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1. Introduction

For a long time, developing countries acted only as host countries for
multinational activities and never as home countries. But now multinational
activities are no longer monopolised by developed countries. Since the late

1960s, we have witnessed the rise of TNCs from developing countries.

The emergence of developing-country FDI or transnational corporations
(TNCs) is related to the Flying Geese Hypothesis (Akamatsu 1962; Chen
1991) which stipulates that economies in a region will undertake a
subregional industrial division of labor. More industrialized economies will
pass on their mature industries to the next tier of economies via FDI in the
face of changing comparative advantage. Japan was the first to pass on
industries such as textiles and clothing and electronic and electrical products
to the then newly industrializing economies of Hong Kong, Singapore,
Taiwan (China), and the Republic of Korea. Hong Kong in the 1970s was
the first developing economy to pass on its mature industries to other
developing economies. Hong Kong manufacturing firms that undertook FDI
in the 1970s were therefore among the first of the so-called third world
TNCs (Chen 1981; Chen 1983b). Today, most of the TNCs from developing
economies are based in East and Southeast Asia: Hong Kong accounting for
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31% of the average annual total outflows from developing economies during
the period 2001-2003, Singapore 25%, Taiwan 15%, China 11%, South
Korea 8%, and Malaysia 3.4%. The relative importance of Latin America
TNCs has declined over time. On the other hand, India‘’s OFDI has
increased rapidly in recent year, accounting for 3.3% of average annual total

outflows from developing countries in 2001-2003.

The rise of LDC TNCs (less developed country TNCs) has also raised a
number of interesting issues such as the validity of the existing general
theories of foreign direct investment and the role of TNCs — those from
developed countries vis-a-vis those from developing countries — in the

development process of the host countries.

As one would have expected, there are differences between some of the
characteristics of TNCs from developed countries and those from developing
countries. From the few studies available, the following differences in the
characteristics of the two types of TNCs are worth noting. First LDC (TNCs)
typically differ from DC (developed country) TNCs in ownership and
control. Most LDC TNCs establish joint ventures with local partners rather
than wholly-owned subsidiaries in the host countries. This was found true in
some earlier TNCs studies and Korean TNCs. . Furthermore, Lecraw (1981),
using discriminant analysis in a statistical study of foreign direct investment
in the ASEAN economies, finds that LDC TNCs have lower foreign equity
participation than DC TNCs. This difference in ownership pattern is not a
surprise in view of the nature of the products that DC TNCs usually produce
In their host countries. LDC TNCs usually produce mature products using
standardised technology and with high price elasticity of demand. Thus, the

bargaining power of LDC firms is usually weaker than their DC counterparts
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and it is much more difficult for them to establish wholly-owned subsidiaries
in the host countries, even if they want to. LDC TNCs are also not as
anxious to obtain complete control as DC TNCs because for them there is
little fear of losing the control over standardised technology, while DC
TNCs are usually anxious to monopolize the relatively advanced technology
that they introduce. More importantly, LDC TNCs, even when given a
choice, would probably prefer joint ownership with local entrepreneurs so
that they can gain knowledge of local distribution channels and local
economic and political environments. In some cases, LDC TNCs go for
joint ventures because this form of ownership is politically more acceptable
on the part of the host country government and because local entrepreneurs

can provide the financial resources and the administrative staff.

The second characteristic of LDC TNCs is their geographical distribution.
While DC TNCs tend to establish subsidiaries worldwide, LDC TNCs
operate most frequently in the region where they belong, sometimes in other
developing countries, and only occasionally in developed countries. This
phenomenon can only be partially explained by the fact that according to the
product life cycle hypothesis LDC TNCs can exploit their advantages mostly
in other developing countries. To explain why they tend to invest in those
developing countries inside the region and not those outside the region, the
increasing trend of regional economic co-operation and integration provides
the explanation. More recently, however, LDC TNCs have increasingly
invested in developed countries. Also the investment of Asian TNCs to
other developing areas such as Latin America has also become more

significant.



The third major characteristic of LDC TNCs is the less capital-intensive
technologies that they tend to transfer. Also, LDC TNCs usually have a
smaller scale of production than their DC counterparts. The experience in
both Southeast Asia and Latin America has demonstrated that LDC TNCs
tend to transfer to host countries technologies which have been adapted for
developing country situations. In comparing the factor intensity between
LDC TNCs and their DC counterparts, it is nonetheless important to
examine whether the differences in factor intensity are the result of their
involvement in different industries or the result of the choice of technology
in similar lines of production. It is often observed and argued that LDC
TNCs tend to operate in industries with low advertising intensity and low R
& D intensity. Thus, the greater amount of labour-intensive technologies
used by LDC TNCs may simply reflect the fact that LDC TNCs tend to
operate in more labour-intensive industries. Even if the comparison of
factor intensity between LDC and DC TNCs is made with reference to a
single industry, there is still the possibility that LDC TNCs tend to engage in
the production of those products which are less sophisticated and less
capital-intensive within the product range of the industry under
consideration. Thus, it is difficult to conclude from the empirical evidence
available that LDC firms are more labour-intensive than DC firms in their

host countries.

Although it is not certain that LDC firms are more labour-intensive than DC
firms in the production of similar products, it is probably true that LDC
firms tend to produce the more appropriate products. If we define
technology to include both process technology and product technology, we

can perhaps conclude that while LDC TNCs do not necessarily use more
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appropriate process technology, they tend to establish more appropriate
industries and use more appropriate product technology than their DC
counterparts. In as much as this is the case, the presence of LDC TNCs in
developing countries will enhance the labour absorption capability of these
countries. In fact, It is also probably true that at least some LDC TNCs will
actually transfer technologies which are either modified by the LDC TNCs
themselves or by other firms (foreign or local) in their home country. This is
because the transfer of lower cost, smaller scale, and more labour-intensive
technologies into host countries is an important competitive advantage that
LDC TNCs have over their DC counterparts. This idea of a two-stage
transfer of technology to developing nations has been formally proposed by
Parry (1981). It is argued that technology is first introduced from developed
countries to the intermediate economies, and then to the developing
countries after modification of the technology in the intermediate economies.
The newly industrializing countries can clearly take up the role of
intermediate countries and multinational corporations can conveniently act
as the agent of technology transfer in both stages, with DC TNCs in the first
and LDC TNCs in the second stage.

In the following, we shall first look at China‘s OFDI, discussing its
characteristics and the motivations for investing abroad in the context of the
conventional eclectic theory. We then discuss the case of Hong Kong OFDI

in China with reference to the impact on host countries.

2. Chinaé OFDI: An Overview

China's outward FDI started as early as when China opened up to the
outside world in 1978. During1978-1985, China's OFDI, mainly by stated
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owned enterprise, was guided by the central government for the purpose of
trade and economic cooperation with other countries. From 1986 to 1991,
liberalization of restrictive policies was implemented and non-state-firms
were also allowed to invest offshore. From 1992 to 1998, there was a surge
in local and provincial enterprises investing offshore, with many of them
investing in Hong Kong (See Wong and Chan, 2003, and Wang, 2005).

China started to formulate its -0 Outll policy since early 1990s and the
policy took shape in 1997 when the former President Jiang Zemin declared
that Chinese enterprises —should better utilize both the domestic and
overseas markets, and resources both in and outside China.ll Since them,
attracting FDI inflow and —going outll has been regarded as the -two wheelsll
of China‘s opening up policy. In 2000, the -Go Outll policy was included in
China's 10" Five-Year Plan for Economic Development, in anticipation of

China's accession to the World global economy.

Chinese OFDI has grown considerably since the early 1990s. By the end of
2003, China's accumulated OFDI reached $37 billion, surpassing South
Korea which had accumulated OFDI of $34.5 billion (Table 1). In 2005,
China‘s OFDI outflow reached $6.92 billion in non-financial sectors, up

25.8 percent from the previous year (Ministry of Commerce).



