforms. 

	Cases-In-Point:  Tactical Investments by Successful Companies

	· Motorola: has invested in software facilities in more rural cities.  Motorola also set up its first foreign research lab in mainland China and another two training centers where environmental protection symposia are held from time to time and suppliers, government officials and internal employees are invited for training courses. 
 Such investment not only helps to develop potential employees, but it provides a large number of people with technological expertise, which they can use to help with the development of their city. 
· IBM: has entered into a broad workforce development program with the Chinese government.  They have recently opened a software development center in Xiamen to train 5,000 students.  They have also donated $100 million worth of equipment to academic programs. Such programs provide IBM with a pool of local talent and help to build guanxi.


Utilize influence in the Home Country 

Established companies can also lobby their home countries to press the Chinese government to strictly adhere to its WTO agreements.  Similar to their efforts in China, firms can formally lobby the government or they can turn to influential contacts that may have close ties with Chinese authorities.  This is a tactic that should be reserved for those companies that already have confidence that such action will not significantly disrupt their relations within China.  
Leveraging Existing Relationships

Once a company has established itself and built a strong network of connections, it is in a better position to utilize those contacts to lobby for its interests.  This too can be done a number of ways both formal and informal.  For example P&G initially did not want to ask the government to crackdown on counterfeiting, because they didn’t want to disrupt their political connections. However, after they became successful they better able to leverage their position to lobby for greater enforcement of the regulations.

	Best Practices Profile—High Tech Leader Promotes Long Term comittment

	Industry: High Technology

Total Investment in China:

Sales in Asia/Global:?/$81,186 (mil)

Employees in China/Global:

	Since entering the Chinese market in 1984, this market leader has built a strong public reputation and a vast network of connections.  The key to success has been their attentiveness to China’s development needs and a responsiveness that has consistently demonstrated their long-term commitment to the market.  As one executive noted, it is not simply a matter of making money, companies must take actions that give them a strong reputation and make them an asset to the community as a whole.  This type of philosophy requires companies to constantly review their strategies in order to adapt them to the dynamic needs of this developing country. 

Perhaps the most fundamental means that this company has pursued this strategy is by constantly looking for ways to engage in mutually beneficial interactions with Chinese society and the government.  For example, they have realized that education is a top government priority, so they have invested millions in training facilities and have donated equipment to academic programs.  This type of investment has a number of benefits for the company.  First it addresses the human resource goals of the company.  By helping to building a well-trained workforce they ensure the long –term viability of the company.  Secondly this investment builds a strong reputation with the broader public.  Thirdly, it helps to foster strong relations with government authorities, who appreciate the fact that the company not only provides jobs but is also assisting with the long-term development needs of the country.

This example of tactical investments works in conjunction with the second major key to success for the company: full localization.  Their strategy has been extremely successful in this regard.  Out of the 3500 people employed in their operations, less than 100 of them come from abroad (including employees from Hong Kong and Taiwan).  Similar to the broader workforce development program, localization of staff provides the company with numerous benefits both formal and informal.  Most importantly, it indicates the company’s formal commitment to helping China by employing and training personnel it addresses their immediate cost concerns.  Secondly, local managers are indispensable to the company’s relations with the government, because they are aware of local political structures and are much better at navigating informal channels of influence than expatriate mangers would be.  Lastly, locally trained technicians and managers do not require the high standard of living that expatriate managers do.  In short the company’s focus on developing strategies particularly for the Chinese market and fostering a long-term public relationship with the country makes it far easier for them to leverage their position in order to remove regulatory barriers.

However this philosophical focus on responsiveness to the political needs of the market is only the most important element of what has been a multi-pronged approach to building strong government relations.  While many educational programs build guanxi and reputation indirectly, the company has also sought to develop business relationships with the government itself.  One such example is a joint venture with the ministry of Railway that helped to make their operations more efficient.  The company has also written ‘white papers’ that help to educate officials.  These direct interactions are amplified by leveraging their superior technology, localized research and designs, and ability to address the needs of the bureaucracy.  In doing so this company has developed a number of programs that benefit their immediate financial interests and have the additional effects of cultivating a sound reputation and connections with various government officials as well as conferring benefits on their government partners.  This type of broadly conceived plan benefits all parties. 

