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For Benjamin, Daniel, and Jonathan:  Beijing’s youngest “old China hands.”

And for Roberta, of course, who knows more than I  ever will—about doing business in China,  and about anything else that matters. 



Introduction

How This Book Helps You  Identify and Pursue the Top Business Opportunities in  China’s Emerging Market

So. . .you’re thinking of doing business in China. For years now, you’ve been reading all the hype about China’s rapid growth, its voracious appetite for investment, technology, commodities, goods, and services. You’ve been hearing one breathless account after another about Chinese industry’s steady rise up the value chain, and its steady march into global markets. The dragon is roaring, the giant is awakening, and the world is trembling with awe, just as Napoleon (perhaps apocryphally) predicted two centuries ago. Add it all up, and the conclusion seems inescapable: Any company, whatever its size and whatever its business, simply must get into China.

If you’ve bothered to pick up this book, there is a fair chance you have already reached that conclusion yourself. But are you right? Do you really need to be in China?

Even if you’ve already worked this question hard and decided that your answer is yes, you may still have some nagging fears that you’re simply falling victim to a herd mentality. Doesn’t it seem that everyone these days is joining in a mad rush to China? And isn’t it usually better to buck the trend? After all, don’t the real winners look to see where the herd is moving—then cut the other way?

Sometimes they do and sometimes, of course, that’s the shrewd move. Very often, though, the herd is moving so fast because it’s on to something big. Clearly, that is the case with the China boom. A look at any indicator you choose, whether it’s economic growth rates, consumption patterns, trade volumes, or investment figures, is enough to tell you that business in China is big and growing fast.

But size isn’t everything, and just because something is big doesn’t mean it is right for everyone. Among the most common pitfalls plaguing foreign businesses in China is a tendency to make sweeping generalizations, and this is one you’ll have to watch out for every step of the way—starting with that very first big decision about whether you really need to be in China at all.

So what are the issues and the factors you need to consider? Yes, China is growing, and yes, China is moving fast. And yes, there probably are great opportunities for your firm to source your goods, sell your products, or promote your services in this fastest growing of markets. But despite all that, the final decision is no slam dunk, and the easy answer—“Yes, we have to be there!”—is simply not right for everyone.

Given its forbidding business climate, its uniquely complex social, legal, and political environment, and its rampant corruption, China is tough going. Setting up is costly, and progress is usually slow. In many cases, progress—not to mention profitability—is downright elusive. As many foreign companies have already proven, success in China is possible, but only for those who have the patience, persistence, and resources to see it through. It does not come on the quick, or on the cheap.

In virtually all cases, the companies that have succeeded in China first spent long years laying the groundwork and spending money rather than earning it. The conventional wisdom among some consultants is that China is only right for companies with at least $20 to $30 million in annual sales, and a workforce of at least two hundred employees. Of course, such broad and facile guidelines cannot be right for everyone, and you will need to make your own calculations based on what you yourself know about your company and your industry. But no matter what, this is where you need to start, right here with “Item Number One” on the list of things you need to know before you take the plunge: If you don’t have the time and money to do it right, China is not for you.

With that, you may just decide to close this book right here. But not so fast! Even if you do not plan to do business in China yourself, it is still worth your while to understand what is going on there. Because no matter what business you do, and no matter where you do it, there is a good chance that China—on some level, directly or indirectly—is impacting your bottom line. And if it isn’t yet, it probably will be soon.

Chinese demand is a key factor driving up global prices on many vital commodities, including oil, copper, coal, iron ore, and others. And strong Chinese supply is keeping the lid on the prices of other commodities, such as magnesium and rare earth metals.

As a major manufacturing and trading hub, China is also reshaping global pricing structures across a huge range of products. In chapter 6, you will see how China—using its vast supply of cheap labor, but also other competitive advantages—is undercutting competitors and taking a dominant share in markets worldwide. In many instances, it is competing against American businesses, and winning. Even when that is not the case, China is affecting markets in every part of the world and transforming the playing field of global trade.

So whether you planned on it or not, and whether you realize it yet or not, there is a good chance that what is now happening in China matters to you and your business.

If you are still thinking of doing business in China, if you have done the math and determined that you have the resources necessary to do it well, you are right to be enthusiastic about your prospects. But you also need to keep clearheaded.

The hardened China veterans, the foreigners who have already been on the ground doing business for twenty years or more, are all too familiar with a certain kind of stock character: the wide-eyed first-time visitor from the home office. One of the colorful terms they use to describe such people is China drunk.

They are usually easy to spot. Fresh off the plane from corporate headquarters, they are immediately dazzled by what they see. Their first stop is likely to be the gleaming new airport terminals of either Beijing or Shanghai, followed by a trip into town along a world-class freeway.

Their airport limo is likely as not to be a made-in-China Audi or deluxe Buick sedan, and as it reaches town, it will carry them past huge new buildings and bustling busy streets. The sight of so many restaurants and shops filled with so many well-dressed people will immediately reassure them that this is indeed the place to be.

The limo will then deposit them at a five-star hotel, opulently decorated with marble, dripping with glitz, and full of still more well-dressed locals talking business on their cell phones as they enjoy the high life in the lobby bar.

This kind of scene truly can be intoxicating. But just like the kick of the fiery grain liquor offered at any Chinese banquet, it can sneak up on you and knock you for a loop, leaving you with nothing but a nasty headache, a fuzzy collection of bad memories, and some gut-wrenching questions about where all your money went.

