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For the past 15 years, mainland China has been slowly emerging from its past communistic commune-type manufacturing to a more traditional capitalistic industrial power.  And while the Chinese Communist Party remains in charge of the government, the next generation of leaders will accelerate the expansion of industrial capacity, drawing western and Japanese manufacturers to continue to source goods and services into the country. For manufacturers, the initiative to source in China comes primarily from China’s low labor rates, huge labor base, Chinese government incentives, and lower infrastructure costs providing favorable material pricing.  Another important factor for technology manufacturers is the emerging technical and management capabilities of Chinese college graduates with engineering and MBA credentials.  
These factors alone would make any manufacturer excited about the prospect of sourcing to China, as so many others have already done. It sounds like the answer to all manufacturers problems.  But there are risks and exposures to consider as manufacturers put their business case together.  China’s industrial expansion will continue to drive change in financial and industrial support infrastructure, worker compensation and benefits, and governmental procedures and controls.  Supply chain lead-time and costs, product quality management, asset control, intellectual property control, and your own cost of supporting the remote operations must be considered as part of the business case of manufacturing in China.  

This article is intended to provide additional insight into the advantages and disadvantages of manufacturing in China by exploring in more depth some areas essential for success, including; 

· China geographic differences; 

· banks and lending; 

· managing external relationships; 

· investment and capitalization; 

· staffing / managing an operation, 

· business controls; 

· quality management, 

· inventory and supply chain management, and 

· Supplier management.  

The following insights are from my experience as President and Chief Operating Officer of a global contract manufacturing company with two manufacturing locations in China.

China geographic differences: North vs. south china, east vs. west china:

Rapid changes are taking place across all of China, however, at different rates of progress.  Further, there are differences in culture and approach, depending on the region of China you are in.  For example; 
The South: Economic expansion toward the more traditional western free market economy is clearly more prevalent and more progressive in Southern China, undoubtedly brought about by the nationalization of Hong Kong and proximity to Singapore.  Cities like Guangzhou and Shenzhen have the look and feel of Singapore, or the Silicon Valley in [image: image1.png]RUSSIA Hidicroson
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California if one looks at all the western high-tech company logo’s and restaurant chains in these cities, the palm trees, super highways - - and traffic.  This is where most of the expansion of high-tech capitalism began and is well entrenched, continually attracting other related businesses, new suppliers, and other diversified industries to the region’s robust manufacturing infrastructure, shipping and air-freight hubs.  But the economic growth has begun to stress unskilled labor availability.  Labor supply coupled with the regions economic prosperity has led to creeping labor rates and less than ideal competitive labor conditions.  Traffic congestion and available space is forcing expansion outside the cities into industrial parks where employee and manager dormitories are required to mitigate long daily computes.  Clearly if a business were searching for a location to produce highly technical products, this region has the technical skill base available to adequately deal with the complexity.  But if your primary goal is to find the lowest labor rates, this region would not be the place to establish your capability.

The North:  The north of China has moved more slowly into free market capitalism than the south. Perhaps because it is the seat of government, more vestiges of the communist era still linger in the North.  There is more heavy industry such as machining and metal forming and less electronic manufacturing in the North.  The lone exception is the large base of cell phone manufacturers and suppliers in the Tianjin area.  There is a drive to establish more high-tech electronics capability in the north, but the electronic supply base and skills are more limited. In the south, employees tend to operate more independently and as individuals.  In the north, employees tend to consolidate into groups and unions, whether formal or informal.  Cities such as Beijing and Tianjin, two of the largest in China, are rapidly expanding and modernizing and with the Olympic Games coming in 2008, intend to showcase China’s powerhouse economy.   Doing business here is a bit more rigid and driven by protocol than in the south.