Many of the strategies outlined above are quite effective at building organizational reputation and likely have indirect guanxi benefits for the company.  Yet, the simple fact is that their network of guanxi is the product of long process of building connections behind the scenes.  Starting from initial contacts the company has developed its relations with influential people one-by one.  It has been a long-term approach to establishing the company by focusing on its value both with its products and the benefits that it can provide to the community.  While some companies may use bribes to gain short term connections and benefits, this company has methodically built its government relations on the basis of honesty and superior solutions.  Ultimately those are the types of relationships that will give the company maximum leverage in overcoming political obstacles. 




	Best Practices Profile—Heavy Equipment Manufacturer Becomes Attuned to Political Interests

	Industry: Heavy Manufacturing

Total Investment in China:

Sales in Asia/Global:?/$20,152

Employees in China/Global:

	After some initial missteps, this company has established itself as leading manufacturer in the market.  They now use China as a hub for export activities throughout the region, and they are assisting the government in the construction of some of its major development projects.  However, executives stress that it has been a very long process to develop the informal influence required to keep operations running smooth.

Home country connections were an important asset that helped them to initiate contacts with the Chinese government.  A company executive was an important member of the U.S. Chamber of Commerce, so the company was able to sponsor a number of Chinese officials to come tour the U.S. and the company facilitated work on trade issues.  Through this type of interaction this company initiated and fostered a number of connections with the Chinese government.

This company originally entered the market in the late 1980’s via joint ventures, which turned out to be quite problematic.  Basically the interests of their Chinese partners were not fully disclosed from the outset.  While the foreign company wanted to cut costs and increase productivity, the local manufacturer was more interested in maintaining high employment.  Thus, through trial and error, the company learned valuable lessons about how to operate in China and develop government solid government relations.

First, such problems underscored the importance of due diligence.  The company admits that it was originally enticed by the impressive growth potential in China, which caused them to jump into the market quickly to the detriment of thorough due diligence.

Second, strategists learned that all negotiations do not follow a pure business logic.  It is very important spend time with local officials in order to understand their primary motivations and political interests.  This understanding reinforces the importance of good due diligence, which will allow companies to understand why politicians take a particular position, and it helps them to formulate the optimum strategy for negotiation.  

Third, such experience also emphasizes the importance of looking for opportunities where commercial and political interests are in alignment.  By focusing on projects that were attentive to the interests of politicians, the company has been able to develop the social capital and political influence needed to overcome regulatory obstacles.  For example, the company has moved westward in accordance with the government’s development goals, and they are now working with the government on infrastructure and development projects. 

Political influence has been important because they have encountered regulatory obstacles, such as discriminatory environmental regulations that require foreign companies to meet a higher standard than domestic firms.  The government’s strategy for this is to force foreign companies to import new technology.  Moreover the government’s ownership of many domestic competitors makes them unwilling to impose the same regulatory costs on them. 

Despite such regulatory difficulties, the company has been able to flexibly utilize many of the strategies outlined in this report, such as localization, home country strategies, and leverage of their technology in order to overcome many of them. Now that they have established themselves, they are able to leverage their established supply and distribution networks, which have witnessed a marked improvement.  They also currently enjoy a strong working relationship with the government, because they have taken the time to develop a clean and respectable reputation.  It should be emphasized that this has been a long-term process, but doing it correctly and avoiding the temptations to engage in illegal practices has produced the type of government relations that are conducive to profitability. 


IV. Coda – The Future of Regulatory Challenges
Future Prospects for Political Intervention

WTO accession will certainly foster greater transparency and new rules that better favor MNCs.  To some extent regulatory questions will be resolved externally, making it far more difficult for politics to arbitrarily intervene and change the rules.  On the surface these changes will result in greater market access on equal terms, and companies will have recourse to an external adjudicator that can compel the government to uphold its agreements.  However, WTO agreements are to be phased in over the next few years, and until they are fully implemented, so at least for the short-term the system outlined above will continue to create a great deal of risk for foreign firms.

Taking a more long-term perspective, although many of the problems outlined above will be partially ameliorated it is unlikely that they will cease to exist, even after WTO commitments have been fully realized.  One reason is that the WTO will only be able to change many of the big picture issues, and is unlikely to completely alleviate some of the more covert regulatory practices or the problems with enforcement at the local level.  Companies should realize that the interventionist political ideology will not change, and the government will do everything it can to promote and protect its favored sectors.  Thus officials will continue to exploit gray areas of interpretation and enforcement on the fringes of the regulatory boundaries in order to protect vested interests.  The opaque regulatory process combined with a weak legal system will provide the politicians with the leeway they need to do just that.

