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Abstract: The ‘stunning comeback’ of China after almost two
centuries is one of the most significant trends affecting
Western economies, particularly the United States (US). None
of the key drives that have promoted China’s growth are really
at risk if the Chinese government does not deviate from its
present economic policy and keeps up gradual refinement of
its unique and effective social-capitalist model. The real risks
to China’'s future growth are remaining poverty, the
unbalanced and unsustainable growth model, bureaucracy,
and the corruption of government officials. China’s
government is taking determined steps to solve these
challenges. Gone is the absolute dominance of the US (in
terms of ideas and money). The US will have to learn to share
the world leadership with other countries, particularly with
China, Europe and other fast growing developing countries.
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China’s ‘stunning comeback’

The stunning comeback of China, after almost two centuries, is restoring its status as
the largest economy of the world during the 21%' century. This comeback has had a
significant impact on Western economies, particularly that of the United States (US).

At the beginning of the 19™ century, China’s Celestial Empire was the largest economy
in the world, with a Gross Domestic Product (GDP) that exceeded that of Western
Europe, Japan, the US, and Russia combined (Malkiel et al., 2008, p. 21). At this time,
when Great Britain was laying the groundwork for European industrial revolution, there
was a stillness and immobility within China. The Celestial Empire saw itself as the
world’s premier entity in terms of size, population, age and experience; and as
untouchable in its cultural achievements, as well as its moral, spiritual, and intellectual
superiority.

China’s splendid history

The Chinese developed porcelain, gunpowder, the wheelbarrow, the compass, the
stirrup, the spinning wheel and paper. They built huge ships to navigate and trade all
over the Pacific and Indian Ocean, almost a century before the Europeans. They may
have discovered and mapped America before Columbus (Menzies, 2002) and Leonardo
da Vinci's inventions may have been copied from the Chinese (Menzies, 2008): and yet
China has never seemed to capitalize on these discoveries.

Possessing a powerful centralized government, based on the peace and serenity of
Confucius’s teaching, China perfected a rigorous civil service examination system in
which anyone could participate, regardless of social background. This created a
monolithic society that nevertheless dampened competition and scientific advancement.
Education came to be viewed as the path to advancement in civil service, rather than an
instrument for encouraging free inquiry and the consequent development of science and
technology. The best and the brightest were selected into government services, and
shunned commerce. This trend occurred because in the Confucian social ranking places
scholar-bureaucrats at the top, followed by the farmers, the artisans, and, last of all, the
despised merchants. By contrast, entrepreneurship has been celebrated in Europe as
opening a unique path to riches, where irreverence, creativity and daring were the ‘sine
qua non’ of success. In this way, China imposed isolation upon itself, and remained
uninvolved in the enormous change occurring in Europe as a result of the industrial
revolution.

However, this immobility of China did not mean that it did not understand the market
economy, or the importance of foreign trade and capitalism. Professor Chow (2006, p.
22) has explained that China has a long history of a market economy, the operation of
which was well understood as described by the great historian Sima Qian (ca. 135 or
145 BC to 86 BC) in the Han dynasty (2006 BC to 220 AD). Foreign trade flourished in
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the Tang dynasty (618 to 907 AD), as evidenced in the ‘Silk Route’, and during the early
Ming dynasty (1368 to 1644 AD) extensive overseas exploration and trade stimulated
economic development, which permitted enormous construction projects, including the
‘Forbidden City’ in Beijing. China had evidenced a fairly mature form of capitalism since
the Song dynasty (960 to 1279 AD) and is attributed with the first generally circulating
paper money.

China’s ‘Century of Humiliation’

From the second half of the 19™ century, China’s economic importance in the world
began to decline. Western colonial powers, led by England, took advantage of their
superior military technology to exploit and plunder China, forcing it to submit to colonial
dominance, in what the Chinese historians call the ‘Century of Humiliation’ (Malkiel et
al.,, 2008, p. 23-28). This exploitation ended with Mao Zedong's (1893 to 1976)
communism in 1949. The adoption of the Soviet Marxist Economic Model by Mao
Zedong (promoted by him and his followers as the ‘Great Leap Forward’), was a
disaster, culminating in the ‘Three Bitter Years’ These years (from 1958 to 1961)
produced the largest known famine in the world, with an estimated death of 20 to 30
million Chinese. After this disaster, and aggravated by the ‘Cultural Revolution’ that
produced a decade of confusion and repression (from 1966 to 1976), came
unprecedented economic growth, initiated by Deng Xiaoping’s (1904 to 1997) economic
reforms in 1978. This growth, at an astounding average of 10 percent per year over the
last 30 years (Malkiel et al., 2008, p. 29-39), is only comparable in its global significance
to the emergence of the United States as an economic giant during the 19th century.

Deng Xiaoping’'s economic liberalization

When Deng Xiaoping took control of the Communist Party in 1978, he initiated reforms
to the planned economy system introduced by Mao Zedong, toward establishing a more
market-oriented economy. These initial reforms were partially a continuation of the ‘Four
Modernizations’ (these were science and technology, agriculture, industry and defense)
initiated by Premier Zhou Enlai (1898 to 1976) in 1964, and interrupted by the ‘Cultural
Revolution’ in 1966 (Chow, 2007, p. 47). In 1978, China was ready for these reforms:
the excesses of the ‘Cultural Revolution’ made the Communist Party and the
government extremely unpopular; in distancing themselves from it they were able to
regain the support of the people. The communist party of that time understood the need
for change after the disaster of the ‘Great Leap Forward’ (the planned economy system
copied from the Soviet Marxist Economic Model by Mao Zedong), and the economic
success of the ‘Four Asian Tigers’ (Taiwan, Hong Kong, Singapore and South Korea)
during this time indicated to them (and to the Chinese people), that market economies
were more efficient for generating growth and progress than the planned economies of
the Soviet or Eastern Bloc.
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In the first years of the economic liberalization, entrepreneurship flourished in China,
bringing an increase in corruption. Unemployment rose as inefficient state-owned
enterprises were forced to adapt to the new competitive environment. Students, with
their new freedom, began protests for political reform, and these protests culminated in
the demonstration at the Tiananmen Square in Beijing in the summer of 1989. Den
Xiaoping believed that an uncontrolled political reform (such as was being conducted in
the Soviet Union), would be disastrous for China, and decided to repress the
demonstration (Malkiel et al., 2008, p. 38). His decision was justified a year later, when
the Soviet Union dissolved into many different states with a corruption riddled market
economy that is yet to provide the expected benefits to its people. At the same time,
some members of the Communist Party felt that Den Xiaoping was too soft and
progressive, and the resultant fierce political in-fighting forced internal repression and
economic retrenchment. For these reasons, foreign investment was withdrawn, and
economic activity was reduced.

Den Xiaoping: “to get rich is glorious!”

In 1992, in defiance to traditionalists in the Communist party, Den Xiaoping (at the
advanced age of 92) made the epic “Southern China Tour”, reminding people that the
old days were not good, and that conditions in the future should be much better. He
advocated that the pace of the economic reform be accelerated. During the trip he
famously told people that “to get rich is glorious!” (Malkiel et al., 2008, p. 38). The
population responded with enthusiasm, and his detractors in Beijing could not ignore the
message. With this trip, Den Xiaoping restarted China on its remarkable transformation,
leading to it becoming the second largest economy in the World (with a GDP only
surpassed by the US), when measured on the basis of purchasing power parity (World
Bank, 2009). As China has begun to engage in the global economy, there is an
awareness of the humiliating lessons of past dealings with the West, and thus this
expansion is undertaken according to strict terms and conditions; China is clearly
determined to maintain its economic and diplomatic independence as it develops its
unique model of social-capitalism.

While this model of social-capitalism has brought tremendous wealth and opportunity to
its people, it is also clear that the economic reforms started by Den Xiaoping are a
unique experiment that still requires further refinement as China continues to return to its
position as one of the world’s leading nations. There are tremendous economic and
social challenges, and risks to be overcome in the future to reach this goal, particularly
toward improving the livelihood of the entire population of over 1.3 billion, and not only
that of the privileged minority.

China’s unique social-capitalism

The unique nature of the Chinese economic model of social-capitalism as developed by
Deng Xiaoping, lies in the fact that it results in neither a market economy (where prices
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and transactions are solely determined by individual consumers and producers), or a
planned economy (where all prices and transactions are under government control):
these two extremes are the capitalist and the socialist economic models. China is
refining its particular social-capitalist economic model in the middle of these two
extremes, with a mixture of state-owned and private-owned enterprises, and this change
is occurring in the context of a complex bureaucratic government structure.

Another insight by Den Xiaoping was the need to promote and support
entrepreneurship, in order to fuel economic growth and progress (encapsulated in his
famous saying “to get rich is glorious!”). His approach echoed Schumpeter's (1942)
thesis that without entrepreneurs acting as ‘agents of creative destruction’, there is no
real economic growth and progress; the inference is that the pure socialist model was
doomed to failure, because it did not promote entrepreneurship.

China’s stunning success

In the past thirty years, China has transformed itself from an economically and
technologically backward nation, into one of the world’s most dynamic economies. It has
opened its doors to new ideas and techniques, introduced competition to all aspects of
production, strengthened its commitment to widespread education, and taken advantage
of the opportunities offered by its World Trade Organization (WTO) membership in
December 2001. The results of this have been dramatic for both China and the United
States (US). From 2001 to 2008 the US exports to China rose from United States
Dollars (USD) 19.2 billion to 71.5 billion, and imports from China rose from USD 102.3
billion to 337.8 billion (Table 1). The Chinese in 2006 displaced the US as the second
trading nation in the world, and are now only behind Germany (WTO, 2009).

Table 1: China's trade with the United States (USD billions)

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

US Exports 13.1 16.3 19.2 221 28.4 34.7 41.8 55.2 65.2 715

% change -8 244 18.3 15.1 285 222 20.6 321 18.1 9.5
US Imports 81.8 100 102.3 125.2 152.4 196.7 243.5 287.8 321.5 337.8

% change 14.9 22.3 2.2 224 217 29.1 23.8 18.2 11.7 5.1
Total 94.9 116.3 121.5 147.3 180.8 231.4 285.3 343 386.7 409.2

% change 11 22.6 214 212 22.8 28 23.3 20.2 12.7 5.8
US Balance -68.7 -83.7 -83 -103.1  -124 -162 -201.6 -232.5 -256.3 -266.3

Note: US exports reported on FOB basis; imports on a general customs value, CIF basis

Sources: US International Trade Commission, US Department of Commerce, and US Census
Bureau (copied: http://www.uschina.org/statistics/tradetable.html).
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Currently, the Chinese have one of
the highest savings rates in the
world, around 40 percent of the
Gross National Product (GDP)
(Figure 1). This contrasts sharply
with the US, where the saving rate
is close to zero. In other words, on
average, the Chinese save more
than they spend, while in the United
States spending has, on average,
overtaken saving. As a
consequence, the Chinese
economy is awash in capital from
savings, looking for investment

Net Export ] Consumption Giross Capital Formation
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fueled economic growth. For
example, China now has the only commercially operated Maglev train in the world. The
train operates in Shanghai between the city and the airport at speeds up to 260 miles
per hour using magnets to elevate it above the track.

Some recent statistics illustrate the growing success of the Chinese economy. China
has been the fastest-growing major nation for the past quarter of a century, with an
average GDP growth rate above 10%. In 2005, the Chinese per capita income (GDP per
head) was only $1,700, compared with the $42,000 of the US. In 2008, the Chinese
estimated per capita income rose to $2,900 and the US rose to $46,700. The per capita
income gap decreased from twenty-five to one in 2005 to sixteen to one in 2008. This
reduction was accomplished in only three years (World Bank, 2009, April).

As previously stated, China is now the second largest economy in the world (after the
US) with a GDP of USD 7.8 trillion in 2008 (when measured on the basis of purchasing
power parity). The IMF (2009, April) reported that in 2008 China was the third largest
economy (after the US and Japan) when measured using exchange-rate: with a nominal
GDP of USD 4.4 trillion. The Chinese foreign exchange reserve is now around USD 1.3
trillion, and China is the largest investor in US treasury bonds. According to some
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estimates, 80% of the Chinese foreign exchange reserve is in USD. The Chinese per
capita income has been growing at an average annual rate of more than 8% over the
last three decades, resulting in a drastic reduction in poverty. However, this rapid growth
has been accompanied by rising income inequality.

China’s growing influence

China'’s influence in the world economy remained minimal until the late 1980s. At that
time, the economic reforms started in 1978 began to generate a significant and steady
growth in investment, consumption and standards of living. China now participates
extensively in the world market, and its larger companies, such as Galanz and Haier,
have begun to play a major role in the world economy. Galanz, with its aggressive price
strategy based on disruptive innovation, has captured 40 percent of the global market,
with a 45 percent share in Europe, and more that 70 percent in South America and
Africa. Building on this success, Galanz began to compete in the market for air
conditioners and rice cookers, and has stated an aim to be the world’s largest
manufacturer of these items in the near future (Hexter & Woetzel, 2007, p. 194-195).
Similarly, the Chinese appliance manufacturer Haier has become a global competitor,
based on an aggressive innovation strategy that focuses on three key capabilities:
design, manufacture and distribution. The aggressiveness of Haier's innovation plan
can be seen in its stated objectives: two successful intellectual patent applications for
every working day. Today, Haier is a dominant player in the appliance world market,
selling in over 30 countries, with a product line of 96 appliance categories (DiPaola & Li,
2007, p. 3).

China has become the world's second largest consumer of luxury goods, surpassing in
the US in 2008 and currently second only to Japan. The demand for luxury items in
China is growing at the rate of 20% annually. China has an estimated 18 thousand
billionaires, 440 thousand millionaires, and a fast rising middle class of around 250
million who have high purchasing power and are eager to spend in luxury goods
(Morisset & Lee, 2008). China now has 170 cities with more than one million inhabitants,
compared to the US, who has only ten cities of this size. There are over 400 million
Chinese subscribers to wireless phone services, representing 100 million more that the
entire population of the US (Malkiel et al., 2008, p. 44).

Reasons for the economic success of China

To evaluate the future challenges and risks to China’s unprecedented economic growth
over the past three decades, it is important to understand the reasons for the
extraordinary success of the economic reforms started by Deng Xiaoping. As mentioned
previously, the Communist Party, government and people where ready for the reforms,
however this only accounts for the enthusiastic acceptance of the reforms, and not their
success. This success was a direct function of the way these reforms were executed:
the Chinese leaders were pragmatic in approach, rather than guided by ideology. The
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phrase “one should not care whether a cat is black or white as long as it catches mice”,
attributed to Deng Xiaoping, clearly illustrates this pragmatism and lack of ideological
constraints.

The government did not have a formal plan or model for the reforms. Policies were
adopted, tested, adapted, or even abandoned through experimentation. This process of
learning by trial-and-error was described by Deng Xiaoping using an old Chinese
proverb, “crossing the river while feeling the rocks”. Due to the lack of a formal planning
or models, and the use of experimentation, the reforms were implemented gradually in a
step-by-step approach. This ‘gradualism’ in making the necessary reforms from a
planned economy to a Chinese style or pragmatic market economy contrasted
substantially with the ‘shock therapy’ approach adopted by the Soviet Union and some
Eastern European countries at that time. These countries, after the fall of the Berlin wall
in 1989, adopted a US style liberal market economy immediately, without the necessary
preparation and transition. The consequence was significant economic disruption and
corruption, with many of their citizens disillusioned with the market economy and
supportive of a return to the old communist regimes.

Communist Party leadership

The majority of the Chinese people, and most of the government officials who had lived
the planned economic disaster of the ‘Great Leap Forward’ and the ‘Cultural Revolution’,
supported the economic reforms toward a market economy. This support for the reforms
helped to maintain the necessary political stability and strengthen the power of the
Communist Party leadership under Deng Xiaoping. This acceptance and legitimization of
the Communist Party leadership in governing China is also part of the Chinese culture,
and is based on the teachings of Confucius, which promote hard work, honesty and
trustworthiness in human relations. Chinese culture also has an emphasis on family and
social order, with a high value attached to the common good as opposed to individual
rights, and a respect for the hierarchically superior scholar-bureaucrats that managed
the powerful centralized government of Imperial China for almost two thousand years.
These scholar-bureaucrats were selected according to a rigorous examination system,
started in the Sui and Tang dynasties (581to 907), and perfected during the Song
dynasty (960 to 1126). They were based on Confucian teachings, in which anyone could
participate, regardless of social background. This tradition of selecting civil servants
based on meritocracy is to some extent replicated in the selection of the members of the
Communist Party that governs today’s modern China, and this explains the easy
acceptance by the Chinese people of those selected as the ruling bureaucracy.