If sipped carefully, though, it can instead be enjoyed. All that marble and neon, and all that buzz are real enough, after all, and there is no reason not to allow yourself to get a little bit “China tipsy” on the potential of it all.

In fact, the very enthusiasm of these foreign executives—the bingers and the sippers alike—gives China another valuable advantage over other potentially exciting emerging markets. I would stop short of calling it a self-fulfilling prophecy, but it is fair to say that the near-universal foreign perception of China’s importance does bestow important benefits.

Depending on what business you’re in, you could easily make a plausible case for your company’s need to be in, say, Indonesia. With its huge population, rapid modernization, and vast natural resources, Indonesia seems like a good candidate for your attention, and perhaps for your investment dollars as well. Sure, it has some of the same problems and same risks as other emerging markets, such as endemic corruption and the ever-present possibility of political or financial instability. China has these, too.

But to understand the difference, ask yourself this simple question: How many major multinationals believe Indonesia is central to their future? It may be an attractive potential market, filled with risk but also lots of upside. And maybe after checking it out, you’ll actually make a move there. But if things start to go sour—if the corruption grows insurmountable, or the politics get too volatile—it will likewise be an easy decision to jump ship. The obvious conclusion: Your Indonesia play was a nice idea but in the end not worth the trouble.

In China, though, that logic simply does not apply. Many of the world’s largest companies have determined—almost certainly correctly—that China is and will remain key to their long-term global plans and strategies. For better or worse, they will need to be in China, and many of them have made such massive investments that walking away is no longer an option.

This fact alone gives China a valuable built-in cushion. Because so many companies believe this to be the case, and have acted on it, they are in China and plan to stay. China thus enjoys a solid baseline influx of capital, technology, and management expertise.

If you are planning to be part of that influx, this book will arm you with the information you need to understand this nation and maximize your chances of success. There are already plenty of worthwhile books out there that can tell you where China has come from, and how it got to where it is today. Plenty of others try to fathom “what it all means.” Still others make a brave attempt to predict the future of China and its place in the world. They run the gamut from Gordon G. Chang’s The Coming Collapse of China to Ted C. Fishman’s China, Inc.: How the Rise of the Next Superpower Challenges America and the World. The titles pretty much say it all.

The goal of this book is rather different. Working on the baseline assumption that China is and will remain important to global business, it takes the next step by explaining in a much more concise, specific, and user-friendly way how to identify and pursue the top business opportunities in this emerging market, and how to avoid the many pitfalls. Where necessary, it will also take the time to spell out some of the relevant background you’ll need to get your bearings.

With China’s rising profile, there is of course no shortage of quick tips, “expert” advice, and so-called surefire keys to success. Unfortunately, a lot of that has come from people who are quick to boast about how many trips they have made to China, and much of what they have to offer fails to pass the smell test.

The people who know best what they’re doing here long ago stopped counting their trips. China is where they live and work. It’s what they know, and it’s what they do. I’ve drawn heavily on the wisdom of such people, as well as my own eighteen years of living and working in China, reporting on issues big and small, and chronicling the vast changes that have taken place.

You certainly won’t find any magic keys to easy money or instant success, but you will find my best effort to distill my experience and understanding into vital and practical information you can use to give yourself the best odds of doing business with China smoothly, successfully, and profitably.




1

The Eight Greatest Business Opportunities—Pinpointing the Top Emerging Markets

With all you’ve read and all you’ve heard about the China boom, you might be tempted to think you could just show up in Beijing or Shanghai, pick a sector, hang a shingle, and start turning over deals. And true enough, business is booming across a wide variety of industries in China.

For just about any commodity or product or service you can think of, you can dig up numbers that show jaw-dropping growth in recent years. And even after weeding out all the most breathless and overstated predictions about China’s prospects, you will still be left with plenty of confident—and perfectly plausible—predictions of sustained growth for the foreseeable future.

In short, while the China boom is sometimes the subject of exaggerated hype, it is not a fiction. For a few examples of the kind of attention-getting raw numbers you sometimes encounter, consider these:

•   China recently budgeted for the installation of eighty-one gigawatts of new electrical generating capacity in a single year. This addition to China’s existing grid is more than the entire installed generating capacity of the United Kingdom.

•   After rising by 18 percent in 2005, the number of Chinese Internet users rose an additional 23 percent in 2006. By early 2006, it had surpassed 137 million. That’s well more than the entire population of Japan, and about the same as the combined populations of France and Egypt. Yet it still represents a penetration rate of just 10.5 percent.

•   And for some truly mind-blowing numbers, how about these: China already has 461 million cell phone subscribers. The customers of just one carrier, China Mobile,  paid good money to send some 203 billion short text messages in the first half of 2006. 

•   If you think it’s just high-tech, you’re mistaken. In 2005, China’s chemical fertilizer industry saw a 64 percent surge in profits. Chinese imports from Brazil of the humble soybean have increased more than 10,000 percent in the last decade. 

Upon seeing these sorts of numbers—and there are plenty more like them—it can be easy to lose perspective. But apart from the sheer size and growth rate of any given sector, there are other things that you need to take into account. Some sectors are already relatively mature, leaving little space or market share for new entrants. In other mature sectors, entry is wide open, but cutthroat price wars pose a constant—and for some players insurmountable—threat to profitability.