Consequently there will be a longer period of transition to a transparent regulatory regime than many foreign companies anticipate.  First, many of the rules are only now being written, and it will take time for them to become fully effective.  Secondly politics will continue to have a huge influence on regulatory policy that falls outside the scope of the WTO.  Thirdly, leaders are currently shifting positions and .many regulatory bodies are being restructured, which increases uncertainty about future policy directions.  Thus there will be a significant lag time between WTO accession and the functioning implementation of a transparent regulatory system.  In the meantime Political connections will continue to fill the void as the only real means companies have of protecting their interests.  For this reason it is important for companies conduct due diligence on future changes in the governing bodies.  This will enable them to develop contacts with the right people.

The Future of the Fragmented Market Structure

The government is taking steps to unify the market. In April of 2001 the State Council issued ‘Regulations Prohibiting Regional Barriers under the Market Economy,’ which is an attempt to prevent local officials from disrupting the flow of goods around the country.  According to the Economist Intelligence Unit, “This applies to crude and obviously illegal means (such as setting up roadblocks to bar products from the outside) and to more sophisticated methods (such as having local officials make subtle hints to local companies that they should buy only locally made goods).”
  More recently steps have been made to unify the tax system and put power in the hands of the central government. Such steps could eventually allow companies to approach China as a unified market and regulatory structure.  

However, key concerns are whether such changes will be completely enacted locally and whether Beijing has the ability to reign in local officials.  While regional protectionism may now be illegal, it will be very difficult to monitor and punish practices that are pervasive throughout the country.  Moreover there are many subtle ways for local leaders influence supply and distribution. Influential local leaders have a great deal of power in some areas and may feel immune from legal restraints, given the legal system inability ability to prosecute such people.  Thus in the short-term the prospects for full implementation of such unifying changes remains weak.

The Future of Legal Reform

The legal system is changing, but reform is coming more slowly than economic changes.  Accession to the WTO is pushing forward the creation of commercial law.  Increased exposure to foreign practices and pressure from foreign companies will also cause the government to move toward greater clarity and objectivity in the enforcement of the rules.
  Yet these changes are proceeding slowly.  WTO legal commitments will be phased in gradually during the next 3-4 years (some even longer).  In addition, legal reform is intertwined with the process of political reform, which the government is much less willing to pursue.

While companies will increasingly benefit from new laws, the absence of reliable legal recourse will enable political interests to maintain a significant degree of involvement in dictating how the rules will be applied and enforced.  Given the huge problems in the legal system and the slow pace of political reform, substantial legal reform will remain far off in the future.  This implies that China will continue to have a complex, opaque, and random regulatory environment.  Local officials will continue to have a significant influence over legal enforcement, which gives them the opportunity to bend the rules in their favor.  Thus vested local interests will certainly seek to manipulate the regulatory game, while taking advantage of continuing ambiguities in the law.  Without legal recourse, foreign firms have few means to prevent local governments from imposing additional regulatory costs.  Consequently interpersonal relationships with those responsible for making regulatory decisions will likely be an important strategy for many years to come.  Companies cannot afford to disregard the importance of good political connections in order to make up for the lack of legal protection.  Such connections may allow them to compete on more level field, and possibly even receive favored treatment.

The Future of Guanxi

The practice of building guanxi has evolved as a means of doing business and getting things done in a system that lacks institutional law.  So it would seem that the development of a more legalistic regulatory regime in China would signal the end of this guanxi-based system.  Experts agree that this is likely to occur to some extent, yet they disagree on the timeframe for such change.  It is also unclear whether legal reforms will supercede the need for connections.  

Nevertheless, few observers believe that personal connections will completely disappear as an important component of business strategy.   Some analysts assert that China will remain a country that places a high value on personal relationships for at least the next ten years.
 Furthermore one argument is that guanxi is rooted in Confucian culture, so one would expect more developed Asian societies to also place tremendous importance on personal connections.
  Indeed, this seems to be the case in countries like Hong Kong, South Korea, and Singapore–all systems with well developed legal codes.  One survey of business managers from Hong Kong and Singapore found that guanxi is important for business relations in both countries. Yet the same study affirmed that the significance of guanxi evolves as the legal environment changes.
Therefore, guanxi will likely continue to play an important role in the Chinese economy for years to come.  It is particularly important for foreign companies to have guanxi, because they are more likely to be targets for discriminatory practices.  A second trend is that guanxi will become even more valuable and expensive as competition increases after WTO entry.