China’s growth drivers

Bergsten et al. (2006, p. 19), under the auspice of the Center for Strategic and
International Studies and the Institute for International Economics, has identified five
drivesr as key to China’'s stunning transformation over the past three decades: “The

Degen - China’s Challenges to Future Sustainable Economic | 8



The ISM Journal of International Business
“Emerging China”
ISSN: 2150-1076, Volume 1, Issue 2, March, 2011

embrace of marked forces, the opening of the economy to trade and inward direct
investment, high level of savings and investments, the structural transformation of the
labor force, and investment in primary school education.” They identify that none of
these key drives are at risk if the Chinese government does not deviate from its present
economic policy and maintains its gradual refinement of its unique and effective social-
capitalist model. Nevertheless, they identify that to sustain its economic growth, China
will have to manage and overcome two important hurdles: to continue with the reform of
its state-owned enterprises, and to improve its financial system for more efficient capital
allocation. These hurdles will be evaluated below.

China’s state-owned enterprises

China has already made tangible progress in reforming its state-owned enterprises
(created in the 1950’s when Mao Zedong abolished private ownership). Today there are
approximately 150 well known state-owned enterprises that report directly to the central
government, such as the China National Offshore Oil Corporation (CNOOC) and the
State Grid Corporation of China (SGCC). Woetzel (2008) has explained that besides
these well known state-owned enterprises, there are thousands more that fall into a grey
area; there are the subsidiaries of these 150 that are controlled by the central
government, and enterprises owned by provincial and municipal governments, as well
as those who are partially privatized, with the state as a majority or influential
shareholder (this last group includes companies such as the computer manufacturer
Lenovo and the appliance giant Haier). Similarly, the majority shareholder for the
automaker Chery is the municipal government of Wuhu.

Since the 1980s, the Chinese government and the Communist Party have followed a
policy of separating government functions from business operations. This policy has
been applied efficiently using the Chinese approach of gradualism: first to the consumer
industry, then to high-tech and heavy manufacturing, and more recently to banking. As a
result, government favoritism toward state-owned enterprises is fading. Woetzel (2008)
has argued that global leaders (in both public and private sectors), must recognize the
importance of taking a nuanced view of China’s state-owned enterprises. On closer
inspection, many are quite different from the state-owned stereotype of inefficiency, and
companies with majority state-ownership (such as Haier) often prove to be operating at
a world—class level.

China’s financial system

The Chinese financial system arguably requires a more efficient approach to the
allocation of capital. Farrell et al. (2006, p. 9-10) have stated that the principal task of a
good financial system is to attract savings and channel these to productive investments.
In their McKinsey Global Institute Report, they have noted that China’s financial system
is very efficient in attracting savings from the population, but has considerable room for
improvement in its capital allocation, and in its overall efficiency. They have claimed that
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their suggested reforms could raise the GDP by 13 percent, and would help spread
China’s new wealth more evenly throughout the country. They have also explained that
the caution of China’s regulators in shifting funding toward more productive private
companies is a result of their fear that this could accelerate layoffs in the less productive
state-owned enterprises, and so lead to more social unrest. They have argued against
this approach, and suggested that such a shift will stimulate job creation in the stronger
areas of China’s economy, and that the increased tax revenues from stronger private
companies could fund social programs that would help relieve social tension.

This study by Farrell et al. (2006) has also outlined out that, as a consequence of the
caution of the Chinese regulators, the state-owned (or partially state-owned) enterprises
have absorbed the lion share of the available funding from the financial system. Private
companies, having not received sufficient funding from the underdeveloped financial
system, and thus have frequently resorted to the large informal lending market for their
financial needs: besides being illegal, this market charges very high interest. Due to the
2008 financial crisis, the Chinese regulators have accelerated the necessary reforms,
and already in 2009 China has arguably become the largest market in the world for initial
public offerings (IPOs), as a source of funding for its private companies.

Risks to China’s future growth

The real risks to China’s future growth are identified as being the remaining poverty, an
unbalanced and unsustainable growth model, and the bureaucratic approaches and
corruption of government officials. These three major risks to China’s future are
examined below.

China’s remaining poverty

Since Den Xiaoping began the economic reforms in 1978, more than 600 million
Chinese have been lifted out of poverty. The living conditions of the people have been
dramatically improved over these years, with income levels growing steadily. Between
1978 and 2007, urban disposable income per capita increased from 343.4 Yuan to
13,785.8 Yuan, while rural incomes grew from 133.6 Yuan to 4,140.4 Yuan. This is a
more than six-fold increase (for both), even after adjustment for inflation (United Nations,
2008, p. 9).

The share of food spending for urban and rural residents fell from 57.5 percent to 36.3
percent and from 67.7 percent to 43.1 percent, respectively, between 1978 and 2007;
the emphasis on overall spending has shifted from a focus on basic needs such as food
and clothing, to more diverse consumption patterns including housing, travel, education,
culture and health. The occurrence of extreme poverty in rural areas has fallen from 250
million to 14.79 million people, while public goods and services (such as universal
primary education, public and basic health care, and cultural facilities) have been greatly
expanded (United Nations, 2008, p. 9).
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China’s widening income gap

Unfortunately, not all of the population is equally benefiting from this extraordinary
progress, and China’s income inequality is widening. The per capita income ratio
between urban and rural residents dropped from 2.6 to 1 in 1978 to 1.9 to 1 in 1985,
then rose to 3.3 to 1 in 2007. China’'s income inequality is now the second highest in
Asia, and is reaching levels that pose risks for the sustainability of future development.
Such gaps are particularly critical in view of the increasing burden placed on individuals,
in terms of paying for services such as healthcare and higher education. These figures
suggest that income inequalities have led to disparities in access to key public services
in China (United Nations, 2008, p. 13-14). Nevertheless, the Chinese income inequality
is still low compared with Latin America (and this inequality has created strong political
instabilities in Venezuela, Ecuador and Bolivia, and is threatening other countries).

The rise of inequality is the result of the market forces that have generated China’s
strong growth. The economist Arthur Levis (1954) has suggested that “development
must be inegalitarian because it does not start in every part of the economy at the same
time.” The reason for this, according to his model (1954, p. 140-141), is the dualism of
the labor market. In this model, one group (the modern, industrial, capitalist, formal, or
urban approaches) can capture the full benefits of the economic development; and the
other (the subsistence, informal, traditional, agricultural, or rural approaches) will benefit
less from this development. This polarity has occurred China. Prior to Deng Xiaoping’'s
reform of 1978, there was almost no financial reward for education, and in most cases
taxi drivers made more money than university professors. This changed dramatically
with the economic reforms. The financial rewards for education rose dramatically,
leaving the uneducated, and specially the rural population behind. This trend can
obviously be reversed if the whole population has reasonable access to education.

Reversing this widening income gap would help to prevent the political unrest of the
underprivileged, especially from the rural areas. Nevertheless, achieving this is difficult,
and remains one of major challenges for the Chinese Government in the coming years.
In recent years, there has been increasing unrest among those excluded from the
current economic boom, reflected in the frequent police encounters with protestors in
Chinese villages and among minorities. The Wall Street Journal stated that the rioting by
Uighurs in July 2009, in Xinjiang's capital Urumqi, put the international spotlight back on
China's handling of its ethnic minority regions (Restall, 2009, July10). However, it would
be a mistake to interpret this as a sign that China's control over its ethnic minorities is
loosening. Rather, these incidents show the broader context of rising tensions within
Chinese society.

Nevertheless, this unrest remains markedly different from that in Latin America, where
anger is directed against free market economies and foreign investments. In China
people appear to be fully convinced of Deng Xiaoping's assertion that “to be rich is
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glorious!”, and the Chinese protesters desire education, and their share of the country’s
growing wealth generated by the free market economy.

China’s solution to the income gap is growth

The financial crisis of 2008 represented a challenge to the ability of the Chinese
economic growth solution to maintain political stability. This crisis has also created the
additional risk of unrest in the cities, as consequence of the rising urban unemployment:
particularly amongst the large contingent of students that are leaving the universities and
are not finding adequate jobs. This year alone, more than six million new graduates are
entering the employment market (The Economist, April 11" 2009, p. 40).

China’s unsustainable future growth

The extraordinary growth of the Chinese economy was based on three economic
drivers: net exports, domestic consumption, and public and private capital investments.
In 2007, according to the preliminary numbers from The National Bureau of Statistics of
China (The People’s Bank of China, 2007, p. 18), net export contributed 21.5 percent to
GDP growth, domestic consumption contributed 39.7 percent, and gross capital
formation contributed 38.8 percent (see Figure 1) . These figures indicate that the
Chinese Government must change emphasis on the growth drivers of the GDP if they
want to continue growing at a similar pace to the previous thirty years.

The huge increase in US current account imbalance, with the consequent emergence of
huge surpluses in emerging economies (led above all by China) remains a problem. The
US arguably cannot continue with an uncapped rise in government debt or profligate
private borrowing, and its only alternative is to earn it way out with a big rise in net
exports. This means that China must strongly expand demand for imports, relative to
supplying exports (Wolf, 2009). Economists believe that such shifts in the growth drivers
are both feasible and likely as domestic income rises.

Consumer spending in China today is around 40 percent of GDP, as opposed to 70
percent in the US. Even while maintaining a high savings rate, Chinese people on
average can substantially increase their consumption (Malkiel and Taylor, 2008, p. 86).
This consumption growth will be pushed by the younger generation (known collectively
as the ‘young emperor generation’, and also called the ‘me generation’). This generation
includes those born after the market reform started in 1978, and after the ‘one child’
policy was introduced in 1979. Typically, they have grown up indulged by their parents,
who doted on them as a single child, and this was assisted enthusiastically by the
grandparents. They are characterized as self-centered, frequently self-indulgent, and the
most avid and savvy consumers. This generation is therefore driving demand in China,
buying everything from expensive watches to imported cars (Degen, 2009, June 17, p. 1
and 6).
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There also is the possibility for China to continue growing the economy for awhile longer,
with room for substantial investment in infrastructure. In particular, there are still large
investments required for the development of the western region of the country. The vast
investments in infrastructure made in the last thirty years are credited with allowing
China to grow at a much faster pace than India.

Corruption in China

The corruption of officials, who profit personally from public office, exists throughout the
world to differing degrees, and Transparency International (TI, 2009) is a nonprofit
organization that surveys the world’s countries to determine their perceived level of
corruption. Based on these surveys, they rank countries in terms of the degree to which
corruption is perceived to exist among public officials and politicians. The scores range
from zero (for highly corrupt countries) to ten (for very low levels of perceived
corruption). Of the 180 countries surveyed by Tl in 2008, China was rated as 72" (with
a score of 3.6), at the same level as Bulgaria, Macedonia, Mexico, Peru, Suriname,
Swaziland, Trinidad, and Tobago. While China is not among the worst countries, the low
rating reflects the fact that it has a serious problem of corruption. Gregory Chow (2005,
p. 4) has argued that:

“The major factor that will hinder further economic reform in China, in my
opinion, is the bureaucratic behavior and corruption of government officials. |
can easily predict that further reform is gradual and slow, as in the past, mainly
because there is inertia due to vested interests of the bureaucracy and because
culture is difficult and slow to change”.

Farhoomand and Woo (2006, p. 6-15) explain that corruption is an extremely complex
social behavior. They identify six key forms of corruption in China: government or insider
control of corporate mechanisms (which encourages power manipulation within and
outside the organizations), non alignment of the personal interest of managers with that
of the shareholders of companies, the under-developed legal system (which leads to
ambiguity to as to the definitions of commercial bribery, and thereby increasing
opportunities for corruption), government officials (who, in order to secure their social
status and not to be left out of the money-generating opportunities created by the
economic reform, build corrupt relationships with businessmen), abuse of the ‘guanxi’
network, and a lack of basic social values.

The role of corruption in facilitating reforms

Johnston (2001, p.7) has argued that these forms of corruption may have unexpectedly
helped to overcome some of the conflicts between state power (as represented by its
bureaucrats), and the forces promoting the economic reforms (as represented by the
rapidly emerging entrepreneurs). Government bureaucrats, motivated by corrupt
purposes, may have modified and adapted government policies that would have
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otherwise hindered the economic reforms, as these provided them with attractive
opportunities for collusion with the entrepreneurs. This, in turn, may have promoted
China’s extraordinary growth.

While corruption may have helped lubricate the economic reforms, it has potentially
explosive consequences for China’s economic and political future in the long term, as
Johnston (2001, p. 8) and Minxin (2007, p. 1) have both argued. lllicit practices, such as
bribery, kickbacks, theft, and misspending of public money, have cost at least three
percent of GDP. This corruption may also undermine the legitimacy of the ruling Chinese
Communist Party, widening inequalities in income between those that are benefiting
from the economic reforms and those that are being marginalized, and so fueling social
unrest by inciting popular resentment against the highly-visible new rich class of profiting
bureaucrats and entrepreneurs.

The Chinese government’s response to corruption

The Chinese Communist Party continues to address corruption exercised by party
members and government officials. The Supreme People's Procuratorate (SPP) recently
revealed that more than 9,000 officials were found guilty of corruption in the first six
months of 2009 (China Daily, 2009, July 17). Those found guilty are severely punished:
for example, Li Peiying, the former chief of the Capital Airports Holding Company (CAH),
was convicted of taking bribes and participating in embezzlement, and was
subsequently executed in Jinan, capital of east China's Shandong province (China Daily,
2009, August 7). Similarly, Chen Tonghai, the former chairman of China's second-
largest oil company Sinopec Corp., was convicted of corruption (for taking close to $28
million in bribes), making him one of the most prominent officials from a Chinese state
company to be punished for graft. He was given a suspended death sentence (Oster,
2009). The Chinese government is clearly aware that if they don’t control corruption, the
governing Communist Party will lose its control over the country as did, in the past, the
Imperial Qing Court, and the Kuomintang government of Chiang Kai-shek.

Unfortunately, corruption is a common problem to all countries, and especially in
emerging economies. The solution is a systematic and focused effort to promote
transparency in the political process and government bureaucracies. This requires
changes that are not easy to promote because of the many conflicting interests,
particularly from the politicians benefiting from the situation. In 2007, China established
the National Bureau of Corruption Prevention (NBCP), who report directly to the State
Council, in order to promote transparency in all levels of government to prevent
corruption (People’s Daily Online, 2007). This bureau aims to monitor the flow of
suspicious assets and suspicious corruption activities, by establishing an information-
sharing system among prosecuting organs, courts, police authorities, and banks.
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China’s impact on the world

It is in China’s global interests to show the world that it is restoring its past greatness
and sophistication, and that the ‘Century of Humiliation’, ‘Three Bitter Years’, and the
‘Cultural Revolution’ are things of the past. Successful sponsoring of the 2008 Olympics
in Beijing and the preparations for sponsoring the 2010 World Expo in Shanghai have
been useful in this regard, and indicate that China possesses a government that can
carry out whatever it deems necessary to realize its goals.

China’s far-sighted approach

Zakaria (2009, p. 95) has outlined some reasons for the ability of China’s government to
take a far-sighted approach in developing its economy. He has argued that China simply
doesn’t have to respond to the public in carrying out their strategy, and so avoids making
foolish and short-sighted popular political to appease voters. He has cited the US
government as an example of this short-sighted practice: in order for the US government
to obtain approval from congress for the much needed incentive program to restart its
economy after the 2009 recession, it had to accept a lot of unnecessary (and potentially
foolish) concessions to satisfy the selfish personal interest of Congressmen and
Senators, before it was possible to obtain their support for a program that would benefit
all Americans.

China’s lead over the US in generating electricity from renewable sources is an example
of its ability to respond quickly. Bradsher (2009, July 2), in his article in the New York
Times, has pointed out that as the US is taking its first steps toward mandating that
power companies generate more electricity from renewable sources, whereas China has
implemented a similar requirement almost two years ago, and is investing billions of
dollars to remake itself into a green energy superpower. This year China is on track to
overtake the US as the world’s largest maker for wind turbines, after doubling wind
power capacity in each of the last four years.