Table 1 Outward FDI Stock in Selected Countries (US$ bn)

Country 1985 1995 2003
China 0.01 15.8 37.0
Shouth Korea 05 10.2 345
Taiwan 0.2 25.1 65.2
Singapore 4.4 35 90.9
Malaysia 1.4 11.0 29.7
Thailand 0.0 2.3 3.3
India 0.0 0.3 5.1
Japan 44.0 238.5 335.5
United States 238.4 699.0 2,069.0
Uniteded Kingdom 100.3 3049  1,128.60

Source:UNCTAD

Although Chinese TNCs have invested on a global basis, Hong Kong and
the US have been the most popular destinations of Chinese investors during
the past two decades, followed by Russian Federation, Australia (see Table
2). The number of Chinese firms that have invested in Hong Kong has been
around half of the total number of enterprises each year (Table 3). Within
Asia, Hong Kong is the most attractive place for Mainland China enterprises,
followed by Japan, Korea, Singapore and Macau, although more and more
Chinese enterprises have gone to developing countries in Southeast Asia
since the Asia financial crisis. In recent years, more and more Chinese
firms have invested Russia and other former members of the Soviet Unions.
For instance, in 2004, 52 Chinese enterprises were approved to invest in
Russia, compared to 19 in Germany, and 13 in UK. Chinese firms have also
invested in countries in Latin America and Africa (China Commerce
Statistical Yearbook 2005). Some of China's leading producers of household

appliances, such as Green and Chunlan, have invested in South America.

! In 2003, for instance, out of the 510 Chinese firms who got approval to invest outside the Mainland
China, 73 chose Hong Kong, 16 chose Singapore, 17 chose Vietnam, and 14 and 10 went to Japan and
Korea respectively (China Commerce Statistical Yearbook 2004).
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Table 2 Number of China's Approved OFDI Projects to Top 30 Destinations

Rank*
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30

1999 2000 2001 2002 2003  1979-2003
No.of  Value of

Project Invesetment

Total 220 243 232 350 510 7470 11427.2

Hong Kong 24 15 26 40 73 2098  4340.7
United States 21 15 19 41 83 786 947.6
Russian Federation 12 14 12 27 41 523 546.2
Australia 3 13 6 15 10 225 464.4
Denmark . . . . 1 3 459.7
Canada 1 8 4 4 11 155 443.8
Republic of Korea 1 5 2 7 10 72 302.5
Thailand 3 6 9 5 11 245 263.8
Macao, China 3 4 6 2 9 238 214.2
Peru 1 1 2 . 3 23 202.1
Indonesia . 1 2 6 6 65 168.1
Mexico 2 1 1 1 2 47 167.4
Cambodia 13 7 7 3 4 65 158.4
Bermuda 2 . 1 . 1 11 148.4
Zambia 4 3 3 1 . 18 134.4
Brazil 1 3 4 8 6 73 129.0
South Africa 14 17 2 3 10 108 126.5
Singapore 6 6 3 6 16 188 97.9
Viet Nam 2 17 12 20 17 90 93.1
Japan 1 2 6 11 14 250 89.6
Germany 1 1 3 6 17 167 75.6
Mongolia 15 12 7 7 9 78 73.9
Myanmar 1 7 3 5 38 66.1
Mali 1 1 . . . 5 58.1
Egypt 5 3 2 3 5 32 56.3
Nigeria 2 1 8 9 13 62 56.0
United Arab Emirates 2 3 3 . 8 78 50.1
New Zealand " 2 2 2 28 494
Pupua New Guinea . 1 . . . 20 44.7
Kazakhstan 7 5 1 3 8 59 43.1

* Ranked by total value of investment during 1979-2003

Source: Ministry of Commerce



Table3 China's Approved OFDI Flows (Number of Enterprises, byDestination)

NORTH LATIN
YEAR TOTAL ASIA AFRICA  EUROPE AMERICA  AMERICA OCEANIA

Investment

(US$ Mn)
1991 207 367.0 55 7 80 34 16 15
1992 355 195.3 106 23 131 46 26 23
1993 293 95.9 107 28 58 48 20 32
1994 106 70.6 49 12 14 17 6 8
1995 119 106.4 61 26 7 12 10 3
1996 102 293.8 53 23 8 10 4 4
1997 128 169.3 55 4 22 1 4 5
1998 266 259.0 85 40 78 21 32 10
1999 220 590.6 86 54 34 22 21 3
2000 243 551.0 102 52 32 23 19 15
2001 232 7075 106 45 32 23 17 9
2002 350 982.6 141 36 63 45 46 19
2003 510 2086.9 279 53 47 94 25 12
2004* 829 3711.8 354 77 164 115 78 41

Source: Ministry of Commerce, China
* The figures for 2004 are for non-financial sectors only.

In terms of industry break down, a big part of Chinese outward direct
investments takes place in natural resource related industries. This can be
seen from Table 5 which tells us that three of the five Chinese TNCs that
were on the list of top 50 TNCs from the developing countries in 2003 are in
resources sector, including China National Petroleum Corporation (CNPC).
In fact, for much of the past two decades, the Chinese government has
sought to ensure the supply of domestically scarce products through OFDI.
Chinese firms have been actively investing abroad in such key sectors as
minerals, petroleum, timber, fishery, etc. Examples include purchases of
stakes in Australian mineral companies by China International Trust and
Investment Corp (CITIC) back in the 1980s, and the recent acquisition of

Canadian-based PetroKaz by CNPC, as well as more recent unsuccessful
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bids by Chinese National Offshore Oil Corporation (CNOOC) for the US-
based Unocal.? This pattern of natural resource oriented outward investment
by Chinese firms is not surprising, given Jiang Zeming‘s —two-market-two-
type-of-resourcell approach mentioned earlier and the fact that China has an

abundant labor force.

Green field investment (by establishing sole funded subsidiaries or joint
ventures with local partners) has been a major format of China‘s OFDI. This
Is especially pronounced in the fields of home electric appliances,
electronics, and textile industries. For example, China's top electronic
appliance makers Haier, TCL and Gree all have set up production lines
outside China. Some Chinese enterprises have chosen to set up R&D centers
overseas, often in developed countries. Huawei Technologies, a leading
China-based hi-tech enterprise in communication industry, has established
eight regional R&D headquarters and 32 branches overseas. Most recently,
more and more Chinese firms have also used cross-border M&As as a means
of OFDI. In 2005, China spent $2.3 billion on cross-border mergers and
acquisitions, surpassing the amount of Greenfield investment. Table 4 below
contains information about some recent major mergers and acquisitions

initiated by Chinese companies.

Cross-border M&As by Chinese firms can be further divided into two
subcategories. The first is resources exploitation. China National Offshore
Oil Corporation (CNOOQOC) is an example, which has become the biggest

offshore oil producer in Indonesia by buying off the stakes of some local

2 In a recent empirical study, Buckley et al (2006) found that China's OFDI is positively related to the level
of natural resource endowment of a host country during the period 1984 to 2001.

10



companies there.®> The second is the extension of production and marketing

worldwide. This is the most common case among Chinese firms investing

abroad. Examples include Shanhai and TCL. The former bought 10 percent

shares of GM Daewoo and the latter purchased the bankrupt Schneider, a

leading German electronic company. Wanxiang Group, one of the top

Chinese companies in automotive parts industry, bought up UAI, an

American automotive parts producer facing delisting in NASDQ, at a cost of

US$2.8 million. This deal pulled Wanxiang's marketing cost down

dramatically as UAI buys US$25 million worth of brakes from Wanxiang

every year.*

Table 4 Major Cross-Border M&A by Chinese Manufacturers ($ million)

Years Acquiring firm Target Industry Value
2002 [TCL Schneider Electronics, Electronics 8.2
Germany
2002 [China Netcom Asia Global Crossing Ltd, Telcommunicatio (270
Hong Kong ns
2002 |Huali Group of Moltech Power Systems, US Machinery / 20
2002 |Shanghai Auto-motive |GM-Daewoo Motor alliance Automobile 60
Industry Corp. (SAIC) |(equity stake), Korea
2002 |Haixin Group Glenoit Crop'Speciality Fabrics Fabric 14
(sliver knit pile fabric division),
2003 |Shanghai Electric AKiyama Publishing Machinery, [Machinery N/D
2003 |BOE Technology Hynix Semiconductor' flat TFT-LCD 380
panel display unit, Korea
2003 |BOE Technoiogy 26.4% stake in TPV(a PC monitor |PC monitor 135
manufacturer,Korea
2004 [Lenovo IBM PC units, U.S. Computers 1,750
Sources: UNCTAD, cross-border M&A database (www.unctad.org/fdistatistics);

PriceWaterhouseCoopers (http://www.pwchk.com). N/D: Not disclosed. Adapted from Deng (2!