The East:  With cities such as Shanghai, east China tends to have more tourist, banking, and shipping centers with the proximity to the Ocean.  Cost of living in these areas make it difficult for manufacturing firms seeking low-cost labor alternatives
The West:  Here I am speaking about the developed part of China which is geographically the middle with cities such as Kunming and Lanzhou. These areas are in the early phases of industrialization.  While labor rates and labor availability are very good, and the government is trying to stimulate industrialization in this area, the utilities support and reliability, the supply goods distribution infrastructure and the supplier/vendor capabilities are not yet available to support broad industrialization.  In fact, there is some momentum to move into Vietnam (Hanoi with its shipping port), rather than toward western China.  Those adventurous enough to establish a manufacturing capability in these areas of China will be on the bleeding edge of this effort and may find they have much higher support costs than planned.

Banks and Lending: 

As in the development of the free market economy, the development of the financial structure and financial tools are also evolving rapidly.   Most Chinese banks are probably 5 – 15 years behind US or Western European lending practices and sophistication, but this is changing rapidly as the traditional bankers are retiring and younger MBA-trained executives are stepping in.  

Lending in China has been very relationship driven to the extent that it is more about who you know and the individual relationship that determines lending terms and conditions.  A strong relationship with banking executives in China is essential to manage cash flow and investment without bringing in large amounts of “outside China” capital.  This may require more than a few nights in smoke-filled seafood restaurants wining and dining bank executives and exchanging gifts, and must include keeping your bankers informed of any unexpected issues.  Surprises are bad for your banking partner, especially if someone above them even hears a rumor that your banking relationship contact is unaware of.  He/she will loose face with their superiors.  If you lose your “relationship” with the bank, it could mean that the bank could pull your loan or immediately place some additional restrictions on your lending.
Big projects or relationships with “Brand” name western companies (Fortune 500 types) as a supplier, for example, create lots of leverage with Chinese banks.  First it creates status for the bank and its executives.  Second, it creates more security for their money, if your particular company is unknown to them.  Revenue growth may be a more influential driver for lending than profit in this situation, and you may be able to borrow against accounts receivable without having hard collateral to back up a loan.  

Another factor that drives Chinese bank lending is the statutory controls on foreign currency. A great deal of foreign currency has built up in Chinese banks and they are motivated to lend this out, as idle bank reserves are required to be placed in Chinese government accounts at very low interest (currently less than 1%).  The banks can lend this money out at higher interest rates for foreign currency and even higher rates if it is Chinese currency (the RMB).  Even so, interest rates are currently around 5 percent at the highest (without any local incentives or rebates). 

Managing external relationships: 

External relationships are defined as those relationships with jurisdiction officials, local and city government officials, law enforcement, and personnel in other government agencies such as Customs, Employment, and taxation.  Once again, what is most important here is building formal and informal relationships with key officials.  The structure of these organizations is very formal with a set “pecking order” of status and authority, not only within the organization, but across the various organizations you may have to deal with.  The head person of one organization will typically deal with only the head person of another organization.  The key is to gain contact with the highest possible person in position of influence, power, and authority within an organization and jurisdiction.  It is the quickest way to cut through the organizational bureaucracy, the quickest way to solve problems, and if you get agreement with the key individual, all the underlings will fall into line.  It is about authority, ego, honor, power, and reputation within the organization - the term for this in Asia is gaining, saving or losing “face.”
Don’t expect the senior official of a government entity like the mayor or head of Customs to deal with your underlings directly.  If you send your lieutenants to visit an official, you can be sure they will send their lieutenants to deal with you.  There will be lots of discussion, but limited decision-making.  

For example, our company opened up a new facility in Shenzhen.  There are mounds of paperwork and other administrative procedure to prepare and sign off before you are authorized to transact business.  One problem area was getting import and export business license approvals from Customs.   There seemed to be one delay after another for various reasons.  As part of a trip to Asia I visited our new facility to review its readiness.  Customs approval was raised as an issue by my employees.  I asked to meet with the senior Customs official(s) that day and was told by my employees that it would be almost impossible to schedule a meeting with that short notice.   Interestingly enough, they were able to schedule a late afternoon meeting with the head of Customs that day.  We had a very cordial meeting about our business goals and objectives, etc. and by the time I returned back to our facility, Customs had approved the business license.   This was all about the senior executive of a company coming to meet with the senior Customs officer - status, power, authority - “face.”
Investment and Capitalization: 

Investment and capitalization is kind of a two-edge sword.  In China, the more investment and capital you bring into the country, the more attention you receive with the banks and government authorities, and the quicker licenses and approvals seem to happen.  On the other hand, most companies coming into China prefer to “bootstrap” as much of the investment as possible inside the country.  The reason (besides just being prudent with money) is that it is hard to get profit and capital assets out of the country quickly, especially if you have used some government incentives to establish the operation, or if you imported and recapitalized equipment values.