Despite many indications of the importance of good government relations, many MNCs have failed to completely adapt to these informal practices.  As a result many companies have been dissatisfied with their performance and profitability.  This does not mean that companies should solely focus on guanxi in order to deal with regulatory problems.  There are other ways besides guanxi for companies to influence regulations, and there are many risks involved with over-reliance on informal connections.  The following section will illustrate the best practices companies have developed that leverage both formal and informal influence.
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Professional Services Note








This project was researched and written to fulfill the specific research request of a single member of the Corporate Strategy Board and as a result may not satisfy the information needs of other members.  In its short answer research, the Corporate Strategy Board refrains from endorsing or recommending a particular product, service or program in any respect.  Sources are contacted at random within the parameters set by the requesting member, and the resulting sample is rarely of statistically significant size.  That said, it is the goal of the Corporate Strategy Board to provide a balanced review of the study topic within the parameters of this project.  The Corporate Strategy Board encourages members who have additional questions about this topic to assign Project Support Desk research of their own design.





















































Advantages 


Removes regulatory costs by giving potential threats an interest in the company’s success. 


A means to quickly build firsthand connections.


Current or former officials may provide access to a broad variety of other connections








Disadvantages


Illegal in some parts of the country


A more risky strategy, because it may become illegal in the future


Once again powerful people can use their position to secure additional concessions








Telecommunications is an example of a heavily regulated industry that has seen a tremendous degree of political fluctuation. One reason was the personal clout of Wu Jichuan, the former Minister of Information-Industry, whose protectionist position was critical for many foreign companies.  In 1997 he told the American Commerce Secretary that foreign companies would not gain access to China’s telecom market for another 20 years.





In 1994 the government created China Unicom (Nasdaq: CHU) in an effort to bring competition to the market. This did not sit well with Mr Wu, whose stated goal was “not just to strangle China Unicom, but to bury it.” Once Unicom was created Mr. Wu simply denied them an operating license. This was because China Telecom, the previous monopoly provider, was an operating arm of the MII, which Mr Wu headed. China Unicom survived because it had the backing of other political interests, but it has been fighting a difficult battle since its inception.





In 1994 Unicom did not receive adequate government funding, so it had to creatively circumvent government regulations against foreign investment and develop an arrangement that allowed foreigners to invest via a joint venture shareholding company.  In 1998 the government simply declared this arrangement illegal and foreign investors lost more than US$112 million. 





In 2000 Qualcomm announced an agreement with China Unicom that promised to build a wireless network based on Qualcomm’s CDMA technology. This appeared to be a huge victory for Qualcomm. Yet a week after the framework was announced the Chinese government delayed the deal.  What appeared as ministerial infighting and lack of communication between China Unicom and the government was actually a series of negotiating tactics design to stall and extract more concessions from Qualcomm.  Qualcomm was betting heavily on China, the world’s largest telecom market, to adopt its standard in order to gain a strong position in the global battle over telecom standards.  Qualcomm gave up a lot to get the agreement signed, but even then Unicom continued to stall on construction of the network and it was unclear whether the deal would be enforced.  They have begun to construct the network, but only after a period of delay and wrangling.


These fluctuations indicate the degree to which MNCs may find themselves lost in complex political game. According to BDA China, a telecom consultancy in Beijing, “Playing these games with China is very dangerous,” in the case of Qualcomm 'there was no leverage, and with China, you need leverage all the time, every day of every month.”   














Shifting Interpretation 
































Strategy to Pursue








Overview of Strategies





Local officials can enforce the rules at their discretion.


Local officials may opt for stricter enforcement for foreign companies


Local Officials may refuse to enforce legal rulings that harm domestic firms.


Central government rules may be enforced differently in various parts of the country.





Different ministries or individuals may have conflicting interpretations of the rules.  In General the most powerful interests win out.


Local officials may take their cues from the central government.  Outcomes may reflect vacillations in central government   political alignments.