® Economist., —Fhe Struggle of the Championsll, 8 January, 2005.

‘A Survey of China's Overseas Investmentsll, People's Daily, 26 February 2004.

http://englishl.peopledaily.com.cn/200402/26/print20040226 135898.html
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3. Emergence of Chinese TNCs

During the past two decades, and particularly the 1990s indeed, Chinese
TNCs started to cause attention world wide. Table 5 lists the top Chinese
TNCs in 2003 that made to the top 50 non-financial TNCs from the
developing countries. Currently, most of China's top TNCs are giant state-
owned companies and are resources-related industries. When the finance
sectors are included, some state owned banks also come at the top. Table 6
provides information about the Chinese companies that made to Fortune 500

in 2005 in terms of total sale revenues.

Table 5. Presence of Chinese Firms in Top 50 Largest Non-financial TNCs List from
Developing Econmies in 2003 (Millions of dollars and number of employees)

Ranking by: Foreign
Corporation Foreign asset Industry Assets Sales Employment
China Ocean Shipping
(Group) Company 7 Transport and storage 8547 6076 4 600
China National Petroleum
Corporation 13 Petroleum expl./ref./distr 4060 5218 22000
China State Construction
Engineering Corporation 19 Construction 3417 2716 17 051
China National Offshore Oil
Corp. 38 Petroleum and natural g 1467 1877 1000
China Minmetals Corporatio 46 Metals mining and proces 1150 1933 973

Source: UNCIAD, World Investment Report 2005; www.unctad.org/wir or www.unctad.org/fdistatistics
Note: The list includes non-financial TNCs only.
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Table 6 Presence of Chinese TNCs in 2005 Fortune Global 500 and Asia Top 50

Asia 50 rank  Global 500 rank  Company Revenues ($million
7 31 Sinopec 75,076.70
9 40 China State Grid 71,290.20
10 46 China National Petroleum 67,723.80
41 212 China Life Insurance 24,980.60
45 224 China Mobile 23,957.60
49 229 Industrial&Commercial 23,444.60

Bank of China

Source: Fortune Global 500, 2005

According the statistics from the Ministry of Commerce, among all outward
foreign investors in 2003 (that had gone through the process at MOC), 43%
were state-owned. The remaining comprised of private, limited, holding or

collectively owned companies.

It can be argued that to a large extent the large scale of the state-owned
enterprises stems from such firms receiving privileged access to capital and
technology and, perhaps most importantly, government protection of them in
Important sectors (such as resources and financial sectors). On the other
hand, in those sectors that are (more) open to foreign competition and FDI,
the competitive strength of major global TNCs may have dampened the
emergence of home-grown private TNCs. However, the most well-known
Chinese TNCs (e.g. Haier, Huawei, Lenovo, TCL, Galanz, etc) have
established themselves in sectors that have been the most open to foreign
competition, such as electronic/electrical industries. Table 7 contains some
information about some top Chinese TNCs. China's experience gives
support to the World Bank thesis that —epening up and getting the prices
rightll is the best policy for domestic firms to gain efficiency and

copetitiveness.
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Table 7 Scales and Strategies of some Chinese TNCs (2003)

GEELY BIRD\ TSINGTAO LI-NING . YONGHE KING
_ e ' (Mobile Phiongs Beer Clothing, Stoes Fast Food
I 11 R S 8 AEERS U AN
2%2%’2! 2ot§mmu 2%3 REVENUE 20?$? REVENUE 200% REV%IIIE
_ MILLION ! BILLION A TN o MILLION _ MILLION
2003 PROFITS i 2003 PROFITS 2003 PROFITS 2003 PROFITS 2003 PROFITS
$58 - |1 $423 $31 $11 $386
_ MILLION l MILLION _ MiLLIoN MILLION THOUSAND
SLOGAN SLOGAN SLOGAN SLOGAN SLOGAN
A happy “The fighter “Enthusiasm .“Anyt_hin% “Delicious
life comes 1 plane of mobile everywhere?? is possible food, new
with Geely?? phones® concept??
) BRAND STRATEGY ) BRAND STRATEGY )} BRAND STRATEGY ) BRAND STRATEGY ) BRAND STRATEGY T
Moye upmarket while | Facing growing Leverage its German Use its sponserships Will boost service, restau-
maintaining low sticker i competition at home, heritage and reputation of up-and-coming young rant atmosphere; and food
prices. Overcome | Bird plans toexpand in as China's oldest beer i Chinese athletes to quality following a $26.5
low-quality image first in | markets including France, | tobuild up image grow its brand on the million investment by the
China, then abroad. | Italy, and India overseas. mainfand. | Philippines’ Jollibee.
) KEY CHALLENGE | ) KEY CHALLENGE ) KEY CHALLENGE ») KEY CHALLENGE ) KEY CHALLENGE
Has no joint ventures with | Focused solely on mobile Growing competition at Faces competition fromthe | Fast-food in China
foreigners, so it lacks over- | phones, Birdis vulnerable | home; sales abroad largely | likesof Nike, Adidas,and | dominated by McDonald's
seas distribution networks. ’ toa telecom slowdown. limited to Chinese eateries. | Reehokonits home turf, | -and KFC.
) KEY STRENGTH | 2 KEY STRENGTH ) KEY STRENGTH ) KEY STRENGTH ' »» KEY STRENGTH
Low cost structure | Leads insmaller Chinese Close ties with Anheuser- Profile is high due to | Now partnering with
compared with major | cities, where the market Busch will help it build founder Li Ning, a five-time | Jollibee, which has beaten
state-owned auto makers. ‘ will grow most rapidly. reputation overseas. ’ Olympic medalist. | multinationals at home.
HAIER LENOWV ‘ ~TCL . WAHAHA ~~ GOME, 4
Appliances, Ve £ ( Computersy ﬁ& Mobile Phonef/ ) Beverages _i : Electronic iat_esi} Yol
2003 REVENUE \2\903§E§WE zogngu: | zggs]l-ztggs 2%)3 5sv]:.u§z
$3L',07N5 | BiuoN 7 BILLION | BLLON _BiLLION'
To3 | $1m8 | $les | $196 | $i5l
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— S00IN w SLOGAN SLOGAN s SLOGAN :
@Honestand | ““Innovation | “Technology ¢Youth Wherever we're
trustworthy | an ; that caters knows no necded-—;\"c re
forever? . excellence” | toyou?? | failure® | “ithere®®
;) BRAND STREGY ); BRAND STRATEGY | ) BRAND STRATEGY ) BRAND STRATEGY ) BRAND STRATEGY

Plans to use its name to Plans to add new. stores

Break away fromits low- After unveiling a new corpo- | Linked up with France's

end niche with a push out
of small refrigerators and
into higher-end products
with juicier margins.

) KEY CHALLENGE
Convince overseas retailers
and consumers that it can
make quality appliances.

) KEY STRENGTH
Already sells at the likes
of Wal-Mart, Sears, and
Best Buy.

Source: Business weekgEhina's Power Brandsll. 8 November, 2004.

| 1BM.
|

| countries in Asia.

rate name last year, Lenovo
hopes its sponsorship of the
2008 Olympics will boost
its profile worldwide, l

) KEY CHALLENGE
Facing stiff competition at
home from Dell, HP, and

)) KEY STRENGTH
The market leader in China |
and strong in most other

Thomson;, owner of RCA.
Will'sell as Thomson in

| Europe, RCAinthe U.S., and

TCL in developing markets.
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Protectionism:The U.S.
levies 21.25% tariffs on

1 its televisions.
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Strong ties with estab-
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markets such as children’s

| clothing.

) KEY CHALLENGE

Rivals Coke and Pepsi fast
expanding beyond coastal
China and into the interior.

)) KEY STRENGTH
Has unparalleled penetra-

| tion into China's smaller
| citiesand rural markets.

across China and possibly
overseas following the
opening late last year of its
first Hong Kong store.