You can move profits and capital to other regions/districts offering better incentives.  Some emerging regions/districts provide rebates, lending and tax incentives.  This creates competition between regions to attract business and the government is currently in the process of eliminating local/district incentive/rebates programs. 

Lease space is readily available at very good rates as an alternative to buying or building your own space.   Just ensure you do your due-diligence on the building codes, construction details, and lease terms and conditions.  

Staffing / Managing an Operation: 

If your organization is planning a facility in China, or planning to outsource a product to a supplier in China, bring in an expatriate team to start up the operation.  That team however, should have one or more Chinese speaking people working on it.   We had good success recruiting Singaporean managers who spoke Chinese but had sound western business practice experience.  They were able to build the organization into a high performance team in 6 months to a year.  Another way to get started is to partner with another company currently located in China, or one who is considering moving into China from another part of Asia such as Singapore.   

In my experience, Chinese factory employees are generally good workers who follow their training and stay on task.  They are reliable, focused, want to do a good job, and want career progression.   They also want to work for western companies with western business practices, and will remain loyal within those circumstances.  If you are a western company who expects to operate facilities in China similar to Chinese owned facilities, you can expect employee disappointment and probably higher than anticipated turnover, especially in south China where labor demand outstrips supply.

Professional employees have good skills and generally speak some level of English.   They also want to work for western companies to gain experience.  Many of the younger professionals aspire to run their own businesses someday and want to gain experience to achieve that goal.  In generally, they are aggressive and intent on learning.   They are also harder to retain.  Professional employees have a strong desire to share in the company’s success through incentive plans, etc, and will work hard to achieve goals driven by incentive pay opportunities.  Just make sure the guidelines for incentive payout are crystal clear and well-communicated. 

Many times, company-owned or -leased dormitories and/or bussing are required to house employees or transfer them to/from the work location.  In a dormitory, factory employees would be housed 4 to a room, professional employees 2 to a room. Managers have their own room, and depending on the level they are, may have other perks such as a car and/or a chauffer.

There are both factory employee and professional employee unions with employee-appointed leaders.  But, employees tend to operate more as informal groups with a senior employee or supervisor who will tend to be a spokesperson if there is an issue.  While there are labor laws governing how you deal with employee recruiting, retention, and release, it seems that these laws many times are interpreted differently by local officials, the jurisdiction, China law, attorneys, etc.  If you have issues with an employee group, address them immediately.  If not, you could very likely find that there will be a work stoppage in an area, an employee meeting in the cafeteria to drum up support for the group, or the location entrance will be blocked one morning when employees come to work. 

If you use temporary staffing services, make sure you understand and have it clearly documented what the temporary service companies policies are regarding employee release, termination, benefits coverage, etc., and who is liable for payment of things like severance.  

From experience, the most insightful thing I could say about China employee relations is that everything is more of a negotiation than a rule of law.  While the law is quite clear, the laws are typically enforced locally.  So local officials, even when the law is on your side, may choose to interpret it to favor local employees or make the arbitration process very slow and arduous.  It is not uncommon to have employees who are related to people of influence at the local level.  Further, if you have to go to court on an employee issue, unless the issue is clear cut that an employee lied about something, the court will likely rule on the side of the employee.  

Chinese labor laws and social taxes are constantly evolving, with the responsibility on the employer to keep up.  So it is important to have a strong Human Resources manager on site that understands Chinese labor law and can negotiate issues.  Further, as companies consider the business case to outsource to China, they must keep their eye on the ever-increasing social tax trends that are putting a great deal of pressure on labor costs and the profitability projections of outsourcing to China.