China’s new role in the world

China is fast moving to build strong relationships in Latin America, filling in the void left
by the US, by offering large financing packages to countries that are struggling with
slowing economies, plunging commodity prices, and lack of credit. These problems are
largely due to the financial crisis, which is attributed US and its excessive neo-liberal
economic policies. Most of these developing countries have suffered in the past under
the policies imposed by the International Monetary Fund (IMF) sponsored by US, and
have had to privatize their state-owned enterprises, let bad banks fail, maintain
government spending under control, and keep interest rates high so to let the market
economy work. Noticeably, in response to its own crisis of 2008 the US did exactly the
opposite on all four fronts, which has perhaps contributed to mistrust in Latin America for
the US.
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In the New York Times, Romero and Barrionuevo (2009, April 15) have recorded that
during the first quarter of 2009, China has been negotiating deals to double a
development fund in Venezuela to $12 billion, has lent Ecuador at least $1 billion to
build a hydroelectric plant, has provided Argentina with access to more than $10 billion
in Chinese currency, and has lent Brazil’s national oil company $10 billion. They suggest
that these deals largely focus on China’s ability to protect its interests in natural
resources (such as oil) for years to come. They also stress that China’s trade with Latin
America has grown quickly this decade, making it the region’s second largest trading
partner after the United States. But the size and scope of these loans point to a deeper
engagement with Latin America, at a time when the influence of the US is eroding.
Another significant development in global economics is the agreement to substitute the
dollar with the Chinese Yuan in bilateral commerce between China and most Latin
America countries. This is evidence of China’s push to substitute the Yuan for the dollar
as international reserve currency.

The fast growing developing economies of Brazil, Russia, India and China (baptized by
Goldman Sachs (2001) with the acronym BRIC), are challenging the economic
dominance of the US and the European Union (EU). On June 16, 2009, the leaders of
the BRIC countries held their first summit in Yekaterinburg, and issued a declaration
calling for the establishment of a multipolar world order. Particularly, these countries
have requested a greater influence in the IMF and World Bank (WB), challenging the
absolute US leadership and the imposition of its excessively liberal market economic
model that generated the 2008 financial crisis. The IMF and WB (created during the
Second World War) were traditionally dominated by US ideas and money, and have
served to spread US influence and business interests over the developing world.

Implications for the US

The great challenge for the US is its large accumulated debt with China and Japan, and
the need for additional borrowing to finance its massive economic stimulus plan. This
problem began in the early 80s, when Americans began to consume more than they
produced, and made up the difference by ever-increasing borrowing. At the same time
the Chinese were saving almost half of their earnings instead of investing in their
economy. With this ever-growing savings, the Chinese government financed
consumption in the US to promote China’s exports to American consumers.

The massive lending by China, Japan and other countries reduced interest rates in the
US, and encouraged more and more borrowing and spending by the Americans. The
excess of low cost financing encouraged Wall Street managers to create increasingly
riskier financial innovations, in order to boost profits. The profits and risks of these
financial innovations were carried by investors, who were happy to pay extraordinary
bonuses for these profits to the Wall Street managers that created these financial
innovations (at no risk for themselves). This encouraged Wall Street managers to create
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even more profitable and increasingly risky financial innovations. This financial merry-
go-round for investors and Wall Street managers ended with the burst of the real state
bubble that started the 2008 financial crisis.

The Lehman Brothers bank is a good example of the ‘moral hazard’ that precipitates the
financial crisis. This bank made losses in the two quarters before it collapsed, yet
continued to accrue a compensation pot for its employees not far off the levels of 2007
(see Figure 2). Returns to shareholders over the entire cycle worsen when the failures of
the bank are included. Lehman
paid out $55 billion to employees

in the decade up to the end of I
2008. Shareholders earned
cumulative  profits of zero,
including the loss of all of their B Net income/ B Employee
capital when the firm failed (The loss compensation
Economist, 2009, July 16).

The  enormous  economic -E-!-ﬂ.!ﬂﬂﬂllé _E
5

Heads we win, tails you lose
Lefiman Brothers, $bn

stimulus package launched by
the US government to restart its
flailing economy has to be 10
financed by more borrowing from

China and other countries 2
(Figure 3). 20

. i 1 1 i 1 i 1 i 25
According to Bartlett (2010) 1099 2001 03 a5 07 08
Chine_s_e owners_hip of Treasury Sources: Bloomberg: * Loss assumed 1o equal
securities is probably The Econorist book value of equity
significantly understated.

Parameswaran (2010) suggest
that China may be using agents
in London, Hong Kong and

elsc_ewhere to dl_SgUISe Some (_)f Source: The Economist (2009, July 16) (Copied:
the_lr_ purchases_ln order to aVo_ld http://www.economist.com/businessfinance/displaystory.cfm?st
political ~ scrutiny.  Economist | ory id=14034875)

Simon Johnson (2010) of MIT
believes that the Chinese almost certainly own more than $1 trillion in Treasury
securities. Bartlett (2010) writes:

Figure 2: Leman Brothers: an example of ‘moral
hazard’
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“‘How the Chinese came to acquire all these
securities and what they might do with them
is not well understood. It is primarily the result
of their exchange rate policy, which fixes the
Chinese currency to the dollar below the
value that would exist if it were allowed to
float freely. The Chinese do this because it
makes their exports cheaper in terms of
dollars, and imports from the U.S. more
expensive in terms of their currency, which is
a key reason for our large trade deficit with
China.”

However, the extent to which the Chinese are
willing to continue to provide finance the US
is now uncertain (Wolf, 2009, June 2). In the
short term, the Chinese government has no
choice but to provide finance to the US so
that the US can continue importing from
China. These Chinese exports to the US are
vital to sustain China’s economic growth.
Nevertheless, due to perceived lack of
sustainability of China’s economic growth
model based on exports to the US, it is likely
that the Chinese government will gradually
divert most of their resources invested in US
treasury bills to develop new markets in Latin
America and Africa, and to stimulate growth
in consumption in their own economy.

Analyzing US debt and China’s accumulation
of a vast pool of capital, Zakaria (2009, p.
XX) has written in the preface to The post-
American world:

“The best scenario would be for China
and the United States to work together to
slowly unwind their mutual suicide pact.
China would benefit by having more
money to reinvest in its domestic
economy. The United States would
benefit from being forced to make some
hard decisions that will ultimately make it

Country Billions of
Dollars
China, Mainland 894.8
Japan 765.7
Oil Exporters* 207.4
United Kingdom 178
Brazil 169.3
Hong Kong 148.7
Russia 141.8
Taiwan 116.5
Total Foreign 3,689.00

Notes:

* Includes Ecuador, Venezuela, Indonesia,
Bahrain, Iran, Iraq, Kuwait, Oman, Qatar, Saudi
Arabia, the United Arab Emirates, Algeria,
Gabon, Libya, and Nigeria.

** Includes Bahamas, Bermuda, British Virgin
Islands, Cayman Islands, Netherlands Antilles,
and Panama.

Figure 3: Top Foreign Owners of U.S.
Treasury Securities as of December 2009

Source: Bartlett, 2010:
http://www.forbes.com/2010/03/11/treasury-
securities-national-debt-china-trade-opinions-
columnists-bruce-bartlett.html
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better off. Since at least the 1980s, America has recognized that it could spend
with abandon, forever delaying the date of repayment. This has not been good
for its foreign or domestic policy. It's made Washington arrogant lazy, and
careless. But the free ride is coming to an end.”

US risks inflation and devaluation of its currency

The gradual drying up of the supply of low cost financing, previously available to the US
from China and other countries, is likely to increase interest rates in the US. Shaky
auctions of treasury notes in July 2009 reignited concerns as to whether the US
government can continue to attract buyers from China and elsewhere (to repay trillions
in new debt) without raising interest rates (Rappaport & Areddy, 2009, July 31). If
interest rates have to be raised to attract buyers for the US debt, these will certainly
discourage the American consumer from borrowing and spending. Additionally, the
government may be forced to print money to pay for its economic stimulus package,
without being able to finance this.

The consequence of this for the US could be a prolonged recession, inflation and the
devaluation of the American dollar. The US will, after resolving consequences of the
financial crisis of 2008, continue to be one of the most powerful nations in the world (the
US GNP is still almost three times larger than that of China), but it will have to learn to
share the world leadership with other countries, particularly with Europe (the EU GNP is
slightly larger than that of the US), China, and the other BRIC countries. The US, China
and the World have to learn how to work more effectively together, to learn to respect
different ideas, to avoid excesses (such as those from Wall Street) and extremism (such
as North Korea), and to provide a decent living to all people everywhere. This approach
is the only way to avoid political unrest, wars and new financial crises.
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Introduction

The current global pharmaceutical market is stagnant. In contrast the drug market in
China is a strong growth area which is being fueled by its population of 1.3 billion,
aggressive government spending on healthcare, and an increased demand for drugs to
treat chronic diseases. China has been plagued with economic recession like the rest of
the world, however many factors indicate that its pharmaceutical industry is evolving and
has a bright future.

Under the theme of exploring the economic relations between the United States and
China, this paper will focus on the opportunities of the pharmaceutical industry within
these two countries. The emphasis will be on the potential economic benefits for the
U.S. pharmaceutical companies’ expansion into the Chinese pharmaceutical market and
the considerations it faces in doing business there.

The Pharmaceutical Industry: Origins and Evolution

The modern pharmaceutical industry is a highly competitive non-assembled® global
industry. Its origins can be traced back to the nascent chemical industry of the late
nineteenth century in the Upper Rhine Valley near Basel, Switzerland when dye stuffs
where found to have antiseptic properties. A host of modern pharmaceutical companies
all started out as Rhine-based family dye stuff and chemical companies, for instance
Novartis, Ciba-Geigy etc. Most of these companies are still around in today’s global
market place.

Over time many of these chemical companies moved into the production of
pharmaceuticals and other synthetic chemicals and they gradually evolved into global
players. The introduction and success of penicillin in the early forties, combined with the
relative success of other innovative drugs, institutionalized research and development
(R&D) efforts in the industry’. The industry expanded rapidly in the sixties, benefiting
from new discoveries and a lax regulatory environment. During this period healthcare
spending boomed as global economies prospered. The industry witnessed major
developments in the seventies with the introduction of tighter regulatory controls,
especially with the introduction of regulations governing the manufacture of “generics”>.

The new regulations revoked permanent patents and established fixed periods on patent

! Non-assembled industries are industries that do not rely on manufactured or component parts or materials.

®The importance of R&D was especially prominent due to the co-location of European universities and educational
research institutes.

® Generics are medicines manufactured after patent expiry by another pharmaceutical company and usually sold at
a cheaper price.
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protection for branded products, a result of which the market for “branded generics”
emerged.

The U.S and Global Pharmaceutical Industry Today

Over the last thirty years large pharmaceutical companies have enjoyed unprecedented
success. Some of the well known global industry companies for example are Pfizer,
Merck, GlaxoSmithKline, and Novartis to name a few. Unfortunately, the almost
effortless growth and profitability the industry experienced throughout the 1990’s cannot
be expected to continue in a dramatically altered 21 century marketplace. To manage
current challenges and ensure future success, the pharmaceutical companies are
required to understand how the market is changing and identify new strategies to
respond, compete, and grow. Strategies that guaranteed success during the past 20 to
30 years are anticipated to not guarantee success in the future®. There is widening belief
that the rapidly evolving nature of this industry will result in new business models which
will transform it.

Transitions in Global Pharmaceutical Marketing

Throughout the 1980's and 1990’s a double-digit annual growth rate in the
pharmaceutical market was the norm. Over the past 8 years, however, the growth rate
has decreased to the low to mid single digits. Major markets have moderated, while
growth has accelerated in the “pharmerging”® markets of China, Brazil, Mexico, South
Korea, Turkey, India and Russia. The U.S. remains the largest market (projected to be
39 percent of the total market in 2008), but its contribution to global growth has
decreased significantly. Also in the past, the developed market was driven by primary
care needs for drugs to treat conditions that affected large numbers of patients, for
example, infectious diseases, high cholesterol and high blood pressure.

Now the momentum has shifted. The number of new product launches has decreased
and the market is dominated increasingly by specialty driven products. In 2008, the
primary care segment will decrease globally for the first time, and specialty categories
will drive 70 percent of total global growth. The current market is driven by needs for
innovative, molecularly targeted products designed to treat small groups of patients with
more complicated diseases: cancer, rheumatoid arthritis and immune disorders for

4 Jerry Cacciotti, Richard Evans, Mary C. Tanner, “21* Century Pharma, Managing Current Challenges to Ensure
Future Growth”, In Vivo, the Business & Medicine Report, June 12, 2008, p.1.
*The term “pharmerging” coined by IMS pertaining to countries with emerging pharmaceutical markets.
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example®. Contributing to this trend are the global dynamics of changing demographics,
epidemiology and economic development, particularly in the pharmerging markets.
These are the areas which are becoming the avenues for driving growth and revenue.

The decline of the blockbuster drug (an industry term referring to drugs with very large
scales, generally in excess of $1 billion) and the replacement by generic drugs (defined
as copies of off-patent brand-name drugs that come in the same form and with the same
intended use. They are then sold under their chemical names either over the counter or
by prescription), represents one of the most dramatic transitions in pharmaceutical
marketing. Ten years ago, blockbusters accounted for only 9.8 percent of growth but by
the middle of this decade they accounted for 44.3 percent. The development of
blockbuster drugs involved enormous costs that were justified by multi-billion dollar sales
potential and favorable regulatory and pricing frameworks. That environment has
changed. Favorable pricing has eroded, safety and regulatory oversight has increased
the cost of bringing primary care therapies to market and keeping them there. There
have been numerous examples of drugs taken off the market due to patient reports of
harmful or questionable outcomes. It is anticipated that within the next five years, $129
billion of branded pharmaceuticals will face generic competition.’

Global Changes in Key Fundamentals

The standard of care for all patients has risen dramatically, in part due to an increased
focus on patient safety and the increased regulatory actions within many countries. New
drug applications are scrutinized more closely, and the U.S. Food and Drug (FDA)
approval process is becoming more demanding and more conservative. For many
therapeutic categories, approval almost always requires data to show efficacy and
safety. Clinical trials which are a requirement of bringing a drug successfully to market
are becoming increasingly complex and expensive. Another key factor is the change in
consumer behavior. Consumers now have pharmaceuticals marketed directly to them
through many mediums including the internet. Consumers and prescribing physicians
want more complete data about clinical trials and drug efficacy and safety. In the U.S.,
third-party payers such as Medicare and Medicaid, exert a high degree of influence over
which drugs will be prescribed.

Additionally, other factors have emerged such as changes in intellectual property
protection. Pharmaceutical companies in the U.S. and Europe are experiencing

® Cacciotti, Evans and Tanner, p.1.
" Cacciotti, Evans and Tanner, p. 2.
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increasingly aggressive patent litigation which is shortening the time of patent protection
and accelerating the entry of generic versions of drugs. This becomes attractive to
those politicians crafting legislation as generics reduce those required resources that
impact on national budgets. In the pharmerging markets, intellectual property laws and
regulations are nascent. The social contract that influences the major markets is being
threatened by compulsory licensing, ineffective enforcement, and a more tolerant
attitude toward intellectual property infringement.®

In contextual summary, the economics that drive the pharmaceutical industry are
evolving into a different direction than what the industry has previously been used to.
The increase in demand for the production of generic drugs is resulting in increased
pressure on the growth potential of the major markets. This trend is coinciding with the
increased costs of research and development, which includes clinical trials. The FDA in
the U.S. and its European Union counterparts are scrutinizing the development and
production processes more closely, both consumers and prescribing providers are more
cautious after hearing about safety problems with marketed drugs. The expense
generated by the large infrastructure required for the research and development of
blockbuster drugs is not translating into sufficient revenues to cover the cost of capital
expenditures. This contributes to an increasingly inefficient and costly product
development process.