1) KEY CHALLENGE

WTO commitments mean
China will open fully to for-
eign retailers by yearend.

)) KEY STRENGTH
Has nationwide network of

| storesand enjoys close ties
| with electronics-makers.
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4. Motivations of Chinese TNCs

The literature on TNCs has identified four types of outward FDI: (1)
Resource seeking FDI which aims at securing natural resources in other
countries; (2) Market seeking FDI which drives TNCs to expand their
production and sales in overseas markets; (3) Efficiency-seeking FDI
whereby a TNC invests in other countries in order to improve its
productivity (by, e.g., moving its production to countries with lower labor
costs); and (4) Strategic asset seeking FDI which is driven by firms* desire
to seek complementary assets, notably various kind of knowledge, or band

names, in order to upgrade their capabilities (Dunning, 1998).

According to Dunning (1998, p.50), —the most significant change in the
motives for FDI over the last two decades has been the repaid growth of
strategic asset-seeking FDL.II

While traditional FDI motivations were based on how to exploit or transfer
firms' resources to a host country (Caves, 1996), asset-seeking FDI is
undertaken in order to access and gain new knowledge or acquire necessary
strategic assets in a host country. Put differently, FDI is used as a means for
TNCs to tap into or develop strategic resources in a foreign market such as
market intelligence, technological know-how, management expertise, or
simply reputation for being established in a prestigious market. The asset-
seeking perspective emphasizes that FDI is —pulledll towards centers of

innovation located in recipient countries.

Chinese TNCs are motivated by similar driving forces as identified in the

literature, but with some distinct features.
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Resourceseeking Motive

As mentioned earlier, to seek resources has been a major motivation behind
some Chinese companies' investment ever since early 1980s. According to a
recent survey by the Shanghai Office of the Germany-based Roland Berger
Strategy Consultants (von Keller and Zhou, 2005) of an elite group of top 50
leading Chinese firms, seeking natural resources is the main imperative for
20% of the Chinese firms. The motive is reflected by the international
expansions of large stated owned companies such as China National
Offshore Oil Company (CNOOC) and China National Petroleum
Corporation (CNPC). In the steel industry, Shanghai Baosteel has invested
In six joint ventures in Australian, Brazil, and South Africa to gain access to
both iron-ore mining and steel marketing (Deng, 2004). As China's
economy growing rapidly and with the rising demand for energy and raw
materials, the motive to seek natural resource will likely to remain strong for
Chinese firms to invest abroad in the years to come. Resource-seeking OFDI

Is mainly conducted by state owned enterprises.

Market Seekng Investment

An important motive for TNCs to establish production line abroad is to seek
new markets. Despite the vast domestic market, this market-seeking motive
is a primary motive for Chinese TNCs. According to the same survey by
Von Kelly and Zhou (2005), for 60% of them the strongest motivation for
outward investment is to seek markets. The market-seeking motive is
reflected by the TCL‘s entry into Vietnam, and its purchase of Schneider AG
in Germany, Huawei‘s expansion in the East European region, as well as by
Haier's purchase of an Italian refrigerator facility. (See the case studies in

the appendix for more details.)
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The market-seeking motive is closely related to the fact that there is
significant excess production capacity in a number of industries in China
(clothing, automobile, electronic, household appliance, etc.) Many firms
must therefore to target foreign markets to sell their products. When trade
barriers exist in foreign markets, then there is a—umping the tariff* incentive
for outward FDI. For example, Haier Group established its manufacturing
facilities in the US for the purpose of avoiding American quota restrictions

and potential anti-dumping suits (Deng, 2004).

Strategic AssefeekingMotive

Certain Chinese firms have also invested in developed economies in both
North America and Europe. Given their relative competitive disadvantages,
a major motive for these companies is to obtain advanced technology or
well-known brand names. Acquiring advanced technology and band names
can boost Chinese TNCs reputation worldwide and enhance their
competitiveness both abroad and within China‘s domestic markets. The von
Keller and Zhou (2005) survey shows that 16% of the Chinese firms regard
obtaining advanced technology and brand equity as the strongest motivation
for OFDI. An interesting example of technology seeking OFDI is Shanghai
Electronic Group’ buyout of the bankrupt Akiyama Publishing Machinery
Company in Japan in 2003, for a state-of-art printing machine technology.
Another successful example of access to proprietary technology is the
investment made by China's Bicycles Corporation of Shenzhen. The
company bought an American bicycle company to learn how to produce the
high specification models in the US and then transfer the technology back to
its Shenzhen plant which now has a highly successful export market (Deng,
2004).
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During the 1980s and 1990s, the main form of technology acquisition by
Chinese firms was piecemeal purchase of equipment and technology
licensing. That approach was not satisfactory as they often failed to be able
to buy the most advanced technology from foreign companies. Moreover,
more and more Chinese firms now realize that technology alone would not
suffice for them to compete in the international markets; they also need to
have recognizable brand names which cannot be built from scratch within a
short period of time. Cross-border merger and acquisition can be a quick and
useful means for Chinese companies to obtain brand names, sophisticated
technology, and/or well established channels in one package, if they are
capable of managing the combined company or the acquired entity. The well
known Lenovo's acquisition of IBM*s PC division in 2004 reflects Lenovo's
ambition to become an international player in the PC business by obtaining

an established brand overnight.

Efficiency Seeking FDI

Given the abundance of labor force in China, the motive to reduce labor
costs by investing abroad is not strong for Chinese TNCs. However, Chinese
firms may use FDI as a means to gain exposure to the outside world and to
increase production volume so as to enhance learning-by-doing, thereby
improving efficiency. For example, Haier's investments in Southeast Asia

were motivated by such considerations, according to Liu and Li (2002). .

The Competition EffectUnique to China?

There is now a widely held view that a main reason that Chinese TNCs have
gone overseas is because of intensified competition inside China that is
resulted from massive entry of leading TNCs in the world during the 1990s.

For example, Wu (2005) argued that —ferce economic competition and
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declining domestic revenues, combined with government encouragement
and financial support, are pushing Chinese firms to globalize ....II This
competition effect is in fact consistent with Huang's (2003) view on FDI to
China. Huang (2003) argues that a main reason for China's success in
attracting inward FDI, which has omitted in previous studies, is that Chinese
domestic firms are too weak and not capable of competing with leading
transnational companies. In fact, Huang argues that -€hina’'s financial and
economic institutions have worked to reduce the ability of domestic firms,
especially domestic private firms, to provide some of the same benefits
brought about by FDI ... FDI has come to play a substantial role in the
Chinese economy because of systematic and pervasive discrimination

against efficient and entrepreneurial domestic firms (pp.3-4).ll

There is some evidence to support the above view that intensified domestic
competition has been a major driving force behind many Chinese TNCs
going global strategy. For example, Huawei has faced intense competition
on the home turf with such global players as Alcatel, Lucent, Motorola,
Nortel, Nokia and Siemens. In some case, contrary to the popular perception
overseas of a —tecal-firstl market ssimilar to Japan and South Korea, some
state-owned customers in China often demand a harder bargain from their
countrymen than from foreign suppliers. Given the highly competitive
nature of doing business in China, Huawei feels it must go abroad to develop
overseas. (http://www/badchina.com, Huawei & ZTE: Dragons on the Wing,
1 May 2005)

In the case of Haier, Chinese household applicants sector has been the most
competitive industry in China, with many firms running with extra capacity

and constant price wars among major players in the market. Haier
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introduced the slogan that -No true brand name ban be created unless one
goes globall. In the PC market, similarly, price wars also occurred during
the 1990s when Legend (now Levono) had to compete with foreign
competitors such as Hewlett-Packard and Dell. As Legend's CFO pointed
out, if we just focus on China, we cannot generate returns for out
shareholders.II®

5. Predictability of Conventional TNC Theory

At present, the Eclectic Paradigm of International Production (EPIP) is
perhaps the most accepted theoretical framework to analyze transnational
enterprises. According to the EPIP framework, the extent, form and pattern

of FDI is determined by the configuration of three types of advantages:

- Firms need to possess ownership advantages (O advantages) to be able to
compete with firms in another country. The O advantages include
possession of intellectual property, scale economies, etc.;

- It must in the best interest of firms that the possessed O advantages are
transferred across national boundaries within the organization itself,
instead of selling or licensing them to other firms (the so-called
Internalization (I) advantage); and

- Assuming that the above conditions are satisfied, Locational (L)
advantages determine whether export from the home economy or local
production in the host market will take place. The L advantages here refer
to the specific attractions of the host country as a site of investment (—pull

factorsll) as well as the disincentives in the home country (—push factorsll).

