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Supplementary Reading for

Chapter 1 The Long March

Are Chinese Companies

a Threat to Your Small Business?

A closer look at how our free trade policies with China and the Chinese
business environment may impact the future of your company

September 16, 2003
By Joshua Kurlantzick

In recent months, as the U.S. economic slowdown has continued, American
companies, and many legislators representing districts hit hard economically, have
begun to lash out at China. Touring the South, Democratic presidential candidates
Richard Gephardt and John Edwards stopped at textile factories across the region that
were on the verge of bankruptcy. There, they condemned American free trade
agreements with China for allowing Chinese companies, which pay much less for
labor, to undercut U.S. manufacturers and drive blue-collar jobs overseas.

Meanwhile, Cabinet members of the Bush administration, touring the country to
promote the president's economic packages, received many angry complaints from
businesspeople concerned about the China threat. And U.S. textile makers last month
filed a petition with Congress asking legislators to cap textile imports from China,
using World Trade Organization (WTO) provisions in force since China joined the
WTO in 2001 and charging that China unfairly undervalues its currency and
underpays its labor force. (In response, the General Accounting Office has agreed to
investigate the valuation of China's currency.)

Some of these fears are real. Last year, China received the most foreign capital
inflows of any nation, surpassing the United States as the world's favorite locale for
investment. Meanwhile, Chinese wages, which average around 60 cents in
manufacturing jobs, aren't rising in most fields. Ming-jer Chen, a China business
expert at the University of Virginia, says the country's burgeoning labor pool, the
result of increased migration from poor interior areas to richer coastal regions, seems
likely to guarantee low-wage labor in most industries, at least for the near future.

Increased Chinese production by low-wage workers, combined with the undervalued
Chinese currency, does allow China to undercut competitors, triggering a kind of
deflation that may push some U.S. firms out of business. As The Economist has noted,
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the cost of a mountain bike has plummeted around the world, largely because China
has come to dominate bicycle production. For some U.S. textile manufacturers, it's
very difficult to compete now, says Chip Coker, CFO of Coker International, a South
Carolina textile company.

And, critics of free trade with China say, now it's not only blue-collar jobs that are
leaving for the Middle Kingdom. Though a decade ago China was known mostly for
manufacturing low-value, labor-intensive goods, in the past ten years, it's become a
leading producer of low-end electronics, and has begun to develop domestic
automobile, telecommunications and white goods firms. One Chinese white goods
company, Haier, has even opened factories in the United States.

In China itself, the situation is more complex. China may be an increasingly powerful
competitor for U.S. firms, and in many respects, Shanghai looks like a modern
equivalent of any U.S. capital. At ubertrendy coffee houses around Shanghai, smartly
dressed young men and women chew over business on their trilling mobile phones.
The city's high-rise skyline is dotted with cranes and construction equipment, and in
brokerage houses near the Bund, Shanghai's waterfront, investors study market tickers
intensely.

But appearances can be deceiving. Despite the First World veneer of Shanghai, most
Chinese companies remain far behind the United States in terms of application of
technology and in overall productivity. What's more, many Chinese entrepreneurs
remain stifled by a bewildering and often corrupt legal system, a bureaucracy still
staffed by Communist officials with little knowledge of market economics, poor
physical infrastructure and other major problems. Because of these obstacles, in many
sectors, China is still years from competing with U.S. firms making expensive,
higher-value goods. Most of what China does well is produce low-value items that
aren't economically feasible to make in America anyway, since these lower-wage jobs
left America decades ago anyway.

U.S. businesses often complain about the health care, safety and pension regulations
they have to deal with, but red tape in the United States pales in comparison to
Chinese entrepreneurs' hassles. Howard Li, co-founder of Newtone, a Shanghai-based
telecommunications company, says his company has to focus much of its energy on
courting government officials, since the government in China essentially retains a
monopoly over telecoms.

Meanwhile, Chinese businesspeople in other sectors say that because government
officials still have so much leverage over where companies can incorporate and who
they can do business with, they often spend large sums of money feting these officials
at lavish dinners and even take on excess workers who have ties to the government .
Worse, many small businesspeople are unable to obtain loans from banks when
they're in direct competition with larger companies that are still linked to the state. Jun
Zhao, the Beijing representative for ChinaVest, a venture capital firm focusing on
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China, says Chinese entrepreneurs turn to VCs precisely because it is so hard for them
to get a loan.