China: The Current Economic Macro-environment

Beside the United States, there is no more important single market than China.® The
economic and social changes occurring in China since it began actively seeking
economic ties with the industrialized world have been dramatic. China’s dual economic
system, embracing socialism along with many tenets of capitalism, has produced an
economic boom with expanded opportunity for foreign investment that has resulted in
annual gross national product (GNP) averaging nearly 10 percent since 1970. Most
economic analysts predict that 8 to 10 percent average for the next 10 to 15 years is
possible. Thus, at that rate, China’s GNP will equal that of the United States by 2015.
These growth projections are dependent on China’s abilities to deregulate industry,
import modern technology, privatize overstaffed, inefficient state-owned enterprises
(SOEs), and continue to attract foreign investment.

® Cacciotti, Evans and Tanner, p. 3.
°The Economist, “How China Runs the World Economy,” July 30, 2005, pp. 11, 61-63.
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Two major events that occurred in 2000 are having a profound effect on China’s
economy: admission to the World Trade Organization (WTO) and the United States’
granting China normal trade relations on a permanent basis. China’s entry into the WTO
cut import barriers currently imposed on American products and services. The United
States is obligated to maintain the market access policies that it already applies to
China, and has for over 20 years, and to make its normal trade relation status
permanent. China has begun to comply with WTO provisions and has made a
wholehearted and irrevocable commitment to creating a market economy that is tied to
the world at large.*°

In the long run the economic strength of China will not be as an exporting machine but
as a vast market. The economic strengths of the United States come from its resources
and productivity and the vast internal market that drives its economy. China is a
relatively poor nation going through a painfully awkward transformation from a socialist
market system to a hybrid socialist/free market system, not yet complete and with the
rules of the game still being written.**

China’s Pharmaceutical Industry and Regulatory Background:
Pharmaceutical Policy and Role in China

Presently in China, there exist contradictory goals which plague its pharmaceutical
policies. The government wants to develop the domestic pharmaceutical industry and
encourage innovation. Moreover, decreased government financing of public hospitals
was replaced in the 1980’s in part by cross-subsidization through drug sales. These
goals push toward higher drug prices. Yet the government also aims to control drug
spending to guarantee access even for poor and uninsured patients. Current
government policy focuses primarily on trying to control drug spending through price
regulations at selected levels of the supply chain. However, such a system has distorted
market incentives, contributing to higher drug prices for consumers and questionable
prescribing practices that undermine public health. Hence, drug policy reform is an
essential component in the current efforts to create universal healthcare coverage for all
of China’s citizens™?.

' N. Mark Lam, and John L. Graham, “China Now: Doing Business in the World’s Most Dynamic Market”. (2007).
New York, McGraw-Hill. P. 44.

" N. Mark Lam. and John L. Graham, p. 56.

2sun, Qiang, Santoro, Michael A., et al. (2008) “Pharmaceutical Policy in China”. Health Affairs 27 (4): 1042
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Current health care reforms in China seek to reverse the precipitous decline in effective
health insurance coverage that arose from agricultural de-collectivization and the
breakdown of the “iron rice bowl” for urban workers. As a share of total health spending,
out-of-pocket payments by individuals increased from 20 percent in 1978 to
approximately 50 percent in 20063, Despite recent efforts to expand social insurance
programs, health insurance coverage remains limited.

Drug spending represents 42.7percent of expenditure per inpatient episode and 50.5
percent per outpatient visit. Thus pharmaceutical policy looms large in any government
effort to control health spending and keep healthcare affordable*.

Overview of the Chinese Pharmaceutical Industry

Prior to the economic reforms begun under Deng Xiaoping in the late 1970’s, the
Chinese government, especially local governments, promoted the pharmaceutical
industry mainly for industrial development and job creation. These industrial policies did
spur rapid development but also resulted in production facilities that were small in scale,
duplicative, and greatly uneven in quality. China’s drug manufacturing firms now
number more than 5,000, and most are small producers of generic drugs. The sales
revenue of the top ten pharmaceutical enterprises accounts for only 10 percent of total
pharmaceutical sales, and the top 100 firms account for only 33 percent of total sales,
compared to the top ten international pharmaceutical companies, which account for
about 42 percent of global pharmaceutical sales revenue®®. This industrial structure
combined with the regulatory environment to encourage pharmaceutical manufacturers
to focus on competing on price rather than quality and innovation. On average, research
and development (R&D) spending accounts for only 2 percent of sales revenue, which is
far lower than the 14-18 percent of leading global pharmaceutical companies. From
1986 to 2006 Chinese firms have independently developed only forty kinds of chemical
medicines, most of which are not patented. Recent government initiatives aim to
improve innovative capacity and quality, including through promotion of Good
Manufacturing Practices. °

National pharmaceutical distribution is also not very concentrated in China. In 2005 the
market share of the top three pharmaceutical distributors in China amounted to about 25

Bsun, Q. p. 1043
“sun, Q. p. 1043
sun, Q. p. 1044
' sun, Q. p. 1045
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percent of the industry’s total sales revenue, compared to market shares of 96 percent
and 67 percent among the top three pharmaceutical distributors in the United States and
Japan, respectively. At the regional and local levels, however, some wholesalers
dominate specific provinces. There also is considerable market concentration at the
final key link in the supply chain: the pharmacies owned by China’s more than 19,000
hospitals, which account for about 80 percent of all retail pharmaceutical market share.
Partly in response to concerns about increased retail prices stemming from multiple
layers of intermediaries, in 2000 the State Food and Drug Administration (SFDA)
established fifty interprovincial pharmaceutical retail chain enterprises. Still, there are
usually six to nine supply-chain links from production to final sale to consumers and
patients.’

Pharmaceutical Price Regulation

Pharmaceutical prices have long been regulated in China, except from 1992 to 1996,
when the Chinese government let the market set drug prices and the pharmaceutical
industry grew rapidly. However, in response to perceived problems of market-based
pricing — including price increases, poor quality control, corruption, and kickbacks — the
government recentralized much of pharmaceutical pricing in 1997. About 60 percent of
pharmaceutical sales in China now occur at regulated prices.

The powerful former state planning commission, now called the National Development
and Reform Commission (NDRC), has issued nine policies on drug pricing since 2000.
These new policies set maximum retail prices for medicines included in the essential
medicine list of the urban insurers, based on a mark-up above the average production
cost declared by manufacturers. All other drug prices are market based.

When setting drug prices, the government aims to cover manufacturer’s production
costs as well as profit margins, to help cover the general operational costs of drug
distributors and drug dispensers such as hospitals. Firms that market medicines with
higher quality and safety or with shorter treatment cycles and lower overall treatment
expenses (compared to other medicines with the same chemical composition) can apply
for higher regulated prices. However, because of corruption in the SFDA’s supervision
of the drug registration process, manufacturers have been able to obtain so-called new
drug status for existing generic drugs simply by changing the dosage or the packaging.*®

'sun, Q. p. 1046
.sun, Q. p. 1047
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Critics of China’s pharmaceutical industry, like those of the global industry, often accuse
manufacturers and distributors of reaping above-normal profits through high prices. In
response to such concerns, between 1997 and 2007 the NDRC introduced extensive
and substantive price reductions for many drugs, which resulted in reduced sales
revenue for purveyors and reduced costs for purchasers.

Part of the perception of high drug spending appears attributable to the relatively lower
prices for professional health care services. In other words, drug prices may be higher
in China than elsewhere in the world, but that is inextricably linked to the industry’s
cross-subsidizing the rest of the health care system. Patients may object to high prices
for pills, but they also are paying less for doctor visits, therapies, and surgeries. Such
economic transfers make it difficult to sort out just how much drug price levels reflect
inefficiency.*®

Healthcare Reform and its Implications for the Pharmaceutical Industry

There is currently great debate in terms of just how to reform and change the healthcare
system in China. There are numerous government sponsored committees and think
tanks producing studies and reports addressing the crucial challenges facing the
country. The government in particular, is challenged to provide basic healthcare to the
population in a way that is affordable and comprehensive, without resorting to unilateral
price control. The number of persons covered and the depth of the coverage in the
government insurance — LIS and GIS- and more recently, the new consolidated Basic
Medical Insurance (BMI) scheme, has declined over the last year.?° It has been cited in
various directives issued by the World Health Organization (WHQO) and other agencies,
that the potential unraveling of the healthcare system would pose a threat to domestic
tranquility in the country. Most importantly, as Asia begins to play a more prominent role
on the world health stage with diseases like severe acute respiratory syndrome (SARS)
and avian flu taking flight, as well as the recent HIN1 epidemic, the pressure on China
will mount from the world health community to address the failings of the country’s
current healthcare infrastructure.

According to IMS the pharmaceutical industry is well-positioned to help support
necessary reform in China. Specifically this can be done by leveraging global
experience in developing sound, successful cost containment strategies. In lending this

¥ sun, Q. p. 1047
2 Raymond Hill, Stephen Walter, and Mandy Chui (2006) “All Roads Lead to China: Traversing the Next Frontier”.
IMS Global Consulting, IMS Health www.imshealth.com accessed June 15, 2009.
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expertise, companies can hope to gain a foothold in this vast, complex market. This
presents enormous opportunity for both indigenous Chinese and U.S. pharmaceutical
companies to create effective partnerships which may result in accelerated growth in
quality, technology and consumer market expansion.

The Future Environment for Industry Growth and Investment

China formally permitted the participation of foreign investors in 1979. Presently, the
Chinese pharmaceutical industry has become one of the first groups of industries that
established enterprises using foreign investment by the majority of large multi-national
pharmaceutical groups from North America. This is one of the key ways that these
companies are seeking in their efforts to create a localized infrastructure to ensure new
avenues of growth and to create competitive advantage. With foreign cooperation and
the successful introduction of foreign investment, China’s pharmaceutical industry has
expanded at a fast rate with annual market growth posting an average double-digit
growth for the past two decades. Analysts anticipate that China will be the world’s
largest pharmaceutical market by the year 2020. In 2005, it was recorded that 20 of the
25 largest transnational pharmaceutical corporations have set up manufacturing
enterprises in the form of either sole investments or joint ventures, and more than 1800
joint ventures have been established. The economic development and huge market
potential of China’s pharmaceutical market are highly recognized by many international
corporation groups such as Bristol & Myers Squibb, Pfizer and Novartis which have
been expanding their business in China steadily.?*

For instance, AstraZeneca, one of the global leading pharmaceutical corporations, has
made significant investments in its sales force in preparation for expansion into new city
markets. An estimated 2,000 hospitals in 120 cities are being covered by a growing
army of sales representatives, costing an industry average of USD $30,000 per year, per
person. Investments such as this are offset by the additional revenue generated each
year per rep. In larger cities this could be as high as USD $200,000 per person or as
low as $50,000 in smaller urban areas. The company also has invested over $100
million USD in research and development in China and will open the doors to the
AstraZeneca Innovation Center China later this 2009 calendar year. This is in addition

2y Yuanjia, Carolina O.L. Ung et al. (2007) “The Chinese pharmaceutical market: Dynamics and a proposed
investment strategy”. The Journal of Medical Marketing 7 (1) p. 23.
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to the $134 million already invested in a manufacturing plant in Wuxi and a clinical
research unit in Shanghai created in 2002.%

Geographic and Demographic Considerations

The pharmaceutical opportunities are only going to increase with time. The incidence of
chronic disease is rising in China as the society becomes more affluent. Greater
prosperity often leads to lifestyle changes for example; richer, less healthy diets result in
increases in diseases such as diabetes, cancer and heart disease. By 2025 it is
projected that China will have 46 million diabetes patients, almost double what is
projected for the United States, and about 13 percent of the global diabetic population®.
Couple this with the dynamics of an aging population and the migration from the rural
areas into the urban, where the population becomes increasingly sedentary. The
potential requirements for access to a multitude of chronic pharmaceutical therapies can
be predicted.

In terms of the best regions for pharmaceutical company investment, market research
has shown that China’s southeastern zone with two well-developed areas and the three
sub-developed areas have shown prosperous development of the pharmaceutical
industry and the majority of pharmaceutical sales have originated from these regions?*.
Market research has shown that 86 percent of the Chinese market will be outside the
larger cities after 2008. Pharmaceutical sales in tier two cities like Hangzhou,
Shenyang, Jinan and Tianjin, for instance, have grown by 2.5 times since 2000 and are
likely to continue on this trajectory until 2010. These regions were chosen as the priority
areas for the Chinese government to initially practice the policy of opening to the outside
world for foreign investment and were given policy preferences. Under special
adjustment and organization by the central government, the investment environment has
been relatively advantageous over China’s other areas. These regions and the cities
therein also serve as a special channel for China to use foreign investment, to import
advanced technology and management skills, and to enter international markets®

This population shift has a significant strategic impact on how pharmaceutical
companies can access the opportunity to be mined in China. Sales penetration and
productivity in these markets is one of the leading growth drivers, but also a significant

% Hill, Walter, and Chui, p. 5

2 Hill, Walter, and Chui, p. 6.

* The Zhejiang and the Guangdong provinces, and the Hebei, Heilongjiang and Sichuan provinces respectively.
% Yuanijia and Ung et al. p. 24
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investment. Companies will need to expand field sales forces and extend their reach into
new geographic markets and new areas where drug coverage is needed and the market
is not saturated.

The key for companies to achieve success in doing business and gaining competitive
advantage in this market will be in their abilities to execute. In other words, companies
which have well thought-out human resources (HRO) programs that can attract retain
and train top talent will be better positioned to accelerate market penetration. Those
companies that succeed in the Chinese market will not necessarily be the companies
with the best products. It will be the companies that have finessed execution by going to
market with a consistent, cohesive plan and with ground forces in place to execute that
plan. Senior management will be stable and the strategy informed by market-specific
intelligence and guidance, and a willingness to forge alliances with the government.?®

Pharmaceutical Market Segmentation: The Generic Drug Market

As previously discussed, pharmaceutical sales in China are projected to almost double
in the next four years. China’'s pharmaceutical market which was the world’'s tenth
largest in 2006 is projected to climb to fifth by 2012 according to research performed by
IMS. A large opportunity exists in the area of generic pharmaceuticals.

Multi-national pharmaceutical involvement in China has continued to evolve since first
allowed in 1979. Since 2000 multinational branded products have gained major market
positions in the larger cities and have captured leading market shares among the top 10
corporations in the Chinese hospital market. Yet while the number of multinationals has
increased, from 294 in 1999 to 329 in 2008, they are outnumbered by local Chinese
companies, which have grown from 1,281 to 2,424 in the same period.?” This is
primarily due to the abilities of the local companies having wide distribution networks
and more intimate knowledge of local governments and hospitals. By contrast the larger
multinationals have made better inroads with the larger medical centers located in the
largest cities with only minor penetration into the rural areas.

One of the key drivers in the exponential growth of pharmaceuticals in China is the
generic drug sector. According to the IMS China Hospital Audit sales of generics have
increased above the overall pharmaceutical market growth with the generics share of
sales from 54% in 1999 to 62% in 2008. It is worth noting that local companies

% Hill, Walter, and Chui p. 8
#’IMS China Hospital Audit, 1999 and MAT, June 2008 as cited in Chui 2009.
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dominate the Chinese generics market and account for over 99% of sales.?® The
Chinese domestic industry has expanded rapidly and companies have improved their
manufacturing processes to become quality certified and have made major investment in
R&D activities. Their goals are to expand their product portfolios beyond traditional
areas such as anti-infectives into the more lucrative areas of cancer drugs, cardio-
vascular and other chronic diseases. Most notably, systemic anti-infectives, which
accounted for 41% of generic sales in 1999, have seen their share erode to 29% in
2008. This trend has produced a great deal of merger and acquisition activities within
the local firms which has led to more consolidation.

Foreign companies’ penetration into the promising generics market has been slow.
They are impeded by the competitive advantage of the local players. The low-cost
manufacturing capabilities of the domestic firms enable them to compete on price. At the
same time, their close government relations, a commission-based business model, and
heavy investments in their sales forces and distribution networks have contributed to
their stronghold. Maintaining this market share in a highly competitive environment is a
challenge. For instance, while JS Yangzijiang Fty has retained its leadership in the
rankings of China’s top local pharmaceutical companies for the last Syears, its position is
vulnerable due to competition from Hengrui and Shandong Qilu, which rose to the
number two and three slots respectively, in 2008.%°

Implications for the Generic Sector under Healthcare Reform Initiatives

As previously discussed, there are wide disparities in the provision of healthcare
services across China as a whole.