® Economist-Ehinese Companies Abroad: The Dragon Tucks In,ll 30 June, 2005.
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Unlike in the case of TNCs from the developed countries, it is difficult to
argue that Chinese TNCs possess strong ownership advantages in the sense
discussed in the FDI literature. Non-stated owned Chinese TNCs such as
Haier, TCL, and Huawei and the like, are not well-recognized brand names
internationally when first invested abroad. (For example, TCL had a slow
start in Vietnam when it first invested there in 1996, simply because few
people in Vietnam had heard of the brand name.). The only perceived
significant advantage these companies possessed at that time was perhaps
their low costs of production (of some parts) due to low labor costs in China.
This low-cost reputation, however, may represent a disadvantage to them in
cases where cheap Chinese products are regarded as of inferior quality in
foreign markets. This, plus cutthroat competition in the domestic market,
may lead one to believe that —-€hinese companies often venture abroad not
from a position of strength but of weaknessll (Balfour, 2006). It is safe to say
that up till now Chinese TNCs‘ do not have strong O advantages to transfer
to other countries. Instead, their outward FDI has been motivated more by
the desire to seek O advantages (strategic asset seeking in particular) in

foreign markets, as mentioned earlier.®

There are some interesting observations about Chinese TNCs* strategies
from the L advantages viewpoints. Following the example of TNCs from
South Korea and Taiwan, some Chinese TNCs started their OFDI process

from developing economies. ” This choice is primarily based on the

® Lack of O advantages does not necessarily contradict the fact that these Chinese TNCs have undertaken
OFDI already. From the viewpoint of industrial organization, weak competitors may still be able to survive
in oligopoly markets dominated by more efficient firms as long as the market size is big enough. In other
words, possession of O advantages may be a sufficient (rather than necessary) condition for OFDI.

" OFDI from Korea and Taiwan can be divided into two waves. The first wave occurred during 1960s —
1970s when Korea and Taiwan FDI targeted mostly at adjacent countries in Asia whereas the second wave
took place in the 1980s and 1990s which was directed at the more developed regions of the world (Hoesel,
1999). As Korean and Taiwan firms became more sophisticated, and their international network broadened
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consideration that market competition in these countries is not as intense as
that in developed countries. Moreover, Chinese TNCS have also considered
additional, political factors in choosing where to invest in order to minimize
the potential risks. For instance, both TCL and Huawei put significant
emphasis on investing in former socialist countries such as Vietnam and
countries that used to belong to the Russian Federation. Top managers from
both companies had explicitly addressed the importance of cooperating with
countries that have good and stable relationships with the PRC (Cheng and
Liu, 2003).

Haier, on the other hand, chose a —kigh-risk-high-returnll strategy when it
decided to establish its first greenfield FDI in the United State in 1999, a few
years after it started exporting refrigerators to the US. Haier‘s philosophy is
that —ence you build a brand name in developed markets, then you will face
little resistance to expand business into developing countries (Liu and Li,
2002)Il. Haier‘s move signals its confidence in the quality of its products
which can confer a strategic advantage in both foreign and domestic markets,

despite high production costs for its production lines in the US.

The Time Pattern of Chinese TNC

The time pattern of OFDI by Chinese TNCs are diversified, with some firms
using similar strategy (developing countries first and then developed
countries) as did Korea and Taiwan TNCs, some adopting the reverse

sequence of moves and others making simultaneous moves.

TCL is among the Chinese TNCs that had adopted the Korea-Taiwan pattern

(which some Chinese scholars called —eountryside surrounding the cityll

and intensified, the need for both exploit the markets in more advanced economies and to tap into their
intellectual assets became more important later on.
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strategy). In its early stage of OFDI process, TCL specifically chose
Vietnam to establish its first overseas production site in mid 1990s. The
choice of Vietnam as a target from developing countries is primarily because
of its geographical proximity to Guangdong province where TCL is
headquartered (and even the fact that both countries are socialist countries as
mentioned earlier). TCL then expanded to other countries in Southeast Asia,
and mid-east, Australia and South America, before later on investing in
developed countries (via acquiring the cell phone business of Alcatel in 2003
and brands of Thomson RCA in 2004).

Haier, on the other hand, uses a —¢ifficult-first and then easyll strategy, by
attempting to establish itself in a developed country first, and then enter

other countries.

In the case of Huawei, its first invested in Russia in 1997, followed by its
subsequent entries to the Mid-east, Africa and South America. Almost
simultaneously, Huawei was also targeting the US and European Market
markets (see Cheng and Liu, 2003, Chapter 8). In 2000, it established R&D
centers in the Silicon Valley and Dallas of United States. Huawei‘s
simultaneous-move strategy may be related to the highly dynamic nature of
the telecommunication equipment markets that induce or even force firms to
expand production and sales of existing products in developing countries
and at the same time search for advance knowledge in developed markets in

order to gain and sustain competitive advantages in the R&D front.
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6. Challenges Facing Chinese TNCs

With the rapid emergence of Chinese TNCs and the wide attention they
receive abroad, some analysts even draw parallels with the arrival of
international Japanese brands in the 1970s and 1980s, and of Korean TNCs
in the 1980s and 1990s. However, some are concerned about how well

Chinese TNCs companies can fare.

Perhaps the most important and natural question is how competitive the
Chinese TNCs really are in the global markets. Unlike the Japan‘s strongest
companies which succeeded internationally by offering new products (such
as Sony‘s creative consumer electronics and Toyota‘s —just-in-timell
production method), the Chinese TNCs' by contrast, retain technological
followers rather than leaders whose competitive advantages rest in large part
on China‘s low production costs. In terms of innovation capability, Japan
experienced a long period of importing and successful learning of foreign
advanced technology during the 1950s and 1960s based on which Japanese
firms substantially upgraded their innovative capability. The Chinese firms'
effort in absorbing imported technology is not regarded to have been
significant and successful, despite the two-decade long —swap the market for
technologyll policy of the Chinese government since the early 1980s.°
While top Chinese TNCs have increased their R&D expenditures over the
past years and been able to produce a large number of patented technology
and products, they still need to demonstrate that they will be able to compete
head-to-head with leading global TNCs.

® The over dependence of foreign technology and the lack of incentive and capability of Chinese firms to
innovate on their own is the main reason that the central government of China recently introduced the
nation wide champion of —tdependent innovationll as stipulated in China‘s new Ten Year Plan for Science
and Technology.
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Government support, real and perceived, that Chinese TNCs may have
received, may not be as instrumental and effective as with the case, say, of
Korean's TNCs (such as LG and Samsung). Within the WTO framework,
China TNCs can no long enjoy the benefits of China TNCs can no longer
enjoy the benefic of industrial policies in the way that Korean TNCs used to
enjoy prior to the mid 1990s and the Japanese companies received from the
MITI in the 1960s-1980s. In fact, governments links of Chinese TNCs, may
hurt them abroad. For instance, provincial electrical-appliance maker
Sichuan Changhong Electric Co. last year saw its US color-TV sales
dwindle to almost nothing after it got hit with antidumping duties of 25% --
not necessarily because it was actually selling its goods below cost but
because its government ownership made it appear to have an unfair
advantage over privately owned rivals.

Furthermore, as new comers to the global economy, Chinese TNCs still have
a lot to learn about global business strategies, foreign cultures and how to
run a truly TNC. They lack the knowledge and skills about cross-border
investments which has been reflected in recent acquisitions by Chinese
TNCs of international brands such as IBM, Thomson, and Rover. But
Chinese firms are quick learners; they will be able to overcome such
obstacles with some tough lessons and even failures perhaps. The real
challenge for Chinese TNCs is how they can transform themselves from

technology followers to technology leaders.