Chinese entrepreneurs also don't have any semblance of a legal system to support
them. One lawyer who worked in Shanghai for nearly two decades says that, despite
laws passed in recent years designed to modernize the judiciary, most cases are still
adjudicated in back rooms by Party leaders. "One case | had, there was a three-judge
panel that was supposed to decide it. One of the judges read the newspaper throughout
the case and never even looked at the lawyers during the trial,” he says. "Later | found
out that those judges merely wrote up a summary of the case, gave it to a Party
official, and the official made the decision.”

Meanwhile, in the past three months, a series of successful Chinese entrepreneurs,
from agriculture businessman Sun Dawu to flower magnate Yang Bin, have been
arrested by the police, often for crimes that the government hasn't clearly defined.
Some Chinese businesspeople say that the entrepreneurs were arrested merely because
they challenged established businesses with government links. "Yang Bin didn't do
anything that other businesspeople don't do," says one Chinese academic familiar with
his case.

Partly because of the lack of a functioning legal system, intellectual property piracy
continues to be an enormous problem for Chinese entrepreneurs. Though the Beijing
government has pledged to crack down on piracy, copies of the latest Hollywood
movies, Microsoft software and hottest video games are widely available in Shanghai
street markets.

And even those Chinese entrepreneurs who do successfully wade through the red tape,
prevent their goods from being pirated, avoid being arrested, handle infrastructure
problems, cater to government officials and get funding still may not match U.S.
competitors. Indeed, several experts on Chinese business say China still doesn't have
many business leaders who understand how to run and market a company effectively.
Given all these problems, there are actually few Chinese companies in anything other
than low-end industries that are truly prepared to challenge American firms. Despite
the influx of foreign capital into China, which mostly goes only into a few sectors
located near Shanghai and Hong Kong, Chinese businesses' rankings of the World
Competitiveness Scoreboard, a global rank of business productivity, has actually
fallen in the past five years.

But what does the situation in China mean for U.S. entrepreneurs? First, it means that U.S. small
businesses can still make up for the advantages China enjoys in cheaper labor and lower worker
benefits. In fact, Chinese high-tech companies still spend less than one-twentieth as much on
research as their American counterparts, and the Chinese education system's rigid curricula still
does not encourage ground-breaking thinkers with new ideas. Not surprisingly, the few Chinese
companies that have tried to expand outside their home market have yet to prove breakthrough
successes. Haier, the most successful, remains a minor player in America.
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To make up for China's advantages, U.S. entrepreneurs will have to invest more
heavily in research and development. One U.S. executive of a small high-tech
company that does business in both China and the U.S. says that his company is able
to maintain its central office in the United States by concentrating the highest-value
research in America. Several leading textile companies in South Carolina and North
Carolina have revived their fortunes by going into industrial textiles and the high-end
textiles used in medicine, both of which require considerable research and
development to perfect. Similarly, savvy small American manufacturers have been
able to remain competitive by exiting low-value fields like basic machine tooling and
moving into specialty manufacturing.

What's more, China's continued weaknesses in high-value products and in marketing
mean that U.S. entrepreneurs willing to plunge into China will have a window of
opportunity to sell their high-value goods and services in China, before Chinese
companies become savvy marketers. In fact, U.S. companies making high-tech
products in a range of industries have made enormous profits in China selling
cutting-edge machine tools, hospital equipment and wireless technology. "If you look
around at what technology Chinese executives use, even executives of high-tech
companies, they're using Nokia phones, Dell computers,” says one Chinese-American
executive based in Beijing. "They know foreign higher-end things are better quality."

And American entrepreneurs in the retail and services sectors, which have been hit
hard by the slowdown in the US economy, have a huge opportunity in China. As Mark
Clifford, Hong Kong bureau chief for Business Week, has noted, Hong Kong has
managed to survive even as nearly all its manufacturing jobs have migrated to China,
because it's become the most service-centered economy in the world, with nearly 85
percent of its gross domestic product coming from services. Similarly small U.S.
firms in several key white-collar services fields--for example, shipping, business
consulting, advertising and architecture, for example--have already made headway
into China, becoming major players on the Mainland and, by marketing their foreign
expertise, already gotten a leg up on potential Chinese competitors.

Questions for discussion:

1. What are the charges by American politicians towards China’s export to the US
market?

2.  What does the writer say about Shanghai in the article?

3. According to the author, why do Chinese entrepreneurs turn to venture
capitalists?

4. What is piracy and why does it exist in China according to the article?

5. Inwhat ways can US manufacturers make the best of China’s market?
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