In other areas, barriers explicitly work to the disadvantage of foreign firms. This is despite the sweeping open-market commitments China made when, after more than a decade of painstaking multilateral negotiations, it finally joined the World Trade Organization (WTO) at the end of 2001.

In retailing, for example, China has largely honored its commitments at the national level to allow foreign firms to open stores anywhere they choose. But many local authorities maintain their own planning and development policies, and can throw up vague or arbitrary restrictions of their own.

Foreign companies in other sectors will have difficulty gaining a foothold not because of explicit discriminatory barriers to entry, but because the lay of the land simply favors local competitors. Through their connections to local bureaucrats, Chinese firms often enjoy huge advantages in their access to land, bank credit, or even scarce supplies of power and water.

Obstacles can also emerge in what the government regards as strategically sensitive sectors. The best example of this may be telecoms. Driven by security concerns over this vital element of national infrastructure, the government has been slow to throw things open to the market and scale back its regulatory supervision of telecoms. As a result, the industry’s nominal regulators remain very much involved in business operations themselves, leaving other firms, whether Chinese or foreign, in the unenviable position of trying to compete with the same bureaucrats who control their fate.

THE BEST AND BRIGHTEST

This chapter outlines eight of the sectors with the highest potential in China—ones that look certain to show continued growth, and that also have a demonstrated capacity for profitable foreign participation. Some of the industries listed here, such as telecoms and media, do suffer from the drawbacks already described. Given their size and upside potential, however, they make the grade anyway.

There are likewise plenty of moneymaking opportunities in other areas. Agricultural and food products could easily have made the list. Educational services are booming, as are travel and tourism. In these areas and many, many others, foreign players can access significant competitive advantages over local rivals and sell successfully in the vast China market. Nor is there any shortage of areas in which foreign businesses can come to China and achieve significant cost reductions in their supply or processing operations.

Some of the issues covered here in the context of one industry also apply in others. One example is the section on biotech, which discusses some of the pros and cons related to moving R&D operations to China. Many of those same considerations are equally relevant to anyone weighing such a decision in the chemical or IT industries.

Two other sectors—retailing and manufacturing—are among those with the greatest potential of all. But since they are covered in considerable depth in chapter 4, “Sales and Marketing,” and chapter 6, “The China Price,” respectively, there is no need to include them here.

Taken together, these sectors cover the vast bulk of the China business scene. So whether or not your business falls directly within their scope, it will be well worth your while to learn more about them, and about the unique peculiarities—be they bright spots or pitfalls—of each one.

Lastly, though it should hardly need saying, let’s say it anyway: None of the areas listed here is a guaranteed gold mine. Plenty of foreign companies have already tried and failed in each. But they do represent eight of the biggest opportunities that foreign companies can exploit if they are properly positioned to begin with, and if they go about it in the right way: carefully, rationally, and forearmed with the necessary knowledge and understanding.

1. The automotive sector

2. The biotech and medical sector

3. The chemical sector

4. The construction and infrastructure sector

5. The energy sector

6. The finance sector

7. The IT/telecoms sector

8. The media and entertainment sector

Start Your Engines: The Automotive Sector

It is hard to think of another sector that has had as great an impact on China—for better and for worse—than the automotive industry. Ribbons of new superhighway now crisscross the land, and hordes of passenger cars clog the streets of Chinese cities (while their exhaust fumes, of course, clog the air).

Car ownership has become a common dream of China’s emerging middle class. Whether in glitzy downtown showrooms or vast open-air car markets on the edge of town, you can watch the seduction happening up close as newly prosperous Chinese families wander around admiring the lines, kicking the tires, checking out the interiors, and leafing through the glossy brochures. Chinese yuppies are discovering both the hassles of urban commuting and the joys of weekend road-tripping. The once ubiquitous bicycle is going out of style, and the once unimaginable fast-food drive-through window is coming in. In short, “car culture” is now in full blossom in China, presenting foreign business with enormous opportunities.

Many Westerners—all too familiar with the dark side of car culture—have wondered why China would choose this path. Rather than make the same mistakes that so many other countries have made, wouldn’t China be better off investing in mass transit instead of highways? Wouldn’t cities (and waistlines) across China be better off if people were encouraged to keep biking, as they had been doing for decades? Seeing how their embrace of the car has led so many developed countries to oil dependency, polluted skies, and urban sprawl, why would China want to follow suit?

Well, the central government had its reasons, and it had a plan. These policy makers understood perfectly well that the advent of the car would transform China’s landscape. But they also knew it had the power to transform the economy, which was exactly what they wanted. In the early 1990s, China’s central government resolved to establish carmaking as a so-called Pillar Industry, one that would—on its own—serve as a central support for dozens of others.

With this single decision to nurture the automotive industry and make private car ownership commonplace, China hoped to provide economic stimulus, create jobs, and boost growth in industries like steelmaking, glass, rubber, energy, and construction. These in turn were expected to stimulate higher demand for the extraction and processing of related commodities, such as iron ore, aluminum, cement, and more. On top of it all, there would emerge an entire automotive service sector ranging from gas stations, repair shops, and car washes to dealer and distribution networks, along with the car financing and insurance industries.