While young, TNCs from East and Southeast Asia have attracted serious
attention worldwide recently. As new comers, emerging TNCs in Asia have
adopted strategies that are different from those used by leading TNCs from
advanced economies. For instance, the strategic-asset-seeking motive seems

to be a dominating determinant for outward FDI by Chinese TNCs. This
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motive stems from the intense competition in the domestic markets where
the Chinese TNCs have to competing with global giant TNCs, and their
desire to seek strategic assets so as to complement their low-cost advantages
In manufacturing. This motive can also be understood from the viewpoint of
the so-called llsmiling curve doctrinell which observes that the value added is
the highest at both the upper end (R&D, product design, standard setting, etc)
and the lower end (marketing, branding, customer tailored services, etc.) of
the global supply chain, and the lowest at the manufacturing and process
stages which most Chinese firms specialize in. In a sense, Chinese TNCs
have stated their outward FDI before they became relatively matured and
competitive and because the Chinese markets have been opening up very
quickly to the outside world. Put differently, the Chinese TNCs' going
abroad since the late 1990s is to a large extent in response to massive entry
of leading global TNCs to China, rather than as initiated from their own

Ownership-advantages.

From the above perspective, one can argue that it is still too early to expect
great success of Chinese TNCs as global players. But given that Chinese
firms are quick learners, it is likely that some Chinese TNCs, be they
existing ones or yet-to be established, will likely be a big factor in the world
economy in the years to come. In fact, some Chinese TNCs have already
made impacts on the structure of the world economy. For instance, party in
response to the emergence and low-price strategy of Huawei, global
telecoms suppliers are moving more activities to China to take advantages of
its low-cost engineering and manufacturing capabilities (Financial Times, 11
January, 2005). While some of them might not fare as well as others, or
even fail, the emergence of Chinese TNCs and as a group should not be

overlooked.
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The impact of FDI on host country.

In the following (based on Chen and Lin, 2005), we discuss the impact of
developing country OFDI on host countries using Hong Kong OFDI in

Mainland China as an example.

It has long been recognized that FDI has a vital role to play in the economic
development of East Asia, although the earlier studies of Latin America
point to the —exploitationll behavior of TNCs. There are a number of chan-
nels through which TNCs could have an impact on host countries. The first
is the forward and backward linkages through which the TNC integrates or
connects with the local firms. The second is the direct relationship between
the TNC and the local firms that undertake subcontracting for the TNC. The
third channel is the labor market in which professional workers move from
TNCs to local firms. Usually, professional workers are from the host country,
but they have gone through training and gained experience in TNCs. The
fourth is the demonstrating effect of TNCs on local firms. Technologies or
practices used by TNCs are replicated by the local firms because of their
demonstrated success. This reduces the risks and uncertainties of adopting
new technologies and practices. In some cases, local firms may use reverse
engineering to acquire the technologies of TNCs. The following is an
analysis with reference to Hong Kong's FDI and OFI in China in generd

and in Guangdong in particular.

Export Capability
The export processing activities of Hong Kong firms in Guangdong were
crucial for the province to build up its export capability. In 1986, soon after

China started to promote FDI inflow actively, exports arising from process-
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ing and assembly were 16.6 percent of total exports. In 1984 many invest-
ment incentives were granted and laws were promulgated. Exports from
processing went up from US$700 million in 1986 to US$6,794 million in
1987, accounting for 67 percent of total exports. The majority of FDI in
Guangdong in the early years was from Hong Kong. The emergence of
export growth in Guangdong was certainly created by Hong Kong‘'s FDI.
The success was almost predictable because such production under export
processing combined Hong Kong' s technological skills and marketing expe-
rience with China's extremely low labor costs. There has been a change in
the volume of exports, but more importantly there has been an increase,
especially after 1990, in quality or value added as measured by the ratio of
processing export to processing import (See Chen 2004). Today processing
still accounts for 80 percent of total exports in Guangdong. For China as a

whole, FDI accounts for about 50 percent of its exports.

As mentioned earlier, Hong Kong companies have also invested heavily in
Northeast China and even east China (Shandong Province, e.g.) where it is
easier to serve the markets Russia and North-East Asia than it is from the

Pearl River Delta.

Technology Transfer

Technology is defined in a broad sense to include all knowledge that
improves efficiency. Chen (1994) discusses the various aspects of technol-
ogy transfer by TNCs to developing countries. Transnational corporations in
Hong Kong and in developing countries in general have an important role in
technology transfer in relation to the following: (1) The transfer of —softll
technology, human resources, and organizational resources. (2) The two-

stage transfer of appropriate technology. TNCs in the developing country
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serve as an intermediary. The technology for the local host-country
environment is adapted before the transfer. (3) The form of technology
transfer: patent technology, technological know-how, brand names,

technological services, and so on.

ASwap the Market for Technology Policyo of China

One of the primary goals of China's FDI policies is to promote technology
transfer to China, especially from multinational companies. Ever since
China's opening-up to the outside world, the government has put in place
various policy measures so as to foster technology transfer. For example,
additional tax cuts were granted to joint ventures employing advanced
technologies; permissions were given to whole foreign-owned enterprises on
the condition that they must adopt advanced technology. (Such restrictions
were removed in 2001 when China was preparing for its entry to the WTO.)
Further, industries are classified into encouraged, allowed, restricted, and
prohibited. The encouraged group includes investments in infrastructure or
developing modern agriculture; those with new/ advanced technology,
saving energy and/or raw material, improving economic efficiency; those
which are export-oriented; and those involving new technology/equipment
making use of natural/regenerative resources and reducing pollution (See
The Guiding Catalogue of Foreign Investmant1995. The catalogue has
been revised several times — most recently in 2002 after the PRC entered the

WTO —and become increasingly less restrictive.)

Some macro studies have shown that significant technology change or total
factor productivity (TFP) growth has taken place in Guangdong Province.
Wu (2000) estimated that the TFP growth rate was 2.08 percent per annum
for 1979 to 1983, 4.62 percent for 1986 to 1990, and 6.47 percent for 1993
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to 1997 (assuming a capital share of 40 percent). The growth rate in recent
years is truly phenomenal. This achievement is attributed to the integration
of the Greater China region and the huge amount of FDI (particularly from
Hong Kong) flowing into Guangdong. For the period from 1979 to 2000,
Hong Kong‘s FDI accounted for 73 percent of total FDI in Guangdong. At
the micro level, many interesting case studies have also been undertaken.
Cheung and Lin (2003, 2004) show by regression analysis that FDI has a
significant impact on innovation (as measured by the number of patent

applications) in Guangdong as well as in other provinces of China.

Thompson (2003) shows that Hong Kong's FDI in the garment industry
does transfer significant technology to that industry in China. However, the
significant technology transferred is —softll rather than —kard.ll Soft technol-
ogy refers to human-capital-intensive technology in management. A key fac-
tor that brings about the technology transfer is the high labor turnover rate in
the industry in China. It was reported that the annual staff turnover was
between 11 percent and 20 percent. Labor turnover, of course, is particularly
important for the transfer of management and entrepreneurial skills. Hong
Kong's TNCs employ relatively high levels of hard technology, usualy
levels higher than those of loca firms. As far as Hong Kong‘'s TNCs are
concerned, they are using hard technologies that are slightly more advanced
than those used by the parent firm in Hong Kong. Because of
competitiveness and changing circumstances, China no longer serves as a
dumping ground of Hong Kong enterprises for outdated capital goods.
Nevertheless, the managers interviewed did not think that their hard
technology had contributed much to upgrading the technological level in
China in the traditional industries such as textiles, garments, and

electrical/electronic appliances.
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Shi (2001) compares the nature and type of technology transfer to local
firms in China by Hong Kong‘s TNCs and large TNCs from developed
countries (Table 5). The results are similar to those of Chen (1984), who

studies the nature of technology exports by Hong Kong TNCs.

Table 8 Technology Transfer to China (from HK, NIEs, and Industrial Countries

Hong Kong NIE Industrial-
Type of transfer TNCs TNCsa country TNC:
Percent of firms undertaking
formal technology transfer 36.2 55.9 100.0
Patent 12.1 23.5 90.2
Know-how 20.7 17.6 100.0
Brand names 15.5 41.2 25.6
Technological services 25.9 47.1 100.0

a. The newly industrilizing economies include Taiwan (China), Singapore,
the Republic of Korea, and Thailand. Source: Shi (2001).