These exist across provinces, regions, and across income groups as well as between
the urban and rural areas. China has set a goal of redressing the inequities of the
current situation by providing an affordable healthcare system that will cover all urban
and rural residents by 2020. The accelerated development of a multi-level insurance
system has become a government priority as part of this health reform program. The
government has set an ambitious target of bringing virtually all the population within the
healthcare insurance framework by 2010. The will further boost demand for drugs,
particularly generics.*°

% Mandy Chui (2009) “Rivalry, Risk and Reward in the Generics Market” IMS Health Incorporated, p. 2
# Chui, p. 3
% Chui, p. 4
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The Factors for Success in the Generics Sector

Both foreign and domestic companies that are based primarily on a generics model
stand to prosper over the coming decade in the Chinese market. Some of the factors
which should be considered for success are as follows. First, is the ability to adapt to
demographic market trends. That is to be able to take advantage of the upcoming
healthcare reforms, and to be able to provide the right drug at the right price at the right
place for the increasingly affluent Chinese consumer base. Secondly, the appropriate
selection of generic products according to different commercial models will be critical for
the success of any joint venture. For example, being the first to market with copies of
patent-expired products in high-growth and high-value categories would give companies
a head start in penetrating key sectors such as hypertension and diabetes. Thirdly, local
generic companies and U.S. pharmaceutical companies will gain together if they pursue
and forge strategic partnerships. Specifically for the local Chinese companies they can
foster cooperative relationships to broaden their portfolios and to upgrade their
manufacturing and technological capabilities. They can also become an integral part of
the value chain of foreign companies.®

For foreign, specifically the U.S. companies, they can benefit from strategic alliances as
well and further gain a foothold in China’s complex generic drug market place.
Partnerships with and investments in local manufacturers will enable cost efficiencies for
these companies. Product differentiation and the establishment of strong brands will
also help overcome some of the obstacles foreign players have encountered in
penetrating the Chinese market. Bottom line is that the relatively untapped Chinese
generics market could help bolster the international generics industry as access to
healthcare in China increases exponentially over the next five years.*

Conclusion

The current trends cited in this paper all point to a future where the Chinese
pharmaceutical market will be at least one of the top five in the world in the relatively
near future. U. S. pharmaceutical companies which are now in their mature growth
stages will find opportunities for rapid product growth if they make significant
investments there. There are definite challenges to doing business in China however
the potential rewards are equal if not higher. Conversely, China is in an excellent
position to capitalize on improving its own pharmaceutical industry infrastructure by

% Chui, p. 6
% Chui, p. 6
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effectively partnering with U.S. and other Western pharmaceutical corporations. They
need to utilize these partnerships to invest in new innovation, technology and to learn
quality improvement processes which will allow them to compete their products in
Western markets.
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Abstract: Are Chinese concepts of guanxi different from social
capital? Or is guanxi a more historical, philosophical, codified
version of social capital? Would understanding guanxi better help
businesspeople practice social capital in the west? This paper
describes both guanxi and social capital, compares them, and
analyses their similarity. Comparing guanxi to concepts of social
capital will help companies do business in China, but it will also
help better explain and put social capital into action in the west.

China, by virtue of its size, its dynamic economy, and its unique
form of capitalism, is changing the world. While guanxi is
changing, close personal relationships are still very critical in
China. And yet guanxi is not that different from concepts of social
capital. If anything, understanding guanxi clarifies social capital in
a western concept. The greater historical root of guanxi and the
Confusion philosophical base help explain why personal
relationships and trust are so important. Information-sharing,
resource acquisition and trust in business relationships are the
key to both. We in the West would be a lot more successful in
gaining social capital if we treated it more like the Chinese do
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Introduction

Just prior to boarding our Vancouver to Taipei flight for a Canadian Trade Mission to
Taiwan last December, we were taken aside and given an important briefing by our
Taiwan government official on guanxi. Bill informed us that we needed to buy 20 gifts to
present at our upcoming meetings. They couldn’t be over $50 so they wouldn't be
misinterpreted as a bribe or an inducement, but instead be gratefully accepted as a gift.
These tokens of appreciation needed to be Canadian, preferably something personal,
and they should be practical, not something that would likely be disposed of. Maple leaf
cuff links, a Canadian pen set or maple syrup were ideal; expensive cross pens were too
expensive, while a Canadian moose doll might be viewed as a throw-away gift. Chinese
guanxi necessitated personal gift giving to establish close personal relationships we
were told.

Our official advisor then asked if we had an extra bag to bring back all the gifts we would
likely get on our trip. We organized our gifts by meeting and recipient to ensure that the
most expensive went to the most senior attendee at each meeting and the best gift
received was saved for the most important meeting with the President of Taiwan. We
were instructed on how to give and receive business cards (like presenting a favourite
photograph), the proper way to walk into a reception room (by seniority), the protocol for
sitting at meetings or meals (one side of the table only and by seniority), and how best to
speak and respond at these meetings (only when addressed). While they also did a
great job briefing us on economic, trade and political issues, it was almost as if they
believed the success or failure of our trade mission would depend more on our proper
guanxi, or business etiquette and relationship building, than on any scintillating issue
discussion we might have. Guanxi — the approach to and conducting of relationships —
are critically important to the Chinese we were told again, and again.

“Guanxi reflects delicate fibres woven into every person’s social life and all
aspects of Chinese society. It is deeply embedded in China’s culture, with a
history of more than 5,000 years... Confucianism is a social philosophy, rather
than a religion, the main concern of which is to establish harmony in a complex
society of contentious human beings through a strong and orderly hierarchy. It
is based on the principle that human beings are fundamentally relation-
oriented...” (Park & Luo 2001: 456).

When | started my Doctorate in Business, | was interested in studying innovative
clusters and economic development. | thought | would come up with a new concept of
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the importance of venture capital or the critical mix of government policy with financial
capital and an entrepreneurial spark. | read about the importance of human capital and
social networking, how economic decisions were embedded in social interactions and
relationships, and how clusters became critical because they became “scenes” like
music scenes or theatre scenes or art scenes, where interaction between people led to
accelerated metabolism within the cluster (Florida 2008). | read about comparisons of
Route 128 around Boston, where interaction was limited in silos and hierarchical, while
Silicon Valley has an extensive dynamic, non-siloed and flat ecosystem (Saxenian
1994). And finally | read a series of reports by the World Bank analysing economic
development world wide leading to a series of papers on social capital with the final
paper entitled, “Social Capital: The Missing Link!” (World Bank 1998).

In Shanghai for a two weeks of classes this spring, we came back to guanxi on several
occasions and | got to wondering; was guanxi really all that different from social capital
or social networking as it is understood in the West, or is it just a more historical,
philosophical, codified version of social capital? Would understanding guanxi better help
practitioners of social capital practice it in the west? This paper, will describe the roots of
both guanxi and social capital, compare them, and come to conclusions on their
similarity. There are 224 youtube.com videos on guanxi, 355 books on Amazon and
395,000 hits on google about guanxi. It is my belief however that understanding guanxi
and how it is similar to concepts of social capital will help individuals and companies do
business in China, but more importantly, could also help people interested in economic
development and entrepreneurship better explain and put social capital into action in the
west. Too often we try to understand guanxi as purely a Chinese cultural aspect we
need to understand to do business there and don’t look at it as similar to concepts often
discussed in the west such as social capital and social networks. At the same time,
social capital seems to be a confusing misunderstood concept in the west,;
understanding guanxi will help our understanding and our practicing of social capital
here.

As an important but side issue, better understanding of guanxi and social capital will also
be important for Canada, and other countries, in understanding the importance of its
senior political relationships with China. After being the first major western democracy
to recognize the People’s Republic of China in 1970 (Emerson 2009), Canada in recent
years has neglected its relationship with China. Canada’s Leader of the Opposition,
Michael Ignatieff observed that the current Canadian Prime Minister Stephen Harper
“snubbed China for four years, and was rebuked when he finally showed up”. According
to Sullivan (2010), “Prime Minister Stephen Harper has seen the light. He finally followed

Cormbie — Is Guanxi Social Capital?]| 3



The ISM Journal of International Business
“Emerging China”
ISSN: 2150-1076, Volume 1, Issue 2, March, 2011

Mr. Emerson’s numerous entreaties to visit China personally, which he did in December,
remaining stoic as Chinese Premier Wen Jiabao upbraided him in public, complaining
that five years is too long between visits for the heads of the third and 11" largest
economies in the world. As the engine of global economic recovery, China is too
important to alienate” (Sullivan 2010: 1). “The nature of Canadian-Chinese trading
relationship is nothing more than transactional, going against the logic behind Chinese
protocol, which requires personal, sustained and respectful relationships” (Dhaliwal
2010: 1). These observations underscored the important role that Canadian and other
foreign political leaders need to follow in order to develop social capital and guanxi with
senior Chinese officials. Guanxi is important in business, politics and life, as is social
capital.

Guanxi

Guanxi is the personal connection between people in Chinese society or the “friendship
with implications of a continual exchange of favours” (Wong 1998). English translations
of guanxi would be connections or relationships, but that doesn’t adequately describe
guanxi. Guanxiis made up of three parts: ganging — the depth of a relationship; renging
— the moral obligation to the connection; and mianzi or face — which in China means
social status and prestige. In comparison, some have negatively viewed guanxi as just
pursuit of personal self interest, or worse, as “under the table” corruption.

Guanxi is described in a Business Week article “You Say Guanxi, | Say Schmoozing” as:

“Guanxi. It's the first word any businessperson learns upon arriving in China.
Loosely translated, guanxi means "connections" and, as any China veteran will
tell you, it is the key to everything: securing a business license, landing a
distribution deal, even finding that coveted colonial villa in Shanghai. Fortunes
have been made and lost based on whether the seeker has good or bad
guanxi, and in most cases, a positive outcome has meant knowing the right
government official, or a relationship nurtured over epic banquets and gallons
of XO brandy” (Balfour, 2007: 1).

Fan (2010) refers to guanxi as based on strong ties of family or social relationships such
as classmates. Outsiders can enter the network via mutual friend recommendations.
“Guanxi networks facilitate economically efficient exchanges in a fragmented, weak-rule-
of-law society. They have enabled China’s rapid transition from a command to a market
economy since 1978. Chinese culture views the guanxi obligation to reciprocate as
ethical behaviour, not as a “using” relationship” (Fan 2010: 8). Chinese sometimes see
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Americans as “aggressive, impersonal and excitable”, while Americans see Chinese as
“inefficient, indirect and even dishonest” (Graham and Lam 2003: 1).
Fan provides a fascinating comparison of relationships in the west versus China:

“To Westerners, relationships help the individual,
To Chinese, they also define the individual” (Fan 2010: 12).

Sheida Hodge, an American business women, who lives in China and works as a
lecturer there, says in “Guanxi: The Art of Building Relationships in China” that many
from the West see guanxi as “forced socialization — complete with lavish dinners, gifts,
and maybe even an invitation to the US for more socialization — often perceived as a
waste of valuable time by American businesspeople who want to focus on the task at
hand of completing projects and making deals” (Hodge 2008, page 1). However, guanxi
is the assurance of trustworthiness in a business climate where historically the Chinese
legal system may not have protected business contracts and dealings as effectively as
in the West. Therefore, people do business with people they know personally, or who
are recommended to them by trusted relationships. Chinese businesspeople are very
protective of their reputation since it impacts future business opportunities. “The heart of
guanxi is building a relationship of trust and credibility. This is not necessarily
accomplished by mere socialization, but by communicating substantive information
about you and your company — proving to your Chinese counterparts that you are a
reputable source with which to do business. Viewed through this lens, guanxi seems
less like a time-wasting practice, and more like good common business sense” (Hodge
2008: 1).

A more comprehensive and academic description of guanxi is:

“‘Guanxi is a cultural characteristic that has strong implications for
interpersonal and inter-organizational dynamics in Chinese society. It refers to
the concept of drawing on a web of connections to secure favours in personal
and organizational relations. Chinese people and organizations cultivate
guanxi energetically, subtly, and imaginatively, which governs their attitudes
toward long-term social and personal relationships. Guanxi is an intricate and
pervasive relational network that contains implicit mutual obligations,
assurances, and understanding. The practice of guanxi stems from
Confucianism, which fostered the broad cultural aspects of collectivism
manifested in the importance of networks of interpersonal relations. Guanxi
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has been the lifeblood of personal relationships and business conduct in
Chinese society” (Park & Luo 2001: 455).

Guanxi — Its Importance

There are four main differences between Western and Chinese management according
to Arias (1996): the need to take a long-term time horizon, a desire to for risk reduction,
a consensus oriented decision making approach, and the importance of guanxi or
personal relationships. Guanxi is much more that just knowing someone; it is:

e Continuing reciprocal relationships with banked favours;
e Building a network wider than just the two at the middle; and
¢ Individual-oriented, not firm-oriented, social-oriented, status-oriented.

All of the above is as a prerequisite to a building a productive long-term business
relationship. | once worked for Jimmy Pattison, a great Canadian who is a self-made
billionaire that started off as a used-car salesman. Mr. Pattison often repeated the
maxim “Remember, people do business with people”, which was his way of reminding
us that while good products, low prices, quality service were all important, but in the end,
you needed to have a good personal relationship to get a sale or a business deal
consummated.

Arias (1996) put forward a concept that relationship marketing is very similar to guanxi.
He argued that during the 1990’s a paradigm shift occurred as typical western marketing
evolved from a concept of exchange or rational transactions to one where the focus was
to “establish, maintain, and enhance relationships with customers and other partners, at
a profit, so that the objectives of the parties involved are met. “This is achieved by
mutual exchange and fulfilment of promises” (Arias 1996: 147). He goes on to argue
therefore that while not identical, westerners can understand guanxi far better if they
think of it as relationship marketing.

People and companies in China use guanxi to establish, maintain and organize
relationships with other people and firms. Academics have described both horizontal
guanxi with suppliers, buyers and competitors and vertical guanxi with government and
regulatory institutions. The similarity here to concepts of bonding, bridging and linking
social capital is stark. Guanxi is transferable — with a common connection and a
recommendation; it's reciprocal — a favour needs to be returned; and it is intangible — the
tie is “an invisible and unwritten code of reciprocity and equity” (Park & Luo 2001: 457).
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Guanxi networks help a company survive and grow through resource acquisition, shared
knowledge and legitimacy.

Why do Chinese people and companies feel they need to develop Guanxi networks? An
institutional theory perspective would suggest they do it because others do. A resource-
based view would say it's a good way to access needed resources, including human,
financial, knowledge and management expertise, including legitimacy. Transaction cost
theory would say that the guanxi network reduces the cost of doing business because
you would do business more quickly, cheaply and without legal documentation with
people you know and trust. The reality in China may be that with poor application of
legal rules and property rights, together with ineffective market allocation of resources,
guanxi allocates resources better than the pure market or the bureaucracy. The guanxi
network substitutes for the court system and government allocation (Park & Luo; 2001).

The key to a guanxi relationship is the establishment of trust between two people. Trust,
according to several academics, is the willingness to rely on another with confidence
because they are reliable, have integrity, are consistent, competent, honest, fair,
responsible, helpful and benevolent (Wong 1998). Firms and people are reliant on
others for some needed resources, and guanxi fosters a trusting relationship that helps
firms acquire them. According to Wong “westerners usually employ the Equity rule,
which encourages individuals to allocate resources in proportion to their contributions.
However, the Chinese generally employ the Need rule, which dictates that dividends,
profits or other benefits should be distributed to satisfy recipients legitimate needs,
regardless of their relative contributions (Wong 1998: 26). Wong developed a conceptual
model to help understand guanxi. He broke guanxi and its overall relationship quality
down into four constructs, ranging from weakest in guanxi to strongest in guanxi:

Adaptation Dependence Favour Trust

The strongest relationship quality is characterized by the following:

1) Trust — Benevolence, righteousness, propriety, wisdom and fidelity. Fidelity is
loyalty, the repayment of a debt of gratitude and favours. Non-repayment is
considered immoral.

2) Favour — a humanised obligation, combining social cost, quality and
relationships.

3) Dependence — The Chinese desire for internal harmony is achieved by
compromise, social conformity, non-offensive strategies and submission to social
expectation. There is a Chinese saying “Before turning down your request, one
should have a look at the Buddha’s face”.
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4) Adaptation — Simply the customization of products or services by suppliers to the
requests of others.

Source: Wong 1998.