The logic seemed to make sense at the time, and it has largely panned out in the years since. China has already become the world’s third largest car market, after the United States and Japan, and that has been achieved with relatively tiny penetration rates. By 2006, China had just eight passenger cars per thousand people. That compares with rates ranging from four hundred to six hundred per thousand among developed countries.

With numbers like that, it is not surprising that just about all of the world’s major carmakers have already made their way into China, and some have laid down multibillion-dollar bets for their place at the table. The “must-be-in-China” logic is probably more compelling in this sector than any other.

As global majors have paired up in joint ventures with the biggest and the best of China’s local producers, overall quality standards and competitiveness have gone up. Their higher demands have in turn forced improvements in the quality standards of Chinese parts producers—so much so that foreign firms that have thus far hesitated to source parts or components in China because of quality concerns should now reconsider.

Another direct result of increasing competitiveness is that China’s highly fragmented car industry is facing sharp pressure to consolidate. At the end of 2005, China had 145 vehicle producers and more than forty-three hundred parts manufacturers. These were joined by nearly eighteen hundred more automotive enterprises engaged in activities such as engine production or vehicle refitting. Those numbers used to be even higher. In recent years, the least efficient and least viable firms have either failed or been gobbled up. A very high proportion of the remaining players still lack the scale, the capital, or the management and technical expertise they need to succeed, and no one doubts that coming years will see a dramatic further paring down of the number of firms.

Therefore a vital first step for any foreign player involved in any aspect of the automotive business in China is to cast a realistic and skeptical eye over all potential suppliers or partners. Simply put, do they have what it takes to survive the massive cull now under way in this industry? The right answer to that question up front can help you avert costly false starts and disruptions down the road.

One very predictable consequence of the vast overcrowding in the Chinese automotive sector has been lower prices and thinner margins. The undeniable long-term potential of this market means that all the foreign firms now piling in are probably right when they conclude that they need to be in China. But there is also an undeniable reality at this stage: Profits are not keeping pace with the skyrocketing sales numbers.

Passenger car sales in China in 2005 totaled nearly four million units, a 21.4 percent increase over the previous year. But with so much aggressive price cutting, that translated into just a 1 percent rise in sales revenue. Taken together, it added up to a 30 percent year-on-year decline in profits. (Motorcycle manufacturers, with a modest 5.5 percent increase, were the only segment of the industry to see any positive profit growth in 2005 at all.)

The message for foreign players in this field is clear: You may well need to be in China in these early stages to establish your presence, build market share, and simply avoid missing the boat; but you will need patience when it comes to seeing payouts. Most analysts are confident that overcapacity and downward price pressures will remain a part of the China car story for a long time yet to come.

Riding Shotgun in the Auto Sector

Chapter 4 will talk more about the peculiarities of marketing cars in China. But regardless of how the winners and losers shake out among the global majors now in the driver’s seat, China’s automotive sector is also generating plenty of opportunities for anyone willing to ride shotgun across a range of related products and services.

Demand for electronic navigational services, for example, has begun to take off. Satellite-based systems are already widely available and increasingly popular across China. So-called location-based system (LBS) services are also emerging, which use the ability of cell phone networks to pinpoint a driver’s location and provide navigational support. Worth about $28 million in 2005, China’s LBS market is expected to reach three hundred cities and mushroom to a value of $656 million by 2008.

Auto financing is another field with strong potential. Currently only about 10 percent of Chinese car buyers take out loans for their purchases. China will take a long time to reach the 70 percent level that is common in more developed markets, but there is no doubt it will be moving in that direction.

One reason for the difference is China’s greater general aversion to consumer borrowing. Unlike the vast numbers of Americans who are perfectly comfortable with the “buy-now-pay-later” ethic, many Chinese remain reluctant to take on debt, especially for discretionary purchases. But this traditional attitude is already showing signs of changing.

Another factor has been China’s poorly developed systems for tracking credit histories and evaluating risk or creditworthiness. Largely because of those shortcomings, the early entrants into Chinese car financing have not fared well. But those systems are now developing and, as they do, the volume and profitability of car financing can be expected to climb. While many major foreign carmakers have already been allowed to establish financing subsidiaries of their own, regulations for the most part restrict them to operating in a single location. The field therefore remains very much open.

Opportunities abound in still other related businesses. For example, China’s State Environmental Protection Administration (SEPA) issued new regulations in 2006 mandating tough recycling and recovery standards for the end-of-life disposal of old cars. Material recovery rates that now stand at around 20 percent are to be lifted to 90 percent by 2017. China is likely to need a good deal of foreign technology and expertise before it gets anywhere close to that goal.

Then there are the less obvious opportunities. A great example of an American firm that found an imaginative, if roundabout, way to tap into China’s burgeoning automotive sector is eChinaCash. Chaired by Peter Norton (of Norton anti-virus software fame), the company has partnered with Sinopec, China’s largest gasoline retailer, to run a customer loyalty program based on a gas card.

The idea is simple enough. Customers prepay to store value on their cards, which they use to buy gas and earn award points across Sinopec’s vast nationwide network of thirty thousand outlets. EChinaCash gets a tiny slice of each transaction. Sinopec, meanwhile, gets the benefit of streamlined management of its cash receipts and a valuable mechanism for generating customer loyalty.