Compared to TNCs in developed countries and even in newly industrializing
countries, Hong Kong's TNCs have not been formally transferring a high
percentage of technology to local firms. Very few patents and brand names
have been transferred. In contrast, all developed-country TNCs in the survey
sample have transferred know-how and technological services to local firms,
and 90 percent have transferred patents in product technology and process
technology. TNCs in NIEs, notably in Taiwan, have often transferred brand
names for the sake of capturing the local market in services and in
manufacturing such as food and transport equipment. The extent of
technology transfer seems to be related to the type of FDI. More technology

transfer occurs when the FDI aims at domestic market sales. Hong Kong's
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TNCs aim largely at using China as an export platform; their transfer of hard

technology is rather limited.

Earlier studies (for example, Chen and Wong 1995) showed that little in-
house R&D activities were undertaken. For small firms, the machinery used
in the subsidiary was transferred directly from the parent firm without much
modification. For large TNCs in Hong Kong, technological modification
took place in Hong Kong and was tested in China. However, in the past few
years, significant changes have taken place. The R & D expenditure ratio is
higher for firms in Guangdong than for firms in Hong Kong. The reason is
simple: government support is lacking in research and development in Hong
Kong, and the private sector is relatively shortsighted in the Hong Kong
business environment where long-term commitment is not prevalent.
However, in the business environment of China, where competition from
local firms and other TNCs is keen, Hong Kong's TNCs must maintain their

technology at a relatively high level via in-house R & D.

Most important, in the 1990s the government policy of China changed;
instead of concentrating R & D at the state level, China decentralized it to
the enterprises. Incentives were also given to R & D activities in the form of
tax concessions to enterprises engaged in technological improvement and in
technology trade. In 1997 the establishment of R & D centers with foreign
investment was allowed and promoted. In the past few years the ratio of R &
D to GDP of Guangdong has increased significantly from below 0.5 percent
to more than 1 percent since 2000. In Guangdong, R & D activities are
concentrated in two major manufacturing industries: electronics and
telecommunications, and electrical equipment and machinery. In 2001 these

industries accounted for 76 percent of total R & D expenditures and 86
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percent of the total number of invention patent applications. R & D activities
are mostly undertaken by medium and large manufacturing enterprises, most
of which are developed-country TNCs. In this regard, Hong Kong‘s TNCs
have not played an important role. Nonetheless, we have to bear in mind that
hard technology must be supported by soft technology. From this point of
view, we can say that transnational corporations in Hong Kong have indeed
made a significant contribution to technological improvements in China

since they transfer soft technology to local firms.

Effects on Competition

FDI inflow to China can affect the degree of competition via various
channels. First, foreign entry into China's market increases the number of
competitors, thereby raising the degree of competition. Second, with more
advanced technology and superior managerial skills, foreign companies,
especially transnational companies, may quickly gain dominant position in

China' s market.

There is now a growing concern in China that foreign enterprises may soon
dominate all Chinese industries and domestic firms may be driven out of
business. In early June 2004, after a year-long investigation, the State
Administration for Industry and Commerce (SAIC), China's enforcement
agency of its 1993 Law against Unfair Method of Competition, released a
report entitled The Competitionestricting Behavior of Multinational
Companiesn China and CountermeasuréSAIC 2004). This report, the
first of its kind in the country, said that some multinational companies
commanded obviously dominant positions in their industries and were using
their advantage to curb competition. It accused several TNCs of attempting

to limit competition through strategies such as predatory pricing, exclusive
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dealing, tied sales, and M&As. The report specifically mentioned Microsoft

and Eastman Kodak, which both however denied any wrongdoing.

As the case study below illustrates, some Hong Kong companies have also

been a part of anti-multinational sentiment.

Case Sudy: HWLGs Investment in Chinads Ports

Hutchison Whampoa Limited (HWL) is among the largest companies listed
on the main board of the Hong Kong Stock Exchange. It has operations in 52
countries and over 200,000 employees worldwide. Its five core businesses
are ports and related services, telecommunications, property and hotels,

retail and manufacturing, and energy and infrastructure.

Hutchison Port Holdings (HPH), a member of the HWL Group, manages its
ports and related services worldwide. Today, HWH operates a total of 236
berths in 40 ports along with a number of transportation related service
companies in 19 countries throughout Asia, the Middle East, Africa, Europe
and the Americas. A brief summary of HWL s investments in China's ports
and related services are contained in Table 6. The total investments by HPH
for the three joint ventures started during 2004 and 2005 (Shenzhen Yantian,
Dalian and Shanghai Waigaogiao) are as high as US$1.98 billion.
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Table 9 HWL's Investments in Ports and Related Services in Mainland China

Group'
Name Year Interes
ShenzhenYantian Port Expansion Project 2005 63%
Dalian Ore Terminals 2005 50%
Shanghai Mingdong Container Terminals (Waigaogiao Phase V) 2004  50%
Shanghai Container Terminals 1993 37%
Shanghai Pudong International Container Terminals (Waigaoc n.a. 30%
Ningbo Beilun International Container Terminals 2001 49%
Pearl River Delta Ports - Jiuzhou, Nanhai, Gaolan & Jiangmen 1993-95 50%
Xiamen International Container Terminals 1997 49%
Shantou International Container Terminals 1997 70%
Shenzhen Yantian Port 1987 48%

Sources: HWL Annual Reports, HWL Press Release, China Entrepreneur

HWL ‘s massive investments in ports in China have led to the concern about
market dominance. In 2001, HWL handed over 25 percent of the Mainland's
container-related services. In 2001, after Guangzhou Harbour Bureau chose
Singapore's PSA Corp, instead of HWI, as a partner for Guangzhou
Container Terminal development, it was rumored that the decision was due
to the Chinese government concern that —additional Hutchison involvement
in the region would lead to too much dominancell, (HWL Press release, 23
July, 2001), which HWL denied. In 2002, the Director of Shanghai Harbour
Bureau was reported to have publicly expressed his concern about possible
HWL dominance in China
(http://business.sohu.com/95/47/article205234795.shtml).

In a recent incident, Shenzhen Park‘nshop Group, a subsidiary of Hong
Kong's giant supermarket retailer, Park‘nshop, located in Shenzhen city of
China, was accused of abuse of dominant position in its dealing with local

suppliers in the Mainland. Some of the suppliers even disclosed the —anfairll
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contracts Shenzhen Park‘n shop imposed on them to China's Central
Television Station which broadcasted the incident during an entire thirty-

minute programme (Apple Daily 15 November 2005).

8 Conclusion
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Appendix: Case Studies

Case Study #1: Haier Group
Founded in 1984, Haier Group is the world's 4th largest white goods

manufacturer and one of China‘s Top 100 electronics and IT companies.
Since 2002, Haier has consecutively been ranked first in the row of China's
most valuable brands for manufacture of 15 products, including refrigerators,
air conditioners, washing machines, televisions, water heaters, personal
computers, mobile phones and kitchen integrations. Haier was ranked first of
China's Top 10 Global Brands by China State Bureau of Quality and
Technical Supervision (CSBTS) for refrigerators and washing machines. On
August 30, 2005, Haier was ranked 1st of China's Top 10 Global Brands by
the Financial Times. In 2005, Haier has 240 subsidiary companies and 30
design centers, plants and trade companies and more than 50,000 employees
throughout the world. Haier 2005 global revenue was RMB103.9 bhillion
(USD12.8 hillion).

The Origin of Haier Brand

The entire production technology facility of Haier was initially introduced
from Germany'‘s Liebherr. Prior to 1992 Haier‘s refrigerators were under the
brand name of QINDAO LIEBHERR. In 1992 when its initial agreement
with LIEBHERR expired, Haier started using QINDAO Haier and in 1993
the brand name was switched to Haier. (Yan and HU, 2001, pp. 231-233).