Implications for MNCs





Challenges Faced








Managing Guanxi in the Long-Run


Use Connections at the central level judiciously


Rely on guanxi as a last resort


Strike a balance between commercial and political interests


Strive for Localization


Develop workforce-training programs


Employ PRC-born Chinese in as many positions as possible


Tactical Use of Investment Capital


Invest in projects that will benefit business operations and provide solutions to the government’s development problems at the same time


Use Influence in the Home Country 


Use business and political connections to provide incentive and pressure


Provide officials with tours of home country operations.


Leverage Existing Relationships





Advantages 


Ability to tap a broad and established guanxi network, while working to develop more solid relationships


These connections may not only provide access to officials, but also smooth operations at all levels – especially supply and distribution.








Disadvantages


Relationships often prove difficult to manage


There are many cases of fraud and theft of proprietary information.


Partners may continuously increase the cost of their connections.





Advantages 


Simplest & quickest way to access people with guanxi


Large consulting firms can often provide information on all aspects (formal and informal) of the business process.


Easy way to stay appraised of changing regulations








Disadvantages


Connections are secondhand


May not know if they have the appropriate guanxi until they have proven so.


The price of such consultants will rise significantly as competition heats up





Advantages 


Those in charge of maintaining political relations have a direct interest in the company


Know how to manage formal and informal regulations


Will be able to coordinate and adapt the company’s guanxi strategy to the changing conditions








Disadvantages


It may be difficult to  cut ties with managers or prosecute them if they do steal or undermine operations 


Their powerful connections may enable them to act with impunity  





1: Hiring Local Managers





 2: Consultants





3:  Joint Ventures





Case-in-Point:  Qualcomm Caught in the Middle of Political Turf Wars








 Inconsistent Enforcement 








Rapidly Changing Regulations








Figure 1: Drivers of Regulatory Risk and Outcomes








4. Give Officials an Interest

































































In response to increasing demand from members, the Corporate Strategy Board team has launched an initiative to examine and document how companies can successfully navigate the Chinese market.  Topics were chosen based on annual surveys of the membership as well as more than 50 conversations with members.  Pursuant to those initial scoping conversations, Board staff conducted extensive literature reviews and spoke with expert academics and consultants to further refine the scope of the resulting research topics.








Division of Central and Local power centers








Understanding the Formal Regulatory System


Utilize consultants and other resources to develop an understanding of inner-party politics at the central level?


Understand the time frame for the implementation of WTO-related deregulation?


Ask many specific questions about regulations in all local areas you plan to operate?


Clarifying Operational Differences on the Ground


Research which legal areas the government will be able to Shift its Position if it wants?


Know whether Central Government Intentions will be Enforceable


Analyze which WTO regulations will have immediate effect and which ones require significant changes in bureaucratic functioning and legal enforcement


Understand the types of hidden barriers or obstacles that may be used by local officials


Developing a Regulatory Entry Strategy


Start making connections at both the local and central levels


Develop a diverse network of relationships


Locate operations in areas with established guanxi


Leverage connections in the home country


Promote a formal long-term commitment to the government at the start





Strategies to Quickly Develop Favorable Government Relations











� “China risk: Legal & regulatory risk,” Economist Intelligence Unit – RiskWire, 23 June 2003. 


� Crane, Steven, “China’s New Cold War,” CFO Magazine, February 2000.


� Selling into the Chinese Market: Lessons from Early-Movers, Corporate Strategy Board, July 2003.


� “The Minister of Arbitrary Power,” The Economist, 7 December 2000


� “The Seven Keys to the Middle Kingdom: The experience of leading multinationals in the Chinese Market,” PriceWaterhouseCoopers.com, 24 June 2003.


� Ahlstrom, David, Nair, Anil, Young, Michael N.,(2003) “Navigating China's feudal governance structures: Some guidelines for foreign enterprises,” S.A.M. Advanced Management Journal,68(1). 


� Selling into the Chinese Market: Lessons from Early-Movers, Corporate Strategy Board, July 2003.


� Interview with Carrefour executive, 21 July 2003; Yong Hong, “Carrefour Faces Restructuring Order In China,” China Economic Weekly, 16 March 2001.


� Ahlstrom, David Interview


� Ibid 


� “Foreign Investors Find That China's Legal System Resolves Few Disputes,” The Wall Street Journal, 7 April 2003.


� Yeung, Irene Y.M. and Rosalie L. Tung (1996), “Achieving Business Success In Confucian Societies: The Importance Of Guanxi (Connections)”, Organizational Dynamics, (Autumn), 54-65.