But Norton, describing the venture in eChinaCash’s sleekly furnished office in central Beijing, grew more animated as he came to the heart of the matter. “There’s all that data,” he said, “with its potential for data mining, and of understanding your customer better, servicing him better, marketing the right things to him, finding out who’s buying what kind of gas, what kind of volumes. Are they moving around, very mobile? Or are they buying everything in the same neighborhood?”

Analyzing that data, eChinaCash works with Sinopec to build cross-brand and cross-sectoral marketing campaigns. In essence, it functions as Sinopec’s internal marketing department. In Norton’s mind, it all comes under the rubric of bringing Western expertise in “advanced consumer capitalism” to a huge Chinese enterprise that badly needs it, and doing it at just the right moment.

“Ten years ago, we’d be too early with this, and ten years from now everyone but the sleepiest Chinese company will be doing this, capturing lots of data and using it in a productive way,” said Norton.

From the point of view of Sinopec, a vast old-style Chinese enterprise with a state-run pedigree, linking up with a new-economy partner such as eChinaCash was not an intuitive choice. But according to eChinaCash president and CEO Andrew Beck, that apparent mismatch was actually the key to making it happen, because it meant there was no chance eChinaCash would ever come after the oil company’s core business. Instead of taking a piece of Sinopec’s pie, eChinaCash promised, it would be adding cream on top of it.

“It would have been very difficult for the Chinese government to allow Sinopec to partner with a large Western oil company,” said Beck.

Good for What Ails You: The Biotech and Medical Sector

In the spring of 2003, much of China was turned upside down by the outbreak of severe acute respiratory syndrome (SARS). A mysterious and highly contagious pneumonia-like illness that first occurred in southern China and then spread around much of the world, SARS caused panic, economic disruption, and more than eight hundred deaths before it was finally brought under control.

Especially hard hit was the city of Beijing, which descended into a tense and eerie quiet. People retreated behind protective face masks and shunned public places, afraid of either catching the disease or simply getting caught on the wrong side of a quarantine barricade.

At the time, it was the Chinese government’s botched handling of the epidemic that garnered much of the world’s attention. By failing for months to disclose what was really going on, Chinese officials hampered efforts to slow the spread of the disease. They also badly damaged their own credibility in the eyes of their own people and the world.

Covered in greater detail in chapter 5, the transparency and credibility issues raised by the government’s poor performance on SARS are vitally important. But by the time  the dust had settled and the crisis had passed, another crucial issue had come clearly into view: China’s health care  system suffered from major shortcomings and needed help—including the kind of help that spells opportunity for foreign medical and biotech firms.

Of course, foreign business has been active in the sector  for years. (In fact, by way of full disclosure, I should mention here that Chindex International, a company co-founded by my wife, Roberta Lipson, was one of the earliest American entrants into this sector and remains a leading player, supplying imported medical equipment and operating joint-venture hospitals in China.)

Some of the very earliest and very largest foreign investments in China have been made by leading American or European pharmaceutical companies, and the sector has amply justified their optimism. Pharmaceutical sales in China by the top ten multinationals have been growing at an annual rate of about 15 percent since 1999. It is one of the sectors most directly threatened by the sort of rampant Chinese trademark and copyright violations covered in more detail in chapter 2. That threat notwithstanding, it is a market that is expected to grow to a value of $25 billion a year by 2010.

Meanwhile, the financially well-endowed elite hospitals in China’s major cities have long been buying the latest and greatest in top-shelf imported equipment. Farther down the scale, hospital budgets are more constrained, and those in rural areas are often woefully short of even the most basic resources. But in Chinese cities, most hospitals manage to equip themselves adequately.

In fact, the health care shortcomings highlighted by the SARS drama have little to do with a lack of equipment or, for that matter, any deficiencies in the training or medical capabilities of Chinese doctors. The issues instead have to do with the nature of the system, along with poor management, efficiency, and service standards.

It is not hard to understand why the system developed the way it did. As a socialist country, China for decades provided health care as a basic social benefit, and while consumers spent little or nothing to get it, they could not choose where to go. They were tied to a designated provider, and as a result they had zero leverage.

Today most Chinese people can choose where to spend their health care dollars, and wherever they go they demand value and satisfaction in return—sometimes quite aggressively. In the past, when they were passive recipients of whatever health care was made available to them, consumers tended to take it for what it was and hope for the best outcome.

But now, after adjusting to the rude shock of having to pay for their own health care, their mood has changed dramatically. After spending their own money, rather than the state’s, people want results. Many Chinese doctors have been physically attacked by patients and their families after bad outcomes. Patients can also be quick to sue or, just as menacing, threaten to publicize an allegation of malpractice. Anyone providing health care services in China needs to be well aware of this aggressive new tendency, and well prepared to respond.

These new and demanding consumer attitudes are already forcing improvements in the health care system—but government-run hospitals, for a variety of complex reasons, are finding reforms to be slow going. The persistently poor performance of China’s health care system has been a major source of frustration to many Chinese. In a rare admission of a policy failure, the Chinese government itself acknowledged in 2005 that its efforts at reforming the system were simply not working. All this presents big opportunities for foreign firms equipped to deliver better results.

Chinese health care expenditures, rising 13 percent annually since 1990, still make up less than 5 percent of the nation’s GDP. While there is no reason to think that figure should ever reach America’s abnormally high level of 16 percent, there is no reason to doubt it will soon move closer to the 8 percent rate typical of other developed countries. Some analysts predict the size of China’s health care industry will equal that of the United States by 2020. In 2005, China’s imports of medical products amounted to almost $12 billion, an 18.5 percent rise from the previous year.