Wong (1998) then tested the four levels of guanxi, or the strength of the relationship,
through both a quantitative and qualitative survey of Chinese firms, by analysing firm
performance, the formalization of the relationship and the cost of termination of the
guanxi relationship. He found that the stronger the relationship, leading to achieving a
high level of relationship or trust, produced the strongest firm performance and the
highest cost of any termination of the guanxi relationship. These were described by the
participants as win-win partnerships; difficult to achieve, but the best to have if they can
be attained. Interestingly, trust and formalization were not correlated, suggesting that if
one thought a relationship needed to be formalized, then something might be wrong in
the relationship and trust didn’t exist. A parallel in Western society exists in how some
view those who want prenuptial agreements. Dependence was also not correlated with
either trust or performance, suggesting that if you are dependent on someone, it's not a
two-way relationship but just a one-way one. From a sociological perspective, while
more positive than negative interaction is best, all positive and no negative is an
unrealistic ‘Pollyannaish’ world akin to subjugation. Adaptation was positively correlated
with performance, but negatively correlated to relationship termination, which is logical
since if you adapted your product or service to cement a relationship, and then your
partner terminated it, you would be significantly harmed.

In the present-day, fast-changing Chinese environments, guanxi has become even more
entrenched with strong and direct implications for social attitudes and business
practices. Guanxi is a critical factor in firm performance in China, affecting the flow of
resources and a firm’s interaction with the task environment. As China continues its
economic reform, and property rights remain ambiguous, guanxi has become more
important to manage uncertainties and external dependency. (Park & Luo 2001: 455).

Park & Luo (2001) explored the importance of guanxi by comparing both its vertical and
horizontal application with sales and profit growth for a sample of Chinese companies in
multiple industries in Shanghai and Jiangsu between 1996 and 1997. It’s interesting
that they found a strong correlation between guanxi and sales growth, but not with profit
growth, suggesting that guanxi helps to position a firm in its market, establishing external
relations, acquiring resources and establishing legitimacy, but does not help to improve
its own internal operations. “In a transition economy with ambiguous property rights and
weak legal constraints on market competition, guanxi provides an opportunity to
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enhance market share through improved competitive position and other applications of
collaboration with competitors and government authorities” (Park & Luo 2001: 473).
Through guanxi, Chinese firms acquire and build social capital, and broker structural
holes or gaps with key stakeholders. Chinese firms build guanxi networks to gain
needed resources, and overcome strategic and institutional weaknesses.

‘Repeated interactions in a guanxi network lead to a socially embedded
relationship that demands continual commitment from all parties. Such
attachments make the guanxi sustainable, transferable and intangible... Guanxi
in China represents two distinctive applications of a single networking skill: one
horizontally applied with competitive forces, and the other vertically applied with
government authorities. It reflects highly complex social phenomena that are
embedded in every aspect of personal and organizational interaction” (Park &
Luo 2001: 473 - 474).

Snell and Tseng (2001) looked at the darker side of guanxi, and investigated the ethical
dilemmas of relationship building in China and corruption. They put forward the paradox
that some believe it's impossible to do business ethically in China, that corruption is so
endemic that an attitude prevails that “business ethics...is an oxymoron”. Others believe
that guanxi is important, helpful and an important part of “the intricate and pervasive
network of personal relations which the Chinese cultivate with subtlety and imagination”
(Snell and Tseng 2001: 172). Some Hong Kong business people in an early 1990
survey reported that 5% commissions or grease payments were inescapable, with 70%
admitting participation in these questionable practices (Snell and Tseng; 2001).

Confucianism, Leninism, the absence of rule of law and guanxi are all connected parts
of the Chinese moral order (Snell and Tseng 2001). The four ideals of Confucianism are:
1) loyalty and reciprocity; 2) selfishness is a sin; 3) an eastern golden rule that says do
not treat your parents as you would not wish your children to treat you; and, 4) proper
conduct and orderly relationships. Leninism added industrial feudalism or networked
capitalism where the party hierarchy organized and controlled society through networks
of relationships. The absence of the rule of law was filled by a moral code that
championed the needs of family and clan not individual rights like in the west. Guanxi re-
emerged after the Cultural Revolution as a way to obtain information, resources and
opportunities. “Guanxi proceeds by building, maintaining, and using networks of trusted,
reciprocal contacts, connections, and long term relationships” (Snell and Tseng 2001:
177). A recommendation letter or letter of introduction, a system for checking
credentials, technical information exchange, friendship, banquets and gifts are all part of
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the process. “Among Mainland Chinese, gifts may not be considered as bribes if they
are understood as integral to the relationship rather that impersonal means to attain
immediate instrumental goals” (Snell and Tseng 2001: 177).

The roots of Chinese culture are based on four roots: 1) their agrarian history which
stresses the virtues of rural life, 2) Confucius and morality which stresses hierarchy and
an organized society as well as Taoism and the yin (feminine, dark and passive) which
needs to be reconciled with the yang (masculine, light and active) 3) Chinese words
which are really pictures which train them to think in big pictures not the details and 4) a
wariness of foreigners (Graham & Lam 2003). In negotiations Graham & Lam (2003)
argue that in addition to guanxi Westerners need to take into account the importance of
intermediaries that transmit trust, the importance of social status, interpersonal harmony,
holistic thinking, thrift, persistence and the importance of saving face. They urge against
impatience in deal making and company building and stress the importance of investing
now in China and Chinese relationships that will pay off in the long term. They compare
Western and Chinese attitudes with the following table:

Their basic cultural values and ways of thinking:

American Chinese

Individualistic collectivist
Egalitarian hierarchical
Information oriented relationship oriented

Reductionist holistic
Sequential Circular
Seeks the truth seeks the way
The argument culture the haggling culture

Source: Graham & Lam 2003: 4.

However, guanxi is changing, based on several case studies detailed by Snell and
Tseng (2001) conclude that:

“‘Guanxi now is permeated by instrumentality, self-seeking opportunism, and
dishonourability rather than by trust relationships based on mutual warmth,
loyalty and respect. Given the absence of civic traditions and the networked
nature of Chinese society, relative deprivation appears to have found
expression in egoistic, acquisitive forms, rather than, as Party ideologues

Cormbie — Is Guanxi Social Capital?] 10



The ISM Journal of International Business
“Emerging China”
ISSN: 2150-1076, Volume 1, Issue 2, March, 2011

would urge, altruistic rallying to improve both material and spiritual civilization
among mainland compatriots” (Snell and Tseng 2001: 196).

Tse (2010), in his recent book The China Strategy, thinks business has changed
dramatically in China over the past two decades. Originally from China, Tse immigrated
to the US, and then spent 20 years in western education and within a global consulting
company. He came back to China expecting government involvement in every aspect of
business and was warned that ‘the key to any kind of progress was guanxi, the Chinese
word for connections” (Tse 2010: 25). Yet he found that what companies really needed
in many markets now was a good product, marketing, brand strategies and distribution,
and that competition was just as fierce as anywhere else in the world, if not more so.
Also, government was no where to be seen, and he had a nuanced conclusion on
guanxi:

“In America and Europe, contracts form the heart of any business arrangement;
in China, relationships are still the most important factor. True guanxi (personal
connections) don’t have the same importance as they did twenty years ago,
when getting almost anything done seemed to need a “fixer” of one kind or
another. But because of the way Chinese business culture operates, turning on
the intricate play or the ties among a host of people an organizations, the
cultivation of connections and relationships will remain an important factor for
decades fo come. Superficially, this isn’t so different from elsewhere. ... Official
China, for both traditional cultural reason and ideological ones, sees its self as
standing at the core of all important decisions to do with the running of the
county in general and the economy in particular” (Tse 2010: 188).

Fan (2010) describes the difference between guanxi and corruption well when he
provocatively states: “Guanxi is not corruption as it is relation-focused, whereas
corruption is transaction-focused. Guanxi apparently can not be bought” (Fan 2010: 28).
An even more provocative statement about guanxi is made by Fan (2010) in the opening
to his presentation, “Guanxi — is it still important?” when he shows a spider's web to
depict the guanxi network and asks “How to be the spider, not the fly!” (Fan 2010: 4). He
argues that we should all endeavor to be the architects and builders of our social
networks, like the spider, and not just the flies that get stuck in others webs.

Social Capital

Social capital in the west is based on a thesis that neo-classical economics fails to
explain the social reality in which economic transactions take place where the level of
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network fragmentation or cohesion, the ties an actor has to financial, political and
technical networks, and the ability to bridge traditionally closed areas, all work together
to determine economic outcomes (Granovetter 1992). McCraw (2007) points out that
Schumpeter was the first, in 1928, to argue that economics needed to move beyond
pure economic theory to “Sozialokonomie” or “social economics”. The neo-classical
economic model disregards three classic sociological assumptions: decisions are
influenced by non-economic factors such as sociability, approval, status and power;
economic action is embedded in social networks; and institutions/organizations are
socially constructed (Granovetter 1992).

Sociologists in the late eighties considered the necessity to add social capital to human,
physical and financial capital as an influence on economic development (Lin & Kuo
2006). Social capital accelerates information flow, establishes social credentials to
increase community cohesion, encourages collaboration (Lin & Kuo 2006), the
coordination of activities, and collective decision making (Grootaert 1998). Social capital
is:

¢ the “goodwill that is engendered by the fabric of social relations and that can be
mobilized to facilitate action” (Adler & Kwon 2002: 17);

¢ “the norms of reciprocity and trustworthiness” (Beinhocker 2006:435); and

¢ the institutions, relationships, attitudes and values that govern interactions among
people (Hjerppe 2003).

It entails intensive interaction — “social capital is a contact sport” (Beinhocker 2006:435).
Key to the term “capital’ is the idea that an investment in it produces a gain (Lin & Kuo
2006).

Social ties in closely integrated networks impact personal needs for survival, comfort
and intimacy (Putnam 1993). Loose or diffuse ties across different social boundaries are
more effective for creativity and risk-taking (Burt 2000). Connections across ‘vertical
social boundaries of social class or political power may be effective for leveraging
information and resources as well for resolving conflicts (Woolcock 2001). The literature
has distinguished three types of social capital: bonding (ties to people that are “alike”);
bridging (ties to people that are “not alike”); and linking (ties to people in different
hierarchical levels of society) (Healy 2005). The World Bank (2004) had a similar
description of bonding (ties to people with similar demographic characteristics), bridging
(ties to people with different characteristics) and linking (ties to positions of authority,
such as public and private institutions). However, Stam & Elfring (2008) argue that little
research has focused on how different types of social capital function and are used in
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different economic situations, where all types may be needed but to different extents.
Finally, Stuart & Sorenson (2005) argue that bonding social capital is for the
encouragement to strike out as an entrepreneur, bridging is to find new opportunities
and linking helps to access different resources.

Bonding social capital

Bonding social capital, the tie one establishes with a close-knit homogenous group
within a family, or company or group, is the adhesive or glue in a community that leads
to trust and a sense of identification (Putnam 1993). This tie establishes norms, trust,
shared values and vision which build cooperation and collaboration, and it provides
discipline against inappropriate behaviour. As Putnam (1993:3) describes it, bonding
social capital “...is akin to what Tom Wolfe called the favour bank in his novel, The
Bonfire of the Vanities” (Putnam 1993: 3). Conversely, the absence of close bonding
social capital is intuitively seen as a negative as people fear “being left out of the loop”
(Woolcock 2000: 2).

Coleman (1988) discussed the concept of closure observing that a closed homogeneous
system in a community reinforces the status quo and leads to better performance.
Similarly, people and companies in a cluster with bonds can learn through frequent
interactions, share knowledge and capitalize on opportunities, and transact business
more quickly because they do not need the protection of contracts (Lin & Kuo 2006).

However, Taylor (2005) noted that much of the empirical cluster work on bonding social
capital has been conducted in successful clusters and therefore the role of profit and
price may have been neglected. Trust and loyalty are important only so long as the price
is right: “In a period of economic buoyancy, embedded ties may seem paramount, but in
recession, when the chips are down, the primary role of price becomes clear” (Taylor
2005: 5). Putnam (1993) and Woolcock (2000), in contrast, argue that to manage
shocks, communities need to be able to generate consensus via strong bonding social
capital.

Bridging social capital

Bridging social capital is the tie one establishes with different communities or
heterogeneous groups, and it is the lubricant in community interaction (Lin & Kuo 2006).
Bridging social capital is typified by the ideas, knowledge or best practices that one can
acquire from interacting with different groups, domains, functions or industries, as well
as the benefit of acquiring disparate resources, and discovering new technologies and
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innovation (Lin & Kuo 2006). Burt's (2000) concept of structural holes describes the
benefit to individuals of relationships that bridge gaps in society. Bridging social capital
facilitates access to information and resources from diverse individuals in different
functions, companies or industries. Several workplace studies performed by Burt have
shown that employees with the most bridging ties enjoy the highest compensation and
most rapid promotions (Burt 1997).

Entrepreneurs who build loose networks with complementary firms outside their own firm
or industry facilitate access to knowledge and resources that are not readily available
within the immediate industry but are critical for innovation (Stam & Elfring 2008). The
ties that form these networks provide exposure to a diversity of approaches,
perspectives and ideas, and they bring together different product offerings or
technologies from various industries to create new opportunities. Bridging ties provide a
unique brokerage opportunity to see information asymmetries and create novel
combinations (Burt 2007). Bridging ties also provide contacts to providers of marketing
expertise and strategic knowledge that may not be available within the firm's own
industry. Connection with leading companies in other industries also provides legitimacy
(Stam & Elfring 2008).

Empirical network studies were performed in Italy and found that bridging social capital
was positively associated with economic development (Sabatini 2006). Reminiscent of
Putnam’s early work comparing geographical distinctions in social capital in Italy,
Sabatini (2006) found that southern regions there still exhibit the higher levels of
bonding social capital and the lower levels of development than northern communities
where bridging ties are prominent. Similarly, comparing two high tech clusters, Route
128 in Massachusetts and Silicon Valley in California, Saxenian (2004) distinguished
the former as a tight, closed and unproductive network, while the latter is characterized
as a loose, well-connected and extremely productive network that works well by bridging
social capital.

Linking social capital

Linking social capital, a variant of bridging social capital, connects individuals with
political power, or financial resources or community authority (Woolcock 2001, Lin & Kuo
2006). People who exhibit high linking social capital can access financial resources
more quickly, influence government policy, and acquire people and ideas from
universities and other research institutions (Woolcock 2000, 2001). Linking social
capital in business, government and civic society has been shown to be important in the
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development of good economic policy in knowledge and innovative clusters (Wolfe &
Nelles 2009).

Shane and Cable (2002) showed that economic-only explanations for early-stage
financings are naive as they do not take into account social relationships, trust,
reputation and third party references which are critical to the financing decision. Venture
capitalists rely on ties to provide information and on references from trusted people
about abilities, reputations and the social obligation felt by the entrepreneur (Florida &
Samber 1999). Studies also found that geographic proximity, whereby the firm and the
venture capitalists operate in the same cluster, were important to attaining financing
(Florida & Samber 1999, Shane and Cable 2002). Sorenson & Stuart (2005) found the
importance not only of clustering and the geographic proximity of the lead venture
capitalists and the tech company for venture capital, but also the importance of
unusually popular events that would attract and motivate players to interact.

Wolfe & Nelles (2009) present case studies where local communities/clusters with
linking networks formulate economic development plans to alter economic prospects
and respond to economic shocks. In comparison, incentive programs instituted by many
governments trying to foster economic development are typically top-down, bureaucratic
and without links (Wolfe & Nelles 2009). Rodrik (2007) concludes that what is needed
for economic development is more flexible forms of strategic collaboration between
public and private sectors. His argument that industrial policy-making has to be
embedded within a network of linkages with private groups echoes Putnam’s (1993:7)
pronouncement that “Social capital is not a substitute for effective public policy but rather
a prerequisite for it...” (Putnam 1993: 7). According to the World Bank (2000), linking
relations with public institutions are vitally important, as are bridging relations with
different socio-economic and demographic groups, however, the poor are left instead to
draw upon their intensive bonding relations (family, friends, neighbours) to manage high
levels of risk and vulnerability.