As I stated above, the average Chinese worker is dedicated, intelligent, and follows direction.  Like US workers, they want to know how they are performing, they want to have opportunity, they want to earn more money, and they want to participate in the prosperity of the company.  If there is a down-side to Chinese workers, it is that you must very tightly control your quality and your intellectual and capital assets.  Unfortunately, in today’s China manufacturing environment, theft, bribery and corruption are more of the norm than the exception. I have tried to analyze the drivers and motivators for this, and believe there are two factors:

1. Everyone in China wants to be an entrepreneur, so aggressive employees are looking for ways to use their current position as a springboard to create their own company.  They can do this through supplying inventions or commodities to the black market or by accumulating assets required to capitalize a startup business.
2. Some Chinese workers have a picture in their mind of what free market capitalism is that loosely interprets ethical and business conduct practice. In other words, their personal definition of what is right and what is wrong in business is different than western business conduct guidelines.

To successfully manufacture in China, businesses must acknowledge the above fact and implement strong business processes to mitigate these concerns.  Some approaches to consider are discussed below.

Business controls: 

If your firm opens a legal entity in China, the first thing needing strict control is the “Chop.” The Chop is a hold over from the imperial seal on all official documents.  The seal is difficult to forge because it took a skilled craftsman to create it.  It is a legal “seal” or “signature” used broadly in Asia.  If you are the senior officer of the legal entity, you are liable on any documents signed with the Chop. Therefore, it is very important to keep the Chop within your control and if you don’t handle it directly, you need to have a very trusted person responsible for its use and control.  Much of Asia is moving away from the Chop, to signatures as legal verification, however China is slower in adapting signatures.

The next best level of business controls if you have operations or are planning operations in China is to have a General Manager expatriate.  An expatriate is someone who is non-Chinese, but who speaks Chinese, such as a Chinese American, Singaporean, or Taiwanese.  Language familiarity is critical to interpretation and understanding.  If you are an executive that does not speak Chinese, you need to have a trusted executive who does speak the language and can interpret for you.  

In addition, your CFO / Controller should be expatriate also and provide a check and balance with the General Manager.  Optimum financial structure would be a CFO expatriate with a local Chinese Controller who understands China tax and accounting rules – or vise-versa.  

Another consideration besides checks and balances is separation of duties and responsibilities to assure there is no opportunity for conflict of interest or ethical issues such as bribery.  For example, in purchasing equipment, ensure that the engineers who specify the equipment are not the same people that issue the purchase order.  Ensure the Purchasing people negotiate prices and competitively bid.   Rotate purchasing people regularly among various suppliers to avoid kick-backs and money under the table.  Unfortunately, this is a common problem in China that must be recognized and managed.  Another way to avoid conflict of interest issues is to discuss business conduct, ethics, and business controls with suppliers.  Be firm about the consequences of failing to meet your standards for ethical management and business conduct.  Ask suppliers to identify any areas where they may sense pressure from your own employees, your management, or other suppliers to violate ethical guidelines or business controls as a condition of doing business.

If you have intellectual property, proprietary processes, products with consumer appeal, or parts with high dollar value or applicability to a broad set of products, in today’s environment you will probably find them on the gray or black market, or in product “knock-offs”  unless you have extremely good (close to perfect) part and product controls.   The same goes for capital and furniture/fixture assets  

The last thing I will say about business controls relates to the timely and detailed measurement of the elements of cost, product and production quality, accuracy of shipped and delivered goods, and inventory control.  Independently audit the integrity and accuracy of the data shown, crib control high dollar inventory, and perform frequent and independent inventory counts.  If the performance measurement data you are collecting and analyzing doesn’t look right or smell right, it probably isn’t right.   And if you are not collecting any performance data, you likely have problems you are unaware of.

Quality Management: 

As stated previously, you need a strong quality management plan that covers your down stream suppliers, and up-stream customers (if you product is not an end product).  This plan must cover product specifications, process controls, tracking, measures and auditing materials, parts, assemblies and finished goods with independent trusted employees.   In general, China employees will work hard to deliver good quality products but with a 90 to 120 day pipeline of product being shipped to the US, for example, it goes without saying that you cannot afford a quality issue with that much inventory in the pipeline.