� Davis, Howard, Thomas K. P. Leung, Sherriff T. K. Luk, and Yiu-bing Wong, (1992), “The Benefits of ‘Guanxi: The Value of Relationships in Developing the Chinese Market”, Industrial Marketing Management, (24): 207-214.


� Rosalie L. Tung and Verner Worm (2001), “Network capitalism: the role of human resources in penetrating the China market,” International Journal of Human Resource Management. 12:4 June 517-34. 


� Yeung, Irene Y.M. and Rosalie L. Tung (1996), “Achieving Business Success In Confucian Societies: The Importance Of Guanxi (Connections)”, Organizational Dynamics, (Autumn), 54-65.


� Brunner, J. A., Chen, J., Sun., C. and Zhou, N. (1989) "The Role of Guanxi in negotiations in the Pacific Basin", Journal of Global Marketing,. 3 (2), pp 7-23


� “'Guanxi' = Connections, Which Can Be a Double-Edged Sword” China Business Insider, 1 May 2002.


� Rosalie L. Tung and Verner Worm (2001), “Network capitalism: the role of human resources in penetrating the China market,” International Journal of Human Resource Management. 12:4 June 517-34.


� “Global Investment in China, ” A.T.KEARNEY, 


� Carrefour Interview


� Ahlstrom et al. (2003) “Navigating China's feudal governance structures: Some guidelines for foreign enterprises,” S.A.M. Advanced Management Journal


�ibid.


� Ahlstrom et al. (2003) “Navigating China's feudal governance structures: Some guidelines for foreign enterprises,” S.A.M. Advanced Management Journal


� Ahlstrom, David Interview. 


� Selling into the Chinese Market: Lessons from Early-Movers, Corporate Strategy Board, July 2003.


� Ahlstrom, David, Interview July 23, 2003. 


� Yeung, Irene Y.M. and Rosalie L. Tung (1996), “Achieving Business Success In Confucian Societies: The Importance Of Guanxi (Connections)”, Organizational Dynamics, (Autumn), 54-65.


� Briody, Dan, “Qualcomm faces the China Syndrome,”  Red Herring, 25 February 2001


� Ahlstrom, David and Bruton, Gary “An Institutional Perspective on Technology Focused Private Firms in China” (2000)


� Ahlstrom, David, Young, Michael N., Nair, Anil, Law, Peter.(2003) “Managing the institutional environment: Challenges for foreign firms in post WTO China” SAM Advanced Management Journal, 68(2).





� Lorentzen, Peter Interview July 23, 2003


� “Formula for Success In China: No More Joint Ventures,” Ultrachina January 19, 2001. 


� “The Seven Keys to the Middle Kingdom: The experience of leading multinationals in the Chinese Market,” PriceWaterhouseCoopers.com, 24 June 2003.


� “Global Investment in China” A.T. Kearnry. 


� Rosalie L. Tung and Verner Worm (2001), “Network capitalism: the role of human resources in penetrating the China market,” International Journal of Human Resource Management. 12:4 June 517-34.


� “Formula for Success In China: No More Joint Ventures,” Ultrachina January 19, 2001. 


� Ahlstrom, D. and Bruton, G.  “An institutional Perspective on Technology Focused Private Firms in China”


� ibid 


� ibid


� Ahlstrom, David, Young, Michael N., Nair, Anil, Law, Peter.(2003) “Managing the institutional environment: Challenges for foreign firms in post WTO China” SAM Advanced Management Journal, 68(2).


� “Global Investment in China,” A.T. Kearney


� ““Formula for Success In China: No More Joint Ventures,” Ultrachina January 19, 2001


� “In U.S.-China Firm, a Struggle for Power; American Uses Relationships to Save Joint Venture From Executives' Scheme,” Washington Post Foreign Service 18 November 2002. 


� ibid


� “China risk: Legal & regulatory risk” Economist Intelligence Unit – RiskWire, 23 June 2003


� “China risk: Legal & regulatory risk” Economist Intelligence Unit – RiskWire, 23 June 2003 


� “Formula for Success In China: No More Joint Ventures,” Ultrachina January 19, 2001


� Yeung and Tung (1996)


� Tang, Yiming (1998), “Guanxi And Its Benefits In The Business Context In China and In Other Confucian Societies”, Multicultural Marketing Conference, Concordia University, Montreal, Canada.





(August 2003 Corporate Executive Board