Not all of the opportunities for foreign firms are in selling. China can also be a potentially attractive location for biotech R&D operations, at least for companies that think carefully and realistically about their reasons for doing it.

China’s regulatory environment offers one potential advantage, but Western companies need to tread especially carefully here. In China, things are far more lax when it comes to the rules governing clinical research. Patient consent requirements are less stringently enforced; animal research is more loosely regulated (and animal rights protests are virtually unknown); research involving stem cells, embryonic tissue, or the like isn’t considered the least bit controversial. While most Western companies would be reluctant to do things in China that did not comply with standards at home, the fact remains that they do encounter fewer constraints there.

Lower cost is another obvious reason to consider putting biotech R&D in China. Lab facilities, scientific talent, and overhead can all be significantly cheaper. According to one industry survey, Chinese scientists repatriating after Western educations could be hired in China for 30 percent less than someone with a comparable education working in the West. Locally educated Chinese scientists could, of course, be hired for far less still.

But such savings can be easily offset by other factors, including the expense of importing sophisticated equipment or research supplies to China, or the cost of sending and keeping Western staff there. There are also intangible costs associated with the related bureaucratic requirements, and the natural friction of cross-cultural operations. If cost cutting alone is the objective, these offsets need to be anticipated and carefully weighed.

Quite apart from cost calculations, there are other potential drawbacks. In the late 1990s, I heard firsthand about the difficulties encountered by a senior executive who was sent to Beijing by one of the world’s largest pharmaceutical companies to set up a research operation. What he found was sloppy science, messy academic politics, and endless frustration.

His Chinese researchers, he said, seemed less interested in truth or accuracy and more interested in returning what they thought were the desired results. If a compound was being tested for its ability to lower blood pressure, for example, his researchers would skew the results to show that it worked.

“They didn’t seem to understand that it was just as valuable to us to establish that something didn’t work. That’s all part of the process of inquiry, but instead they just kept trying to give us positive results,” he said.

The executive traced some of his other problems back to an earlier tactical mistake he’d made. Determined to spare no cost and do things right, he chose to collaborate with the top Chinese people in any given field, on the assumption that these department heads and senior researchers would be the most talented and accomplished around. Instead he found himself working with people who were more accomplished as politicians and bureaucratic infighters, and whose science skills were either rusty or lacking altogether.

Things have improved since then. Talking about his company’s R&D experiences in China, Dan Vasella, CEO of Swiss pharmaceutical giant Novartis, was familiar with the very same pitfalls, but seemed to see them fading away in the rearview mirror.

“The cost per individual researcher is lower here, but I’d look at the quality,” Vasella told me in late 2004. “It doesn’t help to have lots of cheap people if they are not doing any good work. That, however, is not the case here. The quality of people is constantly improving, and they now have some world-class people here. Because of the Cultural Revolution, there was something of a gap in the training, which affected the current generation of older senior people in the field.”

But those people are now moving on, Vasella continued, and are being replaced by a younger generation that is very well trained, including many who have benefited from studying abroad. Novartis, he said, planned to quadruple its number of Chinese patient clinical trials within two years.

Quite apart from these improvements, there is another consideration—one that explains why the other executive, despite all the frustration he encountered, opted to keep his China R&D operation going. His company wasn’t in it only for what the program could generate in the way of good science or cost savings, but rather as a way of bolstering its China presence for the long haul.

A recent study carried out by the Boston Consulting Group (BCG) advised other companies to consider that same compelling logic. “By investing more heavily and in more complex areas of R&D in China,” BCG advised, “a multinational pharmaceutical company can signal its commitment to the Chinese market and strengthen relationships with key opinion leaders and officials there—thus increasing its chances of thriving in the health care market now taking shape in China.”

Good Chemistry? The Chemical Sector

It should come as no surprise that China is looming large on the radar screens of the world’s leading chemical firms. Domestic Chinese demand for their products is growing quickly, and at the same time many of the industry’s biggest global customers—textile, car, and electronics makers—are moving more and more of their own operations to China. So whether it’s for commodity chemicals or specialty chemicals, whether it’s as inputs for domestic consumption or for export goods, China’s hunger for chemicals is growing.

China’s share of global chemical demand rose from 15 percent in 2004 to an estimated 20 percent in 2006. That can only go higher if, as some analysts predict, China’s share of global factory output continues moving from its current level of around 8 percent to an expected level of 25 percent by 2025.

Most industries need to temper their China bullishness with that ever-important caveat—namely, that only a fraction of the nation’s vast population so far has enough buying power to rate as potential customers. But when it comes to chemicals, the calculations are a little different. Chemicals are used in just about everything. So the end users who will be boosting demand are not limited to China’s newly affluent buyers of cars and the latest luxury products.

According to Jörg Wuttke of the German chemical giant BASF, China is now entering a “sweet spot of demographic development” as ten to fifteen million people move each year from the countryside into cities all across China.

“These people are going from incomes of 100 euros per year to 100 euros per month, and this is a hell of a difference,” said Wuttke, general manager for BASF China Company, Ltd. “Once they reach this level, they want different shoes, different wallpaper, and they want to start buying electronics.”