Collier (1998) investigated social capital in Third World countries and concluded that it is
economically beneficial because it generates three externalities: the transmission of
knowledge about behaviours of others; knowledge of technology and markets; and a
reduction of free riding and fostering of collective action. One study of 29 countries
comparing economic growth with measures of trust and civic cooperation found that
each had a significant positive impact on growth when controlling for other variables
(Grootaert 1998). According to Bartkus & Davis (2007) social capital addresses many of
the central strategic questions of our era: cooperation and collaborative advantage;
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strategic knowledge processes; strategy making under uncertainty by providing insights
into the ways in which social networks and relationships provide both flexibility and
strategic options; and the link between strategy and organization.

A balance of each type of social capital — bonding, bridging and linking - is probably
desirable (Healy 2005). Bonding social capital aids in risk reduction when innovating,
bridging social capital facilitates the inspiration of new ideas and innovation, and linking
social capital contributes to setting the general direction of the clusters economic
development (Lin & Kuo 2006). Too much bonding can lead to insularity and cultural
ghettoization, while too much bridging can leave people vulnerable and without close
friends and social support; yet, without linking, communities can be isolated from centres
of power and influence (Healy 2005).

British Prime Minister Tony Blair in a key note address in 1999 stated, “We have always
said that human capital is at the core of the new economy. But increasingly, it is also
social capital that matters too — the capacity to get things done, to co-operate, the magic
ingredient that makes all the difference (Halpern 2005: 284).

Is Guanxi Social Capital?

“‘Guanxi is by no means culturally unique to China. It exists to some extent in every
human society, at least in terms of the norms of reciprocity” (Park and Luo 2001: 474).
Western concepts of social capital characterise it as almost commercial, transactional
and impersonal. The same applies in organization theory and strategic planning
management literature that define networks in similar manners. However, guanxi is very
personal — it's about close relationships built over time and many events, and the
exchange of favours. Guanxi is social capital — both guanxi and social capital are based
on reputation or face, trust, and reciprocity of favours.

Guanxi has numerous similarities to bonding social capital, in explaining how a dense
community sticks together and helps each other with resources, information and
business. Guanxi starts with the family, the extended family and tight groups like
classmates and the Party. The need for reciprocity is a comparable constraint on bad
behaviour or not compliant behaviour as trust is within the typical definition of bonding
social capital. The bonds stop self serving opportunism. While the bond may be similar,
the process is very different. China and guanxi may have it more right because in China,
transactions often follow successful relationships or the establishment of guanxi, while in
the West, where we are too focused on transactions, a relationship comes about only
after successful transactions. Maybe if Western businesspeople focused first on the
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relationship and then afterward on what benefits might come from it, we’d be better off.
There is a parallel here to that old adage which states that men want sex to feel good,
while women want sex when they feel good.

Guanxi is also very similar to bridging social capital as a common reference person can
introduce one person to someone new as a way to access resources and information.
Cultivating new people as part of your guanxi network is well accepted. Developing a
relationship, gifts, sharing social occasions are all prerequisites to doing business
together. In the West we too often have this “Great Man” attitude where we believe it's
better or more heroic if a person can do it on his or her own. But then we find that we still
need a team — others to help our access to financial capital, human capital and physical
capital — in order to achieve an objective. Once again, we in the West are too
transactional-oriented.  We establish the relationships to get the resources or
information when we need them. In China, one establishes a guanxi network with a long-
term objective so that, sometime in the future when you may need help, you'll have the
network established. But often in China, you're required to, very willing to and even
desirous to be seen as providing the favour first.

With the lack of a rule of law and the uncertainty in the Chinese transitional economy,
guanxi also is established with government officials and officials in other institutions such
as banks and regulators. This is very similar to concepts of linking social capital.

Conclusion

China, by virtue of its size, its dynamic economy, and its unique form of capitalism, is
changing the world. The historical application of guanxi is going through some changes
as the economy matures, but the close personal relationships that are necessary for
good business are still critical. And they are not that different from concepts of social
capital in the west. If anything, guanxi and an understanding of it, clarifies the
practitioner’'s knowledge of what exactly social capital is in a western concept. The
greater historical root of guanxi and the Confusion philosophical base help explain what
exactly personal relationships and trust are all about. Information-sharing, resource
acquisition and trust in business relationships are the key to both social capital and
guanxi. We in the West would be a lot more successful in gaining social capital if we
treated it more like guanxi by:

e working on relationships first and transactions second;
e Dbuilding trust first and business deals second;
e giving small, respectful and thoughtful gifts;
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¢ spending time together and getting to know who it is we're doing business with.

This approach to guanxi in the West offers sharp contrast to our typical practices of
hiring corporate lawyers first to go about drafting detailed shareholders, management,
non-disclosure and non-compete agreements instead of spending time getting to know
the people we are planning to have a business relationship with. Relationships matter
most, but legalese and due diligence is too often our first overture.

Relationships are also crucial within senior political interaction. | was impressed by a
recent press release from the Liberal Party in Canada on a Global Network Strategy
which sounds like worldwide guanxi to me.

“Canada is networked with the world. Restoring Canadian global leadership
requires a ‘whole of Canada’ approach that will harness our unique
advantages as a country: our global diasporas, our linguistic and ethnic
diversity, our geography, our resources, our technology. The Global
Networks approach requires a new kind of federal leadership to set Canada’s
overall priorities. Acting in partnership with business and government,
colleges and universities, civil society organizations and private citizens — and
especially our youth — we will leverage our relationships with the world”
(Ignatieff 2010 b: 1).

After reviewing papers on guanxi, and relating them to social capital and my own
personal experiences, several lessons came to mind which | summarize for business
people in China as well as in the West, in order to be better practitioners of guanxi or
building social capital:

1. Net sharing not networking. Don’t just try to collect contacts or business cards;
instead establish strong personal relationships by openly sharing information and
resources.

2. People do business with people. Never pass up an opportunity to spend time
truly getting to know a key contact, whether it be over lunch, golf or during a
social occasion.

3. There is no free lunch. If someone promises you great access for nothing, be
grateful but also suspicious; increased transparency everywhere ensures equal
access.

4. Remember the reciprocity of Don Corleone in the movie “The Godfather”. If
you ask for a favour, the Godfather will ask for a favour back sometime.
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5. It takes a community with social capital to build knowledge. Knowledge
comes from a group of people, whether in a classroom discussing, a work team
strategizing, or a group of businesspeople interacting.

6. Your reputation, your face, is your key. Your reputation can unlock many
doors, but if it gets rusted or broken, many doors will be locked shut.

My son, watching BBC earth’s current best-selling wildlife documentary “Life”, tells me
that the documentary has a conclusion summarizing well my belief in the importance of
relationships, social capital and guanxi. “Life” takes a biological perspective on human
success and the narrator Oprah Winfrey states,

“The key to their (mammals) success, our success, lies not so much in the size of our
bodies or our brains, but in the strengths of our relationships — relationships among the
many or between just the two” (BBC 2009, volume 3).
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Figure 1: Randal Eastman, Figure 2: Bob Boyce, Blue Frog.
Dragonfly

The Challenge of Multicultural Branding in China
Introduction

Global marketing and branding are often most effective when localized to the specific
culture of the target market. The maxim to “think gobal, act local’ has been promulgated
for the last two decades, and often the company that best understands and meets the
needs of the target customer within their specific culture is the company that wins over
their competitors (deMooij). Marketing, and specifically branding, are highly sensitive to
cultural differences and therefore should work within the cultural context to appeal to the
local consumer rather than assuming mass convergence of consumer behavior across
cultural demographics (deMooij, Zambuni).

This cultural approach to marketing becomes extremely complex when the target
consumer group includes a mixture of cultural backgrounds. For example, M. Pullman,
R. Verma and J. Goodale (2001) have written about this complexity in the context of
restaurants located in international airports that serve customers from around the globe.
This complexity also plagues companies that serve diverse expatriate populations in
cities around the world with large foreign populations.

As China has increased its prominence over recent decades as a prime target location
for foreign businesses, Chinese cities have dramatically multiplied their foreign
populations. Following this increase in foreign residents has come an increase in
businesses to meet their needs. The city of Shanghai is a prime example, where the
foreign community has grown from an approximation of 30,000 to 300,000 in less than
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two decades, and the urban landscape is now dotted with foreign restaurants and other
service businesses to cater to the growing expatriate consumer needs (Mark Secchia,
personal communication, May 26, 2009). These foreign-targeted businesses typically do
not cater to an exclusively foreign customer base, as many firms have found their local
Chinese consumer demographic growing with China’'s economic tide. Foreign-focused
businesses must therefore consider a broad diversity of cultures in their approach to
marketing and branding, starting with the diverse cultures represented in the expatriate
community but extending to the cultural considerations of the local Chinese target
market.

Blue Frog restaurants and Dragonfly spas are two examples of highly successful and
growing foreign-run firms that target the expatriate consumer but also enjoy considerably
increasing business from prosperous local Chinese. Both have grown from initial humble
beginnings in Shanghai to opening multiple locations throughout the P.R.C. and beyond.
Both are companies that are well-loved by their target demographic and enjoy
considerable brand loyalty that drives their profitability and growth. We will therefore turn
our attention to these two firms for successful branding efforts in face of the complex
multicultural marketing environment in which they function.

Introduction to Case 1: Dragonfly Spas

The concept for Dragonfly spas was created by Georgie Yam of Singapore in 2001. The
premise was to bring an upscale spa atmosphere to the world of traditional Chinese
massage at an economical price point, an alternative to the typically dismal surroundings
of cheap Chinese massage parlors as well as an alternative to the expensive and
pretentious 5-star international hotel spas (see figures 3, 4). Initially the primary target
consumers were expatriates and foreign tourists in Shanghai, those with a fair amount of
disposable income, time, and perhaps some experience with the Western concept of a
luxury spa but not willing to regularly spend the exorbitant rates of international hotel
spas.

Starting with its first location in the French Concession, Dragonfly has met with much
success. There are now dozens of locations across six Chinese cities and international
franchise locations in Oslo and Dubai, plus regular requests for more franchises both
domestically and abroad.
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Figure 3: Dragonfly in Beijing, China Figure 4: Dragonfly in Hangzhou,
China

Introduction to Case 2: Blue Frog Bar & Restaurant

The idea for Blue Frog restaurants came to Bob Boyce in Shanghai in the late 1990s
when the city’s international food choices were limited to pretentious restaurants at five-
star international hotels. Boyce wanted to create the kind of establishment where
expatriates could go after work for a relaxed happy hour and a filling burger in an
atmosphere that felt like an American pub. It didn’t take long for the foreign community
to latch on to the new establishment, and Blue Frog quickly became a favorite hang-out.
Due to Shanghai’'s wealthy and westernized Chinese population, there has been a
growing percentage of the Blue Frog clientele that are local Chinese. Since opening his
first site, Boyce has expanded to 10 restaurant locations in Shanghai, Beijing, Suzhou
and Macau, with more soon on the way (see figures 5, 6).
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Figure 5: Blue Frog in the Biyun area of Figure 6: a typical Western meal at
Pudong Jin Qiao, one of the most premier Blue Frog in Shanghai
expat hot spots in Shanghai.

Branding considerations

Much of the success of both Dragonfly and Blue Frog are due to customer loyalty, and
that loyalty is driven by the successful establishment of the respective brand names.
When those who have experienced Dragonfly or Blue Frog in Shanghai find one while
traveling in Macau or Beijing, they are delighted. In fact, based on multiple opportunities
for observation by the author of this paper as a frequent study tour leader in China,
when Blue Frog and Dragonfly customers travel to new locations, they are often eager to
specifically search out the Blue Frog or the Dragonfly in the city they are traveling in.
Using these two successful firms as examples, we can see how foreign-run firms
successfully build brand identity in China as a marketing strategy towards a diverse
market of multinational expatriates and key demographic segments of the local Chinese
community.

Brands incorporate multiple images and experiences in the minds of consumers,
symbolizing a unique promised benefit or value that customers can depend on (Keegan
& Green, 2008). The key components involved in building a brand’s image such as
color scheme, name, logo, symbols, and other thematic elements including packaging,
store design, and unique brand-exclusive customer experiences, all come together to
create recognition and emotional response to the promised benefits of the brand. In
multicultural marketing environments, these brand components must be examined for
strategic branding initiatives vis-a-vis culturally symbolic color associations, choosing a
name that has positive connotations, designing logos and mascots that have appealing
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associations or avoiding ones that have negative symbolism, and other culturally-
significant elements that can work against the brand’'s attempt to build those positive
emotional responses in culture-specific consumers (deMooij).

Creating a successful business strategy in China starts with identifying the specific
target market (Fernandez & Underwood, 2009), a critical choice that dictates the product
and marketing mix. As Tian (2007) explains, “When a TNC [transnational corporation]
deals with many country markets simultaneously ... it may think more about the need for
standardization. When a TNC deals with a single foreign country market, on the other
hand, it may think more about the need for customization/localization. In the case of
marketing in the Chinese market ... TNCs should pay most attention to the specific local
consumer preferences and particular marketing practices of the country.” (p. 181).
Unfortunately expat-focused businesses in China do not have the luxury of so clearly
defining their market. Not only does the branding need to cater to the broad primary
consumer target of expatriates, but it must also be accepted by the host country, the
secondary consumer target of local Chinese. In addition there is further complexity in
that neither expatriates nor Chinese are homogenous groups. Expatriates hail from
multiple nations all with their unique cultural values (Hofstede). And the Chinese are also
not a homogenous group, but can be distinctly divided by income, regional preferences,
class, education level, age, and more (Tian). For businesses like Dragonfly and Blue
Frog that cater to expatriates in a foreign land, the branding becomes even more
complex due to its multiple layers.

Target Markets

It is not uncommon for the entrepreneurial efforts of foreigners living in China to focus on
the expatriate community. According to Fernandez & Underwood (2009), discovering the
unmet needs among expatriate families in China is the easiest and most logical choice
for expats with entrepreneurial vision, and is a common model among suppliers of high-
end services and products.

It is also a trend for such expat-focused businesses to eventually grow beyond the
expatriate market into targeting Chinese customers as they gain experience (Fernadez
& Underwood). This trend has become even more prominent in the recent months of
global economic recession as expatriate communities in China with predominant ties to
multinational business have suffered more than the Chinese community who are
strongly tied to the domestic Chinese market which has comparatively not seen as much
damage from the global crisis as most western nations. As Fernandez & Underwood
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explain, “Some of our interviewees have made a good business out of selling
surprisingly ‘foreign’ products and services to local clients.... Other foreign business
founders were surprised by the interest from Chinese consumers in relatively high-
priced, Western products or services.” (2007, pp. 89- 90). They contribute this growth in
opportunity into the Chinese market to the way local Chinese consumers are becoming
more sophisticated with their growing wealth and greater exposure to the global world.

With a growing number of Chinese consumers of what was created to be an expatriate
business, branding takes on new meaning. In recent years much has been written on
the importance and role of branding to the Chinese. As the Chinese are growing in their
consumer sophistication and disposable income, they are seeking out brands to bond
with that meet their unique emotional and actual needs (Hollis). Some studies show
Chinese consumers to be more brand-aware and brand-loyal than the typical Westerner
(Lane, Dyckerhoff & St.-Maurice, 2006; Hollis). Part of the Chinese culture that
encourages such brand focus is the value of face. Those that want to increase their face
may choose to do so by purchasing products and using services that are known as
established and famous brands (Hexter & Woetzel).

The Chinese consider foreign brands to be particularly more credible and often
preferable to Chinese equivalents (Keegan & Green). This societal preference, though
perhaps waning in light of the growing quality of China’s top domestic producers, helps
to add to the brand equity of foreign firms operating in China. Blue Frog, for example,
will likely be perceived as serving a higher quality meal experience because it is known
as an American brand. Dragonfly, though its product is essentially Chinese, is also
perceived as a foreign brand due to its name branding in English. Both are seeing
perpetual increases in the percentage of their domestic customers.