There are three issues of control requiring documentation, training, and auditing that are especially important in China:  

1. To assure the product meets specifications.  Specifications must be clearly identified for materials and parts, and process change procedures need to be in place. One way to assure that your supplier(s) feels liable for maintaining the process change procedures is to have the owner(s) put his “Chop” on the documents.  That way if the supplier does not follow the process and procedures (like substituting lead paint for what is specified), then the liability is clear.   Don’t skimp on the capabilities and integrity of the incoming inspection area.

Quality issues are akin to loosing “face” for employees and teams, so they don’t readily want to report them or employees may exaggerate the numbers to make targets.  It is important to independently audit results shown, to focus quality issues on the process and not the individual, and to build incentives for employees to surface non-conformance issues.

2. To keep scrap and rework volumes as low as possible, to understand the root cause of defects, and to tenaciously track every piece of scrap and parts in the rework “bone pile.”  This is best illustrated by the following example.  We uncovered a ruse when we saw our scrap rates trending higher than normal for a couple of days.  When we audited, we found is that some sub-assemblies that were actually good were being “scrapped” and stolen from the facility by a production worker in the non-conforming parts area and a person working on the back dock..  We immediately instituted procedures to audit the scrap for true defective parts, count the scrap parts recorded on the report daily, secured the rework “bone-pile” and implemented a process to clean up rework daily. “Shrinkage” needs to be tenaciously managed and controlled.  If your product has any value, scrap rates can be inflated and the goods will show up on the black market.

3. To maintain tight control of shipping. If you have upstream customers for your product, make sure you have stringent controls, tracking, and auditing in place for shipping off your dock and for receipt at the customer.  Also ensure when you get returns that are deemed defective that they contain all the expected parts, that they have not been tampered with, and that it was your manufacturing facility that produced them.

Inventory and supply chain management: 

This is another critical area where employee separation of duties and responsibilities is a must. Keep your high dollar commodities in a tightly controlled inventory crib with trusted employees and controlled access.  Be tenacious about doing inventory counts and audits of incoming receipt of materials, stocking, and drawn stock to the line.  If parts are to be replaced in a rework operation, control those parts judiciously.  Rotate personnel in this position, especially managers and supervisors.  Typically, high dollar electronic and other technical components are in high demand on the black market and offer big incentives to those who can supply them.

Do regular inventory counts with your other inventory and finished goods and control access to and from the inventory cribs.  Track and audit what arrives on the back dock, what enters inventory, and what is used.  Similarly, track and audit finished goods at the end of the line, at the shipping dock, and at receipt by customer.  We use the term “shrinkage” as it was an appropriate designation for materials, parts, products and finished good that were not tightly controlled.

Supplier management: 

In China, there are many sources of supply, a great deal of competition, and tremendous pressure among suppliers to win business and reduce cost.  The pressure to win business is an incentive for suppliers to try to offer more than they can deliver or to try to “influence” the sourcing decision.  The pressure to reduce cost or meet schedule may cause a supplier to buy or use materials that do not conform to specification, thereby changing the process without notifying their customer, and exposing your company to major scrap or rework charges.   Everything stated above are ways to mitigate and eliminate these risks and exposures.
When you can work with China suppliers to institutionalize effective processes and process controls they will consistently deliver high quality, cost effective, commodities on time.   Your key to achieve this performance from Chinese suppliers is timely monitoring of the process, measuring results, and auditing the integrity of the data.

Conclusion:

This article attempted to identify some of the benefits, risks, and exposures of manufacturing in China.  Every manufacturer proceeds to outsource with a business case and expected financial model for success.  Clearly in China, there is value in labor and material rate savings and in a large supply of dedicated and skilled hard working employees. This is offset by the inventory carrying costs and shipping lead times across the ocean.    The contingencies that carry risk and should be planned for are; your support costs, exposure to ethical and quality problems, ability to consistently meet demand (keeping the shelves stocked in the US or your customer’s warehouse stocks filled), and the increasing infrastructure, social taxes and other costs as China matures into a free market global power.
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