This urbanization trend, Wuttke predicted, will kick-start chemical consumption over the next three to five years. “And it’s not just the Beijings and the Shanghais of China, but it will be the places like Benxi, Anshan, and Dandong,” he said, reeling off the names of second-tier Chinese cities that don’t often get the attention of Western marketers.

Even in chemicals, however, not everything is sweetness and light. As in other sectors, sometimes the China market giveth, and sometimes it taketh away. Chinese chemical firms are steadily improving their quality and efficiency, and gaining the ability to compete effectively, especially in certain specialty chemicals. So in addition to fending off these potential competitors in global markets, foreign chemical firms are facing another significant challenge. Many of their best international customers, having moved production facilities to China, will increasingly be tempted to source their chemicals from local competitors.

The sector also faces the looming threat of overcapacity and declining margins—“in China everybody and his grandmother is apparently building a chemical plant,” Wuttke said. Indeed, like the auto industry, China’s domestic chemical industry is highly fragmented, with many small and inefficient producers getting weeded out all the time.

A special concern for the chemical industry is of course safety, and in China the picture isn’t always pretty. For decades, safety and environmental considerations have taken a backseat to the imperatives of growth and production. A chemical spill in the Songhua River made headlines in 2005 when it poisoned the water supply for millions of residents downstream, including some across the border in Russia.

Taking the helm after that episode, a new environment minister, Zhou Shengxian, warned that one hundred Chinese chemical plants constituted safety hazards. For too long, Zhou said, China’s approach was “pollution and destruction first, regulations later.”

Western firms in this sector need to be extremely cautious about any potential liabilities connected with any local firms they partner with. On the positive side, foreign companies are far more experienced and far better positioned than Chinese competitors to comply with stricter environmental regulations. For their part, Chinese firms will soon be getting away with a lot less corner cutting than they are used to.

Building for Success: The Construction and  Infrastructure Sector

Walking through Beijing’s central business district from one meeting to another on a wintry day in 2005, it occurred to me that this is what it must have felt like to walk the streets of New York in the 1930s. My short trip was an obstacle course of makeshift walkways between building sites. Construction noise was coming from everywhere—above, below, and all around. Some of the projects were huge, hulking buildings nearly finished. Others were still just holes in the ground, cavernous foundations waiting to be poured. Here in Beijing, I thought, I was glimpsing a work in progress that, like New York seventy years earlier, would really be something amazing once it was finished—assuming, of course, that the whole city didn’t simply sink under the sheer mass of all that concrete, steel, and glass being welded together and stacked up in one place.

And it’s not just Beijing. From the dust that fills the air to the cranes that dot the skylines of so many Chinese cities, the evidence of China’s construction boom is everywhere. Apartment buildings. Hotels. Office towers and shopping centers. Airports, factories, and power plants. The list goes on and on.

As one Bush administration official recently put it during testimony before a congressional committee, China has been constructing 4.3 billion square feet of building space—the rough equivalent of a thousand Sears Towers—every year for the past fifteen years. According to a World Bank estimate, China will account for the construction of half the world’s new buildings between now and 2015.

Nationwide, the investment in construction and installation in 2004 totaled $517 billion. Of course, not all of that business is up for grabs for foreign firms—far from it. A 2001 report by Hong Kong’s Trade and Development Council estimated that 15 percent of the sector was then accessible to foreign participation.

Even at that level, though, the available piece of the pie in 2004 would have been worth more than $77 billion. But since joining the WTO at the end of 2001, market access for foreigners has improved significantly. Meanwhile the pie itself has continued to grow: The 2004 investment figures marked an increase of 208 percent from four years earlier.

As they compete for this business with domestic contractors and equipment suppliers, foreign firms face some serious disadvantages. Not least, they are poorly positioned to match the personal and professional connections that local firms have with the municipal government officials who control so much of China’s building expenditures. Indeed, many Chinese construction firms operate directly under city governments.

Foreign firms are also handicapped by the onerous requirements they need to meet to qualify for projects above a certain size. They must commit significant sums of registered capital and maintain prohibitively high staffing levels.

But they also have advantages. For one thing, many high-value projects are commissioned by China-based subsidiaries of multinational corporations that need to meet home-country quality standards. These MNCs may have doubts about the ability of local contractors to deliver at that level. They may also prefer to work with Western companies that they have previously dealt with in other markets.

With their broader range of services, foreign building companies have another potential advantage: Domestic Chinese firms tend to be highly specialized. Some provide design and engineering services, others handle procurement, and still others do project management and actual construction work. Diversified foreign building companies thus have a distinct edge with potential clients who are seeking a more integrated approach to a building project.

Foreign companies are better able to meet China’s increasingly strict environmental standards as well. At both the national and local levels, the Chinese government is promoting badly needed “Green Building” initiatives, and Chinese companies in general are far behind in their ability to supply the right equipment, materials, and expertise. Firms such as Carrier, Honeywell, Siemens, and General Electric are already on the ground, providing energy-efficient and water-saving technologies, and there is plenty of room for more.

Much has been made of the potential connected to the 2008 Beijing Olympic Games. While significant marketing and service-sector opportunities do exist, the window for getting in is closing fast as the games draw near, and when it comes to the Olympic building spree, it is clearly too late already. But the timing is far better for a similar boom now under way in Shanghai, which is preparing to host the World Expo in 2010. The city expects to welcome seventy million visitors between May and October of that year, and it is determined to dazzle them with its new architecture.