Branding by Name

Because logos, names, and non-word symbols build brands by creating visual
representations of the brand that become key elements in the marketing and brand-
building process (Keegan & Green), choosing a business or brand name is a delicate
step in the process that can have profound long-term impact on the success of the
brand. In a multicultural marketing environment, picking a name that is appropriate and
appealing to the diverse market is both more important and more complicated, requiring
a thorough understanding and/or sufficient research to understand the latent
associations with the words chosen for the name.
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When Bob Boyce decided to open his first solo restaurant with a hip vibe and good
American pub grub, he was taxed with the task to find a good name. His restaurant was
created to cater to the cravings of expatriates and therefore needed a somewhat China-
neutral name. This would be a place to sit and sip with foreign friends and forget about
the hardships of living in a foreign culture. Therefore the name, like the atmosphere,
should not be a strong reminder of China. However, Boyce knew his customers would
not be limited only to expatriates. Though they were his first target customer, invariably
they would bring Chinese friends, who would then pass the recommendation along to
other locals with deeper pockets than average. So Boyce had to consider the Chinese
sensitivity to word and name associations. He wanted a name that was not unlucky
according to Chinese standards, but on the other hand wasn’'t strongly lucky, either.
There were plenty of red dragons and gold phoenixes; what Boyce chose instead was a
simple blue frog.

The idea for the name Blue Frog came to Boyce from a story his friend told of being
given a small blue frog figurine in another Asian country as a token of appreciation and
luck. But Boyce did his research before he settled on the name. Blue, to the Chinese, is
mostly a positive color, indicative of pleasant blue skies but not superstitiously lucky like
red or gold. Blue is also not unlucky like white’s association with death. Blue could be
accepted by foreigner and local alike since few cultures hold a negative association with
the color. This cultural approach to the color blue gives the restaurant the opportunity to
stand out from all the other establishments and advertisements in China that blend
together in masses of red and gold. The blue of his blue frog also became the signature
color for the restaurant décor and merchandising, helping to contribute to brand identity
and brand recognition.

The name for Dragonfly was also based on a desire to both fit in with the local Chinese
ideas of lucky creatures without being too superstitious. Dragonfly was chosen because
it was a way to tap into the Chinese fondness for dragons without actually choosing a
dragon; the dragonfly was a hint at the lucky dragon without being too strong of an
association. Again, this provided a way for Dragonfly to have its own identity in the midst
of the many businesses in China that use dragons in their names and logos. Based on
informal research foreigners perceive dragonflies as an elegant Chinese design element
associated with peaceful environments, and Chinese have no strong like or dislike for
the insect. Since the name is given predominantly in English, the Chinese that read the
English who are not familiar with the insect's name will think of flying dragons, which
appeals to the Chinese penchant for dragons without being directly associated with
them.
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Logos: Branding Icons

Logos create brand recognition and personality through the icons that symbolize the
establishment. In multicultural marketing environments, visual aesthetics in the colors,
shapes, and icons of a brand are as important as in single culture markets but much
more complex for the variety of approaches to aesthetics that exist in different cultures
(Keegan & Green).

Bob Boyce’s little blue frog is a good figure to the Chinese without being overly good;
informal research proved to Boyce that the Chinese like frogs but the amphibians do not
carry the same symbolism as more mythical creatures. While every street corner
advertised a restaurant with dragon or phoenix in its name, Blue Frog was guaranteed to
catch eyes for its uniqueness both for choosing an uncommon mascot as well as giving
the mascot a curiously unnatural color. Today the growing restaurant chain uses logos
of a svelte male and female blue frog that are both thin, tall, and as sexy as a frog can
be, drinking martinis in casual stances (see figure 7). The color, logo, and branding
icons have opened up secondary revenue streams for selling branded products in the
restaurant stores, including t-shirts, hats, coasters, shot glasses, and umbrellas. Boyce’s
customers identify with the sophisticated branding image of Blue Frog and wear it
proudly.

blue frog #
bararestgirant g

[ J
ur neighborhood blue frog that you wish you could invite all
blue frogs have space available for events and private p‘

Have a Party

Downlagd our press kit: bluefrog press.pdf [ 4]
]

For general inquiries: info@bluefrog.com.cn
Career Opportunities at blue frog: www.bluehorizon.cn

Support & Service Center

307 = 500 South Xiangyang Road « Shanghai 200031
ity PRI BA500 53072 - B4 200031
Phone: (86 21) 5109 9322 « Fax: (86 21) 6467 9199

—

=== To find out more about the company behind blue frog visit: www.bluehorizon.cn

Figure 7: An ad for Blue Frog shows the chain’s male and female frog mascots.

Similar to Blue Frog, Dragonfly’s clientele also identify with the brand logo of a dragonfly
in traditional Chinese art form (see Figure 8), but in a much more committed way than
Blue Frog’'s simple branded products. Dragonfly’s brand-loyal customers have gone so
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far as to literally and permanently brand themselves with the logo — with tattoos (see
Figure 9). Founder Georgie Yam explains:

People relate to the products they buy and the services they use, so branding is
important. | was honoured to see the picture of a Japanese woman in a local magazine
with our logo tattooed on her shoulder. We placed ads in the magazine to find her and
were surprised when five women responded. They all had a tattoo of our logo, but we
looked on this as free advertising, rather than an infringement of our trademark. (Taylor,
2006)

Customers so relate to Dragonfly as a lifestyle brand that they are drawn to make the
permanent association with the brand through a tattoo of their logo, the ultimate in
customer brand loyalty.

Figure 8: Dragonfly Logo Figure 9: Dragonfly tattoo

Atmosphere as Brand: Branded Ambiance

Blue Frog offered a product that was distinct at its time (a good authentic American
burger that wasn’t McDonalds); today there are many options of places to go to eat
American grub in Shanghai. On the other hand, few of these competitors offer the
atmosphere that Blue Frog provides. Each Blue Frog is decorated in hip and modern
ways with significant accents in the signature color of blue. According to Blue Horizon
Hospitality Group, “Blue Frogs are easy to spot around town because of their visual
appeal. Common design elements help to define the Blue Frog dining and drinking
experience: friendly, relaxed, and fun” (Blue Horizon Group, 2007). The Blue Frog
brand is, therefore, as much about the ambience as the American food, and this
provides much of the restaurant chain’s competitive advantage.
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Dragonfly similarly offers a product that is quite easy to find at other establishments: foot
massages. However, very few competitors have tried to recreate the core element that
makes Dragonfly what it is: its incredibly elegant and relaxing atmosphere. It is this
experience, not the foot massage in itself, which draws consumers to be brand loyal to
Dragonfly.

Though Dragonfly does not carry a specific color in its name brand like Blue Frog does,
the massage establishments do carry a standardized color scheme of muted nature-
inspired colors in all locations, typically matching the logo of soft browns with touches of
red. This, too, is part of building brand identity for Dragonfly. Though competitors can,
and do, copy the natural color palette of Dragonfly such that you cannot tell you're in a
Dragonfly parlor by color alone, you will know when you're not in one if the colors are not
100% peaceful, muted tones. The small use of red as an accent, both in the logo and in
store design, plays into the Chinese affinity for the color without over-committing to a
color that is already commercially over-represented within China. It represents
Dragonfly’s product of massage that is first and foremost relaxing (symbolized in the
natural browns) and secondarily Asian (symbolized in the red accents).

In both cases, there is a commitment to a level of quality that is rare among local
competitors — the quality of the experience as well as the actual product. Even among
the price-sensitive Chinese, studies show that the top reason for brand preference,
regardless of whether it is Chinese or foreign and across every category, is quality:
having a superior product or delivering a superior performance (Hexter & Woetzel).

Branding by Price

Differentiating a brand from the competition is the critical factor that allows room for a
premium price point (Hollis), but the flip side of this maxim is also true: premium pricing
is critical to establishing brand differentiation for those products and services that can
authentically back up the price with a higher-value consumptive experience. Setting a
higher price than competitors, therefore, is a pricing strategy that builds brand equity.

It is easy to get a cheaper burger in China: McDonald's provides authentic American
sandwiches for six RMB, less than a tenth of the cost of a Blue Frog burger at 70-80
RMB. And massages can also be easily found for a quarter of the Dragonfly price. Both
organizations, however, understand not only their customers willing-to-pay level (and
price to take advantage of the high consumer surplus), but also understand that their
clients want a higher class experience, and therefore prefer a high price that matches
their high status (or the status they want to be associated with). The sense that what
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they are experiencing is a luxury good, fueled by the luxury price, adds value to the
experience for their consumers, both expatriate and Chinese.

Advertising & Public Relations

Choosing an advertising campaign is another culturally-significant choice for businesses
that crosses cultural barriers. Fortunately for both Blue Frog and Dragonfly, the firms do
not have to do much print or similar advertising, finding that they primarily gain new
customers through word-of-mouth recommendations from friends. Though both do some
advertising in publications that reach the foreign communities, both have through
experience concluded that this standard method of promotion has limitations in its
efficacy to bring in new clients.

The efficacy of word-of-mouth promotions is especially true for tapping the local Chinese
market. Studies have proven that the number one motivation for Chinese to try new
products is through recommendations from friends or family members (Hexter &
Woetzel) much more so than the independent buying practices of developed markets,
perhaps due in part to the collectivistic Chinese society rather than individualistic
(Hofstede). To this end, Blue Frog in particular relies on regular in-store promotions in
place of advertising to reach new clientele. Examples include price promotions and
special events that are designed to encourage customers to bring friends. Similarly,
Dragonfly’s massage rooms typically can accommodate groups of 3 or even 6, making it
a social destination for a small group of friends, unlike typical spas in the West where
the massage rooms are more likely to only hold 1 or at most 2 for intimate couple
sessions.

Sponsorships are another key tool in the branding toolbox for foreign-run firms like
Dragonfly and Blue Frog. Sponsorships and similar public-relations efforts in China add
to the sense of brand credibility in the same way as a friend’s recommendation or other
word-of-mouth from a trusted source (Hexter & Woetzel). In the Chinese marketplace
which is highly sensitive to patriotism and national pride, a product “may sell well simply
because the company that produces it enjoys a good public image, or sell poorly simply
because it has a negative public image.” (Tian, p. 195). To create that sense that
Dragonfly is a trusted and solid member of the local Chinese and expatriate
communities in China, Dragonfly supports Shanghai Sunrise, Roots and Shoots, Hands
on Shanghai, and a long and diverse list of other charities and partnership efforts
(Dragonfly Therapeutic Retreat, 2008). Blue Frog is also an active sponsor of local
initiatives that prove solidarity and support of China and the expatriate community,
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including Operation Smile, Roots and Shoots, Shanghai Sunrise, tsunami relief, and
frequent promotions that benefit charity efforts (Operation Smile China, 2007; Blue
Horizon, 2009; Shanghai Municipal Government, 2005). These sponsorships promote
the quality of the Blue Frog and Dragonfly business brands to both the expat and local
Chinese communities.

Conclusion

Branding is complex and tricky in any culture, but for businesses like Blue Frog and
Dragonfly, the complexity is multiplied by the diverse cultural backgrounds of the expat
and local Chinese community. Branding decisions, therefore, must be carefully
considered in order to effectively execute marketing strategies that will build the brand
and the business for long-term growth. Choosing appropriate and appealing logos,
colors, symbols, store elements, and other organizational practices to build a consistent
brand image must be done in a way that will both appeal to core customers without
interference from possible cultural stereotypes or superstitions.

For firms like Dragonfly and Blue Frog, building a brand is what drives their growth since
there are a growing number of competitive options for customers to find similar products
elsewhere, but not with the same brand quality and brand finesse. An adept combination
of understanding core consumers, meeting unmet needs within the target market, and
doing ample research among secondary markets for appropriateness of brand elements
is key to continual success. And as the market shifts from a predominant focus on
foreigners to one that increasingly includes the sophisticated Chinese consumer market,
having a strong brand that can appeal equally to both foreign and domestic customers
will open doors for firms to maximize profitability with their expanding customer base.
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1. Introduction

China’s economic development in last two decades is simply phenomenon. While China
is quickly urbanizing and modernizing, the real estate boom since 2002 has been
followed by a crazy rally in stock prices over the last eighteen months with Shanghai
Composite Index was up 130% in 2006 and another 50 % rise in the first 6 months in
2007*. With average domestic Chinese share trades prices at 40 times of earnings? and
prices of downtown apartment in Shanghai costs more than $300,000, many economist
and financial professionals are concerned about the emergence of asset bubbles in
China’s economy.

What we see the asset market boom in China today is eerily similar to Japan’s 1980’s
asset bubbles®. When the bubbles eventually busted, it was like an immeasurable blow
to Japan’s economic development and social stability and the boom-bust cycle cost
Japan almost “a lost decade” to recover. Could the same happen in China?

There have always been heated debates over whether monetary policy is effective to
curb or reduce asset price bubbles as to alleviate its adverse consequences on the
economy when the bubbles burst or is it being both impractical and unproductive given
real-world uncertainties about the nature or even existence of bubbles. For China, one of
largest and the most complicated developing economy, it seems that there is no one
simple solution. China has to take a proactive and pragmatic way and be extremely
cautious on adopting monetary policies to confront with the emergency of asset price
bubble.

This paper discusses the following: 1) The definition of bubble economy and asset
bubbles; 2) With an overheating economy driven by investment, problems of surplus
liquidity, and ever increasing trade surplus and bulging foreign reserve, are there asset
bubbles in Chinese economy right now? 3) Cause of China’s ‘stock’ and “real estate’
market exuberance. 4) If the bubbles burst, what are the possible consequences to
China’s economy? 5) An analysis of Japan’'s 1980s asset bubble burst and the lesson
we could learn from Japan. And 6) Why the central bank People’s bank of China should
take a proactive way and adopt monetary policy to prevent the asset bubbles from
growing?

Lusa today, 01/01/07, Shanghai composite index surges 130% in 2006
http://www.usatoday.com/money/world/2007-01-01-china-market-usat x.htm?csp=34

: Speculative Trading and Stock Prices: Evidence from Chinese A-B Share Premia__

Jianping Mei, Jos’e A. Scheinkman, and Wei Xiong, December 8, 2005
http://www.princeton.edu/~wxiong/papers/china.pdf

% China’s new exchange rate policy: will china follow Japan into a liquidity trap? Ronald |. McKinnon, The
Singapore Economic review, Vol. 50, Special Issue (2005) 463-474
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2. The emergence of Stock market and Real Estate bubbles in China

While China is quickly urbanizing and modernizing, rising real estate prices are fuelling a
massive nationwide building boom and they are radically steadily moving beyond the
reach of ordinary citizen, particularly in sizzling markets like Shanghai, perhaps the
epicentre of the boom, with an average annual income of about $2,500, apartments
downtown sell for more than $300,000 - far beyond the reach of the average citizen®. No
matter what, prices have jumped nearly 80 percent since 2002 and speculators
purchase three, four and five or even six apartments. It is reported that modest-looking
apartments are selling for more than $1 million apiece.®

The real estate boom since 2002 has been followed by a crazy rally in stock prices over
the last eighteen months. Shanghai Composite Index was up 130% in 2006 and
another 50 % rise in the first 6 months this year. The Consumer Price Index, a key
measure of inflation, hit a two-year high of 3.4 percent in May® and average domestic
Chinese share trades prices at 40 times of earnings. Many economist and financial
professionals are concerned about the emergence of asset bubbles in China’s economy
and the impact on the future of Chinese economy and the world economy in a whole.
Financial luminaries, including former U.S Federal reserve chairman Alan Greenspan
and Asia’s richest tycoon, Hong Kong property magnate Li-Kashing, all stepped up and
warned a Chinese stock crisis in the making’.

So whether there are bubbles in current Chinese asset markets and how serious the
situation is? Despite the warnings, it seems that not everyone is too much concerned
about the bubbles and they pointed to the facts that: 1) Chinese economy is keeping
going strong with double-digit growth; 2) if we compare the parabolic rise in Chinese
stocks to the Nasdaq bubble of the late 1990s, the Nasdaq's P/E was well in excess of
100 at its peak, so a valuation comparison suggests there may still be some upside for
Chinese stocks; 3) the profits of listed companies are ever improving, even with recent
two 6% and 7% corrections in Shanghai market, investors are confident that the Chinese
stock market will keep going up-trend, at least for another year till the 2008 Olympic

* China takes step to deflate an impending property bubble, By David Barboza The New York Times,
MAY 13, 2005 http://www.iht.com/articles/2005/05/12/business/yuan.php

® China Acts to Curtail Property Speculation, By DAVID BARBOZA, Published: May 13, 2005,
http://www.nytimes.com/2005/05/13/business/worldbusiness/13yuan.htmI?ei=5088&en=d470984ab417f3c
28ex=1273636800&adxnnl=1&partner=rssnyt&emc=rss&adxnnix=1153562827 -
TOfrD/bVpvh2+Fhz+as