In 1984, Zhang Ruimin and his colleagues are appointed by the local
government to assume positions in the Qingdao General Refrigerator
Factory, an ailing township enterprise RMB1.47M (USD178,000) in debt
manufacturing shoddy products and with a surly workforce. Zhang Ruimin
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had to borrow money from nearby farmers to pay salaries to employees
before Spring Festival. Over the past two years, Haier has gone through

three stages of development.

Branding Stage (in refrigerator, 198¥996)

During this period, Haier was focusing on refrigerator only and aimed at
establishing a quality producer. Through various quality control measures
and creative management by Zhang Ruimin, Haier refrigerators gradually
became a leading brand in China. In 1993, Haier brand was officially
recognized as a famous brand and in 2005 valued at RMB70.2 billion.
Focusing on refrigerator, Haier explored and gathered experience in

corporate management to lay a solid foundation for its later expansion.

Diversifying Stage

In 1997 Haier launched its color television production, which indicated
Haier's initial success in the brown goods sector through cross-sector
restructure as the No.1 white goods supplier in China since its start 1984,
marking a significant advance of Haier Group towards an international
conglomerate. In subsequent years, Haier entered into the businesses of air-
conditioner, and washing machines, water heaters, personal computers,
mobile phones and kitchen integrations, etc. One advantage of this
diversification strategy among closed-related goods is that Haier can
economize on promotion costs of these products as they are often displayed
in the same areas in retailing stores. In addition, Haier has enjoyed beneficial
spillover effects its established refrigerator brand image to newly introduced

household appliances.
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Internationalization Stage

Unlike other Chinese MNCs, Haier adopted a —difficult - first- then-easy’
strategy. It first targeted to invest in the US market where it had no
technological nor cost advantage. Haier‘s philosophy is that —-ence you build
a brand name in developed markets, then you will face little resistance to
expand business into developing countries. But before entering the US
market, Haier invested first in developing countries in some Southeast Asia,
in order to build volume and acquire international experience (Liu and Li,

2002). The table below contains information about Haier's foreign direct

Investments.

FDI by Hairer Group
Year Location Products
1996 Indonesia Refrigerators
1996 Phillipienes A/C, Refrigerator
1998 Malaysia A/C, Refrigerator
1999 Iran A/C
1999 USA Refrigerator
2000 Bangladash A/C, Refrigerator
2000 Vietnam A/C, Refrigerator
2001 Pakistan A/C, Refrigerator, Washer
2001 Italy Refrigerator
2005 Jordan Refrigerator

Source: Liu and Li (2002), Haier's website

Haier's —difficult-first-then-easyll strategy in its internationalization stage
was similar to its strategy used domestically under which Haier first
obtained brand name and dominance in big cities such as Beijing and
Shanghai, and then it expanded to smaller cities and the rural areas later on
(Yan and Hu, 2001).

When entering the US market, Haier adopted a product-focused strategy; it
initially focused on the marketing of refrigerators only. Once a market

position is secured for refrigerators, its product lines of washing machines
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followed. Promotion costs of subsequent products are much lower because

of its established reputation as a high quality producer of refrigerators.

Case Study #2 Huawei

Established in 1988, Huawei Technology Co. Limited is a
telecommunication equipment manufacturer based in Shenzhen Guangdong
Province of China. It specializes in R&D, production and marketing of
communications equipment, and provides customized network solutions for
telecom carriers in different countries. In 2005, Huawe‘s contracted sales
reached US$8.2 billion, an increase of 47% from the previous year, of which
60 percent came from international sales. Currently Huawei provides
products and solutions for over 270 operators worldwide and 22 of the
world's top 50 operators use Huawei‘s products and solutions. Its products
are deployed in over 70 countries, including the United States, Germany,
France, UK, Spain, the Netherlands, Russia, Brazil, Thailand, Singapore,

Egypt, Nigeria, and Venezuela.

In order to support its global operations, Huawei has set up 55 branch offices
and 8 regional headquarters worldwide. It has R&D centers in Dallas,
Silicon Valley, Bangalore, Stockholm, Moscow, Beijing and Shanghai.
Among Huawei‘s 34,000 employees, around 10% are foreign staff.

Huawei has now become a leading vendor in the industry. In terms of
market share, Huawei is currently No.1 in digital switches and next
generation network, No.2 in both ADSL broadband and optical network
respectively. Huawei has also become one of the few vendors in the world to

provide end-to-end 3G solutions.
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Huawel‘s internationalization process started in 1996 when it won its first
overseas contract from Hong Kong's Hutchison-Whampoa to provide fixed-
line network products. In 1997, Huawei entered the Russia market, followed
by its subsequent entries to the Mid-east, Africa (in 2002) and South
America. Almost simultaneously, Huawei was also targeting the US and
European Market markets (see Cheng and Liu, 2003, Chapter 8). In 2000, it
established R&D centers in the Silicon Valley and Dallas of United States.
In 2005, Huawei was elected by the British Telecom as a preferred 21
Century Network("21CN") supplier to provide multi-service network access

components and transmission equipment for the BT 21CN network.

As a new comer battling against the perception that Chinese companies
produce cheap, unreliable goods, Huawei has used aggressive strategies to

win contracts.

High intensity of R&D

China-based cost-effective R&D is one of Huawei‘s advantages. From its
inception, even in the IT recession period in early 2000s, Huawei has been
investing over 10% of its revenues into R&D, which is comparable to
leading TNCs in the world. Huawei set up its first R&D center in 1995, only
7 years after the birth of the company and when most of Chinese companies
did not even know the importance of R&D and intellectual property right. In
addition to independent R&D, Huawei has also consistently cooperating
with the world"s leading players such as Tl, Motorola, Qualcomm, IBM,
Infineon, Intel, Agere, ADI, ALTERA, SUN, Microsoft, Oracle and NEC.
This speeds up its responses to the changing market, and helps it draw up

advanced technologies and management experience from a global
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perspective. In 2005, about 48 percent of Huawel‘s staff were engaged in
R&D.

Low-pricing strategy

Huawei‘s emphasis on R&D, aong with substantially low costs of R&D
staff in China (the salary of industrial scientists and engineers in China is
between 1/5 to 1/4 of that in developed countries), has given Huawei a great
advantage in the international markets.

In fact, Huawei‘s prices can be 30 percent lower than those of established

suppliers (Financial Times11 January 2005).

Service Competition

In early days of its development, Huawei realized that it may not be able to
compete head-to-head with leading multinational companies such as Cisco
in the international market. It adopted the strategy of competing in services
and costs. Huawei has developed a reputation for its eagerness to tailor
technologies to specific needs of its customers, and doing so much quickly
than its competitors can do. To provide speedy and tailor made service,
Huawei has opened various overseas offices in Europe, and sometime

outsource locally in these countries.
Huawei is also a mysterious company in that its ownership structure is a
secret. Some suspect that it has a close tie to the People's Liberation Army,

partly because its CEO, Reng zheng-fei, is a retired PLA officer.

Financial Times The challenger from China: Why Huawei is making the

telecoms world take notice?, 11 January 2005.
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Case Study #3 TCL Group
TCL is now the largest TV producer in the world, with 18 million TV sets

annual sales and 10% of the global market. Founded in 1981, TCL began as
a manufacturer of magnetic tapes. It developed rapidly during the 1990s to
become one of China's fastest growing companies with an average growth
rate of 42.65% for the past twelve years. The company was successfully

restructured from a state-owned enterprise.

TCL's internationalization process started in 1996 when it first established
production facility in Vietnam. It then expanded to other countries including
India, the Philippines, Russia, Singapore, Indonesia, India, Thailand, Mexico,
the Mid-east, and Australian. In 2003, TCL acquired the cell phone business
of Alcatel, becoming the first large scale cross border merger and acquisition
by a Chinese MNC. In 2004, TCL set up a joint venture creating TTE
Corporation with France's Thomson Group, giving, obtaining control of the
RCA brand. At the time, TCL was hailed as the first Chinese company to
compete on the international stage with large international corporations.
TCL now has three core TV brands: TCL, Thomson and RCA. TCL is a
leading brand in China and some merging markets, and Thomson and RCA
brands, provide TCL foothold in Europe and North America markets. At the
beginning of 2006, TCL has 10 overseas manufacturing facilities.
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