Apart from all the gleaming buildings themselves, China is also spending billions on its transport infrastructure. If Beijing is reminiscent of New York in the 1930s, then China’s current road-building endeavor can only be compared to America’s construction of the interstate highway system in the 1950s.

As another by-product of the automotive Pillar Industry strategy, the country has been building roads at an astonishing rate. From 2000 to 2004, China doubled the length of its top-grade highways to twenty-one thousand miles, and current plans call for doubling that again by 2020. Some experts doubt even that will be enough to satisfy growing road freight demands.

With most of China’s major cities already linked by major highways, the government is now working to extend the asphalt lifeline to an additional 750 million rural residents. In both the countryside within an hour of Beijing and the far-off hills of southwestern Yunnan Province, I have visited towns that were utterly transformed once they got connected to the road grid. By linking more such areas to the rest of China and the world beyond, this initiative will, over the longer term, have a huge wealth-generating impact on local economies throughout the country.

In the shorter term, it will bring huge opportunities to foreign equipment suppliers. Morgan Stanley expects the government to spend $148 billion between 2006 and 2010 on this road-building effort, with much of the money going to building materials suppliers and construction contractors.

With China’s trade volume growing so rapidly, it is hardly surprising that its ports and railways also continue to absorb investment. Chinese ports, which have long been receptive to foreign involvement, continue to expand, and continue to achieve impressive standards of efficiency.

Railways, by contrast, have been notoriously closed to foreign participation. The rail system has also received less money from the government; highways in 2004 received more than five times as much. Not coincidentally, the railways have performed poorly, failing to keep up with rising freight demands and causing frequent delivery bottlenecks.

Encouraged by the way foreign involvement has helped boost the road and port sectors, the government made tentative moves in late 2005 toward opening up the rail sector as well. For the period 2006–2010, it budgeted about six thousand miles of new track, more than doubling the average annual building pace of the previous ten years.

In nontransport infrastructure, water projects—on both the treatment and the supply sides—are another huge opportunity. Never well endowed with water resources to begin with, China has been straining for years under severe shortages, especially in the northern part of the country.

A big part of the problem has been China’s water pricing policies. Until the late 1980s, no one paid anything at all for water, and as a result no one had any incentive to conserve it. While it hesitates to stress farmers and industries by raising fees too rapidly, the government has already begun to price this scare resource more rationally, making investments in this sector more economically feasible all the time.

Rising Power, Bright Prospects: The Energy Sector

Over the past ten years, the Chinese government has had an awful time trying to gauge the nation’s power needs, and it has caused some serious problems by getting things wrong. Granted, it is a complicated task anywhere, and one that has occasionally been mismanaged even in the United States, where markets are mature, growth is modest and largely predictable, and demand fluctuations are mostly attributable to weather variations.

But consider all the additional variables at work in China. Economic growth has for years been at or above double digits. Pricing and regulatory policies are being overhauled constantly; and whole new industries are springing up in all corners of the country. Consumption patterns are in flux, and massive internal migrations see tens of millions of laborers on the move. All this makes it pretty tough for Chinese planners to predict how much power will be needed and where.

Foreign players in the power sector face a similar dilemma, and—given the high cost of investing in new refining facilities, generating capacity, or transmission networks—they likewise face severe risks. But with so much potential upside, these are risks they are clearly prepared to tolerate. From Saudi oil giant Aramco to ExxonMobil, foreign firms have already invested billions of dollars in China.

Just how much energy will China need? Government planners counted on annual power demand increases of around 5 percent for each year between 2001 and 2005, and when actual demand for each of those years rose twice as fast, power providers were caught short. All across China, cities were plagued by electricity shortages, with frequent supply cuts to homes and factories alike. Indeed, many factories in China have had to invest in their own diesel-powered generating systems to protect themselves against intermittent outages.

Following a splurge of new capacity built in the last few years, China has just about managed to alleviate most of the shortages. With still more capacity in the works, it has also sparked some concerns about a potential glut. But the far greater likelihood is rapid and sustained demand growth, bringing with it huge and varied opportunities all across the energy sector.

Per capita, China now consumes only about one-seventh as much electricity as the United States. But while the American number hardly changes, China’s is shooting up fast. That same “sweet spot of demographic development” that Jörg Wuttke of BASF believes will boost chemical sales is likely to boost electricity consumption at the same time. For many of the ten to fifteen million people he spoke of who are relocating each year from the countryside to China’s cities, the move will mean owning a refrigerator for the first time. Following on closely will be appliances of all types, with power-hungry air conditioners near the top of the list.

What’s more, new power demand will not come solely from those who are newly able to afford their appliances. There is also demand that has built up during the recent years of short electricity supply. Plenty of people who have long had the money and the desire to buy air conditioners will only really do so once they are confident of getting the power they’ll need to run them.

There are still thirty million people in China who lack access to electricity, but most of them will be getting it soon. By 2010, China plans to invest about $75 billion in new generating plants, and another $100 billion on expansion and upgrades of the transmission grid.

Mainly because of government-mandated price controls, foreign firms have had trouble making money by producing power in China, and most have given up. But with all this planned spending, prospects are bright for business in engineering services and equipment sales.
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